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Abstract 
 
This paper focuses on the use of equity market information for the monitoring 
of European banks. To this end, we conduct two event studies: 1) whether 
equity market variables can in a timely manner anticipate changes with a 
constructed rating- proxy of the supervisory rating- named ‘Financial 
Situation Evaluation’ (FSEvaluation), for audited banks, 2) whether Rating 
Agencies (RAs) can help monitor European banks during the period 1990-
2006.  
Results show that equity market returns help to anticipate, several quarters in 
advance, a balance-sheet-based evaluation. However, they issue a counter-
intuitive signal when European banks are facing a negative evaluation of their 
risk and/or capital position.  
RAs have an additional role especially effective in summarising positive 
information. However, RAs are shown to take time to downgrade banks.  
Finally, results find evidence that investors' behaviour is, at least in part, 
encouraged by a “too big to fail” policy from which large European banks 
benefit.  
 
Key words: Equity market information, rating agencies, event study, Bank 
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1 - Introduction 
 

Financial markets play an unprecedented role in the financial system. 
On the one hand, financial markets are a driving force behind the increasing 
complexity of banks. They offer a large choice of sophisticated instruments to 
manage, diversify and even sometimes, conceal risk. On the other hand, there 
is an increasing debate on the potential use of the signals arising from 
financial markets as a complement to the information available to supervisors. 
In this respect, markets may facilitate the supervisors’ tasks in two ways. The 
debt holders can impose direct discipline on banking organisations by asking 
for high prices for the financing of risky activities. Thus, the appropriate 
pricing of risk may discourage banks from taking on risk profiles. Investors, 
when they timely and accurately evaluate changes in a firm’s condition and 
promptly incorporate these assessments into the firm’s security prices, could 
indirectly discipline banks. This kind of discipline is potentially relevant to 
supervisors as it refers to the signals derived from banking traded securities, 
and could be a reliable alternative assessment of bank conditions.  

This paper aims to study the contribution of timely equity market 
information for the supervisory monitoring of European banks. As discussed 
in the last section, it is maintained in the empirical literature that the equity 
claims of an organization’s owners have a number of advantages (Baumann et 
al (2004), Saunders (2001) and Elton et al (2001)). First, as compared with 
other types of bank-related claims, markets for common shares are fairly 
liquid and of greater depth and breadth than the debt markets, giving them the 
ability to generate higher quality information. Second, in the case of debt 
versus equity signals, interpreting debt spreads can be problematic. If the 
market’s perception is that uninsured debt holders might be protected, the 
signal from banking-related debt spreads would also be damped and perceived 
existence of “too big to fail” policies would weaken the incentives for bond 
market participants to monitor banks (Pop (2005)). Third, more large banks 
have traded equity than have traded subordinated debt, and the most risky 
organisations are generally more reluctant to issue new debt bonds and so are 
automatically excluded from the disciplined population2. 

From the empirical perspective, Gropp and Richard (2001) concluded 
with a little evidence of rating announcements on debt prices of large 

                                                 
2 This problem creates selectivity bias when investigating market discipline as the sample 
would no more be representative.  
The paper of Covitz et al. (2004a) illustrates this problem via a comment by Stiroh (2004): “In 
other words, quantities also matter, particularly if they are zero.” 
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European banks. As has been suggested in Credit Suisse First Boston (CSFB) 
(2001) and more recently by Gropp et al. (2006), European banks are quite far 
away from the default point and debt prices stay stable in the case of 
considerable stock price volatility while only reacting close to default.  
Thus, even though equity investors' preferences may not be as closely aligned 
with those of the supervisors' (equity investors may prefer more risk than 
supervisors), and in spite of the differences in incentives between debt-holders 
and equity-holders in theory,3 these should not be significant factors in 
considering the potential contribution of equity market information.  Indeed, 
abnormal stock returns (either positive or negative) could give supervisors an 
early warning of changes in the financial environment that are relevant in 
assessing the bank's condition. 

In relation to the literature that relates stock returns to CAMELS 
(Capital adequacy, Asset quality, Management, Earnings, Liquidity and 
Sensitivity) evaluation, there is a large body of studies that focus on large 
American banks (Cf Berger and Davis (1998), Berger et al.(2000), Gunther et 
al (2001), Krainer and Lopez (2003)), but conclusions tended to find mixed 
evidence in regards to whether the financial markets can say anything about 
the health and prospects of financial institutions that supervisors do not 
already know. More precisely, empirical works used supervisory ratings as a 
benchmark for banking organizations’ financial soundness-under the 
assumption that the results of supervisory inspections accurately reflect the 
financial condition of individual organizations- and then examined whether 
equity market data can provide incremental information in the periods 
between inspections, beyond that offered by past inspection results and 
regularly reported data.  

 It is important to note that the issue here is not which of these sources 
of information is better or more accurate. To be valuable, market indicators do 
not need to be superior to standard supervisory indicators. They just have to 
add a new perspective or dimension that helps provide a more complete 
picture of an institution’s financial health, as suggested by Flannery (1998).  
Literature remains absent in the European context certainly because of the 
confidentiality of off-site ratings formulated by European supervisors. 
Therefore, a motivation for this paper comes from the fact that there is no 
European empirical evidence on the timely added value of financial 
information in comparison to balance-sheet data.  

                                                 
3 Equity claims present some complications because shareholders benefit if the issuer does well 
but have limited downside risk should losses occur, given the legal limits on their liability. 
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In relation to the role of rating agencies as market actors, proposals of 
the Basel Committee on banking Supervision (BIS (2001)) emphasized the 
importance of introducing bank specific ratings as a basis for risk weights in 
the calculation of regulatory capital. Some authors, including Altman and 
Saunders (1998) and Calomiris (1999) brought up a number of issues 
regarding the use of rating systems. Moreover, the early literature on the 
behaviour of equity prices around the time of rating announcements focused 
mainly on large American banks (e.g Hand et al (1992), Schweitzer et al 
(1992), Goh and Ederington (1993)) and has overall concluded that there is 
relatively little information in the decisions of agencies and that much of the 
information that prompts rating changes is already reflected in market prices 
prior to the announcement of the change. In the European context, studies in 
this respect remain scarce. To our knowledge, only two studies have been run, 
they were, Goyeau et al. (2001) and Gropp and Richard (2001) and were not 
conclusive in regards to the additional informational role of rating agencies. 
 

To fill this gap and provide a more comprehensive framework 
surrounding the monitoring role of market actors in a European context, we 
have conducted two sets of event studies that investigate whether bank equity 
based variables behave abnormally relative to a standard benchmark.4 More 
precisely, this paper focuses on idiosyncratic variations in equity market 
variables that might be useful to regulators if they are to timely anticipate a 
bank risk.  
The first one examines whether there is a correlation between investor 
analysis and balance sheet assessments which could allow supervisors to use 
equity market variables for their own purposes. To answer this question, we 
construct one of the best available proxies of the rating produced by banking 
supervisors (CAMELS type rating) using data from FITCH-IBCA and 
afterwards study the reaction of equity market returns to such a rating.5  
The second specification aims to examine the relationship between equity 
market information and rating agencies’ announcements.  
The paper proceeds as follows: section 1 is related to the first event study. It 
starts by surveying the academic literature on the usefulness of the equity 

                                                 
4 For a general discussion on event studies, see MacKinlay (1997) 
5 Note that market participants are not actively trying to guess what supervisory ratings will be, 
nor do they officially learn the outcomes of supervisory inspections. Thus, equity market 
variables could not directly anticipate the supervisory ratings. For these reasons, I choose to 
implement the causes of potential supervisory evaluation rather than supervisory actions 
themselves, which are strictly confidential.  
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private sector in the supervisory monitoring models. It then presents the 
construction of the supervisory rating proxy which is named “Financial 
Strength Evaluation” (FSEvaluation), and finally, describes the data and the 
estimation method. Section 2 examines the additional role of rating agencies 
in market monitoring of bank soundness, by conducting a second event study. 
We also provide a brief survey of the related literature, a description of the 
data and the estimation method. Section 3 presents the results. Section 4 
assesses the robustness of the findings. Section 5 concludes. 
 
2 - Can equity market help the supervisory monitoring models? 
 

Two related questions arise in the academic literature on the 
importance of financial markets. First, whether financial markets can in a 
timely manner assess the conditions of financial firms. Second, to what extent 
and in what way, is the information provided by financial markets useful to 
supervisors? 

For the purpose of this paper, we are interested in the first hypothesis 
of whether the information based on stock prices or on judgmental 
assessments of market actors (shareholders) outperform backward looking 
information contained in balance sheet data or whether bank assets are too 
opaque for investors. In the former case, balance sheet assessments must 
correlate with variables that market actors care about, such as risk and 
expected return. This correlation could arise if the conditions that lead to good 
FSEvaluation are consistent with those that lead to changes in the stock price. 
In other words, if market actors anticipate the changes in bank performance, 
such as bank condition and future profitability, they would probably help the 
future supervisory treatment, and hence, changes in supervisory ratings. 
 
2.1 - Overview of related literature 
 

In reviewing the literature comparing market and supervisory 
information acquisition, some studies focused on the efficacy of on-site bank 
examination ratings (e.g. Davies (1993), De Young et al. (2001) and Berger et 
al. (2000)).  
 Regarding the direct effect of market discipline and in relation to bank 
opacity, many studies based on bank equities suggest that a stock market 
investor’s price changes with bank risk (for further details about this branch of 
literature, see Flannery (1998, 2002) and Kho et al. (2000)). Another branch 
of the literature, more related to the purpose of our paper, investigated how 
financial markets anticipate or respond to different types of events by 
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analysing the relationship between CAMELS or BOPEC6 ratings and 
abnormal returns.  

CAMEL studies focused on timeliness and usually found that 
supervisors’ information was not timelier than that of market participants. 
Hirschhorn (1987) examined whether the changes of CAMEL ratings of the 
lead BHCs predated stock price changes during the period from 1978-1987. 
He found that only the component rating for capital adequacy helped to 
predict future stock returns, failing therefore to detect any informational 
advantage of government supervisors. Pettway (1980) concluded that there 
was a timeliness advantage for private investors. Using a sample of 6 large 
banks placed on the “problem bank list” during the period from 1972-1976, he 
found significantly negative cumulative abnormal returns as early as 38 weeks 
before the start of the examination that first recognized the banks’ problems.    
In contrast, Simons and Cross (1991) found that the downgrading of banks to 
the problem level (CAMEL ratings 4 or 5) was not reflected either in bank 
stock prices or in the financial press in the year prior to the supervisory action. 
Relatively recent studies have supported the hypothesis that supervisors do 
learn some valuable information ahead of market participants, mainly after a 
negative on-site exam (Berger and Davies (1998), Flannery and Houston 
(1999)). These findings support the hypothesis that market participants view 
supervisors' ratings as both certifications of bank financial statements and 
indicators of future regulatory treatment. Consistent with this, supervisory 
ratings can be useful in forecasting unfavourable events. Berger and Davies 
(1998) showed that CAMEL downgrades are followed by significant stock 
price declines, whereas there was no abnormal return associated with CAMEL 
upgrades. Dahl et al. (1995) found that large increases in loan loss reserves 
occur only after on-site examinations.  

 Several studies provided at the same time the accuracy and the 
timeliness of equity market data and complementary evidence of the market 
data and the supervisory evaluation. For instance, Gunther et al. (2001), Hall 
et al. (2002) and Krainer and Lopez (2003) found that equity market signals 
can anticipate supervisory rating changes several months in advance, and then 
add value to supervisor models. Gunther et al. (2001) and Krainer and Lopez 
(2003) investigated this issue through the use of the option-based framework 
developed by Merton (1977), who models the equity as a call option on the 
issuer’s assets. With the volatility estimates from KMV models, and using the 

                                                 
6 The BOPEC acronym is rather related to a BHC’s overall health and stands for the five key 
areas of supervisory concern:  the condition of the BHC’s Bank subsidiaries, Other nonbank 
subsidiaries, Parent company, Earnings and Capital adequacy.  



