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Abstract: [ Thel focusLofi this articlelis theldebt market as a powerful disciplinariansourcel for
large and complex banking organizations around the world. We empirically study the interactions
between (1) reinforcing banks’ market discipline and (2) preserving the ‘level playing field’ princi-
ple put forward by the Basel Committee since the adoption of the first Capital Adequacy Accord.
Our approach consists of conducting cross-country comparisons of the secondary market prices
sensitivity to market measures of bank risk (traditional & financial strength ratings). The final
sample includes magjor internationally active banks headquartered in Canada, Furope, Japan, and
the United States, over the 1995-2002 period.

We find that: (i) the spread/rating relationship is statistically significant and comparable for
the European and North American banks; (ii) the debt securities issued by the US banks are traded
at higher spreads on average that those of their international competitors, probably due to conjec-
tural government gquarantees perceived in the FEuropean and Japanese banking sectors; (iii) in fact,
the variable measuring this kind of quarantees is statistically significant in explaining spreads for
the European banks, but insignificant for the North American banks; (iv) in accordance with the
market discipline theory, the subordinated creditors are more sensitive than the senior ones to the
risk profile of bank issuers; and finally (v), rating downgrades during the year significantly affect
spread variability.

All in all, although these results are generally consistent with the market discipline paradigm,
they arouse serious reflections about the asymmetric transmission of market discipline in various

national banking sectors. Much progress remains to be done (especially in Japan and certain
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European countries) in order to make the ‘level playing field’ principle compatible with the rein-
forcement of market discipline at international level.
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"If the banks are bad, they will certainly continue bad and will probably become worse if the
Government sustains and encourages them. The cardinal maxim is, that any aid to a present

bad Bank is the surest mode of preventing the establishment of a future good Bank".

W.[Bagehot [+ Lombuarill Streetl1V§4

1.0] Introduction

Recently, the international authorities have reserved a unique place for market discipline
in the reform proposals of banking regulation and supervision around the world. For in-
stance, the third Pillar of the new Basel Capital Accord (Basel II) explicitly highlights the
potential benefits from integrating the market forces in the traditional safety nets (see the
revised framework, BIS 2004). The Basel Committee approach consists of strengthening
market discipline by proposing a set of requirements and recommendations concerning the
public disclosure practices for internationally active banks. However, even if transparency
is in fact a necessary condition for effective market discipline, nothing can guarantee that it
is also a sufficient one. The requirements set up in the third Pillar of Basel II would have
the expected positive impact on bank soundness, only if the market participants act in a
manner consistent with financial stability. Unfortunately, in most cases, such a behavior
is not spontaneous. The exclusive focus of the Basel Committee on transparency issues
renders the concept of market discipline very ambiguous.! This partial picture of market
discipline makes the third Pillar the most fragile of the three key elements of Basel II. The
mutual reinforcement, as well as the rebalance of the three pillars, becomes under these
circumstances all the more problematic.

A straightforward method to enhance market discipline in banking, as it has been dis-
cussed in the US since the early 80s, is the Mandatory Subordinated Debt Policy® (henceforth
MSDP). This proposal suggests a modus operandi of market discipline based on two main
channels (BGFRS, 1999): (1) a direct channel activated via the cost of issue, which theo-
retically should be sensitive to the risk profile of bank issuers and (2) an indirect channel,
effective so long as the supervisor and other private counterparts impose constraints based
on the prices formed in the secondary market. In this respect, triggering Prompt Corrective
Actions, setting risk-sensitive deposit insurance premia, and adjusting the frequency of on

site examinations in function of market signals represent several possible configurations of

'In the same vein, Flannery (2001) considers that a more appropriate name for the 3' Pillar of Basel
IT should be “Mandatory Disclosure”, and not “Market Discipline”. Rosengren (1999) and Jordan et al.
(2000) note that transparency does not go hand-in-hand with the special nature of banking activity. Indeed,
the credit decision is based on narrow long-term relationships with borrowers and the investment projects
features are private information. Furthermore, as shown by Rochet and Vives (2004), if the market faces
coordination problems, too much disclosure may impair financial stability. Rochet (2004) also criticizes the
ambiguity of Basel Committee as regards the precise methods to enhance market discipline.

