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ABSTRACT 

This dissertation examines effects ofbank mergers on commercial and industrial 

(C&I) borrower firms' stockholders around various merger event dates. In addition, 

change in bank executive compensation surrounding mergers is analyzed. 

Chapter one presents evidence that a strong lending relationship exists between 

borrower firms and their commercial bank lenders that is altered by bank mergers. 

Negative abnormal stock returns experienced by firms borrowing from banks are 

investigated to ascertain the explanatory power of the relationship lending hypothesis. 

Negative returns are found to be attributable to the change in the lending relationship 

brought about by bank mergers. In addition. we find evidence of a delayed capital-market 

response by borrower firm stockholders to bank merger events. We conclude that 

borrower firms incur significant economic costs in response to changes in their banking 

relationships resulting from bank mergers. 

Chapter two tests the hypothesis of managerial ism, defined as top executives 

seeking to maximize their own wealth in terms of compensation and perquisites rather 

than maximization of the banking firm's value. This chapter presents evidence contrary to 

the managerialism hypothesis. It appears the 1991 FDICIA law has effectively mitigated 

managerialism in the ranks of top bank executives. However, the evidence also suggests 

that executives in upper-middle management of merged banks have not been constrained 

by FDICIA. These upper middle-level executives consistently receive higher 

compensation than their non-merged peers. 

9 
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Chapter One 

EVIDENCE ON THE RELATIONSHIP LENDING HYPOTHESIS AND THE 
CAPITAL-MARKET RESPONSE OF C&I FIRM STOCKHOLDERS TO BANK 

MERGERS 

1.1. Introduction 

In a perfect frictionless capital market funds would be available for all risk-adjusted 

positive net present value projects. If such a market existed commercial and industrial 

(C&I) firms (hereafter referred to as 'firms') would have the ability to borrow funds 

directly from market participants at the appropriate risk-adjusted rates and financial 

intermediaries would not exist. Market imperfections such as information asymmetries 

may provide an explanation for the existence and viability of financial institutions. 

Theories of financial intermediation have recently focused of the role of commercial banks 

and other financial intermediaries in terms of information production and transmission. or 

on their role as third-party evaluators and monitors, of C&I borrower firms (hereafter 

referred to as 'borrower firms'). These informational theories view financial 

intermediaries as the source of the reduction in information asymmetries that exist 

between the capital market and C&I borrowers (hereafter referred to as 'borrowers'). 

The role banks play in the process of information dissemination concerning borrower firms 

to capital market participants has been found to emanate not from the bank's initial 

lending evaluation process but rather from the continuing lending relationship. Lummer 

and McConneU (1989), James and Wier {1990), and Slavin, Johnson & Glascock (1992) 

find the renewal or continuation of an existing banking relationship provides a positive 

signal to the capital market. 
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Many financial economists believe banks have access to information about a 

borrower firm's current financial condition and future prospects not in the public domain. 

Campbell and Kracaw (1980), Diamond (1984) and others have developed intermediation 

theories based on the precept that banks undertake the process of costly information 

gathering in order to appropriately assess the risk inherent in the lending opportunity. 

These theories are primarily signaling arguments in which banks signal their inside 

information to the capital market through the granting of credit. Black ( 1975) provides an 

alternative view. extended by Fama (1985). which asserts that banks develop relationships 

with their borrower firms and obtain private information about the prospects of these firms 

over a period of time. This latter view provides the basis for the relationship lending 

hypothesis. 

The relationship lending hypothesis contends that banks play a special or unique 

role in transmitting private inside information about their corporate borrowers. obtained as 

a result of their long-term interaction with these firms. to the capital market. This 

hypothesis reasons that it is the bank's accumulation of knowledge over time pertaining to 

the borrowing entity that creates value to the borrower firm. The continuing lending 

relationship provides a clear signal of firm worth to the capital market. This hypothesis 

suggests that any event that alters this relationship will impact the value of borrower firms. 

The announcement of bank merger events provides an excellent opportunity to test 

the relationship lending hypothesis. Borrowers' firm value should be correlated with 

unexpected changes in their banking relationships. Mergers oflending institutions furnish a 

variety of changes directly, indirectly and unrelated to the relationship lending hypothesis. 
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The effects of bank mergers on borrower firms should be related to the extent to which 

borrowers obtain benefits from the banking relationship and the degree to which this 

relationship is altered. The relationship lending hypothesis first predicts that borrower 

firms with long-tenn banking relationships will suffer the highest economic loss due to the 

greatest degree of change in relationship. This hypothesis further predicts that firms 

borrowing from either acquirer or target banks should incur significant declines in value as 

a result of merger related relationship changes. Value destruction of target bank 

borrowers is ex ante predicted to be greater than that for acquirer bank borrowers. This 

expectation is derived from the belief that borrowers from target banks will experience a 

greater degree of change in their banking relationships. Firms borrowing from both 

acquirer and target banks are expected to experience the largest costs from merger events 

that change their multiple banking relationships. 

