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Abstract

Using the pulled to par returns, proposed by [27] for computing historical
V@R of bonds, we develop a way of extracting – at any reference date
before maturity – implicit default propensities from observed bond quotes.
This method is new to the literature and it has the advantage on focusing
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To illustrate the method we present two examples of actual computation
with real data – on German and Portuguese bonds. The market data seems
to support the proposed method.

In the case of a very concrete simple Gaussian model, we establish the
connection between our implicit default propensity and the more traditional
notions of default probability and recovery given default of a bond.

Keywords: value-at-risk, bonds, default probability, recovery given de-
fault.
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1. Introduction

Whenever assessing risks, it is clear that we may distinguish, mainly, two ap-
proaches:

• the model based approach in which the behavior of the profit and loss random
variable – or process, if time variation is considered – is supposed to derive of
some explicit mathematical model most frequently given by some stochastic
differential equations;

• a model free approach in which no mathematical model for the profit and
loss random process is assumed and the risk evaluation relies only in the
statistical descriptive properties of the observed realizations of the profit and
loss random process.

The existent credit risk literature uses the model based approach.

Structural models rely on extensions of the classical Black & Scholes [7]
and Merton [22]. In this type of models corporate liabilities are understood as
contingent claims on the assets of a firm and one directly models the value process
for the assets of a firm and the conditions under which default may (or may not)
occur. For a recent overview on this type of models we refer to [8].

Reduced-form, or intensity models, on the other hand, choose to model the
default intensity process and assume default occurs at the first jump of some
counting process. These models were first proposed by [20] and have been ex-
tensively used to price credit risk derivatives. See also [18]. Nonetheless most
reduced-form models focus on modeling the default probability, ignoring our
roughly modeling the recovery given default, which represents a major drawback
when one is interested in accessing the actual loss given default. One exception
is the work of [16] where one can also find a discussion concerning the treat-
ment of recovery in reduced-form models. An important reference concerning the
importance of modeling recovery is [2].
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Incomplete information models proposed by [10] became popular as they
allow to establish a bridge between structural and reduced-form models. However,
this occurs at a cost – models become quite intractable from a computational
point of view. On incomplete information models we refer to [19]. A good survey
on existent models is that of [14].

What seems to be consensual from the empirical literature on credit risk
models, is that “there is really no model [up to now] that works”. For further
details and results on the performance of existing models can be found in [3, 15, 9]
and [5]. This goes inline with the feedback we get from the industry.

The textbooks of [6, 26, 11] and [21] are recommended readings for those new
to the credit risk literature.

In this paper we decide to use the alternative approach. That is, our method
aims at being amodel free approach to deal with credit risk. As far as we know this
is the first attempt. The proposed method relies mostly on statistical descriptive
properties of the observed realizations of a random process, so we find this idea
a particularly good fit to celebrate the carreer of Roman Zmyslony.

The idea of pulled to par bond returns were first introduced in the PhD
dissertation of the third author and then further developed in [27]. There and
here, the motivation is the belief that financial markets are efficient (in some
form4) and, thus, all relevant information is embeded in market quotes.

[27] uses pulled to par bond returns to propose an alternative method for
computing value-at-risk (V@R) of bonds, that rely only on the observed quotes
of the particular bond we are concerned with, and no other market information.

In the same spirit, here we assume that bond quotes perfectly reflects all
the information concerning the financial asset under analysis – thus also the
possibility of default and its severity in case of occurence.

We consider that the whole set of prices – prior to a certain reference date
– may be used for pulled to par V@R calculation from which we then derive the
implicit default propensity.

The remaining of the paper is organized as follows. Section 2 introduced the
notation, the definition of pulled to par bond returns, some of its properties in
connection with the usual notion of return. Section 3 introduces a toy bond price
model via the integral of some process approximation of a white noise and stud-
ies some of its properties. Section 4 explains the method of extracting implicit
default propensities from bond V@R computations and how to financially inter-
pret them. Section 5 proposes a definition for the default probability whenever
the law of the bond price process is known, computes this default probability for
the model introduced in Section 3 and, uses the default propensity introduced in
Section 4 for computing a recovery rate given default. In Section 6 we present
the application of the concepts introduced previously to two bonds: a German

4The justification of this method relies on the efficient market hypothesis, see [12] and [13].
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Government bond and a Portuguese bond; the results are coherent with our ex-

pectations given the events covered by the dates range chosen. Finally, Section 7
concludes this paper discussing its main results.