*The most fervent advocates of MSDP are Calomiris (1999), Evanoff and Wall (2000abc), and Flannery
(2001). For an overview on various MSDP proposals, the reader can refer to BGFRS (1999, pp.6-12),
BGFRS&SDT (2000, pp.58-65) or Evanoff and Wall (2000a, pp.67 et passim).
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the indirect channel. Given the respectable intellectual roots of the MSDP, it is surprising
to note that this kind of reform proposal has never been included on the regulatory agenda
of the promoters of Basel II.

Evanoff and Wall (2000ab), fervent partisans of the MSDP, presented a credible gradual
plan, to be adopted in several stages, as soon as the American Congress officially approves
this project. In their opinion, a broad consensus around the application of the MSDP at
international level is desirable, but the lack of coordination at this level should not prevent
the implementation of the plan in the United States.®> However, we consider that a unilateral
modification of the status quo in international banking regulation, as that conceived by
Evanoff and Wall, inevitably alters the competitive environment in which operate the large
internationally active banks. Consequently, such a change impairs the ‘level playing field’
principle, which has been put forward since the adoption of the first Basel Capital Accord,
in July 1988 (see BIS, 1988, alin.3, p.1). As underlined by the actual president of the
Basel Committee, this principle will be maintained in the Basel II Capital Accord, which is

expected to come into effect at the end of 2007:

"[...] despite its name, the New [Basel IT] Capital Accord is about much more than just capital.
It is also about maintaining a level playing field and about strengthening incentives to foster

sound risk management through three pillars [...]". Caruana (2004, p.25)

The logic behind this principle can be summarized in the following way. In a world where
the national authorities independently set the regulatory standards, internationally active
banking organizations naturally face different constraints. In particular, banks operating
under a less austere regulation can provide services at more competitive prices. Therefore,
the objective of the international banking regulation is notably to adopt common standards
on the subject in all Basel Committee’s member countries. This form of regulation has
emerged as a natural answer of political decision-makers to the bankers’ concerns regarding
the competitive distortions in the international banking market.*

In order to establish whether the debt market could play a relevant disciplinary role in
banking, some previous papers, including Avery et al. (1988), Gorton and Santomero (1990),
Flannery and Sorescu (1996), Covitz et al. (2004), Jagtiani et al. (2002) (see BGFRS, 1999,
Flannery, 1998, 2001, and Flannery and Nikolova, 2004 for comprehensive surveys on US

data®), tried to determine in what extent the market prices (yields or spreads) accurately

3This point of view is also emphasized by the Fed’s Board of Governors and the US Treasury: “If additional
evidence suggests that legislation requiring issuance of subordinated debt by certain institutions is appropriate,
the Secretary [of the Treasury] and the Board [of Governors of the Federal Reserve System] may recommend

such a policy to Congress” (BGFRS&SDT, 2000, p.iv).
4The subterfuges and political pressures preceding the adoption of the first Basel Capital Accord are much

more complex. See Oatley and Nabors (1998) and SFRC (2000) for an excellent discussion. Wagster (1996)
provides solid empirical arguments for the assertion that the first Basel Accord was signed to eliminate the
competitive advantages of the Japanese banks. In the late 80s, thanks to lenient capital adequacy regulations,
these banks gained important shares of the US banking market.

>The empirical studies on the presence of market discipline in the European banking sector are excessively

rare. Sironi (2003) and Gropp et al. (2005) represent notable exceptions.
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reflect bank risk.

In contrast to these studies we examine the articulation between (1) reinforcing banks’
market discipline and (2) preserving the ‘level playing field’ principle in international banking
regulation. Our empirical strategy consists of comparing the spread sensitivity to market
measures of bank risk, expressed by credit ratings,% for a comprehensive sample of bank
issuers headquartered in Europe, US, Canada, and Japan. To the best of our knowledge,
a similar question was addressed only by Sironi (2002). He analyzes the compatibility
between the two above-mentioned principles by comparing the determinants of large US
and European banks’ subordinated debt spreads in the primary market. By considering
the primary market prices, Sironi (2002) studies the relevance of the direct channel of
market discipline. In so doing, he overlooks a very precious source of information, which
is available between two successive issue dates of new debt instruments. Our conjecture
is that the prices formed in the primary market do not provide to supervisor continuous,
real-time information. Indeed, in this market, prices are available and reflect the investors’
perception at a precise moment in time: the issue date. Furthermore, banks infrequently
tap the primary market in order to raise funds, making the interval between two successive
issues sometimes very wide.” Although the most ardent proponents of MSDP advocate for
regular offerings of subordinated debt, the envisaged issuance frequency is rarely higher than
twice a year, nota bene. By studying the price behavior in the secondary market of bank
debt, our research complements Sironi’s (2002) article while avoiding this stumbling block.

