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Topics 

• Introduction 

• Splitting credit risk from pricing 

• Exploring top three uses of credit pricing 

• Credit scores and pricing: Case study 

• Industry trend observations: What constitutes a good benchmark? 

 



3 Permission to reprint or distribute any content from this presentation requires the prior written approval of S&P Capital IQ. Not for distribution to the public.  

Introduction 

Source: Financial Times, 12th May 2014. 
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Source: S&P Capital IQ. As of 23rd May 2014. 
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Introduction 

• Even though times are getting tougher, spreads of high yield corporates in comparison to 
AAA corporates have tightened across all maturities: 
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Source: S&P Capital IQ – Corporate Yield Curves. As of 23rd May 2014. 
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Splitting Credit Risk from Pricing 

Definition: 

Credit risk management is considered to be the correcting element for the general  
profit-oriented credit management within a corporate. 

 

Three options… … on three typical use cases 

On-board Credit Risk 
  
Outsource Credit Risk 
 
Reject Credit Risk 

e.g. 
• Am I capturing the bad debt 

risk? Or are my commercial 
terms high vs. the market? 

• Is the pricing of my insurance 
policy overstating the risk I am 
outsourcing? 

Transfer pricing of loans, cash 
pools & guarantee fees 
  
Customer credit management 
 
Optimising debt funding   

I 

 II 

III 
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Splitting Credit Risk from Pricing 

For illustrative purposes only. 
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Splitting Credit Risk from Pricing 
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The interest rate differential 

illustrates the importance of 

accurately pricing credit risk to 

maintain a competitive position. 

 

Source: Top chart: S&P Capital IQ, Credit Analytics and RatingsDirect. As of 2nd May 2014. Bottom chart: S&P Capital IQ – Corporate Yield Curves. As of  23rd May 2014. For illustrative purposes only. 
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Exploring The Top Three Uses of Credit Pricing 

1. Transfer pricing of loans, cash pools & guarantee fees 
– More than 40 countries have adjusted their transfer pricing regulation recently 

– Regulations generally dictate that your interest rate should equal the rate charged in an 
independent transaction with unrelated parties under similar circumstances, therefore… 

 
Stylised Process 

Determine the credit risk  
of the borrower 

(standalone credit risk assessment) 

Adjust the risk for  
specific debt characteristics 
(e.g. maturity, convertibility, options,  

collateral, prepayment rights) 

Determine interest rates  
based on market sources 

(Comparable Uncontrolled Price , [...])  

I 

• Most Transfer Pricing disputes are due to disagreement in determining arm's length prices by: 
 Using interest rates / guarantee fees without compelling evidence 
 Basing interest rates / guarantee fees on informal analysis 
 Using stale interest rates 
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Exploring The Top Three Uses of Credit Pricing 

2. Customer Credit Management 
‒ Trade credit is more than financing 

– Typically no co-movement with market interest rates 

– Empirically, firms that are more creditworthy and have some buyer market power receive  
 larger early payment discounts*  

 longer maturities** 

– With longer term contracts, the Capital Goods industry starts to explicitly incorporate credit risk 
pricing in T&C (beyond captive finance subsidiaries) 

 Stylised Process 

Determine the credit risk  
of the customer 

Adjust the risk for  
specific commercial terms 

(e.g. maturity, collateral,  
prepayment rights) 

Determine interest rates  
based on market sources 

 II 

 *  Gianetti, Burkart, Ellingson, 2011, What You Sell Is What You Lend? Explaining Trade Credit Contracts, Review of Financial Studies 24, 1261 – 1298 
**  Klapper, Laeven, Rajan, 2010, Trade Credit Contracts, The World Bank Policy Research Working Paper 5328 
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Exploring The Top Three Uses of Credit Pricing 

3. Optimising Debt Funding 
‒ Three primary factors  
 Debt maturity  

 Movements in interest rates 

 Changes in the company's credit quality 
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III 
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Exploring The Top Three Uses of Credit Pricing 

3. Optimising Debt Funding 
‒ Three primary factors  
 Debt maturity  

 Movements in interest rates 

 Changes in the company's credit quality 

 
Stylised Process 

Determine the credit risk  
under different scenarios 

Adjust the risk for  
specific debt characteristics 
(e.g. maturity, convertibility, options,  

collateral, prepayment rights) 

Determine cost of debt 
based on market sources 

III 
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Credit Scores & Pricing: Case Study 

Setting the scene… 

• Global operating software company which designs, develops, and sells Enterprise 
Resource Planning (ERP) software solutions for the construction industry worldwide 

• Full software package with annual subscription fees of up to 1,5 Mio. EUR  

 

• Task: Create a differentiated pricing schedule for its Top 10 customers. 
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Credit Scores & Pricing: Case Study 
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Source: Top Diagram: S&P Capital IQ. As of 23rd May 2014. Bottom Chart: S&P Capital IQ – Corporate Yield Curves. For illustrative purposes only. 
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Credit Scores & Pricing: Case Study 
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Credit Scores & Pricing: Case Study 

Source: S&P Capital IQ – Corporate Yield Curves. As of  23rd May 2014.  
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Industry Trend Observations: 

• No-Arbitrage Condition 

• Coverage 
– True executable prices  

– Daily 

– Different risk characteristics (AAA – CCC) 

– Across various maturities (1M – 30Y) 

– Illiquid segments 

• Transparency 
– Provide auditable list of input data points 

What Constitutes a Good Benchmark? 
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