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ABSTRACT 

This study contributes to the understanding of the information content of bank 

loan announcements. More specifically this study examines individual borrowing 

firm common stock price reactions to three different aspects associated with bank 

loan announcements: the amount of information available prior to the loan 

armouncement, the uncertainty of the borrower's credit worthiness, and the loan 

purpose that may imply confidential information. The findings of this study provide 

additional insights regarding the role of commercial banks as information producers, 

information gatherers and monitors of confidential information. 

The results of this study suggest that the number of analysts is an important 

determinant of the information content of bank loan announcements. The amount of 

information conveyed through loan announcements is inversely related to the number 

of analysts. These findings suggest the amount of information available for a 

borrowing firm is an important determinant for information content in bank loan 

announcements. After controlling for the amount of available information, excess 

stock returns are significant at the 1% level for announcements for both new loans 

and renewals where the stated purpose of the loan was for capital expenditures. 

Positive excess stock returns are also significant for loan aimouncements where the 

amount of the loan relative to the market size of the fum is large. This evidence 

supports the hypothesis that bank loans signal confidential information. 



Positive excess stock returns were the largest for loan announcements to firms 

with a greater degree of uncertainty regarding the credit worthiness of the borrower 

prior to the loan announcement. Bond ratings, mixed renewal loan announcements 

(containing both favorable and unfavorable revisions), and negative share price 

returns prior to the loan announcement were used to proxy the degree of uncertainty 

of borrower credit worthiness. The two-day average excess returns were larger for 

firms that were not rated vs. firms that were rated. Financially distressed firms had 

positive two-day average excess stock returns, significant at the 1% level. The largest 

excess stock returns were associated with mixed loan announcements. These results 

indicate that bank loan announcements contain more information for firms where 

there is a greater degree of uncertainty regarding the borrower's credit worthiness 

prior to the loan announcement. 
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CHAPTER I 

INTRODUCTION 

Earlier evidence indicates that excess stock returns for borrowing firms are 

associated with bank loan announcements. Conversely, announcements of debt 

acquisitions from sources other than commercial banks are not found to result in 

significant excess stock returns. A question raised by earlier findings regarding loan 

announcements is: what additional benefits do commercial bank loans offer 

borrowing firms that are not provided by other types of financing? 

Theoretical and empirical studies have suggested that banks are a unique form 

of financial intermediary. Earlier empirical studies have found two-day 

announcement period excess returns associated with announcements of bank loans, 

while announcements of similar financing from other types of financial intermediaries 

were non-significant. However, the theory and empirical evidence explaining excess 

returns associated with bank loan announcements is not entirely clear. This paper 

provides a thorough empirical investigation of common stock price reactions to 

individual firms' bank loan announcements. 

Most of the earlier theoretical and empirical works relating to the effect of 

bank loan announcements on common stock prices have been based on the 

information gatherer and/or monitor hypotheses. However, in addition to being an 

information gatherer and monitor, commercial bank loans may have other benefits 

such as confidentiality. The purpose of this study is to gain additional insights 
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regarding the information content of bank loans by controlling for three aspects of 

bank loan announcements: (1) the amount of information prior to the loan 

announcement; (2) the degree of uncertainty of the credit worthiness of the borrower 

prior to the loan announcement; and (3) specific loan purposes that may reveal 

previously confidential information. 

In this study, it is hypothesized that information effects related to bank loan 

announcements will occur only if the information was not already revealed to the 

market from other sources such as analysts following the firm, rating agencies, other 

stockholders, institutional stockholders or other information producers. Stock price 

reactions will occur only in an efficient market when there is new or unexpected 

information revealed. Secondly, positive information may be implied by some types 

of bank loans, where the bank may be acting on favorable confidential information. 

Last, it is hypothesized that more information is conveyed in loan announcements 

when there is a greater degree of uncertainty regarding the borrower's credit 

worthiness prior to the loan announcement. 

Chapter II of this paper begins with a brief review of earlier theories regarding 

stock price reactions to various aimouncements of changes in corporate financing. In 

addition to these hypotheses of announcement effects, earlier theories of financial 

intermediaries are summarized. In general, financial intermediaries play important 

roles as information producers in an environment where information asymmetries are 

present and information is costly. Commercial banks play important roles as 

information producers through monitoring frnns and gathering information. In 



addition to these roles, commercial banks have confidential information on firms that 

is not publicly available. 

In Chapter III, the results of earlier empirical investigations of bank loan 

announcements are discussed. The issue of information content related to 

announcements of financing has been looked at with respect to the source of 

financing, loan purpose, maturity, loan type, size of the borrower and default risk. 

The empirical findings suggest there is something unique about bank loans that 

distinguishes them from other forms of equity and debt. 

Chapter IV points out several gaps in the previous literature related to the 

amount of information available to the market, the role of confidential information 

and the uncertainty of borrower credit worthiness. Earlier empirical studies have 

found excess returns related to bank loan announcements. However, based on the 

earlier empirical tests, it is not clear what benefits commercial banks are providing. 

Several hypotheses are developed in Chapter IV, which will contribute to the 

understanding of information content in bank loan announcements. 

The data and methodology for an empirical investigation are discussed in 

Chapter V. The methodology is consistent with the attempt to observe the effects of 

bank loan announcements on common stock prices. Last, a discussion of the 

contribution of this study to previous literature is provided in Chapter VI. Additional 

insights as to the role commercial banks play is gained by controlling for the amount 

of information prior to a loan announcement, the uncertainty of the credit worthiness 

of the borrower, and the purpose of the loan. Based on these factors, loan 



announcements in some cases are expected to contain more new information than in 

other cases. 

The most important determinant of whether new information will be 

revealed in loan announcements depends on whether the information was expected or 

unexpected. In cases where there are fewer sources of information, there is a greater 

probability of the information embodied in bank loan announcements to contain new 

information. In addition, loan announcements are expected to contain more 

information in cases where the loan announcements imply bank decisions were based 

on confidential information, and/or where there is a greater degree of uncertainty 

regarding the credit worthiness of the borrower. There is assumed to be a greater 

degree of uncertainty regarding the credit worthiness of the borrower, in cases where: 

(1) the borrower is not followed by a rating agency; (2) there is a greater probability 

of default, or (3) where the borrowing firm is financially distressed. 



CHAPTER II 

LITERATURE REVIEW 

General Hvpotheses of Stock Price 
Reactions to Announcements 

A number of hypotheses have been suggested for explaining how the market 

will react to announcements concerning different forms of financing when a 

corporation has changes in external financing. These hypotheses are related to: (1) 

optimal capital structure; (2) implied cash flow changes; (3) unanticipated 

announcements; and (4) information asymmetry. 

Modigliani and Miller (1958) developed a capital structure irrelevance 

hypothesis. They suggest that when investment is given at time zero and there are no 

market imperfections, the value of the leveraged firm will be equal to the value of the 

unleveraged firm. However, when taxes and transaction costs are introduced, or if 

investment policy and capital structure are independent, then there will be an optimal 

market value of the firm that is dependent upon the debt to equity structure of the 

firm. Under this framework, the function relating the value of the firm and leverage 

will be concave. The optimal capital structure hypothesis states that there is an 

optimal debt to equity position that optimizes the value of the firm. Therefore, 

increasing the amount of leverage for a firm increases the firm's tax shelter, and thus 

increases the value of the firm. However, as pointed out by Smith (1986), even if 



security sales might by themselves create value for the firm, shareholders may 

anticipate the security announcement as bad news if there are costs of bankruptcy. It 

may be difficult to differentiate whether a change in firm value is due to a leverage 

effect alone or to a shift in the function relating leverage to firm value. Therefore, the 

optimal capital structure hypothesis becomes difficult to test empirically. 

The implied cash flow change hypothesis states that changes in dividend 

policy, earnings, and/or financing may imply changes in a firm's expected future cash 

flows. Easterbrook (1983) suggests that firm's dividend payout policy guarantees the 

future earnings performance of the firm. He hypothesizes, that managers are reluctant 

to decrease the amount of dividends, because of the negative signal it sends to 

investors. While, increasing dividends sends a positive signal to investors regarding 

management's expectations of future earnings. Miller and Rock (1985) hypothesize 

that dividend announcements will have positive stock price reactions, because 

investors make inferences about implied changes in expected net operating cash 

flows. 

The unanticipated announcement hypothesis states that if the market is 

efficient, then only unexpected announcements should have any impact on the stock 

prices. Therefore, under the unexpected announcement hypothesis, the amount of the 

abnormal stock return will be directly proportional to the degree of uncertainty prior 

to an announcement. Miller and Rock (1985) hypothesize that only unanticipated 

financing announcements will cause abnormal stock price reactions. This hypothesis 



has important implications for the information content of bank loan announcements. 

In Chapter IV of this dissertation, it is hypothesized that the number of information 

producers is an important factor in determining whether the information is 

unexpected. 

The information asymmetry hypothesis states that abnormal stock returns 

associated with announcements will be greater the more the asymmetry in information 

between investors and the management. For example, in Chapter IV of this 

dissertation, it is hypothesized that the amount of information asymmetries may be 

directly proportional to the degree of uncertainty regarding the credit worthiness of 

the borrower. Insiders may have a better understanding of the true probability of 

default, than outsiders. Myers (1984) and Myers and Majluf (1984) hypothesize that 

more senior claims such as preferred stock and convertible debt will be less sensitive 

to changes in firm value than common stock. Therefore, the common stock price is 

expected to fluctuate more as additional information regarding the borrower's default 

risk, or credit worthiness, is revealed. Under the information asymmetry hypothesis, 

stock price effects of security issues will be greater the more the asymmetry in 

information between insiders and investors. 

Fariier Hvpotheses Related to Financial Intermediaries 

Akerlof (1970) illustrates how markets can break down when information 

asymmetries between buyers and sellers are too great. He uses the example of the 



used car market to illustrate how buyers will discount the value of a used car. Sellers 

have more information regarding the true value of the used car. Therefore, buyers 

will discount the price they are willing to pay, because they do not know whetiier the 

car is a lemon. Sellers of good used cars will not be willing to sell the used car at a 

discount; therefore, the market breaks down. 

Jensen and Meckling (1976) present a theory where agency costs arise when 

management does not act in the best interest of outside owners. They suggest the use 

of both debt and equity securities to cut down on agency costs. In order to minimize 

the costs of agency, outside-owners must monitor the behavior of managers or hire 

someone else to monitor the behavior of the managers. 

Ross (1977) presents a theoretical model that shows how mangers or insiders 

can signal information regarding the value of the firm. In his model, there are only 

two types of firms, a and b, where the value of a type a firm is greater than the value 

of a type b firm. Ross suggests a type a firm will take on debt to signal to the market 

the true value of the firm. Although b firms may wish to imitate the firm's actions and 

take on debt, type b firms cannot because of the risk of bankruptcy. 

The existence of financial intermediaries has been justified on the basis of 

information asymmetries, costly information, and transactions costs, therefore, 

financial intermediaries provide benefits through the process of gathering and 

monitoring information more efficiently. Issues of adverse selection, agency costs, 

moral hazard and signaling arise from information asymmetries. Financial 
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intermediaries have been hypothesized to play important roles as information 

producers and monitors to help break down information asymmetries. 

Financial Intermediaries as 
Information Gatherers and Monitors 

The majority of the theoretical work related to the uniqueness of bank loans, 

as opposed to other forms of financing, is based upon the characteristics that banks 

are more efficient as information gatherers and monitors. Benston and Smith (1976), 

Ramakrishnan and Thakor (1984) and Diamond (1984) suggest that banks have a 

competitive advantage in gathering information, and therefore can minimize search 

and monitoring costs. Ramakrishnan and Thakor (1984) develop a theory in which 

intermediaries act as brokers for firms who need capital. Without brokers, each 

individual lender would have to gather information before making a loan. With 

financial intermediaries, there is no duplication of information production. The 

information producer certifies the firm's economic worth to the lenders. 

Ramakrishnan and Thakor also suggests there will be a coalition of information 

producers versus an individual information producer if the coalition further reduces 

costs of information production. They suggest that incentive costs resulting from 

moral hazard created by the probability of each information producer generating 

unreliable information declines with the number of intermediaries in a coalition. 



Diamond (1984) also suggests banks may be more efficient in gathering and 

monitoring information. Diamond hypothesizes that intermediaries' ability to 

diversify risk related to monitoring costs is the key to the value added role of 

intermediaries. This diversification can result in two ways. The first is set forth by 

Ramakrishnan and Thakor (1984), who suggest as the number of intermediaries 

monitoring a firm approaches infinity, the costs of monitoring approaches zero. The 

lowering of bank monitoring costs through a cross-monitoring hypothesis is further 

developed by Booth (1992). Booth suggests the costs of monitoring is shared by 

different entities, when there is both bank and public debt. Diamond suggests a 

second way in which diversification reduces monitoring costs is by having an 

individual intermediary with a large number of entrepreneurs who each have 

independent projects. This diversification through intermediaries helps reduce the 

risk of lenders (depositors) to zero. In essence the financial intermediary acts as a 

delegated monitor, who can produce information at a lower cost and will act in a 

prudent manner for the depositors. Diamond suggests that practical implications of 

the delegated monitor hypothesis are related to commercial banks and insurance 

companies. 

The monitoring hypothesis was presented first by Kane and Malkiel (1965) 

and later by Black (1975) and Fama (1985). A bank acting as a monitor signals the 

credit worthiness of a borrower, and helps overcome problems related to adverse 

selection and moral hazard that result fi-om information asymmetries. Fama (1985) 
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distinguishes banks from other sources of financing due to bank loans being a form of 

insider debt, which enables banks to monitor more closely the borrowers' activities. 

Fama stresses that effective monitoring only occurs over time as a function of the 

continuous monitoring by banks through the renewal process of bank loans. Fama 

suggests that new loans convey no new information to the market. Fama 

hypothesizes that information is only conveyed through loan renewals, because banks 

can only develop a rapport with their customers and gain information through 

continuous monitoring over time. 

Financial intermediaries play a key role in monitoring. The additional 

expenses of going through a financial intermediary can be thought of as a monitoring 

fee. Financial intermediaries produce information that will reduce information 

asymmetries between the investor and the management of the firm. This monitoring 

can take place through financial analysts, investment banks, commercial banks, 

independent auditing firms, insurance companies, or outside members of a firm's 

board of directors. 

Financial Intermediaries and the 
Confidential Information Hypothesis 

In addition to the information producer and monitor hypotheses, the 

confidentiality hypothesis may also have important implications for the role 

commercial banks play as financial intermediaries. In Chapter IV of this dissertation 
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it is hypothesized that commercial banks play an important role as monitors of the 

credit worthiness of the borrowers. The certification of borrower credit worthiness is 

similar to the certification and reputation capital hypotheses of earlier investment 

banking literature. 

Jensen and Meckling (1976) develop the theory of agency costs and suggest 

that independent auditing firms can reduce these agency costs. ̂  Fama and Jensen 

(1985) and Smith (1986) suggest that investment bankers not only help find a market 

for securities, but they play a very key role as monitors. Investment banks have 

reputation capital to uphold, and therefore will not set a price for securities that is 

inconsistent with insider information. In the short-run, investment banks could make 

excess profits based on insider information, but in the long-run investors would not 

buy securities through that investment bank. 

A similar hypothesis to the monitoring hypothesis is presented by Baron 

(1982), Bootii and Smith (1986), Beatty and Ritter (1986) and others. Booth and 

Smith (1986) find evidence tiiat supports a certification hypothesis. They suggest that 

benefits of certification of security issues through an investment banker adds value to 

a firm. The benefit arises from the ability of the management to communicate to 

investors through an investment bank that the stock price is consistent with inside 

^ Watts (1977) and DeAngelo (1981) also suggest that independent auditors 
provide valuable monitoring services which keep down agency costs. Wakeman 
(1981) suggests that bond rating agencies are effective monitors because of the 
importance of maintaining their reputation capital. Mayers and Smith (1982) suggest 
this monitoring can also be done by insurance companies. 
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information. Consequently, management is willing to pay underwriter fees in order to 

communicate or certify the true firm value. An underlying assumption of the 

certification hypothesis is that the investment bank has a good reputation. 

Furthermore, the certification is more valuable the greater the information 

asymmetries, because of incresed potential for wealth transfers. 

The certification hypothesis was developed under the assumption that 

investment banks have a good reputation that certifies the value of new issues. A 

similar reputation hypothesis could be applied to commercial banks. Diamond (1991) 

provides a theory in which bank monitoring reduces moral hazard with respect to 

reputation effects. Diamond suggests that borrowers whose credit ratings are towards 

the middle of the spectrum rely more heavily on bank loans. Borrowers with high 

credit ratings don not require monitoring to eliminate moral hazard. Borrowers with 

good credit ratings need to maintain good ratings in order to keep tiieir cost of capital 

low. Conversely, low-rated borrowers have less to lose with negative information 

being revealed. Therefore, monitoring is not worthwhile. However, borrowers with 

medium ratings require more monitoring because there is more uncertainty as to how 

these companies will choose projects. Such companies can choose from either risky 

or safe projects, and have an incentive to engage in moral hazard. The borrowers at 

the high and low end of the credit rating spectrum have no opportunities for profits 

through moral hazard. Borrowers with medium ratings eventually establish a track 
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record, and their ratings may thus be affected. Choosing safe projects will then result 

in less monitoring in the future by investors. 

Other theories have also been developed that suggest ways in which agency 

costs arising from information asymmetries can be reduced. Leland and Pyle (1977) 

provide a theoretical framework that suggests information asymmetries can be 

partially overcome as individuals invest more of their own wealth in projects. 

Campbell and Kracaw (1980) and Chan and Kanatas (1985) show how collateral can 

be used to break down information asymmetries between lenders and borrowers. 

Campbell (1979) develops a confidentiality hypothesis, suggesting firms are able to 

raise capital through banks without revealing confidential information to the public, 

especially competitors. When the company does not wish competitors to obtain 

inside information related to the company's strategy or future growth opportunities, 

private debt financing is of value to the firm's owners because capital can be raised 

without revealing confidential information to competitors. 

Summary 

In this chapter, five general hypotheses are discussed related to stock price 

reactions to announcements of changes in financing that relate to optimal capital 

structure, implied cash flow change, unanticipated announcements, and information 

asymmetry. The second section of this chapter discusses earlier hypotheses directly 

related to financial intermediaries. The roles of financial intermediaries in earlier 

14 



studies have been defined to be that of information producers and monitors. 

Ramakrishnan and Thakor (1984) and Diamond (1984) discuss how financial 

intermediaries have a cost advantage in producing information. They also suggest 

how diversification through financial intermediaries provides value to lenders. The 

monitoring hypothesis suggested by Black (1975), Fama (1985) and others suggests 

that financial intermediaries play an important role in reducing agency costs and 

moral hazard by monitoring the borrower. 

Earlier theoretical and empirical studies have emphasized the monitoring 

hypothesis and the information gatherer hypothesis, for explaining positive excess 

returns associated with bank loan announcements. A third hypothesis, the 

confidentiality hypothesis which was first presented by Campbell (1979), has not 

been emphasized in earlier empirical investigations of bank loan announcements. 

There have been several studies that have found evidence of positive excess 

returns for common stocks following bank loan announcements. While, negative or 

non-significant excess returns were found to be associated with announcements of 

other forms of debt or equity issuance. The implications of these empirical findings 

are that something is unique about bank loans. These empirical studies are discussed 

in the next section of the dissertation. 
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CHAPTER III 

PREVIOUS EMPIRICAL RESULTS 

Earlier studies have investigated the two-day announcement period common 

stock price reactions with respect to the following five hypotheses: (1) optimal capital 

structure; (2) implied cash flow changes; (3) unanticipated announcements; and (4) 

information asymmetry. Earlier empirical findings suggest that announcements of 

bank loans have a significantly positive impact on excess stock returns of companies 

that receive the loans over the two-day announcement period, while announcements 

of debt acquisitions from other sources have non-significant or negative stock returns. 

