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LGD Estimation for Credit Analysis

Sensible analysts now recognize that the probability of default (PD) and loss given default (LGD) 

of a credit are not independent of each other.  That should be obvious because if a company is 

generating low returns on capital employed (thus increasing its PD), the assets created with the 

capital employed would also loose their value (and hence increasing LGD) as asset buyers will 

not be willing to buy such low yielding assets without a substantial haircut to book value. 

If a company continuously yields low returns, it means that the current 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.      

Valuation of the assets involves evaluating what is the highest amount that a sensible investor 

would be willing to pay for the business as a whole.  The obvious question is why not use the 

stock market value for the equity component in the capital structure and add it to the 

outstanding debt to get the enterprise value of firm?  In that case, as long as equity price is 

greater than zero, the LGD would always to zero.  Unfortunately, LGD cannot be calculated from 

equity market inputs.  The equity market has a tendency to overvalue and undervalue assets. 

Stock prices have the tendency to halve and then halve again within a few days.  In addition, the 

equity price incorporates optionalities involved in the business of a firm, the benefits of which 
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accrue only to shareholders.  There is potential for sudden turnaround, there is a possibility of 

another corporate emerging in the horizon to buy out the firm, there might be a government 

bailout on account of having a godfather as the treasury secretary of a country – those 

optionalities should not be considered by a creditor for his valuation and calculation of LGD. 

All estimates of LGD will be correct only within a broad range.    The first stage of LGD estimation 

involves creating the financial projections for the period of a loan, bond offering or CDS 

protection.  If the CDS protection is for three years, create a three year financial projection 

under conservative business conditions.   Calculate the return on capital employed (RoCE) for 

each year of the period.  If minimum RoCE is greater than the cost of capital and the loans of the 

company have covenants which prevent management adventures, as far as the credit goes, the 

PD is zero and LGD calculation irrelevant.  This is not the framework that rating agencies and the 

users of such analytics use.  They calculate the PD of each rating category based on cluster 

principles.  

What if the lowest RoCE during the time horizon is less than the cost of capital?  Obviously that 

does not mean that the company will surely default.   Even great companies can have 

operational losses for a couple of years for various reasons.  It then means the company needs 

external infusion of capital, whether debt or equity or has to carry out asset sales    For a 

company that has low RoCE and a high gearing, the chance of raising additional debt capital gets 

lower and lower and the PD gets progressively higher.  However, in times of abundant liquidity, 

when high yields are hard to come by, there will always be a credit investor who will find an 

excuse to supply the debt required and prolong the company’s agony.  

Even if the credit markets have abundant liquidity, as the credit quality of a corporation 

worsens, the credit investor should have a clear idea of what the LGD would be if the company 
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sputters.  One way of evaluating what the LGD would be is to estimate at what value a rational 

third party, who does not put too much premium on synergies and other extraneous factors, 

would be willing to buy the company so that he gets a fair return on capital employed.  What is 

that fair RoCE that one should consider?  We don’t favor using the capital asset pricing model 

(CAPM) or other mechanical models based on past data.  We also don’t favor assuming that the 

buyer would be an incurable optimist, who would assume drastically changed cash flow 

circumstances on account of a 180 degree turnaround.  It might happen, but a creditor has no 

business assigning a probability to that event.  If that event does happen, it means credit 

conditions are not tight- in which case the borrower himself might not default.   We favor 

assigning a RoCE equal to the best RoCE in the industry during good times in that industry.  That 

might seem overly conservative, but we presume that an acquiring company would be shooting 

for a high RoCE, particularly in times of stress in the economic environment when a buyer can 

set the price.   Another question on this choice of an absolute number for RoCE - what if we are 

in a low interest rate environment?  Again, a high risk environment might also be one where risk 

appetite would be low (hence credit spreads high)- hence setting a high RoCE bar might not be 

outlandish.    Once you have the RoCE, what should the amount of capital employed be, for the 

given projected operational earnings, so that the targeted RoCE can be achieved?    This is the 

capital employed based on targeted return.  We have 2 numbers- actual capital employed 

currently, and capital employed based on targeted return.  The LGD would then be the ratio 

(Capital employed based on targeted return/ Actual capital employed currently).                

Liquidity is the reason why it is easier to predict non-default than it is to predict default in a 

particular time horizon.  This analytical asymmetry means the credit protection seller (who is 

betting a credit will not default) is always at an advantage vis-à-vis the naked protection buyer 

(the one who is betting a corporate will default).  Also it has to be kept in mind that credit 
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spreads do not always widen in response to worsening credit quality or narrow as a reaction to 

improving credit quality.  The external liquidity will ensure that there is no decoupling between 

individual credit spreads and average market credit spreads.   Only when a default seems almost 

inevitable will spreads start decoupling from the market spreads.  Because of analytical 

asymmetry, writing credit protection during times of distress, when all spreads move up, on high 

quality companies is a better bet  than buying protection on low RoCE companies during times 

of abundance.  But whether the times are good or bad, a creditor can always have a role as a 

buyer or seller of credit protection, provided he has a sensible idea of the LGD.

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.
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