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Abstract

Since the Capital Asset Pricing Model cannot adequately explain the default risk anomaly, some researchers have
been exploited the two-beta model of Campbell and Vulteenaho (2004) to explain this anomaly. This model is in
fact originated from the Capital Asset Pricing Model and decomposes the market beta to discount-rate beta and
cash flow beta. In other words, the two beta model decomposes the systematic risk to the discount rate and cash
flow risk. This research aims to verify the applicability of this model using data from 180 firms in the Tehran
Exchange Security spanning 2005 to 2014 in this regard. Firstly, we ranked firms based on their default risks
measured by Ohlson’s (1980) model and employ the two-beta model to decompose the market beta to discount-rate
beta and cash-flow beta. Secondly, we apply a simple regression model to estimate discount-rate risk premium and
cash-flow risk premium. Our result shows that as the default risk increases, the discount-rate beta increases and the
cash-flow beta decreases. Also, cash-flow risk premium is significantly more than discount rate risk premium.
Therefore, two-beta model can explain the default risk anomaly in Tehran Exchange Security.

Keywords: Default risk, Ohlson’s Probabilistic Prediction Model of Default, Cash-Flow Risk, Discount Rate
Risk
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5. Internal Hedging
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1. Low Default Risk

2. Medium Default Risk
3. High Default Risk

4. Hedging Portfolio

5. Long Position

6. Short Position
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