Anissa Naouar - Can Market Actors Help Monitor European Banks?– 
Frontiers in Finance and Economics – Vol. 7 No.2 – October 2010, 138 – 182 

FFE is hosted and managed by SKEMA Business School 

144  

default probability database and information about a firm’s liability structure, 
they infer it as an expected default frequency (EDF). The EDF measure is a 
summary measure of default risk that could serve to resolve the problems of 
limited liabilities of shareholders. Nevertheless, Krainer and Lopez (2003) 
concluded that the findings of event studies that use EDF measures are no 
different from those that use abnormal stock returns mainly when the financial 
institution is far from insolvency. Our empirical study extends this last branch 
of the literature to the European context.  

Overall, the consensus of empirical studies finds limited evidence of 
any relationship between on-site examination ratings and bank stock prices, 
while earlier studies show a clear relationship between supervisory ratings and 
bank stock prices.  
 
2.2 - FSEvaluation construction method 
 

We construct a “between inspection indicator” named FSEvaluation 
that summarizes the financial strength of European banks, and could be one of 
the best proxies of the ratings assigned by supervisors.  
The FSEvaluation is defined, for each bank at each year, by four quantitative 
components that currently determine the CA(M)EL(S) supervisory ratings. 
The measures of these components have values from 1 to 5. First, the Capital 
Adequacy, which depends on the level of the tier 1 ratio according to the 
Prompt Corrective Action adequacy status (PCA).7 The PCA capital adequacy 
status measure depends on whether the bank is considered well-capitalised, 
adequately- capitalised, under-capitalized, significantly under-capitalised or 
critically under-capitalised, under the PCA guidelines. Second, the Asset 
quality, which depends on thresholds taken by the Impaired Loans/Gross 
Loans and the Loans loss reserves/ impaired loans ratios. Third, the earnings 
situation which depends on thresholds taken by the Cost to Income and the 
ROAE ratios. Fourth, the liquidity situation which depends on thresholds 
taken by the liquid assets/ deposits and ST findings ratio.  

The quality of bank management is not taken into account. The 
management is an important factor in evaluating a financial institutions' 

                                                 
7 This measure is of particular interest since it is the measure currently being used to trigger 
PCA. Actually, the implementation of a Prompt Corrective Action (PCA) is largely debated in 
Europe. Beyond, the institutional restraints across countries, a potential weakness of a PCA is 
effectively its reliance on book value capital adequacy measured using historic costs as 
required by Generally Accepted Accounting Principles (GAAP) which are oriented toward 
backward-looking valuations.  IFRS accounting methods should improve the situation in the 
near future 
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overall risk profile, but is generally related to subjective judgement by the 
bank experts.  Such a method of judgement is difficult to assess and could not 
be adopted in this framework. For this reason, we avoid taking into account 
this qualitative component.  

Moreover, aware of the increasing importance of the market for bank 
activity, it is interesting to evaluate the sensitivity of European banks to 
market risk. The examination of risk indicators related to market price, which 
are the standard deviation of annual equity price over the standard deviation 
of annual interest rate, and the standard deviation of the annual equity price 
over the average annual equity price, determines that the sensitivity to market 
risk of the listed banks is relatively stable over the period we study. Therefore 
it does not modify the constructed rating from one year to another. 
Furthermore, the lack of information in the literature about the thresholds that 
might allow the classification of banks by sensitivity degree to market risk, 
doesn’t encourage the consideration of this variable in the global evaluation.  
All the fixed thresholds are extracted from the Fitch standards for large banks 
and from “the experts’ statements” as provided by the Bankscope database 
distributed by Fitch-IBCA. 

Table A1, below, summarizes all the component thresholds used for 
the FSEvaluation construction.  
 
Table A1: Thresholds of the components used for the FSEvaluation 
construction 
ASSET QUALITY EARNINGS RATING 
Very good 1 
Impaired loans/ Gross Loans ratio  5 Cost to income ratio 50  
Loans loss res/ impaired loans ratio 
100 

R0AE  ratio  15  

Good 2 
5 Impaired loans/ Gross Loans 
ratio10 

50Cost to income 
ratio65 

 

70Loans loss res/ impaired loans 
ratio 100 

10 ROAE ratio  15  

Satisfactory 3 
10 Impaired loans/ Gross Loans 
ratio 15 

65Cost to income 
ratio75 

 

50Loans loss res/ impaired loans 
ratio 70 

5ROAE ratio 10  
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Bad 4 
15 Impaired loans/ Gross Loans 
ratio 25 

75Cost to income ratio 
100 

 

25Loans loss res/ impaired loans 
ratio 50 

0ROAE ratio 5  

Very bad 5 
Impaired loans/ Gross Loans ratio 
25 

Cost to income ratio 
100 

 

Loans loss res/impaired loans ratio  
25 

ROAE ratio 0  

CAPITAL ADEQUACY 
Tier 1 ratio/   total capital ratio 

LIQUIDITY 
Liquid assets/ dep &ST 
findings ratio (LIQR) 

 

Well-capitalised Very good liquidity 1 
Tier 1  6% ratio or greater  LIQR 50  
Total capital ratio 12% or more   
Adequately Capitalised Adequate liquidity  2 
(4%Tier 1 6%) 25LIQR50  
8%total capital ratio 12%   
Undercapitalized Insufficient liquidity 3 
Undercapitalised 
(Tier 14%) 

10LIQR25  

6%total capital 
ratio 8% 

  

Significantly 
undercapitalised 

Bad liquidity  4 

(Tier 13%) 5LIQR10  
Total capital ratio 
 6% 

  

Critically under-
capitalised 

Critical liquidity  5 

(Tangible equity to total assets that  is 
equal to or less than 2%) 
Total capital ratio 
 4% 

LIQR5  

 
The global bank rating is then the sum of the four ratings. We choose 

to give twice the weight to capital degradation as compared to capital 



Anissa Naouar - Can Market Actors Help Monitor European Banks?– 
Frontiers in Finance and Economics – Vol. 7 No.2 – October 2010, 138 – 182 

FFE is hosted and managed by SKEMA Business School 

147  

improvement because almost all European banks are adequately capitalised, 
and the advantage of using change in the capital adequacy ratio is that, 
regardless of the source of a bank problem, the consequences must ultimately 
appear in the bank capital account if it is of a magnitude capable of 
threatening the bank’s viability.8 Thus, each bank has at the end of each year, 

a cardinal FSEvaluation9 such that: 
20

4

1
it

i
i

it

ra
onFSEvaluati


  where itr  is 

the rating of each bank accounting component i at time t and ia  is the 

weighing of each component. It equals two for the capital adequacy rating. 
 
The table below summarizes the different ratings classes fixed in the study: 
Rating class   5/20 to 

8/20 
9/20 to 
12/20 

13/20 to 
16/20 

17/20 to 
19/20 

20/20 

FSEvaluation 1 2 3 4 5 
 

It is important to distinguish between a “strong” movement and a 
“small” movement of the rating. Indeed, changes of great magnitude are of 
particular concern to supervisors and investors as they reflect an important 
change in the bank financial situation. That is why we decide to define a 
“strong” movement as one that yields in an inter-class rating change and a 
“small” movement as one that occurs in the case of intra-class rating change 
of a satisfactory threshold. 
 
2.3 - Data, descriptive statistics and estimation method 
 

The sample consists of 303 actions composed of 159 movements and 
144 affirmations. The actions initially involve a total of 98 banks and span the 
period 1999-2005.  

                                                 
8 In the robustness check section, we present the sensitivity of the funding to alternative 
weights for the components of the constructed rating.  
9It is also possible to construct a score rather than a rating for the financial situation of banks. In 
this case we will have 

        )(
20

5

20

5

20

5

20

5
, 44332211

4

1

xHxHxHxHtxHaz iiit    

where tz  is a risk indicator. The Thresholds defining the iH  functions are associated with the 

“experts’ statements” and not necessary associated with clearly defined percentiles.  
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Table A2: Sample of banks and market indexes  
Countries Number of banks Market Index 
 FSEvaluation 

changes
Rating agencies 
announcements

 

ITALY 17 20 MIB 30 
FRANCE 10 10  CAC40  
GERMANY 7 10  DAX 30 
SPAIN 8 6 MADRID 

GENERAL SE  
UNITED 
KINGDOM 

12 11 FT100 

NETHERLANDS 5 3 AEX INDEX  
PORTUGAL 5 3 DJTM PRG 
GREECE 6 6 ATEX 

COMPOSITE 
AUSTRIA 4 4 DS (General 

Index) 
BELGIUM 3 3 BEL 20  
SWITZERLAND 8 3 DJTM SWISS 
IRELAND 3 3 DJTM IRD 
FINLAND 3 3 DJTM FLDS 
TOTAL 91 85  
 

We eliminate 7 banks that do not experience any rating change during 
the period under study. As summarized in Table A2, the final sample consists 
of 91 large banks. We also restricted the sample to bank assignments when 
equity market data and balance sheet data were available within the same time 
of the estimation window. These restrictions result in a reduction from the 
original sample size of 98 banks to 75 banks in the year 1999.10 

The distribution of events by type and across countries is summarized 
in Table 1 (annex). The ratings movements consist of 87 upgrades and 72 
downgrades during the fixed period. Moreover, almost 38% of the upgrades 
are inside the second class and considered to be “small” ameliorations. 
Almost 35% of the downgrades are from the second to the third class and are 
classified as “unsatisfactory” downgrades or “strong” magnitude downgrades. 

                                                 
10 This occurs because we have chosen an event window of 1 year and a long estimation 
window of two years. Balance-sheet data is not available for the year 1996.  
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Overall, the constructed FSEvaluation of European banks ranges in the 
interval 1, 3 during the entire period, suggesting that European banks benefit 
on average from a good “stand alone” financial situation.11 

The “event” date is determined as that of the auditors’ examination 
date approximated by the end of the accounting exercise of audited banks, 
since the date of inspection- date of the regulators meeting with the bank’s 
management- is not disclosed publicly.12 Thus, the timely convention used in 
the event study is critical; if investors receive information about a change in 
the bank risk before the event window begins, the event study will miss the 
stock market signal. To guard against this possibility, we choose a large event 
window that begins one year (accounting year term) before the date chosen 
for the FSEvaluation. Moreover, the fact that we restrict the analysis to 
assignments separated by at least one calendar year also guards against 
contamination of the event windows from prior off-site monitoring and on-site 
inspections. The contamination of the estimated parameters is also mitigated 
by the use of a lengthy estimation window (2 years).13 The choice of the 
length of the period is somewhat arbitrary but retaining much longer periods 
might inevitably produce an additional loss of pure events.  

To run the model, we use monthly stock returns and standard methods 
similar to Campbell et al. (1997) and Krainer and Lopez (2003).14Equity 
market signals can only be interpreted as significant or abnormal. Thus, as is 
the case for all event studies, the hypotheses tested are in fact joint hypotheses 
of whether market participants anticipate an event and whether the pricing 
model is correct.  

For the purpose of this study, the impact of changes on market value 
is appreciated by the deviation between the bond return observed in each 
market and the return anticipated by a market model (normal return) in the pre 
and post–event.  

