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W
hat is R

isk?

R
isk, in traditional term

s, is view
ed as a ‘negative’. W

ebster’s
dictionary, for instance, defines risk as “exposing to danger or hazard”.
T

he C
hinese sym

bols for risk, reproduced below
, give a m

uch better
description of risk

T
he first sym

bol is the sym
bol for “danger”, w

hile the second is the
sym

bol for “opportunity”, m
aking risk a m

ix of danger and
opportunity.
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E
quity R

isk

A
n equity investm

ent in a business (private or public) entitles you to
residual earnings and cashflow

s. In other w
ords, you are not prom

ised
an interest rate but earn w

hatever is left over after you pay off other
investors.

M
odels that try to m

easure equity risk share som
e com

m
on

characteristics. T
hey define

•
R

isk in term
s of variance in actual returns around expected returns

•
M

easure risk through the eyes of the m
arginal investor in equity (rather

than the average investor). T
he m

arginal investor is an investor w
ho ow

ns
a large portion of the equity and trades frequently. For m

ost publicly trded
firm

s, the m
arginal investor is likely to be w

ell diversified.
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I. T
he C

apital A
sset P

ricing M
odel

T
he capital asset pricing m

odel is the oldest and still the m
ost w

idely
used m

odel for risk in the investm
ent w

orld.

It is derived in four steps:
•

U
ses variance as a m

easure of risk

•
Specifies that a portion of variance can be diversified aw

ay, and that is
only the non-diversifiable portion that is rew

arded.

•
M

easures the non-diversifiable risk w
ith beta, w

hich is standardized
around one.

•
T

ranslates beta into expected return -

E
xpected R

eturn =
  R

iskfree rate +
 B

eta * R
isk Prem

ium



A
sw

ath D
am

odaran
5

S
tep 1: T

he M
ean-V

ariance F
ram

ew
ork

T
he variance on any investm

ent m
easures the disparity betw

een actual
and expected returns.

E
xpected R

eturn

L
ow

 V
ariance Investm

ent

H
igh V

ariance Investm
ent
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S
tep 2: T

he Im
portance of D

iversification: R
isk

T
ypes

A
ctions/R

isk that 
affect only one 
firm

A
ctions/R

isk that 
affect all 
investm

ents

F
irm

-specific
M

arket

P
rojects m

ay
do better or
w

orse than
expected

C
om

petition
m

ay be stronger
or w

eaker than
anticipated

E
ntire S

ector
m

ay be affected
by action

E
xchange rate

and P
olitical

risk

Interest rate,
Inflation &

 
N

ew
s about 

E
conoom

y

F
igure 2.3: A

 B
reak D

ow
n of R

isk

A
ffects few

firm
s

A
ffects m

any
firm

s
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T
he E

ffects of D
iversification

Firm
-specific risk can be reduced, if not elim

inated, by increasing the
num

ber of investm
ents in your portfolio (i.e., by being diversified).

M
arket-w

ide risk cannot. T
his can be justified on either econom

ic or
statistical grounds.

O
n econom

ic grounds, diversifying and holding a larger portfolio
elim

inates firm
-specific risk for tw

o reasons-
•

(a) E
ach investm

ent is a m
uch sm

aller percentage of the portfolio, m
uting

the effect (positive or negative) on the overall portfolio.

•
(b) Firm

-specific actions can be either positive or negative. In a large
portfolio, it is argued, these effects w

ill average out to zero. (For every
firm

, w
here som

ething bad happens, there w
ill be som

e other firm
, w

here
som

ething good happens.)
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T
he R

ole of the M
arginal Investor

T
he m

arginal investor in a firm
 is the investor w

ho is m
ost likely to be

the buyer or seller on the next trade.

Since trading is required, the largest investor m
ay not be the m

arginal
investor, especially if he or she is a founder/m

anager of the firm
(M

ichael D
ell at D

ell C
om

puters or B
ill G

ates at M
icrosoft)

In all risk and return m
odels in finance, w

e assum
e that the m

arginal
investor is w

ell diversified.
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S
tep 3: T

he M
arket P

ortfolio

A
ssum

ing diversification costs nothing (in term
s of transactions costs),

and that all assets can be traded, the lim
it of diversification is to hold a

portfolio of every single asset in the econom
y (in proportion to m

arket
value). T

his portfolio is called the m
arket portfolio.

