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Traditional corporate bond pricing models have had limited success in explaining actual corporate
yield spreads. While research conducted over the past decade has substantially improved our
understanding of the pricing the corporate debt and the corporate bond markets in general, a number
of important questions remain. What are potential risk factors priced in corporate bonds? How do
changes in model assumptions affect the explanatory power of bond pricing models? What is the
role played by information in determining corporate yield spreads? How important is liquidity for
corporate bond issuers? How do various regulations affect the pricing of corporate debts and what
are the potential channels? This special issue of the Journal of Risk and Financial Management on
Corporate Debt includes six interesting papers that help address these questions.

Lin et al. (2020) studies the credit spread index proposed by Gilchrist and Zakrajsek (2012) (GZ),
and shows that it has substantial predictive power for corporate bond returns. They also show that the
GZ index has more predictive power than traditional default spread and term structure variables. The
superiority of the GZ index is mainly due to its ability to forecast future economic activity. The authors
further demonstrate that the GZ index contains valuable information for future corporate bond returns
over and beyond that embedded in macroeconomic and policy uncertainty variables.

Yin et al. (2018) proposes a new corporate bond pricing model including both credit rating
migration risks and stochastic interest rates. Unlike existing bond models, in which credit rating
change is only allowed to occur once with an interest dependent volatility or multiple rating changes
with constant interest rate, this model allows volatility to depend on both interest rates and credit
rating changes, which can happen multiple times during the life of a bond and are only determined
by the issuer’s debt-to-asset ratio. The authors discuss calibration to their model parameters with
an example, show the bond-value function’s numerical graph and their migration interfaces. The
model provides a new insight for evaluating the values of corporations with large debt in different
macroeconomic and microeconomic environments.

To evaluate the effectiveness of the Corporate Sector Purchase Programme (CSPP) launched by
the ECB in March 2016 in the corporate bond market, Cecchetti (2020) decompose the price of a credit
default swap (CDS) into an expected losses component and a risk premium component, which is
further broken down into two contributions: compensation for changes in the credit environment
associated with business and macro conditions (distress risk premium), and the compensation for
the risk that the price of the bond falls in the event of default (jump-at-default-risk premium). She
then uses the two components of risk premium and the expected losses component to study the main
channel through which the CSPP has reduced corporate bond spreads. She finds a more important
effect of the CSPP on the component of risk premia and in particular, on the distress risk premium.
She also documents some spillover effects of the CSPP to the financial sector, in particular, in terms of
expected losses reduction. The methodology introduced by this paper to decompose risk premium
also allows for better quantifying the drivers of excess returns in the corporate bond market.

Horny et al. (2018) provide a simple measure of financial integration across the big four member
states of the euro area: Germany, France, Italy, and Spain. The authors use dummy regressions
to decompose yields of non-financial corporate bonds to disentangle country-specific premia from
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other observable determinants of risks. They derive a synthetic index of corporate bond market
fragmentation as the average of the country risk premia in stressed countries, such as Italy or Spain.
The study shows that the large changes in the country premia during the European sovereign debt
crisis were driven by differences in the expectations of a sovereign default, rather than by changes in
corporate issuer fundamentals. They argue the crisis has introduced heterogeneity in the transmission
of monetary policy in the euro area, and that such observation should be considered in the adoption
and the implementation of non-standard monetary policy measures in the euro area.

Fang-Klingler (2019) studies how the readability of a firm’s annual reports affects its corporate
bonds. Using two of the most common readability measures, Fog Index (developed by Gunning (1952))
and Total Number of Words, the author shows that US firms with less readable annual reports tend to
have higher credit spreads, higher credit spread volatilities, higher transaction costs, higher transaction
costs volatility, higher number of trades, smaller trade size, and higher number of trades volatilities
in the month following publication of the 10-K filings. Interestingly, the study also provides some
evidence that international market participants take readability of the annual report into account when
pricing a firm’s credit risk. US firms with less readable annual reports also tend to have higher spreads
in the EUR corporate bond markets.

Goldstein et al. (2019) studies the link between secondary market liquidity in corporate bonds and
the bond’s yield spread at issuance. The authors develop measures of a new bond’s expected liquidity
based on the pre-issuance network centrality for underwriters of the bond. They find that expected
liquidity of a bond at issuance has an economically large impact on the cost of raising funds through
the corporate bond markets. In particular, a 10% increase in expected liquidity implies a decrease in
the yield spared at issuance of between 8% and 14%. This finding helps improve our understanding of
the impact of liquidity on asset prices.
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