2. The pulled to par (p2p) returns

In this section we describe the methodology of the pulled to par prices and the
corresponding pulled to par (p2p) multiplicative returns. For what follows stan-
dard references for concepts and notations are [23, p. 25] and [4].

Consider a zero coupon bond with maturity T , at date t and let (p(t, T ))0≤t≤T

be the price process of this bond (see, for instance, [4, p. 302] for a broad technical
introduction to the present day mathematical models of this notion). Although
this is not necessary for what follows, we may suppose that it is a stochastic
process – defined on a complete probability space (Ω,A,P) – from which some
realization is observed. Being so, let p♮(t⋆, T ) denote the market observed price
of this zero coupon bond at a date t⋆ < t. Considered as a realization of the
stochastic process (p(t, T ))0≤t≤T , we have that for some ω♮,∈ Ω, the probability
space:

∀t⋆ < t, p(t⋆, T )(ω♮) = p♮(t⋆, T ).

To this observed zero coupon price p♮(t⋆, T ) there corresponds a – multiplicative
– yield to maturity y♮(t⋆, T ) given by:

1 = p♮(T, T ) = exp
(
y♮(t⋆, T )(T − t⋆)

)
p♮(t⋆, T ),

that is

(2.1) y♮(t⋆, T ) :=
1

T − t⋆
log

(
1

p♮(t⋆, T )

)
.

As this yield to maturity is computed with market prices – which we suppose
to reflect complete information – it should include in its formation the market
perception of possibilities of default. This hypothesis – of completely informed
market prices – is determinant for the methods we will explore next. We may
define then pp2p(t⋆, t, T ) the pulled to par projected historical price from the past
date t⋆ to future date t, of the do zero coupon bond, by:

(2.2) pp2p(t⋆, t, T ) = p♮(t⋆, T ) · exp
(
y♮(t⋆, T )(t− t⋆)

)
=
[
p♮(t⋆, T )

] T−t

T−t⋆ ,

that is, the observed price at the past date t⋆ capitalized to the future date t with
the implicit yield to maturity y♮(t⋆, T ) verified at t⋆.
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The main idea in what follows is that, for any fixed date t, the family of
projected prices (pp2p(t⋆, t, T ))t⋆<t represents ficticious realizations of zero coupon
bond prices at date t (based upon historically observed yields). The corresponding
V@R may be computed as a quantile of an appropriate (P&L) distribution –
for instance the returns’ distribution. For that purpose, consider ∆ some time
interval which is the V@R time horizon. The usual observed return R♮,∆

t

between dates t and t+∆ is given in such a way that:

p♮(t+∆, T ) = exp
(
R♮,∆

t ·∆
)
p♮(t, T ),

and so, we have,

(2.3) R♮,∆
t =

1

∆
log

(
p♮(t+∆, T )

p♮(t, T )

)
.

Then, the pulled to par return between dates t and t+∆ – corresponding to
the p2p prices – is given in such a way as to satisfy:

pp2p(t⋆ +∆, t+∆, T ) = exp
(
Rp2p,∆

t⋆,t ·∆
)
pp2p(t⋆, t, T ),

given, finally,

(2.4) Rp2p,∆
t⋆,t =

1

∆
log

(
pp2p(t⋆ +∆, t+∆, T )

pp2p(t⋆, t, T )

)
.

Returning to the definition of the pulled to par bond prices in formula (2.2) we
have that,

Rp2p,∆
t⋆,t =

1

∆
log

(
p♮(t⋆ +∆, T ) · exp

(
y♮(t⋆ +∆, T )(t− t⋆)

)

p♮(t⋆, T ) · exp (y♮(t⋆, T )(t− t⋆))

)
,

from which we may derive a relation between the pulled to par returns and the
usual returns, together with the increments of the yields to maturity,

(2.5) Rp2p,∆
t⋆,t =

1

∆

[
y♮(t⋆ +∆, T )− y♮(t⋆, T )

]
(t− t⋆) +R♮,∆

t⋆ ,

from which we see that unless the yields to maturity satisfy some vey restrictive
condition – e.g. like being constant – the two types of returns defined are different.
For instance in Figure 2.1 we have an illustration – by means of histograms – of
the difference between the usual and the p2p returns (see Section 6 for the full
description of the data used).

