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 Most papers have focused on modeling the default intensity process.

 Recovery issues are often ignored.

 When treated it is common to make unrealistic assumptions about the recovery

o Constant recovery

o Stochastic recovery

BUT independent of the default arrival

Empirical Facts: 

o Recovery rates change over time, in a stochastic way.
o PD and LGD are correlated

6. RECOVERY ISSUES
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RECOVERY MODELS
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 In the literature, we found models dealing differently with RR,
from assuming that RR is exogenous to stochastic RR.
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Loss determinants

 Collateral
 Debt seniority
 Loan type (namely for individuals)
 Region
 Business cycle
 Economic sector
 PD

390



Jorge Barros Luís |  Interest Rate and Credit Risk Models

LGD features
1. Most of the time, recovery as a percentage of exposure is either relatively high

(around 70‐80%) or low (around 20‐30%).

2. The recovery (or loss) distribution is said to be “bimodal” (two‐humped).

3. “Average” RR or LGD can be very misleading.

4. Relevance of seniority or subordination degree

5. Recoveries are systematically lower in recessions (until one‐third lower).

6. Industry of the obligor seems to matter: tangible asset‐intensive industries,
especially utilities, have higher recovery rates than service sector firms, with
some exceptions such as high tech and telecom.

7. Size of exposure seems to have no strong effect on losses.
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Statistics

 Recoveries exhibit a bimodal distribution:

Source: Schuermann (2004)
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Seniority

 Higher recoveries in senior debt:

Source: Schuermann (2004) and Moody’s
(2009)

393



Jorge Barros Luís |  Interest Rate and Credit Risk Models

Business Cycle

 LGD is typically higher during the lower stages of the
business cycle.

Source: Bruche, Max and Carlos Gonzalez-Aguado
(2007), “Recovery Rates, Default Probabilities and
the Credit Cycle”.

Source: Moody’s (2003).
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Business Cycle

Source: Schuermann (2004)
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Region

 Often regions where customers are based exhibit different recovery
perspectives, namely due to differences in economic sectors operating:

Source: Zhang, Yanan Lu Ji and Fei Liu (2010), “Local
Housing Market Cycle and Loss Given Default:
Evidence from Sub-Prime Residential Mortgages”, IMF
WP WP/10/167.

Source: Franks et al (2004).
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Economic Sectors
 In Altman and Kishore (1996), differences between sectors are identified.
 The LGD is usually higher for sectors with higher PD.

Source: Moody’s (2004). Source: Franks et al (2004).
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PD

 The correlation between LGD and PD along time is high (0.66
according to S&P (2007)).

Source: Moody’s (2008).
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PD

 Higher ratings typically
exhibit lower LGDs:

Source: Moody’s (2003; 2008).
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Estimation Methods

 NPV of recoveries

 Recovery distributions

 Bond prices after default

 LGD implied in bond prices

 LGD implied in observed losses and
in PD estimates.

 Econometric adjustment of the LGD
as a function of several variables
(LossCalc, Moody’s (2002)).

Source: Basel Committee on Banking
Supervision (2005)
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Listed bonds

Source: Moody’s (2010).

 Usually, in these exposures the LGD is measured as 1‐Price (as a
% of EAD) in a given period (usually 1 month after the default).

 Empirical evidence points to LGDs between 30% and 40% in non‐
colateralized exposures (around 60% for collateralized loans).

401



Jorge Barros Luís |  Interest Rate and Credit Risk Models

Listed bonds

Source: Moody’s (2009). Source: Moody’s (2003).
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 Just like in PDs, LGD distribution typically exhibits a high right tail,
with the mode being low:


