CREDIT INDUSTRY
FUNDAMENTALS

A Beginner's Guide to Understanding
Credit, Lending, and the Financial System

CREDIT & BANKING CLUB

Presented for Incoming Freshmen

Whether you want to work at a bank, rating agency, hedge fund,
or just understand how the world's financial plumbing works —
this guide is your starting point.
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CHAPTER 1

What Is Credit?

At its core, credit is the ability to borrow money today with the promise to repay it in the future — usually with interest.
Credit is the engine of the modern economy. It allows businesses to invest before they have cash, consumers to buy
homes they couldn't otherwise afford, and governments to fund infrastructure. Without credit, economic growth would
slow dramatically.

The Credit Relationship

Every credit transaction involves two essential parties:
e Borrower (Debtor): The individual, company, or government that receives money and promises to repay it.

* Lender (Creditor): The bank, investor, or institution that provides money and expects repayment plus interest.

The price of credit is the interest rate — the percentage of the loan the borrower pays annually on top of the
principal. Interest compensates lenders for: (1) the time value of money, (2) inflation risk, and (3) the risk that the
borrower may not repay.

Why Interest Rates Vary

Key Insight: The Risk-Return Trade-Off

Higher-risk borrowers pay higher interest rates — this compensates lenders for the increased chance of losing
their money. A mortgage to a creditworthy homeowner might carry a 6.5% rate, while a high-yield corporate
bond from a struggling company might carry 11%.

Interest rates are influenced by:

e Credit risk: How likely is the borrower to repay?

e Duration: Longer loans generally command higher rates (term premium).

e Collateral: Secured loans (backed by assets) have lower rates than unsecured ones.

* Market conditions: Central bank policy (e.g., the Federal Reserve) shapes the baseline rate for all lending.

Secured vs. Unsecured Credit

Secured Credit Unsecured Credit

Collateral Required (e.g., home, car) None required

Interest Rate Lower — lender has asset protection Higher — lender bears full risk

Lender Risk Lower Higher

Examples Mortgage, auto loan, equipment financing Credit card, student loan, personal loan
Recovery if default Lender seizes and liquidates collateral Lender sues or absorbs the loss

Table 1.1 — Secured vs. Unsecured Credit
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CHAPTER 2

Key Players in the Credit Industry

The credit industry is an ecosystem of institutions, each performing a specialized role. Understanding who does what
is essential before diving deeper.

Institution Role & Key Details

Commercial Banks

Investment Banks

Credit Rating Agencies

Institutional Investors

Central Banks

Credit Bureaus

Specialty Finance

Companies

Regulators

Take deposits and lend them out as loans; profit from the spread between deposit
rates and loan rates. Examples: JPMorgan Chase, Bank of America, Wells Fargo.

Arrange large debt financings for corporations and governments — underwriting
bond issuances, structuring credit products, distributing debt to investors. Examples:
Goldman Sachs, Morgan Stanley.

Assess horrower creditworthiness and assign letter-grade ratings that directly
influence borrowing costs. Their judgments move markets. The 'Big Three': Moody's,

S&P; Global Ratings, Fitch Ratings.

Large organizations that purchase loans and bonds — mutual funds, pension funds,
insurance companies, and hedge funds. They are the 'buy side' of credit markets.

Set benchmark interest rates, regulate banks, and act as lender of last resort (e.g.,
the U.S. Federal Reserve). Their decisions ripple across all credit markets.

Consumer-focused agencies that collect individual borrowing history and generate
credit scores used by retail lenders. The 'Big Three'": Equifax, Experian, TransUnion.

Non-bank lenders focused on specific niches: auto finance, student loans, equipment
leasing. Examples: Sallie Mae, Ally Financial.

Government bodies that establish rules to keep the financial system stable and
protect borrowers. Key agencies: OCC, FDIC, SEC, CFPB.
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CHAPTER 3

The Credit Markets

Credit & Banking Club

Credit markets are where debt instruments are issued and traded. They dwarf equity markets in size — the global
bond market alone exceeds $130 trillion. These markets provide the infrastructure for capital to flow from those who

have it to those who need it.

Primary vs. Secondary Markets
e Primary Market: Where new debt is issued for the first time. A company working with an investment bank to issue
bonds is operating in the primary market.

» Secondary Market: Where existing bonds and loans are bought and sold between investors. This provides
liquidity — investors don't have to hold debt until maturity.