We observe that in formula (2.5), the natural returns appear at date t⋆ while
the p2p returns appear as pulled to the reference date t. It is possible to have a
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Figure 2.1. Two types of returns from some real data bonds.

relation between the two types of returns, both considered at the reference date t.
We may take the expression of the increments of yields to maturity given by

(2.6)
1

∆

[
y♮(t⋆ +∆, T )− y♮(t⋆, T )

]
(t− t⋆)

and consider t⋆ varying, for instance starting at zero, taking the values 0,∆, 2∆,
. . . , t−∆ with t = N∆ or ∆ = t/N , that is, tk⋆ = k∆, with k ∈ {0, 1, . . . , N − 1}.

k = 0 gives
[
y♮(∆, T )− y♮(0, T )

]
N∆

k = 1 gives
[
y♮(2∆, T )− y♮(∆, T )

]
(N − 1)∆

. . . . . .

k = m gives
[
y♮((m+ 1)∆, T )− y♮(m∆, T )

]
(N −m)∆

. . . . . .

k = N − 2 gives
[
y♮((N − 1)∆, T )− y♮((N − 2)∆, T )

]
2∆

k = N − 1 gives
[
y♮(N∆, T )− y♮((N − 1)∆, T )

]
∆.

Now, summing from k = 0 to k = N − 1 we have that:

N−1∑

k=0

1

∆

[
y♮(tk⋆ +∆, T )− y♮(tk⋆, T )

]
(t− tk⋆) = −y♮(0, T )N +

N∑

k=1

y♮(k∆, T ),

and, as a consequence of formula (2.5), we have that,

(2.7)
1

N

N−1∑

k=0

Rp2p,∆
tk⋆ ,t

=
1

N

N−1∑

k=0

R♮,∆
tk⋆

+

(
1

N

N∑

k=1

y♮(k∆, T )

)
− y♮(0, T ),
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which says that a certain average of the pulled to par returns is equal to the same
average of the usual returns plus the correction term

(
1

N

N∑

k=1

y♮(tk⋆ , T )

)
− y♮(0, T ),

which is an average of the natural yields to maturity minus the yield to maturity
y♮(0, T ). We observe that, following formula (2.3), we have, as t = N∆,

N−1∑

k=0

R♮,∆
tk⋆

= R♮,∆
0 +R♮,∆

∆ + · · ·+R♮,∆
(N−1)∆

=
1

∆

[
log

(
p♮(∆, T )

p♮(0, T )

)
+ log

(
p♮(2∆, T )

p♮(∆, T )

)
+ · · ·+ log

(
p♮(N∆, T )

p♮((N − 1)∆, T )

)]

=
1

∆

[
log

(
p♮(t, T )

p♮(0, T )

)]
,

and so,

(2.8)
1

N

N−1∑

k=0

R♮,∆
tk⋆

=
1

t
log

(
p♮(t, T )

p♮(0, T )

)
,

and finally we have that formula (2.7) becomes

(2.9)
1

N

N−1∑

k=0

Rp2p,∆
tk⋆ ,t

=
1

t
log

(
p♮(t, T )

p♮(0, T )

)
+

(
1

N

N∑

k=1

y♮(k∆, T )

)
− y♮(0, T ).

Formula (2.9) expresses the usual return at the reference date t as an average of
the p2p returns – pulled to date t – from date zero to date t minus an average of
the yields to maturity taken at the successive dates from time zero to t plus the
yield to maturity taken at date zero.

Remark 1. In case (y♮(k∆, T ))k≥1 is a realization of a strictly stationary ergodic
stochastic process (y(k∆, T ))k≥1 we have that, almost surely and in the mean,

lim
N→+∞

1

N

N∑

k=1

y(k∆, T ) = E [y(∆, T )] ,

and this will entail the convergence of the average of the p2p returns, for instance
when ∆ tends to zero.
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Remark 2. As a consequence of formula (2.9), considering, as in the previous
remark, stochastic processes – from which the observed prices are realizations –
a reasonable condition for the equality, in law, of the usual returns – taken at a
reference date t – and the average of the p2p returns – pulled to date t – from
date zero to date t may be that:

(
1

N

N∑

k=1

y(k∆, T )

)
− y(0, T )

Law
= 0.