In the first section of this chapter a brief summary of the empirical findings of two-

day announcement period effects for announcements of changes in capital financing is 

provided. 

Empirical Findings Related to Announcements 
of Changes in Capital Financing 

There have been numerous studies that have found evidence of significant 

average stock price reactions to announcements of changes in capital financing. 

Mausulis (1980a), Mausulis and Korwar (1986) and Mikkelson and Partch (1986) 

found significant negative abnormal stock returns associated with aimouncements of 

the issuance of common stock. Mausulis (1980a and 1980b), Vermaelen (1981) and 

Dann (1981) found positive abnormal stock returns associated with announcements of 
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intrafirm share repurchases. However, the positive excess stock returns are most 

likely the result of an increase in firm value due to a leverage effect. This is 

reinforced by the fact that in cases where the financial structure of the fum resulted in 

reduced leverage, there was a reduction in fum value. ^ Similarly, Dann and 

Mikkelson (1984) and Mikkelson and Partch (1986) found negative price effects for 

convertible debt offerings. Mikkelson (1981) finds a negative share price response to 

calls of convertible debt forcing conversion to common stock. 

This evidence concerning common stock issuance and convertible debt is 

consistent with the information asymmetry hypothesis between insiders and investors. 

Myers and Majluf (1984) and Myers (1984) hypothesize that stock price effects of 

security issues will be greater the more the asymmetry in information between 

insiders and investors. The evidence is also consistent with the Miller and Rock 

(1985) model, in which unanticipated announcements of net new financing lead 

investors to lower their assessment of future earnings prospects. In the Miller and 

Rock model, it is hypothesized that only unanticipated financing announcements will 

cause abnormal stock price reactions, and the type of security being issued is 

irrelevant. Whereas, in the Myers and Majluf (1984) model the abnormal returns are 

related to the type of security being issued. 

^ Masulis (1980a), Mikkelson (1981), Eckbo (1986), and Mikkelson and 
Partch (1986) all find evidence of negative or non-significant excess stock returns in 
cases where exchange offers, security sales, or conversion-forcing calls reduce the 
financial leverage of the firm. 
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Conversely, the price effect of announcements of straight debt offerings is not 

as clear. Dann and Mikkelson (1984) report a non-significant negative stock price 

reaction associated with announcements of public straight debt offerings. Mikkelson 

and Partch (1986) found non-significant stock price reactions at the 10 percent level 

for a sample from 1972 to 1982. But negative stock price reactions at the 5 percent 

level were found for subsets of their sample consisting of completed offerings of 

straight debt. The authors' explanation for this was that managers attempt to issue 

common stock or convertible debt when shares are overpriced, and tend to cancel 

proposed offerings if, in their view, shares are under-priced. 

The findings of these studies are consistent with hypotheses discussed in 

Chapter II, optimal capital structure, implied cash flow changes, unanticipated 

announcements, and information asymmetry. However, Mikkelson and Partch 

(1986), as well as later studies, found an interesting phenomenon associated with 

bank loan announcements. Significantly positive excess stock returns were found to 

be associated with announcements of bank loans. Conversely, similar announcements 

of changes in insider-debt from sources other than commercial banks were non

significant. The remainder of this chapter discusses the findings of empirical 

investigations of bank loan announcements. 

Pnir '̂̂ ^^^ Findings Related to Bank Loan Announcements 

Mikkelson and Partch (1986) investigated cross-sectional regressions of 

announcement effects related to: (1) the amount of new fmancing; (2) the size of the 
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offering; (3) quality ratings of debt; and (4) purpose of the offering. They looked at 

stock price reactions to announcements of common stock, preferred stock, straight 

debt, convertible debt offerings, private placements of debt, term loans and credit 

agreements. 

In their study, the sample consisted of 360 randomly selected firms from the 

New York and American Stock Exchange for the period 1972 to 1982. In order to be 

considered the firms would have to be listed on the Center for Research in Security 

Prices (CRSP) tapes and Moody's Industrial Manual. 

Average prediction errors were measured around the announcement of all 

financing events and around the issuance or cancellation of security offerings. The 

announcements, t = 0, were considered to be the day reported in the Dow Jones News 

Wire. The excess return or prediction error for firm j over period t was defined as: 

PEj, = Rj, - (aj + bjRmi), (3.1) 

where R , is the rate of return for security j over period t, R^^ is the rate of return on 

the CRSP equal-weighted market index over period t, and QJ and bj are OLS 

estimates of firm j ' s market model parameters. The estimation period was 140 trading 

days, begiiming 21 trading days after the issuance or cancellation. Daily excess stock 

returns were averaged over all firms within a particular group to produce a daily 

portfolio average prediction error (APE): 

N 

APE, = l/NY,PEjt, (3.2) 

where N is the number of observations in the sample. The APE were then 
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standardized for testing statistical significance: 

SPEJ = Y,PEM/SJ , 
/=0 

where 

Sj = 2v: 
1 (Rmt — Rm) 

1 + + ^ ^ 
/ ^ [Rml — Rmj 
1=1 

(3.3) 

(3.4) 

and Vj is the residual variance of the market model regression for firm j , M is the 

number of days in the estimation period, and R^ is the mean market return over the 

estimation period. 

Mikkelson and Partch then tested the hypothesis that the average standardized 

prediction error equals zero. Their results indicated that the most significant variable 

in determining stock price reactions was the type of security. Announcements of 

bank credit agreements were the only announcements that resulted in significant 

excess stock returns. 

Fama (1985) argues that the bank borrowers bear the cost of the reserve 

requirement tax on certificates of deposit (CDs). James (1987) further examines this 

issue and reaches a similar conclusion. In addition to the reserve requirement tax, 

James examined stock price responses to announcements of bank loans, private debt 

placements, and public straight debt issues. If information is costly and information 

asymmetries exist between management and investors, then Kane and Malkiel (1965), 

Bemanke (1984), Myers and Majluf (1984) and Fama (1985) suggest that bank loans 

are a form of insider debt that helps break down information asymmetries. Under this 
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framework new information is provided by an armouncement of a bank loan, and 

positive excess stock returns are expected. Evidence of two-day announcement 

period positive excess stock returns are found by Mikkelson and Partch (1986) and 

James (1987) for bank credit agreements. However, Mikkelson and Partch (1986) and 

James (1987) do not find evidence of excess stock returns for similar forms of insider 

debt. Therefore, the evidence is not fully consistent with the insider debt hypothesis. 

Mikkelson and Partch (1986), James (1987), Lummer and McConnell (1989), 

and Slovin, Johnson and Glascock (1992) further examine specific characteristics of 

bank loans and the borrowing firm. The following characteristics of loans and 

borrowers have been examined in empirical studies: loan purpose, amount, maturity 

of the loan, loan covenants, default risk and borrowing firm size. The Mikkelson and 

Partch (1986) metiiodology was used in all of the above studies for calculating the 

excess stock returns. 

James divides his sample into five groups with respect to loan purpose: 

refinance debt, capital expenditures, general corporate purposes, repay bank loans 

and no purpose given. Positive excess stock returns were significant at the .01 level 

for general corporate purposes and repayment of bank loans but excess returns for the 

other categories of loans were not significantly different from zero at the 1% level. 

Lummer and McConnell (1989) extend the earlier work by distinguishing loan 

announcements into two groups, new loans and loan revisions. The data in their 

study were gatiiered by searching the Wall Street Journal Index (WSJI) for credit 

agreement announcements for the period 1976 to 1986. They find that positive excess 
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stock returns are due to loan revisions, and that announcements for new loans are not 

significant. This is consistent with Fama's (1985) hypothesis that banks are only 

important as monitors through time, and banks do not have an information advantage 

at the outset. Lummer and McConnell suggest that the results may also be biased if 

non-renewals and other unfavorable news announcements are not announced as 

frequently as favorable news. 

In addition to distinguishing whether loan announcements concern new or 

existing loans, Lununerand McConnell (1989) sub-divide the announcements 

concerning renewals of existing credit agreements into three categories: favorable, 

unfavorable, and mixed revisions. Terms of credit agreements may be revised with 

respect to loan maturity, interest rate, loan amounts, and loan covenants. Positive 

two-day excess stock returns were associated with favorable announcements. 

Announcements were classified as favorable if at least one of the following 

characteristics of the credit agreement were stated: increased loan amounts, extended 

maturity, reduced interest rate or less restrictive loan covenants. Negative two-day 

excess stock returns were associated with unfavorable announcements; for example, 

reduced loan amount, shortened maturity, increased interest rate, or tightened loan 

covenants. The greatest positive excess stock returns were found for the sample of 

mixed revisions. Announcements are categorized as being mixed if they contain 

specific information that is both favorable and unfavorable. An example of a mixed 

announcement would be an increased loan amount with more restrictive covenants. 
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Upon further investigation, Lummer and McConnell found that of the 76 

observations that were classified as mixed announcements, 50 of the observations had 

previous announcements that indicated the borrower may have violated one or more 

of the terms of the credit agreement. Announcement of violations of credit 

agreements can be interpreted as signs of financial distress. In the other 26 cases, 

there were no previous announcements indicating financial distress. The first 

subgroup of 50 financially distressed firms were found to have significantly positive 

excess stock returns associated with loan announcements. However, in the second 

subset of 26 observations with no previous signs of financial distress, the excess stock 

returns were not significantly positive. 

Slovin et al. (1992) were the first to include NASDAQ firms in their study. 

They find evidence that if the size of the firm is considered, then positive excess stock 

returns will be associated with announcements related to new loans as well as existing 

loans. Slovin et al. also find that there is little evidence that bank loan 

announcements convey any information for larger firms. 

The evidence found by Slovin et al. (1992) related to firm size is not 

surprising and is consistent with earlier theories. Fama (1985) suggests that smaller 

firms prefer bank loans because information and contracting costs are smaller for 

insider debt such as bank loans than the cost of obtaining outside debt for smaller 

firms. Therefore, banks may play a more important role in signaling the credit 

worthiness of smaller firms, because there are fewer information producers gathering 

information for smaller firms. 
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Atiase (1985) hypothesizes that because less information is produced about 

small firms, the expected percentage change in stock prices in response to a public 

announcement is a decreasing function of firm size. Atiase's findings support the 

hypothesis that the amount of unexpected information conveyed to the market by 

actual earnings reports is inversely related to firm size. They attribute this 

phenomenon to differential levels of pre-disclosure information based on differences 

in firm size. 

In addition to finding an inverse relationship between firm size and excess 

stock returns associated with earnings announcements. Freeman (1987) finds that 

security prices of large firms begin to reflect reported earnings earlier than small 

firms. Arbel et al. (1983) provide a rational explanation for differences in the 

dispersion of information with respect to firm size. They suggest security analysts 

devote most of their attention to relatively large capitalization firms, because small 

capitalization firms are generally unsuited to the investment requirements of financial 

institutions. In their study of 510 firms over a 10-year period, the common stock 

returns for firms that were "neglected" by institutions significantly outperformed 

those of firms tiiat were widely held by institutions. 

Summary 

Chapter III discusses some of the findings of empirical investigations of 

announcement literature. The findings suggest there is something unique about bank 

loans that makes them different from other forms of equity and debt. Mikkelson and 
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Partch (1986) and James (1987) found significant positive excess stock returns 

associated with the announcement of bank loans. Conversely, negative or non

significant excess stock returns were found to be associated with other forms of debt 

and equity. 

More recent studies by Lummer and McConnell (1989) and Slovin et al. 

(1992) have tried to identify specific characteristics that might help explain earlier 

findings. Lummer and McConnell (1989) divide announcements of credit 

agreements into two groups, new and renewals. Their evidence is consistent with an 

earlier hypothesis of Fama (1985) that only announcements concerning renewal of 

loans will signal information to the market. Fama (1985) suggests that monitoring 

can only be done over time, and that new loans do not convey any significant new 

information. Fama hypothesizes that banks cannot be effective monitors until they 

learn more about the borrower through time as a relationship between the bank and 

borrower develops. This view, however, does not take into account confidential 

information regarding future growth opportunities for the firm. If the bank is given 

confidential information, then new loans as well as renewals will signal new 

information to the market. 

Slovin et al. (1992) include NASDAQ as well as NYSE and AMEX firms in 

their sample. Their findings suggest that when firm size is considered, both new 

loans and renewals have significantly positive excess stock returns for small firms. 

Conversely, excess stock returns were non-significant for large firms. However, it is 
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not clear for why size alone should be important, or if it is a proxy for some other 

factors. In Chapter IV, shortcomings of these earlier empirical studies are discussed. 
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CHAPTER IV 

INFORMATION CONTENT OF 

BANK LOAN ANNOUNCEMENTS 

Gaps in Previous Literature 

Most of the earlier theoretical and empirical work related to the effect of bank 

loan announcements on common stock prices has been based on the information 

gatherer and/or monitor hypotheses. However, in addition to being an information 

gatherer and monitor, banks may provide other benefits, such as confidentiality, in 

their loan relationships. The purpose of this study is to gain additional insight 

regarding the information content of bank loans by controlling for three aspects of 

bank loan announcements: (1) the amount of information prior to the loan 

announcement; (2) the degree of uncertainty of the credit worthiness of the borrower 

prior to the loan announcement; and (3) specific loan purposes which may imply 

confidential information. 

Earlier theoretical work by Diamond (1984), Ramakrishnan and Thakor 

(1984), Fama (1985), and others suggest that banks play important roles as 

information producers and/or monitors. The monitor and information producer 

hypotheses emphasize agency costs and continuous bank monitoring as loans such as 

credit lines are renewed. The confidentiality hypothesis places more emphasis on the 

fact that bank loans are a form of insider debt. Therefore, the bank is in a sense the 
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delegated monitor who has a better idea of the chance of failure or credit worthiness 

and future growth opportunities of the borrowing firm than the market as a whole. 

While certain theoretical work stresses monitoring role as apposed to the 

information producer hypothesis, these different characteristics of banks are not 

necessarily mutually exclusive. Most of the empirical studies formulate hypotheses 

that do not allow for interactions among different characteristics, and treat certain 

characteristics of firms and loans as being mutually exclusive. Typically in empirical 

research, certain loan and borrower characteristics are examined to determine what 

characteristics are important and what information is being signaled to the market. 

The first area not addressed by earlier empirical studies is whether the 

information in the loan announcements is new. In this study, the amount of 

information prior to the loan announcement is controlled for. If there is a large 

amount of information available prior to a loan announcement regarding a firm, then 

bank loan announcements are less likely to contain new information. Conversely, if 

there is a limited amount of information available prior to a loan announcement, then 

bank loan announcements are more likely to contain new information regarding the 

borrowing firm. 

The market size of a firm may be an important variable in explaining excess 

stock returns for bank loans, because less information is available for smaller firms. 

However, it is not clear whether size is a proxy for the amount of information 

available to the market, high stock prices or some other factor. Slovin et al. (1992) 

look at the effect size plays on determining excess stock returns. They find that size is 
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the most important variable in explaining excess stock returns associated with bank 

loan announcements. Their findings are consistent with earlier work by Diamond 

(1984), Fama (1985) and others who have suggested information asymmetries are 

larger for smaller or less followed firms. 

However, based on the Slovin et al. evidence, it is not clear why firm size is 

important. More direct measures of information availability prior to the loan 

announcements are needed to provide additional insight as to how stock prices are 

affected by loan announcements. In particular, such measures are expected to provide 

additional insight related to the unexpected information hypothesis. It is 

hypothesized that only loan announcements that contain new information are 

expected to result in excess stock returns. If a borrowing firm is being closely 

followed by a number of information producers, then commercial banks will not 

provide new or unexpected information through bank loan announcements. 

Second, earlier studies have not addressed the importance of confidentiality. 

Fama (1985) hypothesizes that only loan renewals signal information as a result of the 

continuous monitoring involved in the renewal process over time. Fama also 

hypothesizes that new loans will signal no information to the market. The rationale 

for this is that banks gain useful information about the borrower only after a period of 

time, through which a relationship is developed. Fama argues it is only the renewal 

process that provides additional information. Diamond (1984) and others suggest that 

banks are information producers or gatherers, so new loans as well as loan renewals 

signal information to the market. 
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The monitoring hypothesis developed under the framework of Fama (1985) 

does not consider the importance of the confidentiality of information. When banks 

receive confidential information, which will not be disclosed to the market, then it is 

also possible that bank decisions on new loans may also signal information to the 

market. Campbell (1979) suggests that bank financing enables firms to borrow 

without revealing confidential information to competitors. When the company does 

not wish competitors to obtain inside information related to the company's strategy, 

private debt financing is of value to the firm's owners because capital can be raised by 

revealing confidential information only to the lenders. 

Lummer and McConnell (1989) find evidence that supports Fama's monitor 

hypothesis. For their sample of loan renewals, the average two-day announcement 

period excess stock return was 1.24%, which was statistically significant at the 1% 

level. For their sample of new loans, the average two-day announcement period 

excess stock return was 0.07, which was not statistically significant. These findings 

suggest that only loan announcements conceming loan renewals reveal new 

information to the market. Slovin et al. (1992) included NASDAQ stocks in their 

study and found that announcements conceming both new loans and renewals to 

smaller firms had significant stock price reactions. 

In this dissertation, it is hypothesized that new loans as well as renewals 

convey important information to the market, in part because of the role banks play in 

keeping information confidential. In certain cases bank loan announcements state the 

purpose of the loan was for capital expenditures. Firms may require additional capital 
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for the purpose of acquisitions or future company growth. Bank loans provide a way 

for the firms to raise this capital while keeping their plans confidential from 

competitors. Bank loans of this nature may signal future potential earnings increases 

for the firms. Investors are expected to react positively to announcements that imply 

the bank made a loan based on favorable confidential information. 

Third, the role of uncertainty about borrower credit worthiness has not been 

developed previously. Although James (1987) and Lummer and McConnell (1989) 

suggest that default risk may play a role in explaining excess stock retums once a loan 

is announced, there is no a priori reasoning for how default risk may affect what 

information is being conveyed to the market. James (1987) finds the largest positive 

excess stock retums associated with announcements of bank loans for firms with 

investment grade bonds. He also finds firms that had non-investment grade bonds or 

that were not rated had smaller positive excess stock retums associated with bank 

announcements. The sample for the James study consisted only of firms traded over 

the NYSE and AMEX for the period 1974 to 1983. Therefore, the results might be 

biased because the sample consisted of mostiy large firms. In addition, loan 

commitments over this time may be signaling information to the market regarding 

future mergers, acquisitions, or leveraged buyouts. It is not clear from James' study 

what information, if any, is being signaled to the market. 

Lummer and McConnell (1989) separate loan renewals announcements into 

three categories, those with favorable, unfavorable and mixed information. Loan 

renewals are categorized as favorable if there is a favorable revision to the loan in the 
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announcement, (increase in the amount of the loan, decrease in the interest rate, 

increase in the maturity, release of collateral, or less restrictive covenants). The 

market would interpret these changes to be favorable signals from the commercial 

bank. Consistent with Fama (1985), it is this renewal process of a bank's continuous 

monitoring, that signals information to the market. Examples of unfavorable 

revisions are decreases in the amount of the loan, increases in the interest rate, 

additional collateral requirements, or more restrictive covenants. Loan renewals are 

classified as mixed if they contain both favorable and unfavorable revisions in the 

loan announcement. They find that mixed announcements had the highest positive 

excess stock retums. They state, "this result is puzzling in that, a priori, we 

anticipated that this class of announcements would convey a less positive signal about 

the state of the firm than announcements of purely favorable revisions" (p. 110). 