Major Market Segments

Market Segment Typical Instruments Approx. Size

Investment-Grade
Corporate

High-Yield / Leveraged

Government / Sovereign
Municipal
Structured Credit

Consumer Credit

The Yield Curve

Large, stable
companies

Higher-risk / LBO
companies

National governments
State & local govts.
SPVs / securitizers

Individuals &
households

IG bonds, revolving credit

HY bonds, leveraged loans

Treasury bonds, sovereign debt
Muni bonds (often tax-exempt)
ABS, MBS, CLOs, CDOs

Auto loans, credit cards,
mortgages

Table 3.1 — Major Credit Market Segments

$10T+

$3-4T

$65T+

$4T

$15T+

$18T+

The yield curve plots interest rates for bonds of the same credit quality across different maturities. It is one of the
most closely watched indicators in all of finance.

* Normal (upward-sloping): Longer maturities have higher yields — the most common shape, reflecting growth

expectations.

* Flat: Short- and long-term yields are similar — often signals economic uncertainty or a transition period.

* Inverted: Short-term yields exceed long-term yields — historically a reliable recession predictor.

When the yield curve inverted in 2022—2023, economists debated its recessionary implications intensely.
Understanding the yield curve lets you participate in those conversations — and eventually position portfolios

around them.

Real World Connection
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CHAPTER 4

Credit Products & Instruments

Credit comes in many forms, each designed for specific borrower needs. Professionals must be fluent in the
vocabulary and mechanics of each instrument.

Bonds

A bond is a formal debt instrument where a borrower promises to pay periodic interest (coupon) and repay the
principal (face value) at maturity.

e Coupon Rate: The annual interest payment expressed as a percentage of face value.

e Maturity: When principal is repaid — ranges from 1 month (T-bills) to 30+ years.

e Price: Bonds trade in the secondary market; prices move inversely with yields.

e Spread: The extra yield a corporate bond offers over a risk-free Treasury of the same maturity — compensation
for credit risk.

Loans
Unlike bonds (which are securities traded in markets), loans are bilateral agreements between a borrower and one or
more lenders.

e Term Loans: Fixed-schedule repayment over a defined period. Term Loan A (amortizing) vs. Term Loan B (bullet
maturity — popular in leveraged buyouts).

* Revolving Credit Facility (Revolver): A flexible line — borrow, repay, borrow again. Functions like a corporate
credit card and is a critical liquidity backstop.

e Syndicated Loans: Large loans arranged by a lead bank and sold to a group of lenders to spread risk.

Structured Credit

Securitization pools many individual loans and issues new securities backed by those cash flows — transforming
illiquid loans into tradeable bonds.

* ABS (Asset-Backed Securities): Backed by auto loans, credit card receivables, or student loans.

* MBS (Mortgage-Backed Securities): Backed by residential or commercial mortgages. The 2008 financial crisis
centered on these instruments.

e CLO (Collateralized Loan Obligation): Backed by leveraged loans; popular with institutional investors for yield
and diversification.

e CDO (Collateralized Debt Obligation): Broader category backed by various debt instruments; notoriously
misused in the 2008 crisis.

Credit Derivatives
Derivatives allow investors to buy or sell credit risk without owning the underlying debt.

e Credit Default Swap (CDS): Insurance-like contract — buyer pays a premium; if the referenced borrower defaults,
the seller pays out. CDS markets allow investors to 'short' corporate credit.

e Total Return Swap (TRS): One party pays the total return of a bond (coupons + price change) in exchange for a
floating rate — used to gain leveraged exposure.
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CHAPTER 5

Credit Analysis & Underwriting

Before any lender extends credit, they perform credit analysis — a systematic evaluation of the borrower's ability
and willingness to repay. This is the core skill of credit professionals.

The 5 C's of Credit

The 5 C's Framework

This classic framework is the foundation of all credit analysis:

Key Question Asked by the Lender

1 Capacity

2 Capital

3 Collateral

4 Conditions

5 Character

Can the borrower generate enough cash flow to service the debt? Analysts study EBITDA,
free cash flow, and debt-service coverage ratios.

What is the borrower's net worth / equity cushion? More equity means more 'skin in the
game' and stronger alignment with repayment.

What assets back the loan? If the borrower defaults, can lenders recover by seizing and
liquidating those assets?

What is the macro environment? Industry trends? Loan purpose? External factors can
dramatically affect a borrower's repayment ability.

What is management's track record? Have they honored past obligations? Do they
communicate transparently with lenders?

