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Chapter 1 Credit versus Venture Financing

The creditor is not a venture capitalist and should not be participating in financing
venturesome activities. A venturesome activity is one in which the quantity and timing of
cash flows are not reasonably certain. Ventures must be financed through equity funding. A
non performing loan or a defaulted bond is usually the result of a creditor, consciously or

unconsciously, venturing into the venture domain.

Financing a venture makes no sense for a creditor. The more venturesome the activity being
financed, the greater the potential for huge gains as well as huge losses. The creditor gets no
share of the upside if the venture succeeds but is exposed to almost the same losses as the
venture capitalist if the venture fails. Hence he should leave such pursuits to the equity
investor who gets all the upside should the venture succeed. All that the creditor does when
he ventures into the venture arena is to reduce the amount of risk capital that the holders of
equity securities need to get into the venture. In effect, the creditor’s role, if he accidentally
finances a venture is to reduce the downside risk for the shareholders while improving the

shareholder upside yield if the venture succeeds.

What are the characteristics of venture investments? Firstly, these could be absolutely new
projects executed by a start up company. Because the project has never been executed
before, one cannot visualize all the problems that can crop up during project execution.
Hence it is not possible to determine with reasonable certainty the cost of executing such
projects. Once these projects are commissioned, one cannot know for certain the number of
users who would use the goods or services generated and the users’ sensitivity to output
pricing. Because of that, one cannot estimate the revenues with any degree of certainty. If
you can’t estimate the revenues, you won’t be able to estimate the operating profit (the

earnings before interest and tax, or EBIT) and hence you can’t estimate whether interest
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payments can be made in a timely fashion and whether the debt repayment schedule would be
adhered to. After its attempt to make a tablet PC failed in 2002, Taiwanese PC maker Acer
decided that it was content to let other companies take the lead in development of new
products and jump in only once the viability of the product was proven in the market place.
The company launched its netbook PC only once its competitor Asustek proved the viability
of netbooks in the market place. That is the kind of operating philosophy a creditor should

approve of.

Secondly, a venture project starts when an existing company with a predictable earnings
profile ventures into a new arena for which it needs to commit capital resources that are a
significant fraction of the company’s current capital base. It might be tolerable for the
creditor if the company, at the beginning of the venture, agrees to execute the venture in a
separate subsidiary and covenants its lenders that it will not provide financing support beyond

some well defined investment at the start.

Thirdly, creditors cannot be involved beyond the period for which earnings visibility exists.
This critical debt maturity period varies from industry to industry and from company to
company. Beyond that period, the exposure ceases to be a credit exposure and becomes
venture financing. Even the great Benjamin Graham confused equity and credit risk when he
blessed potential investments in ultra long tenured corporate bonds in his classic work
“Intelligent Investor”. Yes, in his co-authored treasure “Security Analysis”, he does mention
that bonds should be bought only on a depression basis, i.e., the company should be able to
service its debt even under a depression scenario. You can estimate that ability for a possible
depression in the next few years- how can you visualize cash flows two depressions (or rather

recessions) after the next?
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Credit Investing & Credit Analysis

Credit analysis is the assessment of the likelihood of a debt being repaid- not refinanced. The
debt has to be repaid out of operating earnings after necessary cash is apportioned for
ensuring continued sustenance such as maintenance and R&D expenditure. This analysis is
incomplete if one restricts one’s thought process to the entity being considered for a lending
transaction. A company’s revenue prospects depend on the extent to which the society in
which it operates will continue to consume its goods or services at the current or higher rate.
If a society is highly leveraged, chances are it will drop its consumption of all but essential
goods. The household is the last link in the chain of societal consumption. Even a
corporation which supplies goods to other corporations depends ultimately on companies
which supply goods to households. Hence, when households are indebted, demand (number
of units of various goods consumed) will fall across all segments of society. On the pricing
side, the extent of capacity addition in the industry will determine the unit price at which the
goods can be sold- so the financial analyst needs to know the capital expenditure plans of

competitors.

The great economist Hyman Minsky classified borrowers into three types- hedge borrowers,
speculative borrowers and Ponzi borrowers. The hedge borrower can make principal and
interest payments from current cash flows (that is from the income generated). The creditor
is interested in analyzing if such cash flows are sustainable. In the case of companies
operating in industries with rapidly changing technology, cash flows can hardly be forecast
outside the realm of the astrologer and such mumbo jumbo- hence such companies cannot
support much debt. The speculative borrower can make interest payments from income but
relies on debt roll over and refinancing to stay current on his obligations. Finally, there is the
Ponzi borrower who relies on the appreciation in the value of the asset financed to meet his

debt and interest payments (the carry trade in various forms). Obviously, credit financing is
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rational only in the case where cash flows from operations can be used for principal and

interest servicing. Venture investors can finance the other types of borrowers.

Over a period of time, the onus of credit analysis shifted from the borrower to the lender.
Chapter 18 of Matthew’s gospel talks about debt and unlimited liability- where the
borrower’s wife and children served as collateral and were sold to pay off debt. Chapter 11
put an end to this and capped the extent of a borrower’s liabilities. Even as late as the
nineteenth century, a borrower could land in prison if he defaulted on his debt. This
weakening of credit protection had one benefit for society- the borrower was more likely to
take higher risk with borrowed money, potentially resulting in favorable outcomes for society
through creation of new businesses and business models. But it also lowered individual
responsibility. Earlier, the borrower calculated, assessed and took on debt which he hoped to
be able to repay from his earnings. Now, because of limited liability, the lender has to assess
how much debt the borrower could reasonably be expected to repay before which he might

file for bankruptcy. That is the basis of modern credit analysis.

For companies, debt, unless guaranteed by a government, must be used by shareholders for
riding product life cycles- not for innovative ventures. A product which has considerable
certainty of producing revenue can serve as collateral for borrowings. These borrowings
could be used by shareholders to change the capital structure of the firm as the firm can now
support more debt on account of its steady cash flows. It is pay day for shareholders for
having taken on a high risk venture before the product found buyers in the market place. The
shareholders could use the debt for dividends and share buybacks. Or they could use it for
R&D expenses or other venturesome pursuits- the creditor on the other hand knows he is
relying on the cash from the successful product and not from the contingent cash flows of a
new venture that the shareholders might initiate. The moment a creditor starts looking at a

new venture as a source of cash flows, he has taken his eye of the ball. Ideally, new ventures
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need to be ring fenced in separate subsidiaries to which capital transfer from the creditor

financed entity are capped through loan covenants.

From time to time, due to excesses on account of easy liquidity, capital must be purged to
ensure that returns to the capital employed are commensurate with cost of capital. Like
European farmers, protected by the Common Agricultural Policy, who periodically pour milk
into the sea to keep milk prices under control, capital must be purged from time to time
through writedowns to ensure that is does not drive down returns on capital employed. The
role of credit analysis is to ensure that when excess capital is purged, recoveries are sufficient
so that providers of capital more junior on the capital structure are the ones who experience
the pains of the purging process. If a creditor’s capital is part of the capital that is purged
during capital restructuring, it is more likely than not that the creditor took on venture risk

and was now bearing the consequences.

In times of easy liquidity and consequent credit bubbles (whether originating in the
governmental sector, the corporate sector or the household sector), life is very tough for long
only credit investors (i.e. they are not permitted to buy protection through the CDS markets to
short credits). There is an urge to take venture risk to secure higher short term returns to
pacify their investors. The pressure from investors is tremendous- it is hard for the asset
manager or lender to convince investors that though one is inert, one is fishing and not

standing on the shore like an idiot.

Societal Debt: The Macro Indicator of Investment (Debt and Equity) Soundness

The central tenet of this book is that a good investment analyst cannot judge the investment
story of a company by looking at the company’s financials in isolation. Even before one gets
on to analyze a company, one needs to look at the debt levels of the society in which the

company operates. And for a multinational company, one needs to look at the societal debt
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levels of all the company’s big markets. Else, one would be terribly surprised when one sees
companies that looked fairly healthy on standalone metrics suddenly plunge into a whirlwind

of troubles.

We define Societal Debt Ratio (SDR) as the ratio of the total debt of a society (government,
household and corporate) to the country’s Gross Domestic Product (GDP). An allied
concept is the Societal Savings Ratio (SSR), which is the ratio of the total annual savings of
society (government, household and corporate) to the country’s GDP. We discuss this thesis

in detail in Chapter 3-“Consolidated Risk and Consolidated Financials™.

Credit Rating Agencies are a perpetual freak show in their sovereign credit rating analysis
because they analyze a sovereign’s credit strength by narrowly looking at the government’s
debt level and government’s savings level, without considering the fact that high household
and corporate debt levels can plunge a country quickly into Hades. A country having a boom
in asset prices that cannot be explained by productive returns from the use of the asset, thanks
to an incompetent central bank that ignores asset prices for its policy response, accompanied
by a jump in household debt and fall in household savings, will also witness high collection
of taxes from capital gains and property taxes. The jump in asset prices will improve
apparent household wellbeing, causing the households to splurge on trinkets. The
corporations that make those trinkets and provide allied services will witness huge increases
in corporate profitability, which would translate into higher corporate tax collection for the
government. And when the trinkets come from a foreign land, the trinket exporting country
will start reporting huge trade surpluses and accumulating reserves in the currency of the
consuming country. The trinket exporter invests his trade surplus in the government debt of

the trinket consuming country, driving down yields on the importing country’s debt.

Suddenly, the consuming country’s government starts witnessing budget surpluses and the

central bank, in a fit of inspiration, declares that a new paradigm is afoot. And when central
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bankers, after deep cogitation, try to describe the apparently new paradigm, words like
“conundrum” abound. Politicians, God bless their hearts, would work at finding new ways to
spend the surplus, so as to improve “general welfare”. To talk about fiscal discipline in such
an environment would be positively curmudgeonly. That spending in turn creates more
demand, and an even warmer and cuddlier feeling among households that God is in his
heaven and all is right with the world. And if the government’s surpluses cannot be invested
in conventional projects (such as paying down debt), they can always be used for starting
wars elsewhere. This also drives up profits of some companies. Because of increased
corporate profitability, share prices would zoom up, retirement accounts and college
education accounts look fully funded (and perhaps a tad over funded). Households jump to
the conclusion that saving a portion of one’s income is an idea whose time had come and
gone and propounded by old fogies of a bygone era due to natural feebleness of mind with

advancing years.

Increased corporate profitability would create its own behavioral dynamics. Flush with cash,
companies set out on M&A empire building, initially cautiously, not employing crazy amount
of debt. But as profits zoom up year after year, a capital structure that employs low debt
seems not to be “maximizing shareholder value”. Share buybacks are resorted to set this
“anomaly” right. The M&As also get financed with higher and higher amounts of debt. The
return on equity of the companies hits stratospheric levels, but companies do not get fearful
that societal debt is going through the roof. New capital expenditures are planned at
corporate off-sites to meet increased demand. These expenditures also tend to be financed

more and more with debt.

Like the Carpenters who did not spot a cloud in the sky, all seems halcyon. Government
finances seem to be in rude health with revenues outpacing expenses. Government debt as a

percentage of GDP seems low. And joy in unalloyed when international rating agencies
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Moody’s and S&P place a crown of twelve stars on the sovereign debt and pronounce it

triple-A. Even a consolation prize in the form of a triple-A from Fitch Ratings would do.

When households are leveraged to the hilt, all that is required is a small push for the script to
go awry. Debt levels hit such crazy heights that even interest servicing becomes difficult.
They start defaulting on their loans, taken for keeping up with the Jones, without realizing
that the Jones’ credit card companies are sending them nasty notices and subjecting them to
unfriendly phone calls while payday lenders are beating at the door. Suddenly consumption
starts falling, and corporate inventories start piling up. Corporations “let go” of employees.
These leveraged employees then default on their loans. As corporate profits go southwards,
leveraged corporations call up their banks for “corporate debt restructuring”. Banks urge
their regulator to come up with new norms for defining what constitutes a bad loan. Some
small banks go belly up, and after some time, capital ratios of “systemically important banks”

start getting questioned.

With screams for bailouts hitting maniacal proportions, the government steps in to do battle.
Bailouts are organized. Committees are set up. Stimulus packages passed. And government
debt shoots up, not exactly at a linear pace. If the debt party had lasted too long, government
debt goes up at an exponential pace. Income tax collection goes down as unemployment
shoots up. There are no capital gains to tax. In fact, entities start claiming tax credits. For
instance, on the back of a capital gains tax bonanza and taxation on sky high corporate
profitability due to a credit binge, tax collection in Japan in 1990 was ¥60 trillion. As these
sources of taxation dried up, tax collection fell in the subsequent years, falling to ¥49 trillion
in 2005. Property prices fall and property tax funded visions of government officials fall by
the wayside. The fiscal deficit hits double digits. Rating agencies make murmuring
sounds, without looking at the man in the mirror who lacked the intellectual wherewithal to

spot the trouble earlier on account of the flawed methodology of looking exclusively at

10
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government finances during the good times. The strength of government finances in an

environment of rising household debt and corporate debt is ephemeral at best.

It is this cartoon like methodology which caused the agencies to rate Ireland triple-A in 2007.
The fact that income from property taxes had jumped several folds over a decade did not
perturb the agencies one bit. Moody’s rated the leveraged fish producer Iceland Aaa in 2008
in a shockingly incompetent manner (we will not accuse them of corruption unless evidence
emerges later- impropriety requires intention to do wrong which incompetence precludes).
The UK continues to be rated triple-A, but none but the seriously retarded buy that story.
Spain’s asset prices boom seemed not out of the ordinary to the agencies, which feted an
incompetent socialist government with high marks until the bubble bust. The only two sound
big European countries, Germany and France are countries with low household debt. All the
rating agencies missed the Asian crisis because they ignored the corporate debt levels of those
countries- that too short term debt in foreign currencies. And all the agencies downgraded the
afflicted countries in unison. Monkey see, monkey do, is not only the motto of farm sheep- it
is also the battle cry of the rating agencies. In summary, high household debt and corporate
debt translate into non performing assets for banks. And when banks are bailed out, or a
bailout of an economy is arranged through stimulus packages, government debt levels jump
up. And the crisis induced by household or corporate debt will translate into lower income

and higher expenses for governments, thus putting their fiscal positions in a tizzy.

