
The default risk structure of 

interest rates



What is default risk?

• The risk that the borrower will default in the contractual payment of 

principal or interest.
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What is risk premium?

• A risk premium is defined as the differential in yield between a 

security being studied and a default-free one, with all factors other 

than default risk being held constant.
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Changes in default risk

• The default risk of a borrower may increase after you lend him.

• If this happens, the price of your bond decreases and you lose 

money. The price decreases because the probability that the 

borrower will miss at least some interest or principal payments 

increases.

• Loans or bonds that trade at less than “90 cents on the dollar” are 

considered distressed securities, implying a high likelihood of a 

default event unforeseen at the time of loan or bond issuance.



How to measure default risk?

• The most commonly used measure of default risk for relatively 

standardized fixed income securities is credit ratings.



Understanding ratings

Moody’s Explanation

Aaa Best quality

Aa High quality

A Upper medium grade

Baa Medium grade

Ba Possess speculative elements

B Generally lack characteristics of a desirable investment

Caa Poor standing; may be in default

Ca Speculative in a high degree; often in default

C Lowest grade; extremely poor prospects
