Table 5.1 — The 5 C's of Credit
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Key Financial Ratios in Credit Analysis

Leverage (Net Debt/ Net Debt + EBITDA How much debt a company carries < 3.0x (IG) < 5.5x
EBITDA) relative to its operating earnings (HY)
Interest Coverage EBITDA =+ Interest Whether the company earns enough > 3.0x
(ICR) Expense to cover its annual interest bills
Debt Service Net Operating Income + Ability to cover both principal and > 1.25x
Coverage (DSCR) Debt Service interest — common in real estate
lending

Current Ratio Current Assets + Current ~ Short-term liquidity — can the > 1.0x

Liabilities company pay near-term obligations?
Debt-to-Equity (D/E) Total Debt + Total Equity ~ Capital structure leverage — varies Varies

significantly by industry
Table 5.2 — Key Credit Ratios (*ranges are general benchmarks, not universal rules)
The Credit Memo
When a bank or credit fund evaluates a new loan, analysts write a credit memorandum — a formal document

summarizing the investment thesis, financial analysis, risks, and recommendation. Writing crisp, analytical credit
memos is a core skill for anyone entering the field.
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CHAPTER 6

Credit Ratings & Rating Agencies

Credit ratings are shorthand assessments of a borrower's creditworthiness, issued by Nationally Recognized
Statistical Rating Organizations (NRSROs). They are used by investors to quickly gauge risk. The Big Three are
Moody's, S&P; Global Ratings, and Fitch Ratings.

The Rating Scale

Category S&P; [ Fitch What It Signals to Investors

Investment Grade —
Highest quality

Extremely strong capacity to meet
obligations; near risk-free

Investment Grade — Very AA+, AA, AA— Aal-Aa3 Very strong capacity; differs only slightly

high quality from the highest rating

Investment Grade — High A+, A, A- Al1-A3 Strong capacity, but somewhat more

quality susceptible to economic changes

Investment Grade — BBB+, BBB, Baal-Baa3 Adequate capacity; lowest rung of

Medium quality BBB-— investment grade — very important
threshold

High Yield — Speculative BB+, BB, BB— Bal-Ba3 Speculative with some protection; first rung
of 'junk' bonds

High Yield — More B+, B, B— B1-B3 Vulnerable; dependent on favorable

speculative economic conditions to repay

High Yield — Highly ccc/cc/c Caa—C Currently vulnerable to nonpayment;

speculative potential near-term default

Default D D Has already defaulted on one or more debt

obligations

Table 6.1 — Rating Scale (Green = Investment Grade | Amber = High Yield | Red = Default)

Why Ratings Matter

e Many institutional investors (pension funds, insurance companies) are legally restricted to holding
investment-grade bonds only.

* A downgrade from BBB— to BB+ (crossing the IG/HY threshold — called a 'fallen angel’) triggers forced selling and
sharply higher borrowing costs.

» Credit spreads are priced relative to ratings — a rating change can move a bond's yield by hundreds of basis
points overnight.
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Limitation of Ratings

Rating agencies are paid by the issuers they rate — a structural conflict of interest. During the 2008 crisis,
agencies assigned AAA ratings to mortgage-backed securities that later collapsed. Regulatory reforms
(Dodd-Frank) increased oversight, but healthy skepticism of ratings remains warranted among sophisticated
investors.
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CHAPTER 7

Risk in Credit

Credit investing involves many dimensions of risk. Understanding each type — and how to measure and manage it —
is central to the job of any credit professional.

Risk Type Description & Key Considerations

Default Risk

Credit Spread Risk

Liquidity Risk

Interest Rate Risk

Concentration Risk

Covenant Risk

Refinancing Risk

Macro / Systemic
Risk

The fundamental credit risk — the borrower fails to make scheduled payments.
Measured by Probability of Default (PD) and Loss Given Default (LGD). Expected Loss
= PD x LGD x Exposure at Default.

The risk that the credit spread widens (even without default), causing the bond's market
price to fall. Particularly relevant for mark-to-market investors like hedge funds and
mutual funds.

Some bonds and loans are thinly traded. In a forced sale, you may face a severe price
discount. High-yield and distressed debt can become illiquid in times of market stress.

Bond prices fall when interest rates rise. Measured by duration — a bond with 10-year
duration loses ~10% in price for every 1% rise in rates. Credit investors often hedge this
with Treasuries or rate swaps.

Too much exposure to a single borrower, industry, or geography amplifies losses.
Diversification across sectors and issuers is a core portfolio risk management tool.

Many loans include covenants — financial tests the borrower must pass (e.g., leverage
must stay below 5.0x). 'Covenant-lite’ (cov-lite) loans, common in LBOSs, offer lenders
less early-warning protection.

