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Chapter 11 Stories in Credit Analysis

The ancient Chinese believed that solar eclipses occur when a legendary celestial dragon 

devours the Sun.  They also believed that this dragon attacks the Moon during lunar eclipses. 

Obviously the mythology had the causality of the eclipse wrong, so anything further the ancient 

Chinese had to say about eclipses could safely be ignored.    Once someone does not understand 

the underlying cause of a happening, all further elucidation, elaboration and embellishment by 

that person on the topic should be a source of mirth, not enlightenment.

In the world of credit, there have been analysts holding forth conclusions on credit quality based 

on factors that ignore the causes of deterioration in credit quality while harping on those factors 

that don’t.  In Chapter 10, we pointed out the flaws of the FICO score methodology as it was not 

based on causality of credit strength and weakness.  Linked to this flaw, is a second flaw whose 

gist is the Latin expression post hoc ergo propter hoc fallacy.  Roughly translated in English, it 

means, just because one event occurred first, that does not mean it caused the second.   This is 

sometimes called the "Rooster syndrome", for ascribing to the rooster crowing the cause for the 

rising of the sun.   Falling home prices came before the spurt of delinquencies in the US 

residential mortgage sector.  But the former did not cause the latter.  If the economy had not 

tanked and unemployment hit double digits, on account of high household debt, people would 

not risk ruining their credit profiles by defaulting on home loans in response to falling home 

prices. 

In this chapter we look at investment stories which have strong lessons for investors on account 

of identification of the key weaknesses of a credit story or failure to identify those weaknesses. 

The success or failure of each call was linked to the success/failure of individuals/ organizations 

that made the call to identify root causes and spot deterioration in root causes.  We do not look 
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at cases of frauds, particularly those that had a plausible credit story but collapsed due to 

management thievery.    Nor do we look at oft quoted examples of credit analysis mistakes such 

as Enron, World Com- these cases have been analyzed ad infinitum and at least some of the 

reports contain a thorough analysis of where creditors went wrong.

The overwhelming lesson from Credit Guru Benjamin Graham

The recurring theme in Benjamin Graham’s writings is the “margin of safety” available in an 

investment opportunity.  Even when he does not use the expression, in both his classics, “The 

Intelligent Investor” and “Security Analysis”, he clearly implies that margin of safety is what 

separates an investment from speculation.  For a creditor, margin of safety is the central tenet. 

What if the unit sale prices fall due to increased competition? What if costs go up? Does the 

company’s capital structure and the earnings profile have a margin of safety built in such that a 

significant change in operating earnings will not cause a default on bonds?  In the world of 

equity, the margin of safety refers to the cushion available in the current stock valuation which 

causes the stock to seem undervalued vis-à-vis current earnings.  Even if the earnings fall 

tomorrow, because the stocks were bought at a conservative valuation, the investor can live 

with the lower earnings.

For a creditor, as Ben Graham puts it, “the function of margin of safety is in essence that of 

rendering unnecessary an accurate estimate of the future”.  Since accurate estimate of the 

future is beyond the realm of most human beings, the margin of safety is a must.  The projected 

income statement has a lot of “ifs and buts” which margin of safety tends to mitigate.  Ben 

Graham also talks about the margin of safety in the value of an enterprise vis-à-vis the amount 

of its outstanding debt.  This is what provides a cushion for recovery in case the primary margin 

of safety – that of the earnings- fails and the returns continuously fall below the cost of capital 
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employed.  Structures like LBOs, second lien loans, etc fail to provide a margin of safety on the 

earnings front as well on the asset valuation front.  That is what makes these investments 

speculative.      

Rating Agencies: ineptitude rather than malice the cause of analytical failures

To paraphrase what the comic writer PG Wodehouse said in a different context- two heads are 

better than one, even if one of the heads happens to be that of a rating agency.  A credit 

investor should use a rating agency’s “opinion” merely to confirm his own analysis rather than 

as an independent fountain of thought.  If the rating agency is more optimistic in its credit 

opinion of a sovereign or a corporate, it should not be given much weight as chances are pretty 

high that either the rating analyst (and the rating committee) went along with groupthink and 

conventional wisdom or the agency did not feel the need to be heroic and annoy a big fee 

paying client.  On the other hand, if the rating agency’s views are more conservative than one’s 

own, the credit investor should in his analysis be able to justify with clear facts and figures why 

he considers the rating view unjustified- else he should go along with the agency view.  A credit 

investor who goes purely by a rating agency opinion can best be described by the words of Obi-

Wan Kenobi of Star Wars fame- “who is the worse fool- the fool, or those who follow him?”

"Never ascribe to malice that which is adequately explained by incompetence” could, in a gist be 

the judgment on the role of the rating agencies during the credit crisis that started in 2007.  Yes, 

in some cases corruption could be alleged, but the thought and analytical process in a credit 

rating agency are so oriented to accepted wisdom and narrowness of application of the mind, 

that the repeated failures of sizeable size of the agencies should come as no surprise.  The 

narrowness of vision makes the agencies look at the entity being analyzed on a standalone basis, 

unaffected by linkages to other entities.  Whether the published numbers of a company/country 
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pass the test of reasonability and sustainability is not something that worries the agencies 

unduly.    The analytical process is like that of a starfish with a nervous system but no brain.   The 

nervous system of a starfish is therefore located in the nerve ring around its mouth, from which 

a radial nerve branches off and extends to each arm.   It is this nervous system that helps the 

starfish finds its food, find a mate, and feed.  Obviously, in such an organism, the nervous 

system has very little role other than to respond to every external stimuli (much like a technical 

analyst) and there is very little pondering on changed circumstances.  

It is true that the agencies have a warm and fuzzy feeling about the issuers who pay them to do 

the credit rating exercise- but that is not the leading reason for the repeated failure of the 

agencies to call the turn in credit quality.   But flawed methodology and doing credit analysis 

through a cook book process ensures that the agencies will fail even if they are paid for by 

investors and not issuers.  Perhaps, if and when they are paid by investors, they might be more 

conservative- but being conservative is no substitute for razor sharp analysis.  Being overly 

conservative would only ensure that investors would have lost some good investment 

opportunities.  Even when a rating analysis has been done properly, the analytical reports are so 

filled with caveats and subjunctives to be of use to a credit investor looking to deploy funds.

The big problem for international credit investors is rating agencies elsewhere have adopted the 

same flawed methodologies of Moody’s and S&P.  For instance, China’s Dagong Global Credit 

Agency proudly announces in it its website that it follows Moody’s “seven pillar approach” for 

rating banks.  It seems word did not reach beyond the bamboo curtain that the methodology 

could not capture any of the bank failures.  The agency had the following note on its website 

–“Founded in 1994, Dagong Global Credit Rating Agency Company Ltd is the only domestic 

credit rating agency established upon the joint approval of the People’s Bank of China and the 

former State Economic & Trade Commission”.  Good bye free thought.  Hello Chairman Mao. 
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S&P’s California Credit Rating History:  four decades of momentum based Credit Analysis

S&P‘s credit rating history of the US state of California would have done a technical analyst and 

other momentum players proud but would make a credit analyst hang his head in shame.  In 

1968, at the peak of a stock market bubble, S&P rated California AAA.  In the 1970s, as 

elsewhere in the US, the economy tanked post the oil crisis and the inflationary bubble.  In 1980, 

at the darkest hour of the cycle, just before the break of dawn, S&P downgraded the general 

obligation credit rating of California to AA+.  In 1983, just as the economy was turning into full 

speed, but before tax revenue collection had stabilized, California was downgraded further to 

AA.  In 1985, as the tax collection from income as well as property went up, S&P raised 

California’s credit rating to AA+.  As the economy continued to do well and the pension 

obligations looked fully funded, in 1986, California’s rating was elevated to AAA- a rating it had 

lost six years earlier.

From 1988, as the savings and loan bubble cracked and property tax collection wobbled, the 

state’s finances worsened.  As the recession swept the US and tax revenues fell, S&P 

downgraded California by two notches to AA in 1991.   When there was some impasse during 

the 1992 state budget discussion, S&P further downgraded California to A+.  Then the economy 

picked up, but initially without creating jobs and hence generating income tax.  In 1994, the 

state was downgraded to a single-A credit rating.  As the economy started booming and the dot 

com era started, the rating was upgraded to A+.  Close to the peak of the dot com bubble, in 

1999, S&P raised the credit rating to AA-.   Just post the peak of the bubble, when tax collections 

continued to zoom with unemployment falling to record lows, and politicians were making 

generous promises which had to be kept in the future, the rating was increased to AA (in 

September 2000).  In January of the next year itself, as tax collections wobbled again in the post 

dot com era, the rating was put on watch with negative implication.   In April 2001, the rating 
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was downgraded by two notches to A+.  In December 2002, the rating was further downgraded 

to A. In July 2003, at the trough of the business cycle, the rating was cut by three notches to 

BBB.  As the Alan Greenspan induced housing bubble began, in August 2004, California’s rating 

was raised to A, which was further raised to A+ in the middle of 2006.  As the credit crisis took 

shape, the rating was downgraded in February 2009 to A.  In September 2009, California’s 

Attorney General launched an investigation into the role the rating agencies played during the 

crisis.   Blaise Pascal had said that the only shame was to have none.  The management of S&P 

fit that definition of shamelessness to a tee when it continued with its bluster on California’s 

credit quality without apologizing for the error of its ways.

