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Introduction to Credit Research
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Investment Asset Classes

01.1



5 acuitykp.com

Investor

Asset 

Managers/Pension and 

Insurance funds

Banks

Public Equity

Fixed Income Securities

Private Markets (PE)

Alternative Investments 

(Commodities, Infrastructure, 

Currencies, Distressed Debt)

Corporate Lending

Retail Lending

Investments (Fixed Income 

securities and Equity)
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What is a fixed income investment?

01.2
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What is a fixed income investment?

A financial instrument for which the issuer (borrower) agrees to pay certain amounts of money at 

specified dates in the future. Key attributes include

• Interest rate (or Coupon)

• Maturity (Short-term, Medium term, Long-term)
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Credit ratings

01.3
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Credit Ratings

 Credit rating

• Credit rating is an opinion on the relative creditworthiness (ability and willingness) of the 

issuer/borrower to repay interest and principal in full and on time.

• Moody’s, S&P and Fitch are the major credit rating agencies recognized globally. There are also 

many locally recognized credit rating agencies in different countries.

• Credit rating agencies and other institutions that provide independent credit research conducts 

thorough research of the issuer using their own credit scoring methodology
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Credit Ratings Scale
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Historical default study – credit ratings
 Credit rating default study

• Investment grade bond (relatively stronger than high yield or non-investment grade bonds) 

demonstrate a lower default rate historically. 

• Higher the default rate, the riskier it is for an investor.

S&P Annual Global Corporate Bond Default Study IG Vs HY S&P Average Global Corporate Bond Default Study, Rating Classes
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Credit ratings – Benefits and Limitations

 Improving market efficiency by reducing 

information asymmetry between borrowers 

and lenders 

– Detailed report on the company covering 

the business and key credit strengths and 

weaknesses

 Third party opinion on the relative credit 

strength

 Enables Peer comparison with access to a 

large universe of rated companies

 Ratings are slow to react to market 

information

– E.g. SVB bank downgraded to default 

from investment grade rating overnight

 Rating agencies typically do not adjust their 

rating with economic cycles. 

– Therefore, credit quality could be better 

during times with strong economic growth 

and vice versa 

 Conflict of interest issues. Rating agencies 

are paid by the issuer 

 As with any research, the opinions of the 

rating agencies could also be wrong and 

lack adequate depth covering important risks

– E.g. Failures during the financial crisis 

Benefits Limitations
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Investors should do their own due 

diligence before Investing

All rating agencies have very lengthy disclaimers to protect themselves and it clearly 

mentions that their opinions are not recommendations for investing
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Introduction to corporate credit analysis

01.4
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What is Credit Research? 

The Cambridge Dictionary defines credit research as “the detailed study of the financial situation of 

companies and governments, done to provide information about their ability to pay back borrowed 

money”.

Credit research is the evaluation of credit risk i.e. the risk of loss arising from the inability of the issuer of 

debt (borrower) to make timely repayments (principal and/or interest).

How does credit research differ from equity research?

Equity Research

- Focuses on upside potential

- Prioritizes reported earnings

Credit Research

- Focuses on downside risk

- Prioritizes cash flows 
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Who Performs Credit Research?

Commercial Banks

Non-Banking Financial Institutions

Investment Banks

Asset Managers

Corporates

Rating Agencies
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Carrying out Credit Research: The 4Cs 

• The ability of the borrower to make timely 
repayments. This involves a study of the 
borrower’s cash flow – personal income for an 
individual borrower. 

Capacity

• The quality and overall desirability of the assets 
used as security. For example: property, vehicles, 
machinery, shares etc.Collateral

• Alternately – covenants. The terms and conditions 
of the debt issue. Of importance is the purpose of 
debt issue i.e. what the funds will be used for.Conditions

• The willingness of the borrower to meet their 
obligations. For individuals this includes their credit 
history, while for companies this refers to the 
quality of management.

Character

When evaluating credit risk, a commonly used method is to focus on the 4Cs.
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Corporate Credit Analysis

Macroeconomic 
Environment

Industry

Company

Analyzing the external environment in which the Company 
operates via PESTLE Analysis

Points to consider: 

- Does the borrower operate locally or internationally?

- Does the government have an interest in the borrower’s 
operations? 

Analyzing the industry in which the Company operates

via Porter’s Five Forces, Industry Lifecycle analysis

Points to consider: 

- Are there any adverse factors affecting the industry?