                                                 
11 Note that the constructed FSEvaluation are different from the ones assigned by rating 
agencies such as Moody’s and Fitch IBCA as the latter ones factor in some qualitative and 
private information (quality of risk management, strategy, etc). We don’t use them because 
they do not allow one to clearly detect the reasoning behind each bank situation change.  
12 Moreover, this choice is motivated by the fact that the off-site reviews depend on quarterly 
accounting data that may not be audited and then may not reflect the changing risk profile of 
the institution (Curry et al. (2003)). 
13 For the same reasons, Krainer and Lopez (2003) used a wider estimation window of 5 years 
prior to the beginning of the event window.  
14Berger and Davies (1998) used daily stocks returns to conduct their event study on BHCs but 
they argued that the frequency of data is not the most important thing.   
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The event window begins 12 months prior to the exit date and ends 3 months 
after. We use a two factor model of bank stock return.15 

Estimation Window    Event window  

 
M -36                                                     M-13   M-12 J0     M+3 
  

Following Kho et al. (2000) and Krainer and Lopez (2003), we use 
the changes in the short term interest rate of the total OECD countries, since 
we examine a panel of European countries that can be influenced not only by 
their own interest rate changes but also by other OECD countries. Recent 
literature studied the relationship between world-wide economic growth and 
financial market performance (Bracker et al. (1999) and Kose et al. (2003)). 
In order to control for this global effect, we integrate the growth of the 
monthly industry production of industrialised countries that can affect a 
country's financial market performance. As a proxy for this variable, we 
choose the monthly G7 industrial production index.16 See Box 1 (annex) for 
further details about the methodology.  
We estimate for each bank (event)17over the whole sample:  

itticmtiit MRR   21        (1) 

Where itR  is the monthly return for the bank i at time t, cmtR is the overall 

market return for the same period in the country c and  tM  is a matrix of 

macroeconomic variables. These indicators are meant to control for shocks 
that impact banks in systematic ways. 

it  is assumed to be an independent normal error term. 

                                                 
15 In the literature, two factor models are by far the most common specification used for event 
studies, and almost all of these models incorporate the overall market return as a factor. The 
second factor captures general changes in the interest rate environment.  Kwan (1991) used 
holding period returns on short-term and long term constant maturity Treasury bonds as the 
second factor, and Hirtle (1997) used the percentage change in yield on a 10-year treasury 
security. 
16 A more synthetic measure of risk such that the international country risk might take into 
account financial, political and social environments in a country as suggested by Clei (1998). 
But, since we are interested in European countries which are slightly risky compared to 
developing countries, as suggested by Erb et al. (1996), it’s not imprudent to omit this variable 
in such an analysis  Moreover, the regulatory environment could influence the risk-taking of 
banks (e.g. Hovakimian et al. (2003), Kane (2000), Konishi and Yasuda (2004)) . But, for the 
purpose of this paper, we do not concentrate on the safety net items.  
17 For reasons of convenience, we don’t use a specific designation for the event and confound 
the event with the bank in the first equation.  
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The model is estimated by the OLS method with Newey-west 
correction,18 using monthly returns for the two years prior to the beginning of 
the event window. 
We next pick the residual it  and, in the event window, we compute abnormal 
returns for each event i using the estimated coefficients from (1). 
 

ticmtiitit MRRAR 21
ˆˆˆ          (2)  

 
For t= -12,…,0,……+3 . 

iiet 21
ˆˆ,ˆ   are the estimated coefficients from (1). 

We anticipate negative (positive) abnormal returns if the markets' 
actors can anticipate the FSEvaluation degradation (amelioration), and 
similarly, negative (positive) abnormal returns if they react to a negative 
(positive) FSEvaluation deterioration (amelioration). 
The cumulative abnormal return of equity for any event i at any time period 

21  to  in the event period is such that: 
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Using the abnormal return obtained in (2), we follow the previous 
literature and calculate the average abnormal return (AAR) for the entire 
event window across events by type. To determine the global effect of any 
equity return for any time period 21  to , we add the tAAR  together over time 

and obtain the cumulative average abnormal return (CAAR). 





n

i

itt AR
n

AAR
1

1  Where n represents the number of events by type 





2

1

21 ,






t

tAARCAAR  

In order to evaluate the statistical significance of the average 
abnormal returns in the event window, we use the standard deviation of the 

                                                 
18 The test of Newey-west is an extension of the white correction method that simultaneously 
corrects for the heteroscedasticity and serial correlation in OLS regression.  
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average abnormal return and the standard deviation of the cumulative average 
abnormal return in the estimation window, which is denoted by:19 
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Under the assumption of i.i.d normally distributed abnormal returns, 

the ratio of the average abnormal return to the standard deviation  
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,1  is distributed as a Student’s t with (n-1) degrees of freedom. 

We test the tZ ,1  significance by comparing its estimated value with the value 

of tabulated t student. 
 
Similarly, a test can be run for the cumulative average abnormal returns, by 

calculating  
CAAR
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,2   where   112   CAAR AAR  distributed 

as a Student’s t with ( n-1) degrees of freedom. 
 
 
3 - Can rating agencies’ actions contribute to market monitoring of bank 
soundness?  
 
3.1 - Overview of related literature 
 

The traditional role of rating agencies has been to assist investors in 
evaluating the debt securities of particular corporations and thus to assess the 

                                                 

19 More generally,   
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issuer’s creditworthiness20. Recognizing the capacity of private credit rating 
agencies to evaluate the creditworthiness of a broad range of issuers, 
regulatory agencies in developed countries have made increasing use of 
ratings in supervisory settings as a basis for risk weights in the calculation of 
the regulatory capital standards ((BIS 1999). Nevertheless, the proposals of 
the Basel Committee have been subject to a number of criticisms ranging 
from technical critiques to fundamental challenges.21 

From empirical evidence, some literature examined whether credit 
ratings are pro-cyclical (Altman and Saunders (2001), Cantor et al. (2003), 
Amato and Furfine (2003)). For instance, Altman and Saunders (2001) 
criticized the use of ratings, arguing that ratings are often inflexible and that 
their usefulness as a basis for the calculation of risk weights is limited. They 
also suggested that credit ratings tend to be cyclical, falling during recessions 
and after credit quality has already declined.  

Regarding the information content of ratings announcements, we have 
previously discussed two theoretical alternative views of the information 
about default risk in the ratings produced by rating agencies. One view is that 
the rating agencies only have access to publicly available information and that 
the agencies generally lag the market in producing information. According to 
this view, ratings should not affect market prices if capital markets are 
efficient in semi-strong form. In addition, proponents of this view argue that 
rating agencies move slowly and that ratings are often “backward looking”, 
suggesting their poor ability to predict default. From this point of view, some 
studies find that returns around upgrades are statistically insignificant 
(Schweitzer et al. (1992)) or that announcement effects are quite small. In this 
respect, Holthausen and Leftwich (1986) studied the American equity market 
and found that CAAR were around -20% in the 300 trading days prior to 
downgrades but detected an announcement effect of only about -1%.  

In a recent paper, Creighton et al. (2007) analysed the Australian 
market during the period from 1990-2003 and found evidence of large 
movements in prices in the 6 months prior to the rating announcement in the 

                                                 
20  For a more complete illustration of the role of rating agencies, the lecturer can refer to 
Schweitzer (1992) and Schwarcz (2001): “The Role of Rating Agencies in Global Market 
Regulation”, in The Challenges facing Financial regulation.  
21 The US shadow Financial Regulatory Committee provides mixed criticisms of the Basel 
proposal, including a collection of authorities’ criticisms of the Committee’s proposed use of 
private credit rating agencies, see U.S. Shadow Financial Regulatory Committee, A Proposal 
for Reforming Bank Capital Regulation, Statement No.160 (Mar. 2, 2000) 
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case of downgrades. They concluded that rating changes are largely validating 
information that has already been summarized in equity prices.  

An alternative view is that the rating agencies are specialists in 
obtaining and processing information, and thereby generate information on 
default risk that was not previously publicly known. From this point of view, 
the existing empirical literature addressed a number of mixed conclusions 
(Hand et al. (1992), Schweitzer et al. (1992), Goh and Ederington (1993), 
Richard and Deddouche (1999), Gropp and Richard (2001), Norden and 
Weber (2004), Creighton et al. (2007)). Some of this literature suggested that 
equity prices generally respond in an “expected” direction around the 
announcement date. For instance, Hand et al (1992), using daily data on a 
sample of American banks, concluded that bond prices respond negatively to 
downgrades and positively to upgrades of actual and prospective rating 
changes. This study suggested, therefore, that rating agencies produce 
information not previously known in the public domain. Goh and Ederington 
(1993), and more recently Gropp and Richard (2001), pointed out that this 
issue is less straightforward for equity prices. They argued that rating 
downgrades associated with deteriorating earnings result in a negative effect 
on stock prices. In contrast, downgrades associated with increase in leverage 
and risk are associated with positive effects on stock prices. Gropp and 
Richard (2001), using a sample of European banks for the period from 1988-
2000, concluded that the reaction of stock prices to rating agencies depends 
on the underlying reason, and that rating agencies may exhibit an expertise in 
summarising and obtaining private information on European banks. In the 
same vein, Richard and Deddouche (1999), analysing emerging markets, 
concluded that stock prices either do not respond or respond counter-
intuitively to rating agencies’ announcements.  Finally, Goyeau et al. (2001) 
concluded, using a sample of European banks, that it is difficult to make 
conclusive findings concerning the information transmission function of 
rating agencies, but found that the market reacts in a desirably disciplinary 
way to banks that are theoretically more exposed to information asymmetry.  

To sum up, although conclusions from early literature are somewhat 
mixed, most of the previous literature maintains that rating agencies have 
relatively little impact on equity market prices. Moreover, in the European 
context, to our knowledge, only two event studies of Goyeau et al. (2001) and 
Gropp and Richard (2001) have examined the impact of rating announcements 
on bond or stock prices in past periods. Therefore, along the same vein, this 
paper sheds further light on a more recent sample period.  
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3.2 - Estimation method, data and descriptive statistics 
 

We adopt the event study technique to identify abnormal returns in 
stock prices before and after an announcement by a rating agency. 
Once the appropriate events are identified, we fix a timing scale such that àt  

represents the announcement date of a new event (announcement). The  àt - n, 

àt  period represents the pre-announcement window and the  àt , àt +n  

period, the post-announcement window, T  àt - n, àt +n period corresponds 

thus to the global event window. 
More precisely, we estimate the same two factor model as described in the 
first empirical application on the prior period  àt - n-m, àt -n . 
We choose an event window of 81 days: a pre-event period of 40 days and a 
post-event period of 41 days. Moreover, we retain an estimation period of 100 
days.22 
The abnormal returns are accumulated starting on the date (-1) to the date (-
40) for the pre-event period and from the date 0 to the date 40 for the post-
event period.  

In order to evaluate the statistical significance of the average 
abnormal returns and the cumulative average abnormal returns in the event 
window, we calculate, as for the prior application, the Z statistics defined as: 
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Student’s t with n-1 degrees of freedom. 
 

                                                 
22 Note that the period length is arbitrarily fixed but we think that retaining longer periods 
would cause a loss of the pure events. Indeed, the literature generally uses periods of almost the 
same magnitude (Goyeau et al.(2000) use the same event window and Gropp and Richards 
(2001) use a post-announcement period of 40 days). My choice of a similar event window 
allows the comparison between diverse studies run in a European context. Equity prices are 
those of closing date, and the event day is integrated in the post-event period.  
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             Estimation Window                              Event Window 
 
 
D-140                                                   D-41D-40   D0                                           D+40 
 

Three major rating agencies that control the European market are 
Moody’s, S&P and Fitch IBCA. We concentrate on the long term debt rating 
of S&P and Fitch IBCA because of the lack of detailed information in 
Moody’s announcements.23 While the rating direction (decrease or increase) is 
generally the same for the two rating agencies, a number of similar changes 
are announced at different but relatively close dates (at least within 5 days). In 
this case, an announcement by an agency during the estimation period or 
within the event window could pollute the announcement's real impact 
analysis. In order to avoid interference between the events, we treat 
simultaneous rating changes by both agencies as one event, but the event date 
is fixed to the first announcement date regardless of which rating agency 
made the announcement. Although market actors may react differently to 
degrees of rating movement, announcements assigned by the two agencies 
S&P and Fitch IBCA are most of the time of the same magnitude and of a 
small degree. This observation has been approved by Norden and Weber 
(2004) who concluded that rating transition matrices by rating agencies reveal 
that the fraction of within-class rating changes is almost the same for all 
agencies and that percentages of rating changes by two or more grades are 
relatively low.  