Market efficiency implies that borrower firms' stock prices should capitalize any 

anticipated change in value incurred as a result of bank mergers at the time the merger is 

announced. We find, on average, that all bank borrowers experience negative returns at 

merger announcement; however, these are not significantly different from zero. However, 

acquirer bank borrowers' and target bank borrowers' abnormal returns are significantly 

negative at the 1% significance level at the regulatory approval announcement. We 

interpret this as an indicator of the existence of a high degree of capital market uncertainty 

concerning ultimate merger consummation. This uncertainty appears to be associated with 

regulatory approval and is eliminated at the time the relevant regulatory agency endorses 

the merger. 
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This paper provides evidence of value created from the lending relationship 

process. However, our paper differs from those cited above in that we undertake more 

detailed tests of the relationship lending hypothesis. We extend the existing body of 

literature by more precisely defining the sources of value creation. In addition, we provide 

the first test of changes in borrower firms' value originating from the alteration in the 

lending relationship as a result of mergers by their lending institutions. Although 

considerable research has been conducted on capital market response to bank mergers 

regarding the value to bank stockholders, this paper provides the first examination of these 

effects on the value ofborrower firms. 

1.2. Literature Review 

Leland and Pyle ( 1977) were perhaps the first to suggest that the unique role banks 

play in the reduction of information asymmetries provides a rationale concerning their 

existence since in a frictionless capital market financial intermediaries would not exist. 

Campbell and Kracaw {1980), Diamond {1984), Ramakrishnan and Thakor (1984), Fama 

( 1985), Boyd and Prescott ( 1986), Haubrich ( 1989), and Diamond ( 1991) imply that 

banks have a comparative advantage over capital markets in terms of information 

production and monitoring ofborrower firms. Further, these authors suggest that banks 

may have the ability partially to dissipate information asymmetries and agency costs 

through the incorporation of this information in their lending decisions. Since these 

theories suggest banks provide a unique information-generation service concerning 

borrowers, they imply that the existence of bank lending relationships should communicate 
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information to the capital market. 

Empirical research which examines the uniqueness ofbank lending relationships 

began with Fama's (1985) study of the rates on certificates of deposits (COs) compared to 

similar types of money market instruments. Since these rates were commensurate with 

risk. with only CDs subject to reserve requirement costs, Fama concluded that bank 

borrowers must bear this cost. Therefore, there must be something special about bank 

lending relationships which precludes competition from other intermediaries. 

James ( 1987) conducted an event study that tested the relationship between the 

announcement of bank loans obtained by borrowers and their stock price response. His 

hypothesis stated that since bank loans (inside debt) avoid the information asymmetry 

problems associated with public debt offerings (outside debt), "a non-negative stock price 

response will be associated with their announcement." 1 Further, repayment of bank debt 

via the issuance of public or privately-placed debt is associated with a decline in the firms' 

stock price. Lummer & McConnell ( 1989) distinguished between new bank loans and 

renewals of existing bank debt to borrowers and found no excess stock returns at the 

initiation of new C&I loan relationships, but significant excess positive (negative) returns 

surrounding the announcement of favorable (unfavorable) loan revisions. 

Slavin, Johnson & Glascock ( 1992), after controlling for the size of borrowers, 

found that small firms obtain significant positive excess stock returns at the announcement 

of both new credit agreements and credit renewals while larger firms exhibit no such 

returns for either event. Preece & Mullineaux ( 1994) empirically showed that banks no 
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longer possess informational advantages for C&I loans. Although firms experience a 

significantly positive excess stock return at the announcement of loan agreements, the C&I 

lender identity (bank versus non-bank) does not provide significant difference in market 

reaction to C&I loan agreement announcements. This suggests that C&I loans are unique 

but banks, as lenders of C&I loans, are not. Hull & Moellenbemdt ( 1994) discovered a 

significantly greater negative stock price response for firms that issue equity to replace 

bank debt than to reduce non-bank debt. 

As a supplement to this literature, Slavin. Sushka & Polonchek ( 1993) examined 

the value of bank survivorship ('durability') on the equity value ofborrowing firms by 

analyzing the de facto failure and subsequent FDIC rescue of Continental Illinois Bank. 

Their findings indicated that the bank's insolvency caused a significant reduction in share 

price value of the borrowing firms, and the subsequent FDIC bailout produced positive 

share price effects on the firms. The authors concluded that borrowers incur significant 

costs related to reduction in their bank's durability and are therefore 'bank stakeholders'. 

The bank lending uniqueness literature's empirical results tend to support the idea 

that value-creation is derived from the bank lending relationship process. Information 

generated through this process appears to provide capital market participants with a 

resolution to the agency and information asymmetry problems. Attributes of the lending 

relationship, such as size of the borrower firm and length of the relationship, also appear 

to assist in explaining the market's response to changes in the relationship as predicted by 

Diamond ( 1989). These empirical results adequately document the existence of bank 

'James, Christopher. 1987. Joumal of Financial Economics, pg 218. 
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lending uniqueness as well as the fragility of the lending relationship. Value is created 

through the building of a lending-borrowing relationship between banks and firms. This 

value appears to be dependent on the continuation of the banking relationship and 

alteration of this relationship affects the value of firms. One type of relationship altering 

event is the failure ofthe bank as depicted by Slovin. Sushka and Polonchek (1993). The 

potential for bank failure loomed large during the early 1980s. but declined in probability 

during the late 1980s and throughout the 1990s. However. another relationship altering 

event began its ascent in the early 1980s and proliferated throughout the 1990s: bank 

mergers. 