Regarding the results of Lummer and McConnell (1989), the greatest amount 

of uncertainty regarding the credit worthiness of the borrower prior to loan 

annoimcements may have been proxied by the mixed group. For example, if there is a 

greater degree of uncertainty regarding the credit worthiness of the borrower, a bank 

may be willing to increase the amount of the loan and/or extend the maturity of a loan 

with more restrictive covenants or additional collateral. Therefore, even though these 

later revisions would be considered unfavorable, the loan announcement is 

predominantly favorable because it indicates that the bank is willing to continue to 

work with the borrowing firm. Upon further investigation of this mixed group, 

Lummer and McConnell found that 50 out of a total of 76 mixed announcements, had 
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prior announcements suggesting that the borrower was financially distressed. The 

largest excess stock retums for the mixed group suggest that more information was 

revealed with the loan announcements conceming this group. Therefore, the 

announcement that a bank loan was made or renewed is predominantly good news 

because of the large uncertainty regarding the credit worthiness of the borrower 

preceding the announcement. In this dissertation, it is hypothesized that positive 

excess stock retums will be larger or more likely for aimouncements of bank loans 

made to firms where there previously was a greater degree of uncertainty regarding 

the credit worthiness of the borrower. 

In this dissertation it is first hypothesized, that excess stock retums will occur 

only if there is new information being conveyed to the market. Stock price reactions 

will occur only for the unexpected portion of the announcement, holding all other 

things constant. If the information in the announcement was anticipated or revealed 

prior to the announcement by other sources, then the announcement will contain very 

little new information. Conversely, with a higher degree of uncertainty prior to the 

announcement, it is more difficult to anticipate the contents of the announcement, 

and more information will be conveyed through the announcement. 

Second, certain types of loans may convey more information than others based 

on the role banks play in keeping information confidential. Loan announcements for 

capital expenditures or large amounts relative to the market size of the fum may 

imply the bank has confidential information regarding future growth opportunities for 

the firm. Third, if the information is new, loan announcements to borrowers for 
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which there is more uncertainty as to the borrower's credit worthiness should have 

larger excess stock retums than loan announcements to borrowers with less 

uncertainty about their credit worthiness. 

This dissertation will control for the amount of information, the role of 

confidential information, and the uncertainty of the borrower's credit worthiness 

prior to the loan announcement, where the degree of uncertainty of borrower's credit 

worthiness is related to degree of uncertainty of whether a loan will be approved. The 

development of the hypotheses for this paper is presented in the next section. 

Theoretical Underpinnings 

Earlier research has indicated that positive excess stock retums were found for 

a two-day bank loan announcement period. However, earlier studies do not fiilly 

explain why abnormal retums are associated with bank loans. The purpose of this 

study is to gain additional insights regarding the information content of bank loans by 

controlling for three aspects of bank loan announcements: (1) the amount of 

information already available to the market prior to the announcement; (2) the 

purpose of the loan, which may imply confidential information; and (3) the degree of 

uncertainty related to the borrower's credit worthiness prior to the announcement. 

In general, I posit that: 

(1) Information effects will occur only if the information is not afready in the 
market due to effective monitoring by: 

(a) analysts following the firm; 
(b) rating agencies; 
(c) stockholders; and/or 
(d) institutional stockholders. 
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(2) Favorable information may be implied by some types of bank loans, where 
the bank may be acting on confidential information. 

(3) More information is conveyed in loan announcements when there is a 
greater degree of uncertainty regarding the borrower's credit worthiness 
prior to the loan announcement. 

The model presented below in equation (4.1) is based upon the assumption 

that the amount of new information in a bank loan announcement at time t, ŷ , is a 

function of the purpose of the loan, P, given the amount of information available to 

the market previous to the loan announcement, Qt.i. 

Y, = f(P I Qt.i), (4.1) 

where: ŷ  = amount of new information in a bank loan announcement at time t, 

P = the purpose of the loan, 

Qt.i = the amount of information available to the market previous to the 

loan announcement. 

The amount of new information in bank loan announcements is inversely 

related to the amount of information sources prior to the loan announcement, 

d y/^Qt.! < 0. There is no a priori reasoning for distinguishing among different loan 

purposes other than loans that imply future growth for the firm. Therefore, d y/5P, 

has no interpretation in the context of the above equation. However, James (1987) 

foimd that the most significant positive excess stock retums were found where the 

stated purpose was for general corporate purposes and the repayment or refinancing of 

bank debt. It is difficult to draw conclusions based on the limited amount of 

information conceming loan purpose stated explicitly in the loan announcement. 
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The amount of the loan relative to the market size of the firm may imply new 

information related to future growth of the firm, especially in cases where there is no 

stated loan purpose in the announcement. For example, in cases where loan 

announcements are to firms that are highly rated by bond rating agencies and are 

monitored by a number of information producers, little additional information is 

expected to be contained in loan announcements. However, if the amount of the loan 

relative to firm market size is large, it may imply the firm will be growing 

significantly eitiier by future capital expenditures or acquisitions. This may be a 

favorable signal to the market, if the loan announcement provides new information 

related to expectations of larger future cash flows for the firm. 

The amount of information of specific loan announcements, yt, is expected to 

vary with individual characteristics of firms and loans. For example in cases where 

the loan purpose indicates future growth opportunities, new confidential information 

is implied in the announcement. The implication is that the bank based the loan 

decision on favorable confidential information. Loan announcements that are 

hypothesized to contain the most information are those for which there are few 

outside sources of information other than the bank. 

In equation (4.2), the amount of information available to the market prior to a 

loan announcement, Qt.i, is assumed to be a function of the number of analysts 

following the firm, NANAL, the percentage of institutional investors, INST, whether 

the firm is rated by a debt rating agency, BRATE, and the firm market size, SIZE. If 
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there is substantial monitoring from outside sources other than the bank, then there is 

expected to be more information prior to the bank loan. 

Qt., = f(NANAL, INST, BRATE, SIZE) (4.2) 

Development of the Hypotheses 

Previous studies have investigated the average two-day stock price retums 

associated with bank loan announcements. Excess stock retums with respect to a 

number of characteristics such as purpose of the loan, debt ratings, new versus 

renewal loans and type of loan have been examined. The studies related to loan 

announcements are based upon either the monitor hypothesis or the information 

producer or gatherer hypothesis. However, the issues of whether the information in 

the loan announcement was unexpected, the role of confidential information, and the 

degree of uncertainty of borrower credit worthiness have not been addressed in earlier 

studies. 

In this paper, it is first hypothesized that the amount of information content in 

loan announcements is inversely related to the amount of information already 

available to the market prior to the announcement. Excess stock retums will only 

occur where there is new information being revealed to the market. Second, certain 

loan purposes are hypothesized to convey more new information to the market than 

others. Certain loan purposes may imply the bank may be extending new or 

additional credit based upon confidential information. In addition to controlling for 
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the amount of information sources prior to a loan announcement, certain types of 

information may be more useful in explaining excess stock retums associated with 

bank loan announcements. Therefore, a third hypothesis related to the credit 

worthiness of the borrower is also developed. Excess stock retums are expected to be 

larger in cases where there is more uncertainty regarding the credit worthiness of the 

borrower prior to the loan announcement. 

Amount of Information Hypothesis 

The first hypothesis is related to the amount of information available to the 

market. Positive information effects will occur only if the information is not already 

in the market. In other words, excess stock retums will occur only in cases where the 

new information was unexpected or not anticipated prior to the announcement. Stock 

price reactions will occur only for the unexpected portion of the announcement, 

holding all other things constant. If the information in the announcement was 

anticipated or revealed prior to the announcement by other sources, then the 

announcement will contain very little new information. Conversely, with a higher 

degree of uncertainty prior to the announcement, it is more difficult to anticipate the 

contents of the announcement, and more information will be conveyed through the 

announcement. If there is effective monitoring by sources other than a bank, then 

bank loan announcements may not contain any new information to the market. 

Hoi: Other things being equal, excess stock retums will be larger for bank loan 
announcements of substantial size where there is limited information 
available from other information producers. 
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H^i: Other things being equal excess stock retums will be smaller or non
significant for bank loan announcements where there is substantially 
more information available from other information producers. 

Earlier studies have suggested size as an important variable in explaining 

excess stock retums. However, exactiy what effect size is capturing is not entirely 

clear. Size may be a proxy for the availability of information. More direct proxies 

related to the amount of information available to the market are suggested, the 

number of analysts following a firm, the percentage of shares held by institutions, and 

the availability of bond ratings for firms. 

Ramakrishnan and Thakor (1984) and Diamond (1984) suggest that as the 

number of information producers increases, the costs of monitoring decrease for an 

individual information producer. In the same sense, there is less reliance on any 

individual information producer to monitor an individual firm, because the costs of 

monitoring are shared by all information producers. Therefore, if there is a large 

number of analysts following a firm, then the additional monitoring of the commercial 

bank becomes less important. New information regarding the firm will be revealed to 

the market through all of the information producers. Arbel et al. (1983) suggest that 

security analysts devote most of their attention to firms that meet the investment 

requirements of financial institutions. Bond rating agencies provide additional 

information related to the credit status of the borrower. If a fum is not rated by 

outside agencies, there will be less information available to shareholders regarding a 

particular firm's credit worthiness. 
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If there are very few sources of outside monitoring sources, then there is more 

reliance on bank monitoring, and the information in loan announcements is more 

likely to be new information. Whether the information was anticipated prior to the 

loan announcement is hypothesized to be the most important factor in explaining 

excess stock retums. Information in loan announcements is valuable only if it has not 

already been conveyed through the market from other sources. Therefore, proxies 

representing the amount of information already available in the market are 

hypothesized to be the most important factors in explaining excess stock retums. 

Confidential Information Hypothesis 

Certain loan announcements regarding loans being made for the purpose of 

future firm expansion or growth, will reveal new information to the market regardless 

of the number of information producers available prior to the loan announcement. If 

the market believes the banks are extending additional funds or credit to a borrower 

based on confidential information, then the loan announcement signals important new 

information to the market. 

The purpose of the loan reveals additional information related to the 

underlying uncertainty of the firm's future as a going concem. For example, whether 

a loan is related to restmcturing, future growth or acquisitions, working capital or 

normal operations may reveal additional information. In this dissertation, it is 

hypothesized, that in cases where there are numerous sources of monitoring and 

information production in addition to the commercial bank, the only loan 
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announcements that are hypothesized to contain information are those tiiat imply 

greater future earnings due to growth, or those that help resolve uncertainty regarding 

the degree of uncertainty of borrower credit worthiness. 

James (1987) and others have looked at differences in stock price reactions 

based on the stated loan purpose in the loan announcement. However, there are many 

cases where no purpose is given. In this paper it is hypothesized that the amount of 

the loan implies additional information regarding the future growth of the firm. If the 

size of the loan is large relative to the size of the firm, it may imply the firm will be 

growing significantly either by future capital expenditures or acquisitions. The bank 

grants the new loan or credit based upon confidential information related to the firm's 

ability to generate larger future cash flows by growth through either new projects or 

acquisitions. 

H02: Positive excess stock retums will be larger for bank loan announcements 
reflecting types of loans made for the purpose of future growth or 
expansion and/or where the amount of the loan is large relative to the 
firm's size. 

H ^ : Excess stock retums will be smaller or non-significant for loan 
announcements reflecting loan purposes not related to future growth or 
expansion and/or the amount of the loan is small relative to the firm's 
size. (Provided that there is no uncertainty regarding the credit 
worthiness of the borrower or that no unexpected information is revealed 
in the bank loan announcement.) 

Figure 1 illustrates the role different loan purposes may play as determinants 

of stock price reactions. In Figure 1, the observations are first categorized based on 

the amount of information sources prior to the loan announcement, Qfi- The next set 

of variables indicate whether the purpose of die loan was for: (1) general corporate 
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purposes, Pgenerai, (2) refinancing of debt, Pd̂ bt, (3) capital expenditures, Peaptiai, or (4) 

repayment of bank loans, Pbank, (5) no purpose given, Pnone- In addition to tiiese 

categories, an implied sixth loan purpose is for future growth based on confidential 

information. Loans in this category for the purpose of growth, Pgrowth» are proxied by 

the relative size of the loan. All observations are ranked according to the amount of 

the loan relative to the market size of the firm. Observations in the upper quintile are 

classified as growth loans. 

In Figure 1, ŷ ĵ represents the amount of new information implied in the loan 

announcement. In cases where there are a limited number of information producers, 

represented in Figure 1 as ytj where i = 1, 2, 3, 4, 5 and 6, loan announcements are 

hypothesized to reveal new information to the market. The excess stock retums 

associated with a two-day announcement period are expected to be significantly 

positive, in cases where banks are playing an important role as an information 

producer and/or monitor. For example, loan announcements to companies that rely 

more heavily on banks as their source of outside financing would be classified in 

these categories. In cases such as this there are few, if any, institutions, agencies, or 

individuals producing information about the company. 

In cases where there are a substantial number of information producers other 

than the bank, not all types of bank loan announcements are anticipated to reveal new 

information to the market. The amount of new information in loan announcements in 

cases where there are some or many information sources prior to the loan 

42 



announcement are represented by ŷ ĵ, where i = 7... 12. In Figure 1, Qt-i,0' represents 

observations where there are few information sources prior to the loan announcement, 

Qt.i 1, represents observations where there are some information sources prior to the 

loan announcement, and Qt.i,2» represents observations where there are many 

information sources prior to the loan announcement. The amount of new information 

is expected to be significantly positive in cases where the loans are made for the 

purpose of capital expenditures, y^gandyt 15, and future growth, yt̂ i2 and ŷ îg The 

excess stock retums associated with these loan announcements are expected to be 

significantly positive. Investors will react to the bank loan announcements positively, 

because they believe the bank based its decision to make the loans on confidential 

information regarding future cash flows of the company. 

Degree of Uncertainty of Borrower Credit Worthiness 

In addition to the role confidential information may play in loan 

announcements, there may also be cases where the bank certifies the credit worthiness 

of the borrower through loan announcements. There is a higher degree of uncertainty 

regarding the borrower's credit worthiness prior to a loan announcement when there 

is more uncertainty of whether a bank will approve a loan. For example, it is assumed 

that there is less uncertainty regarding the borrower's credit worthiness in cases where 

the borrower has other debt rated A or higher. In other words, the market expects a 

bank to make a loan to a borrower with AAA rated debt outstanding. Conversely, the 
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market may not expect a bank to make a loan for borrowers with very low rated debt. 

Therefore, loan announcements to borrowers with very low rated debt convey 

unexpected information to the market. The uncertainty of a borrower's credit 

worthiness is also greater in cases where there is less information about the borrower. 

For example, if a borrower is not rated by a debt rating agency, there is more 

uncertainty of the borrower's credit worthiness. 

Unless monitors are able to reduce the information asymmetries between 

management and investors, agency costs may be incurred. It is hypothesized that 

commercial banks are efficient monitors of firms. Furthermore, they provide an 

additional benefit to firms by breaking down information asymmetries while keeping 

inside information confidential. In effect the commercial bank certifies the credit 

worthiness of the firm. Therefore, other investors such as shareholders rely on 

commercial banks to provide information regarding the credit worthiness of the 

borrower. This is partially because commercial banks are highly regulated 

institutions that are required to act in a pmdent manner that is consistent with inside 

information. Therefore, in addition to commercial banks' roles as monitors and 

information producers or gatherers, they provide benefits to firms by certifying the 

credit worthiness of the firm while keeping information confidential. 

In cases where there is greater uncertainty about the borrower's credit 

worthiness, loan announcements may provide new information if the information has 

not already been revealed through other information producers. The degree of 

uncertainty regarding the credit worthiness of a borrower is assumed to be directly 
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related to the probability of a bank loan being approved. The most information is 

expected to be found in cases where there is little outside monitoring from sources 

other than the bank, and there is a large degree of uncertainty conceming the 

borrower's credit worthiness, or the loan purpose implies the bank provided 

additional funds. There is greater degree of certainty that a bank loan will be 

approved for a borrower with AAA rated debt, than for a borrower with very low 

rated debt. The market may not expect announcements of bank loans to firms that are 

financially distressed or firms that have a high probability of default. Therefore, loan 

announcements for firms that are financially distressed or that have a higher default 

probability, convey more unexpected information to the market. 

A bank will require more collateral or more restrictive covenants for firms that 

are financially distressed. This could be considered unfavorable information to the 

common shareholder, because the additional collateral may involve pledging part of 

the shareholder's ownership interest in the company. In addition, the firm will be 

more restricted in its ability to choose new projects with more restrictive covenants. 

However, if the shareholders perceived the firm as being financially distressed prior 

to the loan announcement, the stock price of the firm would most likely have already 

been discounted in anticipation of future bank actions. In a study by Ahrony, Jones 

and Swary (1980), investors discounted the stock as early as five years prior to 

bankruptcy. This suggests that investors are cognizant of early signs of financial 

distress, and quickly discount the price of the stock of distressed firms. 
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When a firm is financially distressed and loan covenants have been violated, it 

is not surprising that banks will seek additional collateral and make more restrictive 

covenants. The uncertainty that is present prior to the loan announcement is related to 

whether the bank will be willing to continue to work witii the firm. Therefore, due to 

this uncertainty, bank loan announcements to firms that are financially distressed are 

generally perceived as favorable information, because the bank is acting on 

confidential insider information and is willing to continue to work with the firm. 

This is consistent with the findings of Lummer and McConnell (1989), who 

found 76 cases where the loan announcement contained both favorable and 

unfavorable information. Of these 76, 50 were found to have previous 

announcements in the Wall Street Journal, that indicated that the borrowing firm was 

in jeopardy of violating one or more of the terms of the agreement. The largest 

significantly positive average prediction errors were associated with these 50 

observations. Lummer and McConnell (1989) suggest that the amount of negative 

abnormal retums for the firm prior to a loan announcement may be a proxy for the 

degree of financial distress. 

The degree of uncertainty regarding the credit worthiness of a borrower is 

assumed to be directly related to the probability of a bank loan being approved. It is 

assumed that there is greater uncertainty regarding the credit worthiness of the firm if 

the firm is financially distressed. Due to the uncertainty of whether the bank will be 

willing to continue to work with a borrower, loan aimouncements to financially 

distressed firms will contain more information than announcements conceming 
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healthy firms. Therefore, the size of the excess stock retums should be inversely 

related to the financial condition of the firm prior to the loan announcement. The 

third hypothesis states that announcements to firms where there is more uncertainty 

regarding the credit worthiness of the firm will contain more information than 

announcements to firms where there is little uncertainty of the credit worthiness of the 

firm. 

H03: Positive excess stock retums will be larger for loan announcements to 
firms where there was a greater degree of uncertainty regarding the 
credit worthiness of the borrower prior to the loan announcement. 

H^j: Excess stock retums will be smaller or non-significant for loan 
announcements to firms where there was little uncertainty regarding the 
credit worthiness of the borrower. 

In cases where the bond is not rated, knowledge about the borrower's credit 

worthiness depends on the amount of information from other information producers 

prior to the loan announcement. This is consistent with the first hypothesis, that there 

is more uncertainty regarding the credit worthiness of the borrower in cases where 

there are limited sources of information. In cases where firms are not rated by bond 

rating agencies, there is more reliance on the commercial bank for monitoring the 

credit status of the borrower. 

