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Abstract

In April 2001 Swiss banks held over CHF 500 billion in mortgages. This important segment
accounts for about 63% of all the loan portfolios of Swiss banks. In this paper we restrict
our attention to residential mortgages held by private clients, i.e. borrowers who finance their
property by the loan and we model the probability distribution of the number of defaults
using a non-parametric intensity based approach. We consider the time-to-default and, by
conditioning on a set of predictors for the default event, we obtain a log-additive model for the
conditional intensity process of the time-to-default, where the contribution of each predictor
is described by a smooth function. We estimate the model by using a local scoring algorithm
coming from the generalized additive model.

1 Introduction

A mortgage is a lien or claim against a real estate property given by the borrower to the lender
(usually the bank) as a security for money borrowed. In other words a mortgage is a loan collat-
eralized by real estate, which obligate the borrower to make a series of payments of interest and
principal.

In April 2001 Swiss banks held over CHF 500 billion in mortgages. This important segment
accounts for about 22% of all the assets and about 63% of all loan portfolios of Swiss banks!.

*The author wishes to thank Vlatka Komaric of Credit Suisse Group for providing the data set used in this
work and Jiirg Burkhard and Urs Wolf of Credit Suisse Group for the support and the interesting discussions.
I'm grateful to Uwe Schmock and to seminar participants at RiskLab, UBS AG and University of Lausanne for
suggestions and remarks. Research of the author was financially supported by Credit Suisse Group, UBS AG and
Swiss Re through RiskLab, Switzerland.

1Source: Swiss National Bank, ”Statistisches Monatsheft”, May 2001, available from the website of the Swiss
National Bank, http://www.snb.ch.
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Moreover, the market value of all real estate in Switzerland has been estimated at between CHF
2,300 billion and CHF 2,800 billion (see Credit Suisse Group (2000)), more than twice as much as
the market capitalization of the companies listed in the Swiss Performance Index. Nevertheless,
not much research has been done in this area so far and the estate market is characterized by the
limited amount of information available to investors.

In 2000 47% of the overall Swiss property estate was purely residential buildings, while the remain-
ing 53% is dived between commercial buildings (12%), offices, administrative and public buildings
(14%), industrial, retail and commercial premises (14%) and other properties (agricultural, hotel,
catering) (13%). Moreover, about 86.5% of Swiss properties are owned by private individuals and
only 13.5% by insurance companies, pension funds, real estate companies or real estate funds (see
Credit Suisse Group (2000), Chapter 1, for more details on the Swiss real estate market).

The percentages reported above give an idea about the importance of the market of private res-
idential mortgages, i.e. residential mortgages held by private individuals, whose purpose is to
finance their own real estate by the loan. We want to address our attention to this particular
sector, for which some traditional approaches for modeling credit risk, as for example the firm’s
value approach of Merton, are not appropriate. Moreover the credit quality of private clients is
usually determined by the issue of the mortgage and a new evaluation is made only when interest
payments are delinquent for some period, and thus when the credit quality of the borrower has
already deteriorated, even if a default has not occurred. The lack of specific information about
each single counterpart in a residential mortgage portfolio, has to be considered for modeling the
credit risk.

Portfolio managers dealing with big portfolios of residential mortgages are responsible for main-
taining adequate reserves to cover future losses that may occur on outstanding mortgages. The
credit risk associated with mortgage portfolios is essentially the risk that borrowers will default
and fail to meet interest rate payments on the outstanding balance (the default risk) and the risk
that given a default, the collateral value of the defaulted mortgage (i.e. the minimum between
the current house value and the face value of the mortgage’s note) is less then the outstanding
balance plus unpaid interest.

In the literature different explanatory variables for a default in a mortgage contract has been
identified. Smith, Sanchez, and Lawrence (1999) and Deng (1995) select mortgage and economic
characteristics for predicting default and for calculating the probability of incurring a loss on a de-
faulted loan. Deng (1995), Santos Silva and Murteira (2000) use borrower characteristics, such as
the payment-income ratio, which is usually only observable by the issue of the mortgage. Follian,
Huang, and Ondrich (1999) include in their model duration, location, demographic and economic
variables as covariates to explain default. The contingent claim approach, which is considered
by Kau and Keenan (1998), treats default as a rational decision, such that a default occurs if
the house value (equity value) falls below the value of the mortgage. This approach considers
a "strategic” mortgage default as a put option on the mortgage itself, i.e. the option of selling
back the house to the lender in exchange for eliminating the mortgage obligation. The behaviour
of private individuals, whose purpose is to finance their property with the loan, is, however, not
always rational in the sense of the economic theory. Deng and Quigley (2000) propose combining
the financial value of the put option in the contingent claim framework, with non-option related
variables, such as unemployment or divorce rates.

For our study, we consider quarterly observation of a big Swiss residential mortgage portfolio from
1994 to 2000, selecting a sub-portfolio of only private clients with a one-family house financed
by the loan, divided in 26 economic and geographical regions across Switzerland (26 cantons).
Analyzing our data set, which has the advantage of containing observations during the economic
recession of the 90’s, we deduce that a mortgage default is usually triggered by numerous personal
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“non-financial” reasons, more than by a rational economic decision (see also Deng and Quigley
(2000)). One common cause for default is unemployment; another is divorce. In the case of unem-
ployment the income of the borrower can dramatically decrease and the consequence will be the
inability to pay the interest on the outstanding balance. Therefore, considering a big portfolio,
we conclude that the number of defaults, as well as the loss amount, is correlated to the economic
environment, i.e. to economic factors such as unemployment and interest rates, or to social and
demographic developments, such as the increase of the number of divorces observed in Switzerland
in the last 10 years. Normally, there is a lag of one, two or more years between a macro-economic
or social event and an increase in the number of defaults. This time lag can be explained by
the fact that borrowers with economic difficulties will often use own savings to pay the interest
before defaulting: this behaviour is quite typical for private clients, in contrast to corporate clients.

Before introducing our approach, we give some insight into the problem we treat in this work.
We consider a simple fixed rate and fixed maturity mortgage contract between two parties, B
and C. Party B (the bank) lends money to party C (the client), with a fixed interest rate r
and maturity 7. In return party C gives B a guarantee covered by a collateral, i.e. the property
financed by the loan. The value of the coverage has an upper bound v, deterministic and inde-
pendent of the house value over the time, as stipulated in the mortgage contract by the issue of
the mortgage. The bank fixes maximal coverage by v and this amount is usually greater than the
initial outstanding balance. As already stated above, B is faced with essentially two risks: the
risk that C will not be able to pay periodical interests (i.e. he defaults) and the risk that the
collateral given as a guarantee will fall in value and be worth less than the outstanding balance
at the time of default plus additional unpaid interests. Suppose that (Bi)ieqo,... -} is a process
denoting the outstanding balance of party B at time ¢ = 0,...,7. B; denotes the outstanding
principal plus unpaid interest; By represents the money lent to party C' at the beginning of the
contract. (Vi)ieqo,... .7} is a stochastic process giving the value of the collateral at time ¢ (selling
value, realized value).

Given a default at time 7', the loss function L depends essentially on By and Vr. According to
the mortgage contract, the bank can realize min(Vr,v) and the loss at time T is thus given by

LT = [BT — min(VT,v)]+ . (1)

This last equation suggests that Ly is positive if and only if By > min(Vr,v). This means that
a default causes a loss if and only if the collateral represents insufficient coverage, and in a big
portfolio this is only a small percentage of all mortgages defaulted on.

For a big portfolio is thus the total number of defaults and the dependence between default events
and the value of the collateral which can be relevant for risk management purposes. Moreover,
as stated above, the number of defaults is related to the economic environment, as well as to the
house price, and specific economic scenarios can thus imply major losses.

Looking at equation (1), we conclude that the loss function depends on three random variables:
the default time, the outstanding balance and the value of the collateral at default. A static model,
characterized by a fixed time horizon, will not capture the behaviour of the default process under
different scenarios. The observation that default is usually triggered by specific macro-economical,
social or personal conditions, makes a static approach inappropriate, since the behaviour of the
obligors under different conditions will not be taken into consideration.

We propose an intensity based approach for modeling the time to default, which we take to be the
first-jump-time of an inhomogenous Poisson process with stochastic intensity, also called doubly
stochastic Poisson or Cox Process. The main idea consists in conditioning on a set of explaining
variables, which affect the borrowers’ behaviour, and to consider borrower defaults as independent
given this set of information about the economic environment. This hypothesis has some empirical
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relevance for private individuals. The intensity process is directly related to the explaining vari-
able, as in a proportional hazard rate (PHR) model of Cox and Oakes (1984), but in our model the
relationship is not assumed to be log-linear as in a PHR model. We simply assume some smooth,
perhaps non-linear, relationship.

The goal is to model the dependence structure of a mortgage credit portfolio through a common
scenario and, by applying the conditioning technique, to obtain computational advantages. In
Section 2 the default event is defined. Section 3 introduces the model. Section 4 is devoted to
the estimation methodology. Section 5 presents our results and Section 6 concludes our proposal.
Technical results are given in the appendix.

2 Mortgages Default

Let (Q,G,P) be a probability space. Let P = {(d;,v;, B;, Vi, r:),i = 1,...,n} be a portfolio of
n mortgages outstanding during some period after time ¢y (we just eliminate from P mortgages
defaulting in tg). For mortgage i, d; denotes the time of issue, v; the maximal coverage stipulated
in the mortgage contract, B; = (B, )¢>a, is a process giving the outstanding balance at time ¢,
Vi = (Vit)i>a, is a stochastic process giving the house value at time ¢t and r; = (r;¢)>q, IS a
process (stochastic or deterministic) giving the interest rate applied to mortgage i at each time ¢.
We suppose that a mortgage portfolio is totally characterized by P. Each mortgage in P either
has been issued before ¢y (d; < tg) or after ¢y (d; > tg). In the first case, the mortgage is not
observed from the start of the contract but only after ¢g. In the sequel we use alternately and with
the same meaning the words “mortgage” and “obligor”, the latter indicating private individuals
borrowing money under a mortgage agreement.

We divide the time interval [tg,00) in sub-intervals (¢;,t41], I € N of the same length. Each
interval (¢;,%;41] represents one year, one quarter or one month respectively and each time ¢,
l € N represents the discrete points in time where an interest payment on the mortgage is due.
The length |t;+1 —t;| is set to be the time unit, meaning that |t;41 —¢;| = 1. Let 7 = {¢; | | € N}.
At each time t; € T the obligor may be punctual and make an interest and/or principal payment or
he may repay the loan in its entirety. A default is observed when the interest payment due at time
t; € 7 is delinquent over a period of fixed length (usually 90 days) after ¢; and the loan has not
be repaid at time ¢; (see Figure 1). We suppose that the observation of a default is right-censored
and we define the default time as follows.

Definition 2.1 (Default). An obligor is said to default at time T € [to, 00) if he loses the ability
to make the next interest payment at time t = min{t € 7 : t > T} and to repay the outstanding
balance before t or at time t. T = oo means that a default will not occur, i.e. the observation of
the default time is left-censored by a repayment.

i1 b tiy1
| | fixed lenght | |

T observation

Figure 1: Time to default T" and observation of T'.