- What are the environmental and social concerns affecting 
the industry?

Analyzing the Borrower

Ex: SWOT Analysis, Ratio Analysis

Points to consider: 

- What kind of reputation does the borrower have?

- Who are the main promoters/ sponsors?
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Understanding Credit Risk

02
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Assessment framework

Business risk

Management risk

Financial risk

Company risk

External support 

(parent/group/gov.)

Stand alone rating

Credit rating



21 acuitykp.com

Business Risk

02.1
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Business Risk

External Risk Internal Risk

Country Risk

 Economic

 Political

 Forex

Industry Factors

• Cyclicality

• End market/supply chain

• Industry structure/Competition

• Secular trends/growth

• Regulations

• Technology

• ESG

Operation Risk

 Cost structure

 Profitability margins Vs peers

 Customer/Supplier concentration

 Working capital management

 Product quality 

 Internal controls and policies
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Country Risk

Political

 Political stability

 Ruling party’s / Government’s policies

 Policies related to business and investment

 Foreign relations

Economic

 Economic policies

 Economic condition – GDP growth, interest rates, inflation, fiscal performance, banking system stability 

etc.

Foreign exchange

 Foreign exchange policies, Forex reserves, currency fluctuations to major currencies, restrictions on 

access to foreign exchange needed for debt service, and forced conversion of foreign currency 

denominated obligations into local currency
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Industry Factors

Industry trends

 Is the industry in the initial stage/growth/mature stage

 Is the sector consolidating (market share / economies of scale / global reach)

Industry structure

 Type of market – Monopoly / oligopoly?

 Is the market concentrated or fragmented?

 Industry position in the entire value-chain

 Global operations or regional / national?

Growth potential

 Is the growth more cyclical in nature or long-term?

 What is the impact of economic cycles?

Bases of competition

 Is the government supporting the industry by restricting new entrants?

 Are there any inherent barriers to entry resulting in higher profitability?
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Industry Factors

Changing technology

 Rapid innovations

 Product obsolescence

Operating risk

 High fixed cost structure

 Profitability margins Vs peers

 Customer/Supplier concentration

 Working capital management

 Product quality 

 Internal controls and policies

 Varying demand

 Volatile sales price

 Rising input cost

Regulatory environment

 Are there any substantial regulatory risks?

 Is the sector vulnerable to universal/ regional regulatory norms? 
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Business Risk Analysis - Frameworks

Country Risk Analysis

• PEST (Political, Economic, Social and Technological factors) analysis

Industry Risk

• Porter's Five Forces

1. Competitive rivalry

2. Threat of new entrants

3. Supplier bargaining power

4. Customer bargaining power

5. Threat of Substitutes

Operational Risk 

• SWOT (strengths, weaknesses, opportunities, and threats) analysis



27 acuitykp.com

Financial Risk

02.2
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Important points to note before any calculations

 Numbers follow strategy: a company only goes down the path its 

management lead it

 Financial analysis is not a narrative 

 Link the financial analysis to the business analysis and management 

strategy

 Use spreadsheets to do financial modeling – follow a structured 

approach

 Cash generation is key for credit – Cash pays interest and principal, 

not earnings

 Predictability and adequacy of cash generation by the business



29 acuitykp.com

Cash Flow Adequacy

Uses of funds

 Debt repayment obligations

 Expected working capital increase

 Planned capital expenditure and investments

 Mergers & acquisitions

 Dividend payments/Share repurchases

Sources of funds

 Cash generated from the business (Operating Cash Flow or EBITDA): EBITDA is generally used as 

proxy for cash generated from the business.

 Bank borrowings or issuance of bonds

 IPO or Rights issues (equity)

 Others (sale of investments, assets)

Comparison of sources and uses of funds:

Assess the adequacy of cash flows to meet future planned funding requirements
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Financial Risk Assessment – Key 

considerations
 Revenue growth

 Cost structure

 EBITDA margin & growth 

 Working capital cycle

 Capital expenditure

 Free Cash Flow (FCF)

 Debt /EBITDA – Leverage

 Net debt/EBITDA – Net leverage

 EBITDA /Interest – Interest cover

 Cash and liquidity

 Shareholder distributions (dividend + share repurchases)

 Debt maturities

 Summary cash flow statement

The financial model should at a minimum cover 

the above key points
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The Financial Risk Analysis Framework

Current financial 

position

Financial risk

Cash flow 

adequacy

Future financial 

position

Financial flexibility
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There has to be a balance maintained between financial and business risk. 

