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Moral Hazard Causes Credit Risk 

 

Fundamental Reason: Information Asymmetric 

Counterparty with information superiority: 
opportunism behavior. 

Counterparty with information inferiority: 

      infringe of interest 
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Assumption (2) 

Default occurs when the investment fails. 

Probability of default rise with interest rate if the 
interest rate is sufficiently high (high enough). 
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Proposition 1:  The probability of moral hazard is 

increase on the interest rate.  
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Impact of moral hazard on credit risk 

 

Relationship between probability of moral hazard 
and default: 
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Static analysis 

 

Relationship between probability of default and 
interest rate 
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Proposition 2:  The relationship between probability 

of default and probability of moral hazard is 

nonlinear. There exist two interest rates that can 

maximize and minimize the probability of default.  
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Numerical analysis 
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Thank You 


