
Accepted Manuscript

US Bank Credit Spreads during the Financial Crisis

Peter Spencer

PII: S0378-4266(16)30047-4
DOI: http://dx.doi.org/10.1016/j.jbankfin.2016.04.015
Reference: JBF 4944

To appear in: Journal of Banking & Finance

Received Date: 7 May 2015
Accepted Date: 21 April 2016

Please cite this article as: Spencer, P., US Bank Credit Spreads during the Financial Crisis, Journal of Banking &
Finance (2016), doi: http://dx.doi.org/10.1016/j.jbankfin.2016.04.015

This is a PDF file of an unedited manuscript that has been accepted for publication. As a service to our customers
we are providing this early version of the manuscript. The manuscript will undergo copyediting, typesetting, and
review of the resulting proof before it is published in its final form. Please note that during the production process
errors may be discovered which could affect the content, and all legal disclaimers that apply to the journal pertain.

http://dx.doi.org/10.1016/j.jbankfin.2016.04.015
http://dx.doi.org/10.1016/j.jbankfin.2016.04.015


  
Peter Spencer∗

University of York

Abstract

This paper argues that first passage time models are likely to better than

affi ne hazard rate models in modelling stressed credit markets and confirms

their superior performance in explaining the behavior of Credit Default Swap

rates for the major US and UK banking groups over the period of the financial

crisis. Affi ne models find it hard to deal with periods of exceptionally high or

low default risk given their assumption of a constant rate of mean reversion in

the hazard rate. In contrast, first passage time models are specified in terms

of the distance to default rather than the hazard rate. The persistence of

shocks varies with the distance to default, allowing the default curve to invert

sharply (compress) when the distance to default is low (high). I use an empirical

version of the Collin-Dufresne et al (2003) model, which contains a smoothing

parameter that allows it to control the relative effect of these shocks on the

short spreads and can be interpreted as an information lag. Investors in the

CDS market behaved as if they observed the distance to default with a lag of

two to four years.
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