To outright changes in ratings, we also consider the information 
contained in the “credit watch list”. Companies are added to the credit watch 
list if the rating agency believes that a rating change is likely. This 
information is supplemented by the expected direction of the change. There 
may be “negative watch”, “positive watch” or “developing”. The credit watch 
would indicate “developing” if a rating change of unknown direction is 
expected.24 

 “Credit watch” announcements could also pollute the analysis since 
they may occur during the event window, before a rating action or during the 

                                                 
23 Note that rating agencies distinguish between short term debt (maturity less than 1 year) and 
long term debt senior (maturity over 1 year). The first rating reflects especially the illiquidity risk 
of the issuer but the latter reflects mainly the financial structure and the ability of the issuer to 
generate sufficient future cash-flows to meet their liabilities. Long term ratings seem therefore 
more close to the shareholders’ concerns.  
24 Hand et al. (1992) were the first to stress the importance of considering the information 
contained in the « credit watch list ».  
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estimating window. Thus, we use credit «watch» announcements in two ways. 
First, we examine abnormal returns around credit “watch” announcements, 
testing whether they contain market relevant information. Second, we use 
them as a means of distinguishing between expected (contaminated) and 
unexpected (pure) data.  

We argue that a rating downgrade (upgrade) would be expected to 
have a negative (positive) impact on the post announcement stock prices and 
no significant abnormal returns at the pre-announcement date if the rating 
agency possesses new negative (positive) information about the firm’s 
statement. However, as pointed out by Goh and Ederington (1993), a 
downgrade might be good news for stockholders if it reflects the anticipation 
that the firm is going to take action to transfer wealth from bondholders to 
stockholders. In this case, one would expect a positive reaction and high stock 
value if the bond were to be downgraded in response to an anticipated 
increase in leverage and then risk. Therefore, it is important to understand the 
reasoning behind the change (global financial situation outlook or volatility of 
the bank’s overall strategy).  

In the first step, we don’t make this distinction in a fully accurate 
manner, but we assume that positive abnormal returns before or after a 
downgrade event might be associated with an increase in bank risk, such as 
merger activities or increasing leverage. To the extent that data is available, 
we test in a second step, the sensitivity of our findings to the motivations 
behind each announcement type.  
As for the distinction between “contaminated” and “uncontaminated” events”, 
we expect, as stressed in the previous literature (e.g. Hand et al. (1992) and 
Richard and Deddouche (1999)), that a rating change preceded by a watch 
announcement should be largely anticipated and, hence, should be associated 
with high negative abnormal returns and not necessarily with a reaction in 
market prices.    

Our sampling procedure yielded a total of 341 actions composed of 
182 movements and 159 affirmations (including outlooks)25. The actions 
initially involve a total of 105 large banks and span a relatively large period of 
time, from 1990 to 2006. However, the number of banks was reduced to 85 as 
some banks did not experience any rating change during the fixed period and 
we are interested particularly in rating movements. Moreover, we have 

                                                 
25 Unlike ratings «watch» announcements that indicate substantial probability of a rating 
change in the near future, rating outlooks merely indicate a possible direction for the rating in 
the medium term and may not influence investor concerns. For this reason, we don’t include 
outlooks and affirmations in this study.   
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eliminated the German savings banks and also all entirely public European 
banks as they enjoy a full government guarantee.  
In consequence, the total sample used in this study is composed of 182 events. 
Table 2 (annex) provides information on the distribution of all events over the 
countries. 
In total, the sample consists of 60 upgrades (about 33% of the total sample) 
and 63 downgrades (about 35% of the total sample) including respectively, 6 
contaminated by positive «watch» announcements and 19 contaminated by 
negative watches. In other words, 10% of the upgrades are expected (preceded 
by positive watches) and, of a somewhat higher proportion, about 30% of the 
downgrades are expected (preceded by negative watches). 
The rating «watch» announcements represent a total of 59 (about 32% of the 
total sample) composed of 17 positive «watch» announcements and 42 
negative watches. 

As one can note, the rating agencies have adopted almost equally the 
three strategies of action during the period from 1990-2006: upgrading, 
downgrading and «watch» announcements.26However, they apparently take 
their time mainly before downgrading a bank by adopting negative «watch» 
announcements and more readily upgrade European banks. This might be 
motivated by the fact that European banks benefit from a relatively positive 
perspective during this period. 

 Regarding the sub-division of the changes into “strong” and “small” 
changes, we observe that almost all banks in all European countries display 
satisfactory ratings and that the majority of downgrades are of small 
magnitude (changes do not exceed some notches). Precisely speaking, we note 
a total of 6 “strong” downgrades (almost 9% of total downgrades) of which 
half are expected (contaminated by negative watches) and 5 pure “strong” 
upgrades (almost 8% of total upgrades) from the second to the first risk rating 
class. 

We obtain daily market data (bank stock prices) from DataStream 
International and long term ratings history and movements from Fitch IBCA 
and Standard &Poor’s.27 
 
 
                                                 
26 Using, a sample of 32 European banks during the period 1989-2000, Gropp and Richards 
(2001) find different statistics for the events distribution involving many more downgrades 
(112) than upgrades (74). This could be due to the period covered for which ratings penetration 
was relatively limited and banks performing less well.   
27 While we were able to obtain ratings for more than those reflected in this sample, the 
availability of equity data, which satisfied the requirements in terms of period size, was limited.  
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4 – Results 
 
4. 1 – Can market actors anticipate balance-sheet assessments? 
 

We start by presenting the results of the first event study seeking to 
answer the question of whether market actors can help the supervisory 
process. Results reported in Table 3 (annex), show cumulative average 
abnormal returns (CAAR) of the entire event window including the event 
data. We retain, as we mentioned above, an event window of fifteen months -
12, +3. 

Regarding upgrades, the CAAR are significantly positive as early as 9 
months prior to the event date and are over 15% by the end of the pre-event 
window. As expected, the CAAR are greater for “strong” upgrades (about 
24%) than for “small” upgrades that are expected only 5 months before the 
event date and become insignificant in the post-event window. These results 
can be explained by the fact that good information contained in quarterly 
accounting data is generally rapidly disclosed and widely available to the 
public, and that the FSEvaluation improvement never significantly affects 
share returns in the post-event window.  

However, as far as the downgrades are concerned, results show that 
they are significant only 3 months before the event date and that the CAAR 
are at about 13% by the end of the event window. Contrary to some of the 
previous literature on American BHC (see for instance Krainer and Lopez 
(2003)), significant abnormal returns before and after a downgrade of the 
FSEvaluation are associated with a positive sign. Indeed, a small downward 
revision of audited banks proves to be anticipated, but is associated with high 
significant and positive abnormal returns. “Strong” downgrade effects are also 
quite interesting. They are relatively rare events (about 15% of all 
movements) but might be of particular interest for bankers and supervisors. 
Average abnormal returns are positive for “strong” downgrades (a revision 
from a satisfactory to unsatisfactory threshold), but of smaller magnitude 
(10%) than for “small” downgrades. These somewhat puzzling findings show 
that the market appears to send a false signal approaching a negative change 
in the financial situation of European banks and there is no evidence of 
significant market response after a downgrade.  

For a more clear understanding of these results, we identify the 
reasons behind each negative change (small downgrade versus strong 
downgrade). Indeed, the behaviour of shareholders might be different 
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depending on whether the bank faces a deterioration of its earnings outlook or 
an increase in the riskiness of its overall strategy.  

The examination of the reasons behind “small” downgrades shows 
that almost 70% of downgrades are associated with a deterioration of only the 
capital component. So, the major reason behind a small downgrade of the 
FSEvaluation is the level of the capital ratio.28 One explanation of the positive 
abnormal returns associated with small downgrades could then be the increase 
in leverage, as an increase in leverage might shift wealth from bondholders to 
shareholders as stressed by Goh and Ederington (1993).  

The examination of the reasons behind “strong” downgrades shows 
that almost 72% of downgrades are associated with a deterioration of 3 
components of the CA(M)EL(S). Note that those are the capital, the assets and 
the liquidity. For 28% of the cases, the downgrade is associated with a 
decrease in capital, asset quality and earnings. Therefore, a “strong” 
downgrade is mainly associated with deterioration in capital and asset quality. 
It is difficult to give a clear explanation of positive abnormal returns occurring 
before an important deterioration of the global financial situation of European 
banks. Nevertheless, one explanation could be an important increase in risk to 
raise the stock’s option value.  

Another explanation might be the fact that market actors use lagged 
quarterly accounting data that may not be audited or may not reflect the real 
performance of the institution, as the stock market is generally focusing on 
future revenues and profitability. This observation confirms to some extent 
the conclusions of Berger et al. (2000) who show that on-site inspections and 
auditions might reduce uncertainty about a bank's true market value by 
certifying the firm’s financial statements and that off-site supervisory 
assessments and equity market indicators are not strongly interrelated.  

Consequently, equity market signals can outperform backward 
looking balance-sheet data and anticipate in a timely manner, an amelioration 
of the bank situation. From this perspective, they could provide supervisors 
with a convenient summary of positive bank conditions. Inversely, they issue 
a counter-intuitive signal when European banks are facing a negative 
evaluation of their risk and/or capital position. Thus, a relevant policy 
question is whether supervisors might benefit by disclosing CAMELS ratings 
to the public. Such disclosure could benefit supervisors by improving the 
pricing of bank securities and increasing the efficiency of the market 
discipline brought to bear on banks. As argued by Flannery (1998), market 

                                                 
28 In the robustness check, the sensitivity of these finding to other weightings of the 
components of CA(M)EL(S) Note will be tested.  
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assessments of bank conditions compare favourably with supervisory 
assessments and could improve with access to private supervisory 
information.  

The next test is based on determining the additional role of rating 
agencies as market actors. We particularly test the impact of rating 
announcements on the stock prices that are upgrades, downgrades and 
watches. We also distinguish between expected (contaminated) and 
unexpected (uncontaminated) events. 
 We are interested in various time intervals around the announcement dates 
which are:  
-40;-30, -30;-20, -20, -10, -10, 0, 0, 10, 10, 20, 20, 30, 30, 40  
and slightly near the event date: days -1 to +1. Table 4 (annex) summarises 
CAAR for the different time intervals and for each type of announcement.  
 
4.2 - Impact of “watch” announcements on stock returns 
 
Positive watch impact 

Results of positive “watch” announcements show statistically 
significant and economically substantial effects 31 days before the event date. 
All the results are summarized in Table 5 (annex). They show positive 
increasing abnormal returns when approaching the event date. The highest 
average abnormal return (about 2.1%) is realised a day before the 
announcement date. The average cumulative abnormal returns over the 40 
business days preceding the announcement is about 5.8%, and 3.2% over the 
5 days before the announcement. However, the reaction of stock prices on the 
post-event dates is somewhat unclear. CAAR are positive but insignificant on 
the announcement day and become negative and of small magnitude over the 
6 days after the announcement. 

