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got corps? 
 

A Primer on Corporate Security Analysis 
 

In March, Josh Swanson and Francis Scheuerman presented a thoughtful case in their “Next Man Up” article regarding 
analysis of MBS securities and the importance of reviewing portfolio diversification in a changing tax environment. We 
expect most institutions will continue to see strong portfolio demand for municipal securities, but during the review 
process may find it necessary to reweight exposures amongst various asset classes. With the practical application of 
lower corporate and personal tax rates, relative value may dictate considering exposure to the corporate bond market, 
where corporate debt might provide higher spreads and greater portfolio earnings relative to other taxable alternatives.  
  

In the past, community banks have been active participants in corporate debt, but this is far less the case since The 
Great Recession. The first graph below (orange band) shows that, proportionally to the total corporate bond market, 
banks held their highest piece of the pie since 1990 in the 2006-2008 timeframe. As of 2016, that participation has 
shrunk considerably, in fact making banks one of the smaller proportional holders of U.S. corporate bonds. Corporate 
debt possesses unique investment traits. Capital considerations may be a significant initial component for banks based 
on 100% risk weighting. But the number and breadth of issuers in the market may bring about beneficial and unique 
opportunities. Corporate debt tends to see a broader participant community drawn to the size of the market, and often 
provides a wider relative value field whose landscape changes not only within the individual credit sphere, but also 
the broader taxable market. Liquidity tends to be more robust within the investment grade arena, and managed 
exposure to the corporate market may offer additional relative value for particular institutions. For the purpose of this 
discussion, we will focus on the credit side of the corporate market, and your investment professional’s role in helping 
you seek out opportunities that best fit for your institutional risk tolerance and portfolio performance/diversification 
needs. While UMB does not express official opinions on credit worthiness, we hope you find the following sections to 
be a helpful set of baseline tools for you to decide what best suits your bank’s balance sheet.   
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Balance Sheet Quality 
 

This is one of the most important considerations when evaluating a prospective corporate bond investment. Just as 
you give great credence to a company’s balance sheet before considering a commercial loan, examining the balance 
sheet of a corporate bond issuer is a simple and effective starting point. It is imperative to understand a company’s 
basic tangible equity position. You may be surprised how many household name U.S. companies have a negative 
equity position once you strip out the intangible assets! And that is really the crux of this point, making sure that you 
are comfortable with the issuer’s equity position once those intangibles, primarily goodwill, are removed from the 
equation. In a worst-case default situation, are you really counting on the company to liquidate its goodwill to make 
you whole on your investment? Hopefully the sarcasm is obvious, that goodwill has no value off the company’s balance 
sheet and is of no value to you. Let’s look at two companies most should know, with two very different balance sheets. 
 

The table below compares two well-known, publicly traded hotel brands: Marriott and Hyatt. For Marriott, you can see 
that once intangible assets and liabilities are stripped away, you have a company with a tangible book value that is 
underwater $14 billion. Let that sink in, a tangible book value of negative $14 billion for a $24 billion company! For 
Hyatt, the same basic formula shows us that once adjusting for intangibles and liabilities, the company has a very 
strong $2.7 billion dollar or 35% tangible equity position. If you were considering a loan to one of these companies, 
which one would you choose based solely on the balance sheet? 
 

To be clear, we are not saying that any company with a negative tangible equity position is a bad investment or 
doomed to fail, and in fact we will show in the next section a strong case to the contrary. There may also be practical 
exceptions and additions to this rule. For instance, most pharmaceutical companies carry large intangible positions, 
and these can be very well justified if the intellectual property they list can be monetized (think drug patents). To our 
knowledge, goodwill always trades at $0 in the open market, so it’s important and relatively easy to get a quick feel 
for a company’s capitalization. What we are saying is to be informed.     

 
ISSUER        MARRIOTT INTERNATIONAL INC     HYATT HOTELS CORP 

RATINGS       BAA2/BBB/BBB        BAA2/BBB/BBB 
             

Balance Sheet as of 4/16/18:          

(In Millions of USD)           

Total Assets              23,948.00                 7,672.00     

Total Intangible Assets              18,012.00                     833.00     

Total Liabilities              20,217.00                 4,131.00     

             

Tangible Book Value of Equity         (14,281.00)                2,708.00     

             

Tangible Equity/Total Assets               ‐59.63%                        35.30%    
                                                                                                                                                                            Source:  Bloomberg 
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Interest Coverage- The Relationship between Earnings and Debt 
 
In the last section, we clearly demonstrated Hyatt to be the superior investment choice, right? Not so fast. While it is 
likely fair to argue its balance sheet does outshine that of Marriott, interest coverage ratios tell an entirely different 
tale. Interest coverage is simply the Operating Income (or EBIT) divided by the interest expense for a given period. In 
the table below are income figures for both companies reported as of 12/31/17. The bottom row is the interest coverage 
ratio, 3.78X for Hyatt and 8.20X for Marriott. What a difference! Marriott’s pre-tax earnings cover its interest liability for 
the year over 2X as well as Hyatt’s. This is a normalized figure, so the large difference in company size is irrelevant 
to our demonstration.  
 

  Hyatt Marriott 

Revenues 4,685.00 22,894.00 

  - Cost of Revenue 3,638.00 19,192.00 

Gross Profit 1,047.00 3,702.00 

  - Selling, General & Admin Expense 745 1,343.00 

Operating Income 302 2,359.00 

  ÷ Interest Expense 80.00 288.00 

Interest Coverage Ratio 3.78X 8.20X 
                  Source: Bloomberg 
 
There are likely many factors in play that suggest Marriott wins out as the superior operator, but what we may ultimately 
conclude is that it is a larger, more mature company whose earnings allow it to effectively manage a much larger debt 
load than Hyatt. The coverage ratios in fact suggest it services its debt twice as well. Once again, we are not saying 
that this isolated metric should be your decision point, rather based on your comfort levels and how your institution 
analyzes credit, it may be an equal, lesser, or greater consideration than what we examined for the balance sheet. 
Interest coverage does not factor in principal repayment, however, so next we will explore a simple method that can.    
 