1.3. The Relationship Lending Hypothesis and Bank Mergers 

1.3.1. An Overview of the Relationship Lending Hypothesis 

Although much has been published individually in the two fields concerning the 

uniqueness of C&I lending and the various impacts of bank mergers. no research has been 

published which addresses whether the uniqueness of C&I loans is preserved via mergers. 

Bank mergers should alter the lending-borrowing relationship. and this change in the 

banking relationship should impact the equity value of affiliated borrowers. Similarly. the 

question of which borrower firms benefit or lose post-merger has not been addressed. 

Research concerning the impact of bank mergers on bank stockholders has proliferated as 

the intensity of bank mergers has increased. Although this latter phenomenon is of 

economic importance. the effects of bank mergers on stockholders of borrower firms are 

of far wider significance. and perhaps magnitude. to our financial system. Research has 
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demonstrated that bank mergers directly effect participating banks stockholders' wealth. 

However the indirect impact on stockholders' of the borrower firms has not been 

adequately addressed. What happens to bo"owers' stock price around the merger 

announcement, approval, and the first negative merger-related news dates of their bank? 

How is the lending relationship altered and what are the effects to bo"owers? This is 

the subject of our investigation. 

The effects ofbank mergers on borrowing firms' share price should be related to 

the extent to which these firms acquired lending relationship benefits from their banks 

prior to the bank merger announcement. Smaller firms with longer banking relationships 

should be more negatively impacted then larger firms having access to money and capital 

markets or firms with relatively short banking relationships. Market efficiency implies that 

the equity value of borrowers should incorporate any expected changes resulting from 

their bank's merger including changes in the established lending relationship at the time the 

merger is announced. If the market expects favorable (unfavorable) changes in the lending 

relationship, then the market's expectations should capitalize the resulting gains (losses) 

into the firm's stock price. 

Two categories of relationship lending change are found to exist. The first 

category consists of two factors, each of which directly impacts the lending relationship. 

These two factors are changes in commercial lending personnel and changes in credit 

standards. The second category consists of several factors believed to impact relationship 

lending indirectly, including general personnel layoffs, branch closings, management 

changes, reduction in customer service, closing or consolidating departments, and selling 
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or divesting branches. Significance of these two categories are compared to a third 

category of negative merger-related news factors unrelated to relationship lending and 

includes such factors as insider trading. lawsuits. increased concentration. reduced capital 

ratio. etc. 

Based on the uniqueness literature. which finds relationship lending to be the key 

to understanding the benefits of C&I loans. the relationship lending hypothesis states that 

the stock value of acquirer bank borrowers should change in response to changes in 

lending philosophy or personnel. If significant negative changes to the relationship are 

expected by the market at the time the bank merger is announced then firm stock price 

should decline significantly. However. if only minor changes are anticipated then the 

decrease in stock price should not be significantiy different from zero. Similarly. if the 

market perceives a low probability of merger consummation the reduction in borrower 

stock price should reflect the product of this low probability with the negative impact. 

The stock prices of target bank borrowers are expected to decline significantly since the 

greatest degree of changes in lending philosophy and personnel would be expected to 

accrue to this borrower type post merger. Based on results obtained by Petersen and 

Raj an ( 1994) firms borrowing from both acquirer and target banks should derive a positive 

stock price response from the bank merger announcement. 2 However. the relationship 

lending hypothesis predicts that this class of borrowers would suffer the greatest decline in 

stock price since lending relationships with both banks are altered by a single event. A 

2Petersen and Rajan ( 1994) demonstrated empirically that attempts by firms to maintain borrowing 
relationships with multiple lenders increases the price and reduces the availability of credit to these firms. 



19 

prio~ the magnitude of change is not expected to be as great for the borrowers of 

acquirer banks as for the borrowers of target banks since changes in philosophy and 

personnel are not expected to be as pronounced. If relationship lending provides the basis 

for the uniqueness of C&I loans. then a merger should preserve the relationship of 

acquirer bank's C&I customers more than those of the target bank. borrowers from both 

bank merger participants are expected to endure the greatest degree of change in lending 

relationship. 

Uncertainty about the merger's effect on the change in lending policy and 

personnel should negatively affect the magnitude of borrower firms' stock price on the 

announcement date. Subsequent resolution ofthis uncertainty post-merger should impact 

the stock price of borrowers. Two forms of uncertainty are deemed to be present for the 

borrower firms at the announcement of the bank merger. The first is the probability the 

merger will be consummated and the second is. given the first uncertainty, the probability 

the lending relationship will be negatively altered by the newly merged entity. The 

greatest uncertainty regarding the completion ofbank mergers is uncertainty about 

approval of the merger by banks' regulatory agencies. If the market perceives a large 

degree of uncertainty concerning. or low probability of. regulatory approval at the time the 

merger is announced then the main impact of changes in the lending relationship on 

borrower stock price should be postponed until the announcement of regulatory merger 

approval. 

The Bank Merger Act of 1960 required mergers involving federally supervised 

banks to obtain approval of their principal federal regulatory agency. The Bank Merger 
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Act of 1966 further strengthened regulatory jurisdiction over proposed bank mergers by 

requiring proposed mergers to be in the public's best interest. The regulatory agency 

responsible for approving bank mergers for members of the Federal Reserve System is the 

Federal Reserve (Fed) which has historically oscillated between extremely harsh and 

friendly stances concerning bank mergers. In addition, the Office of the Comptroller of 

the Currency (OCC) must approve all national bank merger applications. Since national 

banks must join the Federal Reserve System mergers in which they are involved must be 

approved by both regulatory agencies.3 The Federal Deposit Insurance Corporation 

(FDIC) is the regulatory agency which rules on mergers for insured nonmember banks. 