Thus, positive “Watches” are anticipated by shareholders and widely 
anticipated a few days before the announcement, particularly a day before. 
However, the shareholders reaction does not persist over the post-event dates. 
Since we isolate systemic information and concentrate only on idiosyncratic 
bank situations, it is difficult to explain the existence of negative abnormal 
returns in the post-event window. We conclude that there is an ambiguous 
reaction of shareholders and maybe their incertitude regarding the outcome of 
a positive watch.29 

                                                 
29 If one supposes that the positive watch is associated with an increase in capital ratio, it’s 
clearly good information for debt-holders as it reflects a fall in default risk on the bank debt, 
and thus a reduction of market financing risk premium. Nevertheless, this could be bad 
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Negative watch impact 

Regarding negative watches, the results summarized in Table 6 
(annex) show significant negative average abnormal returns 27 days 
preceding the announcement of a negative watch. CAAR are about -2.1% in 
the interval time -30;-10] and about -1.5% over the ten days before the 
announcement30. The total CAAR in the pre-event data is about -6.7%. 
Negative abnormal returns are of the highest magnitude 3 days and precisely a 
day before the agency’s action.  Interestingly, AAR begin to bounce the day 
of the announcement and rise afterwards, accumulating significant AAR up to 
about 4.1%. Thus, shareholders are able to anticipate a negative watch before 
rating agencies, but stock prices seem to bounce rapidly due to the fact that 
positive abnormal returns are significant starting on the announcement day. 
Therefore, regarding watch announcements, we shall conclude by noting that 
shareholders seem to anticipate watches. Indeed, watch announcements lead 
to significant price variations, with prices rising in response to positive 
«watch» announcements and falling in response to negative «watch» 
announcements within various time intervals before the announcement date. 
«Watch» announcements issued by rating agencies might be associated with 
an aggregation of public information that is widely and early on revealed, and 
that financial markets can process and interpret this public information more 
timely and efficiently than rating agencies. 
However, positive “Watch” announcements lead to negative and even unclear 
effects in the post event window. Negative “Watch” announcements lead to 
positive significant abnormal returns starting on the event date.31 
This finding suggests an informational content of rating announcements but 
needs further investigation on reasons behind these kinds of announcements.   
 The reports' diagnosis of negative “watch” announcements of the rating 
agency S&P, show that almost 60% of negative «watch» announcements are 
motivated by a public announcement of mergers & acquisitions, almost 25% 
by a decline of the global financial situation and 15% for unknown reasons. 

                                                                                                                     
information for shareholders if the external finding leverage decrease produces for them a less 
advantageous profitability/ risk couple. This hypothesis could explain negative abnormal 
returns in the post event window.    
30 These percentages include also significant positive abnormal returns.   
31 Even when one admits that rating agencies don’t know more than the market, we consider an 
influence of the rating actions on stock prices. Indeed, bank managers are more disciplined by 
the announcement itself than by the evolution of market valorisation.  If they modify their risk 
positions, the market can integrate this information ex-post and then react to the note although 
it synthesises information already taken into account 
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Therefore, one explanation of the positive reaction of equity markets to 
negative “watch” announcements is likely an increase in the bank risk profile 
related to a merger and acquisition announcement.  
 
4.3 - Impacts of rating changes on stock prices 
 

In this section we present summarized results of the impact of rating 
actions on stock prices. We interpret mainly the magnitude and the timeliness 
of market reactions around the event date.  Table 7 (annex) details estimated 
Average Abnormal Returns (AAR) on the event day. As noted earlier, we 
distinguish between expected (contaminated) and unexpected 
(uncontaminated) events by identifying whether the rating change occurred 
after a rating watch and resulted in a movement in same direction forecast by 
the watch (Graphs related to these results can be provided upon the author’s 
request).  
Impact of all upgrades 

Results for all upgrades (expected and unexpected) show significant 
abnormal returns in numerous event windows. However, we find negative 
AAR long before and long after the announcement date, but positive AAR in 
the 9 days before and 5 days after the announcement of an upgrade. For this 
time period CAAR are respectively about 1.4% and 0.8%. Thus, we can 
already conclude that shareholders seem to anticipate rating upgrades and 
react weakly to these announcements. Once again, one cannot rely on stock 
price information content long after and long before a positive action. 
Moreover, at least 6 of the abnormal returns are contaminated by positive 
«watch» announcements and news stories about the bank, which rapidly 
become public information. Thus, the asset price reaction may be due to this 
information and not due to the rating change itself. While only 10% of all 
upgrade events are contaminated, it is important to separately analyse the 
expected (contaminated) and the unexpected (uncontaminated) upgrades. 
Impact of unexpected upgrades 

Results of unexpected upgrades are detailed in Table 8 (annex). They 
show significant but very small abnormal returns a few days around the 
announcement date. CAAR are positive only 3 days before and 8 days after 
the event dates. In the pre-event date, significant CAAR represent 0.4% and 
become insignificant during the rest of event window days. They are the 
highest in the interval  
-1,1 but still of relatively small magnitude (about 0.7%) compared to all the 
upgrades taken together. 
Impact of expected upgrades 
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Regarding expected upgrades, for which results are detailed in Table 
9 (annex), CAAR are significant for a few days of the event window. They are 
mainly positive at J-23 (+0.3%), J-21 (+0.07%), J-15 (+1.46%), J=0 (+0.29%) 
and J=1(+0.28%)). CAAR become negative and in most cases insignificant 
after this.  

These results do not allow us to extract any efficient information from 
stock prices in the case of upgrades, especially when they are expected. 
Negative abnormal returns in the post-event window can be attributed to the 
fact that shareholders anticipated a very important upgrade action from the 
rating agencies (as we noted, almost all upgrades are by a notch in an intra-
class threshold). Besides, in regards to the positive watches, if we suppose 
that expected upgrades are associated with an increase in capital ratio, it’s 
clearly positive information for debt holders as it reflects a fall in default risk 
on the bank debt, and thus a reduction of a market financing risk premium. 
Nevertheless, this could be negative information for shareholders if the 
external finding leverage lever decrease introduces them to a less 
advantageous profitability/ risk couple. This hypothesis could explain 
negative abnormal returns in the post-event window. Finally, these findings 
must be interpreted with extreme caution because of the very small number of 
observations. 

Thus, unexpected upgrades elicit smaller abnormal returns in the pre-
event window and a larger post-event response than for expected ones 
(perhaps because of a sufficient reaction to these last ones). This result is 
expected and is in line with earlier empirical studies that take contaminated 
data into account. However, we shall note that CAAR of expected 
significance are small and significant only for a few days before and around 
an announcement date. This means that market anticipations are somewhat 
late and that rating agencies are not merely acting in response to information 
in the public domain, but may play a useful role in summarising and obtaining 
information not already present in the public domain. 
Impact of all downgrades 

Downgrade actions are very important, not only for the community of 
investors and shareholders, but also for supervisors and bankers. 
The first empirical test suggests that downgrades of “a stand alone” 
FSEvaluation can exhibit positive abnormal returns, and that their magnitude 
depends on the underlying reasons (a risky position or a global deterioration 
of an earnings outlook). Since equity market actors are found to oppositely 
anticipate and overreact to downgrades, market discipline might be weakened 
and information on equity prices will be difficult to explore in the supervisory 
process. For this reason, we are trying to determine the impact of long term 
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issuer ratings on stock prices, with the objective of highlighting the timeliness 
of market signs reactions and the role of rating agencies in this respect. 

 Looking at all the downgrades taken together, we note that abnormal 
returns are significant only for a few days before and after the announcement 
day, CAAR are negative and about – 0.934% 3 days before the event date. 
They then seem to bounce starting on the first day after the announcement. As 
these results are somewhat ambiguous because of a high number of 
contaminated events (about 32% of the downgrade events), it is essential to 
analyse expected (contaminated) and unexpected (uncontaminated) events 
separately. 
Impact of unexpected downgrades 

Unexpected downgrades represent a substantial part of rating actions. 
Results summarized in Table 10 show that the AAR are rarely significant. 
During the event window, cumulative average abnormal returns are often a 
negative sign but not of a large magnitude. When significant, they represent -
0.52% and -3.65%, respectively, in the pre- and post-event, but only -0.13% 
on the event date. This finding suggests that markets can minimally anticipate 
unexpected downgrades- as found by some of the previous literature (Gropp 
and Richard (2001)) - but react more strongly after the announcement date. 
Moreover, these findings suggest that rating agencies have access to private 
information or at least play a useful role in summarising public information 
mainly associated with the bank global earnings situation, and not only to its 
risk perspective. Finally, difficulties in the timely anticipation of unexpected 
downgrades and the existence of an immediate market reaction to such an 
event might suggest that banks and supervisors are more reluctant to reveal 
negative information to the market than they are to reveal positive 
information. In consequence, the expertise of rating agencies is here pointed 
out since their unexpected downgrade announcements are found to contain 
new negative information still hidden from the market. 
Impact of expected downgrades 

The results, detailed in Table 11 (annex), show that abnormal returns 
are often significant during the event window but have sometimes positive 
and other times negative abnormal returns. More precisely, CAAR become 
positive when approaching the event date (about +2.3% seven days before) 
and 5 days after the event date. During the post-event date, CAAR represent 
+1.53%. We also note that even on the announcement date, abnormal returns 
are still positive and the CAAR are about +0.27%.  
This finding is somewhat expected as the contaminated downgrades are 
preceded by negative watch announcements that have shown a positive 
market reaction. Therefore, expected downgrades are likely associated with 



Anissa Naouar - Can Market Actors Help Monitor European Banks?– 
Frontiers in Finance and Economics – Vol. 7 No.2 – October 2010, 138 – 182 

FFE is hosted and managed by SKEMA Business School 

166  

merger activities that reflect a change in the riskiness of the bank’s strategy, 
and thus, may be good news for shareholders and bad news for bondholders.32  
Moreover, the small reaction of the market to expected downgrades could be 
associated with polluting stories such as negative «watch» announcements 
that have already been taken into account. A last explanation is that large 
European banks can be perceived by shareholders as “too big to fail” since 
they enjoy strong public guarantees and benefit from good “investment grade” 
ratings that never go down to the “BB” rating class.33 
 
 
5 - Robustness check 
 

This section resumes major conclusions after running a number of 
tests that aim to detect the eventual weakness of the findings.  
First, regarding the computation of the FSEvaluation, we chose, in the first 
specification, to assign twice the weight to a capital ratio change. 

We test here, the sensitivity of the findings to equal weight for all the 
components. 
In this case, almost all the changes in FSEvaluation are of a small magnitude 
and overall, results show that abnormal returns, as in the first specification, 
are positive before and after any change. These findings suggest that outside 
equity market analysts have a proper vision of the financial situation of 
European banks that is not necessarily reflecting the book bank situation.  

Second, motivated by the suggestions of Goyeau et al. (2001), who 
underlined the importance of interbank connections and the clustering effect 
that could occur34, we use the banking-sector index (RBc) of each country 

                                                 
32 Gropp and Richards (2001) have adopted the same hypothesis when they failed to contain 
enough information to make, in a fully accurate manner, the distinction between a rating 
adjustment that is based on a deterioration or improvement in the earnings outlook and a ratings 
adjustment that is based on an increase or reduction in the risk of European banks. They have 
therefore coded changes due to merger activity as events associated with a change in the bank 
risk.  
33 It was the position of Northern Rock in September 2007, resulting in its liquidity stress. 
Northern Rock benefits from a government guarantee of existing deposits as it remains solvent 
and its asset quality is robust.  
34 Indeed, Goyeau et al.(2000) define the Clustering effect as the impact of a rating 
announcement of any bank on the equity price of other banks. Taking into account the bank 
sector index in their analysis and comparing results of a 2 factor model (global market index + 
bank market index) with a one factor model (global market index), they note that the 
announcement of a bank rating does affect other banks valorisation only in the case of a rating 
downgrade (higher abnormal returns in the case of a one factor model). They conclude that a 
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rather than the global market index (RMc) in the calculation of abnormal 
returns. This index might take into account the effect of each event affecting 
the global banking sector. The results show that abnormal returns are in this 
respect significantly smaller than they were previously for all the 
announcement types (downgrades, upgrades and watch revision). 

Also, we take into account the return of the global market index 
together with the banking sector index.35The two factor model is estimated, 
for each event, in the period t0-n-m, t0-n: tBciBtMcMiit RRR ,,   + it     

(1)  
 
In this case, the market index is regressed in the banking one, such that: 

 

 We then deduce: )ˆˆ( ,,, tBctMctB RbaR   which is introduced in equation 

(1) to substitute for the banking return index (RBc,t).  
 