Everything that S&P did, any grade 4 student could have done by graphing GDP growth versus 

credit rating.  There was practically no serious analysis other than to look at the state budget 

deficit and the tax collection.   The fact that taxes, whether income or property taxes will go up 

when a business cycle looks up and vice versa is a fact of life.  And in a democracy, politicians 

will almost always make more promises than is prudent when the times are good.  They will also 

indulge in pointless politicking and non action when the times are tough.  What does a potential 

investor of California’s bonds really need to answer, when the going is tough?  He needs to 

know only two things- will California drive away its hi-tech businesses on account of its onerous 

regulations and taxation and will California rather raise taxes than cut spending when the 

budget has a severe gap.  If the answer to both questions is no, then there is no need to worry. 

When the cycle turns, the state’s knowledge intensive businesses will churn out enough taxes – 

whether corporate, personal, capital gains or property.  That should take care of debt servicing. 

If the answer is yes, then the state will get into a downward spiral from which it will not recover 

even when the economy recovers.  Even when the economy recovers, taxation will not be high 

enough to support the state’s universities, which are a big source of resources for the 
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knowledge economy.  If the state would rather cut spending on its universities instead of raising 

taxes, the knowledge ecosystem will crumble and with that, the state’s credit story.  If the taxes 

do not keep up, civic amenities will neglected, which will induce more qualified personnel to 

leave the state and seek livelihood elsewhere.  

The key lesson from the episode is unless one is looking at the bigger picture and the credit 

story, looking at certain metrics as if they are the Holy Grail will lead one nowhere.   There is 

always a key question, a key driver in any credit story.  Identifying that is the crux of evaluating 

credit quality.  So, in the case of California, we would not be paying much attention to what the 

state officials stay at press conferences- despite the fact that we are evaluating the government 

rating.  We would be more interested in knowing what the CEOs of Silicon Valley are planning. 

Are they intimidated by the prospects of high tax payouts and high costs of doing business in 

California or do they think that the benefits of being based in California outweigh the costs 

involved?  What would be the pain point at which they would say they have had enough? 

Would they move if the governor of Texas called up with special incentives and tax breaks?  Do 

they think that the ecosystem of venture capital and a skilled labor force can be replicated else 

where? The answers to those questions would for us suffice to evaluate California’s credit 

quality.  If California continues to produce innovative companies or companies continue to flock 

there, the demographic dividend, the increased construction activity, the capital gains from the 

wealth generated etc would take care of debt servicing.  Momentum based credit opinions are 

merely haphazard forays into intellectual activity which are of no use to those who need to put 

real money to work.  
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Lessons from Short Sellers

The successful short seller is one who analyzes companies with the rigor of a credit analyst but 

takes on a bit of venture risk by betting that his timing of the imminent demise of a company is 

correct.  The creditor, if after analyzing a company deems it uncreditworthy, rejects the credit 

proposal and moves on.  The short seller takes the extra step- if the company is not worthy of 

credit, its stock price should reflect that fact.  Of course, the creditor can also take an extra step 

by buying long dated credit protection on the entity he expects would default.  The timing risk 

taken by the short seller can get him into trouble even if his underlying premise is right.   If he 

reacts too soon, he can be ruined.  Many short sellers lost their shirt shorting dot com 

companies without a whiff of a business model too early.    But when short sellers are shorting a 

stock, a creditor to the company should re-visit his analysis.   We are not talking here about 

short sellers who short a stock in the morning and cover their position by the end of the day. 

We are talking about short sellers, who after deep analysis create a position and hold on to it 

until their conviction pays off.   The short sellers we are referring to are those who, after 

shorting a stock, present to the market a clear headed analysis covering issues ranging from the 

underlying corporate story to the company’s reported financials.

Short sellers short stocks for two honest reasons.   The first reason could be they believe that 

the stock they plan to short is overvalued, that is, the stock price over estimates likely future 

earnings.  The second reason could be that they do not believe the past and current earnings of 

the company- that is they doubt the accounting quality of the company.  Short sellers identify 

questionable financial reporting practices before public disclosure and restatement of earnings 

by the company.  It is short selling for the second reason that should be a bigger trigger for 

credit analyst action.  The credit analyst needs to convince himself that the past earnings are 
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alright and that the short seller is mistaken.  Else he should be recommending getting out of the 

credit.     

Academic studies have confirmed that short sellers facilitate in the efficient allocation of scarce 

resources in an economy.  In a study, Edward Ketz of the Pennsylvania State University mentions 

that short sellers are the most knowledgeable experts on accounting and finance and the most 

extensive users of company financial statements.  It is hence no surprise that they were the first 

to unearth accounting problems at Enron, World Com, Cendant, Waste Management, 

Microstrategy and many others. 

Of course, there are numerous non honest reasons for shorting a stock- those should not bother 

the creditor too much unless they create a self fulfilling prophecy by draining the company’s 

access to liquidity.  Honest management, in response to short selling must communicate clearly 

with the market on the reasons why the short seller is mistaken and why the short seller is on a 

fishing expedition.   If the communication is of a poor quality and management indulges in name 

calling, it is prudent to fear the worst.

Short sellers have had a far superior track record of signaling credit trouble ahead than credit 

rating agencies.  For example, fiber-optic network operator, Global Crossing Inc was rated 

investment grade by the rating agencies a few months before it defaulted on its loans.  The 

company showed high revenue from so called capacity swaps and indefeasible rights of use 

(IRUs) with competitors such as Qwest Communications.  Capacity swaps involved the company 

selling its excess network capacity to a competitor and the competitor selling his excess capacity 

to the company.   IRUs sold by the company permit the customer (usually another network 

operator) the unfettered use of capacity over time.   GAAP required companies to record the 

revenue generated by the IRU over the life of the contract, as it was possible for the customer to 
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go bust, which would render meaningless the revenues that were booked upfront.  Global 

Crossing confused investors by providing a mishmash of data, which presented revenues as per 

GAAP norms as well as upfront booking of revenues from IRUs.   The rating agencies, who 

seldom understand the credit story, did not seem to be bothered by the revenue generated 

from the capacity swaps and IRUs- but short sellers understood the implications of the creative 

though not necessarily illegal accounting.  Stripped of the crutches from the padded earnings, 

the company did not have a leg to stand on and filed for bankruptcy.  Post bankruptcy, the 

company was taken over by Asian telecom majors, who wiped out the then current 

shareholders.   

 A variation of the IRU theme was American contractor Halliburton improperly booking $ 100 

million (in a year) in annual construction cost overruns before the customers agreed to pay for 

them.    The cost over runs could jolly well be on account of contractor incompetence- in which 

case the customers would not have to pay for the cost overruns.  Only when the customer 

approves of the cost overrun does this get translated into revenues for the contractor.  

David Einhorn shorts Moody’s and McGraw Hill in 2009 after the Lehman home run in 2008

An investor who, after critical and sound analysis, has had some superb investment calls is David 

Einhorn of Greenlight Capital.  Few hedge funds base their investment calls on clear headed 

analysis like Einhorn.  Most are liquidity phenomena, which sprout when investors beg to be 

parted of their money and desire to be participants in hare brained schemes.  When the money 

goes in smoke, investors are silly to blame the hedge fund manager (unless there was fraud 

involved) instead of the man in the mirror.  Very few investment strategies are based on 

conscious thought- most are products of group think and cheap money.   The biggest task for an 

investor is to identify if a money manager is a fool, a rascal or neither- all the other investment 
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issues can take care of themselves in the long run.  Allegedly, hedge funds are for high net worth 

individuals who created their wealth elsewhere.  

In this murky world of incompetence and groupthink, there are a few shining lights like Einhorn. 

His book “Fooling Some of the people All of the Time” is a must read for investors who base 

their investment more on analysis and less on a wing and a prayer and the hope of a greater fool 

creeping in the horizon to help offload one’s speculative forays.    The book helps an investor 

understand that when managements start playing nasty, creditors are not in safe hands.  As we 

mentioned earlier, there can be only one rational response from a management against a short 

seller- composed reply which counteracts the short seller point of view with facts and figures. 

When management provides hearsay as evidence, it implies that the management does not 

have the requisite facts to counteract the short seller.

On September 15 2008, it was easy for all to proclaim that Lehman Brothers was a house of 

cards run by truly incompetent imbeciles, and peopled by crooks who were prepared to commit 

fraud for securing bonuses.   To say that many months before that day required intellectual 

conviction and faith in one’s analysis- after all one was betting against an institution that was 

more than 150 years old that had survived a civil war, two world wars, a depression and 

numerous vicissitudes of market movements.  The lesson for a credit analyst, when he analyses 

a company, is to start on a clean slate and not be awed by a company’s illustrious past. 

Einhorn, ever the analyst, was not awed by the company or its CEO making noises about 

conspiracies (when a CEO talks about conspiracy theories, it is ominous.  After all, if there was 

conspiracy, the CEO could put facts and figures on the table to convince stakeholders, announce 

a share buyback and trap the short sellers).   
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Aspiring financial analysts must read Einhorn’s short but superb presentation at the Ira W. Sohn 

Investment Research Conference on the 21st of May 2008 on “Accounting Ingenuity”.  The gist of 

his note was that Lehman’s assets were wildly overstated.  Writedown had not been taken in 

sufficient quantity on account of junk masquerading as Level 3 assets.  We had stated in Chapter 

4 that a creditor has no business being involved with a financial institution whose asset 

valuation cannot be fixed with reasonable certainty (Einhorn uses the expression “don’t ask- 

don’t tell method of security valuation” in a different note).  Einhorn talks about Lehman 

management‘s shenanigans, moving assets from Level 2 to Level 3 category with gay abandon. 

He calls their bonds 20/90 bonds- 20 bid 90 offered.   Of course, when valued with a 

mathematical model, the same bond would show a value of 110, and hence it would be carried 

at 100 on the books (just to be conservative!).  When Einhorn contacted the company, they did 

not come up with clear answers but were evasive (another sign of trouble).   Finally, when 

Lehman gave up its ghost on the 15th of September, Einhorn deservedly made a fortune on the 

back of an investment thesis built on analysis and not wishful thinking.     Almost a year before 

disaster struck, Einhorn predicted that the US tax-payers may have to pay – another superb call.

Finally, in 2009, Einhorn shorted Moody’s and McGraw Hill, the owner of S&P.    He did not short 

S&P till September 2009, despite the fact that the grim future of the company was evident much 

earlier.  The reason was that until September 2009, the rating agencies could get away from the 

fruits of their incompetence or worse by claiming that their ratings were merely opinions which 

were protected by US free speech rights.   So, their business story, though wobbly, was still 

intact. Einhorn had been critical of the rating agencies for several years, but did not rush to 

short the stock until the business story was over.   He shorted Moody’s earlier, because the 

Moody’s business story rested almost entirely on structured finance revenues and that game 

was up with the Lehman bankruptcy.  Shorting the rating agencies earlier, say in 2007, was risky 
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because Basel II had put an additional source of income at the rating agencies’ disposal.  By 

requiring bank capital requirements to be based on external credit ratings of their loan 

exposures, even companies that stayed outside the rating agencies claws could not escape.      

In an article in 2007, Einhorn had mentioned that Moody’s operating margin of 54% was not 

sustainable the moment there is any change in the business model built around a government 

sanctioned oligopoly.  The Basel II banking regulators are under pressure to stop perpetuating 

privileges accorded to rating agency opinion.

In September 2009 a US judge put at jeopardy the US based rating agencies’ business model. 

The judge made it clear that rating agencies could no longer hide behind the burqua of free 

speech rights.  Another judge had earlier stated that rating agencies lost their free speech rights 

when they were involved in structuring transactions, which was the case in rating securitization 

transactions.  In addition, the worthies of various countries had called for reforms in the 

financial sector.  Even if most of this remains all bark and no bite, even a small change in the 

business model will be severe for the rating agencies.  The great Warren Buffet continued to be 

a Moody’s shareholder into 2009- perhaps because he was slow to realize that the moat around 

Moody’s that lasted his whole lifetime was collapsing. 

In 2009, Einhorn bought interest rate options that will yield profits when the US government 

sanctioned money printing game reaches its logical denouement.  Einhorn is also long on gold as 

he expects the short term thinking of the Obama administration to soon come home to roost.  It 

would be rash to bet against Einhorn’s formidable intellect on that trade or any other without 

thorough analysis.  When a credit analyst finds himself reaching a positive conclusion about a 

company where investors like Einhorn are short, he should revisit his analysis.  And revisit it 

again.  But if Buffett can be wrong sometimes, so can Einhorn on a particular trade.  So there is 
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no need to get cowed down merely by reputations, either of individual, corporations or 

principalities.  If reputation were all that mattered, Lehman Brothers would still be around.

Jim Chanos takes on Maquarie Bank’s suspect Business Model 

We had mentioned in Chapter 1 that is does not make sense to be participants in lending to 

companies which run huge asset liability mismatch risk.  When this is accompanied by a heavy 

dose of gearing, which brings an LBO risk dimension to the tenure mismatch risk, the business 

model does not make sense for shareholders either.  It might make considerable sense to 

employees who might collect huge bonuses when short term returns mask long term liabilities. 

If on top of this there is a flawed incentive structure which encourages doing deals for the heck 

of it, fundamental investors just don’t stand a chance.

Macquarie bank is an Australian financial institution that runs some famous infrastructure funds. 

These infrastructure funds are sometimes listed on the world’s stock exchanges and sometimes 

not.  These funds are sold to third party investors.  So, if the infrastructure funds do badly, 

Macquarie, at least in the short term, is unaffected.  The bank has three revenue streams from 

the infrastructure funds.  Firstly, the bank charges the infrastructure funds fees for origination of 

an asset for investment.  Then, the bank charges a fee for investment management of the 

infrastructure assets passed on to the funds.  Finally, the bank charges a fee for disposal of the 

asset, hopefully at a profit.

The question a credit investor might ask is if all the risks are borne by the foolish investors of the 

infrastructure funds, why should there be any risk to the investor in Macquarie debt?  The 

answer is that the company stock price and gearing levels are based on a certain earnings 

expectation.  If the incomes from the funds collapse, so would Macquarie’s share price and its 

levered structure.  After all, for the fiscal year ended March 31st 2007, of Macquarie’s net profit 
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of A$ 1.5 billion, $ 785 million came from base management fee from the funds.  (This does not 

include origination and asset disposal fees.  So, the whole business model rested on keeping the 

game going).

Continual earnings from the infrastructure funds rest more on aspirations than ground level 

analysis because of the shaky way the whole edifice was built.  The funds used leverage when 

they bought infrastructure assets- in some cases as much as 85% of the purchase of an asset 

was funded by debt.  The funds then continually revalued the assets, which permit them to take 

on even more debt.  The increased debt was used for paying dividend to fund holders.  In the 

short run, this lead to huge satisfaction for the investors in the funds.  But if revenue from the 

asset slipped a bit, debt servicing becomes difficult on account of the gearing employed.  So, the 

fund investors were being paid not out of asset income but out of debt raised by revaluing the 

assets.  Clearly, the structure had more than a passing resemblance to sub prime mortgages.

Next, even more perversely, it made sense for Macquarie to overpay for the assets that go into 

the infrastructure funds.  Since the base investment management fees are linked to assets 

under management, the higher the asset valuation, the greater the fees.  There could be more 

perverted incentive structures in the financial world, but they would be hard to locate.  Little 

wonder that when bids for infrastructure assets took place, the Macquarie funds would usually 

bid much higher than the second highest bidder.  

For a credit investor, dangers lurked at two levels- one at the individual asset level on account of 

overpayment for assets and the gearing employed.  The second danger occurred at the 

Macquarie debt level because when the flawed business model is exposed, the earnings 

required for debt servicing would go for a toss.    
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Enter Jim Chanos, one of the shining stars of the hedge fund industry.  He quickly identified the 

flawed business model of the company.  In May 2007, he announced that he had shorted 

Macquarie’s stock, having correctly identified that a company that thrives on cheap credit would 

be imperiled when credit conditions tightened.  Jim Chanos was one of the first investors to spot 

trouble at Enron and made a pile by shorting the “crooked E”.  Chanos, of course did not suggest 

that Macquarie management was as corrupt as Enron’s.  When Chanos shorted Macquarie, the 

management came up with counter reasons that were so pathetic that even those sitting on the 

sidelines might have been tempted to short the stock.  

In late 2004, Macquarie was involved in the first privatization of a toll road in the US, the 

Chicago Skyway, where its bid of $1.8 billion was almost $ 1 billion higher than the next bid.  It 

made great sense for Macquarie to bid $1.8 billion, whether that had anything to do with 

fundamental valuation of the asset.  Firstly, it ensured that the bid was won and the bid success 

fee could be obtained from investors.  A lost bid meant foregone asset management fees. 

Secondly, for Macquarie, it made more sense to manage a $1.8 billion asset than a $ 1 billion 

asset on account of the fees involved.    One of the Australian newspapers had called 

Macquarie’s business model “quite possibly the most efficient method of legally relieving 

investors of their money ever conceived”.  Unlike in the case of a normal asset, where the debt 

used for creating the asset gradually comes down, debt from Macquarie’s fund assets goes up as 

assets were revalued and more debt taken to pay fund holders dividends.  For the unit holders, 

as long as the Ponzi scheme did not stop too soon, the returns would be attractive as the risks 

got more and more passed on to the creditors.  From the fund investor point of view, thank 

goodness for limited liability- if after payouts to shareholders the funds were unable to repay 

debt, tough luck for creditors- they could cling on to the overvalued assets which they so 

foolishly financed.  
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When the credit crisis finally hit in September 2008, Macquarie’s share price collapsed.  It did 

look up when the world’s equity assets zoomed up after March 2009 on “central bank 

quantitative easing”.  The hare brained easy money policy bailed out players like Macquarie but 

hit ordinary savers on account of low interest rates.  Someone summed up the business model 

thus- they make an unsavory product but as long as people buy it, they make money.  The 

trouble with unsavory products is that sooner or later reality strikes- so you cant have a business 

model built around peddling unsavory products.   Though Jim Chanos was not the first to point 

out the flaws in the company’s business model, he was certainly the first to point out the flaws 

in clear headed terms.  For the creditor, the lesson is that a flawed business model does not 

support a credit story.    