The regulatory powers of these three federal banking agencies overlap with those of state 

banking commissions in terms of merger approval. State-chartered Fed member banks 

must obtain merger approval from both the state banking commission and the Fed. 

Similarly, state-chartered insured nonmember banks are subject to dual approval of the 

state banking commission and the FDIC. Uninsured nonmember state-chartered banks 

make their merger application solely to the state banking commission. However, if the 

bank resulting from a state-chartered bank merger is insured, then the FDIC becomes the 

responsible federal agency. In such cases the FDIC requests reports on the competitive 

effects from the Department of Justice (DOJ) and the other two federal banking agencies. 

3 Because a number of bank mergers in the sample required dual federal approval. several univariate 
criteria were employed. First. Fed approval dates were used (N=887). Then only OCC approval dates 
were applied (N=l64). Next, all C&I firm observations requiring dual approval were deleted (N=830). 
Finally. the first approval dates were used (N=894). Using first approval dates provided slightly higher 
statistical results then either the Fed only or OCC only approval dates. However. results were more 
significant when the dual approval observations were deleted. Reported results are those using the first 
approval dates. 
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antitrust laws. 

21 

The language of the two bank merger acts led regulatory agencies to deny mergers 

where regulators deemed concentration to be too high from the late 1960s through the 

1970s. Further. during the same time period the Fed. OCC or DOJ rejected many bank 

mergers on antitrust grounds. The result was a precipitous decline in bank merger 

proposals. Commercial bank mergers. which averaged over 230 per year between 1924 

and 1959. declined to an average of 147 for the years 1960 to 1970. By 1971 bank 

mergers were down to 103. More recently. however. the Fed and the OCC have adopted 

a pro-merger position and approved almost all proposed bank mergers. The Federal 

Reserve Bulletin was searched for the period covered by our study, 1988 through 1996. 

Only three bank merger proposals were denied. However. none of these mergers were 

part of our study since they failed to meet the criteria for inclusion detailed in the 

methodology (i.e .• at least one bank merger partner was not publicly traded). Regulatory 

change in bank merger approvals and the subsequent resurgence in bank merger activity 

may be traced to two events. First. two 5th District Court of Appeals rulings in 1981 

virtually eliminated regulatory power to restrict within-market merger proposals on the 

grounds of market power. Second. in 1982 the Fed Board of Governors issued guidelines 

permitting acquisition of nonvoting stock of banks in out-of-state banks by bank holding 

companies. 

Although several bank mergers during the period covered by this research were 

challenged by citizen groups. and a few were initially rejected by the Fed, none were 
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ultimately denied by the Fed. However, these facts could only be known retrospectively 

by the capital market. Assuming a high degree of uncertainty exists at merger 

announcements, the impact on borrowers' stock price will be diminished. If this 

uncertainty is related to the probability of regulatory approval then the primary economic 

impact ofbank mergers on borrower stock price should be observed at the announcement 

of regulatory approval. 

The second uncertainly relates to the impact of the merger on changes in the 

lending relationship given the successful completion of the merger. Assuming the market 

does not initially anticipate the magnitude or extent of relationship lending changes at the 

time these mergers are announced, or determines a high level of uncertainty exists as to 

the consummation of the merger, the merger announcement firm abnormal returns may be 

understated. In this case negative merger-related relationship lending events that occur 

post-merger might impact the stock value of borrower firms. Direct and indirect banking 

relationship changes should impact the lending relationships of borrower firms by varying 

degrees depending on the level of uncertainty of the market's initial prediction. Between 

the merger announcement and completion many negative merger-related news events may 

occur. However, the market's uncertainty, in terms ofthe extent of relationship changes. 

should be greatly diminished by the first news of this type. 

The relationship lending hypothesis predicts no abnormal returns on average for 

any borrower group at merger completion assuming market efficiency. Any abnormal 

return at this time could be viewed as anomalous or as the final removal of consummation 

uncertainty. Correction of market overreaction is ruled out as a potential explanation. If 
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the market believes merger related changes in relationship lending will negatively impact 

borrowers' stock price and these banking relationships are not unfavorably altered post-

merger, then the negative impact on firms' stock price at the merger announcement date 

should reverse. However, this reversal could occur at any time. If dimensions of the 

lending relationship affecting the borrower firm unfavorably alter the banking relationship 

post-merger either no change or a further decline in price stock would be anticipated 

depending on the market's initial response at the merger announcement. Again. such 

market response could occur at any time. The strength. or magnitude, of the borrower 

firms' post-merger stock price response on the merger approval demonstrates the 

market's reaction to the reduction in uncertainty related to the probability of merger 

completion. If this uncertainty is solely related to regulatory approval, then all doubt 

should be resolved by the regulatory merger approval date. Even if a portion of this 

uncertainty is based on approval ofboth banks' boards or stockholders. board ratification 

and stockholder approval usually precede regulatory approval. However, if part of this 

uncertainty is dependent on whether banks follow through on the merger, this residual 

uncertainty may not be resolved until the announcement of the merger completion. In this 

case a further decline in borrower firms' stock prices is predicted. 

