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Measuring Method for Hazard Term Structure Based on Hazard Model
with Time Varying Covariates

Satoshi Yamashita! and Tomohiro Ando?
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As the environment changes with the introduction of financial deregulation and new
BIS’s capital-adequacy requirements, lenders have realized the importance of credit risk
management. Default probability estimation has a long history in the field of financial risk
measurement. It follows that the estimation method is divided roughly into a statistical
model and a stochastic process model.

Recently, a logit model with a time-varying financial predictor was introduced to
achieve accurate estimation of default probability. However, a logit model estimates de-
fault probability only at a future temporary point. When a creditor evaluates the present
value of the debenture with the possibility of default risk, the term structure of the default
probability is necessary. Moreover, from the viewpoint of asset and liability management,
consideration of the term structure may be a critical factor.

The purposes of this article are to introduce the hazard model with time varying
financial predictor, and to propose a new method for estimating the term structure of de-
fault probability. The effectiveness of the proposed methodology is shown through analysis
of a Japanese company’s default data.

Key words: Bayes approach, functional data analysis, hazard model, time varying covariate.



