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The focus of this study is the effect of bank merger announcements on the
client firms of those banks. In general, client firms of banks that announce a merger experience a
significant reduction in the supplg of credit from the merged main bank. Firms are unable to hedge
against this fall in credit availability from the main bank and experience a significant reduction
in total firm borrowing. However, the effect of bank merger announcements on client firms exhibits
substantial heterogeneity. Zombie firms find it especially difficult to hedge against the fall in
credit supplied by the main bank following a bank merger announcement. Thus, the zombie firms
experience a precipitous drop in total firm borrowing following the announcement of a merger by
their main bank. In addition, zombie firms experience significantly shorter distance-to-default and
lower firm investment following a merger announcement by their main bank.



Finance theory holds that banks are
special because of their ability to gather
soft information about their client firms
(Fama, 1985). Because such information
builds over time, access to bank finance
is particularly valuable in
relationship-based banking systems where
bank-firm relationships are long-term
commitments. Thus bank mergers - which may
trigger termination of such relationships,
result in the loss of soft information or
just weaken one of the merging banks’
decision authority to make use of soft
information - may damage affiliated client
firms’ access to bank credit.

Studies examining the effects of bank
mergers on client firms generally support
this hypothesis. There is evidence that
client firms whose main bank merges are
more likely to have their main bank
relationship terminated (Degryse,
Masschelein, & Mitchell, 2011; Karceski,
Ongena, & Smith, 2005), suffer the loss of
soft information (Ogura & Uchida, 2014),
experience declines in aggregate
outstanding loans and credit lines
(Bonaccorsi di Patti & Gobbi, 2007) and pay
higher borrowing costs (Sapienza, 2002;
Uchino & Uesugi, 2012).

However, no existing study has been able
to estimate the effect of bank mergers on
individual loans to specific firms. This
study fills that gap in the literature.
Using a unique dataset that [links
non-financial client firm outstanding
loans to the originating banks, we are able
to analyze the effect of banks mergers on
the supply of loans from individual banks
to specific firms. Applying methodology
pioneered by Khwaja and Mian (2008) and
Giannetti and Simonov (2013) we control
for any omitted variables that may
influence firm demand for loans, isolating
the effect of bank mergers on the supply
of credit. This allows us to examine
whether the supply of credit is affected
by the announcement of a merger by the
firms’ main bank. We then look at the
effect of bank mergers on a number of other
longer-term variables: growth in total
firm borrowing, distance-to-default and
firm investment.

Why do banks merge? What is the effect of
bank mergers on long-run bank performance?
Do bank mergers affect the supply of bank
loans to client firms? Are those effects
different depending on whether the merging
bank iIs an acquirer or target in the MEA

event? This research will address these
four broad research questions and related
issues that emerge.

In this study, bank-firm relationships
are defined using the Japan Company
Handbook survey data which asks firms to
identify a “ main bank” with which the
firm has a special relationship. There is
no legal definition of a main bank, but
nearly every Japanese company reports
having one. In our sample of 5,102 publicly
listed firms in Japan, 97% declare a main
bank in every year of the sample. Bank-firm
relationships are usually very stable.
After controlling for the effect of
mergers, most of the firms in our sample
stayed with the same main bank for all 23
years of the sample.

The bank-firm relationship data from the
Japan Company Handbook is matched with
data on bank merger announcements, loans
between each bank-firm pair, and financial
statements for both banks and client firms
in Japan. Bank merger announcements over
the sample period 1990-2012 are identified
using Nikkei Telecom 21, an archive of
Japan®s leading newspapers. The sample is
restricted to merger announcements that
were completed. Firms’ outstanding loans
with each individual bank, and annual
financial statements are from the Nikkei
NEEDS database.

The final data set yields 367,307
total observations of individual loans
between bank-firm pairs over the period
1990 to 2012. The individual loans are then
matched up with data on the firms receiving
the loans and the lending banks, as well
as announcements of bank mergers during
the sample period.

Of the 161 banks in the sample, 64
banks have experienced a merger during the
sample period. The median bank that merges
does so only once, although there is one
bank that was involved in 4 mergers.