Intuitively, the above remarks, state the condictions under which (historical)
p2p returns are statistically good proxies for the future actual bond returns.

3. A white noise discrete time approximation based model for

bond prices

In this section we consider a naive concrete model for the bond price process with
the main goal of illustrating the connection between the implicit default propen-
sity, given in definition 1 and the more standard measures of default probability
and recovery given default such as the one presented in definition 2. We will also
show that under some conditions, with this model, it may be – statistically –
hard to distinguish the two return types, the usual returns and the p2p–returns.
Let us suppose that,

(3.1) p(t, T ) = exp

(
−
∫ T

t
wsds

)
,

for some stochastic process (ws)s≥0 having properties that we will describe in the
following.

Remark 3. For this, it is also enough to assume that – for almost all trajectories
ω ∈ Ω – the function − log (p(t, T )(ω)) is absolutely continuous in [0, T ] (see
theorem 7.20 in [25, p. 148]); this assumption entails that p(t, T )(ω) is almost
everywhere differentiable – with respect to the variable t – which implies some
restrictions on what models to use with the assumption in formula (3.1). In
particular, no diffusion model for the short rate – in the martingale measure –
can be used for an affine term structure.

This amounts to defining a instantaneous rate similar to the one in the dy-
namics of the bank account but, instead of being derived from an usual differ-
ential equation Cauchy problem, this instantaneous rate comes from a backward
differential equation, namely,

(3.2)

{
d
dtp(t, T ) = p(t, T )wt

p(T, T ) = 1.
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With definition (3.1), having in mind formula (2.5) – for some realization of the
stochastic process (ws)s≥0 – and with the definition of the yield to maturity in
formula (2.1), we have that,

y♮(t⋆ +∆, T )− y♮(t⋆, T ) =
1

T − (t⋆ +∆)

∫ T

t⋆+∆
wsds−

1

T − t⋆

∫ T

t⋆

wsds,

and so, the following condition,

(3.3)
1

T − (t⋆ +∆)

∫ T

t⋆+∆
wsds−

1

T − t⋆

∫ T

t⋆

wsds
a.s.
= 0,

for t⋆ < t⋆ +∆ < T , is sufficient for the equality – in law – of the returns. Obvi-
ously, this condition is verified for every constant random process; an interesting
question is to find non trivial stochastic processes solving this equation.

3.1. A discrete approximation to a white noise process

For n ≥ 1 let for any σ > 0 be

(3.4) wn
s = ws =

+∞∑

k=0

σek1I[ k

2n
, k+1
2n [(s),

with (ek)k≥1 a sequence of independent standardized Gaussian random variables.
The stepwise process (ws)s≥0 is a Gaussian process with constant mean equal to
zero and a covariance given by,E [wn

sw
n
t ] = E[(+∞∑

k=0

σek1I[ k

2n
, k+1
2n [(s)

)(
+∞∑

l=0

σel1I[ l

2n
, l+1
2n [(t)

)]

= E +∞∑

k=lk,l=0

σ2e2k1I[ k

2n
, k+1
2n [(s) · 1I[ k

2n
, k+1
2n [(t)

+

+∞∑

k 6=l;k,l=0

σ2ek · el1I[ k

2n
, k+1
2n [(s) · 1I[ l

2n
, l+1
2n [(t)




= σ2

(
+∞∑

k=0

1I[ k

2n
, k+1
2n [(s)

)(
+∞∑

k=0

1I[ k

2n
, k+1
2n [(t)

)

= σ21I[0,+∞[(s) · 1I[0,+∞[(t) = σ2,
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as E [e2k] = 1 and E [ek · el] = E [ek]E [el] = 0 for k 6= l. By observing that,

1

T − (t⋆ +∆)

∫ T

t⋆+∆
wsds−

1

T − t⋆

∫ T

t⋆

wsds

=
∆

(T − (t⋆ +∆))(T − t⋆)

∫ T

t⋆+∆
wsds−

1

T − t⋆

∫ t⋆+∆

t⋆

wsds,

we may detail the joint distribution of the expression by studying each of the inte-
grals separately, as these will give rise to independent Gaussian random variables.
Let k∆⋆ ≥ 0 be such that,

t⋆ +∆ ∈
[
k∆⋆
2n

,
k∆⋆ + 1

2n

[
.

