Models Task Force Questionnaire on the definition of default
To note : ISDA circulated the Task Force’s survey to its membership, supplemented with the following questions :

1-Please provide the definition(s) of default used internally by your firm in relation to corporate and retail assets;

2-If a standard definition of default was to be retained for corporate assets, could it be based on the definition of credit event included in the 1999 ISDA Credit Derivatives Definitions ?


3-If standard definitions of default were to be mandated, should the Basel Committee allow
 for a grace period for banks to recalibrate their internal rating models and gather sufficient
 data to validate them ?

We received responses from a dozen Northern American and European banks.

The main findings are classified as follows :

1- Definitions of default in usage 

2- Differences between the definitions of default used to (i) derive probabilities of default and (ii) estimate loss given default 

3- Need for mandated standardised definitions of default

1- Definitions of default in usage :

a- Corporate assets :

The definitions of default used for corporate assets display a good degree of uniformity, owing on the one hand to widespread reliance on the rating agencies’ default histories and, on the other, to the use of standard documentation (including standard definition of default) in relation to a number of products. The ISDA Master Agreement is one example.

Most banks surveyed use the definition of default retained by a major rating agency as a basis for rating and/or validating the rating assigned to large corporate exposures. A substantial number of firms also employ rating agencies’ definitions for middle corporate assets. Respondents emphasise the similarity between the definitions adopted by Standard & Poor’s and Moody’s. Both agencies characterise default as encompassing any missed or delayed disbursement of interest and/or principal, bankruptcy, receivership and distressed exchange
. 
Institutions favouring internal definitions record a default event where a payment has been missed/delayed, or where a loss becomes highly probable. Focusing on the two components in this definition, and contrasting them against the rating agencies’ approach, ISDA believes that there is broad consistency across the industry on how corporate default is characterised :

· “Missed payment” is equivalent to “missed/delayed disbursement” in the rating agencies’ terminology. Although rating agencies, contrary to most banks, do not allow for a grace period
 after a missed payment, they avoid recording a default on a counterparty that is highly likely to repay its obligations within a reasonable time scale. Respondents generally believe this practice to bring banks’ and rating agencies’ definitions into alignment. 

· Reference to “highly probable loss” may seem less objective. However, banks restrict its application to situations where future loss is certain and specific provisioning is in order. This includes bankruptcy proceedings or rescheduling, where a loss has not yet resulted from the process but becomes unavoidable. 

b- Retail assets :

Default definitions used for retail assets show more diversity than for corporates. Banks focus on (i) missed payments, allowing grace periods varying between 30 days and 9 months (the length of the grace period may depend on product type, size of exposure or the existence of collateral), and/or (ii) action taken to recover (issue of a reminder etc). Differences in workout practice result in variance in the determination of default. 

Furthermore, no standard regulatory or accounting definition of default seems to exist in Europe, whether at national or EU level, with the exception of only a few countries (France, Italy, Finland)
. 

2-   Differences between the definitions of default used (i) to derive probabilities of default and  
        (ii) to estimate loss given default :

Most respondents are seeking to estimate default probabilities and loss given default based on consistent default definitions:

-
For corporate assets, the consistency between the banks’ and the rating agencies’ definitions has facilitated the use of rating agencies’ data for estimating default probabilities/loss given default.

-
For retail assets, banks develop internally consistent rating systems, where, if default probability and loss given default are estimated separately (which only rarely happens in practice), the same definition of default is used throughout the process. 

3-    Need for mandated standardised definitions of default :

( All respondents question the need for mandated definitions of default, on the following grounds:

-
For corporate assets, the definitions used are broadly harmonised around the rating agencies’ 
definitions; 

-
For retail assets, where expected loss (EL) is the metric used to assess credit quality, the 
definition of default is viewed as irrelevant : banks using different definitions would produce similar ELs. 

-
Forcing a definition of default on banks would carry substantial systems implications, and 
could invalidate internal default/ loss histories built by the firms over the years. For those institutions whose internal definition of default was inconsistent with that mandated by the Basel Committee, recalibrating their borrower performance databases would be costly, time consuming and might in some cases be impossible. Before dictating a standard definition of default, supervisors should perform a careful cost-benefit analysis. 

Given the above, respondents feel that differences of default definitions should be addressed as part of the supervisory review process. There would however be scope for the regulators stating which definitions they believed corresponded to sound practice
. 

Several respondents suggested that the Basel Committee might consider defining a band of sound practice default definitions, and assess banks against this band. Using a spectrum, rather than one single definition would allow for flexibility, necessary to account for different recovery/ accounting practices. The definitions eligible for inclusion within the band would need to lead to broadly similar default probabilities/loss given default estimates. 

Several respondents noted the need for regulators to perform a study of how different definitions of default impacted on LGD numbers. This was not only necessary in relation to the band approach described above, but also, and primarily, with respect to the foundation internal ratings based approach, where the standard LGD numbers set by the Basel Committee might need to reflect the type of definition applied (e.g: early, middle, or late default
).

( Where asked what standard definition of default would be appropriate for corporates, assuming there had to be one, respondents tended to converge around a rating agency type approach, encompassing :

-
(i) Missed/delayed payments in principal or interest, measured after some grace period

[for instance defined as a band, as proposed above];

        -
(ii) Filing for protection/bankruptcy;

        -
(iii) Highly probable loss, precisely defined.

Most firms stressed the need for applying as objective a definition as possible, to avoid discrepancy in implementation due to the possibility for diverging interpretation. It was also important to avoid inconsistency between local bankruptcy legislation and the standard retained, as this might lead to situations where assets had defaulted under one standard but not the other, resulting in confusion as to their status/ management.

There was widespread doubt as to the feasibility, and indeed usefulness, of attempting to derive a single definition of default for retail assets.

Finally, if standard definitions of default were to be imposed by the Committee, a grace period should apply, allowing banks time to recalibrate their systems, while still being able to use their internal default probability/ loss/ EL estimates for regulatory purposes. One respondent suggested that the grace period would need to embrace a full cycle in order to test the impact of a change in definition.

� Distressed exchange is not explicitly included in the Standard and Poor’s definition, but falls within their “Selective Default” category.


� 90 days in arrears is standard banking practice


� As apparent from a survey commissioned by ISDA as part of the ISDA-RMA-BBA European Loss Given Default Database project


� Most respondents for instance felt that restricting default to bankruptcy would result in too narrow a definition. 


� Examples of early, middle and late definitions of default follow :


	-Early : first loan loss provisions, first reminder	


	-Middle : 30-60 days passed due, second reminder


	-Late : bankruptcy
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