Companies with low business risk can afford higher levels of financial risk, than those with high business 

risk.

Business Risk vs Financial Risk

Financial risk profile

Business risk 

profile

Minimal Modest Intermediate Aggressive Highly

leveraged

Excellent AAA AA A BBB BB

Strong AA A A- BBB- BB

Satisfactory A BBB+ BBB BB+ B+

Weak BBB BBB- BB+ BB- B

Vulnerable BB B+ B+ B B-
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Case Study

As a lender, to which companies would you give preference for lending? Rank them from 

most preferred to least preferred
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Sample Summary KPIs
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Sample Summary Cash Flow Statement
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Management and Shareholder Risk

02.3
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“A business ultimately goes down the 

path its management leads it”



38 acuitykp.com

Understanding Integrity
Capability and Credibility

 Is the management having relevant and sufficient experience?

 Is past and current performance in-line with the industry?

 Track record of meeting commitments to shareholders and creditors

Attitude towards rules and law

 Minimum compliance?

 Is the company facing a large number of significant litigations?

 Has the company got penalized by regulators in the past?

Corporate governance and Transparency

 Related party transactions

 High pay-offs to senior management

 Is senior management remuneration linked with the company’s performance

 Transparency in accounting

 Composition of executive and non-executive directors on the board

Stability of management and policies

 Are there frequent changes in management and senior executives?

What is the media saying?

 Is the company in the news for the wrong reasons?

 What are the financial blogs / media saying about the senior management
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Understanding Competence & Risk Appetite
Corporate strategy

 What has been the historical record of strategic success?

 How realistic are the corporate strategies?

 Is the strategy in line with the company’s capabilities?

 How sound is the competitive strategy?

Track record of performance under stress

 Did the company or industry go through a bad patch?

 Was it due to management actions?

 What were the remedial measures adopted by the management?

 How did the company fare in comparison to peers?

Debt profile

 Is there a stated policy of borrowing from the market?

 Are there any frequent changes in the bankers? If yes, why?

Attitude towards inorganic growth

 Frequency/Size of acquisitions

 Funding of acquisitions

Control over market risk

 Does the company hedge its exposures to market variables? Interest rate, forex, commodity etc.
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Structure

02.4
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Group Structure Risks

 Investment/Lending facility is with a legal entity and not with a group

 Structural Risk is the risk that the investor or lender will be prevented from having access to cash 

flows and assets because of the group structure or other deal specific structural issues (Structural 

subordination)

Sample Organization Structure to Identify Legal Entities and Structural Subordination  
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Debt Structure Risk

Debt structure is primarily classified into:

 Secured Debt

 Unsecured Debt

Debt can be further broken-down into senior and subordinated debt under secured as well as unsecured 

classification

 Senior secured debt

 Senior unsecured debt

 Junior secured debt

 Junior or subordinated unsecured debt

Debt 

Classification

Secured 

Debt

Senior 

Secured 

(First Lien)

Junior 

Secured 

(Second 

Lien)

Unsecured 

Debt

Senior 

Unsecured
Subordinated

First lien

Second lien

Senior Unsecured

Junior Unsecured

PIK/Mezz

Debt Waterfall 
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Evaluating Creditworthiness

03



44 acuitykp.com

Assessment framework

Business risk

Management risk

Financial risk

Company risk

External support 

(parent/group/gov.)

Stand alone rating

Credit rating
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What is a Credit Score Card? 
 A credit score card is a method of mapping specific characteristics of a borrower into points which 

results in the generation of a credit score.

 The credit score is designed in a manner that allows the lender to predict the probability of default.
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Covenants
Covenants are limitations or requirements placed on borrower to protect the interests of the lender.

They require or restrict certain circumstances or behaviors on the part of the borrower.

The purpose of including covenants in the agreement is to reduce the possibility of default and thus 

protect the lender.

Financial 
Covenants

General 
Covenants

Information 
Covenants

Springing 
Covenants

Maintenance 
Covenants

Negative 
Covenants
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Credit Research in Practice

04
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Corporate Lending

04.1
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Credit Research in the Lending Process

Deal Initiation

Underwriting / 
Credit 

Research / 
Loan Pricing

Approvals & 
Documentation

Monitoring & 
Administration
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The Outcome of a Lending Institution's Credit 

Research

Credit Research

Pricing.