Individual investors w
ill adjust for risk, by adjusting their allocations

to this m
arket portfolio and a riskless asset (such as a T

-B
ill)

P
referred risk level

A
llocation decision

N
o risk

100%
 in T

-B
ills

Som
e risk

50%
 in T

-B
ills; 50%

 in M
arket Portfolio;

A
 little m

ore risk
25%

 in T
-B

ills; 75%
 in M

arket Portfolio

E
ven m

ore risk
100%

 in M
arket Portfolio

A
 risk hog..

B
orrow

 m
oney; Invest in m

arket portfolio;

E
very investor holds som

e com
bination of the risk free asset and the

m
arket portfolio.
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S
tep 4: T

he R
isk of an Individual A

sset

T
he risk of any asset is the risk that it adds to the m

arket portfolio

Statistically, this risk can be m
easured by how

 m
uch an asset m

oves
w

ith the m
arket (called the covariance)

B
eta is a standardized m

easure of this covariance

B
eta is a m

easure of the non-diversifiable risk for any asset can be
m

easured by the covariance of its returns w
ith returns on a m

arket
index, w

hich is defined to be the asset's beta.

T
he cost of equity w

ill be the required return,

C
ost of E

quity =
 R

f  +
 E

quity B
eta * (E

(R
m ) - R

f )
w

here,

R
f  =

 R
iskfree rate

E
(R

m ) =
 E

xpected R
eturn on the M

arket Index
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Lim
itations of the C

A
P

M

1. T
he m

odel m
akes unrealistic assum

ptions

2. T
he param

eters of the m
odel cannot be estim

ated precisely
•

- D
efinition of a m

arket index

•
- Firm

 m
ay have changed during the 'estim

ation' period'

3. T
he m

odel does not w
ork w

ell
•

- If the m
odel is right, there should be

–
 a linear relationship betw

een returns and betas

–
 the only variable that should explain returns is betas

•
- T

he reality is that
–

 the relationship betw
een betas and returns is w

eak

–
 O

ther variables (size, price/book value) seem
 to explain differences in returns

better.
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A
lternatives to the C

A
P

M

T
h

e risk in
 an

 in
vestm

en
t can

 b
e m

easu
red

 b
y th

e varian
ce in

 actu
al retu

rn
s aro

u
n

d
 an

 
exp

ected
 retu

rnE
(R

)

R
iskless Investm

ent
Low

 R
isk Investm

ent
H

igh R
isk Investm

ent

E
(R

)
E

(R
)

R
isk that is specific to investm

ent (F
irm

 S
pecific)

R
isk that affects all investm

ents (M
arket R

isk)
C

an be diversified aw
ay in a diversified portfolio 

C
annot be diversified aw

ay since m
ost assets

1. each investm
ent is a sm

all proportion of portfolio
are affected by it.

2. risk averages out across investm
ents in portfolio

T
h

e m
arg

in
al in

vesto
r is assu

m
ed

 to
 h

o
ld

 a “d
iversified

” p
o

rtfo
lio

. T
h

u
s, o

n
ly m

arket risk w
ill 

b
e rew

ard
ed

 an
d

 p
riced

.

T
h

e C
A

P
M

T
h

e A
P

M
M

u
lti-F

acto
r M

o
d

els
P

ro
xy M

o
d

els
If there is 
1. no private inform

ation
2. no transactions cost
the optim

al diversified 
portfolio includes every
traded asset. E

veryone
w

ill hold this m
arket portfolio

M
arket R

isk = R
isk 

ad
d

ed
 b

y an
y in

vestm
en

t 
to

 th
e m

arket p
o

rtfo
lio

:

If there are no 
arbitrage opportunities 
then the m

arket risk of
any asset m

ust be 
captured by betas 
relative to factors that 
affect all investm

ents.
M

arket R
isk = R

isk 
exp

o
su

res o
f an

y 
asset to

 m
arket 

facto
rs

B
eta of asset relative t o

M
arket portfolio (from

a regression)

B
etas of asset relative

to unspecified m
arket

factors (from
 a factor

analysis)

S
ince m

arket risk affects
m

ost or all investm
ents,

it m
ust com

e from
 

m
acro econom

ic factors.
M

arket R
isk = R

isk 
exp

o
su

res o
f an

y 
asset to

 m
acro

 
eco

n
o

m
ic facto

rs.