Nevertheless, we have to overcome two major drawbacks. The first one regards the
liquidity premium — sometimes very important and especially volatile —, which is likely to
add noise to the information content of the observed credit spreads.® In order to reduce this
component we selected only ‘plain vanilla’ bonds, issued by large banking organizations, and
whose amount is considered significant (US$ 265.5 million on average in our sample). The
second shortcoming is connected to the practices of certain data providers (e.g. Bloomberg)
that consist of reporting ‘indicative’ quotes or ‘predicted’ (matrix/BGN) prices, which are
not necessarily based on actual trades. The indicative prices are compound by taking into
account several quotes from different market makers, as well as credit ratings and other

relevant factors. This potential endogeneity problem does not affect the quality of the

SWe avoided using financial ratios as measures of the default risk of bank issuers because of the hetero-
geneous accounting standards applied in various countries. On the contrary, the degree of comparability of

credit ratings is much more important.
"The average frequency of issue for the top 50 European banks over the period 1988-2000 is twice a

year, ranging form a minimum of 0.5 (i.e. one issue every two years) to a maximum of four times a year
(Sironi 2001, p.240). BIS (2003, p.17) also reports that on average the major banks headquartered in Basel
Committee member countries issue subordinated debt 1.5 times a year.

In normal times, the bid/ask spread, a relevant measure of the liquidity premium, is estimated at about

5-10 bps in Europe and 2-5 bps in the United States (Sironi, 2001, and BGFRS, 1999). The liquidity of
the European debt market has been fostered after Euro adoption and hence this difference has considerably
diminished (see BIS, 2003, p.21). For the supervisory purposes, Hancock and Kwast (2001), BIS (2003) and
Bianchi et al. (2005) recommend the use of the most liquid bonds, i.e. those issued by the largest banks and
whose outstanding amount exceeds US$ 150 million.
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results reported in this paper. Private correspondence with the team Datastream (London)
confirmed us that all the prices we used always correspond to actual trades. So, they are
‘actual’ prices.

Our main results can be summarized in the following way: i) the spread/rating rela-
tionship is statistically significant and comparable for the European and North American
banks; i) the debt securities issued by the American banks are traded at higher spreads
on average that those of the European and Japanese banks, probably due to conjectural
government guarantees perceived in these two last banking sectors; i) the proxy for these
kinds of guarantees are statistically significant in explaining spreads for the European banks,
but insignificant for the North American banks; iv) according to our priors and the pre-
dictions of the market discipline literature, the subordinated creditors are more sensitive
than the senior debtholders to the risk profile of bank issuers; v) finally, we reveal that rat-
ing downgrades during the year significantly affect market prices dynamics. These results
arouse serious reflections about the asymmetric transmission of market discipline in various
national banking sectors.

The remainder of the paper is organized as follows. Section 2 describes the data sources,
sample construction, and research methodology. The results concerning the spread sensitiv-
ity to credit ratings are presented in Section 3. Finally, Section 4 concludes by proposing

some policy implications.
2.1 Data,lsamplelselection, and[empirical(strategy

To study the efficiency of price formation in secondary bank debt markets, we focus on
the relationship between the credit spread and various measures of bank risk. Our dataset
is built using two main sources: Datastream Thomson Financial for the market data and
Fitch-IBCA BankScope for the balance sheet data and bank credit ratings.

The final sample was constructed by following a three-step selection procedure. First,
we identified in BankScope the largest banking organizations located in Europe (14 coun-
tries?), the US, Canada, and Japan, according to their total assets (consolidated figures)
at the end of 2002. Second, we selected from Datastream all the fixed-income securities
issued by these banks. For each of these securities, we collected detailed information about
issue/redemption date, amount issued, coupon, amortization features, guarantees, optional
features, etc. Following Jagtiani et al. (2002), we selected one representative security for
each banking organization by applying several criteria: (1) publicly traded in a secondary
market, (2) no specific option features (put, call, convertibility, etc.) attached to the issues,
(3) fixed coupon rate, (4) in fine amortization schedule, (5) maturity date after Decem-
ber 315, 2002. If several issues made by the same bank fulfilled our eligibility criteria, we
preferred those (7) that were made before 1995 (to have enough data), (i) whose amount

was the largest one (to reduce the importance of liquidity premium) and (44) that were