Allied with the rating agencies’ incompetence on the societal debt side is their scandalous
ignoring of household savings. The wizards of S&P rate Spain above Japan, ignoring the
amazing household savings of Japan. Japan’s biggest financial institution, Japan Post alone
holds around $ 2 trillion of household savings. 80% of the deposits are placed in government
bonds. Obviously, a society such as that can support far more government debt than a society

with a lower propensity to save. Merely quoting a single ratio of government debt to GDP is

11
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imbecilic because it ignores the immense flexibility that household savings confer. True,
demographics are not on Japan’s side, but neither are they on Spain’s side. In the long run,
putting money as the disposal of the government is not good for a society’s competitiveness.
But in the medium term, it ensures that the government’s debts are serviced in a timely

fashion.
Book Structure

The book begins by discussing how creditors get into trouble by financing schemes that fall
outside their realm and in the realm of venture financing.  We attempt to delineate credit
risk which a creditor is paid to assume after intelligent analysis (and not following credit
rating agency groupthink), from venture risk which has upside potential and which an equity
investor assumes. Fundamental to this analysis is understanding the credit story of an entity
being considered for credit investment. The credit story helps an investor understand how
certain or uncertain a company’s earnings are likely to be in the near future. We discuss, in
chapter 2, a broad canvas for understanding the credit story of a company. We caution the
investor that the discussion on the credit story is not a cook book whose recipes are immune
from change. In a dynamic world with accelerating pace of change, new factors are likely to
crop up. The intellectual search for the credit story, as opposed to a hard and fast and
hackneyed credit rating methodology, will help the analyst spot the changes required in his
analytical framework.  Such a dynamic state of mind would have spotted trouble like the
ones that were brewing at the credit insurers like MBIA since 2004. A mind trained in
tinkering with financial projections based on past happenings would be singularly ill-suited

for that endeavor.

Having understood the credit story, in chapter 3, we would look at the consolidated financials
of the entity being evaluated. If the entity is a sovereign, merely looking at government

finances and calculating a zillion ratios would be callow and will fail to do the trick. The

12
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reason for accident prone sovereign credit ratings is due to the fatally flawed methodology of
the rating agencies. At the core of the methodology is a disproportionate importance given
to the income statement of a sovereign (through the fiscal /revenue deficit numbers) and its
balance sheet (through calculation of sovereign debt as a percentage of GDP) while ignoring
the debt structure of the society at large- including the household income statement (the
savings rate) , the household balance sheet (household debt/GDP) , the corporate income
statement (return on capital employed) and the corporate balance sheet (average corporate
debt equity ratio). Very high private sector debt can cause bank failures and bank bailouts or
deep recessions which require big stimulus packages for bailing out the economy. Both
bailouts and stimulus packages can cause huge increases in government debt within a short
period. In addition, when the private sector debt comes home to roost, the subsequent
economic downturn can cause a debilitating impact on governmental revenue (from income
tax, capital gains tax and property tax) and a sharp increase in spending (for items such as
unemployment benefits). Despite the error of their methodology being repeatedly exposed,
when sovereign crisis after sovereign crisis were not forecast, the agencies have not
summoned the will and intellectual resources to change their methodology. In chapter 3, we
analyze a few sovereign credit rating failures and lay those at the door of their flawed

methodology.

Consolidated financials need to be used for companies which try to separate their debt
financing into two parts - full recourse and non recourse debt. We put forth thoughts on
consolidated financials of companies with chunks of non recourse debt such as European
contractors on account of PPP (public private partnership) investments in infrastructure
projects, quasi non recourse debt such as the debt of the financing arms of manufacturing

companies and the debt load carried by Japanese kieretsus.

13



Stories in Credit Analysis

Post understanding the big picture of the consolidated financials of a company or a
government entity, in Chapter 4, we calculate the true gearing of a company’s balance sheet.
That involves correct valuation of the assets and liabilities of the firm and making
adjustments when assets are carried in the books at higher values than their true worth and
liabilities at lower than their true costs. What is of interest to the financial analyst is not
current valuation, but how those valuations are likely to evolve over the tenure of a debt
instrument. We particularly look at assets and liabilities of financial institutions such as
banks and insurance companies, intangible assets of manufacturing companies and unfunded
liabilities such as employee benefits. Taking values of banks’ and financial institutions’
assets based on “model outputs”, because no body is willing to buy those assets at any price
is a prodigious display of ignorance and incompetence- both of which the credit rating
agencies displayed in abundance prior to the 2007 credit crisis when they assigned
superlative ratings to banks and financial institutions that were technically insolvent. A
deleterious side effect of this lunacy was that several institutions miscalculated their
counterparty credit risk and the credit risk of financial instruments (such as municipal debt)
guaranteed by such institutions. The rating agencies did not have any clue about the correct
valuation of Level 3 assets, (assets which have no market quotes but which are priced using
“models”) which in many cases were several times shareholders’ equity. The agencies did
not permit such niceties from coming in the way of assigning a high rating based on stated
asset values. The ultimate example of faith based credit rating! The long debt driven boom
of the last two decades lured the agencies into complacency and they did not update their
rating methodologies to account for “financial innovation”. In addition, the natural aversion
to critical thinking at such agencies and the deep rooted belief that he who pays the piper

must call the tune ensured the anomalies were not spotted.
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Asset values are not static and change in response to economic conditions and technological
progress. The equipment required to make horse carriages must have sharply plunged in
value when the automobile industry took off in the early part of the twentieth century. Such
an asset is called “impaired” and its value must be written down to the value at which it can
generate returns higher than the cost of capital. When such a write down happens, the greater
the cushion provided by shareholders’ equity, the less is a creditor impacted. This is also

discussed in chapter 4.

Efficient working capital management plays an important role in sustaining a company’s
competitiveness. Working capital management strategies varies from industry to industry. In
Chapter 5, we look at working capital management in the construction, the ship building,
fashion retailing, airline and the hotel industries. Efficient working capital management
results in the need for lower short term debt to finance working capital requirements. On the
other hand, excessively aggressive working capital management, attained by pushing

suppliers too hard, can cause supply chains to rupture.

Contingent liabilities are given scarce attention in conventional credit analysis, perhaps
because they can’t usually be used to generate financial ratios readily. Ratios seem to bring
untold joy to rating agencies, hence the myriad ratios you would find in a credit rating report.
Contingent liabilities from product liabilities and warranties can be serious. For instance, not
being able to estimate the true cost of product warranties can result in overstatement of
operating profits and the saving of trouble for another day. We also look at contingent
assets- mostly the uncertain reserves of oil and gas exploration companies. Contingent
liabilities are the cornerstone of a credit insurer’s business and we cast doubts on the way the
credit insurers book income. We analyze contingent liabilities and assets in chapter 6.

Contingent liabilities have acquired a great deal of importance in the last two decades due to
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management’s focus on the “here and now”, i.e., overstate earnings today and not worry too

much about the harmful effects on the balance sheet tomorrow.

All this sets us up to calculate the most important ratio that a credit analyst needs to calculate-
the return on capital employed (RoCE). In chapter 7, we look at the RoCE calculations in
some industries with high operating leverage such as the semiconductor industry and the
process industry. We look at the RoCE in industries which depend on discretionary spending
such as the entertainment industry. We analyze the retail industry where RoCE is extremely
sensitive to working capital management. RoCE in industries where demand never falls of
the cliff, like the utilities sector, is looked into. RoCE has to be calculated over a business
cycle and not at a single point in time. The credit analyst has to confirm that the returns have
been achieved from capital employed and not through weakening of the balance sheet, thus

pushing the bad news into the future.

Management is the key to a company’s future performance. It is vital for the credit analyst to
have a clear understanding of a management’s integrity and risk appetite. Managements
which have a history of moves that are unfriendly to the providers of debt capital have to be
eschewed. In chapter 8, we discuss the hazards of providing debt capital to companies led by
individuals such as Donald Trump. Disengaged CEOs (like those at most big banks during
the credit crisis), perhaps even well meaning second raters, are indicators of deep rooted
dysfunction and should signal the creditor that his interests are not safe. We also look at
covenants that are required to keep a company from taking on too much risk and to keep

management within the path of virtue.

Before a credit investment is made, a financial projection for the tenure of debt has to be
created. The greater the ease with which the projections can be made, the more likely that the
principal and interest will be repaid. Creating financial projections focuses a financial

analyst’s mind. The moment an analyst finds himself making heroic assumptions that he is
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not comfortable with, he can be sure that he has ventured into the venture domain. Financial

projections are discussed in chapter 9.

These days, advanced mathematics is being flaunted in the world of credit investments and
credit derivatives. Any mathematics beyond the fundamental mathematical operations of
addition, subtraction, multiplication and division is unwarranted for most purposes. As
Thomas Aquinas put it, “not everything that is more difficult is more meritorious”. It is
purveyed around by individuals who lack credit skills but still want to dabble in the world of
credit. Most of the mathematics used is outright fraud, which are only suitable for usage in
physical sciences but not in the world of finance and economics. And when a mediocre
mathematician dabbles in a field he is ill at ease with, no good outcome can be expected.
The gullible who are impressed with anything they don’t understand are doomed to losses if
they fall for such wiles and part with their hard earned cash. Sensible credit investors might
even be able to make above normal returns by trading against these mediocre
mathematicians, short on common sense required for credit investing. Many quantitative
models like FICO scores are not even based on causality. The mathematics used in
securitization and CDO valuation is just plain wrong and the losses that investors suffered
should not have come as a surprise to anyone who is well versed with both credit analysis and

mathematics.

Why did senior management at big investment banks permit such absurdities? There can
only be two explanations- and the explanations are not mutually exclusive. Firstly, as
demonstrably seen, most of the senior management have been Peter‘s Principle creatures —
rising to their level of incompetence. The CEOs of Merrill Lynch, Bear Stearns, Lehman
Brothers and Citigroup were people who did not have a foggiest idea what was happening
and were perhaps (to be charitable to them) too shy to ask. The other explanation is if these

techniques could be used to fool clients on the buy side such as pension fund and insurance
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investment professionals and generate valuable fee based income, surely it would be churlish
to ask questions and risk upsetting people who were coming up with such “quantitative
techniques”. If the PhD in Math was throwing up bizarre stuff which impressed the client,
why risk pissing him off when he might walk into the welcoming arms of another shop and
take the client with him? We discuss the failings in the use of Mathematics in Credit in

Chapter 10.

In chapter 11, we attempt to learn lessons from investment calls- calls made by rating
agencies, credit investors, short sellers and distressed debt investors. The aim is to prevent
the investor from falling into potential wayside ditches, into which others have fallen in the
past. Also, lessons are learnt from successful investment calls, calls which had been hugely

rewarding to the investors who made those calls.

Every chapter is filled with examples from company experience (the “stories”). Also, most
chapters have accounting boxes which discuss what the accounting standards have to say on
key issues. Text boxes have been interjected to provide more clarity on a topic under

discussion without destroying continuity of the main narrative.
Historical Perspective of Credit Risk and Venture Risk
Financing of Wars: Greed and Stupidity of Confederate Debt Subscribers

War is essentially an unproductive enterprise which does not produce income to pay for itself.
The only wars that have had a positive return on capital were the ones that realized returns
from looting such as was the case with Chengiz Khan or the British Empire. As a fifteenth
century military commander put it, ‘to carry out war three things are necessary: money,
money and yet more money.” When the money is procured externally by an entity which
might not exist after the war, if it lost the war, and severely weakened financials should it be

victorious, financing such an enterprise is clearly a venturesome activity. Unless the war is
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financed by general purpose debt issued by a sovereign with strong finances waging war with
a very weak entity, creditors have no business being around as the activity clearly has a

venture odor and color.

Despite the venturesome nature of the activity, creditors eager for yield have rushed to
finance sovereigns indulging in war, only to come out of the experience sadder. The
Florentine bankers of the 14™ century were caught on the wrong foot when they financed a
war mongering English king Edward III who finally defaulted on his loans. Post the
Napoleonic Wars of the early 19" century, France, Austria, Russia and various German
entities defaulted on their debt obligations. Medieval debt to a sovereign was inherently a
venture some pursuit- the succeeding regime did not feel the necessity of paying its

predecessor’s loans.

We don’t know what analysis holders of US Confederate Debt were using when they
subscribed to the bonds issued by the Confederacy at the time of the US Civil War. Were
they betting that the Confederacy would win the war? Because under no other circumstance
did subscribing to the Confederate bonds make any sense. And when the battle ahead
certainly did not appear one sided, investing in the debt was foolhardy, even without the
benefit of hindsight. Sensibly, Europe’s leading bankers Rothschild and Barring refused to
underwrite the loans. In 1862 the Confederacy raised loans backed by cotton in London
which was to pay a coupon of 7% semiannually. The bonds were sterling denominated but
had the option that allowed investors to convert into cotton (the biggest source of trading
income for the Confederacy). Unfortunately for the creditors, the bonds were redeemable
only within the Confederacy- so to redeem the bond, the investor had to succeed in breaking
through the naval blockade of the union forces. Rothschild had aptly described the bonds as
so speculative that it was likely to attract only wild speculators. The Confederacy also

issued gold bonds in Amsterdam to Dutch investors.
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Once the Confederacy lost the battle of Gettysburg, all its bonds sharply declined in value.
To make matters worse for the cotton bond investors, when the Confederate soldiers were
retreating, they burned down the cotton stored so as to prevent resources from falling in

enemy hands. After 1863, interest in the bonds was limited to venture capitalists, where it

belonged in the first place.

The same sequence of events occurred more than half a century later in Russia. When the
Bolsheviks took over the country from the Tsar in 1917, they repudiated all the money owed
by the Tsarists. French investors were the ones at the receiving end. Some US citizens had
subscribed to Tsarist bonds secured by Russia’s railroads. Why the investors felt that having
the security, situated inside the territory of the entity whose default would trigger the security,
would be useful is beyond conventional understanding. To compound the merriment, in
1928, the Soviet Union tried to issue $ 30 million of railway bonds secured by the same
railways. The Soviets, believing Lenin’s dictum that a capitalist would sell you the rope to
hang him with, engaged some US banks like the Chase National Bank of New York to get US
investors for the bonds. The bank did find investors since the bonds promised an attractive

rate of 9% before the US State Department stepped in.
Financing Risky Voyages without Debt: the only way to Finance Ventures

The ancient voyages in search of new trade routes were highly risky, even speculative. There
was the promise of untold riches, but the venture started without even a clear map in hand.
Obviously, it did not make sense to finance such ventures without a stake in the upside.
Christopher Columbus had his financing sewed up with King Ferdinand and Queen Isabella
of Spain. There was an element of debt financing from Italian investors. The Spanish rulers
wanted to get control over the spice trade to India, which was worth the risk. Columbus, as
the employee of the king, was entitled to some upside- he would be made viceroy of all the

new lands discovered and he could keep one-tenth of the loot. A similar structure was in
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place for financing Ferdinand Magellan’s trip in search of the spice trade route. In the face of
several other financing alternatives, King Charles the V of Spain insisted on financing the
whole expedition himself so that he did not have to share the rewards with others. Magellan
of course had to be given a share of the upside for pursuing such a venture- he was to be
granted the title of governor of any island he discovered, keep 5% of the revenue from the
discovered islands (the early stock option) and 25% of the profits from the spice cargo of the
first voyage. Manuel the king of Spain financed explorer Cabral’s explorations to India,
though other investors were allowed to buy into the potential gain. Cabral was, as in the

other cases, allowed a share of the profits from the spice trade.

