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Chapter 7 Return on Capital Employed

The nineteenth century American entrepreneur Cornelius Vanderbilt’s steam ships smashed the 

monopoly ship operators on the Hudson River between New York and Albany, despite the fact 

they had monopoly profits which they had accrued for many years.   He managed this by passing 

the benefits of lower operating costs and higher return on capital employed to his customers. 

This attracted even more clients, which further improved his return on capital employed (RoCE). 

The monopoly operators paid him a large sum of money to close his business.  As in the case of 

Vanderbilt’s operations, an entity having an RoCE greater than its cost of capital, on a 

sustainable basis is one that delivers value to customers and shareholders and immense comfort 

to creditors.

High RoCE is achieved through capital efficiency (deploying as little fixed capital and working 

capital as possible without cutting corners) and operational efficiency (using as little resources 

and costs as possible to produce a good).  RoCE measures viability of a business- even with a 

high RoCE you can get into trouble due to excessive financial leverage.  But that situation can be 

redeemed through restructuring with creditors taking over the firm.  A business with low RoCE is 

fundamentally irredeemable and must be swiftly dismantled to prevent further destruction of 

value.

A company’s RoCE is a function of the increase in a society’s Societal Debt Ratio (SDR)- in an 

environment of rising SDR, most companies are favorably impacted on the RoCE front.    At the 

peak of many countries’ SDR in 2007, if a company, which had been operational for more than 

five years, did not have a RoCE greater than its cost of capital, chances are the company will 

never make money.  So, a decent RoCE in an environment of high SDR might or might not be 
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sustainable.  But a high ROCE in a low SDR environment should be sustainable unless there is a 

change in the company’s credit story.

One of the most interesting tit-bits about RoCE is the different ways in which different 

companies calculate RoCE.  To some extent that is understandable- some adjustments have to 

be made to take care of the unique characteristics of different industries.  But at its core, the 

numerator must have the returns that accrue to the different providers of capital.  Capital 

providers do not only include providers of debt and equity –they also include other providers of 

debt like capital such as under- funded pensions.   Ignoring the returns to underfunded pensions 

overestimates returns and overestimates the RoCE.  What happens if a law is passed which 

states that a company cannot run underfunded pensions?  In that case, there are two ways in 

which the company can fill the pension hole- borrow money /raise equity and fill the hole or 

charge it to current earnings, if current earnings are adequate to fill the hole.  

A company’s RoCE depends on which phase of a company’s life cycle- venture, credit or vulture 

– it is operating at.  In the venture phase, even if a company’s RoCE is high, its sustainability is 

far from certain.     It is at the point where RoCE is higher than the cost of capital on a 

sustainable basis that a company hits the credit phase, where credit investment is possible.  If 

RoCE, over a business cycle, languishes at levels below cost of capital, the company has hit the 

vulture phase.  During this phase, either capital has to be purged to bring RoCE in line with cost 

of capital or the company has to be liquidated.  Capital is purged by the different providers of 

capital taking haircuts on their investment, starting with the shareholders.   It is better for 

creditors if a company pays out a large dividend or does a share buyback rather than levering up 

the retained earnings with borrowed funds and investing the money in low RoCE projects or in 

M&A transactions with poor prospects. 
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RoCE must be estimated over a cycle.  Even great companies can have a year or two when their 

RoCE falls below cost of capital due to the company being involved in large scale capital 

investments which are likely to provide returns in the near future.  Also, great companies can 

have poor RoCE if demand suddenly falls off a cliff due to households or corporations 

experiencing distress on account of high debt and consequently cut consumption drastically. 

Creditors should worry, if on a consistent basis, growth in operating cash flows does not keep 

pace with growth in RoCE.  In that case, the high RoCE could have been achieved on account of 

sales with uncollectible receivables, creation of finished goods inventory that cannot be 

disposed off without taking a haircut in inventory carried value or providing loans to customers 

to promote sales that look uncollectible.  Apparently high RoCE could also be due to making 

various adjustments (such as losses on currency translation) directly to shareholder equity on 

the balance sheet, which reduces the capital employed number and boosts apparent RoCE.    

Obviously companies which satisfy their country’s anti-trust regulations such as the Sherman Act 

of the US, but only barely, would be a source of comfort not only for shareholders but also for 

creditors – that ensures sustainability of the RoCE.  But creditors must constantly watch out 

because regulators might have the company on their cross hairs.  There should be adequate 

financial flexibility in the company’s capital structure to ensure survival even if there is 

unfriendly regulatory action. 

While a RoCE greater than cost of capital over a cycle is what drives a creditor’s decisions, he 

should also be aware of a company’s return on equity (RoE).  A company with inadequate RoE, 

despite an adequate RoCE, might cause its management, under pressure from shareholders, to 

resort to imprudent actions such as use of increased leverage to boost RoE.  Management might 

also resort to other devices such as M&A activity to divert attention of shareholders reeling 
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under poor returns vis-à-vis returns of peer group companies.  All such actions act to the 

detriment of the creditor.  The only legitimate way to improve RoE is by improving RoCE- all 

other financial engineering artifices do not help a creditor over the medium term. 

Return on Capital Employed and the fall of Countries and Civilizations

Human societies which invented the wheel were rapidly able to leapfrog over others that had 

not yet done so because human efforts that were directed to inefficient motion could now be 

deployed elsewhere, looking for new ways to improve the lot of that society.  The Mayans and 

the Aztecs did not see the wheel until they came in contact with the Europeans.  The Aztecs 

were focused on wasteful expenditure in appeasing gods and depletion of priceless human 

resources through human sacrifices.   Such unproductive usage of resources ensured that these 

societies lagged behind.  And when the invention  of the steam engine provided a vastly superior 

way to move the wheel, the west European countries rapidly industrialized, leaving the hitherto 

better off countries such as India and China far behind.  

The fall in the number of units of energy and resources necessary to generate a unit of output is 

what makes societies and enterprises more competitive and profitable.  When it is cheaper to 

produce a unit of output, the producer can cut his selling price- which further increases volume 

of sales through increased market share.  

Human creativity is directed towards two broad purposes- first to reduce the resources required 

to produce existing goods and services and the second to produce new goods and services. 

Credit can be used for the first endeavor while financing the second pursuit falls within the 

realm of the venture financier.  

Under normal circumstances, capital flows to where it can be used most productively. 

Unproductive human endeavor funded by debt result in non performing assets for lenders.  The 



Stories in Credit Analysis                                                                                                Return on Capital Employed

Soviet Union fell when it used its resources for unproductive empire building.  Unlike the British 

Empire which exploited the resources of the conquered territories, the Soviet Union ended up 

subsidizing the conquered territories.   The Gosplan, or the State Planning Committee ensured 

that societal resources were misallocated and drove the Soviet empire into bankruptcy.  The 

Chinese people are in for a shock when they find out that their savings, generated through toil, 

sweat and tears and deposited in banks had been deployed in low return on capital activities by 

a tyrannous regime and needs government bailout at some point in time.

What Earnings?

If a company does not have a clear idea of its earnings, within a certain narrow band, it could 

lead to mis-pricing of products and services and misallocation of capital.  Misallocation of capital 

drives the company on a downward spiral as it finds itself hard pressed to service loans.  It leads 

to unhappy shareholders as the retained earnings of the company yield very low returns.  

Understanding the quirks of an industry’s accounting is critical- otherwise one don’t know if one 

is estimating the earnings correctly.  The earnings number of interest to a credit analyst is the 

earnings before interest and tax (EBIT), unadjusted for so called “one time expenses”.  Such 

“one time expenses” occur every cycle to purge the unproductive assets post a boom.  So, a 

credit analyst, who is not interested in returns for a single year but over a cycle, should not take 

cognizance of these adjustments.  

Comprehensive Income versus Net Income

There are several costs which a company directly adjusts through its balance sheet instead of 

running it through the income statement.  If this effect is not considered, you might end up 

overstating the true return on capital employed.   If the adjustments made in the balance sheet 

have the effect of reducing shareholder equity, they, in effect increase the gearing of the 
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company and hence reduce the company’s ability to borrow further.  This might come in the 

way of the company carrying out essential capital expenditure.    

The way around this is to look at the comprehensive income as defined by SFAS 130 of the FASB, 

“Reporting of Comprehensive Income”.  The standard considers the effect of the income 

reported in the income statement (called the “net income”), the adjustments made in the 

balance sheet (called “other comprehensive income”) and calls the combination 

“comprehensive income”.   FASB requires all components of comprehensive income to be 

clearly reported.   Within “other comprehensive income”, each of the components that are 

directly considered in the balance sheet such as foreign currency items (gains and loses from 

currency translation), employee benefits (gains and losses associated with pension and post 

retirement benefits) and investment portfolio items (gains and losses associated with certain 

debt or equity investments) need to be reported separately.  

Why is all this relevant to a credit analyst?  Indeed, it is rare to find a credit analyst who 

obsesses about the distinction between net income and comprehensive income.  However, if a 

company has been adjusting upwards certain liabilities directly in the balance sheet, it will end 

up giving the impression of strong earnings while ignoring the weakening of the balance sheet. 

And the balance sheet is the true indicator of the quantum of future earnings.  Consider a 

company whose balance sheet shrunk in a year, on account of fall in shareholder equity, but 

whose net income was the same as last year.  Because the asset base in the second year is 

smaller, the return on capital employed actually jumps up because the denominator falls in 

value.   The correct procedure is to adjust the EBIT for “other comprehensive income” in the 

numerator of the return on capital employed calculation and leave the denominator intact.  If 

the “other comprehensive income is positive on account of improper hedging activities, the 

creditor should be aware of the enhanced risk.   The RoCE calculated taking into account “other 
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comprehensive income” helps a creditor assess if the returns obtained are sustainable or have 

been achieved through weakening of the balance sheet. 

A classic example of securing higher short term profits through weakening of the credit story 

and the balance sheet occurs at firms bought out by private equity shops.  This has been borne 

out by several studies which show that IPOs of firms taken public by these shops tend to under 

perform the broader market indices and other IPOs.     

Share based Payment and Compensation

For a long time, many companies, particularly California based technology companies, 

pretended that share based compensation such as stock options or payments in stock options to 

other companies for services rendered had no cost implications.  Such was the lobbying power 

of those firms that it took a long while before the silliness of those arguments was exposed and 

stringent norms were passed by accounting bodies to ensure that such costs were properly 

accounted for.  The arguments put forth in SFAS 123, “Accounting for Stock based 

Compensation” are worth reading.  

The obvious question is how does this shenanigan matter to a creditor?  After all, the 

consequences of the share based payments would be felt by shareholders as their earnings get 

diluted.  Should not the creditor be thrilled if all compensation is paid in securities subordinate 

to his interests (the settlement of shares, unlike cash payouts, is subordinate to creditor claim). 

A creditor cannot go along with this argument.  What if shares perform badly in the market, the 

current employees get discouraged and leave and new employees have to be hired who insist 

on cash payments?  When that happens, the whole cash flow dynamics of the company changes 

for the worse.  Hence the creditor would be wise to consider the share based compensation just 

like the shareholders do for calculating EBIT and RoCE.          
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What value should be ascribed to those share based compensation costs?  While one can be 

skeptical of the values calculated from the Black Scholes and other models (discussed more in 

chapter 10), it does not really matter.  If everyone, including the employee is comfortable 

ascribing value to the options based on the Black Scholes formula, the creditor should be okay 

with that.  After all, if an employee, based on the Black Scholes formula, is ascribing a value of 

$100,000 to his options, it does not matter if the real value is $50,000 or $200,000, because 

tomorrow, if he does not want to have his compensation in the form of options but insists on 

cash payout, he is going to demand $100,000, not $50,000 or $200,000.  The creditor, hence, is 

fine going along with the consensus reality of stock option asset valuation.

Revenues linked to Costs 

Companies whose costs and revenues are closely correlated, i.e., they can pass any increase in 

costs to customers are obviously better off, from a creditor standpoint than companies whose 

revenues follow a different dynamics from costs.   Creditors can tolerate higher debt in the 

balance sheet of such companies.   In the case of regulated electric utilities in some countries, 

the company’s revenue covers all costs (including debt service costs) besides assuring a certain 

return on the equity capital employed.  In the case of construction companies that take up only 

cost plus contracts, all costs related to a particular contract are covered.  But not all costs of 

operation are covered.  For instance, if the company does not have any contracts in hand, it still 

incurs fixed costs such as salaries of engineers etc.  The cost linked model applies to companies 

which have to pay a portion of their revenues as license fees/royalties.  Such companies incur 

other fixed costs even if no sale is consummated.  Companies which take assets on operating 

lease instead of buying them outright might incur higher expenses in the normal course of 

operation, but such leases bring in tremendous flexibility that is priceless in industries with high 

operating leverage.  In good times, this reduces net earnings (which a creditor is indifferent to, 



Stories in Credit Analysis                                                                                                Return on Capital Employed

since in good times, there is adequate revenue for debt servicing), but in bad times, it brings 

down fixed costs.         

Contingent Costs and Revenues

Over the last two decades, many company managements have shifted to the mantra of “here 

and now”.  That involves worrying about showing good net income today, even if all the costs 

have not been correctly accounted and a chunk of today’s costs shifted to tomorrow.  The 

problems then pass on to the broad shoulders of another CEO, who usually marks the beginning 

of his reign of the company by taking a one time charge.   There are several ways in which 

companies can understate their current costs.  It could be giving extended warranties and 

performance guarantees that are not correctly priced.  Such warranties attract customers who 

jump in to take advantage of something offered at an artificially low price.  It also enables the 

company to immediately book higher revenue from the cash flow from the warranties 

(obviously all cash flows connected with the warranty cannot be booked upfront).  In some 

cases, such enticing warranties not only attract customers to those contracts- they also result in 

higher sale of the products of the company.  And higher the units of products sold at the wrong 

price, the more the damages to be suffered later.  The goodies can also take the form of “loyalty 

points” such as frequent flier points etc.  Priced correctly, it is a fantastic tool to bind the 

customer to the company.  Priced improperly, they set the foundation of tomorrow’s credit 

quality weakening.  The insurance business is the biggest industry where business volumes (and 

reported profits) can be generated immediately by mispricing costs- and pushing troubles to 

another day when claims have to be paid out. 

Similarly, a company which might be cutting corners to reduce today’s cost of production will 

see higher costs tomorrow from product returns and product recalls.   And cutting costs by 
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underinsuring is putting one’s fate solely at the hands of fate.   Additional costs would also be 

incurred tomorrow by companies which resort to “slash and burn” employee practices today- 

the quanta of the additional costs cannot be readily estimated.   “Slash and burn” induces 

unethical practices which have their own costs.     

Contingent revenues such as trading income just cannot be factored in for credit analysis.  For 

companies which rely on such income, the creditor has to rely purely on two issues- what is the 

loss given default (LGD) if the loan were to turn turtle today, and what is the maximum trading 

loss possible during the currency of the loan.  If either of the factors cannot be estimated, such a 

company is not creditworthy.  