Results show that abnormal returns are significantly much smaller 
than those of the two previous cases, and often insignificant. These results 
suggest that, when anticipating an evaluation of a bank’s financial situation, 
the European financial market seems to transmit any type of information 
(either “good news” or “bad news” on an individual bank situation) to the 
banking system, supporting the existence of a Clustering effect. One 
explanation could be the threat of contamination risks and a sort of protection 
against opacity of balance sheet items.36 
 
 
6 - Conclusion 
 

This paper investigated two related issues regarding the possibility of 
an explicit role of market actors in the supervisory process.  We have assessed 
these issues via two sets of event studies. First, we show that equity market 
returns help anticipate a “stand alone” rating change of audited banks several 
quarters in advance. Equity market signals are shown to outperform backward 

                                                                                                                     
clustering effect exists only when the market transfers unfavourable information to the inter-
bank market anticipating a downgrade of a bank rating.   
35 Note that, in this case, we have eliminated the macroeconomic effect reflected in Mt.  
36 The northern rock episode suggests that the bank's solvency decreased drastically due to the 
crisis on the inter-bank liquidity market generated by rumours and suspicions that sparked a 
crisis of confidence on the inter-bank market.  

tBtBctMc RbaR ,,,
ˆˆ 
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looking balance-sheet data and anticipate in a timely manner an amelioration 
of the bank situation. From this perspective, they could provide supervisors 
with a convenient summary of a bank's positive conditions. However, they 
issue a counter-intuitive signal when European banks are facing a negative 
evaluation of their asset quality and/or capital position. These findings are in 
line with numerous studies that find that banks tend to be slow to recognize 
troubled loans as well as to add enough loan loss reserves to fully reflect the 
risks and problems in their portfolios (see, for instance, Gilbert (1993), Dahl 
et al. (1995)). Therefore, outside monitors should find it difficult to 
completely assess bank financial conditions. Supervisors in particular, might 
be suspicious of positive abnormal returns.  

It is important to note that these findings are limited because of the 
way we construct the FSEvaluation. Indeed, the results are likely to be 
sensitive depending on the choice of the class cut off, and to the choice of a 
component’s weight. They are not systematically similar to the ones actually 
used by regulators. Given these shortcomings, present findings deserve further 
investigation.  
Second, results regarding the additional role of rating agencies are consistent 
with previous literature on American and European stock prices (see for 
instance, Goh and Ederington (1993) and Gropp et al. (2006)). We find strong 
results from rating agencies, mainly in summarising positive information not 
already in the public domain. Moreover, in the absence of transparency of 
large complex financial firms, the expertise of rating agencies has a 
substantial importance since they are able to efficiently collect and interpret 
bad news not already revealed to the public. 

Although the failure to control for contamination by other 
contemporaneous news events may overstate the effects of rating changes, 
there also appears to be information contained in equity market prices 
(abnormal returns), in particular regarding expected announcements. 
Consequently, rating agencies should react less slowly and take less time to 
downgrade bank ratings as suggested by Löffler (2005) and demonstrated in 
the aftermath of the Subprime crisis. Many market participants have heavily 
criticized the rating agencies regarding the accuracy of their ratings for 
several structured finance products, and their slowness to recognize serious 
bank difficulties. Results also show that positive equity abnormal returns 
capture not only a positive perspective of a firm, but also a bank increasing in 
risk position. It is therefore very important to analyse the reason behind the 
ratings announcements when assessing the impact of bond ratings on stock 
prices. In this way, the usefulness of stock prices as a basis for the evaluation 
of bank risk might be effective. Thus, if the abnormal returns perform 



Anissa Naouar - Can Market Actors Help Monitor European Banks?– 
Frontiers in Finance and Economics – Vol. 7 No.2 – October 2010, 138 – 182 

FFE is hosted and managed by SKEMA Business School 

169  

relatively well, regulators could use the equity market data as a starting point 
to more fully evaluate observations and complement current capital adequacy 
ratios.  
Finally, such risk-based behaviour of shareholders reflects, at least in part, the 
safety net and the existence of “too big to fail” policy from which large 
European banks benefit. 

To sum up, investors and shareholders have a comparable advantage 
in monitoring due to their flexibility in evaluating any public information and 
in evaluating the risk position of a bank. Second, rating agencies have a 
comparative advantage since they can resolve the problem of bank opacity by 
influencing banks, as well as their capacity to access all relevant information. 
Finally, supervisors might reduce uncertainty about a bank's true market value 
by certifying the firm’s financial statements through on-site inspections and 
are the only ones capable of legally restricting activities of financially weak 
banks. 
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Annexes 
Table 1: Distribution of the FSEvaluation movements during the period 1999-
2005 

Country Changes Affirmation  
 Upgrades Downgrades  
 Small Strong Small Strong  
ITALY 12 5 3 9 22 
FRANCE 3 9 7 3 17 
GERMANY 6 2 1 3 11 
SPAIN 0 5 4 0 14 
UNITED KINGDOM 0 5 6 2 16 
NETHERLANDS 1 3 5 0 9 
PORTUGAL  3 3 0 9 
GREECE 2 4 4 3 8 
AUSTRIA 2 0 0 1 7 
BELGIIUM 0 2 0 0 4 
SWIZERLAND 3 10 9 3 13 
IRLAND 3 3 3 0 8 
FINLAND 1 3 2 1 6 
TOTAL 33 54 47 25 144 

 
 
 
 
Table 2: Distribution of rating actions during the period 1999-2006 

Countries Change Watch announcements Affirmation 
 Upgrades Downgrades Positive Negative  
 Pure Contaminated Pure Contaminated    

Italy 10 2 7 4 5 9 30 
France 6 1 0 5 1 6 13 
Germany 2 0 15 6 0 8 23 
Spain 5 1 4 0 1 6 19 
United Kingdom 4 0 6 1 0 1 11 
Netherlands 2 0 2 0 0 1 7 
Portugal 1 0 1 0 3 3 11 
Greece 10 1 3 0 2 0 7 
Austria 2 1 4 1 2 2 10 
Belgium 2 0 0 1 0 1 4 
Switzerland  2 0 0 1 0 1 12 
Ireland 4 0 0 0 0 3 7 
Finland 4 0 2 0 2 1 5 
Total 54 6 44 19 17 42 159 
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Table 3: Impact of FSEvaluation changes on equity market prices  

Month 
FSEvaluation

Z stat Downgrades
Z stat 

CAAR (%) CAAR (%)

Strong Small   Strong Small   
-12 2.323 4.65 0.87 0.43 5.43 1.39 0.73 0.96 
-11 3.059 3.092 0.12 0.65 10.127 2.43 0.92 0.66 
-10 3.922 4.43 0.45 0.48 9.23 2.01 0.71 1.08 
-9 5.151 7.31 1.54 1.10* 7.60 4.53 1.25 1.15 
-8 5.081 5.88 2.02 1.06* 11.43 3.22 1.96 0.71 
-7 7.451 7.06 1.87 1.12* 12.63 7.84 0.49 0.55 
-6 8.668 8.54 2.17 0.74* 9.113 8.06 1.17 0.83 
-5 10.23 10.45 2.36* 1.34* 8.015 7.18 0.80 0.94 
-4 11.658 10.98 1.69* 1.91* 8.32 7.21 0.42 1.25 
-3 12.512 11.04 1.41* 2.57* 7.27 11.36 2.05* 1.50* 
-2 13.686 13.65 1.87* 2.21* 8.85 11.28 1.83* 1.63* 
-1 13.779 13.43 1.88* 2.53* 9.19 12.19 1.55* 1.98* 
0 14.432 17.65 1.70* 2.71* 6.83 12.65 1.85* 1.66* 
1 12.32 19.65 1.13 2.01* 8.42 11.96 1.25 3.87* 
2 6.43 20.76 0.91 2.32* 9.091 12.87 1.32 5.21* 
3 7.21 23.61 1.05 2.11* 9.741 12.91 2.09* 4.11* 

An asterisk denotes statistical significance at least at the 10% level 

 
 
 
 
Table 4: Cumulative Average Abnormal Returns for rating agencies actions  

 CAAR 
Interval 

Positive 
Watch 

Negative 
Watch 

Unexpected 
upgrades 

Expected 
upgrades 

Unexpected 
downgrades 

Expected 
downgrades 

-40; -30 0.0875% - -1.1632% - - -1.358% 
-30; -20 1.6596% -0.278% -0.404% 0.372% 4.271% 0.0945% 
-20; -10 5.172% -0.999%  0.099% 1.459% -3.185% 0.975% 
-10; 0 5.579% -2.637%  0.346% - -2.041% 3.103% 
0; +10 2.94%  2.24%  1.69% -0.015% -4.243% 0.063% 
+10; +20 -0.753% 1.143%  0.398% -0.531% 0.008% 0.452% 
+20; +30 -2.034% -0.489% -0.0363% 0.090% 1.222% 1.2751% 
+30; +40 -0.414%  0.3715% -1.2265% - - - 
-1; +1 3.404% -0.421%  0.724% 0.583% -1.861% 1.452% 

We only report significant CAAR for each interval of time.  
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Table 5: Impact of positive «watch» announcements on equity market prices  

Day D-40 D-39 D-38 D-37 D-36 D-35 D-34 
AA 
Z 

0.029% 
(0.96) 

0.032% 
(0.98) 

0.047% 
(0.123) 

0.0438% 
(1.92)* 

0.043% 
(0.14) 

0.018% 
(0.61) 

0.019% 
(0.46) 

Day D-33 D-32 D-31 D-30 D-29 D-28 D-27 
AAR 

Z 
0.007% 
(0.027) 

0.027% 
(0.99) 

0.0437% 
(1.83)* 

0.064% 
(1.78)* 

0.0142% 
(1.89)* 

0.069% 
(2.206)* 

0.082% 
(2.844)* 

Day D-26 D-25 D-24 D-23 D-22 D-21 D-20 
AAR 

Z 
0.1321% 
(2.509)* 

0.53794% 
(1.42) 

0.01435% 
(13.9)* 

0.471% 
(2.02)* 

0.176% 
(2.00)* 

0.637% 
(16.72)* 

0.147% 
(1.60)* 

Day D-19 D-18 D-17 D-16 D-15 D-14 D-13 
AAR 

Z 
0.930% 
(3.83)* 

0.120% 
(6.80)* 

0.697% 
(3.11)* 

0.638% 
(2.60)* 

0.696% 
(3.63)* 

0.289% 
(3.01)* 

0.180% 
(4.18)* 

Day D-12 D-11 D-10 D-9 D-8 D-7 D-6 
AAR 

Z 
1.347% 
(18.53)* 

0.128% 
(4.65)* 

0.516% 
(1.59)* 

0.115% 
(3.22)* 

0.206% 
(2.24)* 

0.130% 
(4.93)* 

0.122% 
(4.57)* 

Day D-5 D-4 D-3 D-2 D-1 D D+1 
AAR 

Z 
0.151% 
(7.46)* 

0.179% 
(9.20)* 

0.930% 
(32.3)* 

1.123% 
(3.01)* 

2.107% 
(2.85)* 

0.648% 
(1.29) 

1.297% 
(18.53)* 

Day D+2 D+3 D+4 D+5 D+6 D+7 D+8 
AAR 

Z 
0.615% 
(1.69)* 

0.489% 
(1.61)* 

0.364% 
(2.52)* 

0.175% 
(4.21)* 

-0.499% 
(1.11) 

-0.474% 
(1.43) 

-0.072% 
(1.34) 

Day D+9 D+10 D+11 D+12 D+13 D+14 D+15 
AAR 

Z 
-0.383% 

(1.29) 
-0.069% 

(0.86) 
-0.584% 
( 0.23) 

-0.327% 
( 1.78)* 

0.403% 
(0.58) 

0.283% 
(1.29) 

-0.247% 
(1.13) 

Day D+16 D+17 D+18 D+19 D+20 D+21 D+22 
AAR 

Z 
0.271% 
(1.89)* 

0.008 
(4.21)* 

0.321% 
(0.96) 