Pershing Square shorts MBIA after reasoned estimate of credit losses from Structured Finance

William Ackman’s letter to the New York insurance regulator and various worthies of the SEC on 

the 30th of January 2008 is a classic case of thorough analysis that short sellers must put forth if 

they are not to be accused of spreading baseless rumors about a company.  Once that is done, 

the responsibility for countering the points raised falls squarely on the shoulders of the 

company management.  If management comes up with clear focused answers, creditors must 

ignore the short seller.  If the answers look evasive, or if the CEO looks nervous as if caught 

doing something unmentionable, there must a fire behind the smoke.

Ackman’s hedge fund Pershing Square has been involved in several successful short trades after 

detailed analysis.  In the case of the monoline insurers, Ackman had also bought credit default 

swap protection on MBIA.  If only the rating agencies had not shoved their ostrich heads into the 

sand and paid attention to what Ackman had been saying for some time, they would not have 

looked like priceless nincompoops as they did in the case of the monoline insurers.  And they 
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had absolutely no excuse- unlike Ackman they did have direct access to the insurers.  They could 

have exactly estimated the impact of the credit enhancement that monoline insurers were 

providing to structured finance transactions and estimated the balance sheet impact.  Ackman 

had to use a lot of analytical extrapolations based on market loss experience on structured 

finance deals to estimate the losses at bond insurers MBIA and Ambac as he did not know which 

deals these companies had insured.  And when it came to stuff like CDO squared and other crap, 

the lack of direct access was a real handicap.  So, all the more credit to Ackman for reasoning 

out the expected losses at the insurers.  Around the time that Ackman wrote the letter, the 

rating agencies were just beginning to downgrade the insurers from AAA.  Ackman, on the other 

hand had been predicting disaster at MBIA since 2002.  Why, oh why can’t the rating agencies 

listen to others if they lack the intellectual wherewithal to figure it out themselves?  The least 

the MBIA analyst at S&P should have done was revisit his analysis once he came to know of a 

short position, and see if he had missed out something.

Ackman’s letter listed out the methodology he had adopted for estimating MBIA’s losses.  His 

was not a macro big picture analysis- he estimated losses from RMBS portfolios by distinguishing 

among the different types- sub prime, mid prime, Alt-A and prime.  He looked at the CDOs and 

CDO squared exposures which contained those hazardous assets.   He made an interesting 

statement in the analysis- “if the bond insurers truly believed that greater disclosure would help 

confirm the veracity of their loss estimates, one would have expected them to provide full 

transparency to the market place”.  Precisely.  We will not go into the methodology Ackman 

adopted – interested readers can readily read the letter themselves.  Suffice it is to say that the 

methodology satisfied the requirement of being logical.   

There is one point we want to highlight because rating agencies and others fall victim to this 

circular reasoning- Ackman mentions that MBIA’s losses could be higher than his estimate 
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because it does not factor in the questionable creditworthiness of the reinsurers with whom 

MBIA insured.  The reinsurers themselves were holding on to a pile of junk assets (rated AAA 

because they were guaranteed by the primary insurers) in their investment portfolio.  So, when 

the reinsurer’s creditworthiness was suspect (because of his suspect investment portfolio), so 

was the estimate of the primary insurer’s losses, because reinsurance recoveries were likely to 

be poor when the reinsurer’s claim paying resources were invested in junk.  The reinsurers have 

such incestuous relationship amongst themselves that a junk investment portfolio at one 

counterparty sickens the whole system.  The rating agencies just look at the rating of the 

reinsurer, while ignoring these cross relationships.  Unless the reinsurance is with a 

counterparty like Berkshire Hathaway, credit analysts should be watchful about the credit they 

give for reinsurance risk off-loading.    Else, they might find themselves giving credit for what are 

in effect the insurance business’ Level 3 assets.   

David Tice benefits from Tyco’s M&A accounting shenanigans 

Always worry about companies whose previous year earnings cannot be readily compared with 

current year earnings.  This is particularly a fact of life in companies which involve themselves 

frequently in M&A activities.   Also, we would get suspicious about companies which reclassify 

the different items of earnings and expenses under different heads every year to reduce 

comparability.  An allied lesson is to look with a jaundiced eye at companies that regularly take 

“one time charges”.  One time charges are capital destroying in nature and must be accounted 

for (and not ignored) in return on capital employed calculations. 

Tyco, whose CEO Dennis Kozlowski is now in jail, was a $ 3 billion turnover company when 

Kozlowski took over as CEO.  It was predominantly in the business of making fire sprinkler 

systems.  By 2001, thanks to hundreds of acquisitions, the company’s annual turnover had risen 
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to $36 billion.  The CEO’s mantra was that he was bringing Tyco’s superior management skills to 

bear on acquired companies.  Post acquisition, the story went, the companies reported sharply 

improved earnings on the back of improved operating performance.   The few smart investment 

bankers who would have noticed that the story did not fit did not speak up- obviously they did 

not want to kill the bird that laid golden eggs in the form of M&A advisory fees.    

David Tice is a short seller par excellence.  He bases his short positions on identifying companies 

indulging in accounting trickery.  He was involved in shorting companies such as Sunbeam and 

Enron after identifying their accounting jugglery.  Early in his career, he started publishing 

research under the title- Behind the Numbers- an apt name for a report so focused on 

aggressive accounting and their problems.  

Tice expressed deep doubts about the way Tyco was accounting for mergers, even while a 

raging bull run powered by dot com stocks was on.  Short selling during a bull market is extra 

dangerous as momentum almost always trumps common sense.  Tyco, before acquisitions were 

consummated, would cause the acquired company to take an abnormally high restructuring 

reserve to make that company appear to be in a worse financial condition that it actually was. 

Post acquisition, Tyco would reverse the reserve, causing the acquired company’s profits to 

shoot up.  This is referred to in accounting circles as “spring loading”.  

In addition, before closing a transaction, the company would cause the acquired company to 

accelerate payments for expenses and delay the recognition of revenue.  In the first year, post 

the completion of the acquisition, this would cause Tyco’s earnings to improve dramatically. 

Again, it creates the illusion that Tyco’s management had worked wonders for the company that 

had been acquired.   The most amusing bit about the story occurred in early 2002 when the 

jailbird CEO declared “A lot of companies are going to suffer for Enron’s sins”.   Further, almost 
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to the day Tyco went bankrupt, the company went on buying full page advertisements to 

campaign against short selling.  Creditors would do well to see the content of management 

advertisements- not their length.     

Because of the mess it creates, creditors need to be wary of companies that frequently 

restructure their accounts or operations on account of M&A.  It is difficult to understand how 

companies in the throes of an M&A orgy were ever trusted by investors- credit or equity.  Even a 

single M&A transaction has low probability of success.  Multiple M&A is simply testing the 

patience of fate.   And the enormous goodwill in Tyco’s books on account of severely overpaying 

for companies were to act as catalyst for further trouble- the writedown of the goodwill drove 

the company to be in violation of its covenants. That was the last straw that tipped the company 

over.

John Paulson shorts the ABX Index to take advantage of worsening subprime fundamentals

Short sale of an index reflects negative view on an industry.  It is not about accounting pitfalls or 

management inadequacies at a particular company.  It would provide a credit analyst important 

insights if he finds sharp downward movement in the price of certain equity as well as fixed 

income indices, which are out of sync with broader market indicators.  Prices of securities linked 

to indices might be going down because of two reasons- naked shorting or shorting by investors 

having long positions in the underlying indices hedging their bets.  Both are worthy of notice by 

a credit analyst.   Shorting of an index could be more potent in information content- while short 

sale of a stock by an investor, no matter how illustrious, reflects the view of a single investor on 

a single company, the fall in value of an index reflects the views of a wider investing fraternity 

on a particular industry.  
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The pace at which the US subprime mortgage market blew up since the beginning of 2007 was 

truly spectacular like a supernova.    However, very few people realized how deeply flawed 

mortgage products like second lien home loans, negative amortization loans, Alt-A loans were 

until it was way too late.  Smart investors of course realized this earlier than others.  

However, it can be dangerous to short an index too early- as they say a market can stay 

irrational longer than you can stay solvent.  And the extent to which the market could stay 

irrational depended on the ability of the household sector to take on more debt.  The day that 

ability was impaired, the game would be up and the structure would collapse.  In an era of fraud 

loans such as Alt-A loans, a household could take on far more debt than would have been 

possible if there were sensible metrics for assessing debt servicing ability.  In an Alt-A loan, debt 

servicing ability was merely a distraction.  So, one just can’t call the tops for household debt. 

Household debt was neither capped by ability to repay or the value of collateral.  The gospel of 

Matthew talks about a borrower whose wife and kids were auctioned off due to his inability to 

repay a loan- Alt-A loans would not have flourished in that environment.     

The ABX subprime index measured the cost of insuring against defaults of subprime bonds.  The 

index tracked 20 asset backed bonds with a BBB credit rating.  Ace hedge fund manager John 

Paulson made a pile by accurately calling trouble in the US sub-prime mortgage sector. 

Whenever a short seller creates a position, it makes sense for him to communicate with the 

market as soon as possible after creating the position so that he can quickly profit from the 

trade (instead of having funds locked up in margins).  So, John Paulson, the moment he created 

the position started coming with reasoned arguments why he thought the sector was junk.  It is 

not possible for a credit analyst to be aware of happenings in every sector (for instance if you 

were not tracking the subprime sector, you would not be aware of the sector’s egregious 

practices- all you would know is that household debt is getting way out of control thus signaling 
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trouble).  So, once a short seller communicates some clearly articulated view and the credit 

analyst, if convinced about the articulation, he should formulate plan B about having to deal 

with exposures that contradict the view.