9 Austria, Belgium, Denmark, France, Germany, Ireland, Italy, Luxemburg, the Netherlands, Norway,
Spain Sweden, Switzerland, and the United Kingdom.
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subordinated.'® Third, for the 95 securities composing our final sample, we collected the
secondary market prices at the end of each year over the 1995-2002 period, as well as
the issuer credit ratings. Since not all banks had outstanding debt securities at the end
of each year of the analyzed period, we constructed an unbalanced sample including 688
observations (bank-year).!!

Our research methodology consists of regressing the SPREAD (i.e. the difference ex-
pressed in percentage between the bank bond yield to maturity and the yield of a corre-
sponding currency Treasury security) on market measures of banking risk (credit ratings,

Rating) and other control variables (maturity, amount issued, etc.):

SPREAD = f(Rating, ARating,In(AISD), MATU, Year, Country, (1)
BK, SUB, TBTF, ExtSup) + €

Detailed definitions of these variables are provided in Table 1. For simplicity, we pre-
ferred the linear form for the function f(-), also used in previous studies. This form can be

viewed only as an approximation, more or less rigorous, of the SPREAD /risk relationship:
SPREAD;: = a) + BRatingit + yARating;: + MATUy + dln (AISD) + (2)

n .
+ > quCountryf + ¥BK; + ASUB; + pRating; * SUB; +
Jj=1

+yTBTF; + CExtSupy + ap + €5

In order to compound the dependent variable SPREAD, we employed a standard pro-
cedure described in Datastream. First, we built the term structures of risk-free interest
rates from a set of Treasury securities (like OAT and BTAN for France, BUNDS and BOBL
for Germany, etc.).!? The risk-free yield curves were estimated for nine different sovereign
issuers (viz. Canada, France, Germany, Italy, Japan, the Netherlands, Switzerland, the
United Kingdom, and the United States) according to the currency in which the bank debt
issue was denominated. This choice is crucial, especially for Italy, where the risk free in-
terest rates before 1999 were significantly higher than the European average (see Figure 1).
Consequently, an imperfect matching between Treasury and bank bonds yields is likely to
distort the corresponding values of credit spreads.

Second, we calculated the yields on each bank debt security using the market gross
)13

prices (including the accrued interest)' collected at the end of each year between 1995 and

10 As subordinated bonds are more risky than other bank liabilities, their prices tend to be more sensitive
to the default risk of bank issuer, ceteris paribus.

"'The identity of the sampled banks is available from the author upon request.

12T plot the various benchmark yield curves stored in Datastream, the least squares polynomial method
of best fit is used. Yield curves of France government contain 3-month money market rates in order to

stabilize the short end of the yield curve.
13This is the latest price obtained from the market, and it can be quoted either as a clean price or gross

price, depending on local market practices. For some markets, this is the current real-time price; for others,
it is last night’s closing price. It is always a mid-price. The accrued interest is calculated according to
conventions governing each market. Also, the yields calculations depend on the practices specific to each

market (for example semi-annually in the US Treasury market and annually in the Eurobonds market).



MARKET DISCIPLINE 12

years. For the sub-samples C and D, we obtain a ‘maturity premium’ of 13.2 bps, com-
parable to that reported by Evanoff and Jagtiani. In other words, the spread of the bond
having the higher remaining maturity (maturity differential equal to three years) should be
increased by about 13.2 bps.

Among ‘Country’ dummy variables, only CAN, ESP, NET, and USA have significant
coefficients. The bonds issued by the Spanish and US banks are traded on average at
spreads higher than those of the other bank issuers. Alternatively, the bonds of the Dutch
and Canadian banks exhibit lower spreads. A straightforward interpretation of these results
is difficult to conceive. However, it is possible that the Spanish/Dutch or Canadian banks
are perceived more/less risky than the other banks. As for the US banks,!” explaining
the positive sign of USA by invoking only credit quality arguments seems less satisfactory.
A possible explanation pertains to the difference between business cycle phases in the US
and Europe (see also Sironi, 2003). As credit agencies tend to value the issuers through
the cycle, the assigned ratings do not necessarily reflect the current state of the economic
cycle in the issuers’ countries. A contrario, the market being forward looking, it prices the
bonds according to the economic conditions and perspectives of the issuer. Consequently,
the deterioration of the business environment in the US relative to Europe could justify
the marginal explanatory power of USA. Another plausible explanation would be that the
US banks, unlike their European counterparts, benefit from weaker explicit or implicit
governmental guarantees (Flannery and Sorescu, 1996, Sironi, 2002, 2003).

