
Basis of Modern Credit Analysis
(Extract from Stories in Credit Analysis) 

Credit analysis is the assessment of the likelihood of a debt being repaid- not refinanced.  The debt has 

to be repaid out of operating earnings after necessary cash is apportioned for ensuring continued 

sustenance such as maintenance and R&D expenditure.   This analysis is incomplete if one restricts 

one’s thought process to the entity being considered for a lending transaction.  A company’s revenue 

prospects depend on the extent to which the society in which it operates will continue to consume its 

goods or services at the current or higher rate.  If a society is highly leveraged, chances are it will drop 

its consumption of all but essential goods.   The household is the last link in the chain of societal 

consumption.  Even a corporation which supplies goods to other corporations depends ultimately on 

companies which supply goods to households.  Hence, when households are indebted, demand 

(number of units of various goods consumed) will fall across all segments of society.    On the pricing 

side, the extent of capacity addition in the industry will determine the unit price at which the goods can 

be sold- so the financial analyst needs to know the capital expenditure plans of competitors.  

The great economist Hyman Minsky classified borrowers into three types- hedge borrowers, speculative 

borrowers and Ponzi borrowers.  The hedge borrower can make principal and interest payments from 

current cash flows (that is from the income generated).   The creditor is interested in analyzing if such 

cash flows are sustainable.    In the case of companies operating in industries with rapidly changing 

technology, cash flows can hardly be forecast outside the realm of the astrologer and such mumbo 

jumbo- hence such companies cannot support much debt.  The speculative borrower can make interest 

payments from income but relies on debt roll over and refinancing to stay current on his obligations. 

Finally, there is the Ponzi borrower who relies on the appreciation in the value of the asset financed to 

meet his debt and interest payments (the carry trade in various forms).  Obviously, credit financing is 



rational only in the case where cash flows from operations can be used for principal and interest 

servicing.  Venture investors can finance the other types of borrowers.  

Over a period of time, the onus of credit analysis shifted from the borrower to the lender.  Chapter 18 

of Matthew’s gospel talks about debt and unlimited liability- where the borrower’s wife and children 

served as collateral and were sold to pay off debt.  Chapter 11 put an end to this and capped the extent 

of a borrower’s liabilities.   Even as late as the nineteenth century, a borrower could land in prison if he 

defaulted on his debt.  This weakening of credit protection had one benefit for society- the borrower 

was more likely to take higher risk with borrowed money, potentially resulting in favorable outcomes 

for society through creation of new businesses and business models.  But it also lowered individual 

responsibility.  Earlier, the borrower calculated, assessed and took on debt which he hoped to be able 

to repay from his earnings.  Now, because of limited liability, the lender has to assess how much debt 

the borrower could reasonably be expected to repay before which he might file for bankruptcy.  That is 

the basis of modern credit analysis.

For companies, debt, unless guaranteed by a government, must be used by shareholders for riding 

product life cycles- not for innovative ventures.  A product which has considerable certainty of 

producing revenue can serve as collateral for borrowings.  These borrowings could be used by 

shareholders  to change the capital structure of the firm as the firm can now support more debt on 

account of its steady cash flows.  It is pay day for shareholders for having taken on a high risk venture 

before the product found buyers in the market place.  The shareholders could use the debt for 

dividends and share buybacks.  Or they could use it for R&D expenses or other venturesome pursuits- 

the creditor on the other hand knows he is relying on the cash from the successful product and not from 

the contingent cash flows of a new venture that the shareholders might initiate.  The moment a creditor 

starts looking at a new venture as a source of cash flows, he has taken his eye of the ball.  Ideally, new 



ventures need to be ring fenced in separate subsidiaries to which capital transfer from the creditor 

financed entity are capped through loan covenants.

From time to time, due to excesses on account of easy liquidity, capital must be purged to ensure that 

returns to the capital employed are commensurate with cost of capital.  Like European farmers, 

protected by the Common Agricultural Policy, who periodically pour milk into the sea to keep milk 

prices under control, capital must be purged from time to time through write downs to ensure that is 

does not drive down returns on capital employed.  The role of credit analysis is to ensure that when 

excess capital is purged, recoveries are sufficient so that providers of capital more junior on the capital 

structure are the ones who experience the pains of the purging process.  If a creditor’s capital is part of 

the capital that is purged during capital restructuring, it is more likely than not that the creditor took on 

venture risk and was now bearing the consequences.  

In times of easy liquidity and consequent credit bubbles (whether originating in the governmental 

sector, the corporate sector or the household sector), life is very tough for long only credit investors (i.e. 

they are not permitted to buy protection through the CDS markets to short credits).   There is an urge to 

take venture risk to secure higher short term returns to pacify their investors.  The pressure from 

investors is tremendous- it is hard for the asset manager or lender to convince investors that though 

one is inert, one is fishing and not standing on the shore like an idiot. 
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