We have for the distribution of the integral on the left

∫ T

t⋆+∆
wn
s ds =

+∞∑

k=0

σek

∫ T

t⋆+∆
1I[ k

2n
, k+1
2n [(s)ds =

k=kT :T∈
[

kT

2n
,
kT+1

2n

[

∑

k=k∆⋆

σek
2n

,

which is a Gaussian random variable with mean zero and approximate variance,

(T − (t⋆ +∆))
σ2

2n
,

as there are approximately 2n(T − (t⋆ + ∆)) Gaussian random variables in the
interval [t⋆ + ∆, T ]. Keeping in mind that ∆ ≥ 1, as it is a V@R horizon,
by choosing n ≥ 1 large enough we will have, using a similar reasoning that
the second integral is a Gaussian random variable with mean zero and variance
approximately equal to,

∆σ2

2n
,

and so, finally, for n ≥ 1 large enough and the variance being an approximate
value the approximation being of the order of σ2/22n−1,

1

T − (t⋆ +∆)

∫ T

t⋆+∆
wsds−

1

T − t⋆

∫ T

t⋆

wsds ⌢ N
(
0,

∆2 +∆(T − (t⋆ +∆))

(T − (t⋆ +∆))(T − t⋆)2
σ2

2n

)
.

Formulas (2.5) and (3.3), together with the observation just made, show that
that for n ≥ 1 large enough the usual returns – for the the case of the process
(ws)s≥0 – are statistically indistinguishable of the pulled to par returns despite
these two kind of returns being essentially distinct.
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3.2. The yield process for the white noise discrete approximation

Let us consider now the yield process – defined by (2.1) – associated to the bond
price process defined by formula (3.1) with ρ > 0 and w′

s = ρ+ws instead of ws.
Of course, ws is as defined above in formula (3.4). Let ∆ be some time period –
e.g. the usual small period for V@R computations, that is, between one to fifteen
days – and the discrete time stochastic process defined by:

∀k ≥ 1 , Xk := y(k∆, T ) :=
1

T − k∆

∫ T

k∆
w′
sds = ρ+

1

T − k∆

∫ T

k∆
wsds.

for k = 0, 1, . . . and k ≤ T/∆. Let us observe that (Xk)1≤k≤T/∆ is a Gaussian
discrete time stochastic process – being defined by the the usual integral of a
Gaussian process with piecewise continuous paths (see, for instance, [24, p. 45])
– with mean given by:E [Xk] = ρ+E [ 1

T − k∆

∫ T

k∆
wsds

]
= ρ+

1

T − k∆

∫ T

k∆
E [ws] ds = ρ,

and constant covariance given by σ2 − ρ2 as,E [(Xk − ρ) (Xk+m − ρ)] = E [Xk ·Xk+m]− ρ2,

and,E [Xk ·Xk+m] = E[ 1

(T − k∆)(T − (k +m)∆)

∫ T

k∆

∫ T

(k+m)∆
wswrdsdr

]
;

as we have E [wswr] = σ2 we finally get E [(Xk − ρ) (Xk+m − ρ)] = σ2 − ρ2.

Remark 4. The process (Xk)1≤k≤T/∆ being Gaussian and second order station-
ary is strictly stationary (see [1, p. 20]). Moreover, in the case σ2 = ρ2 the process
(Xk)1≤k≤T/∆ is also ergodic and so, in this case we have – by the ergodic theorem
– that, almost surely and in the mean (see [28, p. 413]), if ∆ ≪ T ,

1

N

N∑

k=1

Xk =
1

N

N∑

k=1

y(k∆, T ) ≈ E [y(∆, T )] = ρ.

This remark may be useful in the statistical estimation of this kind of model.

4. The implicit V@R default propensity for bonds

As already stated in [27] and references therein, the usual returns of a bond are
not suitable for V@R computations by reason of non stationarity of the returns
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implied by the pulled to par effect in the constraint p(T, T ) = 1. In previous
publications on this subject we have proposed to use p2p returns to compute the
V@R of the bond. The method may be described as follows.

