Monitoring and Controlling Bank Risk: Does Risky Debt Help?
CNV Krishnan, Peter Ritchken, James Thomson

Journal of Finance 60 (1), 343-377, February 2005

ABSTRACT: We examine whether mandating banks to issue subordinated debt would
enhance market monitoring and control risk taking. To evaluate whether subordinated debt
enhances risk monitoring, we extract the credit-spread curve for each banking firm in our
sample and examine whether changes in credit spreads reflect changes in bank risk
variables, after controlling for changes in market and liquidity variables. We do not find
strong and consistent evidence that they do. To evaluate whether subordinated debt
controls risk taking, we examine whether the first issue of subordinated debt changes the
risk-taking behavior of abank. We find that it does not.