An Intensity Based Non-Parametric Default Model for Residential Mortgage Portfolios 5

This definition seems to be quite complex, but it will be very useful for modeling the time-to-
default, since we can assume that time-to-default is a continuous variable and a default can thus
occur at any time ¢ and not only at discreet points in time where the interest payment is due.

Let T; : © — [to,00) be a positive random variable giving the time of default for obligor 4,
i =1,...,n. Under our assumptions on P we have IP’[TZ- = to] = 0. Moreover IF’[Ti > t] > 0,
Vt > to. The default indicator is a stochastic process defined by X; = 1¢7,<4 for ¢ > to. We
define the default indicator process for each t > ¢y independently from d;. If d; > tg then X; will
be identical to zero on [tg,d;]. We denote the loss function of the portfolio P by L = (L;)i>t,,
where L; : § — RT is given thought

n
L= Xi¢[Bis —min(V;,v;)] " (2)

i=1
Naturally, the portfolio manager is interested in the difference between L, , — Ly, giving the
specific reserve to be accumulated for period (¢, t;41] to face to new losses. This difference can be
negative, meaning that some specific reserve can be relaxed. A defaulted mortgage will remain in
the portfolio for some period after default, meaning that a defaulted mortgage will not be treated
as a definitively closed position. During the period a defaulted mortgage remains outstanding, the
credit recovery department of the bank tries to recover the outstanding balance, by liquidating

the property given as a guarantee.

3 Model for the default probability

We restrict our attention to the problem of modeling the default probability. We consider the
portfolio P introduced in the previous section, as well as the times of default Ti,...,T,.

We denote by F; = (Fit)i>t, the flow of information available for obligor i, i = 1,...,n, at
each time ¢ > t9. With D; = (D;¢)i>1, we denote the natural filtration of the default indi-
cator process X; for obligor i, i.e. D;y = o(X;s : s < t). Moreover, G; = (G;)i>1,, where
Git =Dt VFir =0 (D;s UF;,) denotes the enlarged o-algebra, giving all the information about
the predictors and default indicator at each time ¢ > ¢y, for obligor :.

Following Jeanblanc and Rutkowski (2000), for ¢ > t; we define the conditional intensity pro-
cess of the time to default T; given F; as follows.

Definition 3.1 (Conditional intensity process). The conditional intensity process of the time
to default T; given F; is the nonnegative, F;-predictable process /\IZ-F'i such that the stochastic process
M; = (M t)i>1, defined by

tAT;
My = Xix — / A du (3)

U
to
is a G;-martingale.

This is the martingale characterization of the intensity process, sometimes called the pre-
intensity process (Duffie and Garlenau 1999). We suppose that for all i = 1,...,n the conditional
intensity process )\]fi exists. Appendix A gives more details on the technical conditions we need
for the existence. By application of the martingale property, of the Lebesque averaging theorem
and the Lebesque dominated-convergence theorem successively, we obtain

. P[T; € (t,t+ 5] Giy)
lim
s\.0 S

= 1{Ti>t}A]£it' (4)
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This last equation suggests that the conditional intensity process at time ¢, /\IE;, corresponds to the
“classical” intensity on {T; > t}. On the set {T; <t} the “classical” intensity will be just identical
to zero, since the probability for a default will be zero if a default has already occurred (default
is considered as an absorbing state). Moreover, this equivalence gives us a useful and practical
interpretation of the conditional intensity process A;*. On the set {T; > t} and for At < 1, \ii At
gives the conditional probability that a default occurs during (¢,¢ + At] conditioned on all the
information G;; available up to time ¢.

Some technical results used in the sequel are given in Appendix A. The Corollary of Lemma
A1l applied on T'=1T;, G = G;+ and Fy = F;; for i =1,...,n, implies that

P[T; € (t,t + s]| Fi]
P[Ti >t ‘ .7:1‘,75]

P(T; € (t,t + s]|Git] = Lyr>0y (5)

Dividing by s and taking the limit s \ 0 it follows that on {T; > t}

o Jilt|Fie)
BESi(t| Fie)

where fi(t|Fi:) = limeo %P[T € (t,t + s |‘7-"2-7t] is the conditional density function of T; and
S;(t| Fi ) is the conditional survival function. The conditional density function f;(.|F; ) exists if
the conditional intensity process )\[Z-F" exists.

The goal is to model the conditional intensity. Before proceeding we note that the survival function
can be written as a function of the intensity process, as follows for ¢ > ¢

tVvd; ;
Si(t| Fir) = exp —/ )‘IzEudu
toVd; ’

which implies that )\% = % also holds on {T; < t}.

We now consider the portfolio P. Mortgage defaults are triggered by some obligors specific
or by mortgage-specific or by external, environment-specific factors. We suppose that we find a
set of predictors for the default event of obligor <. Mathematically, we have a multi-dimensional
stochastic process Y; = (Y;1,...,Y; ), such that each component Y; , (¢ =1, ...,p) represents an
explaining factor for the event of default of obligor i, as for example the regional unemployment
rate or the regional divorce rate. The history up to time ¢ of the predictors gives the additional
flow of information available at time ¢. Thus we can assume that the filtration F; introduced
before, is the natural filtration of Y;, i.e. Fiy = 0(Y;s:5 <1).
We model the intensity process as follows. We suppose that we can find real valued strictly positive,

measurable functions h; o, ..., hip, and a strictly positive constant A; 9 such that for ¢ > d;
p
A= Niohio(t = di) [ hig(Yig())- (6)
1=1

We assume that h;0(0) # 0. This assumption prevents the conditional intensity from being iden-
tical to zero at time d;. Without loss of generality we suppose that for all i, h; (0) = 1.2 We write

2We can still define ,ﬁm by ,ﬁm = and A):,-Yo = X, 0hi,0(0)

hio0
hi,0(0)
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)\% = /\IZF;(@, Y, ) where évl = (Xi,0, Ri0, hi, ..., hig) is the parameter to be estimated. The use
of the tilde will be clear later, when we apply the logarithm to equation (6) to obtain an additive
form. We introduce additional conditions on 6; in the sequel.

Equation (6) suggests the following interpretation. The functions h;1,...,h;, give the sensi-
tivity of obligor ¢ to the predictors Y 1,...,Y; 4. hso is the so-called base-line intensity function
and gives the contribution of the duration ¢ — d; (life time of the mortgage) to the conditional
intensity process; A; 0 is a "time-invariant intensity”.

The model explains the following behaviour of the conditional intensity. We suppose that, at
the beginning of the mortage agreement, an expected intensity \;o can be associated to obligor
i. If the obligor’s behaviour is not affected by any predictors Y; 1,...,Y;,, then we expect no
contribution to the intensity process to be given by Y;, meaning that h; , =1, for ¢ = 1,...,p.
If moreover the duration contribute nothing to the intensity process, then h; o = 1 and the con-
ditional intensity process is reduced to a constant A; o (this would imply a Poisson process with
constant intensity). That the reason why we call \; o a “time-invariant intensity”.

Usually, we observe that obligor’s behaviour changes during the life of the mortgage, meaning that
the probability of incurring a default increases or decreases. Some factor Y; , (mortgage specific,
obligor’s specific or depending on the macro-economic environment) affects the ability of obligor
1 to pay the interest rate on the mortgage, changing stochastically the default intensity. Equation
(6) says that predictors Y; and the duration ¢ — d; affect the realization of )\[Z-F" in a multiplicative
way, as explained by the functions h; 4, for ¢ =0, ..., p.

When a rating system exists, we can assume that the credit quality of an obligor is captured
by his rating: credit quality in our framework means exactly the ability to pay the interest rate,
as well as the ability to pay back the outstanding balance. The credit quality of an obligor will,
in addition, capture the ability to react to specific scenarios, i.e. to the specific realization of
predictors Y;. In our model this is described by the functions h; 4, for ¢ = 0,...,p as well as
by the constant \; o, which gives an expected intensity at time d;. Therefore, if a rating system
exists, the parameter 51 will be identical for each obligor with the same rating. We will use this
intuition for the estimation of our model.

If no rating system exists, then equation (6) suggests a methodology to create one. We can select
a family of predictors, which are significant for describing the credit quality of the obligor and
can then estimate the model under the assumption that obligors are identical, i.e. all the 6, are
the same. For the time d; the realization of the conditional intensity can be computed for each
obligor, given realization y; 4, of the predictors. Following the realized values for )\]fidi obligors can
then be grouped and a rating system can be defined. 7

For the estimation of the model it is useful to consider the logarithm of the conditional inten-
sity, which is given by an additive form, as follows

P
74033 Y 4) = log X4 (63 Yis) = log Nio +log hio(t — di) + > log hy ¢(Vi4(t)). (7)

q=1
For the sake of simplicity, we introduce the parameter 6; = (logX;0,logh; o, ..., h;p) which is

obtained by a log-transformation of the components of 6;. In the sequel we only consider the pa-
rameter 6; and thus write /\3';(02-; Y +) instead of /\3';(02-; Y, ). The same for 775% (0:;Y;+). Without
loss of generality we suppose that E[log hq()/;7q(t)] =0foreacht > tg,eachqg=1,...p,i=1,...n
(we can still define h, such that log hy(Y;.4(t)) = log hye(Yi 4(t)) —E[loghq(Yiq(t)] forg=1,....p
and log ho(t — d;) = log ho(t — di) + Y0 _; E[log hy(Yiq(t))])-
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Moreover, we assume that obligors who default up to time ¢ are conditionally independent given
the history of the predictors up to time ¢. This assumption seems reasonable for the kind of
portfolio we are considering in this work, i.e. a portfolio of private individuals (for companies this
assumptions would not be realistic). In fact the conditional independence implies that, given a
scenario through the predictors, obligor defaults occur independently, meaning that the depen-
dence structure is fully described by the common scenario.

For estimation purposes we now want to introduce a homogeneous group of obligors. We de-
fine K classes of obligors, where the functional form of the model is identical for all obligors of
a given class. In other words, we suppose that obligors can be grouped in K classes, such that
the 6;’s are the same for all obligors in the same class. If two obligors belong to the same class,
then the sensitivity of the conditional intensity to the explaining factors will be the same and the
only reason for their exertion of two different realization of the conditional intensity, is because
the predictors realization are different. As remarked above, if a rating system exists, then we can
identify the K classes with the rating categories. For each class k = 1,..., K only one parameter
0; has to be estimate.

Moreover, we form J groups of obligors where the predictors Y; and the duration ¢t — d; are iden-
tical. If we use only macro-economic predictors, the groups represent regional groups of obligors
with same duration. We can also group the obligors following other criteria, as intervals where the

. B; . . .
ratio L?’:, called the loan-to-value ratio, or the interest rate r; ;, have some specific values (Kau

and Keenan 1998).