-0.705% 
(-1.93)* 

-0.454% 
(-21.7)* 

0.324% 
(0.53) 

0.425% 
(1.23) 

Day D+23 D+24 D+25 D+26 D+27 D+28 D+29 

AAR 
Z 

-0.683% 
(-31.2)* 

-0.343% 
(-11.4)* 

-0.299% 
(-0.34) 

-0.315% 
(-1.17) 

-0.795% 
(-0 .55) 

0.540% 
(1.78)* 

0.345% 
(0.969) 

Day D+30 D+31 D+32 D+33 D+34 D+35 D+36 
AAZ 

Z 
0.198% 
(0.51) 

0.343% 
(1.052) 

0.056% 
(0.131) 

-0.408% 
(-1.128) 

0.202% 
(0.689) 

0.702% 
(2.263)* 

-0.236% 
(-0.715) 

Day D+37 D+38 D+39 D+40 
AAZ 

Z 
0.283% 
(0.719) 

0.182% 
(0.518) 

-0.592% 
(-1.63)* 

-0.524% 
(-2.107)* 
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Table 6: impact of negative «watch» announcements on equity market prices  

Day D-40 D-39 D-38 D-37 D-36 D-35 D-34 
AAR 

Z 
-0.021% 
(-0.06) 

0.157% 
(0.68) 

0.423% 
(1.54) 

0.175% 
(0.46) 

-0.483% 
(-0.64) 

-0.578% 
(-0.95) 

-0.146% 
(-0.45) 

Day D-33 D-32 D-31 D-30 D-29 D-28 D-27 
AAR 

Z 
0.393% 
(0.83) 

-0.042% 
(-0.14) 

-0.699% 
(-1.09) 

-0.288% 
(-0.95) 

0.047% 
(0.21) 

-0.566% 
(-0.64) 

-0.312% 
(1.81) 

Day D-26 D-25 D-24 D-23 D-22 D-21 D-20 
AAR 

Z 
0.150% 
(1.62) 

-0.134% 
(-2.36)* 

0.187% 
(1.68)* 

-0.455% 
(-0.88) 

-0.167% 
(-6.31)* 

-0.164% 
(-5.82)* 

-0.177% 
(-1.21) 

Day D-19 D-18 D-17 D-16 D-15 D-14 D-13 
AAR 

Z 
-0.389% 
(-1.48) 

-0.151% 
(-1.91)* 

-0.347% 
(-1.76)* 

-0.013% 
(-11.30)* 

-0.109% 
-1.08 

-0.506% 
-0.54 

-0.488% 
(-2.68)* 

Day D-12 D-11 D-10 D-9 D-8 D-7 D-6 
AAR 

Z 
0.131% 
(1.65) 

-0.296% 
(-0.77) 

-0.175% 
(-1.71)* 

-0.088% 
(-1.78)* 

-0.464% 
(-1.38) 

-0.163% 
-1.09 

-0.238% 
(-2.17)* 

Day D-5 D-4 D-3 D-2 D-1 D D+1 
AAR 

Z 
-0.121% 
(-1.62) 

-0.051% 
-1.31 

-0.340% 
(-1.94)* 

-0.787% 
( - 1.70)* 

-1.009% 
(-1.81)* 

0.331% 
(1.68)* 

0.257% 
(1.91)* 

Day D+2 D+3 D+4 D+5 D+6 D+7 D+8 
AAR 

Z 
0.521% 
( 2.34)* 

0.066% 
(2.13)* 

0.005% 
(1.69)* 

0.197% 
(1.55) 

0.568% 
(1.78)* 

0.026% 
(1.34) 

0.048% 
(1. 21) 

Day D+9 D+10 D+11 D+12 D+13 D+14 D+15 
AAR 

Z 
0.492% 
(1.76)* 

0.566% 
(2.65)* 

0.223% 
(2.81)* 

0.474% 
(0.89) 

0.175% 
(0.84) 

0.305% 
(1.23) 

0.221% 
(1.91)* 

Day D+16 D+17 D+18 D+19 D+20 D+21 D+22 
AAR 

Z 
-0.415% 
(-3.21)* 

0.276% 
(2.11)* 

0.198% 
(10.6)* 

0.074% 
(7.32)* 

-0.489% 
(-2.21)* 

0.263% 
(1.27) 

-0.478% 
(-0 ;21) 

Day D+23 D+24 D+25 D+26 D+27 D+28 D+29 
AAR 

Z 
0.442% 
(0.76) 

-0.156% 
(-0.34) 

-0.019% 
(-0.01) 

-0.099% 
(-0.57) 

0.128 
(-0.10) 

-0.1225% 
(-0.45) 

0.1689% 
(0.57) 

Day D+30 D+31 D+32 D+33 D+34 D+35 D+36 
AAR 

Z 
0.1416% 

(0.36) 
0.201% 
(0.70) 

0.1925% 
(0.52) 

0.36% 
(1.16) 

-0.01881% 
(-0.06) 

0.02% 
(0.06) 

0.02% 
(0.06) 

Day D+37 D+38 D+39 D+40 
AAR 

Z 
-0.3732% 
(-1.91)* 

0.7447% 
(2.44)* 

0.2632% 
(0.98) 

0.17646% 
(0.61) 

 
Table 7: Average abnormal returns on the event day  

Day 
0 

Positive 
Watch 

Negative 
Watch 

All 
Upgrades

Unexpected 
Upgrades 

Expected 
Upgrades

All 
Downgrades

Unexpected Expected 

Downgrades Downgrades 

AAR  +0.6476% +0.3315% +0.1754% +0.1667% +0.2953% -0.0096% -0.1352% + 0.2751% 

 (0.059) (0.1108) (0.1147) ( 0.1168) (0.0337) (1.9254) (1.1104) (0.0876) 

AAR Significant at least at 10% level are in bold  
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Table 8: Impact of unexpected upgrades on equity market prices  

Day D-40 D-39 D-38 D-37 D-36 D-35 D-34 
AAR 

Z 
-0.377% 
(-1.77)* 

-1.687% 
(-1.00) 

-0.2013% 
(-1.03) 

-0.125% 
(0.57) 

0.2824% 
(0.83) 

-0.0352% 
(-2.12)* 

0.2314% 
(0.83) 

Day D-33 D-32 D-31 D-30 D-29 D-28 D-27 
AAR 

Z 
-0.751% 
(-2.30)* 

-0.219% 
(-0.66) 

-0.031% 
(2.08)* 

-0.492% 
(-1.82)* 

0.000% 
(0.01) 

0.173% 
(1.82)* 

-0.028% 
(-1.86)* 

Day D-26 D-25 D-24 D-23 D-22 D-21 D-20 
AAR 

Z 
0.017% 
(0.42) 

-0.158% 
(-1.49) 

-0.026% 
(-1.75)* 

0.256% 
(-0.13) 

0.041% 
(1.38) 

-0.341% 
(-1.36) 

0.047% 
(0.82) 

Day D-19 D-18 D-17 D-16       D-15 D-14 D-13 
AAR 

Z 
-0.038% 
(-0.89) 

0.058% 
(0.88) 

0.407% 
(1.38) 

0.099% 
(2.08)* 

-0.114 % 
(-1.60) 

-0.218% 
(0.19) 

-0.095% 
(-1.47) 

Day D-12 D-11 D-10 D-9 D-8 D-7 D-6 
AAR 

Z 
0.261% 
(0.42) 

0.023% 
(0.96) 

0.247% 
(2.17)* 

-0.236% 
(-3.58)* 

0.149% 
(0.66) 

- 0.123% 
(-1.64)* 

0.418% 
(1.04) 

Day D-5 D-4 D-3 D-2 D-1 D D+1 
AAR 

Z 
0.406% 
(1.21) 

0.116% 
(1.74)* 

0.158% 
(3.18)* 

0.184% 
(1.75)* 

0.166% 
(2.89)* 

0.374% 
(2.07)* 

0.025% 
(1.72)* 

Day D+2 D+3 D+4 D+5 D+6 D+7 D+8 
AAR 

Z 
0.033% 
(1.80)* 

0.162% 
(1.71)* 

0.197% 
(3.77)* 

0.314% 
(2.61)* 

0.246% 
(2.68)* 

0.173% 
(3.30)* 

-0.168% 
(-0.75) 

Day D+9 D+10 D+11 D+12 D+13 D+14 D+15 
AAR 

Z 
0.162% 
(0.22) 

-0.178% 
(-1.07) 

-0.352% 
(3.43) 

-0.291% 
(0.11) 

-0.393% 
(-0.64) 

0.118% 
(0.46) 

0.304% 
(0.59) 

Day D+16 D+17 D+18 D+19 D+20 D+21 D+22 
AAR 

Z 
-0.039% 
(-1.27) 

-0.207% 
(-1.03) 

0.398% 
(1.93)* 

-0.040% 
(-3.28)* 

0.171% 
(1.74)* 

-0.197% 
(-0.71) 

-0.076% 
(-1.31) 

Day D+23 D+24 D+25 D+26 D+27 D+28 D+29 
AAR 

Z 
0.152% 
(0.40) 

-0.035% 
(-1.18) 

0.155% 
(0.73) 

0.240% 
(0.32) 

-0.0001% 
(-0.01) 

-0.1673% 
(-2.59)* 

-0.0949% 
(-0.35) 

Day D+30 D+31 D+32 D+33 D+34 D+35 D+36 
AAR 

Z 
0.3669% 

(1.33) 
-0.0996% 

(-0.29) 
0.1683% 
(0.52) 

-0.3273% 
(-1.29) 

-0.354% 
(-1.17) 

-0.4453% 
(-1.75)* 

0.582% 
(1.53) 

Day D+37 D+38 D+39 D+40 
 AAR 

Z 
-0.5232% 
(-2.43)* 

-0.05374% 
(-2.18)* 

-0.2043% 
(-1.74)* 

-0.1036% 
(-1.70)* 
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Table 9: Impact of expected upgrades on equity market prices  

Day D-40 D-39 D-38 D-37 D-36 D-35 D-34 
AAR 

Z 
0.829% 
(1.76) 

0.2167% 
(0.62) 

0.248% 
(0.89) 

0.3557% 
(1.39) 

0.15% 
(0.68) 

0.258% 
(0.75) 

0.48% 
(1.71) 

Day D-33 D-32 D-31 D-30 D-29 D-28 D-27 
AAR 

Z 
0.088% 
(0.22) 

0.254% 
(0.87) 

-1.89% 
(-0.89) 

-0.233% 
(-0.69) 

0.215% 
(0.70) 

-0.093% 
(-0.21) 

-1.139% 
(-1.66) 

Day D-26 D-25 D-24 D-23 D-22 D-21 D-20 
AAR 

Z 
-0.489% 
(-0.66) 

-0.680% 
(-2.35) 

-0.856% 
(0.97) 

0.304% 
(2.75)* 

1.778% 
(-1.13) 

0.068% 
(3.57)* 

-0.641% 
(0.36) 

Day D-19 D-18 D-17 D-16 D-15 D-14 D-13 
AAR 

Z 
-0.874% 
(0.08) 

0.484% 
(-1.82) 

-0.414% 
(-0.01) 

-1.492% 
(1.57) 

1.459% 
(4.21)* 

-0.285% 
(-0.02) 

-0.234% 
(0.06) 

Day D-12 D-11 D-10 D-9 D-8 D-7 D-6 
AAR 

Z 
-1.379% 
(-0.61) 

0.213% 
(0.57) 

-1.253% 
(-1.20) 

-0.097% 
(-0.31) 

0.235% 
(0.25) 

0.162% 
(1.06) 

0.142% 
(0.53) 

Day D-5 D-4 D-3 D-2 D-1 D D+1 
AAR 

Z 
0.926% 
(1.30) 

-0.091% 
(-0.15) 

-0.336% 
(-0.48) 

0.128% 
(0.46) 