Bond ratings are another possible proxy for the degree of uncertainty of a 

borrower's credit worthiness. The uncertainty of borrower credit worthiness is 

inversely related to the bond rating. There is very little uncertainty of the borrower's 

credit worthiness for borrowers with high investment grade debt. When a bank loan 

announcement is made for a firm with other high investment grade debt, there is very 
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little new information contained in the announcement. It is not surprising that banks 

are willing to lend additional funds to a highly rated company. 

However, if there is more uncertainty regarding the tme credit worthiness of 

the borrower, bank loan announcements will contain new information. For example, 

there may be cases where a firm has very low rated debt and banks are still willing to 

lend to that firm. Investors may infer from that loan announcement that the borrower 

is more credit worthy than previously thought based on the fact that the bank is acting 

on confidential information. If loan announcements are categorized by firm according 

to bond ratings as being or investment grade (BBB or above) or non-investment grade 

(below BBB), then it is expected that excess stock retums will be larger for non-

investment grade firms than investment grade firms. 

In addition, there may be outliers in cases where die firm is placed on credit 

watch prior to the loan announcement. These are firms whose credit worthiness is the 

most questionable and are most likely to have bond grading changes in the near future 

if they are rated. Larger excess stock retums are anticipated in cases where there is a 

great deal of uncertainty of the credit worthiness of a low investment grade or non-

investment grade bond. However, in cases where the grade is eitiier AAA(-) or 

AA(+), the uncertainty of the grade is not as important, because regardless of the 

grade change, the borrower is considered to be very credit worthy. Therefore, bank 

loan announcements will convey very little new information regarding tiie credit 

worthiness of tiie borrower. 
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In earlier studies the rationale for excess stock retums being related to size 

was based on information asymmetries that are often greater for smaller companies 

than larger companies. However, if a smaller firm is healthy and growing, a new loan 

may not reveal new information to the market unless it shows potential for additional 

growth opportunities or expansion. Conversely, if a smaller company is financially 

distressed, more information regarding the credit worthiness of the company is 

revealed. Excess stock retums are expected to be larger for smaller companies that 

are financially distressed than for smaller companies that are healthy. 

It is hypothesized that there will be greater uncertainty of the borrower's credit 

worthiness in cases where there are fewer information sources prior to the loan 

announcement, Qt-i,o- In Figure 2, bond ratings by a debt rating agency are used as 

proxies for the degree of uncertainty of a borrower's credit worthiness. The degree 

of uncertainty is considered to be smallest, cpiô , in cases where the firm has an 

investment grade rating by a debt rating agency. More uncertainty is expected to be 

found in cases where there is a higher default risk proxied by a non-investment grade 

rating for the borrower, cpHigh-

In cases where tiie borrower is not rated by a debt rating agency, (PNot Rated' the 

uncertainty of the credit worthiness of the borrower is expected to be a function of the 

amount of information available regarding a borrower. Therefore, in cases where tiie 

borrower is not rated by a bond rating agency and there is a limited number of 

information producers following the borrower, there is expected to be greater 
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uncertainty regarding the credit worthiness of the borrower. Figure 2 also illustrates 

cases where a firm is not rated by a bond rating agency. Bank loan announcements 

are expected to contain new information regarding the credit worthiness of the 

borrower. The rationale for this is that banks have confidential inside information 

that is used to determine whether a firm is credit worthy. 

Examining interactions of the degree of uncertainty of borrower credit 

worthiness prior to a loan announcement and different loan purposes should provide 

additional insights on stock price reactions to loan announcements. It was 

hypothesized earlier that information regarding some types of loans, such as loans for 

the purpose of normal operations, may not contain new information if there are a 

number of sources for information prior to the loan announcement. However, other 

loans that may indicate future growth or expansion, may convey new favorable 

information to the market, regardless of the amount of information sources prior to 

the announcement. In addition, excess stock retums for loan announcements related 

to future growth opportunities are expected to be larger in cases where there is greater 

uncertainty regarding the credit worthiness of the borrower. 

Loans that are designed to provide borrowers with more liquidity for seasonal 

fluctuations in working capital or normal operations will convey new information 

only if there is uncertainty as to the borrower's ability to repay the loan. Excess 

stock retums related to announcements of bank loans where the stated purpose was 

for working capital or normal operations will convey information only if the borrower 

has few or some information sources other than the bank and/or the borrower is not 
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rated or has low or non-investment grade debt. Figure 2 illustrates that when there is 

uncertainty regarding the credit worthiness of the borrower, loan announcements will 

convey more information to the market. 

Because the majority of loan announcements contain information that would 

be interpreted as favorable to the market, the excess stock retums associated with 

bank loan announcements are expected to be positive. In cases where there is 

uncertainty regarding the credit worthiness of the borrower, represented by (Pnigh' the 

market relies on the bank to certify the credit worthiness of the borrower. Therefore, 

the amount of new information signaled through the loan announcement in these 

cases, represented by \•^ where i = 7,...12, is expected to be statistically significant. 

The magnitude of positive excess stock retums is expected to be inversely 

related to the amount of available information prior to loan announcements. The 

magnitude of the positive excess stock retums is also expected to be directly related to 

the degree of uncertainty of credit worthiness. Finally, in cases where certain loan 

purposes imply future growth for the company, the loan announcements are 

hypothesized to signal significant information to the market if the information was not 

already conveyed through other information sources. In general, in cases where there 

is little uncertainty regarding the credit wortiiiness of the borrower (cases in which the 

borrower has investment grade debt), excess stock retums are not expected to be 

statistically significant. The exceptions are tiiose cases for which tiie loan purpose or 
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type implies or states future growth, and this information was not already conveyed to 

the market. 

In addition, excess stock retums related to loan announcements regarding 

lines of credit for liquidity purposes are expected to be larger for financially 

distressed firms than healthy firms. In cases where there is a high degree of 

uncertainty of borrower credit worthiness, (pHigĥ  the announcement of a new loan or 

loan renewal conveys more information to the market, than in cases where there is 

very little imcertainty regarding the credit worthiness of the borrower, cpLow • For 

example if a firm is healthy, or has a low default probability and therefore little 

uncertainty of credit worthiness, it is not surprising that a bank would be willing to 

extend a line of credit to the firm. Conversely, for financially distressed firms, there 

is much more uncertainty whether the bank will continue to extend credit to the firm 

or force it into bankmptcy. 

A second approach for testing the third hypothesis is illustrated by Figures 3 

and 4. Loan renewal announcements will be grouped according to the information 

content of the bank loan renewal announcement. The most important factor 

determining whether the loan renewal announcement contains significant new and 

unexpected information is again the availability of information from other sources, as 

illustrated in Figure 3. Figure 3 illustrates tiie expected signs of excess stock retums 

after classifying the observations according to the amount of information prior to the 

announcements and whether tiie announcement is for a new loan or a renewal. 
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According to Fama's (1985) monitoring hypothesis, only announcements for 

loan renewals will signal information to the market. However in this paper, 

commercial banks are also expected to play an important role in monitoring new loans 

in cases where there is a limited amount of information sources prior to the loan 

announcement. If there are limited information sources other than the commercial 

bank, then announcements for loan renewals will signal new information to the 

market, which is consistent with Fama (1985). Conversely, renewal loans are not 

expected to have significant excess stock retums if there is substantial availability of 

monitoring from other sources, as illustrated in Figure 3 by Qt-i,2-

The announcements regarding loan renewals will be further classified 

according to changes in the credit agreement stated in the announcements into four 

groups: (1) favorable; (2) unfavorable; (3) mixed; or (4) no changes. Loan 

announcements that contain information conceming loan covenants, collateral or 

maturity, may be perceived as being favorable by the market (such as increased 

maturity, increased loan amounts, reduced interest rates, less restrictive covenants or 

released collateral). However, other information in the loan announcements may be 

perceived as being unfavorable (such as more restrictive covenants, reduced 

commitment amount, increased interest rate or increased collateral). Examples of 

restrictive covenants are a maximum debt to equity ratio, a minimum current ratio, 

and/or a minimum interest coverage ratio. Changes to these covenant ratios provide a 

gnal of the commercial bank's reaction to inside information regardmg the borrower. 
SI 

53 



Likewise, changes in the interest rate, maturity, or loan amount may also provide a 

signal from the commercial bank, based upon the bank's analysis of inside 

information. The expected signs for excess stock retums associated with bank loan 

renewal announcements are illustrated in Figure 4. 

It is hypothesized that for firms where there are mixed announcements, that is 

announcements containing both favorable and unfavorable information, there is more 

uncertainty regarding the credit worthiness of the borrower. Firms that have mixed 

loan announcements may be more likely to be financially distressed prior to the loan 

announcement. There is assumed to be more uncertainty regarding whether a loan 

will be approved prior to the mixed loan announcement. There is less certainty in the 

expected outcome of the bank's decision to renew the loan. Excess stock retums 

associated with borrowers whose loan announcements are mixed are expected to be 

positive. If there is uncertainty regarding the credit worthiness of the borrower, who 

may be financially distressed, and the bank is willing to continue to work with the 

borrower, this should signal positive information to the market. The information 

content of mixed announcements, is expected to be significantly positive, even in 

cases where there is a substantial amount of monitoring being done by a number of 

information producers. 

However, it is also possible in some cases that shareholders may interpret the 

mixed loan announcements as being unfavorable. For example, an announcement of a 

^ Lummer and McComiell (1989) found that 50 observations out of 76 observations classified 
as mixed announcements, were financially distressed. 
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loan renewal that requires additional collateral, may actually make the common 

shareholders worse off. In cases such as these, the common shareholders may lose a 

portion or all of their asset ownership in the company should the event of bankmptcy 

occur. However, observations of cases where loan announcements are mixed and 

excess stock retums are negative are expected to be less common, because of a bias 

for companies to report only positive information. 

Increased Leverage Hypothesis 

If there are positive excess stock retums related to bank loan 

announcements, but not for announcements of debt from other sources, then the 

positive excess retums associated with bank loan announcements are the result of 

something other than a leverage effect. The fourth hypothesis is incorporated to test 

whether the positive excess retums are due solely to a leverage effect. 

H04: Announcements of increases in debt financing from sources other than 
commercial banks will be negative or non-significant. 

Uxi'. Announcements of increases in debt financing from sources other than 
commercial banks will be significantly positive if bank loan 
announcements for the same firm have a positive effect. 

Summary 

In this chapter four hypotheses were developed regarding the informational 

content of bank loan announcements. The first hypothesis states that other things 

being equal, excess stock retums will be larger for loan announcements where there is 

limited information available from other information producers. It is hypothesized 
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that the most important determinant of whether new information is revealed through 

bank loans is the amount of available information prior to the loan announcement. If 

there is a large number of information producers for a firm, then it is less probable for 

loan announcements to contain unexpected or new information. 

The second hypothesis states that positive excess stock retums will be larger 

for loan announcements reflecting types of loans made for the purpose of future 

growth or expansion. In cases where the amount of the loan is large relative to the 

size of the firm, the loan announcements may imply banks are basing their credit 

decisions on confidential information conceming future growth for the firm. 

Therefore, new information regarding the value of the firm is signaled to the market. 

The third hypothesis states that positive excess stock retums will be larger for 

loan announcements to firms where there is a greater degree of uncertainty regarding 

the credit worthiness of the borrower. The uncertainty regarding the credit worthiness 

of the borrower is greater in cases where the borrower has low rated debt, the firm is 

not rated by a bond rating agency, or the firm is financially distressed. In cases such 

as these there is a greater degree of uncertainty of whether the bank loan will be 

approved. Therefore, loan announcements may contain unexpected information 

regarding the credit worthiness of the borrower if tiie information was not previously 

revealed through other information producers. 

The last hypothesis is incorporated to test whether positive excess stock 

retums associated with bank loan announcements are due solely to a leverage effect. 

Excess retums are expected to be negative or non-significant for announcements of 
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debt from sources other than commercial banks. Conversely, positive excess stock 

retums are expected to be associated with bank loan announcements in cases where: 

(1) there are limited information producers or a limited amount of information 

available prior to a loan announcement; (2) banks have access to confidential 

information regarding future growth opportunities; and (3) there is a greater degree of 

uncertainty regarding the credit worthiness of the borrower. 
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Figure 1 
Information Sources Prior to Loan Announcements and Loan Purpose 

as Determinants of the Amount of New Information in Loan Announcements. 
In the diagram below, time t is the time of the announcement. The observations are first 

categorized based on the amount of information sources prior to the loan announcement, Q^.,, into three 
groups: few, some and many. Observations are then disaggregated by loan purpose: Pgeneni > general 
purposes; 2) Pdebt> refmancing of debt; 3) Pcapĵ i, capital expenditures; 4) P^,^, repayment of bank loans, 
ŝ  P no purpose was given; or 6) Pgrowth. growth implied by a relatively large loan. The last set of 
- ' / ^ none 9 r r * %• * c * e* • * % t 

variables, Yi, where i = I v J S , mdicates the amount of new mformation m the loan announcement. 
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Figure 2 

Amount of Information Sources and Uncertainty of Credit worthiness Prior to Loan Announcements 
as Determinants of the Amount of New Information in Loan Announcements. 

The observations are first categorized based on the degree of uncertainty of credit worthiness prior 
to a loan announcement as: 1) Investment grade, ^ „ ^ ; 2) Non-Investment grade (below BBB), ^^^; and 
3) Not Rated, (|>NR- The last set of variables, y;, where i = 1,...,18, indicates the amount of new information 
implied in the loan announcement. 
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Figure 3 

Information Sources Prior to Loan Announcements and New vs. Renewal 
as Determinants of the Amount of New Information in Loan Announcements. 

In the diagram below, time t is the time of the announcement. The observations are first 
categorized based on the amount of information sources prior to the loan announcement, Cl^.i, into three 
groups: few, some and many. The amount of information sources prior to an announcement is hypothesized 
to be the most important determinant of the amount of new information content in bank loan 
announcements. 

The next set of variables indicate whether the purpose of the line of credit was a new loan or a 
renewal. The last set of variables, Y;, where i = 1,...,6, indicates the amount of new information implied in 
the loan announcement. 
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Figure 4 

Amount of Information Sources Prior to Loan Aimouncements and Changes in Credit Agreements 
as Determinants of the Amount of New Information in Loan Announcements. 

In the diagram below, time t is the time of the announcement. The observations are first 
categorized based on the amount of information sources prior to the loan announcement, Qt-i. ir*to three 
groups: few, some and many. The amount of information sources prior to an announcement is hypothesized 
to be the most important determinant of the amoimt of new information content in bank loan 
announcements. 

The next set of variables indicate whether the changes in the credit agreement are favorable, 
unfavorable, mixed, or there were no changes announced. The last set of variables, YI, where i = 1,...,12, 
indicates the amount of new information implied in the loan announcement. 
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CHAPTER V 

DATA AND METHODOLOGY 

Description of the Sample Data 

Previous studies have examined stock price reaction for a two-day period 

following loan announcements obtained in the Wall Street Journal Index (WSJI). 1 

data for this paper were gathered by first searching the WSJI over the ten year peri( 

starting January 1, 1984 to December 31, 1993, for armouncements conceming ban 

loans or borrowing agreements. Only firms with stock prices on the Center for 

Research in Security Prices (CRSP) daily file of New York Stock Exchange (NYSI 

American Stock Exchange (AMEX), and the NASDAQ listed firms were included 

the study. 

All aimouncements that include information on dividends, earnings, stock 

issues, other debt issues, exchange offers, divestitures, acquisitions, mergers, 

bankruptcy filings, management changes, joint ventures, stock repurchases, asset 

sales, and other major corporation changes were classified as 'contaminated' 

announcements and were deleted from the full sample. 

Observations of bank loan announcements were then classified first accordi 

to the amoimt of information available for a fum prior to loan announcements into 

three categories: (1) a substantial amount of information producers; (2) some 

information producers; and (3) few information producers. It is hypothesized that 

amount of information is the most important determinant for the difference in exce 
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stock retums among announcements of bank loans. Loan announcements are 

hypothesized to contain new information only if that information has not already been 

signaled through other information producers. The amount of information prior to the 

announcements is proxied by the number of security analysts following the firm, the 

percentage of institutional ownership, bond ratings, and firm size. Nelson's Directory 

of Investment Research was used to determine the number of security analysts 

following the firm and the percentage of institutional ownership. Compaq Disclosure 

was used to determine the firm market size. Standard & Poor's Security Owner's 

Stock Guide was used to determine bond ratings. 

There is no a priori reasoning for determining where the specific cutoff points 

should be for classifying the observations according to the amount of information 

prior to a loan announcement. Therefore, cluster analysis was used to determine the 

different groupings of information availability prior to the loan aimouncements. After 

the announcements were classified according to the amount of available information 

prior to a loan announcement, the observations were further classified according to 

loan purpose and degree of uncertainty of borrower credit worthiness. Two-day 

excess retums were compared for the different groups of loan announcements. The 

next section describes the methodology that was used to calculate two-day excess 

retums. 
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Excess stock retums were calculated using market-model parameters that were 

estimated over a period begimiing 120 days before and ending 120 days after the 

announcement, excluding 41 trading days centered around the event date.̂  The 

announcements, t = 0, are considered to be the day it is reported in the Dow Jones 

News Wire.' The excess return or prediction error for firm j over period t is defined 

as: 

PEjt = Rj, - (aj + bjRmt), (5.1) 

where Rj^ is the rate of return for security j over period t, R^^ is the rate of retum on 

the CRSP equal-weighted market index over period t, and aj and bj are OLS 

estimates of firm j's market model parameters. Daily excess stock retums were 

averaged over all firms within a particular group to produce a daily portfolio average 

prediction error (APE): 

APE, = ̂ f^PE,, (5.2) 

* Excess stock retums were calculated using the same procedures used by 
Brown and Wamer (1985), Mikkelson and Partch (1976) and James (1987). 

' Mikkelson and Partch (1976), James (1987) Lummer and McConnell (1989) 
use the day it appears in the Wall Street Joumal as the announcement date. They 
assume announcements may have been made during and trading hours the previous 
day and reported with a one-day lag. Using this methodology they calculate a two-
day announcement period excess retum by finding the prediction errors for day -1 and 
day 0. Slovin et al. (1992) tie the announcement date to the day it is reported in the 
Dow Jones News Wire, which may precede the WSJ article. This is a more direct 
approach which uses day 0 and day 1 for calculating two-day excess stock retums. 
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where N is the number of observations in the sample. The APE were then 

standardized for testing statistical significance: 

ASPE = APE, I S(APE,) , (5.3) 

where 
'=-21 \ //=120 \ 

Y^i^PE, - APEf + Y.^APE, - APEf 
S{APE) = \\ ̂ ^^^^ —Uzll i , (5.4) 

1 f '=-21 1=120 \ 

^^^ = ̂ [i:^PE, + T^PE, , (5.5) 
Z,UU V,=_i20 /=21 ^ 

Assuming the individual prediction errors are cross-sectionally independent, the 

following z-statistic can be computed: 

z = yfN{ASPE,), (5.6) 

which is asymptotically distributed unit normal under the hypothesis that the average 

standardized prediction error equals zero. The Standard Normal Distribution Table is 

used for obtaining critical values that are used in testing the significance of average 

excess retums. 

Empirical Results 

Testing the Amount of Information Hypothesis 

Cluster analysis was used to classify the observations into three categories: (1 

a substantial amount of information prior to the loan announcement; (2) a medium 

amount of information sources; or (3) a limited amount of information. The cluster 

analysis was run based on the following factors: the log of the number of analysts 
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following the firm, the percentage of institutional ownership, the log of the market 

size of the firm, and the firm's bond rating. 

