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Information of Corporate Bonds Ratings via a Bond Pricing Model:
Prediction of Bond Rating Changes

Hiroshi Tsuda

Financial Research Group, The NLI Research Institute

The recent increase in bankruptcies among exchange-listed companies has drawn
attention to the problem of credit risk. Financial institutions cast new light on credit risk,
and their pressing problems are to strengthen the capability of credit risk management. In
particular, they are putting more emphasis on corporate ratings that reflect credit risk.
This paper proposes a method for predicting corporate bond rating changes by using
our corporate bond pricing model, and reports empirical results obtained by testing our
method with Japanese corporate bond rating data. Our method is to predict corporate
bond rating changes based on the deviation of an individual bond’s loss from the expected
loss of both rating class and industry sector estimated by the corporate bond pricing
model, which considers all the corporate bond prices simultaneously. Thus our model
makes full use of the information contained in the bond prices, which are correlated with
each other. From the empirical results, we find useful evidence that our method performs
well in prediction of corporate bond rating changes.

Key words: Corporate bond ratings, term structure of default probability, the expected loss of both
rating level and industry sector, generalized least squares.