After having made a killing in the ABX BBB short trade, Paulson appeared before the US House 

of Representatives Committee on Oversight and Government Reform.  At the meeting, he 

presented a Goldman Sachs chart showing the movement in ABX BBB prices.  The chart showed 

that in late 2006, the index started falling.  But in February 2007, the index fell by 20%.  That was 

the last warning for the creditor.  By mid 2008, the index had fallen by 80%.  So, if you missed 

the wake-up call from the index in early 2007, the game was up for you.

Stories in Investment Banking Credit calls

Credit calls from research arms of investment banking firms are as conflicted as those of credit 

rating agencies.  An unfavorable research report on a company would translate into the 

company ignoring the investment bank for fund raising and M&A mandates.  So, it is seldom 

that you will get a worthwhile report from an investment bank.  A research report can get 

positively insidious when a bright analyst builds a case for an investment based on specious 

arguments that cannot be easily seen through.  Examples of such evil reports were all too 

evident during the dot com era.

Another reason for ignoring such reports is that over the last decade, investment banks have 

gradually replaced sensible credit analysis with pseudo analysis in the form of quantitative credit 

research.  Quantitative analysis is in practice useful only while analyzing homogenous pools of 

retail assets.  Actuarial techniques work in that case.  They certainly do not work in the analysis 

of corporate credit as we had discussed in Chapter 10.   Just like an astrologer taking his client 

for a ride by talking about exotic stuff on the location and motion of planets, investment banks 
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use advanced mathematical techniques which have no relevance for credit analysis to fool 

clients.  This works particularly well for the investment bank if the pseudo techniques are used 

to peddle products which have a high fee component.  

Finally, these days, investment banking credit research is about generating trade ideas (which of 

course generates brokerage income) and less about analyzing a credit.  Trading strategy follows 

from the credit analysis- you would not use the same strategy for a high risk credit as for a low 

risk credit.  So, getting into trading strategies before getting the credit analysis done is akin to 

putting the horse behind the carriage.  Credit analysis has to drive trade strategies and not vice 

versa.  The trading strategies can range from the hilariously puerile (we see strategies like Debt 

to EBITDA of company A is lower than that of company B, but they are trading at the same 

spread- so short A and go long B) to extraordinarily complicated (involving the use of advanced 

mathematics).  If the trade “idea” pays off, one has to thank chance and not the analyst who 

recommended the trade.

However, once in a while, a gem of an analysis comes out of an investment bank’s stable when a 

non- conforming and bright analyst comes up with a key insight which tells you to get out of a 

credit position.  Never listen to an investment bank credit analyst who has a “buy” 

recommendation unless your own analysis substantiates that conclusion.  Do pay attention to a 

“sell recommendation” or other code words for sell.    

The MCI debt issue by Drexel was a great one for marking turn in credit quality

A creditor makes the most sensible investments when he gets in right at the beginning of a 

company’s credit story, when other creditors would be wary of getting involved.  There is no 

magic formula which can help in identifying the credit turning point, but it would help, if a credit 

analyst asked the question- what is the one thing that I would like to see in this company before 
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I am convinced that this company has a credit story.  So, when the one thing that the analyst 

seeks happens, the creditor can rush in while those excessively risk averse fear to tread in.  Of 

course, in the last two decades of easy money policy in most of the developed world, the 

opposite happened- creditors rushed in before a credit story developed.  Things will be different 

in the near future as creditors are likely to get overly cautious after the liquidity and stimulus 

driven rally is over.  That leaves money making opportunities for those investors who are first 

off the block.  In fact, at that point in time, the company would be even willing to talk about 

convertible features for participating in the upside, in addition to the coupon income and 

assured repayment aspect of the fixed income component.  The upside component can make an 

investment thesis seriously interesting.   At the middle of the 2008 credit crisis, Warren Buffet 

used this structure to get super fixed income returns on Goldman Sachs and General Electric 

instruments while he waited for the potential upside from the equity component.

The credit story of MCI Communications did not begin till the early 1980s, despite the fact that 

the company commenced operations in the late 1960s.  Till the 1980s, the company was locked 

in a legal battle with America’s telephone services monopoly AT&T.    What MCI’s credit story 

lacked were two details- firstly, whether the company would succeed in its legal battle with 

AT&T to pry open the monopolistic market and secondly, would the company be able to secure 

the requisite financing so that suppliers and customers of the company would be comfortable 

doing business with the company without fearing that the company would go belly up.  

After employing a battery of lawyers, MCI succeeded in finishing off AT&T’s monopoly.  The 

monopoly was split into a number of regional companies called “Baby Bells”.  When the legal 

victory came, the only unresolved issue was whether MCI would be able to secure the requisite 

financing so that it could become a viable company with a lasting credit story.  In 1983, the 

company, backed by credit guru Michael Milken and his investment bank Drexel Burnham, 
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issued a hybrid security - $1.1 billion in 10 year bonds with warrants attached.  The moment the 

monopoly was broken, cash flow visibility for 10 years was broadly available if MCI could 

convince its counterparties of its viability.  The money also provided the company the financial 

muscle to build fiber optic networks to compete effectively with AT&T.  Also, if one were looking 

at a possible investment, one would be comforted by the fact that MCI’s debt equity ratio would 

fall substantially below the 1.83 prevalent at the end of 1982 (if the hybrid security issue went 

through).  

If the funding went through, the last leg of a viable credit story would be in place- in short the 

$1.1 billion issue itself was what would tip the scale.  So, a potential investor here is actually 

required to follow the herd- if he thought other investors would invest, he should do the same 

because all aspects of a viable business would be in place.  On the other hand if he thought that 

the financing would not go through, by a wide margin, he should also follow the herd and keep 

away.  Here was one of the rare occasions when success lay in following the herd.   

The financing did go through and MCI became a strong viable player.  Cash on the balance sheet 

jumped from $145 million in 1982 to $542 million in 1983, providing immense comfort to 

suppliers and customers-the key to long term viability.  The credit rating agencies also upgraded 

the company over a period of time.  The company’s investors reaped rewards when the 

company was taken over by telecom company WorldCom in 1998.  Post the WorldCom 

bankruptcy after the fraud in the company, the company reverted to the original name MCI.  In 

an ironical twist of fate, in 2006, the company was taken over by American telecom company 

Verizon.   Verizon itself was formed in 1983 as Bell Atlantic, one of the seven baby bells created 

by the breakup of AT&T.  MCI, which had broken the monopoly, had been swallowed by one of 

the entities it had caused to create.           
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Try using Societe Generale’s Hybrid Pricing model on RBS’s Upper Tier 2 Bonds in 2007 

A credit investor investing in the hybrid capital instruments of banks just does not make any 

sense.  The terms and conditions under which these bonds are issued make them only 

marginally less risky compared to equity.  In some instruments (as discussed in Chapter 4), the 

maturity date cannot be known with certainty as the bank, under internal and external stress 

conditions might not call the instrument as indicated implicitly at issue.  If the maturity gets 

pushed back, it might be beyond the crystal ball period where a credit story exists.  Coupons can 

be deferred on these instruments without the event being classified as an event of default.   And 

the coupon deferral call is not the bank’s but its regulator’s.   Additionally, in the case of Hybrid 

Tier 1s, the deferred coupon has to be kissed goodbye as the coupon payments are non-

cumulative.   We feel investing in subordinated capital instruments of banks makes sense only if 

the bank is state owned and is likely to get Tier 1 hard equity from the government if the bank 

experiences financial trouble.  In other cases, from a risk reward viewpoint, it is better to take 

one further step below on the capital structure and invest in the equity.

Investors were made aware of the frailties of these instruments starting December 2008, when 

Deutsche Bank did not call its €1 billion Lower Tier 2 bond on the first call date.  The investor 

who had invested in what he thought was a five year instrument would have seen his plans go in 

smoke.  And for the investor who invested based on a credit visibility for 5 years, that meant 

taking on risk he had not bargained for.  Of course, from that day, the coupon payments would 

be 50 basis points higher than the coupon rate paid for the first 5 years, but that too does not 

compensate the lender.  That a big financial institution was willing to put its reputation at stake 

(no matter how dire market conditions were in December 2008) should be an eye opener for all 

potential investors.  Particularly since, in the case of Deutsche Bank, there was no pressure from 

regulators not to call the bonds.  Once a big player like Deutsche did not keep its implicit 
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commitment, the shame from not calling a capital instrument at the earliest call date was gone. 

In February 2009, Spain’s Banco Sabadell did not call its lower Tier 2 notes at the earliest call 

date for the same reason as Deutsche- it would have been much more expensive to refinance 

the debt.  Warren Buffet is his note to the CEOs of his companies mentions that Berkshire could 

afford to loose a lot of money, but could not afford to loose its reputation.  Clearly, such old 

fashioned morality did not cut ice with the two banks’ management.   The fact that in the 

following months these banks were not punished by the markets was a clear indication that in 

times of abundant liquidity lessons are never learnt.  Like the Bourbons of France, the investors 

learnt nothing and forgot nothing. 