Based on the first hypothesis, other things being equal, positive excess stock 

retums should be larger for loan announcements where there is limited information 

available from other information producers. The sample for Table 1 consists of 248 

uncontaminated bank loan announcements, of which 136 were favorable renewals ar 

112 were new loans. The results in Table 1 suggest that the amount of information 

prior to the loan announcement is an important factor in determining whether there u 

information contained in loan announcements. For the full sample of 248 

uncontaminated favorable bank loan announcements, the two-day average excess 

retum is 1.44%, statistically significant at the 1% level. These results are consistent 

with earlier studies that find bank loan announcements have positive two-day average 

excess retums statistically significant at the 1% level. James (1987), Lummer and 

McConnell (1989), and Slovin et al. (1992) find bank loan announcements have 

positive two-day excess retums of 1.93%, 0.61%, and 0.69%, respectively. 

In panel A of Table 1 the observations are classified according to the amount 

of information prior to the loan announcement, based on the cluster analysis using th 

following factors: the log of the number of analysts, the percentage of institutional 

ownership, the log of the market size, and bond rating. In cases where there was littl 

information prior to the loan announcements, the two-day average excess retum was 

1.73%, which is statistically significant at the 1% level. The average two-day excess 

retum was positive but not statistically significant in cases were there was a medium 
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amount of information available prior to loan announcements. However, in cases 

were there was the most information prior to loan announcements, the two-day 

average excess retum is 2.26%, which is statistically significant at the 1% level. 

The number of analysts was an important determinant for the grouping of loai 

announcements in the cluster analysis. Table 2 shows a frequency plot for 248 

observations for each cluster (1, 2, or 3) by three sub-groups based on the number of 

analysts (less than six, seven to twenty-seven, or twenty-eight or more). This table 

illustrates that the number of analysts is a major driving force in the classifications 

determined by the cluster analysis. There is a high correlation between the number o] 

analysts and cluster. If an observation for a firm with fewer than seven analysts 

following it prior to the loan announcement, the observation will most likely fall into 

cluster 1. If an observation has seven to twenty-seven analysts following the firm 

prior to the loan announcement, this observation will most likely fall into cluster 2. I 

an observation has twenty-eight or more analysts following the firm prior to the loan 

announcement, this observation will most likely fall into cluster 3. For example, if 

the correlation between the number of analysts and the cluster was equal to 1, then all 

observations would fall into box (1,1), (2,2), and (3,3) of Table 2. Table 2 illustrates 

that the cut off points of six or fewer analysts, seven to twenty-seven analysts, and 

twenty-eight or more analysts, are based upon the results of the cluster analysis. 

There were 42 observations where the number of analysts is two and the 

observation falls into cluster one (box (2,1)). For this group of 42 observations, 31 

observations or 75% had ten or fewer analysts following the fum prior to the loan 

67 



announcement. In addition, 52% of these 31 observations were new loans. 

Therefore, these would appear to be border line cases between the two groups 

distinguishing few information producers and some information producers prior to th 

loan announcement. 

In Panel B of Table 1 the observations are classified into three categories 

based on the number of analysts following the firm prior to the loan announcements. 

The cut-off points of six or fewer analysts, seven to twenty-seven analysts, and 

twenty-eight or more analysts, were based upon the results in the cluster analysis. In 

box (1,1) of Table 2 there were 111 observations with fewer than seven analysts 

following the firm, out of a total of 153 observations classified in cluster 1. Of the 41 

remaining observations in cluster 1,31 had ten or fewer analysts following the firm. 

The results in Panel B of Table 1 are very similar to those in Panel A. In case 

where there were few information producers prior to the loan announcement the two-

day average excess retums of 1.73% and 1.91%, by cluster analysis and number of 

analysts, respectively are statistically significant at the 1% level. In cases where then 

were many information producers prior to the loan announcement the two-day 

average prediction error was 2.26%o and 2.05%, by cluster analysis and number of 

analysts, respectively are statistically significant at the 1% level. The smallest two-

day average prediction errors are found for the middle group where there was an 

intermediate amount of information producers by cluster analysis and number of 

analysts. In cases where there are six or fewer analysts following the firm it seems 

rational that the marginal increase in information generation from adding one more 
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analyst is useful. Conversely, the marginal benefit of adding one more analyst in 

cases were there are already 27 analysts following the firm, would most likely be non 

significant. 

In Panel C of Table 1 the loan announcements are placed into two groups: six 

or fewer analysts covering the firm prior to the loan announcement; and seven or 

more analysts following the firm. The results in Panel C support the amount of 

information hypothesis. In cases where there are fewer analysts following the firm 

prior to the loan armouncement there is more information in the loan announcement. 

However, the difference between the mean excess retums of bank loan 

announcements where there were fewer than seven analysts following the firm and of 

bank loan armouncements where there were seven or more analysts following the finr 

is not statistically significant at the 5% level. (Results for testing the difference 

between groups are shown in Appendix A.) The two-day average excess retum is 

1.91%, which is statistically significant at the 1% level, for loan announcements 

where there were six or fewer analysts following the firm prior to the announcement. 

The two-day average excess retum is 0.88%, which is statistically significant at the 

1% level, for loan announcements where there were seven or more analysts following 

the firm prior to the loan announcement. 

The findings of Table 1 support the first hypothesis. Other things being equal 

excess stock retums will be larger for bank loan announcements of substantial size 

where there is limited information available from other information producers. If 

there is a limited number of information producers, then there is more reliance on the 
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commercial bank to gather and monitor information regarding borrowing firms. In 

Panels A, B, and C of Table 1 the two-day average excess retums for observations 

with few information producers prior to the loan announcement were 1.73%, 1.91%, 

and 1.91%, respectively. In Panel C, observations with many information producers 

prior to a bank loan announcement had smaller two-day average excess retums. 

Although the difference between the mean prediction error for loan announcements o 

firms with fewer than seven analysts and for loan announcements of firms with seven 

or more analysts was not statistically significant at the 5% level. In Panels A and B c 

Table 1, the two-day average prediction errors were large and statistically significant 

in cases where there were many information producers prior to the loan 

announcement. The findings for this group appear to be inconsistent with the first 

hypothesis. However, even in cases where there is a substantial amount of 

information from a number of information producers there may still be cases where 

new information is revealed to the market based on the confidentiality hypothesis. 

Therefore, the results of this latter group are further examined in the next section. 

Testing of the Confidenriality Hypothesis 

After the loan announcements are grouped based on the amount of 

information, the announcements are further disaggregated by purpose of the loan 

indicated in the loan armouncement. Bank loans are a form of insider debt, and there 

are cases where bankers make credit decisions based on confidential information. 

Therefore, new information is signaled to the market in some cases where loan 
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announcements state certain loan purposes. For example, borrowers are willing to 

reveal confidential information to banks regarding future growth opportunities, that 

they would not wish to reveal to competitors. The banks then make pmdent credit 

decisions based on the confidential information. 

All loan announcements were placed into one of the following categories with 

respect to loan purpose: (1) general corporate purposes; (2) refinancing debt; (3) 

capital expenditures; (4) restmcture bank debt; or (5) no purpose given. The 

classification by purpose is based on the information stated m the Wall Street Joumal 

announcement. Because the announcements are brief and the purpose of the loan is 

not always stated, a sixth category where the implied purpose of the loan is for future 

growth, is also included. The observations are ranked according to the stated amount 

of the loan divided by the market size of the firm. Observations in the upper quintile 

are then classified as growth loans. There is an implied loan purpose for future 

growth, if the loan provides a substantial increase in investment capital for the firm. 

Therefore, investors will increase the value of the firm if they believe banks are 

extending new credit based on confidential information related to future growth 

prospects for the firm. 

The confidentiality hypothesis can then be tested in two ways. First, excess 

stock retums are expected to be greater in cases where the loan annoimcements 

indicate the purpose of the loan was for future growth or capital expenditures. The 

excess stock retums are expected to be significantly positive and more probable in 

cases where there is a limited number of information producers prior to the loan 
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announcement. Even in cases where there is a substantial amount of information 

from a number of information producers prior to the loan announcement, there may 

still be cases where new informafion is revealed to the market based on the 

confidential information hypothesis. 

In Table 3 the observations are classified first according to the amount of 

informafion prior to the loan announcement and, secondly, by loan purpose. Panel B 

shows the results for observations where there were few information producers prior 

to the loan announcement. The two-day average excess retums are significant at the 

5% level except where the announcement indicated that the loans were used to repay 

other bank loans and other debt. In Panel B the two-day average excess retum is 

2.03% for loan announcements with a stated purpose for capital expenditures. The 

two-day average excess retum is 2.17% for loan announcements classified as growth 

loans, where the amount of the loan relative to the market size of the firm is in the 

upper quintile for all observations. This evidence supports the confidentiality 

hypothesis. 

James (1987) and Slovin et al. (1992) also analyze two-day excess retums for 

bank loan announcements by loan purpose. The only category that is statistically 

significant at the 1% level for this dissertation, the James (1987) study and the Slovin 

et al. (1992) study was bank loan announcements for general corporate purposes. The 

two-day average excess retums associated with announcements of bank loans for 

general corporate purposes for this dissertation, the James study and Slovin et al. 

study, respectively, are 1.56%, 4.67%, and 1.31%. In Panel B of Table 3 of this 

72 



dissertation the two-day average excess retums for bank loan announcements with no 

stated purpose are 2.09%, statistically significant at the 5% level. This is similar to 

the Slovin et al. (1992) study where for bank loan announcements with no stated 

purpose, they find a two-day average excess retum of 1.05%, statistically significant 

at the 5% level. However, the two-day average excess retums for bank loan 

announcements for capital expenditures are not statistically significant in either the 

James (1987) study or the Slovin et al. (1992) study. This may in part be due to the 

differences in sample periods. 

In Panel C, the two-day excess retums are shown for observations where there 

were some information sources available prior to the loan announcement. None of 

the categories for loan purpose were statistically significant at the 5% level. The 

results in Panel C suggest that the market does not react to loan announcements if the 

information is new and has not already been conveyed through other information 

sources. However, the results in Panel B indicate that when little information is 

available, there is a significant positive reaction by the market to announcements of 

bank loans. 

The two-day average excess retums for loan announcements in cases where 

there were many information sources prior to the loan announcement are shown in 

panel D. The two-day average excess retum for loan annoimcements where capital 

expenditures were indicated as the primary purpose is 2.81%, which is statistically 

significant at the 1% level. This, supports the confidentiality hypothesis. Increases in 

capital expenditures may indicate future firm growth. Loan announcements for 
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general corporate purposes and loans where no purpose was specified also had 

significant two-day excess retums. 

The results in Panel D suggest that there is unexpected information in bank 

loan annoimcements, even when there is a large amount of information available to 

the market prior to the announcement. This evidence is consistent with the 

confidentiality hypothesis. Previously confidential information is conveyed to the 

market by loan announcements for large firms as well as smaller firms. A large firm 

may prefer to raise additional funds through a commercial bank loan if the firm 

desires to keep the new project confidential. Typically more direct forms of financing 

are less expensive and more common for large firms. Therefore, when well followed 

firms choose bank financing, this may be a positive signal to the market that they 

have revealed confidential information to the commercial bank. 

In Table 4, the loan announcements are grouped according to the number of 

analysts following the firm prior to the loan announcements. The results in Panel B 

of Table 4, for less than seven analysts, are similar to those in Panel B of Table 3, 

where there was limited information available prior to the loan announcements based 

on cluster analysis. However, the results for Panels C and D for Tables 3 and 4 are 

different for loan announcements for general corporate purposes and with no stated 

purposes. As stated earlier, there is no a priori reasoning for distinguishing where the 

separation of these two groups should take place. It is not clear that there is an 

additional benefit from having more information producers when comparing groups 

with some information producers prior to the loan announcement, to groups with 
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many information producers prior to the loan announcement. Furthermore, 

subdividing tiie groups leaves many sub-categories with very small sample sizes. 

Therefore, these two groups are combined in Table 5. 

In Table 5 the observations are classified into two groups: (1) loan 

announcements for firms with six or fewer analysts following them prior to the 

announcement; and (2) announcements for firms with seven or more analysts 

following them prior to the announcement. The average two-day excess retums are 

larger for firms where there are fewer analysts prior to the loan announcement. 

However, the differences in average two-day excess retums for the two groups, based 

on number of analysts, are not significant at the 5% level. (Results for testing the 

statistical difference between groups are shown in Appendix A.) The results in Table 

5 suggest that there is more information in bank loan announcements to firms when 

there was less information about them prior to the loan announcement. Panel B of 

Table 5 represents cases where 7 or more analysts followed the firm prior to the loan 

announcement. For this group only those loan announcements with no stated purpose 

have significant two-day average excess retums. 

A second test of the confidential information hypothesis can be done under the 

by separating loan announcements into two groups: loan renewals and new loans. In 

Table 6, loan announcements are classified according to whether the loan is a new 

loan or a loan renewal. According to Fama's monitoring hypothesis only loan 

renewals convey information to the market. Conversely, the confidential information 

hypothesis implies that new loans may be based on confidential information, and 
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therefore loan announcements conceming new loans as well as loan renewals may 

contain new information. The results in Table 6 are for the most part consistent with 

the results of the empirical findings of Lummer and McConnell (1989) and the Fama 

(1985) hypothesis. For the full sample of 269 loan announcements (248 favorable 

renewals and new loans plus 21 unfavorable renewals) the average two-day excess 

retum was 0.99%», which is statistically significant at the 1% level. The two-day 

average excess retum for 112 new loans was 0.51%, which is statistically significant 

at the 10% level. These results suggest that more information is conveyed through 

announcements for loan renewals than for new loans. However, there is evidence that 

new loans may also contain unexpected information. 

In Table 7, when the new loans are grouped by purpose, the findings 

contradict Fama's monitoring hypothesis. The monitoring hypothesis developed 

under the framework of Fama (1985) and the empirical tests of Lummer and 

McConnell (1989) do not consider the importance of confidential information. In 

Panel A of Table 7, the new loans are further disaggregated by purpose. New loan 

announcements with the stated purpose of capital expenditures had a two-day average 

excess retum of 1.73%, which is statistically significant at the 5% level. This is 

further evidence supporting the confidentiality hypothesis. In Panel C of Table 7, 

new loans for general corporate purposes have a two-day average excess retum of 

1.30%, which is statistically significant at tiie 5% level. 

Lummer and McConnell (1989) fmd an average two-day excess retum of 

1.24%, statistically significant at tiie 1% level for announcements of loan renewals. 
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However, they find an average two-day excess retum of-0.01%, that is not 

statistically significant for new loan announcements. These findings are consistent 

witii the Fama (1985) monitoring hypothesis, that only renewal announcements 

should have positive excess retums. Slovin et al. (1992) find a two-day average 

excess retum of 1.58%, statistically significant at the 1% level for new loans to small 

firms. However, they did not find statistically significant two-day excess retums for 

new loans to large firms. Slovin et al. attribute these results to a neglected firm 

hypothesis similar to the amount of information hypothesis of this dissertation. 

Contrary to Slovin et al. in Table 7 of this dissertation the two-day average excess 

retum for new loans to firms with more information available prior to the loan 

announcement (greater than seven analysts following the firm) is 0.63%, statistically 

significant at the 10%) level. 

The findings in Tables 3, 4, 5, 6 and 7 support the second hypothesis. The 

confidentiality hypothesis states that positive excess stock retums will be larger for 

bank loan announcements reflecting types of loans made for the purpose of future 

growth or expansion and/or where the amount of the loan is large relative to the 

market size of the firm. Figures 5 and 6 are used to illustrate the interaction between 

the first two hypotheses, relating to the amount of information and loan purposes that 

may indicate confidential information. The results for loan announcements for the 

purpose of capital expenditures and announcements where the amount of the loan 

relative to the market size of the firm is large, support the confidentiality hypothesis. 
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In Table 3 loan announcements to firms with few information producers 

(grouped by cluster analysis), with a stated purpose for capital expenditures or where 

the amount of the loan relative to the market size of the firm was large, have two-day 

average excess retums of 2.03% and 2.17%, which are statistically significant at the 

1% level and 5% level, respectively. 

In Table 4, loan announcements with fewer than seven analysts following the 

firm, with a stated purpose for capital expenditures or where the amoimt of the loan 

relative to the market size of the firm was large, have two-day average excess retums 

of 1.80%) and 1.51%), which are statistically significant at the Wo level and 10%) level, 

respectively. Loan announcements with seven to twenty-seven analysts following the 

firm, where the amount of the loan relative to the market size of the firm was large 

have a two-day average excess retum of 4.62%, which is statistically significant at 

the 1%) level. Loan annoimcements with more than twenty-seven analysts following 

the firm, with a stated purpose of capital expenditures have a two-day average excess 

retum of 5.18%), which is statistically significant at the 1% level. 

In Table 5, loan announcements with seven or more analysts following the 

firm, where the amoimt of the loan relative to the market size of the fum was large, 

had a two-day average excess retum of 4.02%), which is statistically significant at the 

1%) level. This evidence suggests that bank loan announcements convey confidential 

information even in cases where there are a large number of information producers for 

a firm prior to the loan announcement. In Table 6 new loans are found to have a 

positive two-day excess retum of 0.51%), statistically significant at the 10% level. 
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Further investigation of new bank loan announcements in Table 7, indicates tiiat tiie 

only group with a two-day average excess retum statistically significant at the 1%) 

level, is loan announcements for capital expenditures. This evidence is inconsistent 

witii tiie empirical findings of Lummer and McConnell (1989) and Fama's (1985) 

monitoring hypothesis. When confidential information is implied in the loan 

announcements, new loans as well as renewals, contain unexpected information. 

Uncertainty of Borrower Credit Worthiness 

The third hypothesis states that positive excess stock retums will be larger for 

loan annoimcements to firms where there is a greater degree of uncertainty regarding 

the credit worthiness of the borrower. There is a greater degree of imcertainty 

regarding the credit worthiness of the borrower prior to the loan announcement when 

there is more uncertainty of whether a bank will approve a loan. In Panels A and B of 

Table 6, two-day average excess retums for mixed loan announcements (containing 

both favorable and unfavorable news) were 10.77%) and 12.84%, which are 

statistically significant at the 1% level. This evidence is consistent with the third 

hypothesis, there is more uncertainty as to the actual credit worthiness of the borrower 

in cases where the bank makes both favorable and unfavorable revisions to the loan 

announcement. For example, uncertainty of credit worthiness is evidenced if the bank 

is willing to lend more money (a favorable revision), but only with additional 

collateral, a higher interest rate, more restrictive covenants, or some other unfavorable 

revision to the loan agreement. 
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In Tables 8 and 9, the loan announcements are categorized according to the 

bond ratings of the firm into three groups 1) investment grade, 2) non-investment 

grade (below BBB) or 3) not rated. In Panel A of Table 8, for non-rated firms tiie 

two-day average excess retum was 1.65%, which is statistically significant at the 1% 

level. However, for firms rated by a bond rating agency the two-day average excess 

retum was 0.86%), which is non-significant. This evidence supports the hypothesis 

that the degree of uncertainty regarding borrower credit wortiiiness affects excess 

retums when bank loan announcements are made. However differences between the 

average excess retums for the two groups, rated and non-rated firms, were not 

significant at the 5% level. (The results of statistical tests for testing for differences 

between means of different groups are in Appendix A.) There is more uncertainty of 

the credit worthiness of the borrower for firms that are not rated by an outside bond 

rating agency than there is for firms that are rated. When the firms are not rated by an 

outside agency, there is more reliance on the commercial bank to monitor the credit 

worthiness of the borrower. 