Capital Structure effects and Costs 

Some costs should be capitalized in the balance sheet- others should be booked in the income 

statement immediately (see Accounting Box: Capitalized Expenses).  Accounting standards 

permit certain costs such as losses on account of translation of foreign currency earnings to 

domestic currency to be booked directly in shareholder equity rather than through the income 

statement.  Movements in foreign exchange rates can reduce or increase the competitiveness of 

firms.   So, to study the impact of currency movements, the credit analyst must in his 

calculations incorporate losses from currency translation as a part of costs.  Also, for capital 

employed calculation, the analyst should not reduce shareholder equity so that the amount of 

capital deployed in the business to generate a certain return in domestic currency is properly 

estimated.  In the same manner, any increase in pension liabilities in the balance sheet in a given 

year should be added to costs for return calculations.  After all, not according full value to the 

increase in pension liabilities (unless it has been due to sharp fall in stock markets in a particular 

year) would result in understatement of employee costs.
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How does one look at a company reducing its balance sheet size by exiting a certain line of 

business.  In particular, how does one handle the costs associated with exiting a business? 

Obviously, the credit analyst is interested in looking at future returns and not at the past. 

Hence, he would welcome the prospect of a company exiting a business that is a drag on overall 

earnings.  What the analyst must ensure in his analysis is that the company does not mix other 

costs (costs of continuing business) with the restructuring charge taken for exiting a business.  

While the calculation of EBIT is immune to factors such as whether the borrowing is short term 

or long term, whether the borrowing is in fixed rate of interest or floating rate, a company’s 

solvency does depend on that.   We had seen in chapter 4, if the values of assets sharply fall in 

response to interest rates or liabilities sharply increase, the effect is to reduce shareholder 

equity.  In the extremis, this can cause insolvency.  German bank Hypo Real Estate’s subsidiary 

DEPFA got into trouble by financing long term government loans with short term liabilities.  You 

would do an RoCE calculation only post a stress test, after you are convinced about the 

company’s solvency and the company’s credit story.   

In the case of minority interests, the fraction of earnings ascribable to minority interests must 

be deducted from EBIT.   In the denominator of the RoCE calculation, minority interests should 

not be considered.  No such adjustment has to be done for equity method investments in 

associate companies.

What is the Capital employed?

The capital employed by a company in its business is the difference between the total liabilities 

of the firm and its current liabilities.  Through increasing its current liabilities by increasing the 

payable days to the extent that it is reasonably possible, a company can decrease the amount of 

capital it has to deploy, thus magnifying its RoCE.   Customer advances in businesses such as ship 
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building also help to reduce the capital that needs to be deployed.  Obviously this definition 

includes items such as unfunded pensions.  Unfunded pensions are like debt- only worse to the 

extent that their true quantum become unpredictable if stock markets move unfavorably.

If a company continuously yields low returns, it means that the providers of capital- equity and 

debt might have to write down their investments to more reasonable values.  The low yield 

could be because of overpaying for an acquisition or because of obsolescence of property, plant 

and machinery.  In either case, it makes sense for a new creditor to be involved only after the 

current providers of capital have written down their investments to more reasonable values so 

that returns greater than the cost of capital can be generated.  Current creditors, from this 

analysis, would know whether the cost of write downs would be borne only by shareholders, or 

thanks to a leveraged balance sheet, they too would be invited to make sacrifices.      

Low return on capital employed could also be on account of mismanagement.  Management 

which is not putting a company’s assets to optimal use is a drag on shareholder returns and 

creditor protection.  However this problem can be solved by replacing management and 

shareholders and creditors do not have to take long term haircut on their investments.  

Accounting Box: Capitalized Expenses

IAS 23 describes which borrowing expenses should be capitalized and which should be 

expensed.  It summarizes the whole standard in the following manner-“borrowing costs that are 

directly attributable to the acquisition, construction or production of a qualifying asset form part 

of the cost of that asset.  Other borrowing costs are recognized as an expense”.  The standard 

goes on to describe a qualifying asset as an asset that necessarily takes a substantial period of 

time to get ready for its intended use or sale.



Stories in Credit Analysis                                                                                                Return on Capital Employed

Obviously the return on capital employed of two companies cannot be compared unless the 

interest capitalization happens on a consistent basis.  IAS 23 leaves no room for ambiguity on 

what should be capitalized and what should not be.  When comparing the performance of a 

company which does not report its numbers as per IFRS or compatible standards, appropriate 

correction needs to be made whenever there could be a material impact.   The item in the 

income statement, the earnings before interest and tax does not get impacted whether interest 

expense is booked in the income statement or not.  However, the erroneous capitalization can 

overstate the assets.  Since that would decrease the value of return on capital employed, the 

wrongful capitalization merely understates the RoCE- in effect making the result more 

conservative.  However, overstating the value of assets understates the gearing of the balance 

sheet, and hence overstates expected recoveries should a loan turn sour.   Also, excessive 

conservatism is not a good operating procedure because it might cause the rejection of 

attractive investment proposals.  Though type II error (excessive skepticism in non- statistical 

parlance) is better than type I error (excessive optimism) from a creditor standpoint, foregoing 

good opportunities is never a good idea.  Conservatism cannot be an excuse for lazy analysis.

A corollary to capitalization is the requirement of IAS 23 to suspend capitalization of borrowing 

costs during extended periods in which a firm suspends active development of a qualifying 

asset.  Also, an entity is required to cease capitalizing borrowing costs when substantially all the 

activities necessary to prepare the qualifying asset for intended use or sale are complete.  A 

credit analyst should also pay attention to the two disclosures required under IAS 23- the 

amount of borrowing costs capitalized during a period and the capitalization rate used to 

determine the amount of borrowing costs eligible for capitalization.
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RoCE Metrics on Du Pont Lines

A variation of the Du Pont analysis is very useful for credit analysts.  The Du Pont analysis breaks 

down return on equity into three components- net profit margin, asset turnover and gearing.

Return on Equity (RoE) = Net Profit/Equity

RoE = (Net Profit/Sales) × (Sales/Assets) × (Assets/Equity)

RoE = (Net Profit Margin) × (Asset turnover) × (Gearing)

In a similar way, one can break down RoCE as follows

RoCE = (EBIT/Sales) × (Sales/Assets) × (Assets/Assets – Current Liabilities)

RoCE = (Operating margin) × (Asset turnover) × (Assets/Capital employed)   

This helps the credit analyst to identify the key driver of return at a company and focus on that 

and not waste time on irrelevancies.  

For Banks- Return on Assets is the correct Measure of Viability

For a financial institution, RoCE is not the correct metric for assessing credit risk.  For a 

traditional bank, (not a hedge fund masquerading as one to take advantage of government 

backstop facilities), since interest is the most important cost item, EBIT is not very useful. 

Absolute value of interest rate of borrowing (cost of interest bearing liabilities/ interest bearing 

liabilities) is not as information dense as the following parameter:

Net profit margin = Yield on interest bearing assets – cost of interest bearing liabilities – 

(default cost/interest bearing assets) - (operational expenses/ interest bearing assets)

This parameter is relevant only for the core bank lending book.  Looking at each of the drivers of 

the parameter such as yield on interest bearing assets, default rate etc in isolation does not 
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reveal anything.  A bank might have high yielding assets, but that benefit might be eaten away 

by high default rates.  A bank might have high operational expenses for conducting due 

diligence of its retail pool of loans, but that would be compensated by low default rates.  A bank 

branch that is underwriting loans might also be a procurer of deposit funds, which reduces its 

operational expenses.   A bank having a number of retail branches might have high operating 

expenses, but it might translate into lower cost of funds on account of access to cheap and 

lasting current and savings account funds (as opposed to costly and unreliable wholesale 

funding).   The net profit margin helps the creditor to the bank assess the cushion available if 

default rate on loans go up.  If there is a big difference between the tenures of the assets and 

liabilities, the creditor needs to stress test for solvency before calculating the net profit margin. 

Else the net profit margin might have been achieved by running ultra-high asset liability 

mismatch risk which would not be sustainable.

The bank’s fixed income investment book can be analyzed exactly like the banking book.  The 

equity investments should be small and in reasonably sound companies so that the investments 

do not sharply loose value.

We had mentioned in chapter 4 that when the trading business dominates in a bank, creditors 

have no business being around.  So, it is taken as a given that the institution that the creditor is 

analyzing is one with a small or no trading book.  Basically, the creditor should be able to 

evaluate the potential havoc that trading can wreck.  If he can’t, the bank is not creditworthy.     

When one considers all these factors, the return on assets is the right metric for a creditor to 

evaluate for assessing bank credit worthiness.  This ratio, besides measuring the net profit 

margin on the lending book, also considers the effect of steady fee based income that the bank 

generates from activities such as opening letters of credit, income from distributing financial 
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products such as insurance etc.  Basically, it gives an insight into how efficiently the bank is using 

its branch network to secure additional income.  The return on assets metric has to be 

compared to the ratio of the bank’s interest costs to its total assets.   This comparison also tells 

one of the leverage of the bank- the lower the leverage, the lower the interests cost and hence 

lower the ratio of interest costs to total assets.

Operating Leverage is horrendous for Creditors without a stake in the upside

Operating leverage is the sensitivity of operating earnings to sales.  A creditor can view 

operating leverage as the percentage of fixed costs to total costs in the cost structure.  High 

fixed costs usually occur on account of high upfront capital expenditure required in those 

industries.  That results in high depreciation expenses on a continual basis.  High depreciation is 

not a big issue for creditors in capital intensive industries such as utilities, where there is 

assurance of off-take of the firm’s products at a particular price.  The challenge occurs when 

high capital intensity is coupled with a highly competitive and cyclical industry.  

When a company has done a lot of upfront investments, if demand and capacity utilization fall, 

the company has an incentive to try to recover as much as possible of the sunk capital 

expenditure by cutting prices of output so that, while variable costs are fully recovered,  fixed 

costs might be only partly realized.   This does not affect the short term creditor, unless the 

company is overleveraged, because when the company does recover some fixed costs, its free 

cash flows usually stay positive.  However, plunging equity returns and share prices might 

induce managements to do foolish things such as share buybacks.  Alternately, they might set 

out on an industry consolidation cruise by rushing into a rash of takeovers to divert the 

attention of shareholders.
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Even if the company is able to service short term debt, long term debt servicing is always under 

threat if the RoCE stays low.  The way around this, for creditors who do not mind taking on 

equity risk is (the moment the company starts falling back on its debt servicing commitments) to 

convert their debt to equity after practically wiping out current shareholders.   Industries with 

high operating leverage also recover very sharply, and the immense profits to be had can more 

than compensate the creditor.   But the creditor should be aware that he is taking on venture 

risk.  However, this does not occur in industries such as semiconductors, where in addition to 

being capital intensive and cyclical, the industry has a high obsolescence rate, which renders the 

old capital expenditure useless.  We discuss in the section below why creditors do not really fit 

into the scheme of things in the semiconductor industry.  Creditors have a better chance in the 

airlines industry because the airlines can offload their capital expenditure on to others through 

the airplane lease model.  The “fabless” model of semiconductor companies is not similar to the 

airlines’ lease rental model- at least for creditors as discussed later.     The airline Industry’s 

operating lease model reduces operating leverage – such a model cannot be duplicated in the 

semiconductor industry.  Also, the old capital expenditure, if the airline owned its airplanes, 

does not become useless unlike in the case of semiconductors.  In the latter industry, complete 

retooling is required for producing each new generation of semiconductor chips.

Semiconductor Industry: Those who need Credit can’t be given, Others don’t need it

The semiconductor industry is certainly not one which Warren Buffet would have approved of- 

at least not the manufacturing bits of it on account of the colossal amount of continuous cash 

infusion that the industry requires for upgradation of plant and equipment.    Semiconductor 

manufacturing facilities, called fabs, take many years to plan, construct and commence 

operations.   So, investments decisions have to be taken long before one can have reasonable 

certainty that the output of the factories will be sold.  Normally the extreme capital intensity of 
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the industry would have served as a barrier to entry and protected the operating margins of the 

incumbents.   However this has not happened because of the national prestige associated with 

this industry (particularly in Asia and Germany), which has caused governments to keep alive 

zombie chip manufacturers through subsidies and other state support.  Taiwan makes more 

than half the world’s semiconductor chips.  Though there are many basket cases, the list also 

includes Taiwan Semiconductor Manufacturing Company, a company with superb RoCE.

The unattractive economics of the business has caused many large companies to bail out of the 

business by spinning off their semiconductor businesses into a separate listed company. 

Germany’s Siemens AG spun off its chip business in 1999 as Infineon Technologies while 

Motorola spun off its semiconductor business into Freescale Semiconductor in 2003.   NXP was a 

part of Dutch electronics firm Koninklijke Philips Electronics NV till 2006.  Elpida memory of 

Japan came into existence in 1999 by combining the DRAM business of Hitachi and NEC.  Four 

years later, it took over the DRAM business of Mitsubishi.  

Because of sharp cyclicality of the industry and rapid obsolescence, inventory value has to be 

tested for impairment at the first whiff of an economic slowdown.  Inventory valuation also 

becomes critical when there is underutilization of plant capacity.  Obviously during those times 

inventory value would be overstated if the high cost of the installed capacity is included with the 

inventory value (because in such an environment, it is unlikely that the inventory will be realized 

at that value).  The better method, followed by most semiconductor companies is to take an 

additional cost hit in the income statement for unutilized capacity. 

The industry has five major categories- a) manufacturers of temporary devices called memory 

chips, b) makers of microprocessors c) manufacturers of low margin integrated chips dominated 
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by Asian foundries d) manufacturers of higher margin systems on a chip such as Microtek and e) 

fabless chip makers such as Qualcomm who own valuable patents. 

Implications of Moore’s Laws for Semiconductor Industry Credit Quality

In 1965, Intel co-founder Gordon Moore came up with certain observations on the progress of 

the semiconductor industry which came to be known as Moore’s laws.  The laws, based on 

empirical observations, have held on fairly well till now.   The first law states that the number of 

transistors that can be placed on an integrated circuit (or a chip as they are popularly called) 

doubles approximately every two years.  According to engineers, the law will hold on for many 

years into the future until nature imposes limits at atomic levels.  The implication of this law is 

that processing speed, memory capacity etc will also go up at this exponential rate.

Moore’s second law follows from the first law.  Due to the first law, computer power to the 

consumers continuously rises as the cost per transistor halves.  However the cost to the 

producer, to fulfill Moore’s first law, follows the opposite trend as R&D cost, equipment for 

manufacturing and manufacturing costs of chips goes up exponentially for each generation of 

chips.  So, the capital costs for setting up a fab increases exponentially with each generation. 

Around the time Moore penned his law, a new fab cost $14 million to set up.  Now, according to 

Intel, a new fab costs $6 billion.  In Taiwan, Taiwan Semiconductor Manufacturing Company 

(TSMC) has set up two “Giga-Fabs”, each costing more than $8 billion.  So, if you did not have 

the financial muscle to set up these godzillas (“Size does matter” as the movie by the name 

proclaims), employing as little debt as possible, you are out of the game even before the 

opening whistle.  If you do not follow TSMC’s capital expenditure program, you have two 

choices open before you.   Either get out of chip manufacturing altogether and merely focus on 

chip design, i.e. become a “fabless” company.  Or you spread the risks of capital expenditure 
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with other firms.  IBM, Infineon of Germany and Samsung Electronics of South Korea have 

paired together to develop chips.   Some, like Texas Instruments, a US consumer electronics 

firm, have adopted the middle path (the “fab-lite” strategy) - wherein they manufacture some 

chips while they outsource the manufacture of other chips.