The risk that a borrower cannot roll over (refinance) maturing debt, potentially causing
default even if operations are healthy. A 'maturity wall' describes a cluster of upcoming

maturities.

Economic downturns increase default rates broadly. Correlations between defaults rise
sharply in recessions — affecting even well-diversified credit portfolios.
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CHAPTER 8

Credit & Banking Club

Corporate Credit vs. Consumer Credit

The credit industry operates across two broad domains that differ fundamentally in scale, analysis methods,
regulation, and career paths.

Corporate Credit Consumer Credit

Borrowers

Deal Size

Analysis Method

Key Metrics

Primary Products

Key Regulators

Career Paths

U.S. Market Size

Companies, private equity sponsors,
governments

$10 million to $10 billion+

Bespoke financial modeling, qualitative
assessment of business strategy and
management

EBITDA, leverage ratio, interest coverage,
free cash flow

Term loans, revolving credit, bonds, CLOs,
private credit

SEC, OCC, Federal Reserve, state banking
regulators

Credit analyst, portfolio manager,
leveraged finance banker, private credit

~$15 trillion (corporate debt outstanding)

Individuals and households

$1,000 to ~$1 million

Statistical models, credit scores (FICO),
income verification

FICO score, debt-to-income (DTI) ratio,

loan-to-value (LTV)

Mortgages, auto loans, credit cards,
student loans, personal loans

CFPB, FDIC, state regulators
Consumer risk analyst, compliance officer,
underwriter

~$18 trillion (household debt outstanding)

Table 8.1 — Corporate vs. Consumer Credit Comparison
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Credit & Banking Club

Consumer Credit Scores (FICO)
For consumer lending, the FICO score (300-850) is the primary underwriting tool. It aggregates five factors into a
single number that determines whether you get a loan and at what rate:

Weight What It Reflects

Payment History

Amounts Owed

(Utilization)

Length of Credit History

New Credit

Credit Mix

35%

30%

15%

10%

10%

Have you consistently paid bills on time? Late payments significantly hurt
this score.

How much of your available credit are you using? Keeping utilization
below 30% is ideal.

How long have you had credit accounts open? Longer history generally
improves your score.

Have you recently applied for new credit? Each hard inquiry can
temporarily lower your score.

Do you have a diverse mix of credit types — cards, installment loans,
mortgages?

Table 8.2 — FICO Score Components
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CHAPTER 9

Career Paths in Credit

Credit & Banking Club

Credit is one of the broadest career areas in finance — offering roles at banks, asset managers, hedge funds, rating
agencies, and corporations. Here's a map of the landscape:

Career Path What You Do & Key Details

Corporate Banking /
Leveraged Finance

Credit Research (Sell

Side)

Credit Portfolio Mgmt
(Buy Side)

Hedge Funds (Credit
Focus)

Rating Agency
Analyst

Commercial Banking
(Corporate)

Risk Management

Structured Finance /
CLO Management

Originate and structure loans and bonds for corporations. Work at J.P. Morgan,
Goldman Sachs, Citi, or Wells Fargo. Typical path: Credit Analyst — Associate — VP
- Managing Director.

Produce research reports analyzing corporate creditworthiness for institutional clients
at major banks. Typical path: Research Associate —» Analyst - Senior Analyst.

Manage portfolios of corporate bonds, leveraged loans, or structured products at
asset managers. Examples: PIMCO, BlackRock, Vanguard Fixed Income.

Opportunistic credit investing — distressed debt, capital structure arbitrage, CDS
trading. High upside, highly competitive. Examples: Apollo, Oaktree Capital, Ares
Management.

Evaluate companies and assign credit ratings at Moody's, S&P;, or Fitch. Excellent
training; strong exit opportunities to buy-side credit roles.

Relationship banking — manage lending relationships with mid-market or large
companies. Strong base salary and better work-life balance than capital markets.

Assess and manage credit risk within financial institutions. Roles include Credit Risk
Officer, Model Validator, and Stress Testing Analyst.

Structure, price, and manage securitized products. Highly technical; growing demand
as private credit and CLO markets expand rapidly.

What Skills Do You Need?
Financial Modeling: Building and interpreting DCFs, LBO models, and credit models in Excel.

Accounting: Understanding income statements, balance sheets, and cash flow statements is non-negotiable.

Writing: Communicating investment thesis and risks clearly in credit memos and research reports.

Macro Awareness: Understanding how interest rates, economic cycles, and industry trends affect

creditworthiness.

