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Ratings and the Cost of Debt
Based upon US firms. Estimated spreads as of January 2003.

Using the interested coverage ratio of a company, these tables give an estimate of the credit rating and the 
associated cost of debt (spread above the US-Treasury bill rate)

	For manufacturing firms
	
	
	For financial services firms

	   If interest coverage ratio is
	
	If long term interest coverage ratio is

	greater than
	≤ to
	Rating is
	Spread is
	
	greater than
	≤ to
	Rating is
	Spread is

	-100000
	0.20
	D
	14.00%
	
	-100000
	0.05
	D
	14.00%

	0.20
	0.65
	C
	12.70%
	
	0.05
	0.10
	C
	12.70%

	0.65
	0.80
	CC
	11.50%
	
	0.10
	0.20
	CC
	11.50%

	0.80
	1.25
	CCC
	10.00%
	
	0.20
	0.30
	CCC
	10.00%

	1.25
	1.50
	B-
	8.00%
	
	0.30
	0.40
	B-
	8.00%

	1.50
	1.75
	B
	6.50%
	
	0.40
	0.50
	B
	6.50%

	1.75
	2.00
	B+
	4.75%
	
	0.50
	0.60
	B+
	4.75%

	2.00
	2.50
	BB
	3.50%
	
	0.60
	0.80
	BB
	3.50%

	2.50
	3.00
	BBB
	2.25%
	
	0.80
	1.00
	BBB
	2.25%

	3.00
	4.25
	A-
	2.00%
	
	1.00
	1.50
	A-
	2.00%

	4.25
	5.50
	A
	1.80%
	
	1.50
	2.00
	A
	1.80%

	5.50
	6.50
	A+
	1.50%
	
	2.00
	2.50
	A+
	1.50%

	6.50
	8.50
	AA
	1.00%
	
	2.50
	3.00
	AA
	1.00%

	8.50
	100000
	AAA
	0.75%
	
	3.00
	100000
	AAA
	0.75%


	Special Cases
	

	No interest expenses, No debt
	No problem. Your interest coverage ratio should be infinite and your rating should be AAA. Before you consider this unrealistic for your firm, recognize that with no debt, the cost of debt does not affect the cost of capital.

	Interest expenses, negative operating income
	The interest coverage ratio will be negative, leading to a rating of D.  If the operating income is negative only in the most recent year, you might want to take the average operating income over the last few years and use it to compute an interest coverage ratio.

	No interest expenses, Debt on balance sheet
	This is weird but may reflect the fact that the debt was taken towards the end of the year or because the debt does not take the form of conventional interest-bearing debt. I would recommend that you compute an imputed interest expense Imputed interest expense = Debt on balance sheet * Interest rate on A rated debt I chose the A rating arbitrarily, but I would need the interest expense to get an interest rate.

	Financial Service firm
	If you have a financial service firm, use just long term interest expenses and compute a long term interest coverage ratio. 

LT interest coverage ratio = (Taxable income + LT int ) / LT int expenses

If you cannot find long term interest expenses, apportion the total interest expenses 

LT interest expenses = Total interest expenses * (LT Debt / Total Debt)


In general, you want to use an operating income (EBIT) that reflects the long term earning power of the firm. Consequently, you should eliminate any one-time income or expenses and smooth out the earnings, if necessary.
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