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Abstract
Credit ratings group firms by risk, yet yields are shown to'overlap” between firms of
adjacent ratings. We model this by considering the residualrisk-arising from differences in
the parameters of each firm’s value process for firms(with“the same rating. To do so, our
framework simultaneously incorporates jump default with Markov-governed likelihoods
and continuous defaults in a default-barrier “framework. We provide closed-form
approximations for expected default time and tail probabilities, and empirically fit the
S-shaped vyield curve, intra-rating spread, and’ inter-rating overlap. Results are robust to

time period, rating system, sub-rating, and common characteristics such as liquidity.

JEL: G32; C32

Keywords: credit rating, yield.curve, Markov model

Acknowledgement:"We thank participants of the finance seminar at SAIF and those at the
2013 China-International Conference in Finance as well as Wolfgang Hérdle, Kewei Hou,
Robert Jarrow, Tan Wang, Fan Yu, Dragon Tang, and an anonymous representative of a
credit agency for valuable comments. All remaining errors are our own. This work benefits
from grant support from the China Academy of Finance Research, and from the Ministry of
Science and Technology, 103-2118-M-008-002-MY 3 and 103-2410-H-008-039-MY 2.

! Corresponding author could be reached at charleschang@saif.sjtu.edu.cn; 211 Huaihai W. Rd., Shanghai, China;
tel: (8621) 6293-3102.



Download English Version:

https://daneshyari.com/en/article/5088076

Download Persian Version:

https://daneshyari.com/article/5088076

Daneshyari.com


https://daneshyari.com/en/article/5088076
https://daneshyari.com/article/5088076
https://daneshyari.com

