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Abstract

This paper examines pricing behavior for bonds issued by bank holding companies in the period
prior to failure of their bank subsidiaries. The results indicate that bond prices are related to the
financial condition of the issuing bank holding companies, and that bond spreads start rising as early
as six quarters prior to failure as the issuing firm’s financial condition and credit rating deteriorate.
Strong market discipline exists during this critical period—bond spreads for troubled banking
organizations are many times those of healthy ones. Our results suggest that bond spreads could
potentially be useful to bank supervisors as a warning signal from the financial markets. In addition,
our finding implies that the proposals to require bank holding companies to issue publicly traded debt
in a greater volume and frequency will likely enhance market discipline in the banking system when
it is most needed. © 2001 Elsevier Science Inc. All rights reserved.
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1. Introduction

Banking deregulation or reregulation has been an ongoing process since the 1970s. Many
of the restrictions placed on banking as a result of banking panics in the 1920s have been
either lifted or modified. Geographic barriers and many product restrictions have been eased.
Financial market globalization, product innovations, new technologies, and consolidation,
along with regulatory changes, are causing banks and bank supervisors to reconsider how
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they do business. Supervisors must balance their need for information with the burden
imposed on the regulated entities. The objective is to minimize regulatory burden without
compromising the safety and soundness of the banking organization. This can be achieved
by increasing market discipline and the use of market information. Market discipline may be
enhanced by increasing the incentives for debt holders to monitor bank management—thus
complimenting the work of bank supervision. Debt holders can provide bank management
with incentives to limit their risky activities by demanding a larger risk premium on bond
spreads. In addition, the use of market information in bank supervision can potentially allow
bank supervisors to spend less of their scarce resources collecting information from bank
management.

Previous studies have examined the role of debt holders in disciplining bank management
and have shown that pricing in the debt market is sensitive to the risk profile of the issuing
banking firms (Flannery & Sorescu, 1996 and Jagtiani, Kaufman, & Lemieux, 2000).
However, the literature sheds little light on whether debt holders can effectively monitor
banking firms during the period prior to bank failure. Since the federal safety net subsidy is
most critical and market discipline is most needed during the period prior to failure, we focus
on the pricing of bank bonds during the twelve quarters prior to failure. Understanding the
pricing behavior of banking firms’ publicly traded debt during the period prior to failure is
a critical element of maintaining the stability of the financial system.

This paper may be considered an extension of two earlier studies by Jagtiani, Kaufman,
and Lemieux (2000) and Flannery and Sorescu (1996), which examine the pricing of bank
holding company (BHC) bonds during the post-FDICIA period (1992–1997) and pre-
FDICIA period (1986–1991), respectively. Both studies find some degree of market disci-
pline in the market for bonds issued by BHCs. However, there has been no study that
investigates pricing behavior when banking organizations are facing financial difficul-
ties—our paper fills this gap in the literature. Our results provide implications for proposals
that 1) attempt to utilize debt holders to compliment bank supervision, 2) advocate the use
of bond spreads in the supervisory process, and 3) advocate increased disclosure to enhance
market discipline [see Evanoff (1993) and Haubrich (1998)]. The rest of the paper is
organized as follows. Section 2 describes the data and presents summary statistics of the data.
Section 3 discusses the empirical methodology. Section 4 presents the empirical results, and
Section 5 concludes.

2. The data

Our sample consists of banks that failed during the period 1980 to 1995, whose parent
bank holding company had publicly traded bonds outstanding during the recent quarters prior
to failure. We started with 185 failed banks (104 BHCs) during the sample period. Several
of the failed banks were associated with the same BHCs.1 Most of the banks on our initial
list were eliminated because of the lack of bond data. None of the banks in our sample had
outstanding publicly-traded debt, and the parent BHCs of only five of these failed banks did.
Our final sample includes those five failed banks whose parent BHCs had outstanding bonds
as of their fail date. These banks are Continental Bank, MBank, Southeast Bank N.A., Bank
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