It is this required capital expenditure that mandates high fixed costs for the industry and drives 

the players into unhealthy pricing practices at the bottom of a cycle.   Because of fixed costs 

dominating the cost structure (depreciation of fixed assets being the biggest item), it makes 

sense for the semiconductor companies to keep operating their fabs as long as they cover their 

variable expenses and recover some element of their upfront investment.  For instance, in 2007, 

Taiwan’s United Microelectronics had fixed costs that amounted to almost 70% of total costs. 

This holds for all producers within a narrow band- hence there is a continuous downward 

pressure on prices.    Such is the pressure that manufacturers resort to price fixing as the only 

way out.  Between 1999 and 2002, Korea’s Samsung, and Hynix and Germany’s Infineon 

Technologies resorted to price fixing of dynamic random memory (DRAM) chips- for which they 

had to pay huge fines to the anti-trust authorities in the US.   

Having understood the economics of the industry, Intel continuously expanded its capacity 

before other players understood the rules of the game and today accounts for more than 80% of 

global microprocessor revenue.  TSMC followed the Intel line- however it enjoys lower return on 

capital employed on account of its smaller trove of intellectual property and on account of 

Intel’s vice like grip over end users.   Moore’s laws ensure that unless you have fantastic 

financial strength you won’t survive- there is no room for plodding along as in other industries. 

So those who need credit in this industry should not be given because they will not be able to 

service it- those who don’t need it are creditworthy.  Moore’s laws imply creditors have a 

limited role in this industry.  
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Design wins Risk and single Customer dependence makes Chipset Makers Uncreditworthy

A chipset (systems on a chip) maker makes semiconductor products that go into an OEM’s 

equipment such as cell phones, cars etc.   In a chipset, several products such as analog, digital 

and memory circuitry are combined into a single chip. To secure an order from an OEM, the 

chipset maker must win a competitive bid selection process.  This is known as a “design win” in 

industry parlance.   The selection process is lengthy, and requires the chipset maker to incur a 

high amount of design and development expenditure.  And if a competitor’s design is selected 

by the OEM, all the upfront design and development expenses incurred goes down the drain.  In 

fact, the loss of design win is not like an EPC contractor loosing a bid.  The EPC contractor lives 

to fight another day.  In the case of the semiconductor business, the loss could result in the 

failure to be able to create a generation of products on account of rapid change of technology. 

Once that happens, the company would not have access to that OEM for several years.  And the 

longer the design cycle the worse it gets- particularly in the automotive industry.  Several design 

losses could put at jeopardy a company’s reputation and the chance to win future orders. 

Leading chipset companies include Geneva based ST Microelectronics,  Germany’s Infineon 

Technologies, Holland’s NXP, Freescale of the US and Microtek of Taiwan.  Most of the chipset 

makers are highly leveraged and have gloomy prospects.  It is also hard to forecast which of 

these companies will survive and which ones will get continuously leveraged until they collapse 

under the weight of their debt.

NXP, an offshoot of Netherlands’ Philips Electronics has had operating losses in 2006, 2007 and 

2008. Its shareholder equity plunged from €4.5 billion at the end of 2007 to slightly over a billion 

Euros in 2008 even as debt and provisions increased.  Its cost structure had limited flexibility- it 

had an agreement with Singapore’s Silicon Manufacturing Company Pte Ltd, (SSMC) wherein 
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NXP is  required to make cash payments to SSMC should the company fail to off take a certain 

agreed upon percentage of available fab capacity and if SSMC’s own capacity utilization falls 

below a certain minimum level.   The company took a massive write down of assets like goodwill 

and intangible assets in 2008 as these were unlikely to generate returns commensurate with 

their carrying values.

Infineon Technologies seems to be aware of the notion of profitability only from hearsay.   In 

addition to its numerous woes, the company’s memory chip making subsidiary Qimonda made 

huge losses and finally filed for insolvency in early 2009.  Shareholders’ equity plunged from 

€4.9 billion in the year ending September 2007 to €1.7 billion in the year ending September 

2008.  There had been a systematic destruction of value at this company.

Only a miracle will save Freescale Semiconductor in its present form.  The company did a 

coercive debt exchange in March 2009 after posting a net loss of $ 7.9 billion in 2008, which 

included write down of $0.4 billion of good will and $ 1.6 billion in intangible assets.   At the end 

of 2008, its shareholder equity was substantially negative and debt was around $10 billion. 

Motorola offloaded its semiconductor assets and liabilities as Freescale in 2003.  In 2006, 

Freescale was bought out by a consortium of private equity shops whole financial strategy 

involved levering up the company, already groaning under debt and poor business prospects, 

thus adding financial risk to the poor credit story.  

When you are a chipset maker, you have to bet on two happenings- the end consumer demand 

staying high and also that the customer to whom the chipset maker is supplying would continue 

to do well – in effect, it is betting on the horse and the jockey at the same time.  For example if 

you are a supplier to a mobile phone maker you have to bet first that you will have a design win 

with mobile maker.  If you win, you have to pray that the products of the mobile maker do well 
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in the market- only then he will demand your produce.  It is this two stage uncertainty that 

makes this business model by and large unviable from a creditor standpoint.

Adding to the poor credit story of those companies, the fortunes of the chipset makers are 

linked to a few customers.   Cell phone maker Nokia, on an average, accounted for almost 20% 

of ST Microelectronics’ revenue.   Motorola accounted for 23% of Freescale’s sales in 2008 and 

the top 10 customers accounted for 53% of net sales.    Motorola has been yielding space in the 

mobile phone market- that does not augur well for Freescale.  Broadcom is a leading system on 

a chip player in the communications devices market.  Sales to the top 5 customers accounted for 

40% of its revenues.  If you are a supplier to many players of a particular industry, you are not 

affected if one OEM gains market share- the winner will demand more supplies while the loser 

will demand less.  Problem arises if you supply to one OEM in an industry and that OEM loses 

market share.

Third Party Foundry Relationships: Does it really reduce Risk to the OEM?

The fashionable new mantra in the semiconductor industry is the so called “asset light strategy” 

wherein a company tries to offload as much as possible the investment requirements for 

building new fabs to third parties.  Does the whole idea make sense for the institution doing the 

off-loading?  For instance, if the off loading company could not make money out of the chip 

manufacturing business, what is certainty that the third party to whom this task is offloaded will 

survive and not expose the off loader to the risk of tripping the supply chain?  Off loading makes 

sense if the off loaded entity is one of the following two types- a profitable foundry having 

amazing scale and not leveraged (such as Taiwan’s TSMC), or a foundry that is sure to be kept 

alive through government subsidies on account of “national pride” linked to the chip making 

industry.  If the offloaded entity does not fall in one of the above two categories, the company 
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planning the offloading will put its own existence at peril.  Asset light strategy is certainly not the 

mantra for survival for weak players such as Freescale Semiconductor, NXP, who believe that 

limiting their investments and hence reducing the fixed costs in their capital structure would 

help them better weather industry downturns.    The whole asset light strategy has similarities 

with what happened in the US auto industry- GM thought it was reducing its risk when it 

offloaded Delphi and Ford when it offloaded Visteon into separate companies.  Offloading to get 

out of a business in one thing- offloading downwards along the supply chain does not help 

unless there is labor arbitrage involved and not passing the buck on capital expenditure 

requirements.

The Memory Chip Industry- A veritable Graveyard of Capital 

The memory chip business is the most competitive part of the semiconductor industry.  It is an 

area that sees rapid technological change and hence high R&D expenditures are a must.  High 

and continuous capital expenditure on account of short product life cycles and hence severe 

pricing pressure as companies try to recover, as much as possible, their upfront investment, is a 

fact of life.

Samsung Electronics and Hynix Semiconductor of South Korea are the world’s biggest memory 

chipmakers.  The other players include Elpida Memory of Japan, Sandisk Corporation of US and 

Qimonda AG, the subsidiary of German semiconductor company Infineon Technologies. 

Qimonda had filed for insolvency in early 2009.   

Other than Samsung Electronics, the other players have destroyed a considerable amount of 

capital.  Founded in 1969, Samsung Electronics is the most important subsidiary of the Samsung 

group.  Since the company introduced the hugely successful DRAM chip in 1994, which 

generated a huge amount of cash, the company has not looked back.  Samsung has two major 
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advantages over the other players in the memory industry.  Firstly, the company derives most of 

its income from the consumer electronics business where it is a market leader.  Only 20% of its 

sales come from semiconductors.  This helps it better withstand the cyclicality of the memory 

chip business.  The second factor is an extension of the first one- because other businesses 

generate huge amount of cash in a more steady fashion, it can carry out the huge capital 

expenditures required without levering up the balance sheet too much.  That positions it to reap 

the benefits when the memory chip industry dynamics turns favorable.  Unless the company 

falls behind in its R&D efforts, the company should be one of the few winners in the 

semiconductor industry.  

Other then Samsung, there are few bright spots in the memory chip industry.  In 2009, Taiwan’s 

central government announced a plan to take over six memory chip companies and combine 

them into a single entity Taiwan Memory Company (TMC).  For its technology partner, TMC 

chose Elpida Memory of Japan.  Elpida itself made operating losses in the year ending 31st March 

2009 to the tune of $ 1.5 billion.  The heavy losses of 2008 and 2009 more than wiped out the 

operating earnings of the previous three years.  Throughout this period, the company continued 

with its huge capital expenditure program.  The debt equity ratio jumped from 0.22 in FY 2005 

to 2.71 times in FY 2009.  The ballooning debt cannot inflate forever and unless there is a 

temporary relief in the form of higher DRAM prices, the capital destruction will continue 

unabated.     

Sandisk, a California based flash storage card maker (flash storage technology allows data to be 

stored even when power is switched off and is used in cell phones, digital cameras and laptop 

computers) is a classic case of a company with absolutely no control over its destiny, and hence 

not having a credit story.  Its top 10 customers accounted for almost 50% of sales.   Operating 

losses in 2009 wiped out operating earnings of several previous years.  The increasing leverage 
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of the firm makes it an entity whose survival possibilities are very fragile.  There might be 

temporary flashes of lightning- but providers of capital would do well to remember that it is 

more heat than light and that they will not be compensated for the risks. 

Capital Destruction in Asia’s Foundries

In the countries of Asia, having fabs is regarded as a symbol of national progress.  Hence, the 

governments keep pouring billions of dollars into the business despite its very terrible 

economics.    Other than TSMC, all the players are also-rans who not content with destroying 

shareholder value also guzzle huge amount of taxpayer funds.   We had already discussed why 

TSMC is such a success.  Its competitors do not have any of the success factors that it has. 

TSMC has had operating margins greater than 30% for many years.  Though it also suffered 

steep drop in sales and operating margins in the last quarter of 2008, its strong balance sheet 

gives it the wherewithal to survive downturns (at the end of 2008, the company had $5.9 billion 

of cash on its balance sheet).  Since the cash on its balance sheet is far more than what is 

required for handling business downturns, the excess cash should be removed while calculating 

the capital employed numbers.  Using correct metrics, TSMC’s RoCE has been higher than 30%.

Between 2002 and 2008, Hynix Semiconductor of Korea had a RoCE of 8.8%, far lower than its 

cost of capital by any measure. The debt equity ratio also deteriorated appreciably.   United 

Microelectronics of Taiwan, Chartered Semiconductor Manufacturing Ltd, Flextronics of 

Singapore and the other big foundries of Asia also destroyed a huge amount of deployed capital.

Such are the terrible economies of this business that in 2008 AMD spun off its fabs into a 

separate company, Globalfoundries, and sold the majority stake in it to a wealth fund controlled 

by the government of Abu Dhabi (since the middle eastern wealth funds do not have a 
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fascination anymore for western banks, they will find other innovative ways to loose money 

such as investing in semiconductors).    

Intel does not need Credit, AMD does not have a Credit Story

The lesson from the Intel- Advanced Micro Devices (AMD) saga for creditors is that they have no 

business financing a competitor to an entity which is so overwhelmingly dominant that it sets 

the industry standards and rules, that all end users of the company’s microprocessors fear it and 

which is so financially strong that it can indulge in anti-competitive practices without much ado. 

On the same grounds, creditors should be wary of lending to chemical companies that compete 

head on with middle-east based producers and steel companies that are face to face with 

Chinese state owned steel companies.   Such companies have deep access to financial resources, 

can take losses till the Yangtze river runs dry and are not driven by crass measures such as 

return on capital employed.   AMD’s annual reports are an endless litany of woes of how Intel 

can finish it off like a giant swatting a gnat anytime it felt like.   

To sum it up, Intel thanks to cutting edge engineering and business strategy based on a clear 

understanding of Moore’s laws stays many steps ahead of the competition and hence requires 

no debt financing, while AMD, from start to finish just did not have a credit story.  Initially, it was 

a venture story- now probably there does not even lurk a vulture investing story (how does an 

investor seeking deep value even spy any thing there?).  The only way AMD could have had a 

credit story was if one of the Middle-east sovereign wealth funds, perpetually seeking the next 

not-too smart next investment idea, had acquired it, underwritten losses for some time by 

selling chips at uncompetitive prices to bleed Intel and guaranteed AMD’s debt in the interim, 

until there was a semblance of competition with Intel.    Or, in the crazy days of 2006, it could 

have become one of the turkeys in Old Macdonald’s private equity farm, and found some foolish 
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investors who believe such farms can produce golden eggs.  Yet lenders rushed to finance AMD. 

Yes, from a societal viewpoint, Intel desperately requires competition.  But that is for venture 

capitalists and regulators to work out- not for creditors.    

From the sheer dominance of Intel, an uninformed observer might think that Intel came into the 

business far before AMD did, and AMD was a brave new challenger trying to upset the dominant 

player.  The truth however was that Intel and AMD came into existence a year apart in the late 

1960s.  After its products failed in the 1970s, AMD concentrated on producing Intel compatible 

microprocessors and flash memory.  In 1982, AMD signed a contract with Intel per which AMD 

became a licensed producer of early processors for PCs.  Intel cancelled the contract in 1986 and 

the two companies were lost in a protracted legal battle.  However, AMD lost the plot the 

moment it started seeing itself as a follower of Intel and focused exclusively on reengineering 

each generation of microprocessor.  Intel hastened the process of product improvement by the 

mid 1990s and AMD was finding it increasingly hard to reverse engineer.    In the meanwhile, 

Intel became the de facto industry standard, AMD’s efforts at coming up with microprocessors 

notwithstanding.

Probably from the mid 1980s to the mid 1990s, creditors might have thought that the cash flows 

from reverse engineering Intel’s products would provide adequate cash for debt servicing. 

Around 1996, the credit story at AMD ended.  After that it was a directionless company, lurching 

into businesses that should have been funded by venture capital.  AMD’s debt amounted to less 

than half a billion in 1996.  At the end of 2008, the company’s debt amounted to $ 5.1 billion- so 

AMD was having a free ride trying venturesome stuff at the cost of creditors.  There just ceased 

to be a credit story- the four top customers amounted to 40% of net revenue in 2008.  At the 

end of 2008, the company executed its own version of “asset light” strategy by offloading its 

fabs into a separate company called Global Foundries.  The company had no choice but to do 
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this- its leveraged balance sheet could not support further debt and there was no equity 

available for the continued capital expenditure.

Intel meanwhile went from strength to strength on the back of its intense paranoia of 

competitors- a creditor’s ideal borrower.  The company has practically no debt on its balance 

sheet.  It can offer discounts to AMD’s customers whenever regulators are not fully alert.  So, 

AMD was a small boat in rough seas, with absolutely to control over its destiny.    For the 5 year 

period from 2003 to 2008, the company had a negative return on capital employed, and from 

2006, the company required more debt to make its interest payments.  Certainly not a company 

suitable for debt financing- but many lenders obviously beg to disagree.  

