A Simple Continuous Measure of Credit Risk  (With Oh Kang Kwon)

This paper introduces a simple continuous measure of credit risk

that associates to each firm a risk parameter related to the

firm's risk-neutral default intensity. These parameters can be

computed from quoted bond prices and allow assignment of credit

ratings much finer than those provided by various rating agencies.

We estimate the risk measures on a daily basis for a sample of US

firms and compare them with the corresponding ratings provided by

Moody's and the distance to default measures calculated using the

Merton (1974) model. The three measures group the sample of firms

into various risk classes in a similar but far from identical way,

possibly reflecting the models' different forecasting horizons.

Among the three measures, the highest rank correlation is found

between our continuous measure and Moody's ratings. The techniques

in this paper can be used to extract the entire distribution of

inter-temporal risk-neutral default intensities which is useful

for time-to-default estimations as well as for pricing credit

derivatives.

Merton for Dummies: a flexible way of modelling default risk

One of the most popular approaches to default probability

estimation using market information is the Merton (1974) approach.

By explicitly modelling a firm's market value, market value

volatility and liability structure over time using contingent

claims analysis the Merton model defines a firm as defaulted when

the firm's value falls below its debt. In this paper we show how a

simplified "spread sheet" version of the Merton model produces

distance to default measures similar to the original Merton model.

Moreover, when applied to a sample of US firms, the simplified

model gives a relative ranking of firms that is essentially

unchanged compared to the Merton model. Our paper has three main

implications. First, the simplicity of our model makes it suitable

as a framework for a more elaborate dynamic modelling of

volatility and leverage ratios with the aim of capturing the

dynamic nature of default risk suggested by empirical evidence. At

the same time, in the model's most simple version, distance to

default can be calculated very quickly and intuitively (on the

back of an envelope). Second, the default probability's

insensitivity to the leverage ratio at high levels of debt makes

it possible to apply the model to banks and other highly leveraged

firms without exact knowledge of their leverage ratios. Third, the

model can be applied to any firm regardless of its level of

riskiness without estimation problems.

Default Risk, Systematic risk and Thai firms before, during and after the Asian crisis  (With Lugkana Worasinchai and Srisuda Chongsithipol)

This paper applies the Merton (1974) default probability model to

the firms in the SET-50 index at the Stock Exchange of Thailand

(SET). It also examines the relationship between a firm's default

probability and firm-specific characteristics like size and

book-to-market ratio, and whether default risk is systematic or

not. We believe this to be the first paper dealing with these

issues using data from an emerging country. The study also differs

from other studies by dealing with how the default risk of firms

in different sectors of the economy changes during a severe

crisis. Overall, we find a significant increase in market based

default probabilities around the crisis and a fairly slow return

to pre-crisis levels. The first sector to suffer a deterioration

in creditworthiness was the sector of finance and securities firms

and the worst effected sector at the peak of the Asian crisis was

the building materials sector. There are further some indications

of the most distressed firms being on average somewhat smaller

than the least distressed, but only during the crisis. We do not

find significant evidence of the book-to-market ratio being

related to the default risk in this particular market, though.

Finally, if default risk is systematic, one would expect that

default risk is rewarded by higher returns. However, in this

sample the level of default risk of a firm does not seem to be

able to explain the firm's subsequent realized returns at

different horizons. We therefore reject the hypothesis that

default risk is systematic.

