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A New Look at Corporate Default Probabilities

The chance that a corporation will default on its debt 
is important for many reasons. One is that the default 
probability plays a central role in the calculation of 
bank capital requirements, the amount of capital that 
regulators oblige banks to have in order to limit the 
likelihood of their own failure. Banks themselves use 
estimates of default probabilities in managing the 
risk their loan portfolios. And a third example is the 
pricing of corporate debt where the credit spread – the 
difference between the yield on corporate bonds and 
the yield on Treasury bonds – again depends directly on 
the likelihood of default.
The most common measure of the probability of default 
is a company’s credit rating – AAA, AA, BBB etc. – 
produced by the major rating agencies (Moody’s, S&P 
and Fitch). Ratings provide useful ordinal measures of 
average default rates; i.e., the average default rate for AA 
is indeed generally lower than the average default rate 
for BBB, but ratings cannot easily or reliably be mapped 
into numerical estimates of default probability. 
In many practical cases – including those just described 
– the estimate of average default probability for each 
rating category is obtained as a simple historical 
average of the realised default rate. This talk will 
describe some of the drawbacks of this method, suggest 
a different approach and show how using this different 
method sheds new light on a long-standing puzzle in 
finance, the so-called credit spread puzzle. 
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