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Chapter 9 Financial Projections and gazing at the Future

The process described in the previous chapters would have helped an analyst acquire a 

thorough understanding of a company/entity from a credit risk perspective.  While 

understanding the past is crucial, what the analyst really needs to know is if he has adequate 

operating income and balance sheet visibility for the future period during which a debt 

instrument would be outstanding.  

Creating financial projections of an entity is inherently an imprecise process.   All one can do is 

to make it less imprecise through a thorough understanding of the company’s credit story.  For 

many companies an investor can be so unconvinced about the credit story that he can reject the 

prospect of credit investments even without projecting the company’s financials.

During the life of a prospective credit instrument if an investor can’t create a financial projection 

within reasonable error limits and yet entertains thoughts of lending to the company, he might 

have accidentally ventured into venture financing.  It must be remembered that projections 

cannot happen in a vacuum- the company functions in the broader context of a society’s 

consolidated financials- sales growth, operating margins all depend on that.  

The first step in creating a financial projection is interaction with management to get the 

company’s own financial projections.  Obviously, one can’t use the management’s projections 

on the income statement side, but an analyst can educate himself on the management’s capital 

expenditure plans, its dividend strategy and its financing strategy.   Also, interaction with the 

management can throw light on the company’s M&A strategy and share buyback plans.  

Next, one needs to look at some basic financial ratios of the past performance of the company. 

For manufacturing companies this could be operating margins, return on capital employed, days 
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of working capital etc.  For financing institutions it could be gross spreads, expense ratio, non 

performing asset ratio etc.  Calculating reams of ratios is a pointless waste of time (in the run up 

to the 2007 credit crisis, there was a fundamental misunderstanding in the credit markets- the 

rating agencies thought their role was to calculate a zillion financial ratios- and to invent more 

hideous and meaningless ones.  The poor investor of course thought he was paying, through the 

issuer, for an analytical opinion).   Before calculating the ratios, any adjustment to the financial 

statements for overstatement of earnings, understatements of costs and liabilities must be 

made.   Else the ratio calculation is meaningless.  The reason for calculating the ratios is to 

compare the ratios calculated from the projected numbers with the ratios from past 

performance.  If there is a fundamental disconnect between the projected ratios and the past 

ratios, and some “turnaround” situations are involved, a creditor should not be getting involved 

unless he has a deep understanding of the credit story and how it will evolve.  

Ultimately the point of doing projections is to assess the margin for error if things go awry.  By 

creating the projections, not mechanically, but in a step by step fashion as discussed in this 

chapter, the credit analyst’s mind would get more focused on the key risks in lending to a 

company.  And preferably, there is an intensive process of questioning and debating within the 

credit team when the projections are prepared- it is very easy for a single individual working 

solo on an investment case to go astray unless subjected to rigorous questioning.   Of course 

detailed questions are expected and required at credit committee meetings.   That is because, at 

the fundamental level, it is possible to get the credit story completely wrong and rigorous 

debating helps to focus an analyst’s mind.   It is also preferable that people who have never met 

the management participate in the questioning- management meetings in comfortable environs 

can lull an analyst into a false sense of security.  The role of the credit committee is to focus the 

credit analyst’s mind- not to reinforce groupthink at any level.  
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Preparation for Management Interaction

Management interaction time is not always available to a credit investor.  Only big investors and 

rating agencies have such access in the case of big companies.  Because of this the rating agency 

analysts, who might not know how to cook an investment thesis, have no excuse for not 

knowing what is cooking.   Small company managements, however, would be more open to 

presenting their point of view to even small investors.  The only other available opportunity for 

management interaction is at conference calls after earnings releases.  Obviously, in such a 

forum one cannot be too frank unless one is comfortable with annoying the company’s 

executives.  Also, in such a forum, due to paucity of time, one may not get to ask more than one 

question- so one can only ask questions on the most pressing issue.  Small investors can also get 

a fair interaction with management if they are a part of a big syndicated loan facility.  