This should have been the model for financing risky ventures where one just cannot forecast
with reasonable certainty the revenues that would accrue. There was no debt financing. Yet,

many centuries later, projects with similar venturesome features were being financed with

debt.
When the Creditors Financed Projects without Clue of Earnings or Costs
Iridium and the Pie in the Sky for Creditors

The default on debt by Iridium Inc in 1999 is a classic case study of what happens to creditors
when they finance enterprises they have no business being involved with. Here was a new
business whose customer acceptability and revenue models were uncertain, a business in
which failure would result in low recoveries as there were few alternate uses for the assets.
Yet creditors did not think it sensible to keep away or structure it as an equity investment with

potential upside.

Iridium was incorporated in 1991 as a wholly owned subsidiary of technology major
Motorola. The aim of the company was to use a constellation of 66 low-earth orbit satellites

to provide reliable communication from any point on the globe- whether in the middle of the
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sea or at the highest mountains. Mobile networks not based on satellite technology relied on
base stations that would cover a few kilometers each- obviously it was not viable to put up
such base stations in remote locations. Originally the plan was to have 77 satellites- hence

the name Iridium, an element with the atomic number 77 in the periodic table.

The ownership structure was diverse as Motorola diluted its holdings in the company by
bringing in suppliers and contractors to the project such a telecom component maker Kyocera
of Japan, equipment suppliers Lockheed and Raytheon of the US and telecom companies of
many countries. The initial cost of building the Iridium network was estimated as $ 3.5
billion. In a one off project, it is almost impossible to get the project cost estimations done
correctly upfront and the risk is not mitigated even when the risk of project cost overruns is
passed on to contractors and suppliers through contracts. If one supplier fails, the whole
structure can collapse unless there is a very strong contractor, whose balance sheet size is
much larger than the estimated project cost, agrees to provide a cover against cost overruns.
The capital cost consisted of the cost of getting the satellites operational as well as the cost of

terrestrial network development.

Between 1993 and 1998 Iridium spent $ 4.8 billion, much higher than the original project
cost estimate. The funding involved $ 500 million of secured bank debt, $ 1.62 billion of
issued debt securities, $625 million of bank debt guaranteed by Motorola and $ 86 million of
vendor financing. Of all these sources of debt, only the facility guaranteed by Motorola made
any sense provided Motorola’s own creditworthiness was not put at risk on account of its
exposure to Iridium. The vendor financing might make sense if the vendor did not have
sufficient orders and had a high fixed cost structure. By early 1999, the secured bank debt had

expanded to $800 million.

Iridium needed 400,000 subscribers to break even. By May 1999, the company had only

10,000 subscribers. We fully understand the excitement in the mid 1990s when industry
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analysts were predicting humongous growth rates for satellite phone. Base station based
mobile phones had not yet taken off. However, a common standard for such services was just
coming into existence. Though the GSM specifications for mobile phones had been put in
place in 1990, it was only in the late 1990s that subscription volumes took off. And Iridium
itself had several technical limitations- when users were inside buildings outside the line of
sight of the terrestrial satellites, the phones would not function. Of course, the phones
functioned very well at sea and on the mountains- but the number of users for such

applications were woefully limited and did not support such a high fixed cost.

All those issues were irrelevant from the creditor viewpoint. Firstly, there was no clear fix
on costs. Secondly, the technology was unproven. Thirdly, there was no certainty on user
acceptance, particularly vis-a-vis the GSM mobile standards. Without knowing user
acceptability one cannot estimate loan recovery in case the company is unable to service its
debt. The shockingly high cost of the satellite phone and its clunky design should have
triggered the thought that it was not a gadget for everyone. Fourthly, there was no clear idea
of schedule of user acceptability —i.e. number of potential users at different pricing points.
The likelihood of the creditor being paid from operational cash flow rested on a number of
untested assumptions. In short, a venture investment where the risks being taken were huge,
but so were the potential rewards. In 1998, many equity analysts had buy recommendations
on Iridium, but that was in keeping with the spirit of the times. The funny thing about the
loan agreements was that they had stringent earnings covenants when the earnings themselves

rested on hope and not were based on past track record.

Finally, in August 1999, without enough customers signing up, the company filed for
bankruptcy. Motorola wrote-off its equity investments. The only lenders who came out
ahead were those whose loans were guaranteed by Motorola. The story ended when the

company was sold to a privately held consortium for $ 25 million which planned to use it for
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narrower purposes such as communication at sea and for military uses. Because of the low
capital cost for the new investors, the break even number of customers required was only
60,000 subscribers. The recovery for the Iridium unsecured lenders was nothing to gloat

about.
Eurotunnel and the Saga of Creditor Overreach

Engineers have an instinctive mistrust of systems with too many moving parts. The
Eurotunnel, between UK and France not only had all the characteristics of a venture, with
huge uncertainties in project costs and revenues, the whole project structure had too many
moving parts in terms of project design, contract structures, financing structures, relationship
among numerous agencies and relationship between public and private entities. That meant
that the project, at least from the investment standpoint (credit or equity), was doomed even

before the first brick was laid.

The Eurotunnel, connecting France and England through an undersea rail tunnel was one of
the largest privately financed engineering projects in the world. The construction was to be
carried out by a consortium of construction companies known as Transmanche Link (TML).
The consortium was a joint venture between Translink of UK (which in turn was a
consortium of five British construction companies including the UK’s largest construction
firm Balfour Beatty) and Transmanche Construction of France (a consortium of five French

construction firms).

Mega construction projects can succeed if all the project risks can be clearly identified
upfront and the risk passed on to the entity, whether a contractor, a supplier or a government
which is best placed to handle that risk. The risk is passed on to that entity through a contract
mechanism, involving potential levy of a steep penalty for non-fulfillment of contractual

obligations. For instance, in a well structured construction project, construction risk is best
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handled by the contractor. So the risk of project delay and completion not to specification is
passed on to contractor by requiring that the contractor pay liquidated damages for breaching
contractual obligations. Of course, this contractual stipulation is pointless if the contractor
does not have the financial muscle to make the payments if required to do so. So, in addition
to the contract being water tight, the creditworthiness of the contracting company is crucial

for the project risks to be meaningfully mitigated.

In a one-off project like the Eurotunnel, it is not possible to identify the project risks in a
consequential way upfront. Some project risks such as hydrological surprises (which is also a
big risk in mega hydro electric projects) and risks emanating from change in project design
are best underwritten by governments. Else, there are endless disputes, cost and time

overruns and all round grief for investors.

The initial project equity came from the contractor consortium and amounted to £45 million,
which increased after a private institutional offering of £206 million and after an IPO for
£770 million. Initial debt was raised through a consortium of 206 global banks. The project
construction commenced in 1987 and was due for completion within seven years.  The
project was awarded to the Eurotunnel company on a build own operate transfer (BOOT)
basis, i.e. the project company was responsible for building the project (through a
construction contract awarded to the construction consortium) owning and operating it,
collecting the revenues from the use of the project facilities (such as revenue from passengers
and freight) and transferring it, an the end of concession period, to the British and French
governments. The original concession period was 55 years and in 2042, the asset’s
ownership was to have passed on to the governments. The concession period was later
extended to 2086, with 59% of the group’s pre-tax profits to be paid to the government from

2052.
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The construction contract had three principal parts- a) Target works including tunnels and
underground structures. At commencement of project, it was estimated that 50% of the
project costs would come from this source. This part of the contract was to be paid on a cost
plus basis, with the contractors permitted to have a 12% profit margin. If the actual cost was
less than the target cost, the consortium would receive 50% of the savings. If the actual cost
was more than the target cost, contractors were to bear 30% of the overrun subject to a ceiling
of 6% of the project cost b) Lump sum works including terminals, fixed equipment, metal
and electrical works. Here the contractor was responsible for any overruns ¢) Procurement
items like locomotives and shuttles for which payments were to be made to the
subcontractors of the items. The contractor consortium was to oversee the subcontracting
process and was to be paid a 12% profit margin on the sub-contracted items. The contractor
consortium had to pay £350,000 in liquidated damages for every day delay in project

completion up to 6 months and £500,000 per day after that.

There were several issues with the project structure. Firstly, the contractors were also part
owners of the project leading to conflicts of interest in contractor-owner negotiations.
Secondly, the ceiling imposed on the extent of liquidated damages payments meant creditor
interests were not protected if the project delay was protracted. Thirdly, the project design
was not frozen at the commencement of construction. There were design changes which
required additional costs and additional time for completion. Disputes between the contractor
and the project company were not resolved till 1994 with huge cost overruns paid to the

contractors.

With every passing day, the project was getting more and leveraged as cost overruns and
interest accrued on existing debt spun out of control. Several rounds of debt restructuring
ensued and more and more covenants were breached and forgiven. At the core of the

project’s structural flaw was the non-involvement of the governments in underwriting certain
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risks which neither the project company nor the contractors were equipped to handle.
Without those government inputs, the project was not ready for credit financing. Yet lenders
rushed in lemming like to be a part of a project which obviously was a prestigious one. But
lenders are not in the business of gathering prestige by financing prestigious counterparties.
Finally, in July 2006, Eurotunnel applied for bankruptcy under French law. There was a debt
for equity swap, representing more a triumph of hope over experience. Creditors are not
compensated merely because the debt is called equity from a particular date and the former
equity holders are wiped out- anyway the former equity holders were subordinate. So the
transaction was pointless as there was still no clear picture of costs and revenues. In 2007,
the company eked out a small operating profit for the first time. But much capital had been

destroyed in a venture that creditors should have shunned from day one.
Solyndra’s Government guaranteed Debt Financing: The only acceptable Venture Credit

California headquartered Solyndra designs and manufactures photovoltaic systems for the
commercial rooftop market. The company was founded in 2005. The company’s tube-
shaped thin film solar panels have low cost per system and fairly high solar energy output
from a typical commercial rooftop facility. There is a possibility that this company would on
a stand alone basis be able to succeed, considering its huge backlog of orders. However, the
venture is not suitable for credit financing. The technology for solar systems is still evolving
and a number of possibilities are being tried around the world. There is every chance that
Solyndra’s technology might be supplanted by superior solar panel technology elsewhere-
and that too at short notice. There is of course a lot of promise- unlike traditional solar
panels, Solyndra’s panels are made up of a row of tubes which can better capture direct and
reflected light. But creditors cannot rush to support promising ventures. They need

something more solid than that.
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Solyndra is backed by many venture capital firms and that is precisely the right financing
structure for the company. However, the US government wanted the company to rapidly
build its manufacturing facilities- something that would not be possible only with the venture
capital provided. Additional financing was required, but the company was not suitable for
credit financing considering the huge uncertainties in future revenue. So, in 2009, the US
Department of Energy stepped in and provided guarantees for $535 million for building a
manufacturing facility for making solar panels. The loan was expected to provide debt
financing for about 73% of the cost of setting up the manufacturing facility. The facility is
capable of annually producing panels that can generate 500 MW of electricity. The guarantee

was the first to be provided by the Department of Energy since the 1980s.

This structure is the only way debt financing can be provided to a venture. Of course, the
guarantor need not always be a government. It could be a strong company. But in both the

cases, the creditors do not rely on the success of the venture for repayment of their loans.
Credit Quality of Companies Backing High Risk Ventures
“Big Hairy Audacious Goals” of Airplane Makers are risky for Creditors in future, unlike in the past

In their book “Built to last” by Jim Collins and Jerry Porras, the authors wax eloquently about
the audacious goals that airplane maker Boeing set for itself, how it bet the ranch on new
product development and how it prevailed. For instance, they describe how Boeing in the
1950s transformed itself from a maker of military airplanes such as the B-52 to a commercial
airplane manufacturer and in the process took on huge risks. In the area of commercial
airplanes, the company was looking to pioneer jet engine powered planes unlike its

competitor McDonnell Douglas which focused on building propeller powered airplanes.

The moves by Boeing were not as risky for creditors as seemed at first blush. True, the

company placed one-fourth of its net worth in the pot for product development. But Boeing
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at that time was not leveraged and it had steady income from a strong and creditworthy
customer- the United States Air Force. 80% of its revenues came from this one source.
Normally, that is not a good sign for creditors but with the cold war becoming hotter with
every passing day, the dependence on a single customer was not that risky. So, creditors of
that time could have lived with the gamble as well as the gamble in the mid 1960s of building

the 747.

Creditors to Boeing’s competitor, Airbus Industrie, always had a clearer visibility of what
would happen if the company’s ventures did not succeed. Airbus is the subsidiary of
European Aerospace company EADS. When Airbus entered the field in the mid-1960s, the
game was dominated by entrenched American aircraft makers. The company reduced this
huge product development risk through collaborative risk sharing efforts among the
shareholders (who were European aviation companies from countries such as France,
Germany and the UK) and by taking financing support from their governments. Particularly,
the launch aid from governments and subsidies structured as research and development
contracts were comforting to creditors. The governments themselves were creditors offering
loans at below market rates. And despite growling noises from the supporting governments
from time to time whenever there were delays in product launches, governments collectively
remained committed to the company. In the late 1960s when the UK government reduced its

commitment, the German government stepped in and increased its shareholding.

This happy state of affairs is not likely to persist in the near future. Future airplane
development will be really venturesome. Perhaps, new planes conforming to aggressive
emission standards would have to be developed soon. In the past Boeing relied a lot on
financing of its customers by the US EXIM bank. Once the sale was consummated, future
risks passed on to the US tax payer. Aircraft financing in this manner and product launch

subsidies will fall foul of international trade agreements. So the risks of product development
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will fall squarely on the balance sheets of Boeing and Airbus. In the third quarter of 2009,
Boeing took a charge of $ 1 billion related to product development. These things will be
quite common in future. Perhaps, Airbus’ A380 and Boeing’s 777 (the Dreamliner) would be
the last projects where the shadow of state provided comfort to creditors. In addition
Boeing is taking on huge residual value risk which we discuss in Chapter 3- “Consolidated

Financials and Consolidated Risk”.
Areva’s new Nuclear Power Plant Designs are venturesome but acceptable Credit Risk

France’s nuclear power plant turnkey contractor Areva has many things going for it which
make even its 4.875% 15 year bond issued in September 2009 an acceptable credit risk. We
would not take such a long dated risk on other players in the business such as Japan’s Toshiba
or the US-Japanese joint venture GE-Hitachi. Areva, for various reasons discussed below,

will continue to be the biggest player in the nuclear power business.