4 Estimation methodology

We fix a time horizon 7 = t,,, t, € 7. We have [to,7] = {to} U ( ,lnigl(tl’tl+1])7 e T,
1 =0,...,m. Our observation is made over [0,7]. Defaults times are denoted by Ti,...,T, as
before. If a default is observed, i.e. T; < 7, then the contribution of the observation to the
conditional likelihood function is f;(T;;6;|Fir,). Otherwise the observation is right-censored by
7, or by a repayment of the mortgage at time ¢; € [0, 7] (in this case T; = oo by definition): the
contribution to the conditional likelihood function is given by S;(¢; A 756, | Fi c;ar). Since obligor
defaults are conditionally independent, the conditional likelihood function is thus given by

£ = [ £(@:0:| For) [] Silei A7:6:| Ficonr) (8)
T: <t T;>T1
=TT (W50 i) Si(Tis 01 Firy) ) TT Siles A 73631 Freane). (9)
T: <t T:>1

Our observations are both right- and left-censored, in the sense that the exact time T;, where the
inability to pay the interest appears, is unobserved. We only know that T; € (¢, ¢;41] for some I,
meaning that a payment has been made at time ¢; but not at time ¢;;; for some I. We rewrite
the likelihood function taking this characteristic of our observation into consideration. If obligor ¢
defaults during the time interval (¢, ¢;41] then the contribution to the likelihood function will be
Si(t1;0i| Fir,) — Si(tig1:0i| Fig,,, ), meaning that he survives time ¢; but not time ¢;4,. If obligor
i survives the time horizon 7 or a repayment occurs at time ¢; € [to, 7], then the observation of
the time-to-default is right-censored and the contribution to the conditional likelihood function
will be S;(¢; AT;60;|Fic;nr). The conditional likelihood is given as follows

m—1

L = H H (Silt1; 0| Fie,) — Si(tig1; 0i | Fieiyr) H Si(ci AT30;| Ficinr). (10)

1=0 Ti€(ty,tip1] Ti>T
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This likelihood function is very hard to handle analytically since each factor is given by an
exponential function or by a difference of exponential functions of the integral of the conditional
intensity process. Moreover, we lose some information about the number of obligors surviving time
t; for each t; € 7. This kind of information would be very useful for estimating the “sensitivity”
of obligors’ behaviour with respect to some specific realized predictors. In fact, not only defaults
but also survivals will provide information on the behaviour of obligors under specific conditions
or specific realization of the predictors. If we just consider obligors who survive time 7, or repay
the mortgages before 7, through S;(¢; A 7;0;| Fi c,ar), then information about single periods are
lost, which should be avoided since we already have a dearth of information.

Looking at equation (6) we observe that the intensity at time ¢ depends on the history F;, of
the predictors only through the last realized value Y;:. It follows that we can simply consider
each time period (¢;,t;41], { = 0,...,m — 1 separately. Moreover, obligor defaults up to time ¢
are assumed to be conditionally independent given F;;, and thus we suggest that our consider-
ation of the conditional likelihood function can be restricted to each rating class k = 1,..., K
separately. In fact the conditional independence implies that one rating class will not contribute
to the maximum-likelihood estimation of the parameters for another rating class. Note that the
0;’s are the same for all obligors in the given class under our assumptions; for the sake of sim-
plicity, in the sequel we consider one class K = 1,..., K and thus drop the index i: we write
0 = (log \o, log ho, log hy, ..., log h,) and A instead of AJ*.

We divide the obligors in J groups as introduced in the previous section. Each group is homo-
geneous with respect to the predictors, as well as the duration ¢t — d;. By D;,; we denote the
number of mortgages in group j defaulting during (¢;,t41] and by O;; the number of mortgages
outstanding in group j (at risk) during this period (5 = 1,...,J). The probability that obligor
in group j defaults during (¢;,¢;41], given that he survive time ¢; and given the predictors up to
time t;, is given by equation (5) for t = t;, s = t;4+1 — t;. On the set {T; > #;} we have

P[T; € (t1, ti41]| Fie,]
P[T; > t/| Fju]
S(tel Fju) = P[Ti > tra | Fu]
S(ti| Fje) .

P[T; € (ti,t141]|Gir,] =

Under our assumptions, F; = IF; for obligor ¢ in group j. Using

tl+1\/dj
]P[TZ > tl+1 ‘fj,tl] = S(tl ‘fj,tl) ]E[exp (— / )\IEJ (9, Y],u)du> ‘f’,tl]
t

l\/dj

we obtain that, on {T; > t;}, for mortgage i in group j, it follows

ti+1
P[TZ S (tl,tl+1] \gml] =1- E[exp (—/ )\E’ (G,Y]7u)du> |~7:j7tz]' (11)

t

The typology of our data set makes it necessary to discretize the intensity process, as well the
process describing the set of predictors. With y; = (y;t)e[t,,-] We denote the realized vector of
predictors for obligors in group j = 1,...,J. We suppose that the predictors are constant on each
interval [t;,t;4+1) and that the function hg is piecewise constant on [t;,¢;+1). We have that, on
{T; > t}, the conditional probability is given by

1

P[T; € (t,t it =1— Tt —t
[T; € (t1, t141] 1 Gi | eXp( tir — t

X5 (0 yj,m) — uj(0). (12)
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Therefore, u;;(#) denotes the conditional probability that a default occurs during (¢;,t41] given
that the mortgage survives time ¢; and given the realization at time ¢; of the predictors for obligors
in group j. The number of defaults in a group j is thus binomial distributed with conditional
probability u;;(6). The contribution of period (t;,%;4+1] to the conditional discretized likelihood
function is thus given by

J

0; _ ]
) =TT (7! @™ (1= @)
j=1 J»

The total conditional discretized likelihood function follows directly using the independence be-
tween successive periods, we have:

m—1 m—1

c@) =[] &) =
l

=0

J .
I1 (gﬁ)ug—,zw)%l (1= uja(6) " (13)

=0 j=1

The conditional total likelihood function given by equation (13) is simply the likelihood function
of mJ independent observations, which are all binomial but not identically distributed, since
the probability u;;(f) changes, as well as the parameter O;; of the distribution. Moreover if
we consider the definition of u;;(f) we can express u;;(f) as a function of the additive form

nflj (0;¥;.+,) given by equation (7), i.e.

P
m (05 ¥50) = log Ao +log ho(tr — dj) + > log hy (yq (1))

g=1

For this purpose we define the function G : (0,1) — R,z +— log(—log(l — x)), the so called
complementary loglog-function; we have:

P
Guji(0) = 1,7 (0:55.0,) = log Xo + log ho(t — d;) + > log hy(yq(t1)). (14)

qg=1
In this last equation the convention introduced before, namely that ¢;11—¢;, =1,for{ =0,...,m—1

is used explicitly.

4.1 Reformulation of the model as GAM

Combining equations (13) and (14) we suggest a reformulation of the model for the number of
defaults as a generalized additive model (GAM). An overview of GAM and some technical results
are given in Appendix B. More details can be found in Hastie and Tibshirani (1990).

Forl=0,....m—1and j =1,...,J we define the conditionally independent random variables
vj; as the ratio g;ll We suppose that v;; ~ ﬁbinomial(OjJ,uj,g(G)) conditionally on u;;(0),

where u;,(0) is defined by equation (12). The observation (v;,);; has the conditional likelihood
function £(6) as given by equation (13). Moreover, E[v;;| Y. = yj] = uji(6) and uj,(0) is
related to an additive form as shown above (equation (14)).

Let o = log Ao, fg = log hy for ¢ =0,...,p. Resuming, we obtain the following problem. Estimates
0 = (a, fo, .-, fp), given conditionally independent observations v;; and observed predictors y; i,
for/=0,....,m—1,57=1,...,J such that

1
v~ O—binomial(0j7l7uj,l(0))7 (15)

? .
Js

G(uju(0) = a+ folti—d;)+ Y folysin)- (16)
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For the sake of simplicity, we drop the index j,1 and write Vv = (v1,1,v1.2, -+, V1 m—1,Vsm) € RM
and (1) j4; = (b —dj,y5,) € RPF! for I =1,...,m, j=1,...,J, such that (v;,¥;) represents
a pair of observations (i =1,..., M).

By reformulating of the problem as a GAM, we see that it is possible to maximize the likelihood
function £(6) and to find the maximum likelihood estimation of € using the technique developed
for estimating a GAM, i.e. using a local scoring algorithm with backfitting (see Appendix B).
This procedure is implemented in standard software packages, as, for example, S-Plus. Details on
the S-Plus implementation can be found in Chambers and Hastie (1992).

4.2 Model selection

We consider the GAM introduced in the previous section (equations (15) and (16)). The main
goal is to identify the functional form of the model by a nonparametric technique. The fitted func-
tion will serve as a diagnostic tool to inspire parsimonious reparametrizations of some variables,
using log transformation, inverse transformation or polynomials. An accurate deviance test can
be performed on the transformed model, but it is nevertheless very useful to find a model selection
procedure within the GAM framework.

We have to estimate the parameter a as well as the functions fy,..., f,. For this purpose the
local scoring algorithm (see Appendix B) approximates in the backfitting loop each function f,
q=0,...,p by using a weighted smoothing operator S;\ ?, where A\, denotes the smoothing factor
(see Appendix B and C for technical details) for the gth term. In this work we use smoothing
splines, which are also introduced in Appendix C. Other classes of smooth operators are available,
such as weighted locally regression, Gaussian kernel regression or B-splines.

Restricting the choice of the weighted smoothing operators to the class of weighted smoothing

splines Cspiine = {fr | fn smoothing spline with smoothing factor A > 0} we can address the
question of which term has to be included in the model and also how smooth it has to be.
We follow the model selection technique proposed by Hastie and Tibshirani (1990, Section 9.4.1).
A discussion on smoothing factor selection for smoothing splines is given in Appendix C, as well as
the definition of effective degrees of freedom for a smoothing spline. Here, we extend the smooth-
ing factor selection procedure to the GAM.

We refer to the local scoring algorithm introduced in Appendix B. By Sfl\q we denote the smooth-
ing operator applied to the gth term (¢ = 0,...,p) and by W the weighted least square operator
for the constant «, at convergence of the local scoring algorithm (the last step). Since we are
dealing with smoothing spline estimations (which are linear), we need only to consider S;‘q as the
smooting matrix for the gth term. Let fq (we drop the index A for the moment, see Appendix C)
be the smoothing spline estimation of f; and ?q = (]?q(§17q), e fq@Mﬂ))’. We have

fo _ So°(z — Zq;ﬁO fg) (17)
i) \sre-x,,0
p P g#p "4

At convergence, we can thus write the estimation of the additive form 7 = (7(y1),...,7(¥nm))’s

i) =a+37_ E” (i=1,...,M), as j = Rz, where R* is the weighted additive-fit operator
and z is the adjusted variable by the final step of the local scoring algorithm. A = (Ag,...,Ap)’
is the vector of smoothing factors. Analogously, as with smoothing splines, the total number of
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effective degrees of freedom of the model is defined by
dfs = tr(R%). (18)
The number of degrees of freedom for the error term is defined by
dfy™ = M —tr 2R — (R AR '], (19)

where A is the weight given by the expected information matrix in the last step (at convergence)
of the local scoring algorithm (see Appendix B for more details).