As a general rule, a company which is not using every available opportunity to communicate 

with creditors will probably not be a good investment, either in terms of pricing of a credit 

facility or in terms of covenants the company would be willing to sign on to.

A detailed preparation needs to be done before management interaction so as to ensure that as 

much useful information as possible can be gleaned about the company and about management 

risk appetite.  The following items need to be looked at before management interaction:

 Has there been a history of management acting against creditor interests such as debt 

financed M&A etc

 Has the company hedged financial risks such as currency, interest rate and credit?  Does 

the company use option like instrument for hedging or forward like instruments?

 What are the details of the company’s P&C insurance policies that are available to the 

public?
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 Broad financial details and publicly available information on competitor’s business 

strategies

 What are the covenants in current outstanding bonds which serve to keep the 

management action within a certain course?  The maturity of those bonds also needs to 

be noted.

 Have there been complaints against the management on issues of integrity such as 

accounting quality etc?

 What is the compensation structure for top management? 

What to get from Management Interaction

In case one gets a close interaction with management, the time should be fruitfully spent in 

getting as much information on management strategy as possible so as to reduce the 

uncertainty embedded in the financial projections.  When the comfort level increases, one 

needs slightly lesser margin for error.

Discussions with management should focus on management strategy- particularly the 

company’s growth strategy.  Is the company going to rely on organic growth?  Is it going to 

procure growth through acquisitions?   If the company plans to grow organically, what are its 

capital expenditure plans?  How would the capital expenditure be funded?   Likewise, is there a 

funding strategy for acquisitions? 

On the capital structure front, an important input to have from the management is its dividend 

policy.  Of course, it must be kept in mind that dividend policy can change overnight if the 

company is acquired by another entity.    In that situation, debt covenants are the only 

guardians that can prevent the pillaging of a company by locusts.  As an extension, the 
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management’s target debt equity ratio should be gleaned.  Are any share buybacks being 

contemplated?  If yes, what is the quanta of the buyback and the period over which the 

buybacks would occur?    

The company’s philosophy on risk management could also be discussed.  Yes, the analyst has 

the company’s past philosophy- but the analyst needs to confirm that the future course of 

action would be in the same direction, if all was well in the past.  In case things did not go well in 

the past, one needs more than pious statements- one needs evidence of business processes 

being corrected. 

A quick discussion with the management on where it visualizes the business to go over the next 

few years could prove very insightful.   How does the management see competition developing 

in this sector?  What impact could that have on margins? Are there going to be regulatory 

changes?  Could international trade agreements impact the company?  Obviously most of these 

things should already be known to the analyst before he steps inside the meeting- it merely 

provides him an opportunity to bounce those thoughts and also provides management a chance 

to refute any wrong thesis that the analyst might have formulated. 

Looking at the Future through the Kaleidoscope of the Past: Financial Ratios

Alert readers would have noticed that through out this book, we have paid negligible attention 

to financial ratios.  That is because calculating a zillion ratios is no substitute for sound analysis 

and a sounder understanding of the credit story.  More time may fruitfully be spent looking at 

the quality of the underlying financials and making adjustments to the earnings for potential 

overstatement and at costs and liabilities for potential understatement.  

However, this does not mean one should avoid calculating financial ratios.  Financial ratios 

present a good summary of what happened in the past after you have made the requisite 
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adjustments to the numbers before calculating the ratios.  And when one calculates the same 

ratios after doing the projections, it helps to quickly compare the expected course of the future 

with the past.  If the future seems far rosier than the past, there needs to be a sound 

explanation.  

Many analysts create financial projections by assuming that the historical ratios such as 

operating margins etc would be preserved in future.  This defeats the very purpose of 

projections, which is to create the projections from scratch from the credit story and then 

comparing the result with the past.   

What are the relevant ratios one needs to look at?  The ratio analysis process should begin with 

looking at the historical operating margins for a few years into the past.  There is no good or bad 

operating margin- only trends in operating margin.  Wal-Mart generates healthy RoCE on thin 

operating margins while companies have gone bust despite having healthy operating margins 

because of inefficiency of capital usage.   Trends in operating margins should be explainable by 

the credit story.   In fact an analyst should not be proceeding further without having a clear 

explanation on the trends in operating margins.