B
etas of assets relativ e

to specified m
acro

econom
ic factors (from

a regression)

In an efficient m
arket,

differences in returns
across long periods m

ust
be due to m

arket risk
differences. Looking for
variables correlated w

ith
returns should then give 
us proxies for this risk.
M

arket R
isk = 

C
ap

tu
red

 b
y th

e 
P

ro
xy V

ariab
le(s)

E
quation relating 

returns to  proxy 
variables (from

 a
regression)

S
tep

 1: D
efin

in
g

 R
isk

S
tep

 2: D
ifferen

tiatin
g

 b
etw

een
 R

ew
ard

ed
 an

d
 U

n
rew

ard
ed

 R
isk

S
tep

 3: M
easu

rin
g

 M
arket R

isk
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Inputs required to use the C
A

P
M

 -

(a) the current risk-free rate

(b) the expected m
arket risk prem

ium
 (the prem

ium
 expected for investing

in risky assets over the riskless asset)

(c) the beta of the asset being analyzed.



A
sw

ath D
am

odaran
14

T
he R

iskfree R
ate and T

im
e H

orizon

O
n a riskfree asset, the actual return is equal to the expected return.

T
herefore, there is no variance around the expected return.

For an investm
ent to be riskfree, i.e., to have an actual return be equal

to the expected return, tw
o conditions have to be m

et –
•

T
here has to be no default risk, w

hich generally im
plies that the security

has to be issued by the governm
ent. N

ote, how
ever, that not all

governm
ents can be view

ed as default free.

•
T

here can be no uncertainty about reinvestm
ent rates, w

hich im
plies that

it is a zero coupon security w
ith the sam

e m
aturity as the cash flow

 being
analyzed.
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R
iskfree R

ate in P
ractice

T
he riskfree rate is the rate on a zero coupon governm

ent bond
m

atching the tim
e horizon of the cash flow

 being analyzed.

T
heoretically, this translates into using different riskfree rates for each

cash flow
 - the 1 year zero coupon rate for the cash flow

 in  year 2, the
2-year zero coupon rate for the cash flow

 in year 2  ...

Practically speaking, if there is substantial uncertainty about expected
cash flow

s, the present value effect of using tim
e varying riskfree rates

is sm
all enough that it m

ay not be w
orth it.
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T
he B

ottom
 Line on R

iskfree R
ates

U
sing a long term

 governm
ent rate (even on a coupon bond) as the

riskfree rate on all of the cash flow
s in a long term

 analysis w
ill yield a

close approxim
ation of the true value.

For short term
 analysis, it is entirely appropriate to use a short term

governm
ent security rate as the riskfree rate.
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M
easurem

ent of the risk prem
ium

T
he risk prem

ium
 is the prem

ium
 that investors dem

and for investing
in an average risk investm

ent, relative to the riskfree rate.

A
s a general proposition, this prem

ium
 should be

•
greater than zero

•
increase w

ith the risk aversion of the investors in that m
arket

•
increase w

ith the riskiness of the “average” risk investm
ent
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W
hat is your risk prem

ium
?

A
ssum

e that stocks are the only risky assets and that you are offered
tw

o investm
ent options:

•
a riskless investm

ent (say a G
overnm

ent Security), on w
hich you can

m
ake 5%

•
a m

utual fund of all  stocks, on w
hich the returns are uncertain

H
ow

 m
uch of an expected return w

ould you dem
and to shift your m

oney
from

 the riskless asset to the m
utual fund?

L
ess than 5%

B
etw

een 5 - 7%
B

etw
een  7 - 9%

B
etw

een  9 - 11%
B

etw
een  11- 13%

M
ore than  13%
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R
isk A

version and R
isk P

rem
ium

s

If this w
ere the capital m

arket line, the risk prem
ium

 w
ould be a

w
eighted average of the risk prem

ium
s dem

anded by each and every
investor.

T
he w

eights w
ill be determ

ined by the m
agnitude of w

ealth that each
investor has. T

hus, W
arren B

ufffet’s risk aversion counts m
ore

tow
ards determ

ining the “equilibrium
” prem

ium
 than yours’ and m

ine.

A
s investors becom

e m
ore risk averse, you w

ould expect the
“equilibrium

” prem
ium

 to increase.
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R
isk P

rem
ium

s do change..

G
o back to the previous exam

ple. A
ssum

e now
 that you are m

aking the
sam

e choice but that you are m
aking it in the afterm

ath of a stock
m

arket crash (it has dropped 25%
 in the last m

onth). W
ould you

change your answ
er?

I w
ould dem

and a larger prem
ium

I w
ould dem

and a sm
aller prem

ium

I w
ould dem

and the sam
e prem

ium
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E
stim

ating R
isk P

rem
ium

s in P
ractice

Survey investors on their desired risk prem
ium

s and use the average
prem

ium
 from

 these surveys.