French bank Societe Generale’s quantitative research department came up with a pricing model 

for pricing hybrids in 2007 that made a pig’s breakfast of credit analysis and common sense.  The 

beauty of the model was that you did not need to know anything about a bank’s current asset 

quality, future asset quality, management quality (the assumption was that the CDS market 

spreads were already pricing in those mundane things.  If that were the case, there would be no 

need for analysts, including “quantitative” analysts).  The pricing model resulted in a partial 

differential equation on the lines of option pricing methodologies, taken as sacrosanct in certain 

hallowed circles.  

The lesson for a credit analyst is that even when investment banks’ research is not conflicted, 

the recent parting with commonsense at many of the institutions makes their opinions 

dangerous.  Most analysts at credit research departments do not know anything about credit 

analysis but assume that all they need to know for valuing an asset is its current value and some 

volatility parameter.    The model was a result of what British author Malcolm Muggeridge 

described as educating oneself into imbecility.  In early 2007, practically all bank CDS spreads 

were indicating that all was hunky dory.  There were negligible difference between the credit 
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spreads of different banks- whether they were investing in traditional mortgages or securities 

backed by negative amortization loans.  CDS spreads, in good times, do not distinguish between 

chicken sandwich and chicken shit.  But a good credit analyst should have been able to do so. 

Not only was garbage being used as input to the pricing model, the Mickey Mouse pricing model 

itself was garbage.  It should not be a shocker when garbage pours forth as output.

Even before the UK bank RBS’s adventurous take over of Dutch bank ABN Amro, the asset 

quality of the bank was terrible.  The ABN Amro takeover merely accelerated the day of demise 

of the bank.  If you had used CDS spreads for RBS in mid 2007 in Societe Generale’s “pricer”, you 

might have concluded that investing in RBS’ Tier 2 bonds was not such a dumb idea.   Of course, 

by doing so, you would have not only ignored the structural defects of the Tier 2 bonds for most 

credit investors.  You would have ignored the bomb in terms of asset quality that was ticking 

inside the bank’s innards.  Disaster Stuck in 2008.  In September 2009, the bank was instructed 

by the UK regulator FSA not to call its Upper and Lower Tier 2 bonds.  Coupon deferrals and 

other paraphernalia were just around the corner.            

Lehman’s 2001 Amazon call:  might have been wrong but at that time, Amazon was a venture

It is an abiding mystery why in 1998, when online retailer Amazon.com was a start up with very 

little visibility of earnings, it issued convertible debt.   You do not issue debt securities when the 

exact tenure of your crystal ball period is 0 years.    Perhaps it was the confidence that the 

company’s legendary CEO Jeff Bezos had in his company’s ability to turn profitable by the time 

the bond payments potentially became due in case the investors did not convert.  It is even 

more mysterious why investors participated in the issue.  If the business failed, the recovery 

would have been fairly low- marginally higher than the equity holders.  However, Amazon was a 

case of good investment banking research- that too from a Lehman Brothers analyst, even if the 

conrad_vincent@hotmail.com



Stories in Credit Analysis

call ultimately was proved wrong and Amazon not only survived but has scaled many new peaks. 

However, in the middle of 2000, when the Lehman analyst made the call, Amazon was a clear 

venture story that absolutely did not make sense for a creditor.   

The Lehman analyst, in mid 2000 predicted the demise of Amazon on the back of liquidity 

problems.  But did a creditor require an external analyst to tell him that?  In 1998, the company 

posted a loss of $ 125 million.  In 1999, the loss widened to $720 million.  Finally, in 2000, the 

losses hit $ 863 million.  A credit analyst should not be worried about losses in a company that 

has established its credit story and over a business cycle has a return on capital employed higher 

than its cost of capital.  But losses in a company that has not yet established its credit story is a 

different cup of tea altogether- it is faith based investing and credit investing and faith based 

investing do not go hand in hand.  

The Lehman analyst correctly pointed out that Amazon’s cost structure was unviable.  Amazon 

itself agreed with this thesis as it drastically cut costs in 2001.  But the central point of the 

Lehman thesis was that Amazon was heading for a liquidity crunch.  The company had a 

negative working capital.  Having a negative working capital is not a bad thing.  In fact it can 

positively be a blessing- witness Wal-Mart’s negative working capital improving finances by 

obviating the need for interest payments on the short term debt required for funding working 

capital needs.  However, if in spite of having negative working capital requirements, one is still 

making a loss, one’s business model can be questioned, not only by the financial markets but by 

suppliers.    And suppliers can put a company out of business before creditors by insisting on 

immediate payments for supplies.

Bezos strongly disagreed with the conclusions of the report.  Both Bezos and the Lehman analyst 

were right.  However Bezos was talking about the venture story of Amazon while the Lehman 
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analyst was talking about the credit story.  And things could certainly have gone either way in 

2001.  The company posted a profit during the fourth quarter Christmas season of 2001, even if 

it was secured by making the numbers as Jack Welch would have put it.  But it would have had a 

very positive psychological impact on suppliers.  One wonders what would have happened if the 

company did not report a profit that quarter.  Would suppliers have gotten worried that despite 

having hit a high sales volume and negative working capital requirements, if in a Christmas 

quarter the company cannot be profitable, can it ever be profitable?  It again posted a quarterly 

profit in the Christmas quarter of 2002, showing that if the volume of sales was right, the 

company could be profitable.  And if more products could be pushed through the network other 

than books, the company could be profitable during the non Christmas quarters.  Finally, when 

the company reported a profit during the third quarter of 2003, the Amazon credit story started. 

The specter of bankruptcy was gone.  But in the summer of 2000, the Lehman analyst was right 

in his call.  You don’t stay right and negative at an investment bank for too long- the analyst left 

Lehman in 2001, not long after a second negative report on Amazon’s prospects in early 2001. 

Incompetence is infinitely preferable to the bad attitude of bad mouthing potential fee paying 

clients.

The Credit Story of Distressed Credits 

Contrary to popular perception, distressed credit investing, whether in the form of debtor-in-

possession (dip) financing post bankruptcy or lending to a company under restructuring, is not 

as risky at it seems and need not be viewed as venture investing per se.   There are several 

reasons for this.  If a company has a sound business model but an inappropriately leveraged 

balance sheet, bankruptcy/ restructuring helps to shed debt load.  Some of the existing creditors 

could be made to move to a more junior status through a debt for equity swap.  Existing 

shareholders, if not totally wiped out, would see their shareholdings get sharply diluted.   The 
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interest payouts required could sharply fall.  So, if post restructuring, a viable business has an 

appropriate capital structure, the company might become creditworthy with a clear credit story. 

In fact, if the investor is so convinced about the story, he might even think it fruitful to take on 

venture risk by buying convertible instruments of the company.

Another reason for looking to provide credit financing to distressed companies under 

restructuring/ bankruptcy protection is that at that moment, the different stakeholders- the 

current credit and equity investors, employees and their pension plans- are more realistic about 

a company’s prospects and do not rely on illusions of a turnaround scenario.  Every stakeholder, 

other than perhaps secured creditors, realize that if restructuring fails, they might have to write 

off all their investments- far better to compromise with the potential new creditor and salvage 

some value out of an unredeemable position.  Obviously, if there is a loose monetary policy in 

effect, the stressed company can always find a sucker in the form of an M&A buyer (whether a 

private equity player or a “strategic” buyer), who might bail out the current stake holders (the 

risk passes on to the creditors of the M&A deal).

It must be emphasized that buying current distressed debt is a venturesome pursuit 

(venturesome, though not necessarily speculative if the price is right), irrespective of the price at 

which the assets are procured.  Credit investing has a role only if the new credit supplied to a 

company is senior to all the current elements in the company’s capital structure.  So, the new 

creditor can treat all current investments as if they were equity.  This form of senior financing, 

outside bankruptcy, ceases to be a credit financing unless all the current creditors/ equity 

holders are on board.  Or the sniping among the different stakeholders will reduce all prospects 

of survival.  If the current debt investments have landed in CDO portfolios with several parties 

involved, it is better for sensible creditors to stay away.    The fees that the company has to pay 
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(such as legal fees) when several parties are involved, will sap the energy and value of an already 

troubled company.

Management, when it owns a considerable portion of the equity of a troubled company can act 

in ways which delays dilution of their holding in the company- thus further destroying value of 

the company.  Besides, a management focused on capital structure issues is unlikely to be 

focused on the business, which might convert a formerly viable business into an unviable one.   

Whether the business survives depends crucially on how the financing provided is used. 

Management has to be kept under tight leash to prevent preferential payout of the new funds 

to favored suppliers as this does not ensure long term success of the company

Calpine DIP financing was refinanced, not repaid  

Calpine Corporation, one of the largest independent power producers in the US filed for 

bankruptcy protection in December 2005.  The company was established in 1984 with the 

objective of setting up natural gas and geothermal power projects.  The company secures 

revenues by selling power and steam to industrial companies, municipalities and utilities.  At the 

time of bankruptcy, the company listed $22.5 billion of debt and $ 26.6 billion of assets which 

included around 24,000 MW of installed power generation capacity.  The hugely indebted 

company just needed a small push to shove it over the edge.   High natural gas prices used for 

firing up gas fired power stations served as the catalyst for the bankruptcy filling.   

