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Theoretical and empirical investigation of rational and irrational leraning effects
on bond prices and CDS
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This study conducts theoretical and empirical investigation on bond prices and
Credit Dafault Swap(CDS) spreads, taking into account of learning effects. The expected growth rates of
economic fundamentals cannot be accurately observed due to the incomplete information. As a result, the
investor needs to learn or evaluate them. Two learning methods are applied to the model. One is the
rational Bayesian learning, and the other is irrational such as conservative, representative, optimistic,
and pessimistic learnings.

The model shows that mean reversion of the return volatility of defautable bonds, which is observed by

data, can be explained by the time variation of the learning effects. Moreover, credit spreads obtained
from the model with a reasonable value of relative risk aversion are close to values observed in the US
credit market. However, the model-implied CDS spreads show somewhat smaller values compared to the data.
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