A
ssum

e that the actual prem
ium

 delivered over long tim
e periods is

equal to the expected prem
ium

 - i.e., use historical data

E
stim

ate the im
plied prem

ium
 in today’s asset prices.
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T
he S

urvey A
pproach

Surveying all investors in a m
arket place is im

practical.

H
ow

ever, you can survey a few
 investors (especially the larger

investors) and use these results. In practice, this translates into surveys
of m

oney m
anagers’ expectations of expected returns on stocks over

the next year.

T
he lim

itations of this approach are:
•

there are no constraints on reasonability (the survey could produce
negative risk prem

ium
s or risk prem

ium
s of 50%

)

•
they are extrem

ely volatile

•
they tend to be short term

; even the longest surveys do not go beyond one
year
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T
he H

istorical P
rem

ium
 A

pproach

T
his is the default approach used by m

ost to arrive at the prem
ium

 to
use in the m

odel

In m
ost cases, this approach does the follow

ing
•

it defines a tim
e period for the estim

ation (1926-Present, 1962-Present....)

•
it calculates average returns on a stock index during the period

•
it calculates average returns on a riskless security over the period

•
it calculates the difference betw

een the tw
o

•
and uses it as a prem

ium
 looking forw

ard

T
he lim

itations of this approach are:
•

it assum
es that the risk aversion of investors has not changed in a

system
atic w

ay across tim
e. (T

he risk aversion m
ay change from

 year to
year, but it reverts back to historical averages)

•
it assum

es that the riskiness of the “risky” portfolio (stock index) has not
changed in a system

atic w
ay across tim

e.
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H
istorical A

verage P
rem

ium
s for the U

nited
S

tates

A
rithm

etic average
G

eom
etric A

verage
H

istorical Period
T

.B
ills

T
.B

onds
T

.B
ills

T
.B

onds
1928-2001

8.09%
6.84%

6.21%
5.17%

1962-2001
5.89%

4.68%
4.74%

3.90%
1991-2001

10.62%
6.90%

9.44%
6.17%

W
hat is the right prem

ium
?

G
o back as far as you can. O

therw
ise, the standard error in the

estim
ate w

ill be large.
B

e consistent in your use of a riskfree rate.
U

se arithm
etic prem

ium
s for one-year estim

ates of costs of equity and
geom

etric prem
ium

s for estim
ates of long term

 costs of equity.
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W
hat about historical prem

ium
s for other

m
arkets?

H
istorical data for m

arkets outside the U
nited States tends to be sketch

and unreliable.
Ibbotson, for instance, estim

ates the follow
ing prem

ium
s for m

ajor
m

arkets from
 1970-1996

C
ountry

Stock return 
B

ond R
eturn 

E
quity R

isk P
rem

ium
A

ustralia
8.47%

6.99%
1.48%

France
11.51%

9.17%
2.34%

G
erm

any
11.30%

12.10%
-0.80%

Italy
5.49%

7.84%
-2.35%

Japan
15.73%

12.69%
3.04%

M
exico

11.88%
10.71%

1.17%
Singapore

15.48%
6.45%

9.03%
Spain

8.22%
7.91%

0.31%
Sw

itzerland
13.49%

10.11%
3.38%

U
K

12.42%
7.81%

4.61%
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Im
plied E

quity P
rem

ium
s

If w
e use a basic discounted cash flow

 m
odel, w

e can estim
ate the

im
plied risk prem

ium
 from

 the current level of stock prices.

For instance, if stock prices are determ
ined by the sim

ple G
ordon

G
row

th M
odel:

•
V

alue =
 E

xpected D
ividends next year/ (R

equired R
eturns on Stocks -

E
xpected G

row
th R

ate)

•
Plugging in the current level of the index, the dividends on the index and
expected grow

th rate w
ill yield a “im

plied” expected return on stocks.
Subtracting out the riskfree rate w

ill yield the im
plied prem

ium
.

T
he problem

s w
ith this approach are:

•
the discounted cash flow

 m
odel used to value the stock index has to be the

right one.