1. Consider the a reference date t – which may be thought as the present day
– and a pseudo-sample of p2p returns Rp2p,∆

t⋆,t for dates t⋆ and t⋆ + ∆, for
t⋆+∆ ≤ t, computed – always with respect to the reference date – for disjoint
periods of time, that is, for instance, starting with some initial date t0,

[t0, t0+∆] , [t0+∆, t0+2∆] , [t0+2∆, t0+3∆], . . . , [t0+k∆, t0+(k+1)∆], . . .

2. The α level V@R at date t for the time horizon ∆, denoted by V@Rp2p,α
t,∆ , is

defined to be the α level quantile of the pseudo-sample of p2p returns Rp2p,∆
t⋆,t

determined according with the preceding step.

A natural question that arises is: how accurate is the V@R determination
proposed above? An obvious answer is that we expect that, for generic dates t
and time horizons ∆, the proportion of times that the usual return of the bond
R♮,∆

t , defined in formula (2.3), verifies

(4.1) R♮,∆
t ≤ V@Rp2p,α

t,∆ ,

is approximately 1 − α. In order to implement this verification procedure we,
chose some ∆ and for successive dates t we observe whether or not formula (4.1)
is verified; this corresponds to backtesting the method.

Remark 5. Let us observe that if the observed yields to maturity are constant,
say, for all 0 ≤ t⋆ ≤ t, y♮(t⋆, T ) = r > 0 – which, by formula (2.5), ensures the
two types of returns are equal – we will have, by formula (2.1), that,

∀t⋆ ∈ [0, t], p♮(t⋆, T ) = e−r(T−t⋆),

and so, as there is no uncertainty, the propensity for default is null. Being
so, again by formula (2.5), we postulate that there is information about the
propensity for default in the observed difference of the two types of returns which,
in turn, derives from the increments of the yields to maturity.

Conjecture. The main thesis of this note is that we postulate that any appre-
ciable difference between the proportion referred above and 1 − α is due to an
implicit default propensity carried by the bond prices.

For clarity we formulate the following definition.

Definition 1. The α-implicit default propensity of a bond with observed returns
R♮,∆

t given by formula 2.3 and the defined above V@Rp2p,α
t,∆ , the α level V@R at
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date t for the time horizon ∆ for the pseudo-sample of p2p returns Rp2p,∆
t⋆,t is given

by:
1

α

(
α−#

{
t : R♮,∆

t ≤ V@Rp2p,α
t,∆

})
.

In Section 6 we apply the method proposed to real data and we get results
that correspond to our natural expectations.

Remark 6 (An example of a random model with almost null propensity for
default). If ws is defined by formula (3.4), consider, for a constant ρ > 0, w′

s :=
ρ+ws for an instantaneous rate; then, by formula (3.1), we have – with a reasoning
similar to the one used above – that for n ≥ 1 large enough, the variance being
a close approximation of order 1/22n−1,

(4.2) p(t, T ) = e−ρ(T−t) · e−Zt with Zt ⌢ N
(
0, (T − t)

σ2

2n

)
.

As a consequence, for n ≥ 1 large enough p(t, T ) ≈ e−ρ(T−t) – an approximation
to be considered under a statistical perspective – and, similarly as observed in re-
mark 5, the propensity for default of such a bond may be considered – statistically
– null for t ≤ T .

In Section 5 we present a first attempt to formalize the definition of the bond
default probability and in an example we discuss some of its properties.

5. On a definition for a bond default probability

The usual approaches for the computation of default probabilities and recovery
rates can be efficiently grasped in [17, p. 624–630]. Consider the stochastic process
(p(t, T ))0≤t≤T giving the price – at time t – of a zero coupon bond with maturity
at time T . The corresponding contract ensures one monetary unit at maturity
and so there is a default if, at maturity, the lender receives 0 ≤ γ < 1; let us
observe that the amount received at maturity, γ, can be considered as a recovery
rate.

We propose also the following definition of a default probability, given a
recovery rate γ, definition which is tied to the p2p–returns.

