
Stories in Credit Analysis

RoCE, Credit Story and the Phase of a Company

During the course of a company’s investment story, it might pass through the venture phase, 

the credit phase and finally the vulture phase (when the company’s carcass is torn apart in a 

bankruptcy or liquidation court).  The creditor must ensure that he is involved with a company in 

the correct phase and not accidentally walk into the venture phase or the vulture phase on 

account of an improper understanding of the company’s credit story.    Unlike the fabled 

Schrödinger’s cat which could be dead and alive at the same time, a company operates clearly in 

one of the three phases at any point in time.  The credit analyst’s role is to get the call right on 

which phase the company is in and to estimate for how long the company would continue to be 

in that phase.  There is no inevitability to the company moving from the first phase to the 

second, nor from moving from the credit phase to the vulture phase.   And companies can also 

move back from the credit phase to the venture phase.    Silicon Valley is there to testify to the 

fact that companies can go straight from the venture phase to the vulture phase.  But calling the 

end of the credit phase of a company is crucial- else, when the clock strikes twelve, the creditor 

could be left holding a non performing loan when the credit story has turned into pumpkin.

For assessing in which phase a company is operating at currently, one needs to understand the 

credit story of the entity.  At the heart of understanding the credit story is gleaning how a 

company makes money (after all, it is not a God given right), and how it will continue to make 

money for a particular period into the future.   Making money means generating return on 

capital employed (RoCE) higher than the cost of capital.

The credit story is based on hard facts.  It must rest on solid ground and not based on the 

assumption that the company’s competitors will forever be incompetent or flat footed.  In fact, 

it is everything that a typical equity research report of an investment bank is not.  With due 
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apologies to Shakespeare, an investment bank’s equity research story is usually a tale told by an 

idiot, full of sound and fury, signifying nothing.  There is a lot of hope and hype built in.  The 

story is usually built around aspirations and assumptions that contort common sense.  It has 

everything to do with pumping up a company’s stock price and very little to do with prosaic 

reality.  Since the creditor does not get a share of the upside if any of the hopes of a venture 

investor turn true, there is absolutely no incentive to chisel the credit story around anything but 

hard facts and a conservative estimate of likely future earnings.  This is based on identifying the 

drivers of the company’s earnings and how those drivers could change over time. 

In the past, creditors could rely on the pace of change of a company’s credit story to be slow. 

Technological changes were slow.   So, a creditor who was slightly slow in picking up the signals 

of imminent change always had time to recover.  That will not be the case in future.  Changes to 

the credit story can happen really fast.  In 2001 American futurist Ray Kurzweil propounded the 

law of accelerating returns.  The law implies that returns (such as increase in speed of a micro 

chip or decrease in its price) would not increase at a linear pace but at an accelerating pace. 

According to him the progress in the hundred years of the twenty first century would be like 

20,000 years of progress at today’s pace.   As an extension, one can argue that the moment a 

particular level of momentum builds for adoption of a particular way of doing things or 

acceptance of a particular technology (say battery operated cars), the pace of change 

accelerates at an accelerating pace.  This accelerating pace can change credit stories so fast that 

a non-alert investment analyst would risk missing the whole plot.   

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 when 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 
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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.   Hence, it is better for creditors if a 

company pays out a large dividend or does a share buyback rather than levers up the retained 

earnings with borrowed funds and invests the money in low RoCE projects or in M&A 

transactions with poor prospects.  The deleterious effect of a failed project/investment is to 

bring in potentially unsolvable business risk into an entity, while the levering up due to high 

dividend payouts/share buybacks merely enhances financial risk which can be resolved if 

operating earnings are sound. 

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.    
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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 

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. 

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.
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Unfunded obligations such as underfunded pensions are part of the capital employed by a 

company.  These underfunded 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 

complete funding of pension obligations before any dividend is paid out.  That would be good 

for creditors as it prevents their claims from being subordinated to those of the pension fund 

investors.

One way to be sure that one is funding a company in its credit phase is to create financial 

projections of a company’s income statement and balance sheet.    The greater the ease with 

which the projections can be created (without resorting to heroic assumptions), the more one 

can be certain that a company is operating in the credit phase.  And the period for such a 

projection can be created is the crystal ball period of a company, during which credit financing is 

possible.   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.
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