In the backfitting loop of the local scoring algorithm each function f,, ¢ =0,...,p is fitted by a
smoothing spline. As we discuss in Appendix C the number of effective degrees of freedom for the
spline estimation of the gth term has to be selected. In Appendix C we show that the number of
effective degrees of freedom, defined by the trace of the smoothing matrix, uniquely determines
the smoothing factor A, since the relationship between smoothing factor and the effective number
of degrees of freedom is strictly monotone.

In the GAM framework we define the effective number of degrees of freedom for the spline es-
timation of the gth term by

df}e = tr(Spe) — 1. (20)

We subtract the 1 since in the GAM the constant is isolated.

We define the set ©4, C Cgpiine giving the different value for the effective number of degrees of
freedom df;‘ ¢ which are allowed for the spline estimation of f, (¢ =0,...,p): ©, contains alterna-
tives of increasing complexity for the choice of the number of degrees of freedom for the g-th term.
One can, for example, give the alternatives df;‘ =0, dfq)‘ =1, df;‘ ? =3 and df;‘ ? =5 for the
smoothing spline estimation of the gth term: degree of freedom dfq)‘ ? = ( for example means that
the ¢-th term is deleted from the model, df(;\ 7 = 1 means that f; is forced to be linear (the least
square line usually has two degrees of freedom, but for the GAM we subtract 1 since the constant
is isolated). We assume that, for each ¢, the gth term can be deleted from the model, i.e. 0 € O,

for g = 0,...,p. We set the model space © = RT x ( 520 @q) and we define the null model or

initial model by 90 = (@%,0,...,0) € M. This is to say that the conditional intensity process at
the beginning is simple assumed to be constant and a° is the least square estimation of o. Before
we introduce the model selection technique, we have to define a criterion for comparing the fit of
different models. Following Hastie and Tibshirani (1990) we use the x2-test and the AIC criterion.

Let v € RM and y; € RPHL, 4 = 1,..., M as defined in the previous section. 9 € © denotes
the estimation of 6 obtained by the local scoring procedure, where the smoothing spline estima-
tion of the gth term is an element of ©, for each ¢ =0,...,p.

~ . ~ 1, By . F; 7
i € RM is defined by fig_1ys4+; = G 1(77j,z(9§Yj,tz))v l=1,...,m,j=1,...,J, where 0,/ (0;y;.)
is given by equation (7) for § and G is the link function as defined in the previous section. With

1(6) = log L£(6) we denote the log-likelihood function. The likelihood-ratio statistic for 8, also called
deviance, is defined by

D(8;9) = 2 {(Bmaxi ¥) — 1(B:9)} (21)

where Oy.x = arg maxg [(0; V). Considering the product form of the likelihood function £(80) (see
equation (13) and Appendix B for the general case where the observations follows an exponential
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family density), one can rewrite the deviance as
M
D(6:%) = 3 D(fis; ), (22)
i=1

where fi; is defined for ¢ = 1,..., M as above. According to Hastie and Tibshirani (1990) the
x2-distribution is a quite useful approximation of the distribution of the deviance, although the
deviance is not y2-distributed. In fact bootstrap simulations suggest that this approximation
is informative under some assumptions (see McCullagh and Nelder (1995), Chapter 4.4.3 for a
discussion on generalized linear model with binomial distribution). The deviance function is more
directly useful for comparing two nested models.

Let 6; and 62 be two models in ©, which differ only by a single term (not the constant): we
suppose that 51 is the smaller model, meaning that for one specific ¢ = 0, ..., p the function f, is
simply forced to be identical to 0 in the model 51 but not in the model 52 (51 and 52 are called
nested models). We want to test the null hypothesis Hy : 6 = (9\1, with respect to the alternative
Hy:0= 52. For the binomial distribution (for which the dispersion parameter ¢ is equal to 1,
see Appendix B), the asymptotic distribution of the difference

D(6;61,V) = D(61;%) — D(62; V) (23)

is approximated by a x*-distribution with dfe™ = dfcrr(gl) — df"”(gg) degrees of freedom, under
the null hypothesis Hy (i.e. the effect f; of the g-the variable is absent). dfcrr(gl)7 dfcrr(gg)7 are
the numbers of degrees of freedom for the error in model 1 and model 2, respectively (see equation
(19)). The exact values for df*™™(6;) (i = 1,2) are quite difficult to obtain. A useful approxima-

tion for the difference dfy™ is given by df;‘q = tr(Sg‘q) — 1, where S;‘q, as above, is the matrix

representing the linear smoothing operator (smoothing spline) for f, (see Hastie and Tibshirani
(1990, Chapters 5 and 6) and Hastie and Tibshirani (1987)). The same idea can be applied to
test linearity in one term - say the g-th term - or to test an increase of complexity in exactly one
term. For additive models, Cantoni and Hastie (2000) have proposed exact statistics for testing
the null hypothesis Hy that the number of degrees of freedom for the ¢g-th term in the model is
equal to df,, against the alternative H4 that it is bigger, while the other terms are forced to be
identical in both models.

In addition to the analysis of deviance presented above, we use another criterion for compar-
ing two models. Let V; be a random variable with the same distribution as the realization v;,

i=1,...,M (it is a binomial distribution, see equation (15)). The prediction error (PE) for the
model § € O is given by

M
1
PE=—E[S D@V 24
3L DG Vo) (24)
where fi; (i =1,..., M) is defined above. We introduce the AIC statistic
AIC = L D@:%) + 2~ (25)
M M’

where dfz is the effective number of degrees of freedom for the model 5, as defined by equation

(18), and there R* denotes the weighted smoothing operator corresponding to the model 9. The
AIC statistic is asymptotically unbiased for the prediction error PE (Ishiguro, Kitagawa, and
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Sakamoto 1986).

The smoothing factor selection also involves the AIC statistics. As for the smoothing factor
selection technique implemented by smoothing spline (see Appendix C), we consider the cross-
validated deviance

MZD i), (26)

where [i; ¢ denotes the fitted value for p;, leaving the ith data point out of the sample. Minimizing
CV with respect to smoothing factors A = (Ao,...,Ap)" is computationally expensive, since each
trial A needs the calculation of D(ﬁ;i,ﬁi), for i =1,..., M, and thus the local scoring algorithm
has to be run M times. We extend the consideration done in Appendix C for smoothing splines
and define the generalized cross-validation GCV by

1 D Z’ [
M ( Mdfe)
Using that for x ~ 0 we have (1 —x)~2 ~ 1 + 2z, and that ﬁdf@ is small for M big enough, we
obtain
M

11 o~
GCV ~ — ZD His Vi) +2df5r 07 ;D(Nz’Qvi) (28)
and thus GCV and AIC are equal to first order.
Model selection technique

To compare the fit of two models we use the ATC statistic defined by equation (25). We start with
the null model @°. The AIC statistic for the null-model is computed using equation (25). The
first step of the model selection is the following. For ¢ = 0,...,p, the model 17 € © is obtained
by increasing the complexity of the g-th term in 6% one step forward in ©,, while the other terms

q' # q are kept fixed equal to zero. The estimation of the model L is given by the local scoring
algorithm, and AIC%, , is computed. Between the p + 1 models generated by this first step, the

model §! € ©, which is defined by
§' = arg min {AIC@*LQ R q:O,...7p} (29)

is selected if and only if AIC; < AICy. In the case where AICy > AICj,, the model AICy, is
the best model (with respect to the selection criterion) and the model selection procedure stops.
The general steps from one model §” € ©, » = 1,... to the next model §"+! € © is the following.

(i) For ¢ = 0,1,...,p define the model é\rrl’q by increasing the complexity of the gth term in
0" one step forward in ©, , while the other ¢’ # ¢ are kept fix.

(ii) For ¢ = 0,1,...,p, if the gth term in not identical to 0 in 9", define the model 8”7 by
decreasing the complexity of the gth term in 6" one step backward in ©,, while the other
¢’ # q are kept fix. If the gth term in 6" is identical to 0, "1 = ¢".

(iii) Define

§7 ! — argmin {Afcgl,q,AIC@,q G g g Z ,p} . (30)
L L
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(iv) If AIC;,.,, < AICy,, select the model 67+1 and continue the selection procedure, otherwise

97‘ )
select the model 6" and stop the selection procedure.
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5 The data

We estimate the default model (6) by applying the GAM reformulation given in Section 4 in equa-
tions (15) and (16).

Our Swiss portfolio P contains 73683 mortgages held by private clients for some period between
January 1994 and December 20003. We consider only first-mortgages, which we selected form the
available data. The portfolio is observed at the end of each quarter (March 31, June 30, September
30, December 31), as well as the default process for each obligor. Only mortgages which we were
able to observe at least two subsequent points in time were selected (this means that selected
mortgages were outstanding for more then three months). This restriction is necessary to identify
a default which occurred during a given quarter, since one has to make sure that the defaulted
mortgage was at risk at beginning of the quarter (and not already defaulted) and thus observed
at end of the last quarter. We denote by Q1.94, Q2.94, ..., Q3.00, Q4.00 the end of each quarter
between 1994 and 2000. The portfolio P is thus observed at time QQ1.94, Q2.94, ..., Q3.00, Q4.00:
the observations of P at time Q3.94 and Q3.95 fail. Using the notation introduced in the previous
sections, we define tg=Q1.94, t;=Q2.94, t2=Q3.94, etc. t25=Q4.00. No information about the
time of issue d; of a mortgage i is available for our analysis (i = 1,...,73683). Instead we assume
that d; = to for each mortgage and thus hg in equation (6) is independent of d;.

In addition, our data set contains information about the mortgage product (adjusted-rate mort-
gage or fixed-rate mortgage) and the mortgage interest rate valid for the last quarter, for each
quarter and for each obligor. Obligor belong to 26 different political and economic regions across
Switzerland. Each region has its own regional government and regional laws, apart from the fed-
eral, central government, so that a difference in the political environment can be observed (see
Credit Suisse Group (2000) on the real estate market characteristics in the different economic
regions). In the existing rating system obligors are divided either in higher credit quality, “Rating
A” or a lower credit quality, “Rating B”.

Figure 2 gives the structure of our data set. Besides the observation of defaults, the data set
also contains observations of repayments, even if they cannot be identified with certainty, since a
mortgage can disappear from the portfolio for reasons other than repayment.

In the sequel we enumerate the predictors Y; 4, ¢ = 1,...,p, which we select for our model.

Time

The function hg depends on the time ¢ — d;, since the issue of the mortgage. We assume that
d; = to for all the obligors (i = 1,...,73683). The time ¢ — d; should capture seasonality in the
data set (Jegadeesh and Ju 2000) and thus we also verify whether there is some contribution to
the conditional intensity of that quarter of the year to which the observation corresponds, i.e. Q1,
..., Q4. We define the variable Y independent of obligor i by Yy(¢;) = k, if ¢; corresponds to the
k-th quarter of the year (i.e. #; has the form Qk.xx).

The exact age of the mortgage would have more impact on the value of the recovery rate, as shown
for example by Smith, Sanchez, and Lawrence (1999).

