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Fig. 2 Relation spread and the survival probability with different
correlation structures
1

Table 1 Initializations of the simulation parameters

1 2 3
hy 0.05 0.1 0.1
h, 0.1 0.1 0.2
Ly 0.5 0.5 0.5
I 0.1 0.1 0.1
F 1 1 1
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r 0.05 0.05 0.05
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2 (11)
Table 2 Regression result of model( 11)
stre stvol lig Stre x lig stvol x liq R?
0.087** |3.33%** | 85.26%" 1.83** -0.70** 6.29 335 0.55
(5.56) (10.89) (2.10) (1.98) (1.82) (0.67)
0.157*% | 4.12%"* | 95.66** 6.227* -0.84%*% -4.91" 622 0.67
(10.34) | (13.49) (5.50) (2.10) (2.13) (1.75)
0.217%%% | 4.74%*% | 102.59*** | 7.41** —1.24%* -6.28 498 0.61
(13.42) | (20.79) (5.01) (2.03) (2.11) (1.18)
t
H,.H, H,

DS
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Bond’ s liquidity and default risk correlation premium and empirical test

Al Chun-rong' ZHANG Yi* CUI Changfeng’
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Abstract: Empirical researches have showed that the liquidity and default risk are correlated in financial mar—
kets. However traditional corporate bond pricing seldom considers this risk correlation even when the market
is affected by default significantly. In this paper we introduce both liquidity and default risk into a unified
framework. Based on this expression we extend the reduced form model by considering the correlation be—
tween liquidity and default risk. Theoretical derivation numerical results and the empirical results based on
corporate bond data in Chinese market show that there is a positive correlation between liquidity and default
risk which has a quite important effect and interaction on the spread of corporate bonds.

Key words: liquidity risk; default risk; correlation premium; empirical test
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