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We develop a generalization of the Black-Cox structural model of 
default risk. The extended model captures uncertainty related to firm's 
ability to avoid default even if company's liabilities momentarily 
exceeding its assets. Diffusion in a linear potential with the radiation 
boundary condition is used to mimic a company's default process. The 
exact solution of the corresponding Fokker-Planck equation allows for 
derivation of analytical expressions for the cumulative probability of 
default and the relevant hazard rate. Obtained closed formulas fit well 
the historical data on global corporate defaults and demonstrate the 
split behavior of credit spreads for bonds of companies in different 
categories of speculative-grade ratings with varying time to maturity. 
Introduction of the finite rate of default at the boundary improves 
valuation of credit risk for short time horizons, which is the key 
advantage of the proposed model. We also consider the influence of 
uncertainty in the initial distance to the default barrier on the outcome of 
the model and demonstrate that this additional source of incomplete 
information may be responsible for non-zero credit spreads for bonds 
with very short time to maturity. 

Submission history
From: Yuri Katz [view email] 

[v1] Mon, 15 Feb 2010 16:33:57 GMT (1687kb)

[v2] Fri, 14 May 2010 15:13:02 GMT (1984kb)

Which authors of this paper are endorsers?

Link back to: arXiv, form interface, contact. 

Download:
● PDF only 

Current browse context:
q-fin.RM 
< prev | next > 
new | recent | 1002

Change to browse by:

q-fin 
q-fin.CP  

References & Citations
● NASA ADS 

Bookmark(what is this?) 

         

Comments: We considerably revised the article. In particular, we performed the 
stochastic optimization of the parameters, which significantly improved 
the fitting procedure (see the completely revised Section IV)
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