The next important ratio is Return on Capital Employed (RoCE).  A single year RoCE does not 

mean much because sudden change in the operating economic environment might cause single 

year returns to go out of whack with trends.  But over a few years, the RoCE must be much 

higher than the weighted average cost of capital.  Another reason RoCE must be looked at over 

a few years is that a single year’s RoCE might be manipulated by bloating earnings through 

questionable sales through creation of receivables of questionable quality or through financial 

engineering with inventory figures.  
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Debt Equity ratio calculated after correct valuation of assets is an important indicator of a 

management’s risk appetite.  An increasing debt equity ratio could also imply an inability to 

generate operational cash flows, which requires an ever higher amount of short term funds for 

working capital financing.  But this ratio is useless if assets and hence equity (assets minus debt) 

are valued incorrectly.    Adverse change in Debt Equity ratio could be a part of management 

strategy which would imply higher risk for creditors.

It is necessary to calculate the Return on Equity (RoE) to grasp the trends in shareholder returns. 

One might wonder why that is relevant to a creditor.  If RoE numbers stay sub-par for too long, 

there might be pressure on management from the shareholders to pep up performance, even at 

the cost of assuming higher risk.  Hence sub-par RoEs are not good for creditors too.  One 

strategy management might employ for improving RoE is to employ even more debt.

Working capital ratios in terms of days of inventory, receivables and payables, as calculated in 

Chapter 5 are useful, again from the point of assessing trends rather than absolute numbers.  A 

trend of longer net working capital conversion cycle is obviously not a happy state because the 

firm might have to employ higher and higher short term debt to fund the working capital gap.     

In the case of financing institutions, the analyst should calculate the following:  Net Interest 

income/ Average Total Assets, Expenses/Average Total Assets, NPAs/ Total Assets.  The ratio 

(Net interest- expenses- credit costs)/average total assets indicates to the creditor the margin 

available should default rates go up.  Just like in the case of manufacturing firms, one would 

calculate Debt Equity ratio and that is preferable to calculating the capital adequacy ratio.   The 

capital adequacy ratio depends to an extent on regulatory whims on how risk weights are 

assigned.   Looking at hybrid capital ratios or Tier II capital ratios, even if you are an investor in 

tier II debt, does not tell you anything useful or new.  Liquidity ratios calculated by analysts are 



Stories in Credit Analysis                                                                                                             Financial Projections

also pointless and not real indicators of liquidity risk as discussed in Chapter 4.   It is pointless to 

calculate ratios based on number of days delay in debt servicing such as 90 days past due and 

180 days past due.  Any delay beyond a few days is a pointer to credit stress at the borrower’s 

end.   

A popular ratio is the Debt to EBITDA ratio which is also referred to as the leverage ratio.  This 

ratio conveys absolutely nothing new.  Sure, increase in Debt to EBITDA is not a happy 

happening, but just because Debt to EBITDA went down, you can’t claim all is hunky dory. 

Perhaps the increased EBITDA was accompanied by a longer working capital cycle.  Perhaps it 

was achieved through creation of receivables of poor credit quality.     And a credit analyst has 

to be wary of using numbers, ratios, facts, theories or techniques which do not point 

unreservedly in one direction- that of deteriorating/improving credit quality.  Since Debt to 

EBITDA ratio is so misleading, we strongly recommend not calculating it as opposed to the other 

ratios which analysts calculate and are harmless diversions, and occasionally even diverting, 

entertaining and amusing.         

Spreadsheet Tricks to avoid 

The abuse of spreadsheet usage has rendered a lot of financial projections useless.  We are not 

Luddites who are against spreadsheets- we merely opine that many of the productivity 

improvement tools in a spreadsheet do not lead to productivity increase in the case of financial 

analysis.    That is because sensible credit analysis is not readily predisposed to “drag and drop”. 