The results for firms with investment grade debt are shown in Panel D of 

Table 8. The two-day average excess retum was 1.35%, which is statistically 

significant at the 1% level for firms that were followed by seven or more analysts and 

had investment grade debt prior to the loan announcement. This sample may be 

biased in including firms who choose bank financing over less expensive altemative 

financing for reasons of confidentiality. Table 9 further disaggregates these sub-

samples in Table 8, according to purpose of the loan. 
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James (1987) finds the largest positive excess two-day stock retums are 

associated witii announcements of bank loans for firms with investment grade bonds. 

In James' sample there were 9 firms that had investment grade debt. The two-day 

excess stock retum for this sample is 3.89%. In contrast, firms that had non-

investment grade bonds or that were not rated had smaller positive excess stock 

retums associated with bank loan announcements. In James' study the two-day 

average excess stock retum for these groups were 1.77% and 1.76%, respectively. 

The results in Panel D of Table 9 are similar to those found for investment 

grade firms in James (1987). The two-day average excess retum is 1.03%), which is 

statistically significant at the 1% level, for firms that had investment grade debt prior 

to the loan announcements. Conversely, the largest two-day average excess retums 

were found to be associated with loan announcements to firms that were not 

previously rated (Panel B of Table 9). However, differences between the average 

excess retums for the two groups, rated and not rated firms, were not significant at the 

5%) level. This is consistent with the information hypothesis and suggests that bond 

rating agencies may provide valuable information to the market. Therefore, bank loan 

annoimcements may not provide unexpected information if a firm is closely followed 

by other information producers, such as bond rating agencies. Conversely, in cases 

where the bonds are not followed by a bond rating agency, commercial banks play an 

important role in conveying new information to the market. 

Further evidence supporting the confidential information hypothesis is also in 

Panels A and B of Table 9. In cases where the amount of the loan relative to the size 
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of the firm is large (implied growth purpose), there are significant two-day average 

excess retums. In Panels A and B, the two-day average excess retums are 2.06% and 

1.86%, respectively, which are statistically significant at the 5% level. Also in Panels 

A and B, announcements with the stated purpose of capital expenditures have two-day 

average excess retums of 1.43% and 1.89%, respectively, which are statistically 

significant at the \% level. 

It is also hypothesized that there is more uncertainty of the degree of credit 

worthiness for financially distressed firms than for healthy firms. Observations were 

classified based on indications of the firm being financial distress prior to the loan 

announcement. In Table 10, the amount of negative excess stock retums for the firm 

prior to a loan announcement are used as a proxy for the degree of financial distress. 

The firms are classified as financially distressed if they have negative excess stock 

retums prior to the loan announcements that are statistically significant at the 10% 

level. A significantly negative share price change may indicate that the firm is 

financially distressed. Firms are classified as financially distressed when there is a 

market adjusted negative share price change from day t=-30 to day t=-l 1, that is 

statistically significant at the 10%) level. Days t=-10 to t=-2 will not be included to 

account for the possibility of information leakage prior to a loan announcement. For 

the full sample of 269 firms, 99 were classified as being financially distressed. The 

two-day average excess retum for financially distressed firms was 1.68%), which is 

statistically significant at the 1%) level. The two-day average excess retum is 0.59%), 

for the remaining 170 healthy firms. Therefore, more information is conveyed to the 
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market in cases where there is more uncertainty regarding the credit worthiness of the 

firm prior to the loan announcement. 

The findings of Tables 6, 8, and 10 are consistent with the third hypothesis. 

Positive excess stock retums will be larger for loan announcements to firms where 

there was a greater degree of uncertainty regarding the credit worthiness of the 

borrower prior to the loan announcement. There is more uncertainty regarding 

whether a firm will receive a bank loan when there is either less information available 

about a firm or when there is a lower probability of a loan being approved. In Table 

8, the largest two-day average excess retums were found in cases where there were 

six or fewer analysts following the firm and the firm did not have other debt rated by 

a bond rating agency. 

Further evidence supporting the uncertainty of credit worthiness hypothesis 

can be found in Table 6. Two-day average excess retums were associated with loan 

announcements conveying mixed information ~ both favorable and unfavorable 

changes to the original agreement. This is consistent with Lummer and McConnell 

(1989), who also find two-day average excess retums to be associated with the mixed 

announcement group. In their study mixed bank loan announcements have a two-day 

average excess retum of 3.98%), statistically significant at tiie 1% level. In cases 

where the information in the loan announcement appears to be mixed, the 

announcement that the firm received a bank loan is predominantly good news, 

because of the large uncertainty regarding the credit worthiness of the borrower 

83 



preceding the announcement. Therefore, in cases such as these the market appears to 

rely on the bank to reaffirm the actual credit worthiness of the borrower. 

Testing the Leverage Hypothesis 

If the excess stock retums are significantiy positive, it is possible that 

investors are increasing their estimates of the value of the firm because of increased 

leverage. Therefore, it is necessary to test if announcements of increases in leverage 

from sources other than commercial banks result in excess stock retums as well. 

Dann and Mikkelson (1984), Eckbo (1986), Mikkelson and Partch (1986), and James 

(1987) find that excess retums are either not significant or are negative as a result of 

announcements of increases in debt from sources other than commercial banks. 

The WSJI was searched for all announcements of debt acquisition for the 

same firms that were found to have announcements of loans from commercial banks 

for the period starting January 1, 1984 and ending December 31, 1993. Excess stock 

retums for debt announcements from sources other than commercial banks were then 

calculated using the same methodology used for observations of bank loan 

annoimcements. 

Table 11 shows the results for 152 debt offerings. The average two-day 

excess retum is -0.43, which is not statistically significant. Comparing these results 

to those for bank loan aimouncements reinforces James (1987) original hypothesis 

that there is something unique about bank loan annoimcements. If there are positive 

excess stock retums related to bank loan announcements, but not for announcements 
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of debt from other sources, then the positive excess retums associated with bank loan 

announcements are the result of something other than a leverage effect. 

Limitations 

Disaggregating the full sample of bank loan announcements into smaller 

groups to examine various attributes of the loan announcement resulted in small 

sample sizes in several Tables. The findings of this study are consistent with earlier 

studies, in finding statistically significant positive two-day average excess retums 

even for small sample sizes. In all cases the percentage of positive excess retums is 

greater than the percentage of negative excess retums. The average two-day excess 

retums are adjusted for variance to calculate a z-value. In Appendix B, the sub-

samples' skewness characteristics are shown, as well as p-values for the Wilk-Shapiro 

Normality test. Although positive skewness is present for most samples, in all cases 

we do not reject that the sub-samples are normally distributed. 

Further analysis of outliers indicated that the largest outliers had very similar 

traits. The three largest outliers for the full sample had two-day average excess 

retums of 0.51%, 0.32%), and 0.17%). It is interesting to note that for these three 

observations, there were six or fewer analysts following the firm, the loan 

announcement had mixed information (both favorable and unfavorable news), there 

was no other debt rated by a bond rating agency, and all were grouped into cluster 1. 

This suggests that specific characteristics related to the amount of information prior to 

a loan announcement and the degree of uncertainty of borrower credit worthiness may 
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help explain why unexpected information is contained in bank loan announcements 

and positive two-day average excess common stock retums are significant for firms 

that receive bank loans. 
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Table 1 

Average two-day excess retums by Cluster Analysis and Number of Analysts. 
Average two-day announcement period excess retums for the sample of 248 uncon
taminated announcements for commercial bank loan initiations and renewals (21 
unfavorable renewals were not included in this sample). The observations are 
classifed based on the amount of information prior to the loan by cluster analysis 
in Panel A, and by number of analysts following tiie firm in Panels B and C. 

%ofObs. 
Announcement Number of with positive 
Type Observations APE z-stat. APE 
Full Sample " 248 1.44% 4.80 *** 

Panel A: by Cluster Analysis 
Limitted Amount of Information 153 1.73% 4.22*** 
Intermediate Amount of Information 67 0.45%) 0.87 
Largest Amount of Information 28 2.26% 5.54*** 

Panel B: by Number of Analysts (#) 
Limitted Information (#< 7) 135 1.91% 3.92*** 
Intermediate Information (6 < # < 28 91 0.60%) 1.73 ** 
Most Information (#> 27) 22 2.05% 5.21*** 

Panel C: by Number of Analysts (#) 
Limitted Information (#< 7) 135 1.91% 3.92*** 
Most Information (# > 6) 113 0.88% 2.96 *** 

*** significant at the 1% level. 
** significant at the 5% level. 
* significant at the 10% level. 
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Table 2 

Frequency Plot for observations grouped by cluster analysis and number of 
analysts. This table shows the frequency plot for 248 uncontaminated new loan 
and renewal announcements, by cluster and number of analysts following tiie 
firm prior to the loan announcement. The first row indicates tiiat tiiere were 13 
observations where there were fewer than 7 analysts following tiie fum prior to 
the loan announcement. For this group of 135 observations, 111 were grouped 
in cluster 1, 24 were grouped in cluster 2, and 0 were grouped in cluster 3. This 
table illustrates the correlation between cluster and number of analysts. 

Number 
of 
Analysts 

Observations 
Percent 
# Analysts < 7 

6<# Anal.<28 

27 < # Analysts 

Total Observations by Cluster 

1 
111 

44.8% 

42 
16.9% 

0 
0.0% 

153 
61.7% 

CLUSTER 
2 

24 
9.7% 

43 
17.3% 

0 
0.0% 

67 
27.0% 

3 
0 

0.0% 

6 
2.4% 

22 
8.9% 

28 
11.3% 

Total Obs. 
by Number 
of Analysts 

135 
54.4% 

91 
36.7% 

22 
8.9% 

248 
100.0% 
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Table 3 

Average two-day excess renims by Cluster Analysis and Loan Purpose. 
The amount of information prior to the loan announcement is determined using cluster 
analysis. Average two-day announcement period excess retums for the sample of 
248 uncontaminated favorable announcements for new and renewal bank loans. 
Announcement Type 
Panel A: Full Sample 

General corporate purposes 
Repay debt 
Capital expenditures 
Repay bank loan 
None specified 

Growth 

No. of Obs. 
248 
75 
36 
45 
18 
74 

50 
Panel B: Announcements with few information 

General corporate purposes 
Repay debt 
Capital expenditures 
Repay bank loan 
None specified 

Few Information Producers 

Growth 

48 
23 
31 
12 
22. 
153 

45 

APE 
1.44% 
1.56% 
1.22% 
1.43% 
1.26% 
1.49% 

2.06% 
producers 

1.85% 
0.92% 
2.03% 
0.87% 
2.09% 
1.73% 

2.17% 

z-stat. % w/ (+) APE 
4.80 ••* 
3 J9 •** 

1.21 
3.34 *** 
1.23 
2.54 *** 

2.09 ** 
by purpose 

2.50 *•• 
0.70 
3.69 *** 
0.61 
2.15 ** 
4.22 •*• 

2.20 ** 
Panel C: Announcements with some information producers by purpose 

by Purpose 
General corporate purposes 
Repay debt 
Capital expenditures 
Repay bank loan 
None specified 

Some Information Producers 

Growth 

18 
8 
11 
5 

25. 
67 

3 

0.57% 
0.92% 

-0.86% 
2.72% 
0.32% 
0.45% 

1.14% 

0.91 
0.38 

-1.13 
2.00 * 
0.47 
0.87 

0.60 
Panel D: Announcements with many information producers by purpose 

General corporate purposes 
Repay debt 
Capital expenditures 
Repay bank loan 
None specified 

Many Information Producers 

Growth 

9 
5 
3 
1 

la 
28 

2 

1.96% 
3.08% 
2.81% 

-1.31% 
2.08% 
2.26% 

0.93% 

2.68 *** 
1.99 ** 
3.36 •** 

-1.08 
2.91 *** 
5.54 •** 

0.55 

61.7% 
60.0% 
66.7% 
64.4% 
66.7% 
56.8% 

62.5% 
56.5% 
67.7% 
58.3% 
56.4% 
60.8% 

68.9% 

55.6% 
75.0% 
45.5% 

100.0% 
52.0% 
58.2% 

66.7% 

55.6% 
100.0% 
100.0% 
100.0% 
70.0% 
75.0% 

50.0% 

**• significant at the 1% level. 
*• significant at the 5% level. 

* significant at the 10% level. 
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Table 4 

Average two-day excess returas by Number of Analysts and Loan Purpose. 
Average two-day excess retums for the sample of 248 favorable uncontaminated 
announcements for new and renewal bank loans. The observations are first classified 
by the number of analysts following the firm prior to the loan announcement. 
Announcement Type No. of Obs. APE z-stat. %w/(+)APE 
Panel A: Full Sample 

General corporate purposes 
Repay debt 
Capital expenditures 
Repay bank loan 
None specified 

Growth 
Panel B: Number of Analysts < 6 

General Corporate Purposes 
Repay Debt 
Capital Expenditures 
Repay Bank Debt 
None Specified 

Growth 
Panel C: 27 > Number of Analysts > 7 
General Corporate Purposes 
Repay Debt 
Capital Expenditures 
Repay Bank Debt 
None Specified 

Growth 
Panel D: Number of Analysts > 28 
by Purpose 
General Corporate Purposes 
Repay Debt 
Capital Expenditures 
Repay Bank Debt 
None Specified 

Growth 

248 
75 
36 
45 
18 
74 

50 
135 
35 
21 
33 
10 
36 

39 
91 
33 
11 
10 
8 

29 

10 
22 

7 
4 
2 

0 
9 

1 

1.44% 
1.56% 
1.22% 
1.43% 
1.26% 
1.49% 

2.06% 
1.91% 
2.28% 
1.34% 
1.80% 
2.06% 
1.95% 

1.51% 
0.60% 
0.93% 
0.38% 

-0.56% 
0.27% 
0.80% 

4.62% 
2.05% 

0.88% 
2.90% 
5.18% 

-

1.89% 

-1.92% 

4.80 *** 
3.19 *** 
1.21 
3.34 *** 
1.23 
2.54 *** 

2.09 ** 
3.92 *** 
2.50 *** 
0.90 
3.37 *** 
1.18 
1.77 ** 

1.42 * 
1.73 ** 
1.63 * 
0.26 

-0.81 
0.29 
1.56* 

3.62 *** 
5.21 *** 

1.29 * 
2.77 *** 
3.99 *** 
-

2.70 *** 

-0.82 

61.70% 
60.00% 
66.70% 
64.40% 
66.70% 
56.80% 

58.5% 
57.1% 
61.9% 
63.6% 
60.0% 
52.8% 

63.6% 
66.7% 
63.6% 
60.0% 
75.0% 
58.6% 

68.2% 

42.9% 
100.0% 
100.0% 

66.7% 

*•* significant at the 1% level. 
** significant at the 5% level. 

• significant at the 10% level. 
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Table 5 

Average two-day excess retums by Number of Analysts and Loan Purpose. 
Average two-day announcement period excess retums for the sample of 248 
favorable uncontaminated favorable announcements for new bank loans 
and renewals. The observations are first classified according to the number 
of analysts following the firm prior to the loan armouncement. 

Announcement 
Type 
Panel A: Number of Analysts < 6 

by Purpose 
General Corporate Purposes 
Repay Debt 
Capital Expenditures 
Repay Bank Debt 
None Specified 

Growth 

Panel B: Number of Analysts > 7 
by Purpose 
General Corporate Purposes 

Repay Debt 
Capital Expenditures 
Repay Bank Debt 
None Specified 

Growth 

#of 
Obs. 

135 

35 
21 
33 
10 
36 

39 

113 

40 
15 
12 
8 

38 

11 

APE 
1.91% 

2.28% 
1.34% 
1.80% 
2.06% 
1.95% 

1.51% 

0.88% 

0.92% 
1.05% 
0.40% 
0.27% 
1.59% 

4.02% 

z-stat. 
3.92 *** 

2.50 *** 
0.90 
3 37 **• 

1.18 
1.77 ** 

1.42 * 

2.96 *** 

0.85 
0.97 
0.64 

0.29 
2.40 ** 

3.42 *** 

% of Obs. 
with positive 

APE 
58.5% 

57.1% 
61.9% 
63.6% 
60.0% 
52.8% 

64.6% 

62.5% 
73.3% 
66.7% 

75.0% 
60.5% 

*** significant at the 1% level. 
** significant at the 5% level. 
* significant at the 10% level. 
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Table 6 

Average two-day excess retums by New Loans and Renewals. 
Average two-day announcement period excess retums for the sample of 248 
announcements of favorable uncontaminated renewals and new loans plus 21 
announcements for unfavorable renewals. Disaggregated by number of analysts. 
Announcement Type Observations APE z-stat. 
Panel A: Full Sample 
New Loans 
Loan Renewals 

Favorable Revisions 
Unfavorable Revisions 
Mixed Revisions 
Neither 

Growth for Renewal Loans 
Panel B: # Analysts < 6 
New Loans 
Loan Renewals 

Favorable Revisions 
Unfavorable Revisions 
Mixed Revisions 
Neither 

Growth for Renewal Loans 
Panel C: 27 > # Analysts > 7 
New Loans 
Loan Renewals 

Favorable Revisions 
Unfavorable Revisions 
Mixed Revisions 
Neither 

Growth for Renewal Loans 
Panel D: # Analysts > 28 
New Loans 
Loan Renewals 

Favorable Revisions 
Unfavorable Revisions 
Mixed Revisions 
Neither 

Growth 

269 
112 

82 
21 
19 
35 

30 

64 

39 
13 
11 
21 

21 

39 

34 
6 
6 
12 

8 

9 

9 
3 
2 
2 

1 

0.99% 
0.51% 

1.42% 
-6.25% 
10.77% 
0.29% 

3.06% 

0.43% 

1.69% 
-9.21% 
12.84% 

1.14% 

2.95% 

0.44% 
' 

0.89% 
2.76% 
3.72% 

-1.28% 

3.99% 

1.46% 

3.44% 
3.86% 

-0.22% 
0.78% 

-1.92% 

3.26 • • • 

1.50 * 

2.99 •** 
-4.68 •** 
5.34 *** 
0.30 

2.89 •** 

0.83 

1.67 ** 
-5.03 *** 
4.28 *** 
1.02 

2.77 *** 

0.82 

1.74 ** 
1.21 
2.66 *** 

-1.62 * 

3.12 *•* 

2.33 **• 

4.51 *** 
1.67 

-0.14 
0.51 

-0.82 

*•• significant at 1% level. 
*• significant at 5% level. 

* significant at 10% level. 
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Table 7 

Average two-day excess retums by New Loans and Loan Purpose. 
Average two-day armouncement period excess retums for the sample of 112 
uncontaminated aimouncements for new commercial bank loans. The observa
tions are classified by the number of analysts following the firm prior to the loan 
announcement and loan purpose. 

Announcement 
Type 

#of 
Obs. APE z-stat. 

% of Obs. 
with positive 

APE 
Panel A: Full Sample of New Loans 

by Purpose 

*** significant at the 1% level. 
** significant at the 5% level. 
* significant at the 10% level. 

112 0.51% 1.50* 53.6% 

General Corporate Purposes 
Repay Debt 
Capital Expenditures 
Repay Bank Debt 
None Specified 

Growth 

Panel B: Number of Analysts < 6 
by Purpose 
General Corporate Purposes 
Repay Debt 
Capital Expenditures 
Repay Bank Debt 
None Specified 

Growth 

Panel C: Number of Analysts > 7 
by Purpose 
General Corporate Purposes 
Repay Debt 
Capital Expenditures 
Repay Bank Debt 
None Specified 

Growth 

35 
21 
25 
13 
18 

20 

64 

16 
12 
20 

8 
8 

18 

48 

19 
9 
5 
5 

10 

2 

0.38% 
-0.05% 
1.73% 
1.09% 

-0.21% 

0.34% 

0.43% 

-0.70% 
-0.12% 
2.08% 
1.87% 

-0.89% 

0.35% 

0.63% 

1.30% 
0.15% 
0.33% 

-0.16% 
0.33% 

0.29% 

0.25 
-0.02 
2.47 ** 
1.37 * 

-0.23 

0.21 

0.83 

-0.05 
-0.07 
2.97 *** 
1.24 

-0.95 

0.22 

1.45 * 

1.95 ** 
0.16 
0.34 

-0.16 
0.42 

0.13 

51.4% 
57.1% 
56.0% 
61.5% 
44.4% 

51.6% 

43.8% 
58.3% 
55.0% 
62.5% 
37.5% 

58.3% 

57.9% 
66.7% 
60.0% 
60.0% 
50.0% 
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Table 8 

Average two-day excess retums by Bond Ratings. 
Average two-day announcement period excess retums for the sample of 248 
favorable uncontaminated announcements for new bank loans and renewals. The 
observations are classified according to prior bond ratings into 3 groups. Loan 
aimouncements are then dissagregated by the number of analysts following the firm. 

Announcement 
Type 
Panel A: 

Firms that are Not Rated 
Firms that are Rated 

Panel B: Not Rated 
By Number of Analysts (#) 
Few information producers (#<7) 
Many information producers (#>6) 

Panel C: Non-Investment Grade 
By Number of Analysts (#) 
Few information producers (#<7) 
Many information producers (#>6) 

Panel D: Investment Grade 
By Number of Analysts (#) 
Few information producers (#<7) 
Many information producers (#>6) 

#of 
Obs. 

184 
64 

184 

112 
72 

40 

19 
21 

24 

4 
20 

APE 

1.65% 
0.86% 

1.65% 

2.07% 
0.99% 

0.76% 

1.53% 
0.07% 

1.03% 

-0.59% 
1.35% 

z-stat. 

4.67 *** 
1.09 

4.67 *** 

3.94 *** 
2.58 *** 

0.96 

1.04 
0.11 

2.48 *** 

-0.56 
3.11 *** 

% of Obs. 
with positive 

APE 

60.9% 
62.5% 

60.9% 

25.0% 
70.0% 

62.5% 

63.2% 
61.9% 

62.5% 

58.9% 
63.9%) 

*** significant at tiie l%o level. 
** significant at tiie 5% level. 
* significant at tiie 10%o level. 
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Table 9 

Average two-day excess retums by Bond Rating and Loan Purpose. 
Average two-day announcement period excess retums for tiie sample of 248 
favorable uncontaminated announcements for new bank loans and renewals. 
The observations are classified according to prior bond ratings into 3 groups. 
Type 

Panel A: Full Sample 
by Purpose 

General corporate purposes 
Repay debt 

Capital expenditures 
Repay bank loan 
None specified 

Growth 

Panel B: Not Rated 
General corporate purposes 
Repay debt 
Capital expenditures 
Repay bank loan 
None specified 

Growth 
Panel C: Non-Investment Grade 

General corporate purposes 
Repay debt 
Capital expenditures 
Repay bank loan 
None specified 

Growth 
Panel D: Investment Grade 

General corporate purposes 
Repay debt 
Capital expenditures 
Repay bank loan 
None specified 

Growth 

No. of Obs. 
248 

75 
36 
45 
18 
74 

50 
184 
58 
24 
37 
16 
49 

41 
40 
8 
11 
4 
2 
15 

9 
24 
9 
1 
4 
0 
10 

0 

APE 
1.44% 

1.56% 
1.22% 
1.43% 
1.26% 
1.49% 

2.06% 
1.65% 
1.80% 
1.21% 
1.89% 
0.77% 
1.78% 

1.86% 
0.76% 
0.13% 
1.23% 

-1.28% 
5.24% 
0.71% 

2.97% 
1.03% 
1.27% 
1.33% 

-0.16% 
-

1.25% 

-

z-stat. 
4.8 *** 

2 Yg *•* 

1.21 
3.34 *** 
1.23 
2.54 *** 

2.09 ** 
4.67 *** 
2.87 *** 
0.97 
3.90 *** 
0.70 
2.25 *• 

1.93 ** 
0.96 
0.16 
0.69 

-0.85 
2.64 
0.90 

1.34 
2.48 *** 
1.65 ** 
0.97 

-0.17 
-

2.16 •* 

-

% (+) APE 
61.70% 

60.00% 
66.70% 
64.40% 
66.70% 
56.80% 

60.9% 
62.1% 
58.3% 
67.6% 
62.5% 
55.1% 

62.5% 
50.0% 
81.8% 
50.0% 

100.0% 
53.3% 

62.5% 
55.6% 

100.0% 
50.0% 

-

70.0% 

**• significant at the 1% level. 
** significant at the 5% level. 
• significant at the 10% level. 
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Table 10 

Average two-day excess retums for Financially Distressed Firms. 
Average two-day announcement period excess retums for the sample of 269 
uncontaminated announcements for new commercial bank loans and renewals. 
The observations are classified as "financially distressed" if there is a negative 
share price change significant at the 10% level for the period t = -30tot = - l l 
days prior to the loan armouncement. 

Announcement Number of 
Type Observations APE 

Financially Distressed Firms 99 1.68% * * * 
Healthy Firms 170 0.59% 

*** significant at the 1% level. 
** significant at the 5% level. 
* significant at the 10% level. 
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Table 11 

Average two-day excess retums for Debt Offerings. 
Average two-day announcement period excess retums for the sample of 152 
debt offerings, for firms that had bank loan announcements from the period 
January 1, 1984 to December 31, 1993. 

Armouncement Number of 
Type Observations APE z-value 

Debt Offerings 152 -0.43% 
Bank Loan Announcements 248 1.44% 4.88 *** 

*** significant at the 1% level. 
** significant at the 5% level. 
* significant at the 10%o level. 

97 



by Cluster 
Table 1 
Panel A 
APE 

few 
l̂ t-i.o 
153 obs. 
1.73%*** 

Amount of new 
information Expected Table 

Loan in the loan Excess Cluste 
Purpose announcement Retums APE 

(y^ (+) 1.85%* 

(+) 0.92% 

(+) 2.03%* 

(+) 0.87% 

(+) 2.09%*" 

(+) 2.17%* = growth <S) 

Quantity of 
information 
available. 

248 obs. 
1.44%*** 

2.26%*** 

*** significant at the 1% level 
** significant at the 5% level 
* significant at the 10% level 

(+,?) 0.57% 

(+,?) 0.92% 

(+) -0.86% 

(+,?) 2.72%* 

(+,?) 0.32% 

(+) 1.14% 

(?) 1.96%**' 

(?) 3.08%** 

(+) 2.81%** 

(?) -1.31% 

(?) 2.08%** 

(+) 0.93% 

Figure 5 

Results for bank loan announcements by Cluster Analysis and Loan Purpose. 
In the diagram below, time t is the time of the announcement. The observations are first 

categorized using cluster analysis to proxy the amount of information: few, some and many. 
Second by loan purpose: Pgenerai . general purposes; 2) Pjebb refmancing of debt; 3) Pcapitai > cap 
expenditures; 4) Pbank» repayment of bank loans; 5) Pnone» ^o purpose was given; or 6) Pgrowth? 
growth implied by a relatively large loan. The last set of variables, yi, where i =! , . . . , ! 8, indica 
the amount of new information in the loan announcement. 
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by # Analysts 
Table 1 
Panels 
APE 

few 
1̂ -1,0 
T ? 3 ^ s 
1.91%*** 

Amount of new 
information Expected Table 

Loan in the loan Excess Analy 
Purpose announcement Retums APE 

< g ) (+) 2.28%* 

(+) 1.34% 

(+) 1.80%* 

(+) 2.06% 

(+) 1.95%* 

(+) 1.51%* growth <D 

Quantity of 
information 
available. 

248 obs. 
1.44%*** 

91 obs. 
0.60%** 

2.05% 

*** significant at the 1% level 
** significant at the 5% level 
* significant at the 10% level 

growth <3 

(+,?) 0.93%* 

(+,?) 0.38% 

(+) -0.56% 

(+,?) 0.27% 

(+,?) 0.80%* 

(+) 4.62%*' 

(?) 0.88%* 

(?) 2.90%** 

(+) 5.18%*' 

(?) 

(?) 1.89%** 

(+) -0.82% 

Figure 6 
Results for bank loan announcements by Number of Analysts and Loan Purpose. 
In the diagram below, time t is the time of the announcement. The observations are fii 

categorized by number of analysts, into three groups: few, some and many. The next set of 
variables indicate whether the purpose of the loan was for: Pgenerai > general purposes, 2) Pjebb 
refmancing of debt, 3) Pcapitai. capital expenditures, 4) Pbank> repayment of bank loans, 5) Pnone 
no purpose was given, or 6) Pgrowth> growth implied by a relatively large loan. The last set of 
variables, Yi, where i = 1,...,18, indicates the amount of new information in the loan 
announcement. 
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CHAPTER V 

SUMMARY AND CONCLUSIONS 

Earlier evidence indicates that excess common stock retums for borrowing 

firms are associated with bank loan announcements. Conversely, announcements of 

similar forms of insider debt from sources other than commercial banks were not 

found to have a significant effect on common stock retums. A question raised by 

earlier findings regarding loan announcements is, what additional benefits do 

commercial banks offer that are not provided by other types of financial 

intermediaries? This study contributes to the understanding of the information 

content of bank loan announcements by examining the effect on stock retums of three 

different aspects associated with bank loans: the amount of mformation available 

prior to the loan armouncement, the uncertainty of the borrower's credit worthiness, 

and the loan purpose. The findings of this study provide additional insights regarding 

the role of conunercial banks as information producers and monitors of confidential 

information. 

Summarv of Amount of Information Hvpotiiesis 

In this dissertation it is hypothesized tiiat bank loan announcements will 

contain new information only if the information m the loan announcement is 

unexpected. The first hypotiiesis states that other things being equal, excess stock 

retums will be larger for bank loan announcements of substantial size where there is 
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limited information available from other information producers. Three different 

metiiods are used for distinguishing the amount of information prior to tiie loan 

announcement: (1) cluster analysis; (2) number of analysts following the firm prior to 

an announcement; and (3) bond ratings. 

A summary of the results for the three methods for proxying the amount of 

information prior to a bank loan announcement are shown in Table 12. The two-day 

average excess retums for bank loan announcements to firms with a limited amount of 

information available prior to the loan announcement (proxied by cluster analysis, 

number of analysts and bond ratings), were all statistically significant at the 1% level. 

The two-day average excess retums for these cases by firms that were grouped in 

cluster 1 (least information), that had fewer than seven analysts following them, and 

that were not rated by a debt rating agency, are 1.73%, 1.91%, and 2.07%, 

respectively. In cases where there is limited information available from other 

information producers, commercial banks play an important role as gatherers and 

monitors of information. 

For bank loan armouncements to firms with a large amount of information 

available prior to the announcement, two-day excess retums are expected to be 

significant and positive only in cases where confidential information is implied in the 

loan armouncement. A priori reasoning suggests the two-day average excess retums 

should be small or insignificant for this group, other things being equal. However, in 

cases where there was the most information prior to the loan armouncement, two-day 

average excess retums were large and statistically significant at the 1% level. The 
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two-day average excess retums for firms that were grouped in cluster 3 (most 

information), that had more than twenty-seven analysts following them, and that had 

investment grade bond ratings, are 2.26%, 2.05%, and 1.35%, respectively. 

When firms have investment grade debt, they most likely have otiier financing 

options for raising capital that are less expensive than commercial bank financing. 

However, a firm may prefer commercial bank financing over cheaper forms of 

financing if they wish to keep information confidential from competitors. Therefore, 

firms that have investment grade debt or more than twenty-seven analysts following 

them, may only choose commercial bank financing when they wish to keep project 

specific information confidential from competitors. This would cause the sample 

selection to be biased for these firms. 

When the observations are separated into two groups, least amount of 

information prior to the loan armouncement (< 7 analysts following the firm), and 

most amount of information (> 6 analysts following the firm), the two-day average 

excess retums are still significant for both groups at the 1% level. However, for cases 

where there is the least amount of information the two-day average excess retum of 

1.91% is larger than the two-day average excess retum of 0.88% for firms that had 

more than six analysts following them prior to the armouncement. However, the 

difference between the means for these two groups is not statistically significant at the 

5% level. The results in Table 12 are consistent with the hypothesis that excess stock 

retums will be larger for bank loan armouncements of substancial size where there is 
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limited information available from other information producers, except in cases where 

confidential information may be implied. 

Summarv of Results for the Confidentiality Hypothesis 

Campbell (1979) suggests that firms are willing to disclose more information 

to commercial banks who keep information confidential. Firms may wish to keep 

certain information regarding future projects or growth opportunities confidential 

from competitors. Commercial banks play an important role in keeping information 

confidential. The second hypothesis of this dissertation states that positive excess 

stock retums will be larger for bank loan announcements reflecting types of loans 

made for the purpose of future growth or expansion and/or where the amount of the 

loan is large relative to the firm's size. 

A summary of the results related to this confidentiality hypothesis are 

presented in Table 13. This table presents a summary of the results of Tables 3, 4, 5 

and 9. The two-day average excess retums are shown for observations that are 

grouped, first, according to the amount of information prior to the loan announcement 

and second, by loan purpose. The observations are first grouped using three methods 

for proxying the amount of information: (1) cluster analysis; (2) number of analysts; 

and (3) bond ratings. The observations are then fiirther disaggregated based on loan 

purpose. The two groups summarized below are loan armouncements where the 

stated purpose was for capital expenditures and where the amount of the loan is large 
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relative to the market size of tiie firm. Observations with a loan amount relative to 

firm size, that are in the upper quintile are classified as growth loans. 

In cases where the observations are in Cluster 1 (leaste amount of information 

prior to the loan armouncement), two-day average excess retums of 2.03% for capital 

expenditures, and 2.17% for growtii loans are statistically significant at the 1% level. 

The results are similar when the number of analysts is used to proxy the amount of 

information. Two-day average excess retums of 1.80% for capital expenditures and 

1.51% for growth loans are statistically significant at the 1% level and 5% level, 

respectively. Even in cases where there is more information available from other 

information producers (where the number of analysts following the firm is between 

six and twenty-eight), two-day average excess retums of 4.62% for implied growth 

loans are statistically significant at the 1% level. 

The loan announcements are also grouped based on bond ratings and secondly 

based on the stated purpose. It is interesting to note the similarities between Tables 3, 

4, and 9. In cases where there were the fewest number of information producers prior 

to the loan armouncement (determined by cluster analysis in Table 3, number of 

analysts in Table 4, and non-rated firms in Table 9), tiie two-day average excess 

retums for armouncements with a stated purpose of capital expenditures were 2.03%, 

1.80%, and 1.89%, respectively, which are statistically significant at the 1% level. 

The two-day average excess retums for aimouncements with an implied growth 

purpose were 2.17%, 1.51% and 1.86%, respectively. These similarities suggest that 

bond ratings as well as the number of analysts appear to be good proxies for the 
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amount of available information prior to the loan announcements. The evidence 

summarized in Table 13 suggests tiiat more information is conveyed tiu-ough bank loan 

announcements if loan sizes or purposes indicate the borrowing firms may wish to keep 

information confidential from competitors. Loan announcements with a stated purpose 

of capital expenditures or with an implied growth purpose (a large loan amount relative 

to the size of the firm) are more likely to convey unexpected information to the market. 

In addition to these findings based on loan purpose, in Tables 6 and 7, new 

loans have two-day average excess retums that are statistically significant. In Table 7 

new loans with a stated purpose of capital expenditures have two-day average excess 

retums of 2.08%, statistically significant at the 1% level. This suggests that new loans 

as well as renewals convey unexpected information to the market. This unexpected 

information is most likely attributed to the role commercial banks play in keeping 

information confidential. 

Summary of Uncertainty of Borrower Credit Worthiness 

Bank loan announcements will provide new information only if that information 

is unexpected. When there is limited information available from other information 

producers, bank loan announcements are more likely to contain unexpected information 

The third hypothesis states that positive excess stock retums will be larger for loan 

aimouncements to firms where there is a greater degree of uncertainty regarding the 
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wortiiiness of tiie borrower prior to the loan announcement. There is a higher degree 

of uncertainty regarding the borrower's credit wortiiiness prior to the loan 

announcement when there is more uncertainty of whether a bank will approve a loan. 

In this dissertation there is assumed to be more uncertainty regarding whether a bank 

will approve a loan for three cases: (1) non-rated firms; (2) mixed loan renewals 

(containing both favorable and unfavorable information; and (3) fmancially distressed 

firms. 

The results for testing the uncertainty of borrower credit worthiness 

hypothesis are shown in Table 14. In cases where the renewal loan announcement is 

mixed (both favorable and unfavorable revisions), a two-day average excess retum of 

10.77% is statistically significant at the 1% level. This suggests that the 

announcement of mixed revisions is predominantly good news. Positive excess 

retums are expected in cases of mixed revisions due to the large degree of uncertainty 

prior to the loan announcement of the borrower's credit worthiness. In cases such as 

these the bank certifies the credit worthiness of the borrower. The loan 

announcement contains unexpected information, because prior to the loan 

announcement the market had more uncertainty of tiie borrower's ability to obtain a 

loan. 

There also appears to be an increased reliance for commercial banks to certify 

the credit worthiness of borrowers when the borrowing firm is not rated by a debt 

rating agency. For non-rated fums with less than six analysts following the fum, a 

two day average excess retum of 2.07% is statistically significant at the 1% level. For 
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non rated firms witii more than twenty-seven analysts following tiie firm, a two day 

average excess retum of 0.99% is statistically significant at the 1% level. These 

findings suggest that even in cases where the borrowing firm is closely followed by a 

number of information producers, the commercial bank plays an important role in 

certifying the credit worthiness of the borrower when the borrower is not followed by 

a debt rating agency. 

When a firm is financially distressed the announcement of a loan approval is 

more unexpected than a loan approval for a healthy firm. For financially distressed 

firms, the two-day average excess retum of 1.68% is statistically significant at the 1% 

level. While for healthy firms, the two-day average excess retum of 0.59% is non

significant. These findings suggest that unexpected information is more likely to be 

found in announcements of loans to financially distressed firms than to healthy firms. 

It is hypothesized that the market is more uncertain about the financially distressed 

firm's ability to obtain a loan than a healthy firm. 

Empirical Results Compared to Earlier Studies 

James (1987) finds bank loan announcements have a two-day average excess 

retum of 1.93%, statistically significant at the 1% level. He also fmds announcements 

of debt from non-bank sources have non-significant two-day average excess retums. 

In his study the sample data consists of firms listed on the NYSE and AMEX for the 

period January 1,1974 to December 31, 1983. In this dissertation NASDAQ, as well 

as NYSE and AMEX listed firms are included for the ten year period from January 1, 
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1984 to December 31, 1993. In this dissertation, bank loan announcements have a 

two-day average excess retum of 1.44%, which is statistically significant at the 1% 

level. While announcements of debt acquisitions from non-bank sources have a two-

day average excess retum of-0.43%, which is non-significant. These findings 

support James' (1987) hypothesis that commercial bank loans are unique. 

Furthermore, the findings of this dissertation suggest that the findings of James' 

(1987) study are not specific to the ten year period from 1974 to 1983. 

James finds that as the debt rating increased so did the two-day average excess 

retums. He finds that bank loan announcements to firms with investment grade debt 

ratings have a two-day average excess retum of 3.89%, which is statistically 

significant at the 5% level. In this dissertation, for firms that have investment grade 

debt, the two-day average excess retum of 1.03%, is statistically significant at the 1% 

level. The confidential information hypothesis provides a plausible explanation for 

these results. Larger firms with high investment grade debt have other financing 

options that are cheaper than commercial bank debt. However, they may prefer bank 

financing if they wish to keep information confidential from competitors. 

James finds that positive excess retums associated with bank loan 

announcements to firms with investment grade debt ratings, are larger than positive 

excess retums to non-rated firms. However, in this dissertation, bank loan 

announcements for non-rated firms have a two-day average excess retum of 1.65%, 

which is statistically significant at the 1% level. This evidence suggests that the most 

important determinant whether bank loans contain unexpected information is the 
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availability of information prior to the bank loan. It also suggests tiiat bank loan 

announcements convey unexpected information in cases where there is greater 

uncertainty regarding the credit worthiness of a borrowing firm prior to the loan 

armouncement. 

James (1987) also examines the two-day excess retums for bank loan 

announcements by loan purpose. In his study only bank loan announcements for 

general corporate purposes and for repayment of bank debt have statistically 

significant two-day average excess retums at the 1% level. In this dissertation bank 

loan announcements for general corporate purposes, capital expenditures, and no 

stated purpose, all have statistically significant two day average excess retums at the 

1% level. In addition, bank loan announcements for 50 firms with large loan 

amounts relative to the market size of the firm (that is, "growth loans") have a two-

day average excess retum of 2.06%, statistically significant at the 5% level. In both 

studies, the differences between means of the different groups by loan purpose were 

not statistically significant at the 5% level. 

Lummer and McConnell (1989) extend the work by James (1987) regarding 

bank loan announcements, and find two-day average excess retums are only 

significant for bank renewals and not for new loans. Slovin et al. (1992) find 

announcements for new loans to small firms, have a two-day average excess retum of 

1.58%, which is statistically significant at the 1% level. They also find, positive 

excess retums related to loan announcements to large firms are non-significant. In 

this dissertation, the full sample of 112 new loans have a two-day average excess 
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retum of 0.51%, which is statistically significant at the 10% level. When these new 

loans are disaggregated by number of analysts and loan purpose, loans for capital 

expenditures with fewer than seven analysts following the firm, have a two-day 

average excess retum of 2.08%, which is statistically significant at tiie 1% level. This 

evidence suggests that unexpected confidential information is conveyed to the market 

in bank loan announcements for new loans, as well as loan renewals. 

The results of this dissertation regarding mixed renewal announcements 

(containing both favorable and unfavorable revisions), and aimouncements to 

financially distressed firms, are similar to the results that Lummer and McConnell 

(1989). For the sample of mixed revisions, Lummer and McConnell find an excess 

retum of 3.98%, which is statistically significant at the 1% level. In this dissertation, 

the sample of mixed revisions have a two-day average excess retum of 10.77%, which 

is statistically significant at the 1% level. Lummer and McConnell fmd mixed bank 

loan aimouncements to financially distressed firms have an excess retum of 4.82%, 

which is statistically significant at the 1% level. In this dissertation, bank loan 

announcements to financially distressed firms have a two-day excess retum of 1.68%, 

which is statistically significant at tiie 1% level. In addition, bank loan 

announcements for firms that lack bond ratings have positive excess retums of 1.65%, 

which is statistically significant at tiie 1% level. These fmdmgs support tiie second 

hypothesis. Bank loan announcements convey unexpected information when there is 

more uncertainty regarding the credit worthiness of the borrower. 
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Contribution to Previous Literature 

The amount of information available for a borrowing firm prior to a bank loan 

announcenient is found to be an important determinant of whether bank loan 

announcements will contain unexpected information. While earlier studies have 

looked at the effect firm size may play in explaining excess stock retums, the findings 

for different studies are not consistent. James (1987) finds that firm size is not 

statistically significant in explaining excess stock retums associated with bank loan 

announcements. Slovin et al. (1992) find that size is significant and is the most 

important variable in explaining excess stock retums. However, it is not clear 

whether size is a proxy for something else. Size may be proxying for the amount of 

information available regarding a firm, financial distress, or some other variable. In 

this dissertation, the number of analysts following a firm is used as a more direct 

proxy for the amount of available information prior to loan announcements. The 

results of this dissertation suggest that the number of analysts is an important factor 

explaining the attributes of bank loan announcements. When there is a limited 

amount of information prior to a loan announcement, commercial bank loan 

announcements contain unexpected information. These results suggest commercial 

banks play important roles as monitors of information for firms tiiat are not as closely 

followed by other analysts. 

The first contribution of this dissertation is to control for the amount of 

information available prior to the loan announcement. The second contribution is to 

incorporate a confidentiality hypothesis in addition to the information monitor and 
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gatiierer hypotheses of earlier empirical studies. After controlling for the amount of 

information available prior to the loan announcement, the second hypotiiesis states 

that positive excess stock retums will be larger for loan announcements reflecting 

types of bank loans made for the purpose of future growth or expansion. This 

hypothesis is based on the assumption that some bank loans may be made based on 

confidential information which is revealed to the market through the loan 

announcement. Positive excess stock retums are expected to be associated with loan 

announcements which imply future growth. This is consistent with Campbell (1979) 

who suggests firms may use bank loans to raise capital for future growth without 

making specific confidential information available to the public and, especially, 

competitors. 

James (1987) finds that only loans for general corporate purposes and the 

refinancing of bank debt had an effect on stock prices that was significantly different 

from zero at the 1% level. However, in this dissertation, loans made for the purpose 

of capital expenditures were found to have two-day average excess retums significant 

at the 1% level. In addition, in cases where the loan size relative to the firm size was 

large, indicating the loan may have facilitated tiie fmn's growth, the two-day average 

excess retums are significant at the 1% level. This evidence supports the 

confidentiality hypothesis. 

A second test of the confidentiality hypothesis can be done using the 

methodology of Lummer and McConnell (1989), who separated loan announcements 

into two groups based on whether the loan armouncements were for new loans or 
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renewals. In their study, excess stock retums were found to be significant only for 

announcements of loan renewals and not for new loans. This evidence is consistent 

with Fama's (1985) monitor hypothesis that states only loan renewal announcements 

will provide valuable information about borrowing firms, as bank's monitor 

information over time. Conversely, under the confidentiality hypothesis, 

announcements conceming both new loans, as well as renewals, should provide 

valuable information if confidential information is implied in the announcement. In 

this dissertation, after controlling for the amount of available information, excess 

stock retums are significant at the 1% level for announcements of botii new loans and 

renewals where the stated purpose of the loan was for capital expenditures. This 

result is inconsistent with the Fama (1985) monitoring hypothesis. 

The third contribution of this dissertation relates to evidence that commercial 

banks certify the credit worthiness of borrowing firms. The findings of this study are 

inconsistent with Diamond (1991). Diamond (1991) suggests borrowers whose credit^ 

ratings are towards the middle of the spectrum rely more heavily on bank loans to 

monitor and relay credit information to the market. Borrowers with high credit 

ratings do not require monitoring to eliminate moral hazard. However, in this 

dissertation, bank loan annoimcements to firms with investment grade debt ratings, 

have a two-day average excess retum of 1.03%, which is statistically significant at the 

5% level. These findings suggest that either bank monitoring is important to firms 

with high credit ratings or confidential information is implied in these bank loan 

announcements. 
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The third hypothesis states that positive excess stock retums will be larger or 

more probable for loan announcements to firms where there was a greater degree of 

uncertainty regarding the credit wortiiiness of the borrower. Bond ratings, mixed loan 

announcements (containing both favorable and unfavorable information), and 

negative share price retums prior to the loan announcement are used to proxy the 

degree of uncertainty of borrower credit worthiness. In cases where the firm has other 

debt that is rated by rating agencies, there is a greater degree of certainty of the 

borrower's credit worthiness. There is more uncertainty of a firm's ability to obtain a 

bank loan for non-rated firms, fmancially distressed firms, and firms with mixed loan 

announcements. 

In this dissertation, the two-day average excess retums are significant at the 

1% level for firms that were not rated by bond rating agencies. Two-day average 

excess retums are larger for non rated firms than for rated firms. However, the 

difference between the means of non rated and rated fums are not statistically 

significant. Thus, the degree of uncertainty of borrower credit worthiness hypotiiesis 

is supported. This evidence is consistent with evidence found by Lummer and 

McConnell (1989) and Slovin et al. (1992), but it is inconsistent witii evidence found 

by James (1987). James (1987) finds tiie largest positive excess stock retums to be 

associated with loan announcements for fums rated A or better. 

Lummer and McConnell (1989) found the largest positive excess stock retums 

are associated with loan announcements that the market would interpret as containing 

both positive and negative information. For example, a loan may have been renewed 
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(favorable information) but with more restrictive covenants (unfavorable 

information). Upon further investigation of the 76 observations in their study 

classified as containing mixed information, 50 were announcements conceming 

financially distressed firms. They defined firms with negative share price retums 

prior to the announcement as financially distressed. The largest positive excess stock 

retums were found in cases where there was the greatest amount of imcertainty of the 

borrower's credit worthiness. The findings of this dissertation are consistent with 

Lummer and McConnell (1989), who find financially distressed firms and firms with 

mixed loan announcements have the largest two-day average excess retums. These 

findings support the hypothesis that unexpected information is more likely to be 

conveyed in bank loan announcements when there is more uncertainty regarding the 

credit worthiness of the borrower. 

In this dissertation, three factors are found to play important roles in 

determining whether unexpected information will be revealed to the market through 

commercial loan announcements. Three important determinants of information 

content of bank loan announcements are: (1) the amount information available prior 

to the loan announcement; (2) loan purposes tiiat imply confidential information; and 

(3) the degree of uncertainty of tiie borrower's creditwortiiiness. The findings of this 

dissertation provide additional insights regarding tiie roles of commercial banks as 

monitors and gatherers of confidential information. 
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Table 12 

Summary of results for amount of information hypothesis. 
This table presents a summary of results in Tables 1 and 8 related to the first 
hypothesis. The two-day average excess retums are shown for observations tiiat are 
grouped according to the amount of information prior to tiie loan announcement. 
Three methods were used to proxy the amount of information in tiiis dissertation: 
cluster analysis; number of analysts following the firm prior to the loan 
announcement; and bond ratings. 

Panel A: Amount of Information 
(source Table 1) 

by cluster 

APE 
few information 

Cluster 1 
1.73%*** 

APE APE 
some info. most info. 

Cluster 2 Cluster 3 
0.45% 2.26%*** 

#of analvsts <7 
by number of analysts (3 groups) 1.91%*** 

6 < # < 2 8 #>28 
0.60%** 2.05%*** 

# of analysts <7 
by number of analysts (2 groups) 1.91%*** 

# > 6 
0.88%*** 

Panel B: Amount of Information 
(source Table 8) 

by bond ratings 
Non Rated Firms 
Non-Investment Grade 
Investment Grade 

APE 
few information 

# of analysts < 7 

2.07%*** 
1.53% 

•0.59% 

APE 
some info. 

APE 
most info. 

# > 6 

0.99%*** 
0.07% 
1.35%*** 

*** significant at the 1% level. 
** significant at the 5% level. 
* significant at the 10% level. 
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Table 13 

Summary of results for confidentiality hypotiiesis. 
This table presents a summary of results in Tables 3, 4, 5, and 9 related to tiie second 
hypothesis. The two-day average excess retums are shown for observations that are 
grouped first, according to the amount of information prior to tiie loan announce
ment and second, by loan purpose. Three methods were used to proxy the amount 
of information in this dissertation: cluster analysis; number of analysts following 
the firm prior to the loan announcement; and bond ratings. The observations are then 
further disaggregated based on loan purpose. The two groups summarized below 
are loan announcements where the stated purpose was for capital expenditures, and 
implied growth loans. Observations are ranked according to the amoimt of the loan 
relative to the market size of the firm. Observations in the upper quintile are classi
fied as growth loans. 

Amount of Information & Confidentiality, by loan purpose (Tables 3, 4, 5 & 9) 

APE APE 
Capital Expenditures Orowth 

Few Information by Cluster (Table 3) 2.03%*** 2.17%** 

< 7 Analysts following the firm (Table 4) 1.80%*** ' 1.51%* 
6 < Number of Analysts < 28 4.62%* * * 
Number of Analysts > 27 5.18%*** 

Number of Analysts > 7 (Table 5) 4.02%* * * 

Non Rated Firms (Table 9) 1.89%*** 1.86%** 

*** significant at the 1% level. 
** significant at the 5% level. 
* significant at the 10% level. 
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Table 14 

Summary of results for uncertainty of credit worthiness. 
This table presents a summary of results in Tables 6, 8, and 10 related to the tiiird 
hypothesis. The two-day average excess retums are shown for observations that are 
grouped according to the degree of uncertainty of borrower credit worthiness prior to 
the loan announcement. Three methods were used to proxy the degree of uncertainty 
of borrower credit worthiness in this dissertation: (1) mixed announcements 
(containing favorable and unfavorable news); (2) bond ratings; and (3) financial 
distress. 

Uncertainty of Credit Worthiness 
(sources Tables 6, 8, & 10) 

APE 
Mixed Renewals for Full Sample (Table 6) 10.77%* * * 
Mixed Renewals with Few Info. Sources 12.84%* * * 
Mixed Renewals with Some Info. Sources 3.72%*** 

Not Rated Firms with the number of analysts < 7 2.07%* * * 
Not Rated Firms witii analysts > 7 (Table 8) 0.99%* * * 

Financially Distressed Firms (Table 10) 1.68%* * * 
Healtiiy Firms 0.59% 

*** significant at the 1% level. 
** significant at the 5% level. 
* significant at tiie 10% level. 
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APPENDIX A 

STATISTICAL TESTS FOR DIFFERENCES BETWEEN GROUPS 
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The results for testing the difference in means between the three groups sorted 
by cluster analysis given in Table 1 Panel A are shown below. Where, 
Cluster 1 = limitted amoimt of information; Cluster 2 = intermediate amount 
of information; Cluster 3 = Most amount of information. 

General Linear Models Procedure 

T tests (LSD) for variable: APE 

NOTE: This test controls the type I comparisonwise error rate not the 
experimentwise error rate. 

Alpha=0.05 Confidence= 0.95 df^233 MSE= 0.003769 
Critical Value of T= 1.97020 

Comparisons significant at the 0.05 level are mdicated by ' 

Lower Difference Upper 
CLUSTER Confidence Between Confidence 
Comparison Limit Means Limit 

-0.019608 0.005254 0.030115 
-0.009139 0.018079 0.045297 

-0.030115 -0.005254 0.019608 
-0.004893 0.012826 0.030545 

-0.045297 -0.018079 0.009139 
-0.030545 -0.012826 0.004893 

• • •» 

3 
3 

1 
1 

2 
2 

-1 
-2 

-3 
-2 

-3 
-1 
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The results for testing the difference in means between the three groups sorted by 
number of analysts given in Table 1 Panel B are shown below. Where, 
NANAL =1, when there are less than 7 analysts following a firm prior to a loan 
announcement. NANAL = 2, when there are between 7 and 27 analysts following 
a firm. NANAL = 3, when there are more than 27 analysts following a firm. 

Alpha=0.05 Confidence= 0.95 df^234 MSE= 0.003772 
Critical Value of T= 1.65139 

Comparisons significant at the 0.05 level are indicated by ' * • • ' 

Lower Difference Upper 
NANAL Confidence Between Confidence 

Comparison Limit Means Limit 

3 - 1 -0.021937 0.001383 0.024703 
3 -2 -0.009579 0.014518 0.038615 

1 
1 

2 
2 

-3 
-2 

-3 
-1 

-0.024703 -0.001383 0.021937 
-0.000622 0.013135 0.026892 

-0.038615 -0.014518 0.009579 
-0.026892 -0.013135 0.000622 
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The results for testing the difference in means between the two groups 
sorted by number of analysts given in Table 1 Panel C are shown below. 

NANAL = 1, when there are fewer than 7 analysts following the firm prior 
to the loan announcement. NANAL = 2, when there are 7 or more analysts 
following the firm prior to a loan announcement. 

General Linear Models Procedure 

T tests (LSD) for variable: APE 

NOTE: This test controls the type I comparisonwise error rate not the 
experimentwise error rate. 

Alpha=0.05 Confidence= 0.95 df=238 MSE= 0.003736 
Critical Value of T= 1.96998 

Comparisons significant at the 0.05 level are indicated by '***'. 

Lower Difference Upper 
NANAL Conf. Between Confidence 

Comparison Limit Means Limit 

1 -2 -0.005044 0.010308 0.025660 

2 -1 -0.025660 -0.010308 0.005044 

126 



The results for testing the difference in means between the two groups 
sorted by number of analysts given in Table 1 Panel C are shown below. 
NANAL = 1 when there are 6 or fewer analysts following the firm. 
NANAL = 2 when there are 7 or more analysts following the firm. 

General Linear Models Procedure 

T tests (LSD) for variable: APE 

NOTE: This test controls the type I comparisonwise error rate not the 
experimentwise error rate. 

Alpha=0.05 Confidence= 0.95 df^238 MSE= 0.003736 
Critical Value of T= 1.96998 

Comparisons significant at the 0.05 level are indicated by '***'. 

Lower Difference Upper 
NANAL Conf. Between Confidence 

Comparison Limit Means Limit 

1 -2 -0.005044 0.010308 0.025660 

2 -1 -0.025660 -0.010308 0.005044 
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APPENDIX B 

SKEWNESS AND NORMALITY TESTS 
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Table 15 

Normality Tests and Skewness for sub-samples. 
The p-values for the Wilk-Shapiro test for normality are shown below. Results are 
shown for samples disaggregated by the number of analysts, cluster, and purpose. 
The samples for number of analysts are then further disaggregated by purpose. 

I 

Sub-Sample 
# Analysts < 7 
6 < # Analysts < 28 
27 < # Analysts 

Cluster 1 
Cluster 2 
Cluster 3 

Capital Expenditures 
General Corporate Purpose 
None Stated 
Refinance Bank Debt 
Repay Debt 

# Analvsts < 7 
Capital Expenditures 
General Corporate Purpose 
None Stated 
Refinance Bank Debt 
Repay Debt 

6 < # Analvsts < 28 
Capital Expenditures 
General Corporate Purpose 
None Stated 
Refinance Bank Debt 
Repay Debt 

27 < # Analvsts 
Capital Expenditures 
General Corporate Purpose 
None Stated 
Refinance Bank Debt 
Repay Debt 

Sample Wilk 
Size 
135 
91 
22 

153 
67 
28 

45 
75 
74 
18 
36 

33 
35 
36 
10 
21 

10 
33 
29 

8 
11 

2 
7 
9 
0 
4 

-Shapiro 
p-value 
0.0179 
0.0816 
0.0105 

0.0107 
0.3336 
0.0024 

0.2203 
0.0058 
0.1239 
0.7405 
0.1089 

0.0678 
0.2070 
0.4397 
0.9265 

0.25 

0.4631 
0.015 

0.2432 
0.8203 
0.3125 

-

0.1934 
0.5781 
-

0.1250 

Skewness 
3.07 
0.19 
0.88 

3.11 
0.11 
1.05 

1.77 
3.68 
2.64 
1.69 
0.18 

2.08 
3.18 
2.93 
1.58 

-0.05 

-0.15 

0.88 
-0.45 

0.4 
-0.3 

-

1.09 
1.05 
-

1.99 
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