The rate that will be charged. Can be 
fixed, floating, hybrid etc.

Structure.

The type of facility and the manner in 
which it is repaid.

Covenants.

The terms and conditions that will be 
placed. 

Security.

The collateral that will be required. 
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Structuring Lending Facilities

Repayment

• Repayment terms will depend on the forecasted 
cash flows i.e. the borrower’s repayment capacity.

• Can be equal, equated, bullet, on demand, 
structured etc.

Type

• The type of facilities will also depend on the purpose for 
which the facility is being requested i.e. what the lender is 
financing.

• Ex: is the requirement for working capital/ capex/ 
acquisition finance etc.

Tenor 

• The duration of the facilities: short term 
vs. long term

• This will depend on the borrower’s 
requirement i.e. the purpose for which 
the lending is given.
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Structuring Lending Facilities

 A manufacturing company is incorporating a special purpose vehicle to set up a new production line.

 The factory is to be constructed and the machinery to be imported.

 The total project cost is $15.0bn which includes $5.0bn for machinery, $10.0bn for factory 

construction and $1.0bn of interest. 

 Shareholders will inject 33.3% of cost (primarily used for construction works).

 The company is expected to start generating a positive EBITDA in Year 3. (Year 3: $150.0m; Year 4: 

$350mn; and a 10% increase thereafter).

 What package of facilities should be offered to the company? 

 How should these facilities be structured?

 What are the relevant considerations to be taken into account when structuring the facility?

 What securities would you recommend?

 What covenants would you put in place?
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Structuring Lending Facilities

 The facilities to be offered to the company should include

- Project loan of $10.0bn with a grace period exceeding 2 years

- Project loan should include a one-off letter of credit sublimit of $5.0bn (usance terms to be 

included depending on the supplier, shipping guarantee sub limit as required)

- Project loan for factory construction should be disbursed in stages based on construction 

progress taking into account equity contributions.

- Repayment period depending on Bank’s comfort as long as repayments can be met with 

DSCR greater than 1.2x.

- Overdraft limit for working capital purposes.

 Recommended securities include

- Project assets 

- If promoters are well known, corporate guarantees could suffice

 Covenants could include

- Cash buildups and a guarantee to route project turnovers via lending bank.

- Negative pledge over project assets

- Permitted indebtedness clause

- Financial covenants such as leverage and DSCR. 
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Fixed Income Securities

04.2
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Benefits of fixed income securities

Diversification

Lower risk

Fixed income stream
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Diversification – Comparison of S&P 500 return Vs 

10 year US treasury return



57 acuitykp.com

Inverse relationship between bond Price and Yield
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Pricing credit risk

 Key decision - adequacy of return Vs credit risk taken

• Greater risk (or probability of default) should be compensated with higher returns

• Expected return = Risk free rate + credit spread

• Risk free rate = The yield of a government bond with similar maturity to the bond being priced. The 

yield can also be obtained by referring to the treasury yield curve. 

• Credit spread = The excess return above the risk free rate to compensate for the credit risk taken. 

This should be determined by the analyst taking in to account the relative credit risk of the issuer. 

Key considerations in determining the credit risk include:

 Benchmark credit spreads for rating classes

 Credit migration risk or downgrade risk

 Peer analysis, including net and gross leverage comparisons

 Factors that could be important but the analyst feels is not adequately captured in the credit 

ratings

 Recent news and events
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Choose the closest answer for the expected return or YTM of a bond being priced using the information 

provided in the table below 

Case Study

Information on the bond being priced

A 5 year USD bond issued by a South African based corporate with a coupon of 4%. The 

instrument is given a rating of BBB by Moody’s

a) 3 year US treasury yield = 4.38%

b) 5 year government bond yield in South Africa = 8.76%

c) 5 year US treasury yield = 4.20%

d) Average BB rated corporate credit spread = 2.40%

e) Average BBB rated corporate credit spread = 1.39%

Answers

1. 10.15%

2. 5.77%

3. 6.60%

4. 5.59%

5. 11.16%
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Summary

 Understanding the Origins of Credit Risk
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 Financial risk

 Management/shareholder risk

 Deal structure
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 Framework to form a credit opinion

 Shadow rating/Credit score card
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 Corporate Lending

 Fixed Income Securities
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