Areva is at present owned 92% by entities linked to the French state. Of these entities, the
French Atomic Energy Research Organization, CEA, held 79% of the shares as on 31%
August 2009. CEA is required by French law to own majority stake in the company. France
has a rich tradition of nuclear power with the bulk of the country’s electricity demands met by
this source. Effectively, the French state had underwritten the risk of development of nuclear
power plants during their risky phase. Once a particular configuration of nuclear power plant
has been successfully demonstrated, plants using the same configuration can be
commissioned in a much shorter time frame and at lower costs. Replicating nuclear power
projects has very low execution risk and is cost effective. On the other hand, when a new
design is tried, the first plant built with the new design is highly risky and it is impossible to

get a clear fix of project costs and execution schedule.
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Areva is involved in all aspects of nuclear power from mining of uranium, enrichment of
uranium, fuel fabrication, building power plants to spent fuel processing. Nuclear reactors
for power generation can be broadly classified into two types- light water reactors and heavy
water reactors. Light water reactors are of two types- boiling water reactors (BWR) and
pressurized water reactors (PWR). In a BWR, steam is generated inside the reactor and
transported by pipes to the steam turbine for power generation. In a PWR, on the other hand,
steam is not allowed to be formed inside the reactor by keeping the water at high pressure.
This water, referred to as the primary coolant, transfers heat in a steam generating unit to the
secondary coolant (also water). This is not kept at a high pressure and hence gets converted
into steam. This steam goes to the turbine to generate power. The PWR design is the most
popular one and about two third of the world’s nuclear power plants employ this technology.
France is the global leader. Areva had by 2003 built all of France’s 58 PWRs. In a heavy
water reactor, heavy water is used as the moderator. These reactors have the advantage that
they can use natural uranium as opposed to enriched Uranium. Canada is the leader in this

technology.

In the early years of the twenty-first century, Areva developed a new type of PWR design
called the European Pressurized Water Reactor (EPR) that uses moderately enriched Uranium
Oxide as fuel. The aim of the design was to improve power plant availability thus reducing
unit cost of producing power. Since most of the costs of a nuclear power plant are fixed,
improved availability directly reduces unit cost as the number of units generated goes up.

The EPR design is also thought to improve safety and reduce the probability of core
meltdown by a factor of 10. The design conserved uranium and reduced the waste generated

from the process.

In December 2003, Finish utility TVO awarded a turnkey contract to a consortium of Areva

and German capital goods major Siemens AG to build the first advanced power plant using
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the EPR design (“the OL3” project). As we had mentioned earlier, whenever a new design is
tried, the risks are huge and subsequent events proved the fears were justified. The customer,
according to Areva, had a complicated process for approving technical documentation for
ensuring safety. There were many requests to modify the design. Because the design was
new, the company gave a guarantee to TVO for the EPR project for the full value of the
contract and received counter guaranty from Siemens corresponding to Siemens’ share in the

project. The net commitment given by Areva had a value between €1.5 billion and €2 billion.

On account of provisions for the OL3 project, the Reactors and Services division of Areva
reported an operating loss of €687 million in 2008, compared with a profit of €179 million in
2007. By the end of 2008, the total loss from the project was estimated at €1.7 billion. In the
first half of 2009, a further €550 million of provisions were created, taking the estimated loss
from the €3 billion project to €2.3 billion. These potential losses to Areva from the OL3
project are about the same as the company’s gross profits, so it was certainly no trifling
amount. Besides, the company’s gearing is slightly above one times when one considers not
only the borrowing component but also the unfunded “end of nuclear cycle” obligations.

However, we would not be worried about taking dated credit exposures to the company.

Though no fans of the peak oil theory (a variation of this theory implied that natural gas finds
in the US had peaked. However, in 2009, there was a single gas find which expanded the
country‘s natural gas reserves by 25% almost overnight), nuclear power’s time has come on
account of changed public perception, both from fears of global warming on account of
burning fossil fuels and the increased safety of nuclear power. The company’s business does
not permit easy entry on account of the high technology involved. The business would
continue to be R&D intensive which companies with multiple businesses to provide for
would not be able to do so with single minded focus like Areva. And each time a new

design comes, one has to provision for losses from the venturesome first project (the gains
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accrue later from executing many projects with the same design), which again Areva is best
positioned to do. The French sovereign is behind the company which is a big plus. While
government subsidies would lead to problems in the times to come, if the company does have
a financial problem, there is nothing to prevent the government agencies that own Areva from
infusing capital by subscribing to rights issues of the company. The single minded focus on
nuclear power is a source of added comfort- the company had a sizeable transmission and
distribution business which the company offloaded in 2009 to Alstom and Schneider Electric.
Added succor for creditors comes from the fact that the company has indicated that dividend
payout would be limited to 25% of net income from 2010. Finally, the company controls
40% of the lucrative nuclear fuel market which will ensure continuous income in the
foreseeable future. The company is also assured of annuity like income from selling
replacement parts and services to reactors it has already constructed. So, even if the

company got just a few orders in the next decade, it can sustain itself.

Given these strengths, it does not make any sense for the rating agency S&P to rate Areva
four notches below GE, a company more prone to financial engineering (and hence less
protection for creditors) than real engineering like Areva (which protects creditors). Perhaps,
two decades ago, the rating might have made sense (when Areva’s business model had more
venture like characteristics). But rating agencies, when they are not transforming junk into
AAA for fees, are prone to look at the past rather than at the future. When they are not

greedy, they are incompetent. Neither attribute is very helpful for credit investors.

This does not imply Areva’s path ahead is a bed of roses. Future competition will come from
a very different quarter- from a company that has many of Areva’s DNA to succeed in the
nuclear power business and that has mastered the art of producing reactors cheaper than
Areva. That company is South Korea’s Korea Electric Power (KEPCO). On account of the

non-Luddite attitude towards nuclear power of the people of South Korea, the company has
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established a track record of building and running nuclear power plants. Korean law requires
sovereign holding in KEPCO to be at least 51%. KEPCO’s technology is behind Areva’s, but
the competition will only get keener. However, given the prospects for nuclear power in the
decades to come, there is room for both the players to thrive. The key will be the safety

record of the competitors, which only “one-party democracies” can afford to ignore.

Venture Risk from financing for tenures beyond Crystal Ball Visibility

The most perilous assumption that investors and rating agencies make is the expectation that
the future would be very like the near past and the present. Alas, that is never true- else we
would be warming ourselves with a bonfire by a cave side as our distant ancestors did. When
change is a given, how should an investor be positioning himself? An investment analyst
analyzing a company can divide the future into two periods- a period during which the
company’s earnings can be forecast with reasonable certainty (the crystal ball period) and the

period beyond, where anything is possible.

The length of the crystal ball period varies from company to company and from analyst to
analyst. If a company is in an area that is not vulnerable to sharp changes on account of
technological developments, the length of the period would of course be longer. Also a bright
analyst, who understands the dynamics of the industry in question can more accurately
estimate the time it would take before the company’s current strengths can be dissipated
unless fortified by a fresh booster dose of responses to changes in the operating environment.
Obviously the crystal ball period for such an analyst would be longer. If a company has
strong patents that cannot be challenged and that accounts for a significant percentage of the
company’s earnings, the crystal ball period is lengthened. A company that has low debt has a
longer crystal ball period because it is less vulnerable to short term cyclical downturns and
can survive such downturns. So, the crystal ball period depends on sustainable competitive

advantage (the income statement visibility) and capital structure durability (balance sheet
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visibility). Managements which frequently indulge in share buybacks reduce balance sheet
visibility. Managements which are too active on the M&A circuit or the management guru
circuit spewing wisdom on one and all reduce both income statement visibility and balance

sheet visibility.

It is in the crystal ball period that credit financing is possible. Beyond the crystal ball period
lies the venture period where wonderful things can happen, but a creditor’s return does not
include potential upside from the success of the ventures. But it definitely involves
participating in the pain if the ventures do not see the light of day. Hence, there is no rhyme
or reason to be a participant in credit financing beyond the crystal ball period. If the
investor wants to venture into the venture period, it makes sense for him to be an equity

investor rather than a credit investor so as to get the full upside of the success of ventures.

For most companies, the crystal ball period does not extend beyond five to ten years. There
are companies, of course, where credit financing is possible beyond that- but they are few are
far between. Investing in deeply distressed debt is not credit investing but venture investing
unless the potential investor has a clear idea of cash flows post a restructuring. Buying bonds
of deeply distressed companies is effectively like purchase of a call option on the distressed

company.
General Motors’ 8.375% Bond due 2033: What were the Investors thinking?

It is stated in a later chapter that the credit story of leading US automaker General Motors
effectively ended in the early 1990s when the management, with singular lack of guts,
surrendered to the United Auto Workers Union’s demands. That comprehensively killed the
business model of the company- from that point, the company’s fixed costs were
unsustainably high requiring high levels of production (even when the market could not

absorb the production) to keep unit cost of production at tolerable levels. In effect, the
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company had lost control over its production planning and when that happens, the
corporation had effectively lost the plot. The high production beyond market absorption
levels had to be sold to car rental companies on a continuous basis, killing residual values of

used cars which also lowered the credit quality of its financing arm GMAC.

That did not mean short term financing was not possible since the early 1990s. There was
always some crystal ball visibility for the next few years, the number of years decreasing with
every passing year, with practically no visibility by the end of the decade. The return on
capital employed had fallen to abysmal levels. Yet, when GM came up with its $1.5 billion
30 year bond issue in July 2003, investors could be readily found. What were investors
thinking? Did the high coupon numb their thinking organ? Did they draw too much comfort
from the fact that the company had been around for almost a century and hence fell into the
trap of believing it would survive and service its debt during the next century? Did they get
too used to the expectation that a big company like GM just can’t go down? Did they forget
the biggest caveat in investing- past performance is not a good indicator of future

performance?

In 2003, it would not have been possible to predict that GM would file for bankruptcy in 6
years. Various forces can conspire to keep a company that’s on its deathbed alive beyond the
point its pupil can react to external stimulus. But bankruptcy was definitely an item, almost
in the realm of certainty if one looked at the financials of 2002. A flawed business model and
a severely weakened balance sheet on account of its unfunded pension plans meant that
survival required deep concessions from the unions. Expecting reasonableness from well
entrenched unions to be the cornerstone of one’s credit investment thesis is residing in realms

untouched by the cold hand of reality.

Within a couple of years after the issue, the bonds were trading at a discount of 25% to face

value. They kept going down in value until they were trading at 18 cents to the dollar in
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December 2008, when the US government announced a $ 17.4 billion rescue plan for the
company. At that price, the bonds might have made sense for a venturesome investor (i.e.
not a credit investor). The venture investor, in December 2008, might have looked at the
following positives- things were so bad that even the obdurate unions might make
concessions. And the terrible management, the unworthy successors to Alfred Sloan, might
finally be booted out and fresh blood brought in from outside the paralyzed company. Also,
the venture investor might have thought that if rent seeking parasites masquerading as banks
could be bailed out (the theory that banks cannot be allowed to fail because of systemic
implications was a canard spread by the banks themselves- failure of a few banks would have
drastically deleveraged America’s financials and right sized the banking industry), a
manufacturing giant might also be bailed out. Of course, we now know that those things did
not come to pass. An US administration beholden to unions and that was prepared to kiss
good bye to property rights ensured creditor rights were not protected. The investor who
based his investment premise on the fact that US governments, no matter how left of centre,
have protected property rights would have encountered much pain when he was arm twisted
into accepting a measly recovery during GM’s bankruptcy process. But the best time
(without the benefit of hindsight) to have invested in GM’s debt during the last two decades
was in December 2008. And the worst thing one would have done was to invest in GM’s 30

year bonds in 2003.
Loans Collateralized by Equity Shares is not Credit Investing

One of the most bizarre forms of credit investing is giving out loans backed by shares of
companies. These loans could be of two types. The first type is a loan given to an
individual/company collateralised by shares of a company over which the
individual/company has no control over. The second type involves loans collateralised with

shares of a company over which the individual/company has control over operating decisions.
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The loan collateralized by shares can be used as a tool by a promoter to increase his
shareholding in a company, while bringing in only a fraction of the amount required for
purchasing the shares. He hands over the purchased shares as collateral to the lender. There
is a strong correlation between the financial strength of the borrower and the value of the
equity holdings. If the company is doing well, the promoter can use the dividend payouts to
service the debt, and the value of the share price is irrelevant. If on the other hand, the
company is not doing well, dividends might not be forthcoming. Because of that, the equity
also looses value reducing its use as collateral. So, the collateral is not available at the
precise moment when it is required to protect the loan. Due to this, it would have been
preferable to lend unsecured to the promoter after thorough credit analysis than lend secured
backed by a collateral that is closely correlated to credit quality, particularly in an adverse
macro economic environment. Had the lender lend unsecured, he would have garnered

additional yield without the false comfort engendered by lending against shares.

Lending against shares can also happen when someone finances the takeover of a company.
The lending bank finances the purchase of shares, with a fraction of the money required for
the purchase coming from the acquiring company. Again, the bank is taking on equity risk
under the guise of credit risk. Excess comfort is drawn from the equity collateral provided.
And when the news from the company is not good, not too much can be realised from the
sale of the equity even to a strategic player for whom it makes sense to takeover the company.
M&A is a pursuit that has as much prospect of success as a Silicon Valley venture- so the

framework to be used for analyzing potential financing must be similar.

What if the shares provided as collateral are of an entity which is unrelated to the borrower?
In this case, at least there is no correlation between the credit and the equity risk. Here, the

situation is most probably better than unsecured lending. And if the shares belong to a
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company to which one would have extended standalone credit on an unsecured basis, the

creditor is indeed better off.
Equity Linked Bond of Lehman Brothers: where Credit Risk was correlated to Market Risk

Equity Linked Note (ELN) is a bond instrument that provides investors principal protection
together with some equity market upside exposure. The coupon income is determined by the
appreciation of a stock index such as the S&P 500. At maturity, the investor gets his full
principal back plus the interest payments linked to the equity market performance. When
issued by investment banks, they go by funny acronyms such as MITTS (Market Index Target
Term Securities) of Merrill Lynch, ELKS (Equity Linked Securities) of Salomon Brothers,

SIGN (Stock Index Growth Notes) of Goldman Sachs etc .