Calpine’s debt structure made providing debtor in possession (DIP) financing risky.  Of the $ 22.5 

billion of debt, only $ 5.33 billion was to unsecured debt holders.  $ 4.32 billion debt was held by 

secured creditors, while the rest of the debt was at the individual project level which effectively 

were senior to any DIP financing.  If any of Europe’s BOT operators (see the discussion in 

Chapter 3 : Consolidated Financials) were to get into trouble, the creditors, particularly the 
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unsecured creditors at the parent company level would face a similar distressing situation.  On 

the 31st of December 2005, the company had a negative shareholder equity of $5.5 billion. 

When one is looking at DIP financing possibility, one needs to see a chunk of unsecured debt, 

which can be converted into equity during reorganization.  It is this debt-equity swap that 

provides comfort to the DIP lender.  If all the lenders are providers of secured credit, 

reorganization does not change the situation a whole lot.  It means that the company has 

pledged its assets to the hilt for securing financing- and providing further financing is not going 

to change things much.  Probably, the industry dynamics had been such that unsecured 

creditors could not be paid off through cash flows generated from the business- rather the 

company relied more of refinancing by pledging assets to stay afloat.  At some point, you run 

out of assets to pledge or suckers to buy unsecured debt from the company- that’s when 

bankruptcy looms.  Calpine’s doom came when secured creditors did not permit the sale of their 

assets for buying fuel- a sensible course as the company was burning cash like a crazed dotcom 

of the late 1990s. 

Calpine might be an interesting business story in future.  The recent discovery of natural gas 

resources in the US (which might drive prices down over extended periods), the likely stringency 

of environmental regulations (which might force producers of power from dirty sources such as 

coal to buy emission rights) might imply vastly improved prospects.  But the timing of these 

happy tidings is uncertain (the hall mark of equity risk).  In the interim, power demand in the US 

might crash as households in the US repair their balance sheets, and municipalities do the same 

to their balance sheets.  In the near future, one is likely to see several municipalities file for 

Chapter 9 bankruptcy as income from property taxes takes a hit.          

On the 22nd of December 2005, the company entered into a $ 2 billion DIP facility, which was 

amended in February 2006.  This consisted of a $1 billion of revolving credit facility priced at 
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LIBOR +225bp, $400 million of first priority term loans priced at LIBOR+225 bp and $400 million 

of second priority loans priced at LIBOR +400 bp.   The DIP facility imposed a lot of affirmative 

and restrictive covenants on the company.  These included restrictions on incurring additional 

debt, prohibition from paying dividends and from prepaying any commitment (to conserve 

cash), prohibition from using DIP loans to make inter company loans, restrictions on 

investments, restrictions on indulging in M&A activities, restrictions on capital expenditure 

beyond specified limits and restrictions on sale and lease of assets.  If the covenants were 

violated, the DIP facility would become immediately repayable.  The DIP facility was secured by 

first priority liens on all unencumbered assets and junior lien on encumbered assets.  The facility 

was to remain in place till reorganization under bankruptcy or December 20 2007, whichever 

was earlier.    In March 2007, the company announced it had secured a new $5 billion DIP 

facility- $ 2 billion was to be used to refinance the existing $ 2 billion facility and $ 2.5 billion to 

pay down secured debt.

There were certain inconveniences for a power generator operating in bankruptcy- the company 

had to post cash collateral for the purchase of natural gas.  The company ran an asset liability 

mismatch risk emanating from the difference between the weighted average tenure of the 

power purchase agreements under which the company sold power and gas purchase contracts 

under which it purchased gas.  The company’s profits depended on the spark spread (the 

difference between the rate at which it sold the power and the price at which it purchased gas) 

and the tenure spread between the two contracts.   But the root cause of the company’s trouble 

was the leverage it employed in individual power projects, which made the company vulnerable 

even to small changes in the spark spread.

The Calpine DIP financing was a risky one.  It was not paid off in 2007 when the company came 

out of bankruptcy but was converted to the Exit facility (the lending facility that is in place when 
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a company comes out of bankruptcy).    There was negligible visibility in 2005 about the 

immediate cash flows of the company when the DIP facility was put in place.  The reorganization 

transferred some risk from the secured lenders to the DIP lenders when some of the secured 

lenders were paid off.  The company continued to be terribly leveraged when it came out of 

bankruptcy.  In 2008, the company just avoided having a splatter of red ink.  The company was 

profitable in 2009, on the back of falling natural gas prices- but that was a very fragile recovery. 

A 2009 presentation of the company boasts about the company’s double leverage – price of sale 

of electricity and volume of electricity sold on the recovery of the US economy.  If the economy 

does not recover strongly, backed by household demand and not based on quantitative easing, 

the third leverage- its high debt equity ratio will kill it on the back of the first two leverages 

going in reverse.  The pricing of the facility too did not cover the risks involved.  In this case, the 

DIP financing (even if it latter emerges to have been successful due repeated quantitative easing 

in the US economy) just was not the sensible thing to do.  A better call would have been to wipe 

out the 2005 shareholders, converting the unsecured lenders to equity with severe haircuts, and 

instead of bringing in DIP in the form of debt, brought it in the form of equity which could be 

used to repay the secured lenders and then bet on the possible investment story of Calpine. 

That prices risks and rewards correctly- not the Libor +225 bps on a leveraged facility prone to 

collapse.  

DIP financing to a failing Credit Story does not work: the Delphi Automotive Lesson

Auto ancillary Delphi Corporation was created out of a spin-off from General Motors in 1999. 

The company had the same problems as GM- unsustainable labor contracts and horrifying 

pension liabilities.  The company’s most important customer was General Motors (the company 

accounted for 48% of Delphi’s sales in 2005).  Post the spin-off from General Motors, the 

company made losses for three of the following six years, until it finally filed for bankruptcy in 
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2005.  Shareholder equity turned negative in 2004.  The last straw was rising commodity prices 

in 2005 and General Motors refusing price increases.    

In October 2005, a bankruptcy court approved a $ 2 billion DIP financing facility provided by a 

couple of banks.  Unless DIP financing is provided by a non credit investor, pure credit investors 

would not want to be repaid in shares.  They want the repayment either from the cash flows 

generated from operations or from liquidation.  DIP financiers cannot base their decision to 

provide financing based on likely refinancing of the facility.   So, if after reorganization, he is paid 

off in shares of the company, it means the reorganization was a failure, and that the creditor 

made a mistake of getting into a company whose fundamental business model was shaky. 

Probably, the erroneous venturing into Delphi DIP financing was a result of excess liquidity 

sloshing the system in 2005.  The same phenomenon that caused the growth of negative 

amortization home loans was what caused lenders to provide DIP financing to Delphi. 

Fundamentally, DIP financing makes sense if the business model was sound but the capital 

structure was not.  Delphi’s business model was anything but sound.  

Delphi’s business model was unsound for several reasons.  Its biggest customer General Motors 

was getting deeper and deeper into the mire and the company was not fast enough in securing 

alternate revenue sources.   The unfunded pension liabilities and employee costs backed by 

union contracts were unsustainable.   True, these could be dumped on the government in a 

bankruptcy setting.  But the company’s losses were at the operating level and that too over 

several years- which pointed to the unviability of the business, even if the employee contracts 

were restructured.    So, the DIP financiers should have known that this company would 

continue to burn cash, while reducing the value of its assets.  With every passing day, the 

collateral available to the DIP lenders would continue to loose value.    This cash burn rate 
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should not be underestimated.   DIP lenders who assume that they have a significant asset cover 

while ignoring the asset burn rate are bound to get their analysis wrong.   

We had mentioned in Chapter 7 -Return on Capital Employed -that the correct value of assets is 

that value, which after write down, will generate a proper return on capital employed.  For a 

company having a string of operating losses, the value of the assets is what the scrap yard would 

provide.  Funnily, in 2005, there was wide disparity in the opinion on the DIP credit risk among 

the rating agencies- S&P rated it BBB-, Fitch rated it BB- while Moody’s rated it B1.  Moody’s of 

course was the one that got it somewhat right.   

Delphi made net losses of $ 2.3 billion, $ 5.46 billion, $3.1 billion and $ 3.03 billion in 2005, 2006, 

2007 and 2008 respectively.  The loss of 2006 should have been a final wake up call for the DIP 

lenders who had ventured into financing the company.    After all 2006 was a very good year for 

auto sales.  2007 was an even better year for the auto sector (in fact a record year), but that had 

no impact on Delphi’s bottom line. 

Most important was the rapid fall in asset cover for Delphi’s DIP creditors.   Total assets of the 

company (the part that was under bankruptcy protection) were $14.1 billion, $ 11.7 billion, $9.7 

billion and $ 7.2 billion respectively in 2005, 2006, 2007 and 2008.    The liabilities that were not 

subject to bankruptcy compromise (secured creditors and supplier payables) jumped from $4.4 

billion in 2005 to $ 6.2 billion at the end of 2008.  Finally, when the settlement was reached, it 

was on wholly unfavorable terms for the DIP providers.  Four plants of Delphi and its steering 

business were transferred to General Motors for $ 4.75 billion.  For forgiving $3.4 billion of 

secured debt, they got equity control of the company with deeply uncertain prospects.
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Wrong asset valuation:  lessons from the Conseco Insurance Story 

The most important issue while evaluating DIP financing to a financial institution is to be able to 

value the assets of the institution.  If the institution is a bank or a non bank financing company, 

the data provided by the institution should make it amenable to evaluate the quality of the 

loans.  Only then one can assess what amount of loans and investments have to be written off 

and what is the margin for error available to the provider of DIP financing.  If this valuation is 

wrongly done, within no time, the bank’s asset valuation would fall on account of bad loans 

coming home to roost.  In the case of an insurance company, not only is it essential to value the 

assets properly, it is also necessary to evaluate the liabilities in the form of reserves for claims 

and unexpired risks.   

