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Figure 2 BBB versus treasury spreads, estimation results. The upper panel presents the smoothed
(using Kim’s (1994) filter) estimates of the two factors y1,t and y2,t that are such that the default
intensities λt of BBB-rated corporates is given by λt =y1,t +y2,t. Gray-shaded areas correspond to
95% confidence intervals. The second panel reports the (smoothed) probabilities of being in the
“tranquil-times” regime 1 (white), the “intermediary” regime 2 (in gray), or the “crisis” regime 3
(in black). For each date, the three vertical bars (white, gray and black) sums to one. The lowest two
panels display model-implied spreads together with observed ones for two respective maturities:
2 years and 5 years.

the estimation—including the developed state-space version of the model and the
parameter estimates—are presented in Appendix C.

The upper panel of Figure 2 displays the estimated components of the default
intensity (i.e. factors y1,t and y2,t). The second panel shows the (smoothed)
probabilities of being in each of the three regimes. As expected, the failure of LTCM
(Fall, 1998), the bursting out of the internet bubble (2001), or the recent financial
crisis (2007–2009) are associated with the crisis-regime periods (see the black areas
of this second panel).14 The lowest two panels of Figure 2 display respectively the
2- and 5-year-observed spreads together with their model-implied counterparts,

14Looking both at the first and second panel in Figure 2, one can check that the second factor y2,t is pushed
upwards during crisis periods.
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