Alas each cell in the assumption sheet has to be entered by hand from the credit story.  For 

instance, if you are planning to project the company’s revenues between 2010 and 2012, it can’t 

be by assuming a certain growth in revenues to 2009 sales and dragging it across as the growth 

rates for 2011 and 2012.  Also, you just can project revenue growth – you have to separately 
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model number of unit of sales and price/unit- the dynamics of both can differ.  For instance, in 

2009, all the commodity companies reported fall in the number of tones of minerals they 

shipped as well as, for sales not covered by long term supply contracts, the unit prices.  Likewise, 

a drag and drop approach cannot be used for costs, debt/equity ratio (management might have 

different plans or financing markets might recommend one mode of financing as opposed to 

another).   So, for the credit analyst to be in complete control of the financial projection process, 

the assumption sheet will have to be filled cell by cell.       

No Visual Basic

Many analysts indulge in another layer of needless excess through usage of Visual Basic based 

programs for creating financial projections.  The aim is to automate the process of running 

scenarios and even try to create distributions of credit metrics.  Trying to create a distribution is 

a meaningless exercise which might divert the analyst’s attention from core essentials.  Also to 

be eschewed are financial software which create projections.  What might appear as a 

productivity enhancing device might actually be the creation of a lot of noise in the credit 

analysis process, masquerading as information.  Using any device for financial analysis in the 

hope that it will act as a substitute for organized thought is forlorn.   

Where should the Assumptions for Projections come from?

The next question is where should the inputs for the financial projections come from?  A popular 

method used by analysts is to take the projections from the management as the base case and 

then run a pessimistic scenario based on lower sales/operating margins.  Since this process does 

not have the merit of use of logic or first principles, one cannot recommend such an approach.  

The base case scenario of sales and cost projections must come from the company’s credit 

story- what is happening to the SDR of the country, what is the impact of that on the company’s 
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industry, the capacity expansion by existing and new players, the likely splintering of supply, 

what would be the growth in input costs (you can’t just assume a particular growth rate to the 

all the costs- each cost such as raw material costs and labor cost have their own dynamics) etc. 

For the balance sheet projections, considering the inputs of management on targeted debt 

equity, planned dividends etc is the sensible approach.  Since management policy is the biggest 

driver of those parameters, it makes sense to consider those for the base case scenario. 

Likewise, capital expenditure is driven by management strategy- hence management projection 

should be used.

What are the inputs for the stressed case scenario?  Obviously the optimistic scenario is 

irrelevant for creditors.  The stress scenario is considering if the balance sheet has enough 

flexibility to weather a sharp drop in sales.   Even the very best of companies can make 

operating losses when demand falls over a cliff as happened in the last quarter of 2008.  You just 

cannot rely on operating cash flows to be the primary source of repaying debt under all 

operating conditions (for any period longer than a year, operating cash flow should be the 

primary means to service debt).  The question is can the balance sheet support high cost debt 

which might have to be raised under stress conditions.  In the worst case scenario, inputs for 

debt/equity ratio etc should come from the maximum permitted values of such ratios in loan 

covenants.   In the case of costs under the worst case scenario, one must consider how low costs 

can be cut for a particular level of sales without hurting the long term interests of the company. 

The fall in the level of sales in the first quarter of 2009, for most industries, could serve as the 

benchmark for the worst case sales scenario.
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Time Frame to be considered in Projection

For what time period should the financial projection be created?  Obviously the further one goes 

into the future, the greater are the uncertainties.  Rather than asking for what period one 

should create projections, the more pertinent question is for what period one should lend.  One 

cannot lend for periods longer than one has visibility- and the visibility will get more and foggy 

as the SDR gets higher and higher.  When consolidated debt of the society is low, one can lend 

for as long as one has a reasonable visibility of earnings- how long it would take for disruptive 

technologies, if any to rear their head and impact the company’s earnings.  So, when one is 

prepared to lend to a company for a particular period, one should also be able to do the 

financial projections for that period.

Income Statement and Balance Sheet Projections are not Independent

We have seen financial projections where the income statement and balance sheet projections 

are practically unconnected except through retained earnings.  From these two projected 

statements, the analyst would derive the cash flow statement.  Finally, the effort is topped off 

by calculating various ratios, derived from the income statement, the balance sheet and the 

cash flow statement.  