1.3.2. Relationship Lending Predictions on Univariate Dichotomizations and 
Subdivisions 

The relationship lending hypothesis can be tested using six dichotomizations or 

subdivisions of the full sample ofborrowing firms. These six groupings are default and 

non-default loans, syndicated and non-syndicated loans, non-default non-syndicated loans, 
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new and renewed loans. negative loans. and finally favorable. unfavorable and mixed loan 

revisions. 

Abnormal returns to borrower firms under the relationship lending hypothesis 

should be different for default and non-default loans. borrowers who defaulted on bank 

debt prior to the bank merger event should experience a nonnegative stock price reaction 

to the merger announcement. Since these borrowers damaged their banking relationship 

at the time of default a change in the lending entity brought about by the merger should 

not hurt the firm further and may positively impact their stock price. However. borrowers 

with non-default loans should encounter a negative market reaction and their stock price 

should decline. Assuming these borrowers have developed a good relationship with their 

bank. the bank merger could alter that relationship and cause a decrease in stock price. 

Firms with syndicated versus non-syndicated loans should also behave differently. 

borrowers with syndicated loans should develop less of a relationship with a particular 

bank. Therefore. a change in relationship lending as a result of bank mergers should effect 

the stock price of these borrowers to a lesser degree than borrowers with non-syndicated 

loans. However. it is possible for a borrower with a syndicated loan to develop banking 

relationships with individual banks. In such cases the borrower would be expected to 

name this bank as syndication manager or as performing some other lead role. 

The combination of these first two groups can be used to create the non-default 

non-syndicated loan category. borrowers with these loans would be expected to 

experience a decline in their stock price as a result of bank mergers under the relationship 

lending hypothesis. 
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The new versus renewed loan dichotomization is based on the analysis ofLummer 

and McConnell (1989). This investigation may provide the best univariate test ofthe 

relationship lending hypothesis. Tests of each of the prior three categories (default and 

non-default, syndicated and non-syndicated, and non-default non-syndicated) suffer from 

the inability to determine the length of time of the banking relationship, which weakens 

their power. Although the length of time of the relationship is still not known with the test 

of firms with new versus renewed loans. the fact that a loan is new indicates a shorter 

relationship than a renewed loan and a renewed loan indicates the existence of a prior 

relationship. New borrowers have not had an opportunity to develop relationships with 

their banks. Therefore. the stock price of these borrower firms should not change 

significantly as a result of changes in relationship lending factors at the time the bank 

merges. In relative terms borrowers with new loans may improve their position compared 

to borrowers with renewed loans. If the banking relationships of firms with renewed loans 

suffer at bank mergers while firms with new loans do not then the latter group's 

relationship position with the bank may improve relative to the former group. If this is the 

case then the abnormal returns of borrowers with new loans should be positive although 

still insignificant. firms with renewed loans have developed a relationship with their banks 

which is subject to change as a result of bank mergers. 

Negative loans are loans where the amount of credit was decreased at the bank's 

option or loans in forbearance of terms. As with the default loan category firms with 

negative loans are expected to benefit from bank mergers. Each of these negative loan 

types indicates the existence of a prior banking relationship that became damaged. The 



bank merger produces a new banking entity and provides an opportunity for a fresh start 

for the borrower. 

The final univariate subdivision is also derived from Lummer and McConnell 
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( 1989) and helps to define further the effects of bank merger changes on firms with 

renewed loans. This test subdivides renewed loans into those with favorable revisions, 

unfavorable revisions, and mixed revisions. borrowers with loans that were favorably 

revised should experience a negative stock price reaction at merger announcement. Not 

only do each of these borrowers have a prior relationship with its bank, the favorable 

revisions indicate an improvement in this relationship. borrowers with loans that were 

unfavorably revised should experience a positive stock price response at merger 

announcement. The banking relationships of these borrowers have been diminished and 

the bank merger provides the potential to rebuild these relationships. As in Lummer and 

McConnell ( 1989) mixed revisions would require further analysis; however, this category 

had too few observations for statistical testing. 

1.4. Sample 

The data pertaining to bank mergers were obtained from the SNL Securities, Inc. 

Publicly Traded Whole Bank & Thrift Deals merger database. To be included in this 

database, stock of both merger partners had to be publicly traded and the acquirer bank 

had to obtain 1 00% of the stock of the target bank. This database contains a wealth of 

information for all whole mergers between financial depository institutions from the early 

1980s to present. The number of publicly traded financial institution whole mergers 



occurring between June 1982 and February 1997 represented in this database was 743. 

Bank mergers were included in the sample if the following criteria were observed: 

(a) acquirer and target are both banks; 

(b) merger announcement date occurred between January 1988 and December 1996; 

(c) merger announcement. approval and completion dates are observable. 
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Since this study focuses on only bank-to-bank mergers. aU mergers where at least one 

partner was a non-bank thrift institution were deleted. This left 293 bank-to-bank mergers 

of which five were deleted because they occurred after December 1996 and three were 

deleted because they occurred prior to January 1988. No bank mergers were eliminated 

as a result of criterion (c). The remaining 285 bank mergers were used as the basis for 

collecting C&I loan information from the Dow Jones News/Retrieval (DJNR). Many of 

the smaUer banks in this sample had no C&I loan announcements published in the DJNR 

during the two years surrounding the bank merger announcement. In addition. the criteria 

for borrower firm inclusion in the analyses further reduced the number of bank mergers 

represented. The number of banks involved in mergers with DJNR C&I loan 

announcements represented in the loan database was 205, consisting of 147 acquirer and 

58 target banks. There were 8 mergers where firms borrowed from both banks. 