Regional quarterly unemployment rate

One of the common reasons for private clients failing to pay the interest rates on the mortgage
is unemployment. Naturally, it is not possible to define an indicator of unemployment for each
obligor, so we use a regional variable, the regional quarterly unemployment rate, provided by the
Swiss Federal Statistical Office. For each region we test lags of one up to 16 quarters (4 years).
We define the quarterly unemployment rate in region w (for w =1, ...,26) by Y, 1 and the lagged

rate by v e Y(T)(t) =Yy,1(t—r) for r=1,...,16 (time units is a quarter). We expect the

w,1? w,1

30ur data set represents a sub-portfolio provided by Credit Suisse Group.
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(Q3.93) Q1.94 Q2.94 - Q4.00
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Figure 2: Data set with mortgage defaults (D) and mortgage repayments (RP).

lagged variables to be more significant for explaining the default process and that the function h;
in the model increases, meaning that a high quarterly unemployment rate (1 up to 16 quarters
before the quarter we are looking at) will imply a higher default rate.

Regional yearly divorce rate

Another quite significant cause for default seems to be divorce. As an indicator for divorce, we
use the yearly regional divorce rate provided by the Swiss Federal Statistical Office. It gives the
percentage of divorces during one year. The rate is assumed to be constant over the year. Instead
of considering the rate itself we take the yearly absolute change of the rate for each region and lags
of 1 to 4 years. If by div, 2(t) we denote the regional yearly divorce rate in region w = 1,...,26
at time ¢ and we define Y,, o by

Yw72(t) == di’l)wg(t) — divw,g(t — 4)

By Yu(f% we denote the lagged predictor, i.e. Yu(fi (t) =Yypa(t—4r) for r=1,...,4 (time unit is a
quarter). We also expect the lagged rate for divorce to be more significant. Since changes of the
divorce rates over the last 10 years are not extreme, we expect the contribution of this variable to
the default intensity to be small or absent.

Mortgage product
Our portfolio P contains adjusted-rate mortgages, as well as fixed-rate mortgages. The first type
is characterized by a variable interest rate and maturity: neither is fixed in the mortgage contract.
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The mortgage interest rate follows a reference market interest rate, although with a time lag, and
is subject to politics. The obligor can repay the outstanding balance at each time and prepayment
is free from additional transition costs. The second type of mortgage product is characterized
by a fixed interest rate and maturity: both are fixed in the mortgage contract. An obligor is
protected from increases in the interest rate but cannot profit from a future cut in interest rate.
A prepayment of the mortgage is costly.
We code the mortgage product of obligor ¢ (i = 1,...,73683) by a 0-1 variable Y; 3 where
0 if adjusted rate mortgage,
Yia(t) = { 1 if fixed rate mortgage. (31)

We expect the contribution of mortgage product to the intensity process to be higher for adjusted-
rate mortgages.

Mortgage interest rate

Default is defined an an obligor being unable to meet the interest payment on his mortgage (see
the definition in Section 2). For a fixed-rate mortgage the interest rate does not change during
the life of the mortgage and the obligor does not have to face with an increase of the quarterly
payment. This is not true for adjusted-rate mortgages. If the quarterly mortgage interest rate
increases, then the quarterly charge for the obligor increases too. (r;:)i>q4;, denotes the interest
rate applied at time ¢ on the outstanding balance of obligor i (i = 1,...,73683). We consider the
relative change x;; of the interest rate with respect to the previous quarter, i.e. for each quarter
t =1t; € T we have

(32)

Since the value of z;; differs from zero for only a low percentage of the mortgages in our data
set, we group obligors with the criterion that z; ; belongs to given intervals. This means that our
predictor Y; 4 based on the interest rate is defined by levels, as follows

1 if 254 <0,
o2 if 24 = 0,
Yia(t) = k+1 ifax, € (ak—1,a], k=2,..., K,
K+2 if Tit > OK,

(33)

where a1 = 0 and (ag)k=1,... i is a strictly increasing sequence. We use K = 3, az = 0.25, ag = 0.5.
Moreover this definition is very useful for grouping obligors if their predictors are identical.

5.1 Results
(r)

Considering our predictors Y; (we now drop the index i), ¢ = 0,1,...,4, Yl(r), r=1,...,16, Yy,
r =1,...,4 and their realizations, we obtain, for each rating class, J = 260 groups of obligors (26
regions, 2 mortgage types, 5 intervals for the interest rate), where their predictors are identical on
each time interval (¢;,t;41]. Since we are considering 25 time intervals (¢;,¢;41], each one quarter
long, the total number of realizations of D;; and O;; that we observe is 6500. For A-rated obligors,
only M = 3265 observations of O;,; are different from zero; for B-rated obligors we have M = 2713
non-zero observations of O; ;. We estimate the models for the intensity process of each rating class
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separately, as stated in the previous sections. The general model has the form

G(uy(9)) = a+ fo(tr) +foq) (yo(tr)) Zf(r) (T) (t))

- Zf“”) ) + Fa(yia(t0) + falysalte),

where y; ,(t;) and y{)

i q (t;) again denote as the realizations of the predictors at time ¢;, in group j
(yo depends only on the time ¢; and thus we drop the index j).

We apply the model selection technique introduced in the previous section to our data set, starting
with the null model for both rating classes. Table 1 shows the estimated values for the constant
«, the residual deviance, effective number of degrees of freedom and the AIC statistic (multiplied

with the number of observations M) for the two models. For both rating classes we select the

| Rating [ a” | Residual deviance | dfg, | M x AICy, |
A -9.379 322.023 1 324.023
B -6.298 1380.706 1 1382.706

Table 1: Null model estimates.

variables to be included in the model following the criterion on the y2-test introduced in the
previous section, with a confidence level of 1%. The variable Y1 for r = 8,9,11, 14,15, Y3 and

Y, has been selected for A-rated obligors; and Y, Y1( ") for r = =17,8,9,11, Y3 and Y, for B-rated
obligors.

We define the model set © by allowing the smoothing spline estimation of the function ffr) (for
r = 1,...,16) to have up to 20 effective degrees of freedom, which implies a lot of variability.
The choice of the maximal effective number of degrees of freedom is arbitrary: we want to ensure
that the complexity of the model can be increased as long as the AIC criterion allows it, since
the number of observations is big enough. The smoothing spline estimation of the function f3 has
maximal 1 degree of freedom, since the variable Y3 takes only two values (it is a (0,1)-variable).
For the spline estimation of the function f; we restrict the choice to maximal 3 degrees of freedom
(only 5 distinct values). Finally, we allow for the smoothing spline estimation of the function fj
to have up to 15 effective degrees of freedom and the smoothing spline estimation of féq) to have
maximal 3 degrees.

Starting with 6y we apply the model selection procedure based on the AIC-statistic, which we
introduced in the previous section. The following model has been selected for the higher rated
class , A:

G(u;1(0a)) = Qn + f(l My 11)@1)) + (//6\3,A Ly, se)=1} + %,A) + fua(yja(t). (34)

For the lower rated class, B, we have:

Gu(Bp)) = G + 5% o (1)) + A (00) + (Bsp L=y + 758 ) + Fun(ysat). (35)

Table 2 gives the residual deviance, the effective number of degrees of freedom and the AIC-
statistics for both models. The estimated parametric components of the two models are presented
in Table 3, together with standard error and approximated 95%-confidence intervals, which cor-
respond to £2Xx times the standard error. The point estimates of « indicate that the expected
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probability of default for A-rated obligors is less then for B-rated obligors. This suggests that the
rating system is consistent and has predictor power. Looking at the point estimates of (3 and
~s,. we deduce that the default rate of A-rated and B-rated obligors is smaller - 74% and %84
respectively - than the default rate of adjusted-rate mortgages if we keep other factors constant.
For A-rated obligors the point estimates are less significant. It follows that a default is more likely
to occur on adjusted-rate mortgages. The same behaviour (but with smaller differences in per-
centage) has been found in Smith, Sanchez, and Lawrence (1999), Table 1. This can be intuitively
explained by the fact that fixed-rate mortgages are not influenced by an increase of the interest
rate. Moreover, defaults are more likely to be observed for adjusted-rate mortgages, since the
term of a fixed-rate mortgage is usually 2-5 years in Switzerland and a default will generally not
occur immediately following the issue of the mortgage contract, or during the first 12-18 months.
In fact the bank tends to sell adjusted-rate mortgages to obligors with lower credit quality, since
the mortgage contract is easier to set up.

| Rating || Residual deviance | dfz | M x AIC; |

A 273.635 6.98 287.595
B 1082.055 9.89 | 1101.851

Table 2: Model estimation

Rating
a B3 V3

Estimate -9.9108 | -1.3568 | 0.6740
A Standard error 0.7752 0.4443 | 0.2207
Approx. 95% CI | -11.4612 | -2.2454 | 0.2326
-8.3604 | -0.4682 | 1.1154

Estimate -6.8644 | -1.7893 | 0.8462
B Standard error 0.3636 0.1690 | 0.0799
Approx. 95% CI | -6.1372 | -2.1273 | 0.6864
-7.5916 | -1.4513 | 1.006

Table 3: Model parameter estimates, with standard error and approximated 95% CI.

Figures 3-7 give the smoothing spline estimates fflli), fZVA, J?O(q]%, fl(sé and J?ALB. The model
selection procedure selects a small number of degrees of freedom for each function, meaning that
more complexity in the model will not significantly decrease the deviance (see the model selection
procedure). The approximated 95% confidence intervals are also given. We observe that the
confidence band is larger near the bounds of our observation sets. This can be explained by the
small number of extreme realization of the predictors.

The quarter of the year to which the observation corresponds, contributes only to the intensity
process of B-rated obligors. The second and specially the last quarter of the year present the most
important contributions. These results reflect in part the common experience within the bank: in
fact a high number of defaults is usually observed at the end of the year.

Unemployment affects the ability to pay the interest rate for both rating classes. The default
rate of A-rated obligors increases significantly for extreme realization of the unemployment rate:
a positive contribution is observed for a rate higher than 6%. For B-obligors an increase is almost
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f(unemployment)

unemployment rate (lagged 11 quarters)

Figure 3: Spline estimation ]?1(1A1) with 1 degree of freedom. Dotted lines give the 95% approximated
confidence interval.

linear and a positive contribution is already observed for a rate higher than 4%. A-rated obligors
seem to be less affected by unemployment: nevertheless, the default rate changes dramatically
if the unemployment rate reaches high levels. B-rated obligors are also more sensitive to lower
unemployment rates. The model suggests that higher rated obligors are more likely to remain
current under a “normal” scenario then B-rated obligors, but they will also be affected by stress
scenarios. Moreover, we observe that the rate is lagged three quarters more for A-rated obligors
than for B-rated obligors.

The percentage change of the interest rate also contributes significantly to the default intensity.
For A-rated obligors the contribution becomes important if the relative change in the interest rate
over one quarter is higher than 25% (level 3), which implies an increase of the interest payment
of the same amount. If changes are lower, the contribution seems to be less important. This
suggests that the ability to pay the interest rate is strong and will be affected only under stress
scenarios. This behaviour is expected for obligors with higher credit quality. For B-rated obligors
a big difference of the contribution of this predictor to the conditional intensity process is observed
between level 1 (decrease) and level 2 or higher (interest rate remains unchanged or increases).

