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Abstract 

Our research models the relationship between the credit risk signals in the credit default swap 

market and agency credit ratings, and determines the factors that help explain the variation in 

such signals. We provide a comprehensive analysis of the differences in the relative credit risk 

assessments of CDS-based risk signals and agency ratings. We show that the divergence between 

credit risk signals in the CDS market and agency ratings are explained by factors which the 

rating agencies may consider differently than credit market participants. The results suggest that 

agency credit ratings of relative riskiness of a reference entity do not always correspond with 

assessments by CDS spreads, as the price of risk is a function of additional macro and micro 

factors that can be explained using statistical analysis. Our research is unique in modeling the 

relationship between the credit risk assessments of the CDS market and the agency ratings, 

which to the best of our knowledge has not been analyzed before in terms of their agreement and 

the level of discrepancy between them. Our model can be used by investors in debt instruments 

that are not explicitly credit default swaps or which have illiquid CDS contracts, to replicate 

market-based, point-in-time credit risk signals. Based on both market-based and firm-specific 

factors in our model, the results can be used to augment through-the-cycle credit risk 

assessments, analyze issues surrounding the pricing of credit default swaps, and examine the 

policies of credit rating agencies.  
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Credit Risk Signals in CDS Market vs. Agency Ratings 

 

1. Introduction  

Credit default swaps (CDSs) began trading in the late 1990s, and since then, the CDS 

market has grown at an extremely rapid pace [1]. The primary purpose of a CDS contract is to 

provide protection to the purchaser of a debt instrument in case of default or a related credit 

event, serving as a form of insurance. A CDS contract can also be used on the short side to bet 

against the credit quality, or to hedge a long position in the debt or equity of a reference entity. 

An investor in a CDS contract pays an annual premium to the seller of the contract. If a credit 

event such as default of the underlying reference entity occurs, the seller buys the underlying 

debt instrument from the investor at par. The annual premium, or CDS spread, ultimately reflects 

the market price of the credit risk with respect to the underlying instrument. 

 Credit risk makes up perhaps the largest risk an investor bears when buying a defaultable 

fixed income instrument. Credit risk may be broadly defined as the uncertainty associated with 

potential loss of value on a fixed income obligationðeither principle or interest ðin the event of 

default, downgrade, or widening of credit spreads. 

Prior to the beginning of CDS trading, ratings assigned by agencies were the only signal 

of the credit risk of fixed income instruments. Credit ratings are, in theory, an independent 

assessment of the relative credit risk of a firm. There is a natural expectation that the CDS spread 

on a specific debt instrument will be correlated to the credit rating of the underlying reference 

entity. The primary difference lies in the timeliness of the information: credit ratings are updated 

periodically, whereas CDS spreads are continuously updated through ongoing trading, providing 

a current measure of the marketôs interpretation of the risk of the debt instruments. 

According to the policy and guidelines issued by the nationally recognized statistical 

rating organizations (NRSROs) [2], at any given time the credit rating on an issue of debt reflects 

its relative credit quality over some horizon. This has the interpretation that a credit rating 

embodies information on the obligorôs probability of default (PD) relative to a cohort, potentially 

allowing for a standard comparison of default risks. Therefore, ratings represent an opinion 

regarding potential loss, a firmôs capacity to pay back all its sources of financing, as well as the 

recovery of a particular instrument in the event of default (Micu et al., 2006). Historically, S&P 

has primarily issued a senior unsecured debt rating, presumably a ranking of pure default risk; in 
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cases where there is subordinated debt, a separate rating is issued that may be lower than that 

issued to the senior unsecured debt, to reflect the greater recovery risk. 

The agencies claim that they modify a firmôs relative credit rating only if a change occurs 

in a borrowerôs fundamental creditworthiness, implying that they do not react to systematic 

events, which affect all firms equally but do not impact relative credit quality [