Fabless Chip Makers- Unless there is continuous Licensing Revenue, they can get into Trouble

Historically, semiconductor companies designed the chips, built the specialized tools required to 

manufacture them and finally manufactured the chips.  Increasingly, the differing economics of 

the design and the manufacturing bits of the industry is causing some in the industry to focus 

only on the design aspect.  That is, they have evolved into so called fabless companies.  These 

companies live or die on the strength of their intellectual property and the quanta of licensing 

income they generate.  The problem, from the creditor standpoint, is that until they have a 

successful patent followed by a licensing agreement, one cant estimate the company’s future 

profitability- and once they have the licensing agreements in place out of which the licensees 

cannot get out of easily, and the licensees are credit worthy entities, the company does not 

require debt as the cash flows churned out are more than adequate for all purposes.  The only 

reason a successful design company might require cash is if the shareholders want their payout 

from the license fee in advance and hence securitize their license fees, or if the company wants 
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to do a foolish acquisition.  There might be some role for creditors if license fees are securitized. 

Else, creditors have no role in the fabless game.   

Qualcomm is the best example of this business model.  Founded in 1985, the company holds 

several patents in the area of CDMA technology for mobile telephony.  The company gets more 

than 35% of its revenues from licensing and royalty fees.  Even the equipment sales are linked to 

its CDMA technology.  The company has no debt.  The only issue of concern to potential 

creditors is that the two largest customers accounted for 30% of consolidated revenue.

GM’s Operating Leverage during the Great Depression

GM had a sordid end in the bankruptcy court in 2009, thanks to a series of missteps by the 

management of the company over the last three decades.  Yet, this was a company that had 

survived the Great Depression.  Despite the considerable operating leverage in the industry on 

account of the capital expenditure required, the company made profits during every year of the 

Great Depression, even when volume of sales collapsed.   In 1929, General Motors had a net 

income of $248.3 million on net sales of almost $1.5 billion.  This income was secured through 

sale of almost 1.9 million units of vehicles in the US and Canada.  In 1932, the company’s sales 

volume plunged 72% compared to its 1929 sales.  General Motors still managed to eke out a 

profit that year (albeit a negligible one) on net sales of $808 million.   What a fall it has been- 

from profit at any volume of sales in 1932 to losses irrespective of high volume of sales seven 

decades later.  The bankruptcy court has reduced the company’s operating leverage.  Prior to 

bankruptcy, the company needed to sell at least 16 million vehicles to breakeven.  Thanks to 

wiping out some fixed costs in bankruptcy, the breakeven number of vehicles has sharply fallen 

to 10 million - thus drastically improving the company’s future prospects if it manages to 

produce quality vehicles. 
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The Price Volume Dynamics and Operating Leverage in Process Industries

The chemical process industry is characterized by a two tier structure.  At one level, there are 

companies which make basic chemicals without the protection of patents or know how.  Such 

products are commodity like and the only way to earn a decent return on capital employed, 

over a cycle, is to be based out of a country with poor environmental regulations, reducing costs 

of environmental compliance.  Also, big accidents happen from time to time in the industry. The 

costs associated with this are part and parcel of being a participant in the industry.  These are 

much lower in countries with lax environmental laws.  Hence, considering the economics of this 

segment of the industry, it is likely to move to developing countries.  

The second tier of the chemical industry is knowledge based and involves the creation of 

specialty chemicals.    These products enjoy higher margins and are less price sensitive.  Such 

firms need to spend tidy sums on R&D to continue to produce superior materials.   Obviously, all 

firms aspire to belong to the second segment- but few are likely to succeed.  For instance, 

Riyadh headquartered Saudi Basic Industries Corporation (SABIC) aspires to be at the frontiers of 

specialty chemicals.  One is justified in entertaining grave doubts on the likely fructification of 

such ambitions- research and development is likely to germinate flowers only when it originates 

in domains where the mind is without fear and the head held high and where societal mores 

have at least a veneer of scientific temper.   True, the company has its research and 

development centers across the globe- but the strengths and weaknesses of the headquarters 

are likely to permeate through the organization.   SABIC, to optimize its RoCE, should focus on 

basic and intermediate chemicals and let specialty chemicals be developed elsewhere. 

Alternately, it could follow its own model of buying out chemical businesses from others as it 

bought out the plastics business of General Electric, provided it does not overpay for the 

acquisitions and does not take on too many contingent liabilities.  Paradoxically, in this case the 
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RoCE might be more stable than organic growth as the company does not have to take on 

development risk involved in research and development projects. 

Whether it is in the basic chemicals or the specialty chemicals segment, the price volume 

relationship has a critical impact on ROCE.  How does one operate one’s plants when demand 

falls?  Since most producers are price takers, the only way the high operating leverage of the 

business can be surmounted is through tinkering with volumes produced at various plants.  The 

operator of 5 plants can operate at 60% capacity by shutting down two plants.  The operator of 

a single plant has to operate his single plant at 60% capacity.  The former operator usually ends 

up with lower costs.  Hence, the bigger players tend to have an advantage over smaller players 

in cost dynamics.     

The impact of operating leverage can be highlighted from the financials of one of the industry’s 

leader Dow Chemicals.   The company, incorporated in 1947, makes higher margin specialty 

chemicals and advanced materials.   It also makes basic plastics and chemicals, businesses which 

are more cyclical in nature.   In 2008, during the first half of the year, margins were clipped on 

account of high energy and feedstock prices.  In the second half, the cost pressures abated but 

the demand fall affected the top line and the bottom line.   The gross margin in 2006 was $7.6 

billion, but it dropped to $5.5 billion in 2008.  This caused the interest coverage of EBIT to 

plunge from 9 times in 2006 to 3 times in 2008- such is the debilitating impact of operating 

leverage.  If the economies do not recover in 2010, its acquisition of chemical major Rohm and 

Haas will make matters worse, particularly since Rohm and Haas is a big player in the cyclical 

electronics market. 

The impact of operating leverage gets felt through the fall in value of assets.  Akzo Nobel, the 

world’s largest paints and coatings company took over UK’s Imperial Chemical Industries (ICI) in 
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early 2008.  The sensitivity between price and volume of sales and profitability caused the 

company to take a €1.275 billion impairment loss at the end of that year (its purchase price of 

ICI was £ 8 billion).  On account of the impairment, the company made an operating loss that 

year.   More worrying for the creditors is the company’s dividend policy- it plans to dish out 

annually at least 45% of its net income before incidentals and fair value adjustments of the ICI 

acquisition.  In short, the risks from the overpaid ICI acquisition had been passed on to the 

creditors.

Another driver of credit quality is the extent to which a company can pass increased costs of raw 

materials to its suppliers.  Between 2007 and 2008, German chemical giant BASF’s sales went up 

by 7.5%.  However, due to rapid rise in costs during the first half of 2008, the company’s EBIT 

actually fell by almost 12%.  The higher the percentage of specialty chemicals in the product mix 

of a company, the greater the extent to which cost increases can be passed on to the end user.   

Despite Commodity nature of Business, Potash of Saskatchewan has a Credit Story

The world’s largest fertilizer company, Potash of Saskatchewan (Potash Inc, hereafter) of 

Canada, was founded in 1975 by the province of Saskatchewan to take advantage of the potash 

mines in the province.   The company was privatized in 1989 and by 1993, the government of 

Saskatchewan was completely out of the company.  80% of the world’s potash resources are 

concentrated in three countries- Canada, Russia and Belarus.  There are three different types of 

fertilizers- potash, phosphatic and nitrogenous which bring different nutrients to the soil. 

Potash Inc operates in all three fertilizer segments, though it enjoys the highest margins in the 

potash segment on account of the company’s access to potash and on account of the barrier to 

entry in setting up a potash mine in terms of cost and time required.  Otherwise, the fertilizer 

industry is broadly a commodity business where the lowest cost producer wins out.  The 
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business volumes can go up and down depending on global climatic conditions (for instance, 

during a drought, demand for fertilizers goes down).

The increase in global population and decrease in arable land imply productivity of existing lands 

must be drastically improved to be able to feed human beings.  Also, increasing global 

prosperity is driving up demand for meat, which in turn requires more grain as feed for animals. 

Though the demand for bio-diesel is likely to die a natural death, it too, from time to time can 

drive up demand for fuel producing crops and hence drive-up the demand for fertilizers. 

Genetically modified crops are the other productivity enhancing tool available to farmers.  

Potash Inc has access to potash mines which are likely to last a long time.  In some cases, the 

company has long term leases for mining potash.  With these rights Potash Inc will be a low cost 

producer, which can handle industry ups and downs.  And in the foreseeable future, there are 

likely to be more ups than downs.   The only concern is that the company might leverage itself 

through frequent share buybacks.  The company bought back more than 7% of its shares in 

2008.  

Linde:  Adjustments needed in Company’s RoCE Calculation post Acquisitions

Munich based Linde AG is a leading German industrial gas and engineering company.   Post its 

acquisition of UK based gas producer BOC in 2006, the company became the largest producer of 

industrial gas.  The company does have a penchant for acquisitions, having purchased industrial 

gas companies in many countries and this tendency must be kept in mind by any creditor.  In 

2009, the company bought Saudi Arabian Industrial Gas Company (SIGAS).   Acquisitions had 

caused the company to carry € 6.9 billion of goodwill on its balance sheet.   From a creditor 

viewpoint, the scale and valuation of acquisitions should not make much difference to the RoCE 

and there should not be any redefinition of RoCE.  Any acquisitions which involve definition 
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changes by the company management to the RoCE calculation, on account of high price paid for 

an acquisition, should not be condoned by a creditor. 

In its 2008 Annual Report, the company defined return and capital in the ROCE calculation as 

follows:

Return = EBIT + Amortization of fair value adjustments identified in the course of 

purchase

 price allocation +/- non recurring items

Capital Employed= Equity + Debt + Liabilities from financial services + net pension 

obligations- cash and equivalents – receivables from financial services

We have issue with the inclusion of the two items other than EBIT in the return calculation. 

Firstly, non recurring items should not be included in the return calculation.  If they recur in 

every earnings and business cycle, and say an earnings cycle lasts 4 years, one-fourth of the non 

recurring item can be included.  If the non recurring item occurs due to asset sales, the 

adjustments should be made to the capital employed.  Post a sale, lower amount of capital will 

be employed in business if the gains from the sale are used to pay dividends and retire debt so 

that the current capital structure is preserved.  If the non recurring item is a loss on account of 

fiddling with derivatives in a mindless fashion, the creditor should include it in his calculation so 

that he knows the impact of management folly.  Assessment must be made to determine if the 

management has learnt its lessons well or whether it would embark on fresh misadventures.

It is the item “Amortization of fair value adjustments identified in the course of purchase price 

allocation” that we really have a quarrel with.  In its 2008 annual report, the Linde management 

gave the following winded explanation for the item-
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“ When we acquired the BOC group we redefined ROCE (Our take- it is always suspicious when 

management redefines performance metrics) and applied the new definition to 2006 financial  

year.  The revised definition takes account of the various effects of the acquisition on the RoCE  

performance indicator. On the other hand, earnings are adversely affected by the amortization  

of fair value adjustments identified in the course of the purchase price allocation.  This reduces  

the return on capital, although the operating performance of the company has not changed as a  

result of the identification of fair value adjustments and their amortization”   

In simple English, what the management is saying is as follows- we overpaid for a large 

acquisition.  This acquisition bloated our capital base.  RoCE would have collapsed if we did not 

indulge in some redefinition pursuit.

Our other quarrel is with the definition of capital employed.  We have no comments on the 

items connected with the finance business.  We do have issues with subtracting cash from the 

denominator.  A certain amount of cash is definitely needed in a business to budget for delays in 

conversion of current assets to cash and for delinquencies on receivables.  Cash is also needed 

for handling potential business disruptions.  How much cash is required varies from business to 

business.  This required cash has to be deployed in lower yielding assets, which brings down 

RoCE, but it is as much a cost of doing business as having to pay the raw material supplier.  As a 

corollary to this, we would be circumspect in calculating the net debt of a company by deducting 

cash from gross debt.  The amount of cash in Linde’s balance sheet at the end of 2008 was € 

1.022 billion, no trifling sum when one considered the fact that the shareholders’ equity was € 

7.12 billion.  How much of the cash is required for the business and how much is extra, we are 

not qualified to comment.  But a creditor about to take an exposure would do well to find out. 
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Linde’s industrial gas business has some interesting characteristics.  Some of the business is 

protected by long term contracts such as the contract the company has with Coca Cola to supply 

carbon dioxide to add fizz to the sugary dark brew.  The supply of medical gases to health care 

companies is also fairly immune to economic slowdown.  However businesses such as supply of 

gases to construction sites as well as the company’s other business of building process plants for 

clients are more vulnerable to economic growth.    So, Linde has a combination of cyclical and 

defensive businesses.  In the cyclical business, optimizing price volume relationship is critical.  

Linde’s Paris headquartered competitor, Air Liquide, tries to optimize the price volume 

relationship within its contract structure with customers.  The company has long term contracts 

wherein 60% to 70% of the contract price is fixed and thus protected from slowdowns and the 

remaining part exposed to business conditions.  Air Liquide is supplier to really cyclical 

businesses such as specialty gases to manufacturers of semi conductor chips.    

Retail Business- low Margin does not matter- RoCE does

In the retail business, everyone fancies himself to be the next Wal-Mart.  But few retailers have 

it in them to be so.  The credit analyst analyzing a retailer has to assess how many of Wal-Mart’s 

numerous virtues the retailer in question has.  Does it have the heft to negotiate with suppliers 

that Wal-Mart has?  Does it have deep supply chains cutting across the world?     Does it have a 

current ratio less than 1 to ensure short term debt finance is not required for meeting working 

capital requirements (Wal-Mart has had a current ratio around 0.9 every year during the 

previous five years). Does it have benign employment contracts with associates that Wal-Mart 

has and which drive costs down to the bone?  But even Wal-Mart has not succeeded 

everywhere in the world.    In 2006, it got out of Germany after selling its 85 stores to top 

German retailer Metro AG.  In the same year, the company got out of South Korea after taking a 
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$ 1 billion hit.   Its business in Japan is struggling.  The retail business is closely linked to the local 

cultural norms and one should be wary of retailers planning fast expansions in new territories 

(even within the same country but in a different region).  

At the end of the day, it does not matter how razor thin a retailer’s margins are as long as it has 

a huge volume of sales.  The credit analyst needs to assess how vulnerable the volume of sales is 

to changing economic conditions.  Falling volumes can tip a retailer to losses and the higher the 

fixed costs the more vulnerable the retailer is.   All this is reflected in a retailer’s return on 

capital employed over a business cycle.  

A retailer offering essential goods at low prices is less vulnerable to deteriorating economic 

conditions.   For instance, as Japanese households are experiencing financial stress, low cost 

casual clothing maker Uniqlo has demonstrated increased volume of sales.   Uniqlo started in 

1984 as Unique Clothing Warehouse.  Even in brand conscious Japan, as times get tough, buying 

clothes without brands does not seem too unfashionable.   The success of clothing retailer Muji, 

short for Mujirushi Ryohiu, which in Japanese means “no brand quality goods”, is a pointer to 

things to come.   In the US, as households retreat from consumption, one of the very few 

retailers of women’s clothes that had higher sales in 2009 was Dress Barn Inc., - a company that 

specializes in providing reasonably priced clothes, particularly for outsized women.