The estimated models serve to generate the distribution function of the number of defaults for
each rating class and the whole portfolio. Under the assumption that defaults are conditionally
independent and that, given the specific realization of the predictors, the number of defaults
follows a binomial distribution, we simulate the probability distribution function for each rating
class under given scenarios, as the sum of conditionally independent binomial distributions, with
probability u;;(6), given by the inverse G=' of the link function, applied to the additive forms
(34) and (35).

To illustrate this point we present a simple simulation result. We consider a portfolio P’ with
100000 obligors. We assume that obligors in P’ are distributed among the 26 regions and the 2
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f(interest rate change)
2
L
\
\

interest rate change (intervals)

Figure 4: Spline estimation ]?47 A with 2 degrees of freedom. Dotted lines give the approximated
95% confidence interval.

Figure 5: Spline estimation fé% with 2 degrees of freedom. Dotted lines give the approximated

95% confidence interval.
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f(unemployment)

0 2 4 6 8
unemployment rate (lagged 8 quarters)

Figure 6: Spline estimation fl(i% with 1 degree of freedom. Dotted lines give the approximated
95% confidence interval. '
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Figure 7: Spline estimation J/”ZLB with 1.9 degrees of freedom. Dotted lines give the approximated
95% confidence interval.
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two mortgage products, in the same way as in portfolio P at the end of the last quarter 2000.
We simulate the distribution function of the number of defaults in P’ for the first quarter of 2001
under two different scenarios regarding the interest rate. The first scenario (scenario 1) supposes
an interest rate increases of 0.75 percentage points for all outstanding adjusted-rate mortgages
at the end of the last quarter 2000. The second scenario (scenario 2) supposes a decrease of the
interest rate of 0.5 percentage points for all the outstanding adjusted-rate mortgages at the end
of the last quarter 2000. The lag in the unemployment rate used in our model (8 and 11 quarters,
respectively) are taken from our observation of Yu(fi (r=8,11, w = 1,...,26) up to December
2000.

Our assumptions on the interest rate are simplistic. Other scenarios for the mortgage interest
rate can be generated, following, for example, the model proposed by Burger (1998, Chapter 4).
Moreover, one can naturally suppose that an increase or a decrease of the interest rate will not
involve all the outstanding adjusted-rate mortgages, but only a few or in different ways. Under
complex scenarios the implementation technique of our default model will, in any case, not change.
Figure 8 gives the conditional distribution functions for the total number of defaults in portfolio
P’ during the first quarter 2001, under the two different scenarios for the interest rate given above.

Figure 8: Conditional distribution function for the total number of defaults in portfolio P’ under
scenario 1 (left histogram) and scenario 2 (right histogram). We have computed 1000 simulations
of the total number of defaults.

6 Conclusion

In this work we have presented an approach for modeling the distribution function of the number
of defaults for a residential mortgage portfolio. We have considered the time-to-default and the
associated conditional intensity process, given a set of predictors for the default event. The model
is very flexible with respect to the choice of the predictors. We have used macro-economic vari-
ables, such as the unemployment rate, mortgage specific variables, interest rates and the mortgage
product and obligor specific characteristics, such as the region where he lives. We estimate the
model by using a non-parametric technique, stemming from generalized additive models and we
use smoothing splines to estimate the relationship between predictors and the conditional default
intensity.

Our approach offers a dynamical framework to model the default risk and therefore to better cap-
ture the sensitivity of private individuals to different scenarios. The model allows other predictors
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which are relevant for the default process to be used and suggests that other information about
single obligor is needed, to better capture the sensitivity of each obligor to some scenario.

The result of this paper should contribute to the problem of modeling the default risk for retail
portfolios, which are often characterized by a lack of information about the credit quality of each
party during the life of the loan.

Further research has to be done in the direction of modeling the recovery rate for defaulted mort-

gages.

A Appendix: Conditional intensity process

Let (©,G,P) be a probability space and T :  — R™ be a positive random variable. T" denotes
the time where a mortgage is defaulted on. We assume that IF’[T = O] =0 and IP’[T > t] > 0 for
each t € RT. We define the default indicator process X = (X;) >0} by

1 if T<t
Xo=lir<ny = { 0 otherwise

The o-algebra D = (D;)s>0y is defined by Dy := o(Xs : 0 < s < t) and denotes the smallest
o-algebra such that X is adapted. Let F = (F;);cr+ be an additional flow of information available
at time ¢ and G = (Gy)ep+ where Gy = Dy V.F; = o (D U F) is the enlarged filtration. For t € R
we define the stochastic process F by

F,=P[T <t|F], (36)

i.e. F gives the conditional distribution function of T" given F. F' is a bounded, nonnegative F-
submartingale. Moreover the unconditional distribution function ¢ — IP’[T < t] is right-continuous,
which implies that F' has a unique right-continuous modification (Protter 1990, Chapter 1).

Definition A.1 (F-hazard process ). We suppose that Fy < 1 for all t € RT. Then the
F-hazard process I' = (I'y);cr+ s defined by

Ft = — ln(l — Ft) (37)
fort e RY. We have Sy = 1 — Fy = exp(—T}).

In the sequel we prove that I'; satisfies a martingale characterization and, under some assump-
tions it is the only process with this property.
We introduce the filtration (it is one) G* = (G;){¢>0} defined by

G ={AeG|aIBeFit : An{T >t} = BnN{T > t}}.

We can easily check that G; C GF. Tt follows that on the set {T > ¢} each G;-measurable random
variable coincides with a F;-measurable random variable. We prove the following Lemma.

Lemma A.1. Let Y be a G-measurable random variable, then for each t € R™

E[l{T>t}Y‘-7:t]

E[l{T>t}Y‘gt] = 1{T>t} IP’[T > t|-7:t]

= 1{T>t} exp(Ft)E[l{T>t}Y ‘ ft] . (38)

Proof. Using that, on the set {T" > t}, any Gi;-measurable random variable is an F;-measurable
random variable, we find an F;-measurable random variable Z such that

E[lir>nY|G] = LirsnB[Y |G] = L7y Z.
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Taking the conditional expectation with respect to F; we obtain
E[l{T>t}Y|.7:t] = P[T > t|.7:t]Z
and thus a formula for Z, which can be inserted in to the previous equation.

Corollary. Let 0 <t <s, then we have

(i) B[t < T < 5|G,] = 1{T>t}%
(ii) P[T > s|F] = P[T > t| F] exp(Ty — Ty).
Proof. (i) Apply Lemma A.1 on Y = 1y7<.

(ii) We have
P[T>s|F| = E[Lirssplirsey |G| | Fe

Ef
E[1{7s exp(Do)E[Lirs ey Lirssy | F | F]

= E[l{T>t} exp Ft [E[I{T>s} |.7:] ‘ft] |~7:t]
E[l{T>t}]E[exp I'y) exp(— S)|]~}] \ft]
P[T > t|.7:t] [exp(Ft — s)|~7:t]

Using Lemma A.1 we prove the following Proposition.

Proposition A.1. The process M defined by the formula

—~ 1-X
Mt = 1{T>t} exp(Ft) = (1 — Xt) exp(Ft) = 1 Ft
— by
is a G-martingale.
Proof. Let s > t, we have
E[lirssyexp(Te)|G] = E[lirsylirssy exp(Ts)|Gi]

1{T>t} eXP(Ft)E[l{T>t}1{T>s} exp(ls) ‘ft]
= 1{T>t} exp Ft 1{T>s} exp ) ‘.’Ft]

(T)E]
= Lirss exp(Dy)E[E [1{T>S}GXP )| Fs] 1 7]
(COE[exp(Ts) E[Lizoy | F] |5
%/—’

= 1{T>t} exp Ft
=1—Fs=exp(—T%)

= lyrsgexp(ly).

We now introduce the definition of the F-martingale hazard process A.

(39)
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Definition A.2 (F-martingale hazard process). Let (,G,P) be a probability space and
T :Q — RY a random time. An F-predictable right-continuous increasing process A is called

an F-martingale hazard process of the random time T if and only if the process M = (My)ier+
defined by

My = X; = Asnr (40)
is a G-martingale.

The F-martingale hazard process of the random time T exists under some technical conditions,
as stated by the following theorem. Moreover, it is unique up to time 7', meaning that A; is
uniquely defined on {T" > t} (Jeanblanc and Rutkowski 2000, Section 4).

Theorem A.1 (Existence of the F-martingale hazard process). Suppose that the process
(Ft)ier+ defined by equation (36) is an increasing continuous process. Then the F-martingale

hazard process exists and is given by
t
dF,
0

1-F,

Proof. See Jeanblanc and Rutkowski (2000, Proposition 4.7) with the additional assumption that
(F})¢er+ is continuous. O

Remark A.1. If (Fy)icp+ is absolutely continuous, then dFy = fidt for a process (fi)icr+-
(ft)ier+ gives the conditional density function of T given F. Looking at the definition of the
F-martingale hazard process, we see that the nonnegative, F-predictable process \¥' = (A} )ier+
defined by

ft ft

A = = 1t
tT1-F S,

(42)

0
is called conditional intensity process of T given F, as formulated in the following definition.

satisfies the property that (Xt — [inT AE du) . 18 a G-martingale. A process with this property
teR

Definition A.3 (Conditional intensity process). The conditional intensity process of the ran-

dom time T given F is the nonnegative, F-predictable process NI such that the process
M = (My)ser+ defined by

tAT
m:m—/ A du (43)
0

is a G-martingale.

The next goal is to prove that, under some restriction on the process F', the F-hazard process
I" satisfies the martingale characterization introduced by the definition of the F-martingale hazard
process A. The following Theorem gives the condition for which the process (X; — ['tat)¢>01 is
a G-martingale.

Theorem A.2. Suppose that the process F defined by equation (36) is an increasing and contin-
uous process. Then the process N defined by Ny = (X; — T'iar)(¢>0y is a G-martingale.
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Proof. N is G-adapted. Moreover, using the integration by part formula for function with finite
variation (Protter 1990), we have

Ny = (1—X)exp(ly) =1 +/O exp(Ty) ((1 — X)) dly, — dX,)

since I' is an increasing continuous process, under the same assumptions for F'. We have

t t t
Ny =Xy —Tipr = Xy — / (1-X,)dl'y = / (dX, — (1 - X,)dl,) = —/ exp(—T'y) dN,
0 0 0

and thus N is G-martingale, since N it is one and T is G-adapted. O

We have proved that, if F' is continuous and increasing, then the F-hazard process satisfies the
martingale characterization. A consequence of this Theorem is that, under these assumptions on
F, we have Ty = A;, Vt € RT. We formulate these results in the following Proposition.

Proposition A.2. Suppose that the process F is an increasing and continuous process, then

Ft = At.
In the following Proposition we pull together some results of this section.

Proposition A.3. Let T : @ — RT be a random time. F and G are filtrations on (Q,G,P)
as defined before. We suppose that T is absolutely continuous and admits a conditional intensity
process ¥, given the filtration F. We have

(i) P[T > s|F] = P[T > t| F]E[exp (= [ AE du) | 7).