On a standalone basis itself, the very existence of this instrument (so called structured notes)
reveals confused thinking on the part of the investors. What investments are they making? If
they are fixed income investors who require a fixed coupon, this investment makes no sense.
If they want to be in stocks while protecting their principal, they could buy government
securities (risk free and the only way in which principal is really protected) and use the

coupon income to buy call options on a market index such as the S&P 500.

When such a security is issued by an investment bank, it is even more baffling why credit
investors participate. An investment bank’s income and hence credit quality is correlated
with the state of the equity markets. If equity markets go up, the credit quality of the
company improves and not only does the investor get high interest income, but the principal
is more likely to be returned. On the other hand, if the markets go down, not only does the
investor accrue lower interest income, the chance of getting even this reduced income and
the principal is lower as the credit quality of the issuer falls. Clearly, investment in this note

not only involves taking market risk (lower accrued income if the market goes down), but
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also credit risk linked to market risk (lower chance of the accrued interest and the principal
being repaid). The instrument, however, makes a lot of sense for issuers. In times of lower
income, they need to accrue lower interest expenses. Besides, these structures involve the

accrual of fees to the issuer which is enough to make any issuer salivate.

Lehman Brothers had been a big issuer of these products until it expired “unwept, unhonored
and unsung” in the middle of September 2008. The company’s issues went under the
acronyms Suns (Stock Upside Note Securities) and Prudents (Prudential Research Universe
Diversified Equity Notes). The company issued $ 1.84 million of such notes even as late as a
month before its bankruptcy filing. These notes were unsecured ones. Obviously, a month
later investors discovered that their principal was not protected. The last item in the risk
factors to the issue listed in the prospectus was “An investment in the notes will be subject to
the credit risk of Lehman Brothers Holding Inc, and the actual and perceived creditworthiness

of Lehman Brothers Holdings Inc may affect the market value of the notes”.

Debt Repayment through expected Refinancing/Asset sale is speculative

Over the last two decades, credit investors everywhere have moved from the notion that debt
has to be repaid through internally generated resources to the premise that debt has to be
rolled over or refinanced. Also, in some financing structures, there is the expectation of debt
repayment through asset sales. Creditors who base their go/no go decisions based on
likelihood of refinancing are exposing themselves to market risk- that market attitude
towards the credit would not change and that they would not be market disruption which
prevents refinancing. A creditor basing his investment decision on refinancing expectation is
a subscriber to the greater fool theory. He expects that someone else will provide debt
financing without doing credit analysis, relying on expectation of refinancing from yet

another fool.
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Companies which have very short tenured debt liabilities vis-a-vis duration of assets place
expectation of refinancing at the heart of their liability management strategy. With yield
curves normally sloping upward, resorting to ultra short duration financing artificially
reduces interest costs, thus improving profit before tax metrics. When ultra short term debt
is combined with high gearing, the whole liability structure is a house of cards ready to topple

over at the first sign of market disruption.

Among financing institutions, companies which finance long dated fixed rate mortgages with
very short term loans expose themselves to the risk of their net interest income turning
negative if short term rates go up. Of course, if a vibrant securitization market is available,
the financing institution can reduce its risk by offloading the assets to companies such as
insurance companies which need long dated assets. However, the liability structure must
have the flexibility to handle disruptions in the securitization markets. If mortgage loans are
kept in the books and they are financed by short term debt, refinancing is built into the
strategy. If the interest rates rise sharply, as during the S&L crisis in the US in the late
1980s, the value of the assets would fall sharply, exposing the financier to potential

insolvency.

Creditors have a history of tragic outcomes by financing the purchase of non income
producing “assets”. It does not matter if the “asset” being financed is a tulip or a gold bar.
The prayer of the creditor foolish enough to venture into such a territory is that the
appreciation of the asset would ensure principal and interest repayment. On the downside,
the hope is that the asset will not fall in value beyond the “equity” contribution of the owner
of the asset. Many commercial mortgage backed securities (CMBS) structures rest on the
fragile assumption that the underlying property can be sold off at the “right price” to ensure
that the CMBS tranches are repaid. A bite by something sharper than a serpent’s tooth is in

store for such creditors in the next few years.
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Debt financing in a Non Revenue/Non Cost Currency is venturesome

If debt is contracted in a currency that is not the same as a company’s revenue generating
currency or its cost incurring currency, the company is just exposed to too many parts. If the
risks emanating from this unmatched exposure are hedged, it should be done using futures/
forward instruments that are exchange traded. Having long dated OTC derivative exposures
for hedging currency risk brings with it counterparty credit risk. The argument about having
tailor made derivative contracts in the OTC market does not fly when you are not sure

whether the counterparty would be solvent to fulfill his commitments.
Restructuring of Indonesia’s Paiton Energy Power Project on account of Currency Mismatch

The 1230 MW PT Paiton Energy Project was Indonesia first private power project. The
project cost was $2.7 billion and it was located in the island of Java in Indonesia. In 1994,
Paiton Energy signed a Power Purchase Agreement (PPA) with Indonesia’s electric utility
PLN. The tariffs in the contract were denominated in US dollars. The tariff’s fixed
component had to be paid even if no power was demanded by the utility and hence no power
was generated. Paiton Energy had also signed a coal supply agreement with a subsidiary of
Australian mining giant BHP.  The lenders to the project included 36 commercial banks,
bond investors and export credit agencies and political risk insurers such as the US Exim

Bank, JBIC and OPIC.

In 1997 the Asian crisis hit Indonesia. The Indonesian Rupiah tumbled from around 2,600 to
the US Dollar before the crisis to around 14,000 during January 1998. The plant was
commissioned in May 1999, but PLN refused to off take power from Paiton. Firstly, demand
for electricity had collapsed post the Asian crisis. Secondly, the tariffs in Indonesian Rupiah
were no longer viable for PLN on account of the sharp depreciation in the currency. In

November 1999, Paiton Energy and PLN began renegotiating the PPA. The tariffs were
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lowered but the term of the power purchase was extended from 30 years to 40 years (whiff of
the Eurotunnel concession). The project sponsors had to bring in additional equity to keep
interest payments current. The commercial banks agreed to accept delay in principal
repayment. The US EXIM bank which was involved in financing the project equipment took

on higher risk post the restructuring.

The lenders had strayed into an arena where they did not belong when the tariffs were
denominated in USD to be able to repay USD denominated debt. A utility cannot raise its
tariffs in response to currency movements, especially if the currency movement was too
rapid. The creditors assumed that the past gradual movement in exchange rates would persist

in the future. They definitely took on venture risk.

Corruption was part and parcel of Indonesia’s private power policy under the dictator
Suharto. It was hardly surprising that corrupt Enron had ventured into Indonesia’s private
power sector. In 1994, Enron invested $ 25 million in a natural gas based power project in
partnership with Suharto’s son Bambang. Enron suspended work on the project in 1997 after

PLN said that the US Dollar denominated tariff was no longer viable in Rupiah terms.
Loans to flawed Structures involves assuming more than Credit Risk

If a financing structure or vehicle is not on a sound legal or economic footing, it is usually
inadvisable to participate as a creditor. Sometimes one can lend when the collateral
provided is very sound and appropriate hair cuts have been considered. = But the assets need

to be ring financed against capture by a bankruptcy court.

Contrary to current beliefs, there are no flaws in the securitization and collateralized debt
obligation (CDO) structure per se. Whether a securitization or a CDO tranche is suitable for
credit investment depends on the underlying assets and the incentive structure for the

originator, both at origination and post securitization.
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Flawed Hedge Fund Compensation Structure makes Credit Financing Risky

Hedge fund managers are paid a fixed percentage of assets under management as investment
management fees. But the biggest chunk of hedge fund employee returns comes from
incentive fees which the investment managers get when they beat certain return benchmarks.
If the investment returns go underwater, the fund manager is not entitled to incentive returns
until the funds come above water again. So, if the fund goes deep below water, it makes
sense for the hedge fund manager to close the fund and try his luck again with the roulette by
starting a fresh fund. The success that failed managers have had with raising funds a second
or subsequent time clearly shows that it is not outlandish for a hedge fund manager to close
out an underperforming fund. Even if the manager does not close the fund, his heart is not

likely to be at the steering wheel, with dwindling prospects of king sized payouts.

Whether the compensation structure makes sense for investors in hedge funds is a different
debate. But for creditors such a fragile structure is very worrisome. The only financing to
the hedge fund that makes sense is one that is secured by assets that are clearly ring fenced
from the fund and can be sold by the creditor once certain events are triggered. After ring
fencing, the assets have to be evaluated purely on a stand alone basis and assessed for the
extent of over collateralization available. The creditor should not factor in liquidity of the

collateral in his analysis because liquidity of an asset class can disappear at short notice.
Second Lien Loans are Equity Risk

A second lien loan is seldom a good idea for a creditor. The most prominent second lien loan
is the second lien mortgage loan against a home. The first lien loan, with proper credit
assessment for loan to value ratio of the asset financed and the income to installment ratio of
the borrower is a sound credit exposure. The necessity for the second lien loan points to a

borrower with poor savings propensity. And when the borrower is not bringing in any down
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payment, his commitment towards repayment would be low, and would get lower if the house
prices fall. In effect, a second lien lender has given the home owner a free option on house
prices- if house prices go up, the borrower would sell the house and repay the debt while if
house prices fall he would walk away. Basically, the second lien lender is relying on asset

sale for repayment.

Because the option written by the lender has a non zero value (the higher the household debt
of the country of the loan, the higher the value of the option), the second lien lender has in
fact given the borrower a valuable asset besides lending him money. Obviously such a
flawed structure made sense only if the loan was off-loaded to third party investors and the
returns to the second lien loan originator quickly monetized- which was what happened in the
US from 2003. What caught the fancy of the investors of the securitized products, other than

the eye popping yield, is difficult for a sensible credit analyst to fathom.
Lessons from Italy’s Monte Dei Paschi Di Siena for Creditors

Surely creditors have something to learn from a credit institution that has survived for more
than five centuries. The world’s oldest surviving bank, Monte Dei Paschi Di Siena, formed
in 1472 in the Italian state of Siena, has been the very opposite of the reckless lending
practices seen during the last decade. The bank learnt its lessons early in its existence. In
1492, the bank incurred losses financing Christopher Columbus’ expedition. After that, the
bank seldom backed ventures. It started financing farmers which was a fairly low risk
activity on account of fact that the climate was conducive for farming in its loan catchment
area. Unlike other banks of the time, it did not provide trade financing which was a
venturesome activity then. Initially, the bank took clothing and jewelry as collateral for
loans, but gradually it also took land as collateral. The bank became a big landowner on
account of repossessing the land collateral. Because of the bank’s sound business model, it

survived when the Italian banking sector collapsed in the early 1930s.
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In the modern era, agricultural financing is quite different from Monte Dei Paschi’s fifteenth
century model. One of the soundest banks in the world, Dutch bank Rabobank is a leading
player in the agricultural financing business. There are three risks in financing farm loans-
risk of crop failure, the risk of sharp drop in produce (and the price) and finally risks
emanating from the other activities of the farmer which can get him into a cash crunch.
Monte Dei Paschi’s taking land as collateral is a suitable cover only for the third risk. The
other two risks are beyond the control of the farmer. Rabo provides multi peril crop
insurance and revenue insurance to protect against the other two risks. By taking a premium
for providing the cover, the bank reduces the credit risk of its own loan and when the
premium is paid by farmers across many regions, the insurance risk is also covered.
Likewise, the bank provides insurance against price fall, again securing its own loan. So, the
land collateral serves only for covering non farm activities of the farmer which can land a
farmer in trouble. Most agricultural loans take the form of working capital loans. The bank

also provides farm equipment financing such as financing the purchase of tractors.

In 2008, Monte Dei Paschi acquired Banca Antonveneta, one of Italy’s larger banks to
become the third largest bank in Italy. We don’t know yet whether the acquisition was a
sensible one. Usually, when an organization with strong DNA takes over a weaker entity, it is
the weaker entity’s investment story that survives. Another reason why the acquisition might
not have been sensible is because of the customer loyalty of Monte Dei Paschi’s customers.
More than 80% of the customers have been with the bank for over 5 years- so the bank has a
clear fix on the credit worthiness of its borrowers. Antonveneta does not have such a loyal

customer following.

Unlike many banks in the recent past, which got burnt or are going to get burnt fairly soon,
the bank does not participate much in trading activities. At the end of 2008, the bank had

trading assets of €27 billion out of a total asset book of €213 billion. The bank had trading
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liabilities of €19 billion. Its core banking portfolio was more than €160 billion. The bank
had a trading book loss of €265 million during that year. The bank’s loan portfolio is well
diversified and of a fairly high quality. We just wonder about the future of the bank- not
because of anything that the bank has done but because a whole host of Italian industries are
turning more and more uncompetitive. For Monte Dei Paschi, it would have been better if
Italy had not been a part of the Euro Zone. The strong Euro is driving sectors like textiles
into higher orbits of non-competitiveness. The bank does have a biggish textile loan
portfolio. Also, the bank has a dash of construction sector loans which might not perform as
the Italian construction falls in response to high government and corporate sector debt. This
is why, we argue in the next chapter, for no fault of its own, a company’s fortunes might sink
because of currency movements and on account of fall in a society’s competitiveness. These

external factors can change an entity’s credit story.
Key Takeaways from this Chapter

At the outset of any potential transaction, a creditor must convince himself that he is taking
credit risk in the transaction and not venture risk. Taking on high risk for capped rewards
obviously makes no sense. Venture risk does not mean venture capital risk only- it means

any transaction where there is no clear visibility of earnings and balance sheet strength.

Obviously a brand new venture which does not have guarantees from strong promoters is not
suitable for credit financing. In such a venture, there is limited clarity on project costs and
how the costs will be funded in case of cost overruns. The worst case scenario for a creditor,
who accidentally ventured into unchartered territories is a half built project in the middle of
nowhere. Even if the project is completed within cost, the visibility of earnings of a new
product is low. An analyst cannot estimate the elasticity of demand for different pricing
points. Credit financing of new ventures makes sense if the debt has sovereign guarantees or

is backed by very strong parents.
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Just because a company is suitable for credit financing, it does not mean it is financeable for
ultra long tenures. The length of the tenure varies from company to company and is
dependent on the credit story of the entity as we will discuss in the next chapter. Obviously
the faster the technology changes in an industry and the lower the barriers to entry, the shorter

is the period for which revenue is visible with reasonable certainty.

