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Abstract:

The credit default swap (CDS) market has blossomed to become a major asset class in the

capital markets. According to the International Swaps and Derivatives Association (ISDA), the

notional amount of CDS grows by 1762.3% from $918 billions in 2001 to $17 trillion in 2005.

Once largely confined to banks, the market participants have expanded to include insurance

companies, hedge funds, mutual funds, pension funds, and other investors looking for yield

enhancement or credit risk transference. The applications have evolved from the financial
institutions’ needs to manage their il liquid

The first essay examines the reason why there is a low correlation between credit spread
changes and equity returns. In a recent article, Collin-Dufresne, Goldstein and Martin (2001)
point out that the correlation between equity and credit markets are low, considering the fact
that both stocks and bonds are claims on the same underlying firm value. We investigate
whether this is so because arbitrageurs face impediments to arbitrage. Using arbitrage
impediment measures, we find support for the hypothesis that greater impediments lead to a
lower correlation between the two markets of a given firm. The impediments include
transaction costs and holding costs, which are measured as the liquidity in the credit and equity
markets and the idiosyncratic risk exposure, respectively. Overall, we find support for the
hypothesis that impediments to arbitrage impact the integration of the two markets.

The second essay examines the driving forces of corporate credit spread changes. Structural
models are known to have low empirical power to predict credit spreads when using firm level
variables, such as Collin-Dufresne, Goldstein and Martin (2001). The paper studies how many
variations in the CDS spread changes could be explained by firm characteristics and common
factors by employing credit default swap data. More importantly, the paper explores
innovations to which set of factors mainly drive the credit spread changes in a vector
autoregressive model. The results suggest that firm level factors have larger impact than
common factors, especially for high yield firms. The common factors affect investment grade
firms more than high yield firms.

The third essay examines a set of liquidity measures across the credit derivatives and corporate
bond markets. The results, from the factor decompositions for individual liquidity measures and
across various measures, show that there is a strong commonality in the liquidity measures of
the fixed income markets. In addition, the CDS innovation is estimated from a nonlinear
regression, which is the component of the credit spread changes unexplained by the default
risk factors implied from the structural models. The paper finds that the common factors
extracted from the liquidity measures are significant for the CDS innovation, which suggests
that liquidity exhibit additional pricing information for credit spreads.