The SUB dummy variable helps us differentiate the market pricing depending on the pri-
ority debt status in case of default. The coefficient of this variable, positive and statistically
significant at a 5% level (col.2&6), shows that the subordinated unsecured debt is traded
in the secondary market at relatively higher spreads. The difference is about 0.15-0.20%
on average. The positive and significant coefficient of the BK dummy variable, suggests
that the debt issued directly by banks is traded at higher spreads relative to BHCs bonds.
Consequently, BHCs are perceived by investors as relatively better diversified issuers. How-
ever, this result must be interpreted with caution because there are only a few BHCs in our
sample.

The results are robust if individual fixed effects are included in our various specifica-
tions. The coefficient of the traditional ratings is positive, statistically significant, and even
more important than before, especially for samples A and B (see Table 11, col.2&7). This
coefficient is no longer significant for samples C and D, even if its sign is as expected.

In the above estimations, by using the rating scales depicted in Table 6, we implicitly
assume that credit ratings and bank solvency evolve according to a linear relationship.

Under such an assumption, a downgrade of one notch from AAA to AA+ (i.e. from 1 to 2

"Sironi (2002) also shows that the US banks tend to pay on the primary sub-debt market lower spreads
than the European average. He attributes this result to three different factors: (i) the higher liquidity of the
US market for banks’ bonds, (i) the more favorable average conditions of the US market over the considered
period (1989-1999), and (4ii) the more convenient macroeconomic prospects in the US over the analyzed

period.
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on our cardinal scale) is equivalent to the degradation of credit quality from A— to BBB +
(i.e. from 7 to 8). In reality, this is far from being true.!® To avoid this criticism, we replaced
the SP-M-FI variable, expressed in cardinal values, by eight dummy variables representing
each rating class:

Rj S {]Rl, Ro, ..., Rg}

where Ry represents the AAA/Aaa class and Rg the BBB+/Baal class (i.e. the worst in
our sample). By definition, R; = 1 if the rating belongs to the class j and 0 otherwise.

The assignment of ratings to different classes is based on the average of S&P, Moody’s,
and Fitch IBCA credit ratings (cardinalized values). If the average rating is not an integer,
we made three types of approximation: rounding to the lower/higher value and ‘natural’
rounding (e.g. 2.4 ~ 2, 2.6 ~ 3, etc.). These approximations produce similar results. The
best class (AAA/Aaa) dummy variable was dropped in order to avoid multi-colinearity.

The results presented in Table 12 confirm that SPREAD is sensitive to credit ratings: the
null hypothesis that all the coefficients on the subset of rating dummy variables (Ro, ..., Rg)
jointly equal zero is rejected at reasonable confidence levels. Furthermore, these coeflicients
are positive and generally statistically significant, ranking according to the considered rating
classes:

Coeff [Ra] < ... < Coeff [Rg]

The other control variables affect SPREAD in the way predicted by the theory. An
interesting result, which deserves to be underlined, concerns the JPN dummy variable. The
estimations run on the sub-sample C, show that the coefficient of this ‘country’ dummy
variable is negative and strongly significant (see Table 12, col.7-9). This result reinforces

the descriptive statistics discussed in the previous section.
3.2. SPREAD reaction to the financial strength ratings

In order to test if the investors correctly price the intrinsic risk profile of each issuer,
we replicate the estimations by replacing the traditional ratings by the financial strength
ratings, specific to banks. The results presented in Table 10 reinforce our previous findings.
The coefficient of the MBFS-FII variable is positive and statistically significant at the 1 %
level. The SPREAD sensitivity for North American banks (0.117) is twice as important as
that of their European competitors (0.065). This result is also highlighted by the explanatory
power of the empirical model: R? = 0.70 (sample D) against R? = 0.38 (sample B).