Definition 2. Pp2p,∆
τ (γ), the ∆–p2p–default probability at time τ with recovery

rate γ is given by:

Pp2p,∆
τ (γ) := P[p(τ, T ) exp [( 1

N

N−1∑

k=0

Rp2p,∆
k∆,τ

)
(T − τ)

]
≤ γ

]
.
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That is, we consider the bond price at time τ projected to the maturity
by means of the average of the ∆–p2p returns, computed until date τ . The
effective computation of this default probability requires the probability law of
(p(t, T ))0≤t≤T which – unless a model is hypothesized – is not available if we only
observe one trajectory of the zero coupon bond. As an illustration, consider the
example given in Remark 6. By formulas (2.1), (2.9), (3.1) and (3.4) – see the
deduction presented in the appendix – we then have that:

(5.1) Pp2p,∆
τ (γ) = PZ ≤

(√
2
)n log (γ) +

[
ρ− 1

N

∑N
k=1 y(k∆, T )

]
(T − τ)

σ
√

(T−τ)4

T 2τ
+ (T−τ)3

T 2 + 2 (T−τ)
T + (T − τ)


 ,

with Z ⌢ N (0, 1). It is then clear that if

ρ ≤ 1

T − τ
log

(
1

γ

)
+

1

N

N∑

k=1

y(k∆, T ) ,

then the default probability of the bond will go to zero as n grows indefinitely. In
Figure 5.3 we have for the choice of parameters σ = 0.2 and ρ – corresponding to
some usual volatilities and appreciation rates – the implicit default propensities
of the bond in the example studied. These implicit default propensities can be
quite large – comparable to ones of the Portuguese Government bond presented
– even with n = 8.

Figure 5.1. Bond default probabilities for an instantaneous rate given by w8

t
.

We observe in Figure 5.1 that there may be a significative default probability
with recovery rates larger than 92% and far from maturity – for instance at
τ = 0.2 the maturity being at T = 1. We will now present the results of a
simulation study that will compare numerically the implicit default propensity
with the default probability introduced in this section.

We observe that for a sample of 400 observations, if the reference date is
at 320, then for a V@Rp2p,.01

t,3 we obtain a implicit default propensity in the p2p
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Figure 5.2. Simulated bond processes and correspondent yields to maturity for a w8

t

trajectory.

returns equal to 0.0823057. To this value there corresponds a recovery rate of
γ = 0.980875 taken at the point 8.23057% correspondent to the curve colored
in red, that is, is the curve for the date 320/400. It is so clear that, in the case
where there is a model we may, based on the p2p–returns, determine the default
probability at any period ahead – in the case, three days – and, identifying
probability with propensity, determine the correspondent recovery rate at any
specified date, previous to maturity.

Figure 5.3. Bond p2p – implicit default propensities for by w8

t
.

6. Some real data examples

6.1. A German government bond

We consider first a German government bond, EH375794Corp – Bloomberg de-
nomination – starting May 27, 2008 and maturity date April 7, 2018. In Figure
6.1 we have the observed trajectory of an example of the pseudo-sample of p2p
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returns and the implicit default propensities for V@R∆
0.0001(t) with t ∈ [200, 1700]

and t ∈ [600, 1700] for different V@R horizons ∆ = 1, 2, . . . , 15.

Figure 6.1. Some German government bond implicit default propensities.

We observe the following.

1. We had to choose α = 0.0001 in order to obtain non negative values for
the difference between the V@R of the pseudo sample and the non-violations
proportion. This suggests that the α level – of the V@Rp2p,α

t,∆ – may be seen
as a sort of scale in which we observe the implicit default propensities.

2. The implicit default propensities remain quite low attaining a maximum of
approximately 2% on a V@R horizon of 11 days.

3. There is no appreciable difference between the default propensity computed
starting in date 200 or in date 600; this shows some indiference to risk of this
German bond.

6.2. A Portuguese government bond

We now consider a Portuguese bond, EG398877Corp – Bloomberg denomination
– starting April 25, 2007 and with maturity date October 16, 2017. In Figure 6.2
we have the observed price trajectory, an example of the pseudo-sample of p2p
returns and the implicit default propensities for V@R∆

0.05(t); with t ∈ [200, 1300]
and t ∈ [600, 1300] – for different V@R horizons ∆ = 1, 2, . . . , 15.
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Figure 6.2. Some Portuguese government bond implicit default propensities.

We observe the following.

1. Already with a choice of α = 0.05 we obtained very significative implicit
default propensities.

2. The implicit default propensities are quite large – compared to the ones of
the German bond – using p2p-returns from date 200 to date 1300, that is,
from the initial dates until the full installment of the subprime crisis.

