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Abstract

The purpose of this study is to investigate the effect of default risk on equity returns. Samples
are selected from IPO’s listed on Taiwan Stock Exchange and OTC Exchange from March
1996 to March 2005 with financial data from TEJ. Based on Vassalou and Xing ( 2004 ), we
apply Merton’s( 1974 ) option pricing model to compute the default probabilities of sample
firms. Three factor model by Fama and French ( 1976 ) are modified with consideration of

default risk. We find that:

(1) After default risk is controled, there is still size effect and Book-to-Market effect for

equity returns in Taiwan.
(2) Default risk is not related to size¢‘or-book to market factor for equity returns.
(3) Default risk is related to macroeconomic factors and varies with business cycle.

(4) Default risk is significantly related to the equity returns.

Key word: Default risk, default probability, Merton’s option pricing model, three factor model
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