To study the impact of bailout policies and guarantees provided by some governments, we
compute two other dummy variables: TBTF and FxtSup. The results are reported in Table
10 (col.4-5,8-9,12&15). After controlling for these two additional variables, the MBFS—

FII coefficient remains positive, significant at the 1% level, and even more important than

8The best illustration is the particular case of a rating downgrade from BBB- to BB+, i.e. from the
lowest “investment grade” category to “junk bond” status. Such a degradation of credit quality is generally
accompanied by a considerable increase of default probability (i.e. much more important than that associated

to a rating downgrade from AAA to AA+ for example).
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before (especially for samples A and B). Second, when the estimations are run on sample
B, the coefficient of the ExtSup variable is negative and significant at the 1% level (col.8-9).
This finding shows that the debt issued by the European ‘public’ banks is traded at spreads
that are relatively low with respect to their intrinsic risk profile. The implicit governmental
subsidy, reflected by the decline of spreads, is estimated at 14—20 bps. This result confirms
the conclusions of Sironi (2002, 2003) on the primary market of bank debt: the European
public banks benefit from subsidies in the form of financing cost savings of about 40 bps,
on average. It is important to underline that the FxtSup coefficient is not significant for the
North American banks, a result fully consistent with the reduction of implicit governmental
guarantees after the regulatory reform made in the US in the early 90s (see Flannery and
Sorescu, 1996, Jagtiani et al., 2002).

In the fixed effects estimations, the MBFS-FII coefficient remains positive and statisti-
cally significant at reasonable confidence levels (Table 11), but the influence of the ExtSup
variable, even if negative, is significant only at 10% level (col.6&10). As far as the TBTF
variable is concerned, once again we find a significant negative influence for the European

banking sector only (col.9&11).
3.3. Are the subordinated creditors more sensitive to bank risk?

In theory, a major advantage of MSDP as an effective instrument of market discipline
lies on the subordination clause included in bond indenture agreements. This particular
clause stipulates that in case of liquidation, the subordinated creditors have priority only
over the bank shareholders. Consequently, the defenders of MSDP assert that sub-debt
holders should be more sensitive than senior creditors to the risk profile of bank issuers,
ceteris paribus.

To verify the validity of this theoretical prediction, we replaced in the initial empirical
model (2) the SUB dummy variable with the interactive variable Rating*SUB. Bearing
in mind that most subordinated bonds (about 90%) are issued by European banks, we
estimated the various regressions exclusively for samples A and B. The results, summarized
in Table 13, generally confirm this theoretical intuition: the coefficient of the Rating*SUB
variable is positive in all specifications and significant when the traditional ratings are
considered (col.5,8&11).

The weak results obtained with the financial strength ratings could be partially explained
by invoking two kinds of arguments. First, for the bond instruments issued in domestic mar-
kets (about 35% of total observations), we could not find in Datastream detailed information
about the subordinated clauses. Consequently, the SPREAD sensitivity to the Rating*SUB
variable is slightly underestimated. The second argument is related to the junior status
of all debt securities holders relative to depositors. More exactly, in the particular case
of banks, even the senior creditors have a de facto subordinated status under “depositor
preference” legal regimes, adopted in most developed banking sectors. For this reason, the

distinction between senior and subordinated bank debt issues is somewhat evanescent.
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3.4. Do changes in ratings significantly affect SPREAD dynamics?

The empirical results discussed in previous sections show that SPREAD is reasonably
sensitive to market measures of bank risk, as proxied by credit ratings. Another interesting
question, widely documented in the abundant literature on rating agencies, is whether the
changes in ratings have any significant impact on market price variability. We approach
this issue by presenting some descriptive statistics on the credit ratings dynamics relative
to our sample between 1995 and 2002. Then, we summarize the main results concerning the
SPREAD sensitivity to various measures of changes in ratings.

Table 8 reveals that, for almost 16% of total bank-year observations, the credit ratings
were either up- or down-graded over our sample period. The distribution of ratings changes
differs from one agency to another. When the rating was modified during the year, in the
vast majority of cases this change was equal to one notch. Ratings revisions higher than
two notches are extremely rare, which is consistent with the “stickiness” in credit rating
assignment.