•
the inputs on dividends and expected grow

th have to be correct

•
it im

plicitly assum
es that the m

arket is currently correctly valued
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Im
plied P

rem
ium

s in the U
S

Im
p

lied
 P

rem
iu

m
 fo

r U
S

 E
q

u
ity M

arket

0
.0

0
%

1
.0

0
%

2
.0

0
%

3
.0

0
%

4
.0

0
%

5
.0

0
%

6
.0

0
%

7
.0

0
%

1960

1962

1964

1966

1968

1970

1972

1974

1976

1978

1980

1982

1984

1986

1988

1990

1992

1994

1996

1998

2000

Y
ear

Implied Premium
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F
irm

 S
pecific and M

arket R
isk

T
he  R

 squared (R
2) of the regression provides an estim

ate of the
proportion of the risk (variance) of a firm

 that can be attributed to
m

arket risk;

T
he balance (1 - R

2) can be attributed to firm
 specific risk.
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B
eta E

stim
ate: C

isco

F
igure 2.4: B

eta E
stim

ate for C
isco: S&

P
 500

-20.00%

-15.00%

-10.00%

-5.00%

0.00%

5.00%

10.00%

15.00%-30.00%
-20.00%

-10.00%
0.00%

10.00%
20.00%

30.00%
40.00%

S&
P 500

Cisco

C
isco R

eturn =
 2.92%

 +
 1.39 S&

P 500
                        (1.13%

)  (0.27)
R

 Squared =
 26%

Slope of the line is beta

R
 squared m

easures how
 

far points fall from
 

regression line.
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E
stim

ating E
xpected R

eturns for C
isco

C
isco’s B

eta =
 1.39

R
iskfree R

ate =
 5.00%

 (L
ong term

 G
overnm

ent B
ond rate)

R
isk Prem

ium
 =

 5.17%
 (A

pproxim
ate historical prem

ium
)

E
xpected R

eturn =
  5.00%

 +
 1.39 (5.17%

) =
 12.19%
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U
se to a P

otential Investor in C
isco

A
s a potential investor in C

isco, w
hat does this expected return of 12.19%

tell you?
T

his is the return that I can expect to m
ake in the long term

 on C
isco,

if the stock is correctly priced and the C
A

PM
 is the right m

odel for
risk,
T

his is the return that I need to m
ake on C

isco in the long term
 to

break even on m
y investm

ent in the stock
B

oth
A

ssum
e now

 that you are an active investor and that your research
suggests that an investm

ent in C
isco w

ill yield 25%
 a year for the next

5 years. B
ased upon the expected return of 12.19%

, you w
ould

B
uy the stock

Sell the stock
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W
hat is debt?

G
eneral R

ule: D
ebt generally has the follow

ing characteristics:
•

C
om

m
itm

ent to m
ake fixed paym

ents in the future

•
T

he fixed paym
ents are tax deductible

•
Failure to m

ake the paym
ents can lead to either default or loss of control

of the firm
 to the party to w

hom
 paym

ents are due.

A
s a consequence, debt should include

•
A

ny interest-bearing liability, w
hether short term

 or long term
.

•
A

ny lease obligation, w
hether operating or capital.
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M
easuring B

ond R
isk: D

efault R
isk

W
hen you buy a bond, you are prom

ised a fixed paym
ent (the interest

rate on the bond). T
he best case scenario for you is that you receive

that fixed paym
ent. T

he w
orse case scenarios have a m

uch w
ider

range, w
ith the w

orst case scenario being that you do not receive any
of your prom

ised cash flow
s.

Since the potential for upside is lim
ited and for dow

nside is very large,
w

e m
easure risk in bonds by looking at the dow

nside or default risk.
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D
eterm

inants of D
efault R

isk

C
apacity to generate cashflow

s from
 operations: T

he larger the
cashflow

s that you generate from
 operations, the low

er your default
risk should be.

V
olatility in these cashflow

s: T
he m

ore predictable your cashflow
s are,

the low
er your default risk should be.

F
ixed C

om
m

itm
ents: T

he larger your com
m

itm
ents (interest and

principal paym
ents), relative to your operating cashflow

s, the greater is
your default risk.
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M
easuring D

efault R
isk

C
redit R

isk Scores: For as long as institutions and individuals have
been lending m

oney, they have been using both qualitative and
quantitative factors to m

easure the credit risk of borrow
ers.

B
ond R

atings: Publicly traded com
panies that desire to access the bond

m
arket (w

here individual investors m
ay lack the resources and the

incentives to m
easure default risk on their ow

n) have been rated by
ratings agencies.
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T
he R

atings P
rocess

Issuer or 
authorized 
representative 
request rating

R
equestor 

com
pletes S&

P 
rating request form

 
and issue is 
entered into S&

P's 
adm

inistrative and 
control system

s.