The more profitable the retailer is, the less his suppliers would fear extending credit to him. 

When that happens, a retailer can work on a negative working capital cycle without the 

requirement of external capital for supporting working capital requirements.  At the lower end 

of the retail chain, brand does not matter as much as the offer of low prices.  And low price is 

the only driver that can really sustain volumes.   Higher volumes mean faster inventory turnover 

and higher return on capital employed.   Long term capital is required only for purchasing 
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property for opening stores.   A retailer who leases all his property does not need much external 

capital if he is operating on a negative working capital cycle.  Property assets are important for a 

retailer from the credit standpoint as we discuss later.

RFID technology is beginning to revolutionize the retail industry through drastic improvement in 

the supply chain.  Considerable productivity improvement can be had by restocking inventory 

efficiently and by removing items past their due date from the shelves.   The retail business 

being a very competitive one, it is unlikely that the gains from the productivity increase will flow 

to creditors and shareholders but it will all be captured by consumers.  But retailers cannot 

avoid the capital investments required for RFID- else competitors will make those investments, 

pass on the achieved gains to the consumer and go for higher market share and improvement in 

return on capital employed.     

Retailers in high technology areas can secure an added source of revenue- providing customer 

services to clients for installing equipment and maintaining the equipment.  For example, US 

electronic retailer Best Buy gets around 5% of its revenues from services.  Done properly, 

besides providing an additional revenue stream, it also can increase customer satisfaction and 

create a unique relationship with the customer which facilitates future sales.

Leases and Capital employed in the Retail Industry

Leasing of store space can form an important part of a retailer’s business model.  Leasing of 

stores has advantages and disadvantages over outright ownership.   One does not have to take 

on debt to buy new stores.  And if the leases are operating leases, one can cancel those leases 

without too much fuss.  So, how does one estimate the capital employed in a retail company 

with a mixture of operating leases and finance leases?  Everything else in the capital employed 

calculation remains same.  The debt that needs to be considered is the sum of debt outstanding 
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and the net present value of cash outgo on operating leases and finance leases carried at book 

value.  In the case of both finance and operating leases, capital component of lease payment is 

added to depreciation expenses.   All other expenses connected with the lease except the 

interest component must be added to operating expense.  The disadvantage of operating leases 

is once their tenure is complete, lease rentals would have to be reset, perhaps at a higher rate.

Leases can really dominate a retailer’s capital employed.  For instance, in 2006, of the €9.5 

billion of debt capital employed by German retailer Metro AG in the business, operating leases 

at € 4.3 billion were higher than the net debt of €3.1 billion.  Finance leases accounted for 

another €2.1 billion.      

Retail as a Real Estate play: How is the Creditor Protected?

Real estate assets can be a tremendous source of comfort to a retailer’s creditors.  A retailer 

owning premises at important locations not only can be a source of good business, the real 

estate can promise good recovery in case the loan turns bad.  Obviously retailers leasing their 

premises might afford flexibility in business operations but they do not help in recoveries post a 

default.  In other words, retailers with leases and not owned property need to have higher 

amount of equity on their balance sheets to act as a cushion for creditors.

German retailer Arcandor, the owner of Germany’s department stores Karstadt, exemplified 

how a retailer can get into trouble with real estate based financial engineering.   The Essen 

based retailer changed its name from Karstadt Quelle to Arcandor in 2007.   In 2006, the 

company raised € 4.5 billion by spinning off the company’s property portfolio.  It was stuck with 

department stores with high rents which put at peril the company’s operating margins.  The 

company continued to own 49% of the property portfolio.  The retailer used the money to pay 

off its consolidated debt of € 3 billion (including the debt of its 50% owned subsidiary, tourism 
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major Thomas Cook).   The high lease rentals were unsustainable for a company operating on 

razor thin margins- it filed for bankruptcy in 2009.     The company obviously did not learn from 

its near death experience in 2004 when it resorted to this bit of financial engineering.

The importance of the property portfolio to a creditor should not be underestimated.  Almost all 

the value supporting creditors at UK’s third biggest retailer Sainsbury comes from its £7.5 billion 

property portfolio.  The retailer had been reduced to a marginal position by UK’s number one 

retailer Tesco.   Tesco itself did a sale and lease back involving £ 458 million of the company’s 

assets.  By early 2009, French retailer Carrefour had a property portfolio valued at around € 20 

billion.

UK retailer Marks & Spencer (M&S) resorted to a truly bizarre financial engineering exercise 

with its property assets in 2007, which reduced potential creditor recovery in the event of 

default.   The 125 year old retailer, a decade earlier, had sported a AAA credit rating.  By 2009, 

the rating had come down to BBB.  But the company’s getting around fully funding its pension 

obligations was a clear pointer to the fact that the management was now focused on financial 

engineering and less dedicated to operational excellence.  Pension obligations must be fully 

funded except for short periods when there are severe market dislocations.  Only then can a 

credit analyst evaluate the yearly cost of doing business and correctly estimate the return on 

capital employed.

At the end of September 2006, M&S had a deficit of £1.03 billion on its UK defined benefit 

pension scheme.  In January 2007, M&S agreed to contribute £500 million of value into the 

pension scheme through an interest in a property backed partnership.  The remainder of the 

deficit was expected to be met by the fervent hope that investment returns will suddenly zoom 

up.   To meet the £500 million contribution, M&S established a partnership with the pension 
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scheme which would hold M&S properties with a then market value of £1.1 billion.  Those 

properties were leased back to M&S and a fixed annual distribution of around £50 million was to 

be paid to the pension scheme out of the partnership profits for a 15 year period.  This 

translated to an effective financing rate of 5.4% for M&S.  The pension deficit was to be reduced 

by £500 million.  M&S retained control over the properties and had the right to substitute 

alternative properties.  Effectively, this moved potential recoveries from the creditors to the 

pension fund investors.

Similar real estate play was witnessed at US discount retailer Kmart which went bust in 2002.  A 

distressed debt investor bought the company’s distressed debt and used them to take over the 

company.  The investor sold off much of the firm’s valuable property assets and merged the 

company with Sears, a retailer he already owned.  In 2004, 65 Kmart stores and acreage were 

sold to Home Depot and Sears for $946 million.  In 2007, Sears sold its Canadian headquarters in 

Toronto for $81 million and leased back the space.  

High US Household Debt- It makes sense for Retailers to liquidate than file for Chapter 11

After the debt fuelled consumption boom in the US ended in 2007, many retailers filed for 

bankruptcy.  The names included electronic retailer Circuit City, retailer of home textiles line 

Linen ‘n Things, jewelry retailer Whitehall Jewelers, high end electronics retailer Sharper Image 

and department store Mervyn’s.   Household debt to GDP ratio hit unviable levels in 2007. 

Consumption had only one way to go in the next few years as households restructured their 

balance sheets by focusing on savings- downwards.  So, businesses which were barely viable 

when credit was abundant had no chance of survival when the tide had turned.   Hence, after 

filling for bankruptcy, most of these retailers went straight to liquidation.  There was no chance, 

merely by restructuring of debt to make a company viable when the credit story collapsed with 



Stories in Credit Analysis                                                                                                Return on Capital Employed

falling footfalls.  In a razor thin margin environment, a small fall in volume is all that is required 

for a company to move from viability to non viability.  Wizards of the private equity world 

thought they could do magic on unviable retailers and morph hardened toads into soft 

princesses.  The acquisition in 2006 of Linen ‘n Things for $1.3 billion was a classic case of such a 

failed pursuit.   Plying debt onto a retail firm, other than for gradual capital expenditure, never 

makes sense, because retailers are players in a highly cyclical business and require financial 

flexibility to handle economic slowdowns. 

Also, as households de-leverage, they might be inclined to consume cheaper consumer goods 

such as private label goods of retailers like American retailers Wal-Mart and Kroger.  This will 

impact the future financial strength of makers of premium consumer products such as P&G, 

Kimberley-Clark and Unilever.  With even moderately up market retailers such as Target 

adjusting their business models to be relevant to customers who are cutting their household 

budgets, the threats to the makers of consumer goods is very real.  Also, as households de-

leverage, corporate consumption also falls, impacting the financials of office-supply retailers 

such as Staples and Office Depot.  The only retailers whose credit story would be intact in such a 

de-leveraging environment are retailers of cheap goods such as Dollar General.  

Same Store Sales – How useful is it to estimate RoCE?

A popular metric used to evaluate performance in the retail industry is same store sales.  It is a 

measure of performance of existing stores for a particular period, say a particular quarter 

compared to sales in the same quarter of the previous year.   This metric is considered only for 

stores that have been open for a certain amount of time, say 12 months so as to ignore stores 

which have not stabilized.  Same store sales might have its uses to a number of stake holders, 

but they are of no use to the creditor.  It matters to the creditor how those sales were obtained- 
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was it by cutting already fragile margins to even more pitiable levels?  Or was it obtained 

through innovative schemes to promote rapid inventory turnover?  Any sales discounts, unless 

accompanied by jump in volumes of goods sold, to compensate for the lost margin is not a 

positive for the credit quality of a retailer - no matter what the same store sales might be.

To a creditor, the return on capital metric reveals all that he needs to know.  The returns 

incorporate a number of things such as- efficiency of working capital (a low current ratio would 

lower the amount of capital that has to be employed), how much capital is employed in the 

stores (stores in city centers would obviously guzzle more capital than those at the edge of a 

city), operating margins, velocity of product movement from the shelves and opening of new 

stores in a slow and prudent manner (if stores are opened too rapidly, the RoCE would fall 

sharply).   Writedown of inventory as well as write-off of receivables are also captured through 

the metric.  

The Winn-Dixie Bankruptcy and Lessons in sharply downward Spiral in the Retail Business 

Return on capital employed is very fragile in the retail industry and it is essential that a retailer’s 

vendors have confidence in the company’s credit strength.  The day they have doubts on the 

creditworthiness of a retailer, they would start reducing the amount of credit provided.  The 

interest free credit provided by the vendor has to be replaced by costly short term debt.  The 

debt would be costly because unlike vendors who exercise forbearance in their dealings with a 

retailer under stress, as they need to push their own sales, creditors do not have any other 

agenda than to have their debt serviced on time.  So, the moment a retailer starts experiencing 

financial strain, he rapidly gets into a downward spiral from which it is practically impossible to 

get out of.  If the trouble at the retailer is on account of non performance of some stores, 

creditors need to see rapid shut down of those stores before the cancer of those stores starts 
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wreaking havoc on the company’s balance sheet and spreading fear in the minds of the vendors. 

Timely store closures ensure that those under performing stores stop guzzling cash on account 

of lease payments and other fixed commitments.

Fixed costs for operating a store are high.  These include store lease payments and employee 

wages.  A certain level of sales is required to ensure that fixed costs are covered.  When sales fall 

below that minimum threshold, the downward spiral starts, which if not nipped in the bud, can 

drive a retailer rapidly into bankruptcy via the vendors cutting off credit lines.  The bankruptcy 

of Jacksonville, Florida based retailer Winn Dixie in 2005 was an objective lesson in this.   The 

retailer traces its origins to 1925.   Winn-Dixie, at the time of bankruptcy, was operating stores 

in several states of the south-eastern part of the US outside its core Florida market.   The 

company’s woes started when it started loosing market share to Wal-Mart.    While Wal-Mart 

was sourcing more and more goods from China so as to deliver low cost products to customers, 

Win Dixie started manufacturing its own products.  Setting up such facilities consumed capital. 

As sales dropped, the company got into a death spiral.  In the fourth quarter of 2003, its losses 

were around $80 million.  In the fourth quarter of the following year, the losses jumped to $400 

million.  Quarterly sales were 5% below the levels of the previous year.  Once losses started 

mounting, vendors reduced their credit, forcing the company into bankruptcy.  Its largest vendor 

Kraft Foods Inc was owed $15 million at the time of bankruptcy.   The company exited from 

bankruptcy in November 2006, with a $800 million debtor-in possession financing from 

Wachovia Bank.

When should a creditor have spotted trouble?    Creditors had at least 5 years of warning when 

the return on capital employed drastically fell in response to lower sales (on account of Wal-

Mart gaining market share with its low prices) as well as inefficient deployment of capital (for 

setting up own manufacturing facilities).    
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Did Mexico’s Soriana do the right thing by acquiring Gigante? 

Soriana is Mexico’s second biggest retailer after Walmex, Wal-Mart’s Mexican arm.  The 

Monterrey based retailer has had fairly steady albeit unspectacular return on capital employed. 

Until the end of 2007, the company did not have any long term debt.   The company runs stores 

under four formats- Soriana, Soriana Mercado (super low cost), Soriana Super and City Club. 

Towards the end of 2007, close to the peak of stock market valuation, the company acquired 

197 self service stores of Grupo Gigante for 9.8 billion pesos.

For most companies, particularly in the retail space, an overpriced acquisition, just prior to a 

steep fall in demand would have been the end.  But not for Soriana.  Firstly, the company, 

before its acquisition, was underleveraged.  Post the acquisition, funded mostly by debt which 

caused it to have 8.7 billion pesos of long term debt, the company is probably slightly 

overleveraged, considering it has also 5.3 billion pesos of short term bank debt.  At the end of 

2008, the company had 29 billion pesos of shareholder equity.  

The key to Soriana’s success has been the company’s dexterity in quickly adjusting costs to 

revenues.  The moment a retailer is slow in doing that, losses mount requiring increased debt 

funding and the death spiral starts.  As long as a retailer is not in the death spiral, it benefits 

from the negative working capital requirements of the industry.   Despite the global recession 

affecting Mexico in a big way in 2009, Soriana reported higher earnings in 2009 than in 2008.  In 

the second quarter of 2009, the retailer had 883 million pesos of profits, despite a 3.5% drop in 

sales.  In the third quarter, the profits almost doubled compared to the same period in the 

previous year despite sales slumping by 8%.

So, despite possibly overpaying for the Gigante acquisition, the company is poised to do well. 

And the acquisition will provide the company the heft it requires for its negotiations with 
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suppliers.  That would help it compete better with Wal-Mart.  Before the acquisition of Gigante, 

the company, in 2000, had acquired three hypermarkets from French retailer Carrefour.  The 

French retailer got out of Mexico in 2005 after a decade long presence during which it did not 

have any appreciable success. 