(i) Sy =1—F, =P[T >t|F] = exp (—fg»gdu).

(iii) X = & = $Lo, where fydt = dF,.

B Appendix: Generalized additive models

Let V be a random variable. Suppose that, given Y = (Y3, ---,Y,), the random variable V has a
conditional distribution Fy with expected value = E[V | Y], where 1 = p(Y) is determined by
the following equation

Gu(Y) =n:=a+)_ fi(Yy), (44)
q=1

for a constant o and functions (usually smooth functions) f1,. .., fp. The right side of equation (44)
is called an additive form and represents the systematic component of the model. The function G
is the so-called link function, linking the conditional expected value to the predictors (Y7,---,Y}).
In (44) the assumption E[f,(Y;)] = 0 is implicit, since one can define fo=foa— E[fY,)] and
a=a+ Zszl]E[fq(K])]. The triple (, G, Fy) defines a standard generalized additive model
(GAM).

Given a GAM, one can impose some restrictions on the additive form 7. We can suppose that
fq(Yy) = B,Y, for some parameter 34, ¢ = 1,...,p. In this case, the relationship will be linear
and we call (n, G, Fy) a generalized linear model (GLM).
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V is said to follow an exponential family density, if the conditional cumulative distribution function
Fy has a density function given by

v§ — b(§)
py (v;€,¢) = exp (7 +
v (6 0) (@)
where £ = £(Y) is called natural parameter and ¢ is the dispersion parameter. The function a(¢)
is often of the form a(¢) = % where ¢ is constant over the observations and w is a known, a priori
given, weight which varies from observation to observation.
From 0 = [ a%py(v;ﬁ, ¢) dv it follows v'(¢) = p(Y). Moreover, from 0 = [, %py(v;ﬁ, ¢) dv we

obtain Var [V | Y] = a(¢)b" (€). In the case of an exponential family density we denote the GAM
by the triple (n, G, py).

C(’U, ¢)> y UE Supp(FY)> (45)

Example
Suppose V ~ Lbinomial(n,p) where p = p(Y). Then for v € [0,1] such that nv € {0,...,n} we
have

P[V = v|Y] = (:v>p"”(1 —p)" = exp {n (vlog (%) + log(1 —p)) + log (TZJ)]

Let £ = log (ﬁ;p), b(€) = —log(1 —e%), ¢ = n, a(¢) = %, c(v, ¢) = log ({;ﬁ)) We have

P[V =v|Y] =exp <v§a—(7(;))(§) +c(®,gz§)) )

thus ¥(€) = p = B[V |Y]; a(@)b”(€) = 1p(1—p) = Var[V] Y]
Moreover, the canonical link is given by G(p) = log ﬁ;p), which is the well-known logit link

We can easily check that p = 1_‘?_%,

function. Following the remark on a(¢) given above, we consider the parameter n of the binomial
distribution as a known, a priori given, weight for the observation, and the dispersion parameter
¢ is identical to 1 for the binomial case.

We first consider a GLM to explain the estimation technique. Let (n,G,py) be a GLM with
an exponential family density py. We have G(u(Y)) = n where n = a+ 51Y1 + - + 6,Y),
Let y; = (Yi1,---,Yip), @ = 1,..., M be subsequent observations of the predictors, u; = pu(y;),
i =1,..., M are the corresponding conditional expected values and v; the observed conditionally
independent realization of V. Moreover, n = (n1,...,7a), where n; = G(u;). The goal is to
estimate the parameter § = («a,(1,...,0,) defining the GLM. The likelihood function of the
observations is the following

H pY Vi; €z H exp (U’& (_qf)(fl (0)) + C(Uia ¢1))

where &;(0) := £(0,y).
For maximizing the log-likelihood function 1(#) = log £(#) we consider the partial derivative with
respect to 6; we obtain the score equations

ol M oG~1
0= @(0) - Z(Uz - ,uz)a—n

i=1

Var;lyivq, for ¢=0,...,p, (46)
ni=G (i)
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where y;0 =1,Vi=1,..., M and Var; = Var [V |y;]. We have used the formulac E[V [ Y] = V/(¢)
and Var [V Y] = a(¢)b”(§) derived above for & = £(Y).

The maximum likelihood estimation ;7 of 6 is obtained by solving numerically the non-linear
equations (46) with respect to . A standard method to solve these equations is the Fisher-scoring
algorithm, which is a Newton-Raphson algorithm using the expected infomation matrix instead
of the observed one (details are given in Seber and Wild (1989, Chapter 2.2) and McCullagh and
Nelder (1995)). Hastie and Tibshirani (1990) propose solving (46) by a form of the iteratively-
reweighted-least-squares (IRLS) called adjusted dependent variable regression, which is equivalent
to the Fisher-scoring procedure for the case where V follows an exponential family density. The
advantage of the adjusted dependent variable regression is that no special optimization software
is required. We introduce the IRLS algorithm in the next section with the extension for the GAM
case.

B.1 Adjusted dependent variable regression

The suggestion for the following derivation of the adjusted dependent variable regression proce-
dure comes from Hastie and Tibshirani (1990, Exercise 6.1). We show that, under the assumption
of an exponential family density, the adjusted dependent variable regression is simply the Fisher-
scoring algorithm, which is a modification of the Newton-Raphson algorithm for solving non-linear
equations.

Using the same notation as above, we define the score function and the expected Fisher-information
2
matrix for 8 by Sp = % and Zy = IE[ — %] respectively. The score function and the expected
9

Fisher-information matrix for n are denoted by S, = 8—117 and 7, = ]E[ - %;ln'] respectively. We

solve the equation % = 0 using the Fisher-algorithm. By Y we denote the design matrix, i.e.
L yin oo yip
v=| : . .

1 yma1 o Ymp

We have n = Y. Let 6° be the start value by the Fisher-scoring algorithm, the Newton-Raphson
step with Zy is the following

0" = 0° + T, Spo.
Rewriting this equation using S, and Z,,, for n° = Y#° we obtain
0" = (Y LoY) ' Y'Tyo (0 + I,5' Spo)
which is exactly the LS solution of a weighted regression of z = n° + I;}Sno on Y with weight
Z,0. Up to now no restriction on the distribution family of V' was considered. The last equation
can be viewed as a generalization of the adjusted dependent variable regression. We now suppose

that V follows an exponential family density (45): for this cas we compute S, and Z,, explicitly.
We use that u; = b'(&(0)), v"(&(0)) = a(¢p;) " Var; and n; = G(u;), it follows for 4,5 =1,..., M

06(0) | oG
o~ U

-1
oG~! _
(b”(g)’ > = l{i:j}T a(¢;)Var, !
i £=¢:() "

i
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y

Using the formula for %@ we obtain
n
A 9§~ viilf) = b(&(0))
S, i = —=— el d + c(v;0;
" on;  On; ; a(¢i) (o)
M
1 0 0 >
;a(cbi) ( 3%’5( ) an; (&)
M
1 0 0
_ 5= gh(E) &)
; a(e;) ( 73 £=¢:(0) o
0G~1
= (vj — p ) Var;*
J ] 87’]] . 7
Analogously
0%l 0
A = O
On;On; on;
G! G~! WVar; " oG-1 9 9G~!
= ———| Var;? +(y; — ) | ——— +Var; ' ———
o T W = ns) i Oy |, 7O On; |y,
2
oGt WVar;' oGg—1 2G-1
= —lg; Var: ' + (yj — pj)lpmin | ——2 + Var; ' ——
{i=7} ( o, m) 7+ — ) l=j) ( o on I, I oR,
and by taking the expectation we have
2
s} 0G~1 1
Tnii =E| — = ly5—; Var:
n,ij [ 37%8773‘] {i=s} ( an; 17;-) J
Hence in the case of an exponential family density, the weights w = (w1, ..., wys) and the adjusted
variable z = n° + In_olsno for the weighted regression (B.1) are simply given by
o\
;= Var®)—! 47
(] Y v .
and
a1\
zi=1; + (v m)( n n?) (48)

where p? = G71(n?).

The adjusted dependent variable regression procedure therefore consists in a repeated weighted
regression of the adjusted dependent variable z; with respect to y; and weight w; (i =1,..., M).
The algorithm is formally given in the sequel.

Algorithm B.1 (Adjusted dependent variable regression)

Initialization r=0: Initial value a® = G(3; Zﬁl vi), B =--- =39 = 0.
Iteration r — r + 1:
Compute fori=1,..., M:
P
Wo=at Y Byig. =G, Var] = Var (Vn]). (49)

q=1
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Moreover, for ¢ = 1,..., M we define:
oG
zi = 1 +(vi —pg) (a— >
Holyr
ac| \’
w; = (8_ > (Varf)~t.
Pl

Estimate the parameters a1, g7+ ... , 85t by regressing z = (21,...,2m)" on (y1,...,yum)
with weights w = (w1, ..., war).

Repeat until the change of the log-likelihood function 1(6) is sufficiently small.

B.2 Extension to the GAM

The idea of the adjusted dependent variable regression can be extended to the case of the GAM.
This is done by the local scoring algorithm of Hastie and Tibshirani (1990, Chapters 6.3 and 6.5)
by replacing the linear regression step with a non-parametric additive regression step. We restrict
the choice of the functions fi,..., f, in (44) to the class of smooth functions following Hastie and
Tibshirani (1987). In our work we have considered smoothing splines. Here we want briefly to
resume the main idea of the local scoring algorithm, given an intuitive development. Details can
be found in Hastie and Tibshirani (1986, 1990). A recent reference on GAM is moreover Schimek
and Turlach (2000).

The goal is the estimation of «, f1, ..., fp in the generalized additive model (44). We first assume
that the link function corresponds to the identity, i.e.

E[V]Y] :a+2fq(Xq) (50)

q=1

where E[ fq(}/(l)] = 0 for every q. As a suggestion for the backfitting algorithm we consider the
simple case where the model V' = a + >7_, fy(Yy) + ¢ is correct for some e independent of

Y, with E[e] = 0. Moreover, we assume that o and fy are known for ¢’ # ¢. We have for
Ry=V—-a- Zq/;éq fo (Yer),

E[RQ‘Yq] = fq(Yq) (51)

2

which moreover minimizes E[ (V —a—> 7' 4q fo (Yq/)) ] This suggests the following algorithm
for estimating each f, given estimates for fy/, ¢’ # q.

Algorithm B.2 (Backfitting algorithm)

Initialization r = 0: o® =E[V], fl =---= f) =0.

Iteration r — r + 1:

a" =E[V - 30_, f7(¥y)]
Cycle over g =1,...,p:

Ry =V —a" - ZZS 1:+1(Yk) - ZZ:qJﬂ I
[it1(Yy) = E[Ry|Yq]

2
Until: E| (V —a" =3 (]T"’l()/(])) | fails to decrease.
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In the world of the finite sample the conditional expectation in the backfitting algorithm is
replaced by a scatterplot smoother Sy[.]. Let v € RM denote the vector of observations for V and
Yq € RM for g =1,...,p the corresponding observed predictors, then we have

qu—H = Sqlrq |yl

where £ = (f7 (yg.1, -+ 7T (ygm)) andrqg = v—a— STt k=g +1 fh- More details

smoothing operator are given in Hardle (1990), Hastie and Tibshirani (1990). An overview is given
in Appendix C.

The parameter « is initialized by o = % Zf\il v; and a” for r > 1 can be estimated by using a

. . 1 M
least square estimator, which corresponds to w7 > .2 (vi — 7¢,)-

Hastie and Tibshirani (1990) derive the local scoring algorithm by considering the expected log-
likelihood function E[l(n(Y, V)], where n = a + 25:1 fq- They choose the 7 that maximizes the

expected log-likelihood, i.e. E[I(7(Y,V)] = max,E[l(n(Y,V)]. For the maximizer 7 one can
show that E[% Y, ’ﬁ = 0 for every ¢ (Hastie and Tibshirani 1990, Chapter 6.5.1). By linearizing

this equation with a first order Taylor expansion about a current guess n°, we obtain

il 821 -
1 0
7 =B - o (Bl 1Y) 1Y)
and thus, with the same notation as in the previous section, we have
n'(Y) =E[1° + 7' S| Y]

We define the adjusted dependent variable by Z = n° —|—I17_01£’>‘,,o7 then we have n'(Y) = E[Z]Y],
which has the same form as equation (50) with Z instead of V. This suggests the implementation
of the backfitting procedure for estimating a, fi,..., fp. The local scoring algorithm in the case
of exponential family density is the following.

Algorithm B.3 (Local scoring algorithm)
Define ¢; > 0 and €3 > 0 very small numbers.

Initialization r = 0: o® = G (% le\il vi), fl=-..=f=0.

Iteration r — r + 1:
For:=1,..., M compute

p
m=a"+ > foi pp=G'(n}), Var] =Var(V|n]).

q=1

Moreover, for ¢ = 1,..., M we define

zp = 77?4'(%—#?)(

W;

I
VR
S

z="(21,...,2m), w=(w1,...,wpn)".
Backfitting Loop:
Let féo) =f; forg=1,...p.
For ¢ = 1,...,p (backfitting iteration):
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r -1 (1 (0
rg=2—-a« —Zizlfé)— izq—i-lfk)’

fél) =S, [rq]y,, weight = w].

If Hféo) — fél) || <e for g=1,...,p stop the backfitting loop.
Else set féo) = fél) for g =1,...,p and repeat the backfitting iteration oncemore.

Set
qu'H = fél)forqzl,...,pand
p
o™t = WLSE z—a—Zf;+1|1,weight:W )
g=1

where WLSE denotes the weighted least square estimator of a.
Repeat the r-iteration until
e 18— £
> o= Il
Sq[.] now represents a weighted scatterplot smoothing procedure: it can be chosen from a variety

of candidates, such as cubic-spline, B-spline, local regression or kernel regression. We have used
cubic splines.

< €2.

Example
Let V ~ %binomial (n,p) conditional on a vector of predictors Y.
Suppose that p = p(Y) = ]E[V \ Y] is given by

m

Gp(Y)) =a+ Z fa(Ye), (52)

q=1

where G : (0,1) — R, p — log(—log(1 — u)).
Let y; (i =1,..., M) be subsequent observations of Y and v; ~ n%binomial(ni,pi) the observed
realization of V', where p; = p(y;) satisfies (52). We have

oG 1
% = —[(1—plog(l —p)]
1
Var; = Var|vly:] = ;pi(l —p1).

7

The adjusted dependent variable z and the weights are thus given by

zio= mi—(vi—pi)[(1—pi)log(1—py)] ",

1
[(1 — pi) log(1 — p;)] {%Pi(l —Pi)] .

W;

C Appendix: Scatterplot smoothing

In the previous section we introduced the local scoring algorithm for solving the GAM. In the
backfitting loop, the conditional expectation is estimated by using a scatterplot smoothing, denoted
by S[.]. In this section we consider some general characteristics of smooth operators, details can
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be found in Hérdle (1990) and Hastie and Tibshirani (1990).
We cousider a simpler version of equation (50), i.e.

E[V|Y] = f(YV) (53)

for some unknown function f. The goal is the estimation of the function f given pairs of ob-
servations {(v;,y;) : 1 =1,..., M}, where v;, y; are the realization of random variables V; and Y;
respectively, following (53). Rewriting equation (53) we have

Vi = f(Y;) + (Vi —E[Vi|Y3]). (54)

Let ¢; : =V, — ]E[VAYZ] We have E[e,] =0 and Var [¢;] = IE[VZz] — ]E[f(Y;)z] =: 0?. We suppose
that €;, ¢ = 1,..., M are independent. For v = (vy,...,vp) and y = (y1,...,ynm) we denote
by J?: S[v|y] the estimation of f by a scatterplot smoother S. S is called a linear smoother if
Sla1v! +azv?|y] = a1S[v!|y] +a2S[v?|y], i.e. it is linear in the observation v, given observation

y. In this case we can simply write f = Sv, where S = (S;;) is a M x M matrix depending on y,
called smoother matriz, £ = (f(y1),..., f(ym)).

In the sequel we introduce a class of linear smoothing operators, i.e. the smoothing splines.
We assume that the variance of the error term ¢; is a constant o2 independent of i. This assump-
tion has to be relaxed by the smoothing operator used in the local scoring algorithm: we refer to
Hastie and Tibshirani (1990, Sections 3.11 and 5.4.1), to Green and Silverman (1994, Secion 3.5)
and to Opsomer and Kauermann (2000) for some extension to the case where weights are to be
considered.

C.1 Smoothing spline

We consider equation (54). Our goal is to estimate the function f. This section is devoted to the
smoothing spline technique, which is one possible choice for the smoothing operator S introduced
in the previous section.

Given observations {(v;,y;) :i=1,...,M}, v = (v1,...,vp) , a common measure of goodness of
fit for a function g is the residual sum of square Z£1 (v — g(y:))*. If we minimize this quantity
allowing ¢ to be any curve, then we can easily find a g with g(y;) = v; for all ¢ and thus the
residual sum of square will be identical to 0. This ”solution” will not be very useful: first because
it will not be a unique solution, second because no structure in the data can be found, since a very
high local variation exists. The spline smoothing approach solves this problem by ” penalizing” the
local variation with a so called roughness penalty [(g”(y))? dy. The smoothing spline approach
minimizes the weighted sum

M b
S (v — g(i)? + A / (¢ () dy (55)
=1 a

over the set of all the twice differentiable functions on [a,b], where X is the smoothing fac-
tor, representing the rate of exchange between residual error and roughness of the curve g,
a :=min;{y; }, b := max;{y;}. The smoothing factor A governs the tradeoff between the goodness
of fit to the data and the ”wigglyness” of the function: larger values of force f to be smoother. If
A /" oo then the penalty term dominates, forcing g’ = 0 on [a, b]: the solution tends to the least
square line. If A \, 0 then the roughness penalty becomes unimportant and the solution will tend
to a twice differentiable interpolating function. For each constant A > 0 the optimization problem
has a unique solution fy on the set of all the twice differentiable functions on [a, b]. The solution
has the following properties:
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(i) fx is a cubic polynomial between two successive y-values;

~

(ii) at each y;, fn and its first two derivatives are continuous;

(iii) in @ and b the second derivative of x is equal to zero.

and is thus a cubic spline with knots y1,...,yn (Green and Silverman 1994, Chapter 2).

Smoothing splines are linear smooth operators. In fact the fits f = (]?,\(yl), .. .,f,\(yM)) of
the vector £ = (f(y1),...,f(yam))" can be written as a linear transformation of the vector of ob-
servations v, i.e. fy = (I + AK)~'v (Green and Silverman 1994, Chapter 2). Here I + \K is a
strictly positive matrix, K gives the roughness penalty, A\ controls the smoothness of the fit. We

denote the smoothing matrix by S* = (I + AK)~!.

The choice of the smoothing factor A is a crucial decision for the estimation of the smoothing
spline f). Hastie and Tibshirani (1986) affirm that it is not convenient to express the desired
smoothness of the J?in terms of A, since the meaning of the smoothing parameter depends on the
units of the prognostic factor y. Instead, it is possible to define an effective number of parameters
or degrees of freedom of a cubic spline smoother, and then to use a numerical search to determine
the value of A to yield this number.

Following Hastie and Tibshirani (1990) we define the effective number of degrees of freedom by
dfy = tr(S*), where tr(.) denotes the “trace”. It can be shown that

S|
dfy =2 T —— 56

fA + ; 1+ A w; ( )
where w; are the eigenvalues of the matrix K, assuming that w; = we = 0 (two such eigenvalues
exist). Therefore, there is a strictly monotone relationship between dfy and A\, which implies that A
is uniquely determined by dfy . If A\, 0 (interpolating twice differentiable functions), dfyx " M; if
A oo (least square line) then dfy “\, 2. The definition of the effective degree of freedom through
tr(Sy) can, moreover, be motivated by an analogy with the classical parametric regression (Green
and Silverman 1994, Section 3.4). One can show for example that

M R 9

E[Y (Ul- - f,\(yi)) ] = {M —tr[28* - $*(8")]} 02 + (b*)'b> (57)
where b* = f — E[S*y]. In the case of the linear regression df{™™ = M — tr [2S) — S*(S*)']
would be exactly equal to M — p, where p is the number of parameters to be estimate (and
28, — S*(S*)" = S* if S* is the least square operator) .
Thus we define df) as the effective number of degrees of freedom, also for the general case where
S? is the smoothing spline operator. Moreover, we refer to van der Linde (2000, Section 2.3.1) for
a detailed discussion on the effective number of degrees of freedom.

The classical approach for estimating the smoothing factor A considers the cross-validation sum
of squares C'V. We suppose that the smoothing spline estimation f,° ¢ is performed for each
i=1,..., M by leaving out the ith data point (v;,y;). The A that minimizes the cross-validation
sum of squares

M

vy =23 (o= T’ (58)

i=1
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is selected. The idea is to test the quality of the predictor f/\_’ on the "new” observation (v;, y;)
for each ¢ = 1,..., M. For linear smoothing splines the estimation f, “(y;) can be written as a

function of v, f,\(y,) and the diagonal element S} of S* (Green and Silverman 1994, Theorem 3.1).
We have

v; — J?A(yz‘).

-R =T (59)

It follows that

2
f/\yz
MZ( o) ) . (60)

The diagonal elements of S* are not easy to obtain. This motivates the approximation of S3 by
+-tr(S*) and the definition of the generalized cross-validation GCV by

2
— Iy
GOV = 77 Z ( - tj(sgi) ) . (61)

Rewriting GCV with df\ we obtain

2
f)\ yz
GOV (dfy) = Z ( e | (62)
Using that, for z ~ 0, (1 — 2)~2 ~ 1 + 2z and that, %tr(S’\) is small enough for M and A big
enough, we can approximate GCV(de) by
M M
1 -~ 2 dfy 1 -~ 2
GCV(de) ~ M ; (Uz - f)\(yz)) + 2ﬁﬁ Z (vz - f)\(yz)) . (63)
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