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Abstract

A company’s credit default swap spread is the cost per annum for protection against a
default by the company. In this paper we analyze data on credit default swap spreads collected
by a credit derivatives broker. We first examine the relationship between credit default spreads
and bond yields and reach conclusions on the benchmark risk-free rate used by participants in
the credit derivatives market. We then carry out a series of tests to explore the extent to which
credit rating announcements by Moody’s are anticipated by participants in the credit default
swap market.
© 2004 Elsevier B.V. All rights reserved.
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1. Introduction

Credit derivatives are an exciting innovation in financial markets. They have the
potential to allow companies to trade and manage credit risks in much the same way
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as market risks. The most popular credit derivative is a credit default swap (CDS).
This contract provides insurance against a default by a particular company or sov-
ereign entity. The company is known as the reference entity and a default by the
company is known as a credit event. The buyer of the insurance makes periodic pay-
ments to the seller and in return obtains the right to sell a bond issued by the refer-
ence entity for its face value if a credit event occurs.

The rate of payments made per year by the buyer is known as the CDS spread.
Suppose that the CDS spread for a 5-year contract on Ford Motor Credit with a
principal of $10 million is 300 basis points. This means that the buyer pays
$300,000 per year and obtains the right to sell bonds with a face value of $10 million
issued by Ford for the face value in the event of a default by Ford. ! The credit de-
fault swap market has grown rapidly since the International Swaps and Derivatives
Association produced its first version of a standardized contract in 1998.

Credit ratings for sovereign and corporate bond issues have been produced in the
United States by rating agencies such as Moody’s and Standard and Poor’s (S&P) for
many years. In the case of Moody’s the best rating is Aaa. Bonds with this rating are
considered to have almost no chance of defaulting in the near future. The next best
rating is Aa. After that come A, Baa, Ba, B and Caa. The S&P ratings corresponding
to Moody’s Aaa, Aa, A, Baa, Ba, B, and Caa are AAA, AA, A, BBB, BB, B, and
CCC, respectively. To create finer rating categories Moody’s divides its Aa category
into Aal, Aa2, and Aa3; it divides A into Al, A2, and A3; and so on. Similarly S&P
divides its AA category into AA+, AA, and AA—; it divides its A category into A+,
A, and A—; etc. Only the Moody’s Aaa and S&P AAA categories are not subdivided.
Ratings below Baa3 (Moody’s) and BBB— (S&P) are referred to as “below invest-
ment grade”.

Analysts and commentators often use ratings as descriptors of the creditworthi-
ness of bond issuers rather than descriptors of the quality of the bonds themselves.
This is reasonable because it is rare for two different bonds issued by the same com-
pany to have different ratings. Indeed, when rating agencies announce rating changes
they often refer to companies, not individual bond issues. In this paper we will sim-
ilarly assume that ratings are attributes of companies rather than bonds.

The paper has two objectives. The first is to examine the relationship between
credit default swap spreads and bond yields. The second is to examine the relation-
ship between credit default swap spreads and announcements by rating agencies. The
analyses are based on over 200,000 CDS spread bids and offers collected by a credit
derivatives broker over a 5-year period.

In the first part of the paper we point out that in theory the N-year CDS spread
should be close to the excess of the yield on an N-year bond issued by the reference
entity over the risk-free rate. This is because a portfolio consisting of a CDS and a

! In a standard contract, payments by the buyer are made quarterly or semi-annually in arrears. If the
reference entity defaults, there is a final accrual payment and payments then stop. Contracts are sometimes
settled in cash rather than by the delivery of bonds. In this case there is a calculation agent who has the
responsibility of determining the market price, x, of a bond issued by the reference entity a specified
number of days after the credit event. The payment by the seller is then 100 — x per $100 of principal.
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