Tesco provides Vendor Financing with Supplier Funds     

We normally disapprove of vendor financing in any form, if such a financing can be obtained 

from banks or other financing agencies.   UK’s number one retailer Tesco started providing 

financing to its customers in the financial year ended March 31st 2009.  Since the items that 

Tesco sells are of a fairly basic nature, which are not of very high value, we wonder about the 

credit quality of the borrowers who need external financing for low to medium value goods.  In 

the first year of such loans to customers, the company provided £ 3.4billion of financing, of 

which £ 1.9 billion was due within a year.  It is too early to comment on the credit quality of the 

loans as the portfolio is not fully seasoned.  Despite our skepticism of such financings, the Tesco 

financing model has some bright spots.  At the end of the financial year ending March 2009, the 

company had payables of £8.5 billion, while its receivables and inventory were respectively £ 1.8 

billion and £2.7 billion.  That leaves a healthy gap of £4 billion.  The company has in effect used 

supplier funds for providing the financing.  If that translates into increased sales turnover (and 

correspondingly high return on capital employed), it is super news for the creditors and 

shareholders.  But that assumes that the write-offs on bad loans would not be large enough to 

offset the higher profits from the incremental sales.  And that is a big IF.       
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Return on Capital in the Entertainment and Discretionary Businesses

RoCE in Theme Parks, Multiplexes, Travel Industry and Casinos 

Good casinos generate superb returns whenever the economy performs well.  This tempts the 

companies to undertake investments which guzzle a huge amount of capital.  It removes 

management focus from projects currently generating revenue to executing new projects.  Of 

course, new projects, besides increasing execution risk also bring in additional capacity.  And 

because competitors also bring in new capacity at the same time, many companies get into 

financial trouble the moment a downturn arrives.    Trump Resorts of Donald Trump filed for 

bankruptcy thrice after overextending itself in its capital expenditure plans.  Casinos might be 

one of the few industries where creditors might be better off if the companies make big 

dividend payments to shareholders during the good times rather than lever up the retained 

earnings for capital expenditure plans.  So, though the underlying business risk of a well 

functioning casino might be acceptable from return on capital employed perspective, 

management’s tendency to overreach can increase the financial risk of the company and get it 

into trouble.   To make matters worse, private equity shops have been involved in levering 

companies like US casino companies Harrah’s Entertainment and MGM Mirage.

CMBS: Separating Business Risk from Financial Risk in a Covenant-lite Lending Environment  

One of the most profound statements in Warren Buffett’s annual reports to shareholders (there 

are just too many too count) is the following when talking about the nature of investments in 

various businesses: Our lack of strong convictions about these businesses, however, means that  

we must structure our investments in them differently from what we do when we invest in a  

business appearing to have splendid economic characteristics.     He was referring to whether he 

would invest in common stock, preferred share with conversion features or some other 
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structure in different industries.  An extension of this argument is the way you structure an 

investment in a company.  You might believe in the business prospects of the company but are 

worried that management would mess up the whole show (particularly if the new management 

is a leveraged player such as a private equity shop).  In such cases, one has to structure one’s 

credit investments so as to separate the business risk from the financial risk of the company. 

One way in which lenders to casinos can protect themselves from management overreach and 

from management excessively levering up the company is having strong covenants.  That would 

prevent the assumption of excessive financial risk.  A way to separate business risk from 

financial risk of a casino is to participate as an investor in commercial mortgage backed 

securities (CMBS) linked to the casino.  The casino company, if not prevented by covenants in 

other loans, can sell and leaseback viable casino properties to a special purpose vehicle, which 

issues CMBS.  The company can have a residual interest in the SPV after paying off the CMBS. 

The advantage to the lender in using this structure is that the SPV is remote from the 

bankruptcy of the casino company.  As long as the business is doing well, there is no risk to the 

lender.  If the business does well and the company does not take on too much financial risk, the 

company obviously should have no problem paying its lease rentals.  On the other hand, if the 

business does well but the company gets into financial trouble through excessive leverage, the 

CMBS investors are protected.  As the casino company goes through a bankruptcy process, the 

direct lenders to the casino company have to take haircuts.  The CMBS would not be a part of 

such bankruptcy proceedings and should continue to get its lease rental, even if there is a minor 

disruption.  Of course, the properties backing the CMBS must be ones which generate returns- 

not construction projects or undeveloped land. 

Harrah’s Entertainment is one of the largest casino operators in the world, operating through 

brand names such as Harrah’s, Caesar’s and Horseshoe.  Harrah’s can trace its origin to 1937.  In 
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early 2008, the company was acquired by some private equity shops and it involved Harrah’s 

assuming $12.4 billion of debt, which doubled the company’s outstanding debt.  Harrah’s had a 

CCC+ credit rating from S&P in the middle of 2009.  The company had a $23 billion dollar debt at 

the end of 2008 and total assets of $30 billion.  If one expected writedown of the almost $10 

billion of goodwill and intangible assets that the company was carrying on its books at the end 

of 2008,  the creditors, particularly the unsecured ones can’t expect much in the event of 

bankruptcy.  The only creditors who are not affected much are CMBS investors who hold $ 6.5 

billion of the company’s debt.

Bad Debts from Financing extended to Gamblers:  Things can only get worse

The casino industry has been offering credit to its customers to encourage them to participate in 

table games.  This is referred to as marker play.  A sizeable chunk of the receivables that 

emanate from this can end up as bad debt.  At casino and resort operator MGM Mirage, in 2008, 

38% of the casino accounts receivables ended up as doubtful debt.  The ratio was pretty high in 

2006 and 2007 also- 35% and 29% respectively.    Harrah’s carried $ 201 million in its bad debt 

reserve at the end of 2008.   Because of the capital expenditure involved in creating or buying a 

casino, it does make sense to get the usage of the facilities to be as high as possible.  Also, since 

the business is seasonal, during off-season periods it might pay off to increase the capacity 

utilization through enticements.  The key is to evaluate whether the increased revenue from 

increased customer activity offsets the increased bad debt and whether such financing extended 

improves a casino’s RoCE.

The credit story of the Las Vegas gambling industry is going to change drastically.  Newer centers 

such as Macau, the only part of Chinese territory were gambling is legal, might reduce the flow 

of overseas gamblers.  And as household debt in the US hit unmanageable levels, the debt 
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loaded casinos of Las Vegas are going to have a sordid time.  And bad debts from marker play 

will go up.

Why did Theme Park Player Six Flags go down under?

The biggest worry for a creditor in the theme park space is the risk of a company overpaying for 

acquisitions.  It gets worse when an acquisition gets funded with debt.  The reason for the 

acquisition binge is not clear- there does not seem to be scale advantages unless the company 

has some very strong character franchises such as what Walt Disney has.  

Walt Disney’s creative properties can be monetized through a number of avenues- media 

networks, parks and resorts and studio entertainment through creation of new characters, 

merchandising products linked to the character and even PC and mobile phone games linked to 

the character.  Even then, Disney’s return on shareholder funds was only 14% in 2008 despite 

employing a capital structure in which the debt was 46% of equity.   It is very hard for a creditor 

to analyze Walt Disney because of its numerous businesses, some of which are generating 

healthy returns on capital employed and others are not.  It is also not for a creditor to bet that 

Disney’s creative machine, Pixar, the master of animated movies would continue to produce 

blockbusters.  Creditors need to see visibility of earnings- so creditors can actually fund the $4 

billion acquisition of Marvel Entertainment in 2009, provided the earnings streams from Marvel 

are properly ring fenced and Disney brings in an adequate amount of equity to the transaction 

to cover the creditors against shortfall in revenues as well as the risk of Disney overpaying for 

the acquisition.   Marvel brought in characters like Ironman and Spiderman to Disney’s stable. 

It is for this reason that one cannot take a long term credit view on hugely successful companies 

such as leading games console and video games designer Nintendo.  Nintendo does not have 

any debt on its balance sheet.  But the moment its creative juices sag, the business would 
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sharply swing downward.  At that time, there would be no credit story.  So, in the creative 

business, in good times, the companies do not need credit.  And in bad times there is no credit 

story.  And because the story is linked to the creative juices of the company, one can’t forecast 

when the good times would turn bad.   

Lending to such businesses can be only by securitizing the revenue producing capability of 

existing assets.  For example one can lend against assets such as the illustrious movie library of 

MGM Studio.  The value of those assets provides an estimate of LGD if a default occurs and an 

analyst needs to estimate it accurately.  Those who did not do their homework got severely 

punished as sellers of CDS protection on MGM Studio found to their cost.  The company 

defaulted on a debt payment due on the 30th of September 2009.  The CDS protection sellers 

faced losses of 41.5% on the face value of the protection sold.  

Back to Six Flags, one of the largest theme park operators in the world.  The theme park 

operator was founded in 1961.  From the early 1990s to the late 1990s, the ownership of the 

company changed a few times.  During the decade it kept on acquiring more and more theme 

park properties, often, at much higher price than intrinsic value.  The balance sheet weakened 

as the return on capital employed from the acquisitions was really poor.  The operator did not 

wait to consolidate to see if the returns were adequate for the capital it was expending to buy 

the assets.  Because of this, the company went deeper and deeper into debt.  It made losses in 

2000 and 2001.  A big management change took place in 2005, but once a company has 

overpaid for acquisitions and has used a heavy debt load, it is very difficult to recover.  It had to 

cut on essential up gradation of its properties which only served to put off potential customers.

At the very least, creditors need to specify that acquisitions should not be done at more adverse 

debt equity ratios than what is currently prevalent in the capital structure.  The moment a 
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creditor sees a low RoCE acquisition, he should get out of the company as soon as feasible. 

Usually, there is time for the creditor to get out unless the firm was too leveraged even before 

the acquisition.  The gradual deterioration of finances happens as RoCE does not keep pace with 

the cost of servicing the debt.  Only when the company takes a bath through the bankruptcy 

process and writes down the carrying value of the debt does the company stand a fighting 

chance.  

Another red flag for creditors occurred in the late 1990s when the company took the industry 

leader head on.  It is possible to have a head on collision with the industry leader only when one 

has a superior product.  Though Six Flags claimed its competitive strength sprang from the fact 

that 84% of Americans were living within a distance of less than 300 miles of a Six Flags theme 

park, one has to keep in mind that 300 miles, even in a country as well connected by roads as 

the US, is not a distance one would traverse on a whim.  Additionally, visits to theme parks are 

concentrated around school holidays.  So, when a visit to the theme park was not a regular 

occurrence, users might think it more sensible to go to the park that offered a superior 

experience.  Disney won that game hands down and by the end of the 1990s, was drawing more 

than double the number of visitors as Six Flags, despite the more convenient locations of Six 

Flags’ theme parks.  

With the burden of debt, Six Flags went into a slow spiral of death.  Operational losses and debt 

kept mounting.  Shareholders equity got wiped out in 2006.  Finally, the company gave up its 

ghost in 2009.

What should creditors who were trapped in the company have done?  Once a company’s debt is 

a bigger and bigger load, it is very difficult for the company to recover.  Management attention 

is focused on creditors and not on meeting customer requirements.  This helps competitors to 
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storm ahead.  So, when creditors notice that the company is groaning under a load of debt, they 

should be proactive so that their recoveries are better.  They should quickly cut funding to the 

company and do their level best to prevent other creditors from coming in.   If the CDS on the 

company is available, they should use it to ensure that the company files for bankruptcy as soon 

as possible and shareholders are wiped out.  Prolonging the agony by keeping a zombie 

company alive hurts everyone as the inevitable inevitably happens, but then credit recoveries 

would be lower with the passage of time.           

Correct Estimate of Depreciation crucial for estimating the RoCE of Carnival Corporation

Carnival Corporation is one of the leading luxury cruise operators in the world.  The company 

operates its cruises under numerous brands so that it caters to people of different ages and 

backgrounds.  Some of the brands have been around for more than a century.  The company 

operates as a dual listed company, with Carnival Corporation incorporated in Panama, while its 

British entity, Carnival plc is incorporated in England and Wales.  The businesses of the two 

companies are combined through a number of contracts.  The company proclaims that its 

mission is to deliver exceptional vacation experiences.   

Most of the accounting for the business is relatively straight forward.  Customers are allowed to 

book for cruises in advance.  If they pay a premium while booking a ticket, they are entitled to 

cancel their ticket and allowed to get back the original fare minus some cancellation fee.  The 

customer deposits are more than adequate to finance current assets and serve to decrease the 

amount of capital that needs to be deployed in the business.    The business has certain inherent 

positive dynamics.  A chunk of the revenue comes from retired people going on cruises and their 

cruise plans are not impacted by economic downturns.  The company made a decent profit in 

2008 despite higher fuel prices.



Stories in Credit Analysis                                                                                                Return on Capital Employed

A cruise company that is doing moderately well and is moderately leveraged should not have 

cash flow problems for servicing debt.   This is on account of customer advances and also on 

account of the fact, unless it is in the expansion mode, it does not have to undertake too much 

capital expenditure except for the upkeep of the cruise liners.  But an investor in the long term 

debt of a cruise company, or the provider of vendor financing (say an export credit agency) to a 

cruise company for buying a ship needs to know the true return on the capital employed of the 

company.  And that crucially depends on the average useful life of a ship assumed.  At the end 

of 2008, 76% of Carnival’s assets were its ships.  From that, one calculates the depreciation of 

the ships, which that year amounted to 10% of its operating expenses.  Ship improvement costs 

which need to be done on a continuous basis might be better expensed in the income statement 

rather than be capitalized in the balance sheet.   Uncertainty in the depreciation calculation 

comes from the residual value (considered by the company to be 15% of the cost of a ship) 

assumed at the end of a ship’s life.  Because cruise operators make a chunk of their revenue on 

the basis of their strong brands, it does not make sense to carry the ship in the balance sheet at 

fair value- that is the value at which the company can sell it to another party.  Because of the 

brand strength involved, the value of the ships, as they sit on the company’s balance sheet, 

would be higher than the price at which they can be offloaded.   One represents the 

capitalization of future revenues, the other merely selling of a piece of equipment. 

A creditor planning to lend to a shipping company for say 5 years need not be too worried 

whether the ship depreciation calculation has been correctly done or not, unless the average 

age of the fleet is high.  He should however worry if the cruise company does acquisitions at 

substantially higher value than book value, creating goodwill which might be impaired shortly 

after the purchase.  Carnival did buy a leading luxury cruise operator- Princess in 2003.  At the 

end of 2008, the goodwill carried was around 10% of the total assets- so even if they got 
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impaired the effect would not be much.   Because the acquisition was done in more sober times 

and not in the middle of a debt financed frenzy, the acquisition price was sensible- in fact, the 

acquisition gave Carnival some pricing power.  The other risk is that the company, in pursuit of 

short term profits, might reduce the intensity of the customer experience through cutting 

corners and costs- thus reducing the premium that customers would be willing to pay in future. 

RoCE in the Sports and Sports related Companies

For a creditor, it always is a sound strategy to finance a seller of shoes and shovels to a 

prospector for gold than to finance the prospector himself.  A creditor, by that reasoning, should 

be more comfortable lending to makers of sports goods such as Nike and the Adidas Group (the 

owner of the Adidas and Reebok brands).  In the next few years, revenues might fall, inventory 

write downs increase and receivables get uncollectible as households in the rich world adjust 

their debt to more manageable levels.    However, these companies are entering the downturn 

with considerable financial strength which should enable them to tide over the tough times. 

That comfort is not available to creditors of companies such as sports clubs. 

The Manchester United Acquisition: Business Risk good, Financial Risk not so 

Manchester United is one of the top soccer clubs of the English Premier League.  A predecessor 

of the club was founded in 1878.  The club has a strong fan following in the country and was 

listed in the stock exchange in 1990.  The club generates revenues from ticket sales, 

merchandise sale, TV rights and apparel and other merchandising.  Manchester United even had 

a tie up with telecom company Vodafone as the T-shirt sponsor.  

Of the revenue streams, ticket sales are fairly reliable as the club has a fairly loyal fan following. 