Companies which take on huge market risk (whether it is currency risk or interest rate risk)
might not be suitable for credit financing because of the uncertainty in revenues/costs. The
more the mismatch between currency of revenues and costs, between currency of assets and
liabilities, the more the equity cushion needed to provide creditors with the comfort they
require. Likewise, deep asset liability maturity mismatches can expose a company to the risk
of insolvency- hence such structures can usually support very little debt. Questionable

structures which have deep conflicts of interest are also not suitable for credit financing.
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Chapter 2 What is the Credit Story?

A company does not function in isolation, churning out the returns in its income statement by
using the assets on its balance sheet independent of happenings in the world around it. The
value of the assets on its balance sheet, linked to the income they can produce, depends on
the changing dynamics of global business. Companies which operate in countries which
facilitate business always start at the starting point with an advantage. Also, companies can
flourish in an atmosphere where ecosystems of research and development and government
facilitation through creation of an appropriately trained workforce and a world class physical
infrastructure exist. Because of various inter linkages, one can’t pretend to have understood a
company unless one has understood the company’s credit story (or more generally the
company’s investment story of which the credit story is a subset). Merely looking at the
company’s current financials informs you only how the investment story evolved in the past,

not how it is likely to play out in the future.

At the heart of understanding the credit story of a company is getting a full grasp of how a
company makes money now (after all, it is not a God given right) and evaluating why it will
continue to make money in the foreseeable future. A credit story is not a static one. It a soap
opera- of colorful changes, new competitors coming in, others going out, countries and
principalities rising and falling and new trade regimes challenging the company’s ability to
make profits. Regime changes on the currency exchange rate front, due to fall in a country’s
investment story, impact companies operating in that country. Technology changes can
convert a joyful credit story into one with disturbing uncertainties. And there is no point
groping for a credit story in industries in which technology changes happen too rapidly.
Creativity of a company’s management in developing new revenue streams through changes
in its business model can alter a company’s investment story. New regulations might come

into force which might either hinder or facilitate a credit story.
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While developing an understanding of the credit story of an entity, the only things an analyst
should not do are betting against human ingenuity and believing in investment stories which
have a “perpetual motion machine” flavor. Beneficiaries of human ingenuity will keep
changing. In fact, technology changes on account of human ingenuity disrupt the credit story

of the incumbents.

During the course of a company’s investment story, it might pass through the venture phase,
the credit phase and finally the vulture phase (when the company’s carcass is torn apart in a
bankruptcy or liquidation court). The creditor must ensure that he is involved with a
company in the correct phase and not accidentally walk into the venture phase or the vulture
phase on account of an improper understanding of the company’s credit story. Unlike the
fabled Schrodinger’s cat which could be dead and alive at the same time, a company operates
clearly in one of the three phases at any point in time. The credit analyst’s role is to get the
call right on which phase the company is in and to estimate for how long the company would
continue to be in that phase. There is no inevitability to the company moving from the first
phase to the second, nor from moving from the credit phase to the vulture phase. And
companies can also move back from the credit phase to the venture phase. Silicon Valley is
there to testify to the fact that companies can go straight from the venture phase to the vulture
phase. But calling the end of the credit phase of a company is crucial- else, when the clock
strikes twelve, the creditor could be left holding a non performing loan when the credit story

has turned into pumpkin.

The credit story is based on hard facts. It must rest on solid ground and not based on the
assumption that the company’s competitors will forever be incompetent or flat footed. In
fact, it is everything that a typical equity research report of an investment bank is not. With
due apologies to Shakespeare, an investment bank’s equity research story is usually a tale told

by an idiot, full of sound and fury, signifying nothing. There is a lot of hope and hype built
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in. The story is usually built around aspirations and assumptions that contort common sense.
It has everything to do with pumping up a company’s stock price and very little to do with
prosaic reality. Since the creditor does not get a share of the upside if any of the hopes of a
venture investor turn true, there is absolutely no incentive to chisel the credit story around
anything but hard facts and a conservative estimate of likely future earnings. This is based on
identifying the drivers of the company’s earnings and how those drivers could change over

time.

In the past, creditors could rely on the pace of change of a company’s credit story to be slow.
Technological changes were slow. So, a creditor who was slightly slow in picking up the
signals of imminent change always had the time to recover. That will not be the case in
future. Changes to the credit story can happen really fast. In 2001 American futurist Ray
Kurzweil propounded the law of accelerating returns. The law implies that returns (such as
increase in speed of a micro chip or decrease in its price) would not increase at a linear pace
but at an accelerating pace. According to him the progress in the hundred years of the twenty
first century would be like 20,000 years of progress at today’s pace. As an extension, one
can argue that the moment a particular level of momentum builds for adoption of a particular
way of doing things or acceptance of a particular technology (say battery operated cars), the
pace of change accelerates at an accelerating pace. This accelerating pace can change credit

stories so fast that a non-alert investment analyst would risk missing the whole plot.

Change in a Country’s Story

An individual company’s fortunes are linked to the rise and fall of countries they operate in,
the changing trends in the country’s competitiveness and the country’s future prospects. An
exporter’s prospects are correlated to the prospects of the country it exports to, its debt levels,
its demography etc. So companies are exposed to risk factors over which they have no

control. It is a must for the credit analyst to get the big picture of a company’s operating
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environment right before delving into the finer details of drivers over which the company has

control of.
Israel’s Teva Pharmaceutical: Well positioned to gain from deteriorating Government Finances

In 2005 the United States passed the Deficit Reduction Act. The efficacy of the Act is there
for all to see- government spending has spiraled out of control in bailing out uncompetitive
and possibly crooked companies. All of the US’ financial troubles have their origin in the
outsized household debt of the country. The high household debt, fuelled by easy money
policy of an incompetent central bank also caused increase in demand for goods and services,
increased corporate profitability, higher home prices, high property tax collection and higher
capital gains tax collection for the government. The tide reversed when household debt hit
unsustainable levels causing defaults on loans and securities and causing the need for bank
bailouts. It also means lower future private spending, lower demand for goods and services
and hence lower corporate profitability, higher unemployment, and lower tax collection from

employment as well as gain in the value of capital.

The situation becomes grimmer when one considers the percentage of population that is
drawing close to retirement, requiring heavy support for social security and Medicare
programs.  With minor modifications, the story is almost the same in countries such as the
UK, Spain and Ireland. In France and Germany, supporting aging populations will sap the
health of government finances. This means that governments in Europe and the United

States are going to have a no holds barred fight against health care inflation.

The crisis is so deep that usual government populism and hiding from the truth for as long as
it is possible is no longer a viable option. Gold plated health care would be out and high
networth individuals and not governments will underwrite the development of new drugs.

Whatever shape health care reform takes, there will be open hostility to sale of high priced
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drugs which have marginal benefits. Governments themselves might play rough, ignoring
property rights from intellectual property and come on the side of generic drug makers. And
in a hostile environment, judges might also put their stamp of approval on nasty government
maneuvers. The creditors of General Motors and Chrysler had a first hand experience of
what happens to contracts when a government is determined to achieve a particular outcome.
And when the populace is roaming the city square with pitchforks, the General Motors and
Chrysler event demonstrated, relying on the courts is of precious little use. And the populace
and the governments in developed countries are going to get even more hostile to big
pharmaceutical companies. The US President Barrack Obama, not exactly a champion of
property rights, at least not in the form that existed historically in the country and responsible
for her greatness, summed the issue neatly as follows- “if there’s a blue pill and red pill and
the blue pill is half the price of the red pill and works just as well, why not pay half the price
for the thing that is going to make you well?” Probably the US government will encourage
mild abuses of the Hatch Waxman Act passed by the US Congress in 1984 which states that
generic drug makers can start producing copies of a drug if they prove its patent to be
unenforceable. The US health-care reform bill of 2010 has set aside about $500 million a
year for “comparative effectiveness research” for identifying ways to reduce health-care costs
based on effectiveness of a dollar spent. If a generic drug works as well as a branded drug,

generic drugs would be encouraged.

Enter Teva Pharmaceuticals of Israel, the world’s largest maker of generic drugs. In 1998,
Teva obtained 22% of its sales from Israel. By 2008, only 4% of its sales came from Israel,
while North America and Europe accounted for almost 85% of the company’s sales. The
company had twice the sales volume of Mylan, the second biggest player in the US generics
market. Teva was incorporated in 1944 in Israel, and is a successor to companies that trace

their past to 1901. Generics accounted for 73% of Teva’s sales in 2008 and a source of
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comfort to its creditors. The company has an impressive R&D set up which besides helping
it develop its non generics business is also responsible for its well stocked arsenal of
ANDAS, Paragraph IV filings (a new drug filing with the US’ Food and Drug Administration
submitted to the regulator for approval). In 2004, Teva filed an application to produce a copy
of Novartis’ blood pressure drug Lortel using the Hatch Waxman premise of non
enforceability and won the case. In 2007, the company launched a version of the drug. That,

in a gist, sums up Teva’s model.

Big pharma is fighting back by entering Teva’s domain of generic drugs. In their own
domain, they have been having very limited success thanks to the inability of big
bureaucracies of these companies from coming up with anything original. GlaxoSmithKline
set up a partnership with Indian generics company Dr. Reddy’s Laboratories while Japanese
drug major Daiichi Sankyo took over Indian generic maker Ranbaxy in 2008. In early 2010
Pfizer tried to take over German generic drug maker Ratiopharm. Teva, which had also bid
for the German company, as did Iceland’s generics maker Actavis, ultimately won the bid.
These feeble half steps are no match to prevent Teva from powering ahead and creating the
legal machine required as the pharma battles of the future are as likely to be fought in the
courts as in the R&D labs. Another tactic increasingly being used by the big pharma
companies is the use of “pay for delay” wherein the drug companies pay generics to delay
launch of competitors to their drugs which are coming off patent. This does not hurt the

producers of generics.

Teva’s model does have risk. The big pharma companies might develop next generation
extension of existing products with claim of increased benefits to users of drugs. That would
reduce the sale of generic products. Also, because of their huge financial muscle, they can
enter into arrangements with managed care companies and health insurers to reduce the

economic incentive to purchase generics. Small generic companies are particularly

54



Stories in Credit Analysis

vulnerable to this. Also, a significant percentage of the company’s business emanates from a
few US retail drug chains and managed care companies. These businesses are consolidating,

which increases their bargaining power vis-a-vis suppliers.

The legal risk aspect of Teva’s business has a venture risk dimension to it, particularly the
selling of generics before the resolution of pending patent litigation. If a court case is lost, it
translates to payments to the patent holder for lost profits and royalty on sales of the
infringing products. This can cause sharp fluctuations in earnings from year to year.  Our
guess, without knowing the details of the company’s insurance agreements and insurance
counterparties, and with access only to the information provided in the Form 20F filing with
the SEC, is Teva needs to get is debt to half its current levels (total debt at the end of 2008
was $ 8.5 billion). Then, it can set to conquer the world of pharmaceuticals peopled with
companies sporting yesterday’s business models. The conquest should be less by
acquisitions funded by debt (followed potentially by write down of good will) and more by

using its military style disciplined execution in the courts and in the R&D labs.
The USD — DM Rate between 1947 and 1987 and Bavarian Company Competitiveness

Exporters everywhere fear the strengthening of their domestic currency. There is of course
the minor reason of lower profitability in the home currency when foreign earnings are
translated into the coin of the realm. The main reason is the fear of loss of competitiveness to
producers whose home currencies are depreciating. This fear is misplaced. Certainly, from a
creditor viewpoint, the ability to survive an environment of strengthening domestic currency
provides an indication of competitiveness that no amount of analysis can supplant.
Companies in countries with strengthening currencies need to run to stay in the same place.
This makes the companies pay very close attention to costs, inculcating in them such
discipline that makes them super competitive. No country reached great heights by debasing

its own currency to stay competitive.
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Consider the super competitive Japanese auto makers Toyota and Honda. From the end of
the Second World War these companies have witnessed continuous appreciation of their
home currency with respect to the currency of their leading export market, the United States.
That meant the companies needed to focus on reducing costs such as costs of manufacturing
defects, after sales warranties etc. Because of that challenge these companies had a complete
focus on quality, which the US car makers under no pressure ever worried about. The US car
makers got fatter and less competitive by negotiating horrific contracts with unions. In 1949,
360 Japanese yen were required to buy one USD. By 1978, that number had fallen to 211.
Yet Japanese car makers were only just warming up. Post the Plaza accord in 1985 when the
leading industrialized countries agreed to permit the USD to depreciate, the Yen rose to 128
to a dollar. Finally, this inexorable march of the Yen caused the currency to hit 80 to the USD
in 1995. Of course, by that time the Japanese car makers had set up manufacturing units in
the United States which provided added flexibility. In all these currency regimes, Toyota and
Honda remained profitable. After that, when the Yen depreciated somewhat, these super
competitive companies became super profitable. Perhaps, if instead of weakening, the USD
had appreciated, the US auto unions and steel unions might not have gotten control over US
manufacturing and the history of German and Japanese manufacturing might have been

vastly different.

The German state of Bavaria is home to some very competitive firms such as automaker
BMW and the multinational manufacturer of capital goods Siemens AG. Germany has had a
reputation of being an exporting giant. At the heart of this machine lies Bavaria and its super
competitive companies. Germany’s legendary SMEs needed to innovate continuously to
stay competitive in an environment of rising currency and rising wages (at least till the mid
1990s). The exchange rate of the German currency, the Deutsche Mark, was fixed at 4.2 to

the dollar in 1949. The currency stayed at that level till the end of the 1950s. In 1970, the
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average annual exchange rate was 3.65. From there started a strong march of the Deutsche
Mark, culminating in the currency hitting a value of 1.5 to an USD in 1996. Even service
companies do well in an environment of gradually strengthening currencies. Munich based
reinsurance company Munich Re has to invest its insurance premium in fixed income and
equity instruments of various German companies. The value of those investments stays high
when the companies themselves are doing well. A gradually strengthening currency keeps
the companies on their toes and brings a happy outcome to those who invest in those

companies.

