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e Market risk

e Risk attributable to market-wide risk
sources and remains even after
extensive diversification

* Also call systematic or non-
diversifiable

* Firm-specific risk

* Risk that can be eliminated by
diversification

* Also called diversifiable or
nonsystematic
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Figure 2: Cumulative abnormal returns: Pre-legislative change
This graph plots the cumulative abnormal returns (CAR) for the period beginning 7 days hefore
the announcement and ending 7 days after for the 111 companies on the NZX All index during
the period January 1998 - 1 December 2002, The announcements are categorized into “good
news" and “bad news”, based on the change in their announced earnings per share from their last
announcement, adjusted for the market average change.
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Fig. 1. Changes in firm value volatility following CDS inception. This figure plots cross-sectional average

changes in In( 6y, ) for the CDS firms and their “Closest one™ matched non-CDS firms before and after the
inception of CDS trading. We calculate the changes in In(gy ) from one year before the CDS inception to
zero, one, two, and three years thereafter.
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Abstract E 03
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This paper investigates how initiating a credit default swap (CDS) affects firm risk. Using the -0.33
firm value’s volatility as a measure of firm risk, we document that such volatility decreases
following commencement of CDS trading. The CDS effect on firm value volatility is less 04
pronounced for firms with more financial constraints and for firms with a greater discrepancy 045
between their bond and CDS markets. Our findings reveal a significant impact of financial )
innovation on firm’s behavior, which supports the “empty creditor” hypothesis developed by 05 u CDSfirms  @Mon-CDS firms
Bolton and Oehmke (2011). We also document hiring inputs and investment decisions as two

potential channels for this negative impact.
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