An insurance holding company usually has no reason to borrow.  There can only be two reasons 

for borrowing- either for leveraged takeovers of other insurance companies or companies in 

unrelated businesses, or for doing leveraged investments on the back of investing policy holder 

funds.  Neither reason is a very sound basis for credit investing.   In fact, very rarely does 

insurance company debt, either at the holding company level or at the operating level make 

sense.  When the lending is done at the holding company level, the risks get more horrifying on 

account of the structural subordination of the holding company debt to operating company 

debt.  And that debt is usually used for foolish M&A pursuits.  Also, regulators of the insurance 

companies might, on account of financial weakness of the operating companies, prevent the 

operating companies from passing cash flows to the holding company in the form of dividend 

payouts.  That would kill the holding company’s ability to service debt.

For most of the 1990s, Conseco was regarded as a star insurance company, on account of a 

series of M&A transactions that the company participated in.  The company was a bit player in 
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the life and healthcare business.  In 1998, the company acquired Green Tree Financial 

Corporation, which was to be the death knell of the whole edifice.  Unlike earlier takeovers 

which were moderate failures, this one was a catastrophic failure.  The company’s problem 

stemmed from the asset quality of Green Tree which Conseco proved singularly unable to 

assess.  Green Tree was a Minnesota based mobile home lender.  Conseco bought Green Tree 

for $ 6 billion with the aim to sell insurance and investment products to Green Tree’s borrowers. 

After realizing the folly of its purchase, the company, in March 2000, announced its plan to sell 

off Green Tree, which it had renamed Conseco Finance.   By April 2000, with the stock sharply 

below its pre-Green Tree acquisition price, the CEO resigned.  

Despite getting a new CEO, things kept getting worse.  The loss in the 2nd quarter of 2000 was $ 

407 million (including the payoff for the sign-in bonus of the new CEO).  In the following quarter, 

the loss widened to $ 487 million as the nasty asset quality of Green Tree started taking its toll. 

Losses on mobile home loans and investments caused a 2nd quarter 2002 write-off of $ 4 billion. 

After a lot of huffing and puffing, the company finally filed for bankruptcy with $ 7 billion in 

debt.      

Post bankruptcy, the company sold its finance subsidiary (the one that caused it so much grief) 

for $ 1.3 billion.  The insurance subsidiaries did not file for bankruptcy as these were deemed 

sound by regulators.  But insurance companies are badly hurt by bankruptcy talk, even if it is at a 

holding company level.  That is because the insurance business relies on the promise of future 

payment for claims- so the slightest whiff of inability to fulfill those promises does not augur 

well for the ability to secure new business.  You have to give sales agents added incentive to 

peddle the insurance policies of a company perceived not to be sound.  That pushes up costs 

and drives down profitability.
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The creditors had a rough ride out of the Conseco bankruptcy.    Shareholders of the entity, of 

course, got wiped out.  The unsecured creditors got shares in the company.  The company had 

given loans to officers and directors of the company for buying company stock.  The lenders to 

that facility also got stock.  The $ 7 billion debt was cut by the bankruptcy judge to $ 1.4 billion. 

Preferred debt holders got stock as well as warrants.  The company came out of bankruptcy as a 

pure insurance company.  Many other companies were to later realize the folly of combining 

lending and insurance and lending and investment banking over the next few years.  

A lender to a DIP financing facility must estimate the amount of legal fees and other fees 

associated with restructuring before providing financing.  Fees can substantially reduce the 

assets available to the post bankruptcy lenders.  In cases like Enron, WorldCom as well as 

Lehman brothers, the restructuring fees were a chunk of available assets.  In the Conseco 

bankruptcy case, restructuring fees were $ 90 million, which was not a big chunk of assets.        

The Conseco saga did not end there.  After the company emerged from bankruptcy in 

September 2003, the company’s finances did not get any stronger.  Its stock price post 

bankruptcy came within kissing distance of the issue price in late 2005.   By the end of 2007, 

when a debt fuelled binge was happening elsewhere in the financial world, Conseco’s stock 

price was about half its post bankruptcy issue price.  By the end of 2008, it had become a 

quarter of the issue price.  In 2008, when the company stood in serious risk of breaching various 

covenants, its senior debt was rated Caa1 by Moody’s and CCC by S&P.   In 2008, the company 

had some serious write down of its insurance investment portfolio.  When an insurance 

company is under financial threat, there is an incentive for the company to take risks on its 

investment portfolio.  Of course, taking risk in terms of lowly rated credit investments has 

implications for the company’s capital adequacy.  But when the rating agency itself rates junk 

structured finance products highly, the opportunity for shaky insurers such as Conseco was too 
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good to ignore.  Based on the company’s finances as on 31st December 2008, auditors expressed 

grave doubts over Conseco’s ability to continue as a going concern.        

To those who agree….and to those that don’t

Credit analysis is really a field for the intellectually curious; those who love to assess the impact 

on corporate earnings of all the changes that continuously take place, whether in the form of 

changed technology, regulation, currency movements etc.  What worked yesterday, might not 

work tomorrow.  In fact, the frame of reference itself might have moved.  It is pointless to gaze 

at a star for guidance, when the star itself has exploded and passed into the vast infinity of 

space and time.  So, the framework of credit analysis, except for broad brushes, cannot be 

passed on from generation to generation unlike Newton’s framework for Applied Mechanics. 

This book presented a framework for investment analysis and credit pricing that relies on 

common sense and intellectual curiosity and avoids the flawed cookbook methodologies of 

rating agencies and exotic and inappropriate math of investment banks.   Basically, this book is 

about financial statement analysis beyond stated numbers.

The broad brush of credit analysis involves estimating the return on capital employed of a 

company under various circumstances in the foreseeable future.   Estimating the return on 

capital employed of a company in the foreseeable future requires a clear understanding of the 

credit story of the entity.  The other broad brushes include assessing the company’s linkages 

with other entities and the vulnerability of the value of a firm’s assets and liabilities to changed 

circumstances.  In the case of analyzing the fortune of sovereign credit, narrowly looking at the 

sovereign’s economic strength without peering at the strength of its linkages to the household 

and corporate sector is a folly of formidable proportions.  The broad brush also involves 
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assessing how much of current costs and liabilities have been pushed into the future by a 

sovereign or a company.  

Credit rating agencies have converted the credit analysis process into a cook book one that 

requires calculating certain ratios and checking certain boxes.  Because, they involve looking at 

the past to predict the future, they fail “when markets collide”.   PIMCO’s El-Erian has written 

that markets collide when yesterday’s markets are in the process of giving way to tomorrow’s 

markets.  When markets collide, there are profound changes in credit quality.  Such changes 

cannot be gleaned by combining yesterday’s credit story with calculation of today’s financial 

ratios to estimate tomorrow’s credit quality.  Because of the group think and lazy analysis that is 

at work, the rating agencies, not only fail to spot the profound changes taking place- they treat it 

as mere noise.  The recent failures in the credit analysis of sovereigns and banks by the rating 

agencies can be laid at the door of inadequate understanding of the credit story of the entities 

being rated.   The flaws on the structured finance side happened due to a combination of 

inadequate understanding of the credit story of the US household sector and the greed to 

secure fees even if they did not have the requisite data to do the analysis.     These terrible 

credit rating failures bought untold woes to pension fund managers and other asset managers 

who relied on credit rating agencies for their asset allocation decisions.   The time has come for 

such managers, if they are serious about protecting investor wealth, to rely on their own 

analysis (using the broad brush framework suggested in this book), and supplementing it with 

thoughts of independent credit researchers who are not prone to group think and  who are 

answerable only to those whose assets they attempt to protect.  Such researchers would not be 

punished or rewarded for day to day portfolio performance.

Quantitative credit analysis is a contradiction in terms.  Credit analysis requires the use of 

common sense because no financial model has yet been devised (and none ever will be), which 
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can take into account the changing behavior of human beings in response to incentives.  Planet 

Uranus is not going to revolve around the sun any faster because some incentives changed- 

hence its behavior can be modeled based on immutable laws.  When you enter the game of 

investing with a wrong tool you are destined to loose.   You can’t win a football match with a 

baseball bat.  In fact, you have lost the battle even before it commenced.   Quantitative 

“analysts”, not only suck fees from investors, either directly or indirectly.  They also devastate 

their investment portfolios after collecting “structuring fees” and other paraphernalia- much like 

a spider eating its mate after copulation.    They are best kept at a safe distance to protect one’s 

investment portfolio.

To those who agree with our thoughts on credit analysis and to those who disagree (perhaps the 

stalwarts who design credit rating methodologies and individuals who make a living out of the 

con job called quantitative finance), until we meet again, hopefully fairly soon for a discussion 

on pricing financial risk from first principles, we part with the following words of Lord Byron

Here’s a sigh to those who love me

And a smile to those who hate

And, whatever sky’s above be

Here’s a heart for every fate
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