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Abstract

This paper examines whether and to what extent credit ratings directly affect capital structure decisions.  The motivation for this study begins with the observation that corporate financial managers care about credit ratings.  Graham and Harvey (2001) find that credit ratings are the second highest concern for CFOs when considering debt issuance.  The paper outlines discrete costs and benefits associated with firm credit rating differences, and tests whether concerns for these costs and benefits directly affect financing decisions.  Using two distinct measures, firms are differentiated as to whether or not they are close to having their debt rating changed.  Then controlling for firm-specific factors, tests examine whether firms that are near a change in rating issue less debt over a subsequent period when compared to a control group.  Results show that concerns about upgrades or downgrades of bond credit ratings directly affect managers’ capital structure decisions.  Firms near a change in credit rating issue (retire) annually up to 1.5% less (more) debt relative to equity as a percentage of total assets than firms not near a change in rating. Prior evidence suggests that credit ratings affect asset valuations in the financial marketplace; this paper takes the next step and analyzes to what extent they are significant in capital structure decision making. 