3. The implicit default propensities are even larger if we consider the p2p-returns
from dates 600 to 1300, that is, from dates where the bond prices dropped
abbruptely.

4. As expected, the implicit default propensity clearly increases with the V@R
time horizon.

Remark 7. A natural idea would be to try to fit an approximated white noise
model – such as the one studied in Sections 3.1, 3.2 and 5 – to the data of
the German and Portuguese bonds presented above. Unfortunately – as can be
predicted by visually comparing a typical trajectory of the approximated white
noise model seen in Figure 5.2 with the bond prices trajectories of the German
and Portuguese bonds above – the actual computations we performed show that
the results are useless5.

5All Wolfram Mathematica 10 computational files used in this work are available at
http://ferrari.dmat.fct.unl.pt/personal/mle/pps/pm-mle2009a.html.
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7. Conclusions

In this note, using pulled to par prices introduced in [27], we proposed a com-
putation of the implicit default propensity in the bond prices. A preliminary
application to real data – a German and a Portuguese bond, with comparable
timespans and maturities – shows convincing results varying in line with the rea-
sonable expectations of the market; that is, the German bond has implicit default
propensities attaining at most 2 % while the Portuguese bond topped a default
propensity of almost 25% during the period of development of the subprime cri-
sis. There is strong evidence that by adjusting two parameters – α, the quantile
level and, ∆, the V@R time horizon – we have a reasonable quantification of
the implicit default propensities implicit in the bond prices. We noticed that
knowing the law of the price process allow us also to propose a definition of the
default probability of the bond for a time τ before maturity and for a recovery
rate 0 ≤ γ < 1. For the example of the approximated white noise, we matched
the default propensity to the default probability curve to determine the recovery
rate; this can be done for all reference dates before maturity.
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[26] P.J. Schönbucher, Credit Derivatives Pricing Models: Models, Pricing and Imple-
mentation (John Wiley & Sons, 2003).
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8. Appendix

For completeness sake we present the deduction of the result in formula (5.1).
We start with formula (2.9), written for the correspondent stochastic processes,
which we represent as,

1

N

N−1∑

k=0

Rp2p,∆
tk⋆ ,τ

=
1

τ

∫ τ

0
w′
sds+ ρ̃− 1

T

∫ T

0
w′
sds,

using the yield definition in formula (2.1) and the price process definition in
formula (3.1) and,

1

τ

∫ τ

0
w′
sds =

1

τ
log

(
p(τ, T )

p♮(0, T )

)
, ρ̃ :=

(
1

N

N∑

k=1

y(k∆, T )

)
1

T

∫ T

0
w′
sds = y(0, T ).

As a consequence and as w′
s = ρ+ ws we have that,

X := log

{
p(τ, T ) exp

[(
1

N

N−1∑

k=0

Rp2p,∆
k∆,τ

)
(T − τ)

]}
= −

∫ T

τ
w′
sds

+ (T − τ)

[
1

τ

∫ τ

0
w′
sds+ ρ̃− 1

T

∫ T

0
w′
sds

]

= (ρ̃− ρ)(T − τ) +
(T − τ)2

Tτ

∫ τ

0
wsds−

[
T − τ

T
+ 1

] ∫ T

τ
wsds.

Now, as [0, τ [∩[τ, T ] = ∅, we have that the the Gaussian random variables

(8.1)

∫ τ

0
wsds ⌢ N

(
0, τ

σ2

2n

)
and

∫ T

τ
wsds ⌢ N

(
0, (T − τ)

σ2

2n

)

are independent and so we have that,

X ⌢ N
(
(ρ̃− ρ)(T − τ),

(
(T − τ)4

T 2τ
+ (T − τ)

[
T − τ

T
+ 1

]2) σ2

2n

)
,

thus showing, as expected, that

(
√
2)n

X + (ρ− ρ̃)(T − τ)

σ
√

(T−τ)4

T 2τ
+ (T−τ)3

T 2 + 2 (T−τ)
T + (T − τ)

⌢ N (0, 1).

For simplicity we have supposed that both T and τ are dyadic numbers, that is, of
the form m/2n for some integer m. Otherwise the variances in formula (8.1) are
approximations of order σ2/22n−1, which is negligible even for moderate values
of n.