Information in this database pertaining to merger participants includes: acquirer 

and target names, city and state, holding company, stock ticker, merger announcement 

date, completion or termination date, announced deal value, announced deal price per 

share, seDer price per share one day before announcement, deal price/seDer price one day 

before announcement, consideration type (common stock. debt, cash mixture, etc.), 
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announced deal price/book, announced deal price/target book, announced deal price/4-

quarters EPS, announced target bank premium/core deposits, number of buyer's branches 

at announcement. and number of seller's branches at announcement. 

Approval dates for bank mergers affirmed by the Fed were obtained through the 

Federal Reserve Bulletin. This journal provides detailed discussion of the merger analysis 

conducted by the Fed Board of Governors. Only the approval date and names of 

participating banks are stated for mergers approved by the Secretary of the Board or the 

regional Federal Reserve Banks. The Fed Board of Governors, Secretary of the Board. 

and regional Fed banks approved 102, 16, and 123 respectively. OCC bank merger 

approval dates were determined by first reviewing the institution's Quarterly Journal to 

ascertain merger completion information. Then the OCC' s Weekly Bulletin of Corporate 

Decisions was consulted to find preliminary approval dates. This search resulted in 29 

OCC bank merger approvals of which 18 were also approved by the Fed. In the event of 

dual federal approval the first approval date is used. Twenty bank mergers were 

terminated by participant banks. No merger was denied by federal or state regulatory 

agencies. 

To construct the sample for our empirical study, the Dow Jones News Retrieval's 

(DJNR) (1) Top Sources, (2) Major News Sources, and (3) Major Business Sources were 

searched for the eleven-year period 1987 through 1997 to find loan initiations and 

renewals between borrowers and banks. These three news sources comprise the DJNR 

default and consist of twenty-six publications including the Associated Press, Dow Jones 

News Service, Financial Times, and the Wall Street Journal. First. the name of each bank 
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merger participant was searched in the DJNR database for articles containing finn loan 

announcements for a period of one year prior to one after the merger announcement date. 

The search produced a series of one-line headlines descnbing the content of each article. 

Next, each article's headline was reviewed to determine the possible existence of finn loan 

announcements. All articles having any probability of loan information were marked for 

further review. Once headlines for a particular bank were reviewecL the contents of each 

marked article were read in its entirety. Articles found to contain C&I loan information 

were saved and used to construct the C&I loa.'l database. The DJNR sources also 

provided information as to the nature of the C&I credit facilities. This information 

included the finn's name, stock ticker, loan article date, loan article source, loan amount. 

loan status (new, amended, refinanced, replaced by another lender, replaced by this lender, 

etc.), previous or post loan amount (depending on whether the loan was increased, 

decreased, or the lender changed), name of former or new lender (if a change in lender 

occurred), amended covenants (stricter or more relaxed), whether a sole lender or a 

syndicated loan, number of banks in the syndicate, loan rate, change in loan rate (increased 

or decreased), loan maturity, change in loan maturity (increased or decreased), if finn was 

in default ofloan terms or covenants, loan type (revolving line, term loan, debtor-in

possession, letter of credit, etc.). whether loan was guaranteed, secured or unsecured, 

collateral change (guarantor released, secured to unsecured or unsecured to secured), loan 

purpose (acquisition, expansion, working capital, etc.), lending institution's name, lending 

institution's role (agent. lead manager, etc.), and whether the lending institution's 

subsidiary name only was stated in the article. 
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In addition to loan announcements. headlines in the DJNR were also reviewed for 

articles containing information about changes in relationship lending which might 

potentially impact borrower firms. It was hoped that changes directly impacting the 

lending relationship (e.g .• loan officer layoffs or more stringent lending policies) would be 

observable from these articles. Most often these articles provided only evidence of 

indirect changes to lending relationships (e.g .• general layoffs or branch closings). The 

same review and collection process used for loan announcements was followed. Merger

related changes which might adversely effect borrower banking relationships included 

post-merger reduction in the number of loan officers. changes in credit standards. layoffs. 

branch closing. change in management. divesting or selling branches. etc. 

After the C&I loan information database was constructed. a list of all borrower 

firms. their respective banks. and four event dates (merger announcement. approval. 

completion. and first negative news) was created. The DJNR database was again 

employed to determine the presence of confounding news announcements for each of the 

four event dates and contiguous dates for all firms. This process consisted of searching 

each firm's name over a three-day period (the event and contiguous days) for each of the 

four events. Articles suspected of containing news of events that might confound our 

study were marked, reviewed and saved. Some of these confounding news events 

included earnings reports or estimates. sale or purchase of assets or firms. initiation of 

analyst coverage. dividend reports or announcements. management changes. credit rating 

reports. issuance of debt or equity. bankruptcy or reorganization announcements. stock 

splits or reverse stock splits. changes in major investor's stake, new products or patents. 
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personnel layoffs. lawsuits. etc. Each confounding news announcement was coded and 

entered into the loan database together with the DJNR source (e.g .• WSJ) and article date 

for each firm for each of the four merger events. This information was used to eliminate 

any borrower finn observation with confounding news surrounding the four events and 

provide a ·clean' sample for univariate and multivariate analyses. 