S&
P assigns 

analytical 
team

 to issue

A
nalysts 

research S&
P 

library, 
internal files 
and data bases

Issuer m
eeting: 

presentation to 
S&

P personnel
         or
S&

P personnel 
tour issuer 
facilities

Final A
nalytical

review
 and 

preparation
of rating 
com

m
ittee

presentation

Presentation of 
the analysis to the 
S&

P rating 
com

m
itee

D
iscussion and 

vote to determ
ine 

ratin g

N
otification of 

rating decision 
to issuer or its 
authorized 
representative

D
oes issuer 

w
ish to appeal 

by furnishing 
additional 
inform

ation?

Presentation of 
additional 
inform

ation to 
S&

P rating 
com

m
ittee: 

D
iscussion and 

vote to confirm
 

or m
odify rating.

Form
at 

notification to 
issuer or its 
authorized 
representative: 
R

ating is 
released

Y
es

N
o

T
H

E
 R

A
T

IN
G

S P
R

O
C

E
SS
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R
atings and F

inancial R
atios

A
A

A
A

A
A

B
B

B
B

B
B

C
C

C

E
B

IT
 interest cov. (x)

17.5
10.8

6.8
3.9

2.3
1.0

0.2

E
B

IT
D

A
 interest cov.

21.8
14.6

9.6
6.1

3.8
2.0

1.4

Funds flow
/total debt

105.8
55.8

46.1
30.5

19.2
9.4

5.8

Free oper. cash

flow
/total debt (%

)

55.4
24.6

15.6
6.6

1.9
–4.5

-14.0

R
eturn on capital (%

)
28.2

22.9
19.9

14.0
11.7

7.2
0.5

O
per.incom

e/sales

(%
)

29.2
21.3

18.3
15.3

15.4
11.2

13.6

L
ong-term

debt/capital (%
)

15.2
26.4

32.5
41.0

55.8
70.7

80.3

T
otal D

ebt/ C
apital

(%
)

26.9
35.6

40.1
47.4

61.3
74.6

89.4

N
um

ber of firm
s

10
34

150
234

276
240

23
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F
rom

 R
atings to D

efault S
preads

R
ating

Spread

A
A

A
0.75%

A
A

1.00%

A
+

1.50%

A
1.80%

A
-

2.00%

B
B

B
2.25%

B
B

3.50%

B
+

4.75%

B
6.50%

B
-

8.00%

C
C

C
10.00%

C
C

11.50%

C
12.70%

D
14.00%
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E
stim

ating the C
ost of D

ebt

If the firm
 has bonds outstanding, and the bonds are traded, the yield

to m
aturity on a long-term

, straight (no special features) bond can be
used as the interest rate.

If the firm
 is rated, use the rating and a typical default spread on bonds

w
ith that rating to estim

ate the cost of debt.

If the firm
 is not rated,

•
and it has recently borrow

ed long term
 from

 a bank, use the interest rate
on the borrow

ing or

•
estim

ate a synthetic rating for the com
pany, and use the synthetic rating to

arrive at a default spread and a cost of debt
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E
stim

ating S
ynthetic R

atings

T
he rating for a firm

 can be estim
ated using the financial

characteristics of the firm
. In its sim

plest form
, the rating can be

estim
ated from

 the interest coverage ratio

Interest C
overage R

atio =
 E

B
IT

 / Interest E
xpenses

For a firm
, w

hich has earnings before interest and taxes of $ 3,500
m

illion and interest expenses of $ 700 m
illion

Interest C
overage R

atio =
 3,500/700=

 5.00
•

B
ased upon the relationship betw

een interest coverage ratios and ratings,
w

e w
ould estim

ate a rating of A
 for the firm

.
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Interest C
overage R

atios, R
atings and D

efault
S

preads

If Interest C
overage R

atio is
E

stim
ated B

ond R
ating

D
efault Spread

> 8.50
A

A
A

0.75%
6.50 - 8.50

A
A

1.00%
5.50 - 6.50

A
+

1.50%
4.25 - 5.50

A
1.80%

3.00 - 4.25
A

–
2.00%

2.50 - 3.00
B

B
B

2.25%
2.00 - 2.50

B
B

3.50%
1.75 - 2.00

B
+

4.75%
1.50 - 1.75

B
6.50%

1.25 - 1.50
B

 –
8.00%

0.80 - 1.25
C

C
C

10.00%
0.65 - 0.80

C
C

11.50%
0.20 - 0.65

C
12.70%

< 0.20
D

14.00%