Revenues from sponsors are a bit variable.  The strength of a sponsorship contract depends on 

the creditworthiness of the sponsoring entity.    For instance, bust insurance company AIG was a 
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leading Manchester United sponsor.  But if the team continues to perform well, one sponsor can 

always be replaced by another, though it is moot whether the sponsorship amount will be 

higher or lower than the previous sponsorship contract.  It depends on the state of the economy 

at that point in time.  Merchandise sale to a considerable extent also depends on how well the 

team performs, but one can always estimate a minimum amount of such sales even in bad year. 

Likewise, income from TV rights are a function of team performance, but again, a certain 

minimum amount can be estimated based on the TV rights of teams which have not performed 

too well. 

The costs of operations can be estimated fairly accurately upfront because most costs are 

contractual in nature and have a long term flavor.  These costs include contracts with players, 

managers, coaches etc.  In fact, there are few industries where costs can be as accurately 

estimated upfront as in the case of the costs of a soccer club.  At certain times, the club can sell 

players to other clubs- this is a key cushion for creditors if the club has players desired by other 

clubs. Creditors can secure revenues by forcing such transfers if the company is not generating 

adequate revenue from traditional sources.  But that will impact future team performance and 

future revenues.     

Since 2003, US businessman and sports club owner Malcolm Glazer started building stakes in 

Manchester United.  Finally, in 2008, he completely took over the club.  The most interesting 

part was the financing of the deal.  The market cap of the club at the time of acquisition was £ 

800 million.  The deal was partly funded by 3 hedge funds at a subordinate level to the senior 

lenders.  The hedge fund loans were for 11 years and charged a rate of 14.25%.  The loans were 

structured as payment in kind (PIK) notes.  As an aside on PIK, Warren Buffett once said “it is 

impossible to default on a promise to pay nothing”.  The hedge fund loans came with strict 
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EBITDA loan covenants - if the covenants were breached, the hedge funds had the right to 

appoint 25% of the board.    

By the middle of 2009, Manchester United’s debt had soared to over £ 700 million due to 

accumulation of interest charges.   In 2008, on a total revenue of £ 256 million, the company 

had an operating profit of £ 80.4 million.  £ 511 million of the debt was secured against the club, 

while the rest of the debt was secured by Glazer’s holding in the club.   Manchester United was 

a classic case of a company in which debt and revenue can soar at the same time.  Despite the 

business model being sound, the capital structure of the company was driving it aground.     

The Bankruptcy of NHL Team Phoenix Coyotes

Purchase of a sports team is the ultimate act of vanity for many businessmen.  The credit 

strength of those teams does not depend only on the cash generation ability of the club but also 

draws comfort from the financial strength of the owner.  To an owner, it would be humiliating if 

the club he owns were to default on its debt- so he would not permit it unless he himself was in 

financial difficulty on account of lackluster performance of his core businesses.  Nor is he likely 

to sell the club (most probably to another businessman) unless he is experiencing financial 

stress.

The Phoenix Coyotes are a professional ice hockey team based in Arizona.  They were founded 

in Winnipeg in 1972 and entered the National Hockey League (NHL) in 1979.  The club 

encountered financial stress in the early 1990s as player salaries were spinning out of control. 

In 1996, the club was bought by a Phoenix based businessmen who moved the club to Phoenix. 

However, nothing seemed to go right for the team.  It had a string of poor results over several 

years.  It also had an unfavorable lease agreement with the city of Phoenix for the home base of 

the team.  Though the club had piled losses over several years, that was not what killed the 
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team.  One of the owners was experiencing financial stress in his core business activity.  That 

ruled out indefinite underwriting of the team’s losses.  The club finally filed for bankruptcy in 

May 2009.     

The Gym Operating Business has poor RoCE on account of its poor Credit Story 

We are talking about gym chains here- not single shop gyms with a certain loyal clientele and 

having a renowned trainer.  A gym chain cannot replicate the attractiveness of a single gym 

through a franchise model on account of this.  A restaurant chain patron does not seek personal 

services – quite the contrary- he expects and hopes for uniformity in the taste of his Burger King 

Whopper across all restaurants of the chain.  So, when gym chains expand, they can at best be 

low end operators.  There are no cost savings by running a chain.  Such chains obviously cannot 

support too much debt.  And when chains expand using debt, disaster is baked into the business 

model.

It is hardly surprising that Chicago based fitness chain Bally Total Fitness filled for bankruptcy 

twice.  Before its first bankruptcy filing in 2007 (even during the times when US households 

were consuming like there was no tomorrow, the company was unprofitable).  Prior to its 

bankruptcy, the company had more than 400 gyms operating in 70 cities.  It also had gym 

operations in Mexico, Canada, Korea and China under different brands.  Because the business 

itself was very dicey, the company tried to trick its customers into signing long term contracts. 

Bally Total Fitness had $761 million of debt.  Post its bankruptcy, it was taken over by a hedge 

fund wizard who spotted an investment story somewhere in the ruins.  Even post bankruptcy, it 

was relying on refinancing rather than earnings for debt repayment.  In the post bubble era, gym 

membership started falling and drove the company to bankruptcy a second time.    And until the 

US household debt comes down, there is simply no credit story in the gym chain business.
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Crunch Fitness is another gym operator which filed for bankruptcy, albeit only once so far.  The 

gym operator had gyms in very fashionable locations in the main cities of the US, which caused 

its fixed expenses for lease payments to be high. These high fixed expenses when coupled with 

falling gym membership proved deadly for the company.  

The same phenomenon will be witnessed in mid tier golf clubs and country clubs- clubs which 

did not restrict their membership to the very rich.  These clubs, particularly in the US, had gone 

on a debt financed asset creation and asset improvement spree.  The loans would haunt several 

banks in a big way, particularly banks which did not pay attention to the household debt metric. 

The Toy Industry is no Child’s play- Witness the Stieff Gmbh versus Smart Union Story 

The changing global demographics is having a far reaching effect on the toy industry.  But the 

conventional wisdom that toy companies in developed countries cannot succeed while those 

from China are unstoppable need not be true.  Yes, the industry is a fairly low technology one. 

But witness the success of German toymaker Steiff, famous for its teddy bears.  The company 

has been making its toys by hand in a high cost economy like Germany for almost 150 years.  But 

the company has grown from strength to strength.  Business might slacken because two-third of 

the company’s business comes from Germany, a country witnessing adverse demographics.  The 

company has branched out to countries such as the US.

Compare this with the plight of Chinese toymaker Smart Union, which went bust in 2008. 

Despite being based in Dongguan, the company’s profits were not adequate, clearly pointing to 

the fact that low labor costs alone are not enough to ensure success.  The company listed itself 

on the Hong Kong Exchange in 2006.  Its clients included US toymakers such as Hasbro, Mattel 

and Disney.  That was the key difference with Steiff which sells under its own brand name, thus 
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ensuring that it captured a bigger chunk of business margins.  Also, customers of Steiff are 

comforted that toys made by it are safe for children.  

The US toy industry is also under stress.  Other than Hasbro, which thanks to its low leverage has 

been going from strength to strength, the credit quality of most players is weakening.  The 

strength of the US brands is going to weaken as customers realize that irrespective of brands, 

the toys are ultimately made in China.  It remains to be seen how Hasbro uses the economic 

crisis to score over rivals such as Mattel which are considerably weakened.  Toys ‘R’ Us is 

weakened to the point that it relies on its real estate assets to get loans.  Such transactions have 

left it saddled with high lease payments.  In December 2008, toy retailer KB Toys, which had 

been in business since 1922, filed for bankruptcy.      

How much Debt can Utility Companies Support?

Utilities are companies which provide certain services and which enjoy certain local monopoly 

rights and are regulated to protect consumers.  Utilities could be suppliers of services to 

households such as electric power utilities, water utilities and rail transport utilities or providers 

of service to trading companies such as ports.  In the pre-mobile phone era, telecom operators 

also fell under the category utilities- now only interconnect issues need to be regulated and 

tariffed.   The debt carrying capacity of these companies depends on the interplay between the 

strength of their monopolistic rights and the extent to which regulators prevent the abuse of 

monopoly power.  

The capital structure decision of the companies operating in these industries is driven by how 

regulators allow the companies to price their services.  For instance, in some electric utilities 

across the world, debt costs are a pass through to the end consumer while equity returns are 
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fixed at a certain percentage points above the yield on government securities.  The companies 

react to such incentives by gold plating the value of their assets.  

Be Aware of Currency Translation issues of multi-country Port Concessionaires

The port operator sector across the world is consolidating with leading players operating ports 

in most continents.   A large number of the port operations are in the form of concessions given 

out by the local government to operate a port for a certain number of years subject to some 

conditions.  Hutchison Whampoa, one of Hong Kong’s top companies, gets almost 25% of its 

income from operating 49 ports in 25 countries.   PSA International of Singapore operates 28 

ports spread across many countries.  The AP Moller Maersk Group of Netherlands gets a chunk 

of its revenues from operating 50 container terminals spread across North and South America, 

Asia, Africa and Europe.    Hence the port operators run currency risk when they translate their 

earnings in numerous currencies to their functioning currency.  Additional complications are 

introduced in credit analysis if the currency in which the company has most of its borrowings is 

different from the functional currency of the company.  These complications complicate the 

calculation of the correct return on capital employed metric, as we will discuss in the section 

below. 

Did DP World’s 2009 RoCE come from weakening its Balance Sheet for its Creditors?

DP World, one of the leading port operators of the world, is a subsidiary of Dubai World, an 

entity owned by the government of Dubai.  We will not get into the financial problems of the 

Emirate of Dubai here.  DP World operates in practically all the leading trading zones except the 

United States.  In 2006, DP World had taken over P&O of UK, then the world’s fourth largest 

port operator.  Because the US authorities did not fancy a mid east based operator running its 

leading ports, the company was forced to offload the US ports of P&O.  In November 2007, 
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showing superb sense of timing from the point of view of its then current shareholders, the 

company had its initial public offering (IPO).   

The most important assets on the company’s balance sheet are concession agreements for 

various port operations in various countries, which it capitalizes as per the norms of IFRIC 12 on 

service concession agreements (as discussed in chapter 3).  Its flagship concession is the 99 year 

concession for running the Jebel Ali port near Dubai.  As of 31st December 2008, the company 

had $5.8 billion of debt on its books, including a $1.5 billion sukok, a credit instrument which 

masquerades as something else (to their credit, DP World, in its annual report does not pretend 

it is a non debt instrument and shows it under the head “loans and borrowings”).     

Since the company operates in a number of countries, it gets concession income in various 

currencies.  It translates these into US dollars.  This makes sense to the creditor, because most 

of the company’s borrowing is in USD.  So, any loss in translating the income from various 

currencies is a lowering of real returns from a credit standpoint.  In 2008 the company 

recognized directly in its equity a loss of $1.43 billion dollars.   This, from a creditor standpoint 

(but not from the stand point of the shareholders or from the standpoint of accounting 

standards) should have been done directly in the income statement because the loss of earnings 

in US dollar terms is a weakening of return profile to the USD creditors.   By directly debiting 

equity, the company understates the capital employed in the business and overstates the 

earnings and hence overstates the return on capital employed.     Creditors would do well to do 

the adjustments before they assess credit quality.  DP world also directly expenses equity for 

actuarial loss on its pension schemes.  Again, the creditor should be adjusting this from earnings 

if the pension losses are for any reason other than short term market dislocation (however, this 

accounting is perfectly acceptable as per accounting standards).       
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This overstatement of earnings, from a creditor standpoint, has an additional debilitating effect 

for the creditor.  In 2007, when the company had its IPO, it promised that it would payout 20% 

of its net income as dividend.  This provides the management added incentive, to keep 

shareholders happy, to expense off as many items as permitted by permissive accounting, 

directly to equity.   When creditors design covenants in loan agreements, they need to keep 

such issues in mind.   

There are two aspects of dredging expenditure incurred by a port operator- capital dredging and 

maintenance dredging.  The former creates a new harbor or deepens existing harbors to allow 

larger ships to visit the port and since the benefits accrue over many years, the expenditure 

needs to be capitalized and appropriately depreciated.  In the case of maintenance dredging, 

which is incurred to restore the channel to previous depths, one has to be careful in evaluating 

which part of the expenses should be capitalized (and depreciated over how many years) and 

which should be immediately expensed.  Else, the RoCE can be substantially misstated. 

Europe’s consolidating Electric and Gas Utilities: Trends favor higher RoCE for bigger Players 

Over the last decade, due to various reasons, Europe’s electricity and gas producers have been 

consolidating.  Because many of the consolidations have been financed by debt, these M&A 

activities have a short term negative impact on the credit quality of the companies involved. 

Longer term, the scale of the business, ability to conform to environmental regulations and the 

ability to compete in a single European market will see the bigger players getting superior 

returns on capital employed.   In addition, large balance sheets might be required to obtain the 

financial flexibility required.  Spanish power company Endesa was taken over by Italian energy 

company Enel.  German energy major E.on AG was formed from the merger of two companies- 

VEBA and VIAG, which trace their origins to the 1920s.  Through further acquisitions, the 
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company has a formidable presence in Central Europe as well as in the UK, the US and in the 

Nordic countries.  Germany’s largest power producer, RWE, bought Dutch utility Essent in 2009 

for €9.3 billion.   In 2006 Spanish company Iberdrola acquired Scottish Power besides generation 

interests in the US.  However, for most transactions, the consolidation is happening in the same 

currency zone-the Euro zone- reducing the currency risk from consolidation of debt and 

revenues.   In 2008, on account of foreign holdings, Iberdrola had a cumulative negative charge 

to its equity of €2.7 billion due to currency translation.  The credit risk for creditors comes from 

acquisitions being funded predominantly by debt and the overpayment for such an acquisition. 

In its 2008 balance sheet, Iberdrola had €7.25 billion of goodwill on its €85.8 billion balance 

sheet.  

Many factors are driving the consolidation of Europe’s power companies.  Firstly, they are going 

to be regulated (once the disputes over takeover of former national champions are sorted out) 

on a Europe wide basis.  And these regulations are far reaching in their scope- emission norms, 

open access across national borders etc.  Secondly, as growth opportunities in their home 

markets become scarce, procuring growth through takeover of foreign firms become inevitable. 

Also, the demography and low economic growth prospects of these countries as they reduce 

consumption to balance their societal budgets implies that green field projects would be 

increasingly unnecessary.  Companies like RWE, with higher than 17% return on capital 

employed have only two choices- retain the earnings and pursue acquisitions or go for share 

buybacks.  RWE has been involved in acquisitions as well as share buy backs.  Finally, these 

takeovers would result in increased pricing power as well as increased negotiating power with 

fuel suppliers and equipment suppliers.     Even companies with lower RoCE such as E.on fancy 

acquisitions because they hope such consolidation will yield pricing power which will improve 

their RoCE.  But that can happen only if they don’t overpay for acquisitions.
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The business mix of the different energy sources will change.  Coal will continue to become 

increasingly unacceptable.  Nuclear energy will definitely play an important role.  The role of 

alternate sources such as wind power is not clear yet.  RWE, like many European power 

companies, also has a natural gas distribution business.  E.on AG entered the gas market 

through the 2003 acquisition of Ruhrgas.  The company’s plan to generate 24% of its energy 

from renewable sources by 2030 seems a tad ambitious.