Of the 4,450 firms in the sample,
2,177 firms, are credit constrained
(working capital ratio in the bottom 25%
of the sample in any given year) at some
point in the sample. 1,012 firms, are not
only credit-constrained, but qualify as
sick “ zombie” firms at some point in the
sample period. We adopt Peek and
Rosengren®s (2005) definition of credit
constrained and sick firms, which is
working capital ratio in the bottom 25% of
the sample in any given year for both
credit constrained and zombie firms, and
ROA in the bottom 25% of the sample in any



given year and annual stock return in the
bottom 1/3 of the sample in any given year
for sick firms. The idea is that firms with
low working capital may face temporary
liquidity shortages and difficulty paying
short-term debts. These firms are credit
constrained and presumably bank dependent,
but are not necessarily fundamentally
unsound. Sick firms, on the other hand, are
not only credit constrained, but also
fundamentally unsound. Evidence that
these kinds of firms are more likely to
receive additional or cheaper bank credit
(Peek & Rosengren, 2005), a practice that
keeps otherwise insolvent borrowers alive,
has led them to be called “ zombie” Firms
(Caballero, Hoshi, & Kashyap, 2008). Note
that the credit constrained and zombie
firms are not necessarily small firms and
in fact on average have higher annual sales
than the other firms in the sample. There
is evidence that forbearance lending to
zombie firms has brought enormous economic
costs to the Japanese economy (Caballero
et al., 2008).

The final data set described above has
three dimensions: individual banks b,
individual client firms i, and time t. It
is this rich, three-dimensional panel that
allows us to isolate the supply of credit
from Ffirm demand for loans. The three
dimensions to the data mean that in
regression analysis the researcher can
potentially control for two out of three
dimensions to the data: bank fixed effects,
firm fixed effects, or time fixed effects.
Following an approach first proposed by
Khwaja and Mian (2008) in a natural
experimental setting and then later
adopted by Giannetti and Simonov (2013) in
non-experimental setting, we create an
interaction term between firm Fixed
effects and time Tfixed effects.This
firm-year fixed effect adds a unique
intercept for each firm-year, controlling
for all firm-side factors, even those that
may vary by year, such as demand for loans.

Having controlled for any omitted
firm-side factors, we can then use the
growth in lending from individual banks to
individual firms in each time period to
capture the supply of credit from bank b
to firm 1 in period t. In the credit
supply analysis, we are also able to
include bank fixed effects to investigate
within-bank variation in credit supply
before and after merger events.
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Our empirical analysis shows the effect
of bank merger announcements on banks
supply of credit to their client firms in
the year of announcement, as well as the
longer-term impacts of bank merger
announcements on the supply of credit in
not only the year of a bank merger
announcement, but also the following three
years. The main takeaway from is that the
announcement of a merger by a firm' s
declared main bank on average results in
a highly statistically significant cut in



the supply of credit from the main bank to
the client firm. The cut in credit supply
ranges from an estimated -1.7% reduction
in the short to medium run to a cumulative
-2.3% cut in the long-run.
Credit-constrained firms are especially
hard hit in the long-run, experiencing a
further -2.1% cut in the supply of credit
from the main bank, for a total estimated
reduction in credit supply of -3.9%.

Another interesting result is the
empirical support we find for the
“ evergreening” theory that Japanese
banks keep alive credit-constrained, sick,
bank-dependent zombie firms. Our analysis
shows that zombie firms in general enjoy
highly statistically significant higher
credit supply from their declared main
bank on the order of 5.0%-5.7%.

Having established that bank merger
announcements result in cuts in the supply
of credit from the affiliated firms’ main
bank, we next investigate whether bank
merger  announcements affect other
long-term outcomes for firms.

The results show that bank merger
announcements have a statistically
significant negative impact on the growth
of total firm borrowing, firm distance to
default, and Firm investment. These
negative impacts are all statistically and
economically significantly higher for
credit constrained firms, and higher again
for credit constrained, sick, zombie
firms.
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