If China wants to produce great companies, ones which are not funded through bank non
performing assets or environmental depredation, the country should stop purchasing US
dollars and gradually allow the Yuan to appreciate. And when Chinese banks direct their
credit to such companies as opposed to uncompetitive state owned entities, the problem of the
country’s non performing assets will solve itself. Though Indian software companies are
very profitable, they were involved in fairly low end activities because a depreciating
currency, till the early 21* currency, did not put pressure on the companies. They could be
profitable just by doing extraordinarily ordinary stuff. It was only when the Indian Rupee
started appreciating in 2003, for the first time in many- many years, did the software
companies take a relook at their business models and made some radical changes. From a
creditor viewpoint, companies which have survived sharp appreciation of their domestic
currencies are always a good bet. Profiting from a depreciating currency does not ensure

future well being of the company.
The Biker who asked you to go long on Zimbabwe in 1996 and China now

Ultimately, the credit story is what explains past and current profitability and the likelihood
of persistence of that profitability in future. When one gets the big picture of the story

wrong, as the investment biker who calls commodities hot is on China, focusing on individual
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Chinese companies (particularly its banks) is dangerous. The big picture is that of an
economy that is badly deploying the savings of its citizens, kept in bank deposits, on low
return projects and state owned entities under the diktat of a tyrannous and murderous
regime. People assume that the biker is an investment prophet based on his scintillating
investment record from the very distant past when the biker was a spring chicken and based
on his books which provide unvarnished enthrallment to one and all. His fondness for nasty
regimes is almost a fetish. In 1996, the biker asked investors to go long on Zimbabwe. We
wonder if he knows the current exchange rate of the currency of that wretched country on the

black market.

There is another aspect of the China story which people seem to be ignoring. China has been
buying hot commodity mines all over the world by cutting unsavory deals with local thugs
who masquerade as the national government. To us, it seems the money was ill spent. It is
highly unlikely they will be able to mine the ores against the wishes of the natives. More
likely, the unhappy natives might start shooting arrows at the juicy part of the rear of the
Chinese stationed there forcing them to make a quick exit. It is pointless under such a
scenario to rush to the neutered court at The Hague for enforcing contract law. More likely,
the natives would at some point do to the despot what the wretched people of Romania did to
their godless tin pot dictator in the late 1980s after enduring four decades of tyranny. And the
climate of the 21% century is distinctly unpropitious for rushing in heavy boots to rob other

people’s resources as Uncle Sam found to its cost in Iraq.

No one can have an iota of doubt about the genius of the Chinese people. But making flimsy
contraptions for Wal-Mart by employing humongous amount of capital is a serious wastage
of people’s talents and the people’s bank savings. Exports are necessary because, as Nobel
laureate Paul Krugman put it, foreign suppliers of imports (such as crude oil) are crass

enough to demand that they be paid. But storing the results of exports in reserves that are
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liable to being repaid through “quantitative easing” is a blunder of elephantine proportions.
The credit crunch of 2008-09 drove more money towards gigantic state owned entities and
killed the few companies which could have redeemed China in the long haul. The China
model will collapse for the same reason that the Soviet Union did- poor return on capital
employed on account of central planning that relies on the benevolence of the butcher or the

brewer for dinner.
Game, Set and Match: The end of the Starbucks Credit Story

The US retailer of specialty coffee Starbucks came into existence in 1985, almost coinciding
with the birth of lazy central banking and easy money policy. It also marked the onset of the
era of low savings and high household debt which ended in 2008. For the year ending
September 30 2008, most of Starbucks’ sales came from countries with high household debt.
And the Starbucks brand value is strictly linked to how profligate a consumer could be before

reality catches up.

From the 1980s, the US society became an aspirational one- not in the usual sense that the
term is understood. The citizens did not aspire to create wealth or have savings for the rainy
day like the rich. Rather they aspired to consume like the rich. Easy money policy of the
central bank and easy and irresponsible handing out of credit cards to those addicted to
consumption were the fuels for this lifestyle. There were few assets against which one could
not borrow and then borrow some more. This crazy consumption cycle created its own
boom- stock prices went up- values of pension assets went up, which created the illusion that
you did not have to save for retirement or for children’s education. The assumption was that
the stock market would do the saving for one. Somehow the argument did not strike people
as circular —even now after the bubble has burst. People are still not convinced that their lack
of saving and crazy consumption was driving corporate profitability and stock prices- not a

new paradigm that the Maestro concocted.
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In this debt fuelled consumption binge, few companies profited as much as Starbucks did by
promoting coffee as a symbol of having arrived in life, just as few countries profited as much
as China did by purveying trinkets to the American consumer. China got a worse deal out of

the whole game - Starbucks got paid in the currency of its shareholders.

Starbucks in its annual report of 2008 listed a whole host of risk factors as SEC Form 10K
filings are wont to do. There was talk about hedging the risk from volatility of coffee and
diary product prices. But is Starbucks really exposed to such risk? If the US household debt
was to fall sharply by some miracle, people might come back for the “Starbucks experience”
and the company would be able to pass on high commodity prices to consumers. Likewise,
competition from cheaper suppliers of coffee could have been ignored when home equity
lines of credit were available. If US household debt stays as high as they are at present,
Starbucks needs to come up with a radically different strategy to survive in the long run.
Tinkering with latte prices would be of very limited use as would improving productivity by
getting the baristas to prepare coffee by following a certain process sequence. It is time to
sing the requiem of the Starbucks credit story. The company moved from the credit phase

back to the venture phase the moment US household debt spun out of control.
Cement Companies are a leveraged Bet on a Country’s Household Debt and Demographics

When limestone and clay are heated to high temperature in a rotary kiln, the cement
manufacturing process results in the creation of a semi finished product called clinker.
Clinker can be more readily transported as it does not absorb moisture like cement. When

gypsum is added to the clinker and grounded, the product is the traditional Portland cement.

An interesting aspect of the cement industry is how far the cement company headquarters are
from the centers of future demand. Three of the four biggest cement companies are west

European, where demand is unlikely to pick up in the near future, if ever. These companies
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are French company Lafarge, Swiss company Holcim and German company Heidelberg. The
other company that completes the quartet of the largest cement producers, Cemex, is
headquartered in Mexico. Lafarge, founded in 1833 supplied lime to the Suez Canal project
in 1864 and is a pioneer of white Portland cement. Holcim, started cement production in
1912 and used to be called Holderbank AG till 2001 from the village in Switzerland where
the company was originally based. Heidelberg was founded in 1874, while Cemex
commenced operations in 1906. Poor demography and unsustainable societal debt are the
causes of likely poor demand for cement in Western Europe. That is also the case in Japan-
hence the parlous state of finances of the country’s cement manufacturers including leading

players like Taiheiyo Cement Corporation.

The big cement companies are gravitating towards demand centers like China, India and
other emerging markets, either by commencing operations there or by taking over local
companies. Holcim took stake in Huaxin Cement Company Ltd in China and bought out two
big Indian cement producers- ACC and Gujarat Ambuja. Lafarge made a big acquisition-
the acquisition of Orascom which increased its reach in the Middle East and Africa. Cemex
operates in several emerging markets including its home territory. Heidelberg entered China
in 1995 and operates in Guangzhou and Hong Kong. It entered India in 2006 with the

acquisition of Mysore Cement.

Over the last two decades, cement demand expanded by 5% annually on the back of easy
money policy and expansion of household debt in many developed countries and fundamental
changes in the developing countries. When the day of reckoning came, cement demand
collapsed in countries with high household debt. Holcim reported sharp drop in sales in Spain
and the US in 2008 after the real estate bubble burst and household debt hit unsustainable

levels. The company shut down plants there.
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Cemex, which is heavily exposed to the US, the UK and the rest of Europe struggled to repay
borrowings. Within a space of less than a year, in 2009, S&P downgraded Cemex’s debt by 6
notches, which includes a 5 notch downgrade at one shot. The agency clearly was caught
napping. The company had been rated investment grade at the beginning of the year. The
folly of looking at credit analysis through the narrow prism of immediate corporate
profitability, while ignoring extensive exposures to leveraged countries failed to strike S&P
as odd. Sensibly, the company sold its operations in Austria, Hungary, Italy and other low
growth markets- but these divestitures were done at the worst possible time in terms of cash
obtained from sales. Lafarge, though not as badly exposed, got more than 60% of its sales
from Western Europe, North America and the Middle East while obtaining only 11% of its
sales from Asia. While its west European and North American sales plummeted, its India
sales were up 22.3%. As this turmoil was underway, cement operators in emerging markets
had a jolly good time. Return on capital employed (RoCE) of one of the leading Indian
cement manufacturers, Ultratech Cement, after being above 40% for a few years fell close to

30% in 2008.

While a low household debt is not a good indicator that good times lay ahead for cement
makers in the country, a high household debt inevitably signals bad times are around the
corner. The problem is one just can’t predict exactly when the bad times will start- so it
behooves a creditor to start getting cautious when household debt levels starts climbing.
Also, in 2008, Venezuela nationalized its cement industry and compensated the private
investors a pittance. The Venezuelan subsidiary of Cemex which controlled more than 50%
of the local market was most affected. Holcim also suffered. Since the future of the cement
industry is in emerging markets, creditors should be aware of “tin pot dictator” risk that is

going to be ever present in the industry.
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International Trade Agreements, Trade Wars and the Credit Story

The world is getting closer and closer to a free trade regime despite numerous bumps on the
way. Companies whose business models rely on keeping low cost producers from their
borders are not likely to survive long. But in the short term, even companies in countries
which stand to benefit from the demise of quota norms and norms to prevent free trade are
unlikely to benefit. That is because, in anticipation of the changes in trade norms, many
companies, particularly those in low technology industries, expand rapidly at the same time,

which can cause prices to crash.

In the twenty-first century, it would be impossible for a creditor to any firm, except those
operating in select localized services, to ignore the effect of global trade norms and the likely
change in those norms. The good news for the creditor is that there is usually adequate time
for him to prepare for the day new norms would come into effect. Liberal trade norms
always come into effect several years after the agreements are signed so as to provide all
stakeholders adequate time to adjust to the new reality. Despite this, on several occasions,

creditors have been caught with their pants down.
European Banana War kills Chiquita Brand’s Creditworthiness

“For many years, world trade has been characterized by multilateral arrangements that reduce
or eliminate restrictions on the international flow of goods and services. In direct contrast to
this trend, the European Union has imposed an increasingly restrictive and disturbing trade
policy on the Latin American banana industry in the last several years. This has been the
primary cause of significant losses Chiquita Brands International has posted since 1992,
following a long period of profitable growth.” This quote, from the President and COO of

Chiquita Brands, one of the largest banana producers of the world, in the 1994 company
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annual report, sums up the harsh impact that restrictions on the banana trade by the European

Union had on the bottom line of the company.

Chiquita Brands International (“Chiquita”) traces its origins to a banana trade transaction in
1870 when Jamaican bananas were sold in Jersey City. The company became a full fledged
producer and transporter of bananas in 1899 with the founding of the United Fruit Company
(UFC). The company’s name was changed to United Brands in 1970 post a merger and again
in 1990 to Chiquita Brands International. For most of its history, the company was profitable
though it was often accused of unsavory activities such as bribing Latin American
government officials (the banana business seemed to be a magnet for a particular type of
business behavior- one of the biggest players in the banana business, Ecuadorian company
Exportadora Banarera Noboa, and owner of the Bonita brand had been accused of numerous
human rights violations). Chiquita’s business model involved producing bananas in the
republics of Latin America and transporting them for sale, chiefly to the countries of the
European Union and the United States. The company had the scale to succeed in this capital
intensive business- owning land for producing bananas and owning transportation assets to
move the produce to end markets in Europe and the US. The scale of operations provides a

limited barrier to entry to new comers.

Chiquita owed its nemesis to its slow response to an event beyond its control. In 1975, a
group of African, Caribbean and Pacific countries (former colonies of various European
countries such as the UK, France, Netherlands and Belgium) formed the ACP grouping under
the Georgetown Agreement to reduce poverty among member countries. In the same year,
the Lome trade convention was signed between the ACP and the European Economic
Community (the forerunner of the European Union) in Lome, Togo. It provided for
preferential access to trade in various products produced by the ACP countries for export to

the countries of Western Europe. Among other things, it provided preferential access to
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European markets for bananas originated in ACP. Germany, the biggest consumer of bananas
in the European Economic Community (EEC) opted out of this preferential treatment. Hence

Chiquita could export to Germany on equal basis as the ACP countries.

In 1992, the integration of the European Community into a single market was complete. That
required all tariff norms be imposed on an uniform basis. In 1993, the European Economic
Community passed the council regulation 404/93 which imposed common norms for trade in
bananas across all countries, Germany included. The regulation limited the import of
bananas from Latin American countries to two million tonnes. The penalty for violating the
norms was so stringent that it did not make sense for any company to exceed its quota. This
import quota was divided among a number of companies, including Chiquita’s Europe based

competitors such as UK’s Geest plc and Ireland’s Fyftes plc.

Chiquita’s market share in Europe collapsed and plunged the company into a loss. From a
net income of § 128 million on sales of § 2.9 billion in 1991, the company had losses of $284
million in 1992, $51 million in 1993 and $71.5 million in 1994. The company’s debt equity
ratio moved up sharply. Because its balance sheet was leveraged, it could not make the
investments in ACP countries as its US based competitors Dole Foods and Fresh Del Monte
did. An alert creditor to Chiquita should have started rethinking through his investment
thesis in 1988 when the EEC started working on the common policy, a policy that would
fundamentally change the Chiquita credit story. A creditor focused excessively on the
published accounts, ignoring this change in the credit story would have been caught unawares

when the company started loosing money.

Things kept getting worse for Chiquita. The last straw was when banana prices crashed in
1999, which severely weakened the company. Finally, in 2001, the company filed for chapter

11 bankruptcy.
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The Demise of the Multi Fiber Arrangement benefited no Company but destroyed some

The Multi Fiber Arrangement (MFA) came into existence in 1974 as a measure to prevent
textile imports from developing countries swamping the domestic textile companies of the
developed world. Labor cost is the key driver of competitiveness in the textile industry- so it
would have been impossible for the high cost producers of the West to compete with the
textile producers of developing countries. The arrangement imposed quotas on the amount of
textile products that developing countries could export to developed countries. There were

exemptions from these quotas for the poorest countries like Bangladesh.

In 1994, as a part of the Uruguay round of international trade negotiations, the WTO assigned
the role of administering the MFA quotas to the WTO. It was agreed that the MFA quotas
would be eliminated from January 2005. So, creditors to companies which would be affected
by the changed norms had advance notice to plan out their future lending strategies to the

sector.

It was taken for granted that the end of quota regime would benefit to a considerable extent
the low cost textile producers of China and to a smaller extent the producers of India.
Bangladesh was expected to loose out, but that did not actually happen post 2005, because
the much lower labor costs in the country masked the effect of lower productivity. As
expected, producers of Latin America, Eastern Europe, and Turkey were hit and there were

large scale layoffs in the sector in those countries.

While some countries such as China gained from the fall of the MFA in terms of higher
employment, at least in the short term, it did not translate into benefits for companies.
Certainly, far fewer companies than expected benefited in India. That was because all textile
companies in regions which expected to benefit from the demise of the MFA expanded their

capacity for the post MFA world. This led to sharp increase in capacity, in addition to the
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dead weight investments in the countries that were to loose out under the new regime. The
resultant fragmentation and capacity expansion in the textile Industry lead to fall in prices, or

prices not keeping up with costs.