Table 9 presents the degree of consistency between the ratings adjustments made by the
various agencies. When two agencies rated the same bank issuer, the rating was maintained
unchanged from one year to another in 73% of cases. The agencies revised their ratings
in the same direction (either both upward or both downward) for 6% of cases only. On
the contrary, in about 20% of cases where the rating was revised by at least one agency
during the year, the mismatch was imperfect, i.e. one rating was down/upgraded, whereas
the other remained unchanged. Finally, in only one case we notice a perfect mismatch, i.e.
one rating was downgraded, while the other was upgraded.

The main results obtained by including the proxies for rating changes in the initial em-
pirical model (2), are reported in Table 14. The ARatingmq, and ARating.., variables
both have positive coefficients: a downgrade by one notch leads to wider spreads. How-
ever, these coefficients are insignificant at conventional confidence levels. In an alternative
specification, we simultaneously employed the Downgrade and Upgrade dummy variables.
Generally, the sign of these variables is as expected, i.e. positive for Downgrade and negative
for Upgrade (see Table 14, col.4&12). This time, the coefficient of the Downgrade variable
is statistically significant in the specifications including the financial strength ratings (see
notably col.8&16 of the same table).

These findings are consistent with a large body of evidence indicating that the bond /stock
markets react in an asymmetric way to changes in corporate ratings, i.e. more strongly for
downgrades than for upgrades.'® In the particular case of banks, Schweitzer et al. (1992)
find that the ratings downgrades are systematically associated with negative and statisti-

cally significant abnormal returns, while the rating upgrades are associated with positive,

9For example, Hand et al. (1992) found negative and significant average abnormal returns following rating
downgrades and positive, but non significant, effects of rating upgrades on stock and bond prices. In the
same vein, Ederington et al. (1987, 1996) show that the stock market reacts more promptly than the financial
analysts to the rating downgrades. In contrast, the market does not seem to react to rating upgrades. See

also Gonzalez et al. (2004) and Cantor (2004) for a comprehensive survey of this literature.
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but not significant, abnormal returns. Billet et al. (1998) confirm this negative effect of rat-
ing downgrades on market prices for a sample of large US banking holding companies. Such
an asymmetry in the dynamics of market prices could be explained by the peculiar behavior
of rating agencies. It seems that these agencies spend much more resources on detecting
credit quality deteriorations than on tracking down improvements in financial conditions of
issuers. An alternative explanation, pointed out by Dichev and Piotroski (2001), regards the
investors’ overreaction to the information content of downgrades. Finally, Boot et al. (2005)
consider that credit ratings can play a meaningful role as coordination mechanisms. More
precisely, the rating downgrade provides market participants with additional information

on the inability of the rated company to avoid this major credit event.
4.0 Conclusionslaindpolicyimplications

The objective of this paper is to empirically study the articulation between two funda-
mental principles that are nowadays central issues in international banking regulation. On
one hand, the ‘level playing field’ principle, put forward since the adoption of the first Basel
Capital Accord in July 1988, postulates that the competition between internationally active
banks must be fair. This principle is maintained in the new Basel Accord, which will come
into effect in 2007. On the other hand, the unprecedented complexity of banking activities
and the systematic use of internal credit risk models call for promoting market discipline as
an additional and more flexible tool of banking regulation.

We address this issue by regressing the secondary market spreads on market measures
of bank risk (traditional and financial strength ratings). This approach allows us to identify
the main problems raised by the use of market signals for supervisory purposes. Our final
sample includes 95 debt instruments (36 being subordinated unsecured) issued by large
banking organizations headquartered in Canada, Furope, Japan, and the United States.
The analyzed period covers eight years from 1995 through 2002. The main results obtained
by applying the OLS pooled and within method can be summarized as follows.

First, for the European and North American banks we found a significant and comparable
spread /ratings relationship. This result strengthens the findings obtained by Sironi (2002)
on the primary market of bank debt and implies certain compatibility between market
discipline and the ‘level playing field’ principle. Second, the bonds issued by the major US
banks are traded at higher spreads than the debt of their international competitors. We
attribute this result mainly to the asymmetries in the investors’ perception of governmental
guarantees provided in various national banking sectors: the variable measuring this kind
of guarantees (EztSup) is highly significant for the European banks, but non-significant
for the North American banks. Third, in accordance with the market discipline theory,
we reveal that the subordinated creditors are more sensitive than the senior ones to the
risk profile of bank issuers. Finally, rating downgrades during the year significantly affect
spread variability, especially when the financial strength ratings are considered instead of

the traditional ones.