We would not do our projections based on an assumed operating margin- the business might 

not be able to pass its costs to the end consumer at all points in the business cycle.  Revenues 

and costs should be modeled separately, as the relationship between revenues and costs can 

change.  Only when there is a contractual relationship between revenues and costs, revenues 

and costs can be modeled together.
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Revenue Projection 

Revenue projection has to be done separately for each business segment the company operates 

in.  Having a common growth/degrowth rate of revenue mocks the notion of projections. 

Within each business segment, volume of business transacted (whether it is the tones of copper 

sold or the amount of insurance exposure) and unit price realized (the sale price of a tone of 

copper or the amount of premium charged per million dollar of property insured) need to be 

modeled separately.   Insurance companies can have higher top line in a particular year by 

dropping unit premium charge, thus attracting new customers.  Those new customers are 

ticking time bombs whose claims would blow up the company in future.  Because the premiums 

were mispriced, there might not be adequate reserves for meeting fixed obligations.  

Revenue projections involve marrying the management’s estimated revenues with the analyst’s 

projection of what he thinks is possible within the boundaries of the company’s credit story. 

Cost Projection

Each item of cost has to be modeled separately.  The costs of a company which has long term 

fixed price supply contracts with creditworthy suppliers is easier to model.  Items such as 

employee costs should be fairly easy to model except in times of bubbles when employee 

expenses might move out of whack with inflation and historical metrics.  But because such 

periods are also marked by comfortable performance for most companies, errors in modeling 

employee costs are not perilous unless unions are involved and costs cannot be easily cut in a 

bad economy.  

Raw material costs, especially those of commodities, unaccompanied by long term exchange 

traded contracts are difficult to model.  In bad times, the lack of long term contracts might 

actually work in a company’s favor.  If the volume of sales of the company falls through a cliff, 
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the absence of long supply term contracts brings two benefits.  Firstly, the corporation does not 

have to off take a particular quantity of raw materials.  Secondly, it can buy its supplies at a 

lower cost.  In fact, from a creditor standpoint, raw material supply contracts do not make 

sense.  In good times, not having long term supply contracts would reduce profitability and 

shareholder returns.  But in good times, when the volume of a particular good consumed is 

higher, the threat of bankruptcy is low, if other costs are prudently managed.  And in bad times, 

when the creditor needs protection, the long term supply contract is positively a menace. 

So, what raw material/ supplier costs should an analyst assume in the absence of long term 

contracts?   Because in good times most costs can be passed on to the customer, using the 

current unit cost as the future unit cost would be a good starting point.  Of course, if the 

company has one of the lowest margins in an industry, this assumption can be dangerous, 

particularly if the company is already leveraged.  For leveraged, high cost producers who might 

not be able to pass on all their increased supplier costs to their customers, more stringent stress 

tests might be necessary than for low cost producers.  

In the sphere of energy and conversion costs, change in the unit price of energy is the most 

important driver because existing plants are unlikely to deliver higher energy efficiency. 

Companies with multiple plants are at an advantage.  If a company has 5 plants and demand 

falls by 20%, it is more energy efficient to shut down 1 plant and operate the other plants at full 

throttle.  A company with only one plant does not have such flexibility. 

In the case of depreciation costs, it is safe to use current depreciation rates for projections 

unless there is clear evidence that the company is under providing for this cost.  
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Stop at EBIT…go to the Balance Sheet

The projection of revenues and operating costs helps an analyst to calculate EBIT.  There he has 

to pause, because interest costs depend on balance sheet debt- both from long term debt and 

short term debt.  One needs to go to the projected balance sheet to get the projected assets 

and how such assets would be financed.   

Working Capital Projection and Short Term Debt

At the first whiff of increased competition working capital conditions can worsen.  The 

customers might demand lengthened periods for payment of dues.  If this cannot be passed on 

to suppliers in terms of more generous payment terms, it would straight away require longer 

period for conversion of working capital to cash and higher short term debt.