The time period of the search for C&I credit facilities consists of a period from one 

year prior through one year after the bank merger announcement. This two-year period 

surrounding the bank merger announcement permits the tracking of finn loans pre- to 

post-merger in order to discern changes in the lending relationship as well as the 

subsequent changes to the credit facility. For instance. if a firm borrowed during the year 

prior to the merger announcement and also had new. refinanced or amended post-merger 

borrowings. how did the financing change in relation to whether the firm was a pre-

borrower of the target or the acquiring bank? The relatively few observations of pre-

merger borrowing firms with post-merger renewals did not permit analysis that was 

statistically relevant. 

Firms were included in the sample if 

(a) sufficient share price data were available on the CRSP tapes to conduct event 
studies; 

(b) the loan announcement appeared in the DJNR prior to the event date; 

(c) no other major announcements are contained in the DJNR on the same or 
contiguous days as the bank merger announcement. approval. completion. and first 
negative merger-related news announcement dates; 

(d) no negative merger-related news announcement contained in the DJNR on the 
same or contiguous days as the bank merger announcement. approval. or 
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completion dates. or no merger announcement on the same or contiguous days as 
the first negative merger-related news dates; 

(e) for univariate analyses only: firms can only appear once for each bank within a 
particular merger. 

(t) C&I loan or credit facility information was available to determine the nature of the 
credit relationship around the bank merger events; 

The full sample ofloan announcements consists of 4.434 observations. After 

implementing criterion (a) of adequate CRSP stock price data the number of observations 

for merger announcement (event 1). approval (event 2). completion (event 3). and first 

negative news (event 4) were 2856, 2503. 2547 and 1903. respectively. Criterion (b) 

requiring the loan announcement to occur prior to the event date reduced the number of 

observations for event 1 through 4 to 1395. 1668. 1886, and 1125. respectively. The 

requirement of no confounding news announcements occurring on or around the event 

date. criterion (c). further reduced the number of observations to 1121. 1309. 1578. and 

886 for events 1 through 4. respectively. Information for the first four negative merger-

related news announcements was included in the loan announcement database. Criterion 

(d) uses this information to delete observations where dates for events 1 through 3 

coincide with one of these negative merger-related news announcements. Further. this 

information is used to delete observations where bank merger announcements coincide 

with the first negative merger-related news announcements. This criterion reduces the 

number of observations for events 1 through 4 to 622. 1269. 1529 and 430. respectively. 

Criterion (e) is used for univariate analyses only. When the loan database was 

constructed. each line contained the information for a single loan. If a firm obtained 
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multiple loans from an individual bank. one line for each loan was keyed into the database. 

For univariate analyses this requires duplicate lines ofC&I loans to be deleted. 

Implementing this criterion produced the clean sample used for univariate analyses of 495 

loan observations for the merger announcement even~ 894 for the merger approval event, 

1105 for the merger completion event, and 314 loan observations for the first negative 

merger-related news event. Reversing criterion (e) and applying criterion (f) reduces the 

number of observations used in regression analyses to 508 for the merger announcement 

event, 939 for the merger approval event, 1191 for the merger completion event, and 350 

for the first negative merger-related news event. The decrease of 114, 330, 338 and 80 

observations for merger events 1 through 4, respectively, is a result of missing information 

of one or more regression variables. 

The necessary requirement of availability of stock price information on the CRSP 

tapes results in a bias toward larger firms since most smaller firms' equities are not 

publicly traded. This size bias should reduce the impact of changes in relationship lending 

variables effecting firms' value since larger firms can be assumed to have greater access to 

alternative funding sources (money and capital markets) while smaller firms are often 

relegated to borrowing from banks. Market value of equity for the borrower firms was 

used to determine if a difference in size existed between the clean full sample and the 

observations with missing information deleted from the regression sample. The mean firm 

market capitalization of the clean sample for the merger announcement event was 

$434,483,148 while that of the sample firms with missing information was $237,018,678. 

This size difference persisted in each of the other three events, with the mean 
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capitalization of the clean sample (missing information sample) equal to $534,865,446 

($370,425,914). $642,378,159 ($424,628,174) and $347,371,698 ($233, 787,977) for the 

merger approval, completion, and first negative news events. respectively. Since the 

strength of the lending relationship appears to be inversely related to the size of the 

borrower firm, regression results should be further biased toward not finding a significant 

change in borrower firms' stock price surrounding these four merger related events. 

Further size analyses were conducted on the subset of firms with information 

contained in the Compustat database. Information in this database concerning firms 

includes standard industrial classification (SIC) codes. exchange listings. bond and 

commercial paper ratings. various size variables (e.g .• annual sales. total assets, common 

equity, and number of employees), and a number of other accounting and financial 

variables. 

