
the prices of risk θr, θz, θx, and S (see Equation (26))
were equal to zero. This characterizes a counterfac-
tual world where investors are not risk averse. By
definition, credit-risk premia are the differentials be-
tween the latter spreads—dubbed PCDS spreads—and
model-implied ones—the Q CDS spreads. Figure 1
therefore confirms that credit-risk premia are substantial

for all maturities, including short ones (12 months). As
discussed in the next section, allowing for credit-event
pricing (i.e., S > 0) is instrumental to obtain sizable
short-term credit-risk premia.
The existence of credit-risk premia translates

into differences between physical and risk-neutral
probabilities of default (Figure 2). Figure 2 shows

Figure 1. Observed vs. Model-Implied CDSs

Notes. The gray lines correspond to the model-implied CDS spreads, expressed in basis points. The data span the period from January 2007 to
July 2019 at a monthly frequency. The thin black line corresponds to (model-implied) P CDS spreads, which are the spreads that would be
observed if agents were not risk averse. The P CDS spreads are obtained by applying the CDS pricing formulas after having set the prices of risk
(θx, θy, θr, and S) to 0. For Greece, the vertical dashed bar indicates the default period (March 2012).
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