Debt Distribution- Maturity Position and Cash Coverage 
 
Another important component of analysis is a bond’s position within the company’s debt profile. We again have Marriott 
on the left and Hyatt on the right in the below Bloomberg screens. We are going to compare investments into each 
company’s 2021 maturity. For Marriott, the 2021 issue is the fourth blue bar and fourth debt issuance in maturity order. 
There are three debt maturities in front of this bond to the tune of approximately $1.5 billion, $2.4 billion if you include 
the 2021 maturity. For Hyatt, only one debt maturity exists prior to the 2021 bond at approximately $200 million, $450 
million if you include the 2021 maturity. The size differential between the two companies is relevant to the size of the 
debt load, but for the point of this illustration it again should not matter. As simple as it is, the fewer maturities you 
have prior to your investment’s maturity, the less risk exists around the repayment of your principal. 
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Perhaps the more important point here is the cash coverage, which is why we mentioned the total debt levels leading 
up to the 2021 bonds. This is quite complimentary to our discussion on interest coverage, and here we are simply 
examining how much cash exists compared to the principal amount of the debt. In contrast to the pessimism over 
balance sheets in the first section, you would also be surprised just how many U.S. corporations are so cash heavy 
that they could cover their entire debt position with cash on hand! That’s not quite the case for either of our companies, 
but there is a point to be made based on the liquidity of both.  
 

 
              Source:  Bloomberg 
As of 12/31/17, Marriott reported a cash position of $383 million, and Hyatt $552 million. Neither company is setting 
any records, but high overhead companies like hotels are not generally cash cows. Here’s why it’s important: We said 
Marriott had approximately $2.4 billion in debt up to the point of our 2021 bond, compared to its cash holdings of $383 
million. Hyatt, however, had approximately $450 million in debt through 2021 compared to its cash holdings of $552 
million. Hyatt can therefore pay off its bonds up through the example maturity and still have $100 million to spare. So 
again, if you are looking to make an investment on this alone, which company are you going to choose? 
 

Like before, there may be practical exceptions. The favorable cash position may change but the cash coverage ratio 
often correlates with the degree of risk present in the balance sheet. If you know your investment is fully covered by 
the current cash position, you are likely to have a more favorable view of the opportunity. A relevant practical exception 
for this exercise lies with large banks and financials. Consideration should still be given, but it is a much more 
convoluted analysis when institutions like Wells Fargo, Goldman Sachs, Citi, or J.P. Morgan may have hundreds of 
outstanding issues and the volume of issuance may exceed their cash position significantly. Why might we give a 
different tolerance for megabanks? Because they, like you, are in the business of making and managing debt. 
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A Note on Ratings and Additional Considerations 
 

Did you notice the ratings highlighted in green back on page two? Both companies have exactly the same ratings from 
the three major agencies (Moody’s, Fitch, and S&P). It is fortunate to make such a clean comparison in an industry 
with relatively few large operators! It is likely evident through the discussion so far that ratings agencies must consider 
many dynamic factors when assigning ratings to corporate bond issues. The relevant takeaway that we hope is 
reinforced by our example is that a corporate credit you deem fitting will likely express stronger characteristics in 
certain areas. Hyatt demonstrates a stronger true equity position and principal cash coverage relative to its competitor, 
while Marriott shows its maturity through strong revenue and earnings patterns that contribute to superior interest 
coverage and debt servicing. Both companies appear comparable as investments relative to their strengths, so the 
choice between investing in either company could come down to which factors are of your greatest concern. Ratings 
are an essential map to navigate the corporate bond market, but should be used as an indication of suitability before 
a solid examination of the underlying credit.      
 

Additional items that can generally be examined expediently include news headlines related to the company, which 
will provide color on M&A activity, performance, ratings actions, or isolated events; and elements of protection afforded 
the investor, such as debt covenants, make-whole calls, or poison puts.  
 

Conclusion 
 

Last question, and not rhetorical this time: Did you know that UMB has an active corporate bond desk within our 
department that has millions in inventory and a host of names on any given day? We are an active market maker in 
corporate debt, and in addition to what we own we are in touch with a much larger volume in the street.  Most credit 
research can be performed online through public resources, but we can help streamline the process with quick access 
to financials through Bloomberg, including the ability to evaluate trade patterns and deploy valuation tools to identify 
whether a particular company or issue is trading rich or cheap to its historical pattern. You might be surprised just how 
often you can quickly ferret out relative value with a little help from your investment professional. When you consider 
the best performing investment portfolios among your peers, there is a good likelihood that they may be holders of 
corporate securities. While we recognize that most community bank balance sheets do not contain many corporates 
in recent years, perhaps the passage of tax reform makes it time to review your IPS and consider a 5-20% sector 
weighting. It is no accident that the yield and cash flow of MBS securities, credit quality of municipal bonds, and safety 
and liquidity of U.S. agencies are the driving characteristics of many bank portfolios. If you find yourself looking for 
different options, have the breathing room in capital, a little time to evaluate credit, and a partner to guide you through 
the process, corporate debt may be a viable investment vehicle. You may improve yields with high quality credits, 
increase portfolio diversification, and have another taxable alternative to exempt credits if tax reform has made taxable 
securities more attractive for your institution. We are here to help and have the tools and resources to do so. Thank 
you for reading, and we look forward to helping you achieve your investment goals!    
 
IBD Investment Officers: Stephen DuMont & James Carlile 
 