-1.046% 
(-0.38) 

0.295% 
(3.47)* 

0.288% 
(2.27)* 

Day D+2 D+3 D+4 D+5 D+6 D+7 D+8 
AAR 

Z 
-0.274% 
(-1.23) 

0.983% 
(0.01) 

-0.618% 
(-0.54) 

-0.598% 
(-2.61)* 

-0.290% 
(0.45) 

-1.199% 
(0.88) 

0.852% 
(-0.67) 

Day D+9 D+10 D+11 D+12 D+13 D+14 D+15 
AAR 

Z 
1.005% 
(-1.12) 

-0.253% 
(-0.01) 

-0.075% 
(-0.80) 

-0.488% 
(-1.22) 

-0.524% 
(-1.55) 

-0.435% 
(-1.58) 

-0.117% 
(-0.61) 

Day D+16 D+17 D+18 D+19 D+20 D+21 D+22 
AAR 

Z 
-1.066% 
(-0.88) 

-0.634% 
(-1.10) 

-0.485% 
(-1.14) 

-0.531% 
(2.23)* 

0.275% 
(-1.16) 

-0.500% 
(-0.04) 

-0.187 
(1.01) 

Day D+23 D+24 D+25 D+26 D+27 D+28 D+29 
AAR 

Z 
-0.246% 
(0.50) 

-0.851% 
(-0.75) 

-0.682% 
(0.88) 

0.090% 
(2.68)* 

-0.156% 
(0.05) 

-0.021% 
(-1.65) 

-0.0005% 
(-0.02) 

Day D+30 D+31 D+32 D+33 D+34 D+35 D+36 
AAR 

Z 
0.414% 
(1.25) 

-0.013% 
(-0.03) 

0.678% 
(1.54) 

0.791% 
(2.31) 

0.255% 
(0.87) 

0.354% 
(0.83) 

0.119% 
(0.37) 

Day D+37 D+38 D+39 D+40 
AAR 

Z 
0.702% 
(1.62) 

-0.892% 
(-3.45) 

0.381% 
(1.44) 

-0.361% 
(-0.94) 
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Table 10: Impact of unexpected downgrades on stock prices:  

Day D-40 D-39 D-38 D-37 D-36 D-35 D-34 
AAR 

Z 
-0.02648% 

(-0.08) 
-0.889% 
(-1.82) 

-0.00003% 
(-0.01) 

0.563% 
(1.57) 

-0.4186% 
(-1.21) 

-0.00083% 
(-0.02) 

0.024% 
(0.06) 

Day D-33 D-32 D-31 D-30 D-29 D-28 D-27 
AAR 

Z 
-0.3167% 

(-0.61) 
-0.235% 
(-0.57) 

-0.367% 
(-1.20) 

-0.089% 
(-0.31) 

0.083% 
(0.25) 

-0.4423% 
(-1.06) 

-0.292% 
(-2.34)* 

Day D-26 D-25 D-24 D-23 D-22 D-21 D-20 
AAR 

Z 
0.275% 
(2.21)* 

-0.263% 
(-4.32)* 

-0.002% 
(-3.65)* 

-0.356% 
(- 1.69)* 

5.141% 
(8.63)* 

-0.232% 
(3.11)* 

-0.748% 
(1.92)* 

Day D-19 D-18 D-17 D-16 D-15 D-14 D-13 
AAR 

Z 
-0.554% 
(- 1.74)* 

-0.002% 
( 1.23) 

0.014% 
(0.65) 

0.010% 
(  0.98) 

-0.381% 
(-1.87)* 

-0.667% 
(-2.98)* 

-0.066% 
(-1.82)* 

Day D-12 D-11 D-10 D-9 D-8 D-7 D-6 
AAR 

Z 
-0.218% 
(-1.91)* 

1.141% 
(3.54)* 

-1.552% 
(-3.87)* 

-0.237% 
(-1.21) 

0.011% 
(1.76)* 

-0.158% 
(1.95)* 

0.223% 
( 3.11)* 

Day D-5 D-4 D-3 D-2 D-1 D D+1 
AAR 

Z 
0.095% 
(1.76)* 

-0.119% 
(-1.91)* 

0.306% 
(2.87)* 

-0.038% 
(-3.01)* 

-0.809% 
(-2.54)* 

-0.135% 
(-2.02)* 

-0.917% 
(-2.31)* 

Day D+2 D+3 D+4 D+5 D+6 D+7 D+8 
AAR 

Z 
-0.271% 
(-2.77) 

-0.087% 
(-3.05)* 

-0.392% 
(-3.42)* 

-0.037% 
(-2.13)* 

-0.407% 
(-7.21)* 

-0.785% 
(-5.43)* 

-0.614% 
(-3.22)* 

Day D+9 D+10 D+11 D+12 D+13 D+14 D+15 
AAR 

Z 
-0.598% 
(-6.10)* 

-0.171% 
(-3.24)* 

0.051% 
(1.65) 

0.194% 
(2.87)* 

0.105% 
(2.11)* 

0.323% 
(1.97)* 

0.592% 
(2.64)* 

Day D+16 D+17 D+18 D+19 D+20 D+21 D+22 
AAR 

Z 
0.298% 
(2.62)* 

0.037% 
( 0.65) 

-0.231% 
(-3.21)* 

-1.102% 
(-2.54)* 

1.386% 
(1.87)* 

0.394% 
( 0.99) 

-0.328% 
(-4.02)* 

Day D+23 D+24 D+25 D+26 D+27 D+28 D+29 
AAR 

Z 
0.341% 
(0.76) 

-1.154% 
(-2.87) 

0.124% 
(2.43)* 

-0.027% 
(-2.10)* 

-0.248% 
(-1.23) 

-0.327% 
(-1.71)* 

-0.261% 
(-1.31) 

Day D+30 D+31 D+32 D+33 D+34 D+35 D+36 
AAR 

Z 
-0.275% 
(-1.23) 

0.000% 
(0.01) 

-0.165% 
(-0.54) 

-0.828% 
(-161) 

0.127% 
(0.45) 

0.281% 
(0.88) 

-0.194% 
(-0.67) 

Day D+37 D+38 D+39 D+40 
AAR 

Z 
-0.892% 
(-3.45)* 

-0.381% 
(-1.44) 

-0.361% 
(-0.94) 

-0.699% 
(-1.43) 
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Table 11: Impact of expected downgrades on stock prices  

Day D-40 D-39 D-38 D-37 D-36 D-35 D-34 
AAR 

Z 
-0.0207% 
(-206)* 

0.1577% 
(0.68) 

0.423% 
(1.84)* 

0.1747% 
(0.46) 

-0.4831% 
(-1.74)* 

-0.5785% 
(-1.95)* 

-0.1459% 
(-0.45) 

Day D-33 D-32 D-31 D-30 D-29 D-28 D-27 
AAR 

Z 
0.3933% 

(0.83) 
-0.04227% 

(-0.14) 
-0.6987% 
(-3.09)* 

-0.2883% 
(-0.95) 

0.0471% 
(0.21) 

-0.5663% 
(-0.64) 

0.836% 
(0.67) 

Day D-26 D-25 D-24 D-23 D-22 D-21 D-20 
AAR 

Z 
0.214% 
(0.13) 

0.045% 
(-0.07) 

0.594% 
(0.02) 

-0.551% 
(-1.13) 

0.291% 
(0.79) 

0.0945% 
(4.07)* 

-0.312% 
(-0.57) 

Day D-19 D-18 D-17 D-16 D-15 D-14 D-13 
AAR 

Z 
0.794% 
(- 1.74)* 

0.499% 
( 3..23)* 

-0.662% 
(-0.65) 

0.652% 
(  0.98) 

-0.233% 
(-1.87)* 

-0.021% 
(-2.98)* 

-0.015% 
(-1.82)* 

Day D-12 D-11 D-10 D-9 D-8 D-7 D-6 
AAR 

Z 
-0.089 

(-1.91)* 
0.04% 
(3.54)* 

0.739% 
(3.87)* 

0.673% 
(1.21) 

-0.524% 
(-0.76) 

0.159% 
(2.95)* 

0.406% 
( 1.13)* 

Day D-5 D-4 D-3 D-2 D-1 D D+1 
AAR 

Z 
0.019 

(1.86)* 
0.573% 
(2.98)* 

0.139% 
(2.87)* 

0.286% 
(3.01)* 

0.782% 
(8.41)* 

0.275% 
(2.32)* 

0.395% 
(4.10)* 

Day D+2 D+3 D+4 D+5 D+6 D+7 D+8 
AAR 

Z 
0.083% 
(5.26)* 

0.005% 
(2.01)* 

0.003% 
(9.42)* 

0.068% 
(2.12)* 

0.796% 
(3.20)* 

-0.158% 
(-.2.24)* 

-0.184% 
(-2.13)* 

Day D+9 D+10 D+11 D+12 D+13 D+14 D+15 
AAR 

Z 
-0.320% 
(-1.87)* 

-0.320% 
(-1.64)* 

0.333% 
(1.77)* 

0.280% 
(12.21)* 

0.399% 
(1.90)* 

-0.075% 
(-1.87)* 

-0.309% 
(-2.54)* 

Day D+16 D+17 D+18 D+19 D+20 D+21 D+22 
AAR 

Z 
0.212% 
(2.62)* 

0.0316% 
( 0.65) 

0.047% 
(1.21) 

-0.068% 
(-2.54)* 

-0.178% 
(1.87)* 

-0.049% 
(-0.99) 

0.054% 
(1.02) 

Day D+23 D+24 D+25 D+26 D+27 D+28 D+29 
AAR 

Z 
0.2191% 
(1.84)* 

-0.117% 
(-2.87)* 

0.297% 
(2.43)* 

0.860% 
(2.15)* 

-0.105% 
(-1.73)* 

0.367% 
(2.24)* 

0.078% 
(0.32) 

Day D+30 D+31 D+32 D+33 D+34 D+35 D+36 
AAR 

Z 
0.364% 
(1.46) 

0.249% 
(0.89) 

-0.21% 
(-0.7) 

-0.055% 
(-0.14) 

-0.015% 
(-0.05) 

-0.180% 
(-0.67) 

0.196% 
(0.67) 

Day D+37 D+38 D+39 D+40 
AAR 

Z 
-0.332% 
(-0.57) 

-0.358% 
(-0.71) 

-0.022% 
(-0.09) 

0.191% 
(0.62) 
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BOX 1 
AN EVENT STUDY MODEL OF LARGE EUROPEAN BANK STOCK 
RETURNS  
The equity market event studies are structured using a two- factor model of large European 
bank stock returns. 

itR  is the monthly (daily) stock returns for the bank and event i at time t.  

1) In the estimation window, I estimate for each bank (event)  

itticmtiit MRR   21   

Where DC
ti

DC
titi PPR 1,,, lnln   with DC

tiP , is the (monthly) daily closing price of each bank 

bond i at time t. cmtR is the overall monthly (daily) market return for the same period in the 

country c and  tM  is a matrix of macroeconomic variables (OECD aggregate short term 

interest rate (IFS database) , G7 industrial production index (OECD database and IFS base). 
The model’s parameters are estimated using monthly returns for up to 2 years for the first study 
and up to 100 days for the second study.  

2) Using the estimated parameters  ˆ,ˆ of (1), I calculate at each time t of the event window 

and for each event the “normal returns” such that itR (normal)= î + î cmtR (observed) 

3) Within the event window, the abnormal return is defined as :  

ticmtiitit MRRAR 21
ˆˆˆ    

4) For any event i, I cumulate over any time period 21  to of the event window, the abnormal 

returns of equity such that: 





2

1

12,






t
tii ARCAR  

The average market reaction of  n events  (by type) at each date t, is 
defined by:  





n

i

itt AR
n

AAR
1

1
 

To determine the global effect of a number n of events, I compute the 
cumulative average abnormal return such that:  





2

1

21,






t

tAARCAAR  
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