The starting point for calculation of receivables, payables and inventory are current number of 

days of receivables, payables and inventory.  Once one has projected the revenues and costs, 

using the days of receivables, payables and inventory, one can project the receivables, inventory 

and payables.  The analyst has to be acutely aware of where things are in the business cycle- 

how many years into the current expansion one is on the business cycle.

Efficient working capital management through just in time inventory management etc. was 

supposed to put an end to business cycles.  But that is unlikely because business cycles will last 

as long as human beings go from excessive optimism to excessive pessimism which rules out 

rational inventory management.  If one is close to the end of a business cycle (obviously no one 

call the top, but it does no harm in being conservative), cash conversion cycle will get 

lengthened.  The analyst has to make judgment calls on the extent to which the number of days 

of receivables will go up, and to what extent the days of payables can be stretched.  Finished 
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goods will take longer to move out of stores and raw material inventory would move slower 

towards the shop floor- pushing up days of inventory.

Once one has calculated the working capital requirements, one has to assess how this would be 

financed.  A starting point is to use current norms followed by the company- that is how much 

short term debt is used by the company to finance working capital.  From the past record of the 

company one can calculate the amount of short term debt used for working capital financing by 

subtracting the current portion of long term debt from the total short term debt of the 

company.  Of course the working capital financing projection has to be changed if management 

has indicated that future working capital strategy would be different and devices such as 

factoring etc might be used differently.      

Capital Expenditure 

The company’s projected capital expenditure and financing strategy have to be used by the 

analyst to project future debt.   Of course, the actual quanta of the debt can change- either due 

to change of management or M&A activity.  If however the lenders have put in place covenants 

in the loan agreements which prohibit the use of debt beyond a particular level, the analyst at 

least has an upper bound of the amount of debt.  Management’s plans for rights issues to 

finance capital expenditure must also be incorporated.

Back to the Income Statement

Once the debt level has been estimated, it should be possible to get a reasonable fix on interest 

expenses. The analyst has to use an intelligent estimate of the rate at which new loans would be 

contracted.  Unless the analyst expects a hike in tax rates, the current effective tax rate should 

suffice for the analyst.  That assumes that there are no businesses which enjoy tax free/low tax 
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status which are expanding rapidly, in which case a weighted average tax rate would not work 

and a tax rate for each business has to be considered separately.    

Final Capital Structure Projection

The analyst modeling dividend policy can either assume a fixed return on shareholder equity or 

a fixed percentage of profit after tax, based on the company’s stated policy.  Cash would be the 

balancing figure in the balance sheet.  If cash turns negative, it means additional borrowing 

would be required, which implies higher interest cost.   One has to then go through the whole 

process of estimating the projected income statement and balance sheet again.

The Integrated Look and Sensitivity Analysis

Once the base case balance sheet and income statement are ready, one can calculate basic 

ratios such as return on capital employed, return on equity, debt equity ratio, receivable days, 

payable days and inventory days etc.  If some ratio comes out to be drastically different from 

the realized ratios of the near past, the analyst needs to convince himself that he has used 

sensible assumptions and that he can explain the anomalous seeming ratio.  

After the projections have been checked through ratio analysis, the analyst can stress tests 

certain parameters such as volume of goods sold etc.  Stress test does not imply a blanket 20% 

increase in costs/fall in revenue etc.  It has to be based on testing a critical parameter for values 

within the realm of reality.

Ultimately, the analyst needs to know what Benjamin Graham would call the “margin for error”

Key Takeaways from this Chapter

A credit investor cannot go by the financials projections supplied by a company’s management. 

He has to create his own projections.  The process of creating projections completely focuses an 
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analyst’s mind on the company’s credit story.  It pays to have intense debates within the credit 

team and with the credit committee to ensure that no wrong hypothesis is formulated.  While 

the designs of providence are inscrutable, a credit analyst can create a sensible financial 

projection by relying on first principles and logic.  Credit cannot be extended for periods beyond 

which it is difficult to create projections without resorting to heroic assumptions.
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