A classic company which highlights this situation is India’s Arvind Mills. The company was
set up in 1931 when India was a big player in the textile market. In 1986, the company
decided to focus on the denim segment and to target the international market. Fall in denim
prices in the late 1990s caused the company to default on its Indian Rupee debt in 2000. The
turnaround in denim prices pulled the company back to profitability in 2003. The company
was selling denim to retailers such as Levi’s, Gap and Tommy Hilfiger. In 2006 the company
expanded its denim capacity and it became the world’s third largest denim producer (the
largest denim producer is Taiwan based Nien Hsing Textile Company, not particularly
renowned for its labor and environmental practices). The expansion caused an increase of its
debt to unsustainable levels. Denim prices increased in 2007 and 2008, but it did not keep
pace with costs. In 2008, the company, for the second time in a decade, defaulted on its
debt. This is what can happen in a fairly low technology and fragmented industry when there
is uncoordinated capacity expansion due to changes in international trade agreements. When
the capacity expansion is funded excessively by debt, the company doing so might not
generate adequate return on capital employed and default on its outstanding debt. What was

expected to be a boon in the post quota regime turned out to be an unmitigated disaster.

Another event that happened in the post MFA world was the so-called “bra wars” between the
EU and China. By August 2005, Chinese exports of textile items such as bras, pullovers,
trousers etc, had swamped the local producers in textile producing Italy, France, Spain and
Greece. Some of the EU countries did not permit consignments of these materials from
leaving their ports. Of the £ 550 million of merchandise held at the ports of the EU, £ 50

million was meant for British retailers such as Marks and Spencer. Since Britain did not have
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a textile industry left to protect, the blocking of merchandise irritated the British. Finally, the
war ended when China agreed to freeze further shipment of bras, pullovers etc for the rest of
2005 and agreed to count half the blocked merchandise with the 2006 quota (this was a quota
in the post MFA regime between the EU and China for preventing Chinese textiles from
destroying the EU producers). Obviously this agreement by the Chinese would have lead to
bad loans for the lenders of bra producing firms of Yanbu town in the Guangdong province of
China. Without incremental revenue from bra sales in the EU, the loans would definitely not
be serviced. So, the aftermath of the MFA might be a significant addition to the burgeoning

non performing assets (NPAs) of the Chinese banking sector.
The Ryanair Credit Story is due to the advent of the European Union

Low cost airline Ryanair of Ireland contributed €500,000 to campaign for the “yes vote” in
Ireland for the Lisbon treaty which promotes closer integration among the countries of the
European Union (EU). That is a perfect way for a company to express its gratitude to the
European grouping. But for the European Union trade agreements, the company would have
been a marginal player in Europe’s airline landscape. Despite small tiffs with the EU like the
2007 dispute over propping up of national carriers and competitors such as Alitalia,
Lufthansa, Air France and the row over the issue of the Commission blocking Ryanair’s
takeover bid of Aer Lingus (Ireland’s national carrier on competition grounds), the coming
together of the European nations has practically been an unmitigated blessing for Ryanair and

made the Ryanair credit story possible.

Ryanair was established in 1985 for flying short haul between Ireland and London. The
airline went public in 1997 and used the funds raised to build a pan European airline. But
that would not have been possible without the 1992 EU deregulation of the airline industry
which gave airlines operating in one EU country the right to operate services between all EU

countries. Because of this, Ryanair could replicate its low cost Ireland based model across all
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EU countries, increasing its financial viability and flexibility. Ryanair got a further boost in
1999, when the introduction of the Euro as the operating currency in most EU countries
removed currency risk emanating from translation of earnings outside Ireland into the
domestic currency. The ever closer links among European countries promoted weekend
tourism from which Ryanair benefited enormously. Finally, the airlines benefited when in
response to the recession in 2008, many EU countries such as Belgium, Holland, Spain etc

scrapped tourist taxes, thus promoting tourism.

Of course, a lot of credit must go to the airline for taking advantage of the new opportunities.
While national carriers were bleeding, Ryanair went from strength to strength. The number
of passengers serviced by one employee at Ryanair was 9195. That metric was 652 at
German national carrier Lufthansa. Obviously this comes hand in hand with the reputation of
poor customer experience. But that does not matter because the company’s model is built
around carrying passengers on time at the lowest possible cost on time and not around
promoting creature comfort. Also, the company financed its airplanes sensibly- a sizeable
chunk of planes were financed with loans from the US Exim bank (for promoting the sale of

Boeing airplanes). The bank also guaranteed 85% of the residual value of the airplanes.
The EU- South Korea Trade Pact and Credit Quality of Europe’s Mid-range Car Makers

The European Union and South Korea signed a free trade agreement in October 2009. To
take effect, the agreement must be approved by the South Korean parliament and the EU
governments. The trade agreement does away with numerous tariffs on goods originating
from either trading block. This is going to put a severe strain on Europe’s mid sized car
makers, who would now have to compete on a level playing field with South Korean car
giant Hyundai. Hyundai is one of the few global car makers that came out stronger after the

crisis of 2008. Even when giants like Toyota stumbled in the US, Hyundai started picking up

69



Stories in Credit Analysis

market share. The company has effectively shed the image of Korean cars being of a lower

quality than their Japanese counterparts, as has its compatriot Kia Motors.

The most affected companies from this deal would be Fiat, Renault and PSA Citroen. The
car makers in the high end segment like German companies Daimler Benz and BMW will not
be affected. Some brands of Volkswagen might be impacted. Mid sized EU auto players
were not doing well even before the Korean challenge emerged. But for the tendency of
governments in European countries to poke their nose into commercial matters, one could

have written the obituary of those car makers.

Free trade agreements can have third country implications. Some India based car makers
ship small cars to the EU. The biggest exporters are Japan’s Suzuki Motors’ India unit and
Hyundai’s Indian subsidiary. Car makers of Indian origin (as opposed to Japanese and
Korean carmakers’ Indian subsidiaries) export their wares to less developed countries and not
to the countries of the EU. So, the effect of the trade agreement on India could be more in
terms of employment and taxation generated by the East Asian companies’ operations rather

than on individual company credit quality.
Regulations and the Change in a Credit Story

Regulations don’t change in a single day. There are enough signs to spy, even for the not too
discerning analyst, before actual changes themselves happen. But it does pay to be early in
spotting impending changes because once there is an inexorable momentum in the direction
of change, many stakeholders would head for the exit door at the same time. While stricter
regulations are almost always bad for shareholders, for creditors, regulations can sometimes
be a blessing. If stricter asset valuation norms had been prevalent (that is less of the

comically vacuous “marked to model” stuff), the creditors to Lehman brothers might have
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known the true state of the entity much earlier. The bank would not have gotten as big as

counterparties would have rationed their credit limits appropriately.
Smoking Ban in the UK actually helped Pub Operator Mitchells & Butlers

Mitchells and Butlers (M&B) is the United Kingdom’s leading operator of managed pubs and
pub restaurants. The company played an important role in transforming the mom and pop
pub industry of the nineteenth century to one where a chain of pubs operates under a single
management and provides a range of amenities. In July 2007 the UK government banned
smoking in pubs. This was thought to be the death knell of the pub industry as smoking and
drinking beer went hand in hand. Because of this rule, smokers cut short drinking time or did

not come to the pub at all. Many small pubs shut shop.

However, M&B did not trip. It started focusing on the customer segment which did not come
to the pubs because they were put off by the smoking. The company also improved the food
offering. Food at pubs would be cheaper than that at restaurants. Besides, pubs existed in
close proximity to high density housing areas. In the first year after the smoking ban, which
also saw a severe economic down turn in the UK, M&B’s beer sales went down but its food
sales went up, despite lower consumer disposable incomes. The company’s success in the
casual dining segment was proved by the success it had with the pub assets of UK hospitality
major Whitbread plc that it bought in 2006. Post the takeover, the company managed higher
food sales, that too in a hostile economic environment. In fact, the company was helped by

the poor economic environment- diners moved from costly restaurants to pubs.

The company’s capital structure is geared towards flogging as much as possible out of the
company’s assets. At the end of 2008, a bulk of the company’s debt (£ 2.3 billion) was in the
form of bonds secured by assets and cash flow of the majority of the businesses. Its

unsecured loan facility had a limit of £550 million. The secured debt was taken through a
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securitization structure wherein most of the company’s assets were transferred to a
securitization company M&B Retail Limited, which in turn borrowed against the cash flow of
the assets and the value of the assets. Because this firm is thinly capitalized (£1.2 billion of
shareholder equity at the end of September 2008 supporting debt of £ 2.7 billion), there were
very stringent covenants at the M&B Retail level such as minimum cash flow to debt service
cover for dividend payments, expenses that must be incurred on capital expenditure on the
pubs to prevent cash flows from being generated by reducing franchise value (we are not sure
if this covenant is an efficient one), money from disposal of assets to be used exclusively for
repayment of debt etc. There is a continuous acquisition and disposal of assets at M&B
which should bother a financial analyst- the business seemed to be run strongly for meeting
quarterly targets rather than for creating long term value. We worry that this financing
structure, despite the sound business model, might collapse if the economic downturn
becomes deeper. A creditor must also wish the company had far lower debt on its balance

sheet so as to improve its financial flexibility.
Repeal of the Glass Steagal Act and the retooling of the Bank Credit Analysis Framework

When the Glass Steagal Act of 1933, which separated investment banking from commercial
banking, was repealed in 1999, creditors to the banks should have gone back to the drawing
board to assess the impact on individual institutions. It was not a signal to get away from
being a creditor to the banks- whether commercial banks or investment banks. It was merely
a signal to the credit analyst that the credit story had changed and that the analytical
framework he had been using for the last several decades was now obsolete. Retooling was
necessary. The analyst had the following information at his disposal for the retooling
process- the reasons for the Act coming into existence in the first place in 1933 and the

history of the years prior to the Act coming into force.
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The drama of the 1920s was reenacted during the first decade of the twenty first century. You
might have a new instrument here and new structure there but the underlying theme was
using as much leverage as possible to magnify investment returns. The players had changed-
rating agencies were not a potent force then. But the game remained the same. A reader
would have been hard pressed to identify the era of John Kenneth Galbraith’s classic book

“The Great Crash, 1929” if a few names had been masked.
Cap and Trade Emission Norms and impact on Credit Quality of Electric Utilities

The aim of the cap and trade emission norms is to cut emission of carbon dioxide (CO2) and
other greenhouse gases. Whether global warming is real or a temporary phenomenon, the
consequences, if real, are too cataclysmic to make decisions within the expected loss —
expected gains probabilistic framework. The construct for such problems is the Pascal’s
Wager paradigm. To refresh a reader’s mind, the Pascal’s Wager was propounded by the
great French mathematician Blaise Pascal. In summary, it states that an unbeliever’s gamble
in leading an ill-spent life is not a prudent one because the consequences have an eternal
dimension to them if God existed. Because of the nature of the consequence, it does not
make sense to use the expected gain-expected loss framework for the conduct of one’s life.
In the Pascal’s Wager framework, while it is truly joyful to believe as a believer, skepticism
does not pay. The burden of proof is on the skeptic and even little evidence should suffice for
taking concrete actions. In the expected loss-expected gain space, “skepticism is the chastity
of the intellect and it is shameful to surrender it too soon”. This is not true for Pascal’s
Wager problems. You would not use the expected gain — expected loss framework to analyze
what you should do when someone shouts “fire” in a crowded theater. Nor would you use it

for your retirement investing decisions if your retirement is just a few years away.

The aim of all countries in the global emission negotiation has been to pass the sacrifices

required to curb emissions to other countries. This is particularly true of the big emitters on a
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per capita basis. From a credit analysis stand point, the analyst has to answer only one
question when analyzing a company- can this company pass on to customers the increased
costs of complying with the increased regulations. And the answers might not be straight
forward. For instance, at first blush, it would seem that an electric utility company should be
able to pass on all costs to its consumers. That is true only if all the utility companies
pumping power to an electric grid are CO2 intensive such as coal fired utilities. What if a
sizeable fraction were from renewable/ nuclear sources, whose high capital costs have been
sunk and who have low operating costs. Such firms would not have increased operating costs
due to the emission norms. In fact, instead of having higher costs, they might end up having
lower costs due to new regulations which encourage such sources of power. If the carbon
intensive power plants raise the grid tariffs commensurate with the increased costs, they
might find themselves lower down in the merit order for dispatch of power to the grid and
their power would be used less. So, in the case of the utility industry, the analyst must not
only assess the extent of low carbon sources of energy in the grid at present, but also forecast
the number of such producers that are likely to come up in response to the carbon curbing

initiatives in the next few years, the lead time for such plants etc.
Change in the Industry Story

Industries can disappear from the face of the earth on account of human ingenuity. Cell
phones wiped out pagers in such a short period of time that creditors to pager companies
might have wondered what hit them. Only companies that are quick to respond to the

changes and which appropriately hedge their bets would survive such cataclysmic changes.

In industries where technology undergoes rapid changes, creditors just don’t belong. Even
technology visionaries get it terribly wrong- what chance does a credit analyst, even if he is
conversant with the technology, have? For instance, in his 2000 book “Telecosm”,

technology visionary George Gilder lists out nine stars of the telecom industry. Half of those
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companies are now bankrupt, either due to technology change or due to overbuilding. His
prediction that infinite bandwidth would revolutionize the world turned true. But translating
that broad vision into individual company credit quality is practically impossible. And
Gilder is one of the better technology visionaries- his predictions in his previous book
“Microcosm’ on the future of the world of microchips was almost spot on. Little wonder

that even great investors like Warren Buffett do not take calls on technology.

Consider the Smith Corona company, once one of the biggest manufacturers of type writers
in the United States. The company was founded in 1886 and had numerous typewriter
improvement techniques to its credit throughout its long history. In the mid 1980s the
company’s sales started falling due to the introduction of PC based word processing. The
initial cost of a PC was high, but the benefits of the word processor were there for all to see.
By the early 1990s, PC prices were falling and more and more powerful processors came to
the market. It was only then that the company came to terms with the new reality and entered
the PC market- but it was too late. The PC industry had become highly competitive. Even at
that late date, the company felt that the typewriter had an important role in the market place.

Finally, in 1995, the company filed for bankruptcy.

Creditors should also be wary of companies that give away the magic beans of their
technology for an immediate cash cow. Italy’s Alenia Aermacchi gave Brazil’s jet airplane
maker Embraer access to the jet plane tech