Attention to Detail: Small errors in credit analysis can cost millions — precision matters enormously.
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CHAPTER 10

Credit & Banking Club

Essential Credit Vocabulary

Master this vocabulary first. Use this glossary as a quick reference as you continue learning.

Amortization
The gradual repayment of principal over the life of
a loan.

Bond
A debt security where an investor lends money to a
borrower in exchange for coupon payments and
return of principal.

CDS (Credit Default Swap)
A derivative that acts like insurance against default
— the buyer pays a premium; the seller pays if a
default occurs.

Covenant
A contractual restriction on a borrower (e.g.,
leverage must stay below 5.0x EBITDA).

Credit Spread
The yield premium of a corporate bond over a
comparable risk-free Treasury bond.

Duration
A measure of a bond's price sensitivity to interest
rate changes.

Face Value (Par)
The principal amount of a bond, typically $1,000. A
bond at 'par' trades at 100.

High Yield (HY)
Bonds rated below BBB—/ Baa3. Higher risk and
return. Also called ‘junk bonds' or 'speculative
grade.'

LBO (Leveraged Buyout)
Acquisition of a company financed primarily with
borrowed capital, repaid from the company's cash
flows.

Lien
A legal claim on an asset pledged as collateral to
secure a loan.

Basis Point (bps)
One-hundredth of a percentage point (0.01%).
Interest rate changes are quoted in bps — 100 bps
=1%.

Capital Structure
The mix of debt and equity used to finance a
company. Debt ranks above equity in the
repayment hierarchy (seniority).

CLO (Collateralized Loan Obligation)
A securitized pool of leveraged loans, divided into
tranches by risk/return profile.

Coupon
The periodic interest payment on a bond, typically
paid semi-annually.

Default
Failure to meet a debt obligation — missed
payment, covenant breach, or bankruptcy filing.

EBITDA
Earnings Before Interest, Taxes, Depreciation &
Amortization — a widely used proxy for operating
cash flow.

FICO Score
Consumer credit score ranging from 300—850.
Higher scores unlock better loan rates.

Investment Grade (IG)
Bonds rated BBB—/ Baa3 or above — considered
low credit risk. Many institutions are restricted to
IG-only.

Leverage
The use of debt to amplify returns. In credit: Net
Debt / EBITDA is the standard leverage measure.

Liquidity
How easily an asset can be bought or sold without
significantly moving its price.
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Maturity
The date on which a bond's principal must be
repaid to investors.

PIK (Payment in Kind)
Interest paid by issuing more debt rather than cash
— signals financial stress.

Revolver
A revolving credit facility — a flexible line of credit
that can be drawn and repaid repeatedly.

Senior Secured
Highest priority in repayment, backed by collateral
— the lowest risk position in a capital structure.

Tranche
A slice of a securitized structure with its own risk,
yield, and priority of repayment.

Yield to Maturity (YTM)
The internal rate of return earned if a bond is
purchased today and held to maturity.

Credit & Banking Club

Par
A bond trading at exactly its face value (100 cents
on the dollar). Below par = discount; above =
premium.

Recovery Rate
The percentage of a defaulted loan that lenders
ultimately recover.

Securitization
Pooling assets (mortgages, auto loans, etc.) and
issuing bonds backed by their cash flows.

Subordinated Debt
Ranks below senior debt in repayment — higher
risk, but typically offers a higher yield.

Yield
The total annualized return on a bond, accounting
for price paid, coupon, and time to maturity.
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Next Steps

This guide is your foundation. The credit industry rewards those who combine technical skills with intellectual curiosity
and genuine interest in how businesses operate. Here's how to keep building:

Join the Club

Attend meetings, case competitions, and networking events. Real conversations with practitioners
accelerate learning faster than any textbook.

Read Daily

Bloomberg, the Wall Street Journal, and the Financial Times cover credit markets every day. Follow
spreads, ratings actions, and default news.

Build Financial Modeling Skills

Learn to build a 3-statement model and credit model in Excel. Breaking Into Wall Street (BIWS) and Wall
Street Prep (WSP) are strong starting points.

Get Certified

The Bloomberg Market Concepts (BMC) certification is free with Bloomberg terminal access and looks
strong on a resume.

Start Networking

Reach out to credit analysts and associates on LinkedIn. Ask for 15-minute informational interviews —
most practitioners are glad to help curious students.

Know Your Destination

Research which credit role fits your personality — relationship-driven commercial banking, analytical
research, or high-intensity hedge fund investing all require different skill sets.

Credit & Banking Club | Questions? Reach out to any club officer.
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