
Ad
ve

r

Economic Notes / Volume 34, Issue 2 /  pp. 185-230

Advancing Loss Given Default Prediction Models:  

How the Quiet Have Quickened

First published: 24 August 2005

https://doi.org/10.1111/j.0391-5026.2005.00149.x

I thank the numerous individuals who contributed to the ideas, modelling, validation, testing and ultimately writing of
this paper: Roger M. Stein with whom I have had the pleasure to work closely for four years and Eduardo Ibarra who
has provided invaluable research support throughout this project. Nil Demircubuk, Thom King and Jun Zheng gave
enormous assistance with the data. Particular thanks go to Jody Rasch, Navneet Arora and Amnon Levy of Moody's
KMV. I thank Kenneth Emery of Moody's Investors Service (for his insights into bank loans).

I have also received invaluable feedback from Moody's Academic Advisory and Research Committee during a
presentation and discussion of preliminary �ndings, particularly from Darrell Du�e of Stanford University and Alan
White of the University of Toronto.

Abstract

References 

E. I. Altman– V. M. Kishmore 1996, “Almost Everything You Wanted to Know about Recoveries on Defaulted
Bonds”, Financial Analysis Journal, November/December, pp. 56–62.

Greg M. Gupton

We describe LossCalc™ version 2.0: the Moody's KMV model to predict loss given default (LGD), the
equivalent of (1 − recovery rate). LossCalc is a statistical model that applies multiple predictive
factors at di�erent information levels: collateral, instrument, �rm, industry, country and the
macroeconomy to predict LGD. We �nd that distance-to-default measures (from the Moody's KMV
structural model of default likelihood) compiled at both the industry and �rm levels are predictive of
LGD. We �nd that recovery rates worldwide are predictable within a common statistical framework,
which suggests that the estimation of economic �rm value (which is then available to allocate to
claimants according to each country's bankruptcy laws) is a dominant step in LGD determination.
LossCalc is built on a global dataset of 3,026 recovery observations for loans, bonds and preferred stock
from 1981 to 2004. This dataset includes 1,424 defaults of both public and private �rms – both rated
and unrated instruments – in all industries. We demonstrate out-of-sample and out-of-time LGD model
validation. The model signi�cantly improves on the use of historical recovery averages to predict LGD.
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