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Estimation of Information on Credit Risk Based on a Corporate
Bond Pricing Model with a Correlation Structure among
Individual Bond Prices

Hiroshi Tsuda
(The NLI Research Institute)

The recent increase in the number of failures among listed companies has drawn
attention to the problem of credit risk. For corporate bonds, credit risk is reflected in
market prices. This paper proposes a new pricing model for straight coupon bonds among
corporate bonds, which enables us to obtain information on credit risk such as default
probability and principal recovery rate. This model has the following features: 1) stochas-
tic treatment of cash-flow discount functions of each individual bond, 2) evaluation for
default probability and principal recovery rate for individual companies implied in the
corporate bond market, and 3) correlation structure among individual bond prices by
assuming a variance-covariance structure for the random part of the stochastic discount
function. We obtained significant information on the term structure of default probability
by testing our model empirically with Japanese corporate bond price data.

Key words: Straight coupon bond among corporate bonds, random cash-flow discount function, term
structure of default probability, expected value of loss, generalized least squares.