Since European utilities have been running nuclear power plants for some time, the time to 

decommission many nuclear power plants is around the corner.  The credit analyst needs to 

check if the head “asset retirement obligations” is fully funded.  These numbers can be quite 

sizeable- France’s amazing electricity utility EDF, which relies considerably on nuclear power, 

carries a €14.7 billion provision for back end nuclear power cycle and €13.8 billion for 

decommissioning.  So, the total provisions are around € 29 billion (at the end of 2008) - 

something that should worry creditors if the French state ever decides to bring down its 

shareholding to marginal levels and if the estimate of this cost proves aggressive.  E.on carried 

around €14.5 billion of such obligations on its balance sheet.  The analyst needs to have an idea 

of the amortization profile of those liabilities.  Analysts should check with technical experts to 

verify that the amount carried for such obligations in the balance sheet are adequate.  Some 

American utilities have a moderate advantage here.  Consider Consolidated Edison which 

supplies regulated electricity, gas and steam in New York and conducts unregulated business 

elsewhere.  At the end of 2008, the company estimated that law suits from asbestos related 

issues and worker’s compensation would cost it $ 9 billion over 15 years.  The utility admitted 

that actual costs could be way off that figure.  Under its rate agreements with the New York 

regulator, the company is permitted to pass this cost (asbestos law suits and workers’ 
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compensation) to the customers through future rate hikes.  Hence the company shows the 

accrued liabilities as “regulatory assets”.

The building of the so-called “smart grid” will have important implications for the RoCE of 

electric utility companies in many countries.  How will the building of such a grid be financed? 

Would there be a toll on electric utilities or will governments take care of associated costs?  To 

what extent would the utilities be able keep the enhanced returns from a more productive grid 

and how much of the benefits would have to be passed on to consumers?  

Anglian Water’s Credit Story depends on its Ability to secure Rate increases

The water supply business, including drinking water supply, has been in the hands of regulated 

private entities in countries such as the US and UK.  The regulator monitors the quality of water 

supplied, the costs associated with the supply and has to approve rate hikes proposed by 

companies before they can be passed on to customers.  Traditionally creditors to these 

businesses had nothing to worry.  Too much was at stake for regulators to play hooky with the 

water companies’ financials by not sanctioning rate increases when required.

The cost of water supply is likely to increase in the years to come.  Ground water contamination 

is a fact of life in many places.  And if there is more to global warming than hot air, the costs are 

going to go up further.  With household debt being where they are and unemployment levels 

like to rise as drop in household consumption is going to cause increased lay offs, how easy 

would it be to pass increased water tariffs to consumers in multi-party democracies (as opposed 

to in “single party democracies”) ?  Independent regulators might want to pass the cost 

increases to consumers but political pressures will increase.  

The water business was privatized in the UK in 1989 with an independent regulator, the Water 

Services Regulatory Authority (popularly referred to as Ofwat).  For almost two decades, despite 
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many unhappy voices, the system worked with the regulator assuring the water companies a 

tariff that ensured a return on regulatory capital.  Tariff increases were linked to RPI+/- K+U, 

where RPI is the retail price index, K is a number determined by Ofwat for each water company 

to reflect what it needs above/below inflation to service customers and  U is the amount of K 

not taken by a company in the previous year.    When this framework is strictly adhered to, 

water companies were assured of steady revenue linked to costs, which incentivized them to 

load their balance sheet with debt to the maximum possible amount.  Consider, Anglian Water, 

one of the leading water companies of the UK.  It was listed in the London Stock Exchange in 

1989 when the industry was privatized.  At the end of the financial year ending March 31st 2009, 

the company had around £5.2 billion of debt, supported by total assets of around £7 billion- 

clearly a terrifying leverage if operating profits were not assured.  Shareholder funds amounted 

to £1.5 billion.  Anglian Water mentioned in its 2009 Annual report that is was beginning to have 

problems collecting receivables from consumers as they were hurting from job losses and other 

debt servicing requirements.   What if the K factor is played around by regulators to prevent 

exacerbation of consumer distress?  A combination of uncollectible receivables (which mean 

higher tariffs for paying consumers, thus increasing their chance of default) and increasing costs 

would put tremendous pressure on this leveraged company.  On the other hand, we see a bright 

light in the distant horizon for creditors.  When the stress gets unbearable, the company might 

be renationalized even though it would be an anathema to the ruling party in the UK as the 

company was privatized by one of the party’s great icons.  The icon, a model of thrift herself, did 

not visualize UK households getting crazily leveraged.  So, in one shot, Anglian’s distressed debt 

might end up being backed by the faith and credit of the UK government.     It might be argued 

that the UK government cannot take on more debt post its bailout of banks and stimulus 

programs, but recently western democracies have moved to the paradigm of passing the 
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problems to the next government/ the next decade/ the next generation.  So, we will not at all 

be surprised when re-nationalization occurs.  A far cry from the individual responsibility 

preached and lived by the icon.

US water companies have a history of operating in the private sector but regulated in a slightly 

different manner from their UK counterparts.   They face the same problems as the UK water 

companies but are not terrifyingly leveraged.  Let’s look at American States Water Company, a 

company founded in 1929 and that supplies water to the most prosperous American state, 

California.   Because rate hikes might take time in getting approved, US regulated entities do not 

have to book losses from rate hikes not having been approved in a given period and costs being 

higher than revenues during that period.  SFAS 71 permits companies to defer costs in the 

balance sheet as regulatory assets and liabilities when it is probable that those costs would be 

recognized in the rate making process in a subsequent period.  As of 31st December 2008, the 

company had net regulatory assets (regulatory assets minus regulatory liabilities) of $120 

million.  This is a sizeable number for the company whose total current assets were $90 million. 

Credit analysts should keep track if this number keeps increasing in response to regulatory 

delays in approving rate increases.  The interest coverage ratio, due to delay in rate increase fell 

from 3.5 times to 2.8 times.  The company also witnessed increased uncollectibility of 

receivables.  So, the two issues which creditors need to track for assessing credit quality are the 

quanta of regulatory assets as well as amount of receivable charge-offs.

East Japan Railway:  RoCE to go up steadily- Hence Growth can be supported by more Debt

The Japan National Railways was privatized in 1987 into six passenger companies and one 

freight company.  East Japan Railway (EJR) is one of the six passenger companies and serves 

Japan’s main Honshu Island and transports  17 million passengers daily by operating 70 railway 
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lines and 1705 stations (as on March 31st 2009).   The company operates a five route network 

between Tokyo and the main cities in Eastern Honshu.  Japan’s credit rating agency, Rating and 

Investment Information Inc rates the company’s debt AA+.  EJR is the largest listed passenger 

railway company in the world.

About two-third of EJR’s revenue comes from the transportation business.  This business is 

somewhat regulated- the railway business law in Japan stipulates that the railway operators 

need to the get the approval of the appropriate government authority when setting upper limit 

for fares and surcharges.   EJR had not raised its fares since 1987 other than to compensate for 

tax increases.   Fare increases were not really necessary as Japan operated in a deflationary 

environment since the bubble burst in the late 1980s.  The rest of the railway’s income came 

from station space utilization (retailing etc), lease rentals from shopping centers, offices on 

stations and advertising revenues from the “Train Channel” which broadcasts commercials on 

trains.  

The fact that the company cannot raise fares unilaterally does not mean the company can afford 

to neglect the passenger.  The passenger, particularly for long distance travel can always shift to 

competing airlines.  And if the customer moves out, the value of auxiliary services such as 

commercials, retailing etc will also fall.  The company got 71% of its revenues from 

transportation services in 2001- this kept falling ever so lightly, until it hit 68% in 2009.  The 

company’s target is to get this ratio down in the coming years by securing a higher growth in 

non transportation revenue.  The beauty of this scheme is that this incremental revenue can be 

obtained from lower incremental capital expenditure than had it not been running the railway 

network.  By running the network, it has access to consumers to whom it can provide additional 

services with low incremental capital usage, thus boosting return on capital employed to very 

robust levels.   Additionally, the company, by virtue of the rail network has access to real estate 
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which can be put to productive use.   Because of the company’s healthy return on capital 

employed, its shareholder equity employed in the business kept rising in a healthy fashion from 

2001 to 2009, while the debt outstanding kept falling.  The debt equity ratio of the company, 

hence, fell from 5.09 in 2001 to 2.03 in 2009.  Even if debt levels go up in the next few years as 

the company incurs capital expenditure, the debt equity ratio is on a long march downwards. 

Over the last decade, the company has ensured that its incremental capital expenditure is in line 

with its depreciation costs- so the return on capital employed was not secured by weakening the 

balance sheet and hence weakening the prospects of future earnings.    

Productivity improves Capital Efficiency and RoCE in Logistics Services 

Few industries are as correlated to the economy as the logistics industry, including providers of 

multimodal delivery of goods, truckers and rail road operators.  Volumes can fall drastically 

when the economy at large underperforms.  So, the first thing a credit analyst must do is look at 

the VGAP of the society in which the logistics service provider operates, and the likely VGAP over 

the currency of a bond/loan.  After doing that, the analyst must assess the extent of fixed costs 

in the cost structure, financial flexibility to take short term losses and crucially, the RoCE in the 

past as well as the likely RoCE in the near future.  Because in many parts of the industry the 

labor forces are highly unionized, labor relations are an important factor in the equation. 

Competitive advantage accrues to companies that perpetually improve their productivity (of 

course that is true in other industries, but in the case of logistics, that is the key to even short-

term survival)

In the case of bulk logistics providers such as railroad operator Burlington Northern Santa Fe 

Corporation, a key productivity metric is gross ton mile per employee.  The company was 

formed through the merger of Burlington Northern and Santa Fe Pacific and it serves the 
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Midwest, the Pacific Northwest, the South Western and the South Eastern parts of the US. 

Burlington Northern’s future is not only linked to the US economy, but trade, particularly trade 

with Asia.  The US current account deficit is currently unsustainable.  Over the next few years, it 

will balance through one of the following means- increased exports from the US to China or 

reduced imports from China.  The former scenario is good for Burlington, the latter not so good. 

The latter is the more likely scenario and hence one can visualize lower business volumes for the 

company.  Besides the stuff China requires from the US- access to high technology - cannot be 

exported on freight cars.  But the cost structure of the company is somewhat flexible- the 

company can reduce costs in response to lower volumes.  One should be more concerned about 

companies that lease locomotives and other equipment to Burlington- they might face lease 

breakages, which penalties, if any, might not adequately compensate.

The whole DNA of a logistics service provider has to be oriented to productivity improvements. 

Productivity improvement mean lower requirement for capital expenditure as existing resources 

can be flogged for higher yields.  Burlington has been increasing the length of its trains and 

sliding speeds.  Besides ensuring customer satisfaction, this ensures better use of current capital 

resources.  The employee compensation at Burlington Northern for appropriate people is linked 

to lower fuel expended, forcing the DNA of a productive organization to spread to the lowest 

rungs.  Technology has to be used intensely in the supply chain management process for optimal 

route management.   It is also an industry where one does not have to worry about ageing 

inventory.  The company finances its receivables through a receivables sales program which 

ensures lower cost of funds ( because it is cheaper than unsecured debt).

The importance of technology as a driver of RoCE in the logistics business can be clearly seen if 

one goes through the 10K statements of United Parcel Service (UPS) – the world’s largest 

package delivery company in terms of revenue and value.  The company belongs to the segment 
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of the logistics industry called “less than a truck load”.  The delivery vessel at the last mile is a 

truck, while long distance movement of parcels happens in the company’s aircraft.  The trick is 

how efficiently this network of planes and trucks is put to use.  At the heart of the company is 

the software that does the cost and route optimization for each package delivery.  Despite 

running an efficient operation, UPS can run into problems on account of its less than adequate 

capital structure.  Particularly worrisome is the burgeoning unfunded pension of more than $6 

billion, almost the size of shareholder equity.  The debt size is also worrisome.  The company is 

headed for a big restructuring in the not too distant future.  UPS’s biggest competitor in the 

industry, FedEX, though much smaller in size, seems a better credit in the near future with a 

sounder capital structure.       

A pure services provider in the logistics business is C.H Robinson.  The company is one of the 

largest third party logistics companies in the world.  The company does not own any 

transportation assets- it relies on the transportation assets of other companies.  The company 

transports customers’ freight through contractual relationship with about 50,000 transportation 

companies.  The company succeeds if it is able to provide the lowest cost and reliable solution 

to a client’s logistics needs.  Obviously the company does not need debt and is beyond a 

creditor’s purview other than to realize it can be a dangerous threat to companies that a 

creditor finances.  It serves to drive industry prices down.   

Another leading manager of supply chains is Hong Kong based Li & Fung Limited.  The company 

draws its financial strength from its global sourcing power.  Among other things, it sources 

apparel for retailers such as Wal-Mart and Target.    The difference between FedEX and Li & 

Fung is that the latter makes money by procuring from the lowest cost producer while the 

former charges its customers a toll for use of its supply chain.  Because Li & Fung owns the 

supplier relationships, it is in better control of its destiny and has a better credit story.  
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Key Takeaways from this Chapter

It is intuitive that an enterprise that does not generate adequate returns for the providers of 

debt and equity capital over a period of time is destined to be consigned into the garbage bin of 

failed enterprises.  When that happens, the company needs to be either liquidated so as to 

provide some recovery to creditors or the providers of capital must take a haircut on the face 

value of capital provided.  Early sign of a failing business is when returns on capital fall and 

perhaps plunge into negative territory for periods more than a couple of years.  

To be useful, the return on capital must be calculated correctly.  That requires items like 

depreciation be correctly estimated.  Any underprovision of depreciation might make return on 

capital employed seem higher than it actually is for a period of time- thus pushing trouble to a 

future date.  Thus creditors have to be wary of underestimation of non cash charges such as 

depreciation.   Also, creditors must be watchful of adjustments to equity that directly happen in 

the balance sheet- the credit analyst must use his judgment to decide whether it is appropriate 

that such expenses should be deducted from the earnings before interest and taxes or whether 

the handling is appropriate.    If the former is the case, the adjustments to shareholders’ equity 

must be reversed for the RoCE calculation.

Unfunded obligations such as under funded pensions are part of the capital employed by a 

company.  These under funded obligations are like debt- only worse because in a period of 

falling stock prices, the quanta of obligations might rise.  Credit analysts, in the years ahead, 

would do well to pay attention to this category of capital.  Until now, when companies failed, 

they would dump their pension obligations on to the government agencies.  These agencies are 

now technically insolvent in many countries.  There soon might come into play laws which 

require completely funding of pension obligations before any dividend is paid out.  That would 
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be good for creditors as it prevents their claims from being subordinated to those of the pension 

fund investors.

For the financial sector, such as the banking sector, the correct metric for credit evaluation is 

return on assets (RoA) and not RoCE.  As long as the RoA is greater than the ratio of interest 

costs to total assets, all is well provided there is adequate cushion for delinquencies.  Since the 

banking sector makes a living by borrowing short and lending long, it exposes the institution to 

interest rate risk.  So, before the credit analyst does a RoA evaluation, he must do a stress 

scenario solvency check by valuing the assets and liabilities under a scenario of sharp increase in 

interest rates.  If all is well post the calculation, the analyst can proceed to RoA estimation.  The 

analyst must supplement the RoA calculation with an estimation of the net profit margin.  That 

reveals the cushion available for meeting fixed obligations such as operational expenses and 

debt servicing costs in an environment of increasing credit losses.  

RoCE has profound impact on the long term economic health of a country. A country having only 

low RoCE industries might find its banking system swamped by excessive non performing assets. 

This misdirected capital deployment will starve deserving industries and companies of capital, 

thus slowing economic growth over a period of time.
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