The clean and final sample of firms was divided into the following subsamples: 

( 1) firms having a pre-merger credit relationship with the acquiring bank only~ 

(2) firms having a pre-merger credit relationship with the target bank only~ 

(3) firms having a pre-merger credit relationship with both the acquiring and target 
banks~ 

The univariate subsamples for the merger announcement event contained 442 acquirer 

bank borrowers, 49 target bank borrowers, and 4 borrowers from both banks. These 

numbers for acquirer only, target only, and borrowers from both banks were 732, 153, and 

9 for the merger approval event, 891 (7}, 177 ( 13}, and 17 (0) for the merger completion 

(termination) event, and 291, 21, and 2 for the first negative merger-related news event. 
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1.5. Methodology 

1.5.1. Event Study Methodology 

The market model is employed in standard event study methodology to obtain 

abnormal stock return estimates around the announcement of merger-related events. The 

purpose of these event studies is to determine the effects ofbank-to-bank mergers and 

subsequent changes in lending relationships on borrower firms' stock price. We employ 

event study methodology to measure abnormal changes in borrower tinns' stock prices 

surrounding the announcement. approval. and completion dates of the bank-to-bank 

mergers and the announcement of the first negative merger -related news pertaining to 

changes in the lending relationship. Standard market-model event study methodology is 

employed using CRSP's value-weighted market index and adjusting for non-syncronous 

trading with Scholes-Williams beta. ln order to compare results with previous bank loan 

uniqueness studies such as James ( 1987) and Lummer and McConnell ( 1989). the equally

weighted OLS method is also employed. Similarly. different pre-window periods 

employed by prior studies are used to calculate normal market model parameters. Results 

from varying the pre-event windows do not significantly alter the results. Interestingly, 

however. the results differ significantly between the value-weighted market index. 

Scholes-Wtlliams beta and the equally-weighted index. OLS beta methods with the latter 

method exhibiting more statistically significant results in most cases. 

Results are reported for event studies of borrower firm stock returns over a two

day period consisting of the day the announcement appears in the DJNR (day 0) and the 
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previous day (day -1) for the merger announcemen~ completion. and first negative 

merger-related news dates. Information leakage and resulting insider trading necessitated 

this two-day event window. A two-day period consisting of the announcement day (day 

0) and the following day (day +1) is used for the merger approval date. Since information 

leakage is not deemed to be a problem for this event (the F~ FDIC, OCC and state 

banking commissions are not believed to leak information) the use of day -1 in the event 

window is not necessary. However, the merger approval date (day 0) is actually the date 

the regulatory agencies approved the merger and their public announcement may not have 

occurred until after markets closed. This necessitates the inclusion of day + 1 in the event 

window. Reported results are based on a 120-day pre-event window beginning ISO days 

prior to the event and ending 31 days for estimating market-model parameters. Following 

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

statistical significance over the two-day announcement period is determined by computing 

standardized excess returns derived by dividing the announcement-period abnormal 

returns by the respective standard deviation of the prediction error obtained from the 

market model. The Z-statistic is then computed by summing the standardized abnormal 

returns over the two-day announcement-period and dividing this sum by the square root of 

the number of loan announcement observations. 

For analysis of the announcement of revisions to individual C&I loans, the four 

Lummer and McConnell ( 1989) dimensions by which credit facilities can be revised to 

determine the effect on the C&I client borrower are used. The sample is separated into 

three groups based on revision in loan maturity, amount. interest rate, and covenants. The 
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three groups include favorable. unfavorable or mixed revisions depending on whether the 

four dimensions are beneficial to the firm. harmful. or mixed. respectively. Favorable 

revisions include lengthening the maturity. increasing the amount. reducing the rate. and 

relaxing the covenants. Unfavorable revisions include shortening the maturity. decreasing 

the amount. increasing the rate. and tightening the covenants. The majority of loan 

revision announcements do not have information for all four of the Lummer and 

McConneU dimensions. Therefore. revised loans are separated into the three categories 

using the foUowing algorithm. Each of the four dimensions is coded as positive if 

favorable. negative if unfavorable. and zero if neutral. Missing information is considered 

neutral. Revised loan observations with only positive or neutral attributes are included in 

the favorable loan revision category. Observations in the unfavorable loan revision 

category consist of only negative or neutral attributes. Those observations with both 

positive and negative attributes comprise the mixed category. 

/.5.2. Merger Announcement Effects on Firm Stock Price 

The first step is to determine stock price reaction of borrower firms to various 

merger announcements. If merger benefits pertaining to relationship lending exist we 

would expect to find significant positive abnormal returns around the announcement date. 

potentially significant positive (negative) abnormal returns around the approval (denial) 

date. and less significant (negative) abnormal returns around the completion (termination) 

date for those firms whose relationships with the merged bank are enhanced. If 

impairment of the lending relationship results from the bank mergers. the expectation 

would be to observe significant negative abnormal returns around the announcement date. 
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significant negative (positive) abnormal returns around the approval (denial) date, and less 

significant (positive) abnormal returns around the completion (termination) date for those 

firms whose relationship with the merged bank are impaired. A priori, firms maintaining a 

pre-merger borrowing relationship with both banks are expected to obtain the largest 

negative losses from the merger since relationships with both banks are altered. Firms 

borrowing only from acquirer or target banks are not expected to benefit with target bank 

borrowers experiencing the most impairment in terms of negative abnormal returns. 

An outline of the event study methodology follows. The market model is used to 

estimate Uj and l3j for each borrower firm of acquiring and/ or target banks involved in the 

mergers over a 120-day pre-event window from day -150 to day -31 with day 0 

representing the event date. Alternate pre-event windows enumerated in previous 

literature are also used with virtually no difference in results: 

R Jit = a Jit + f3 Jit RmJit + & Jit 

where Rjit refers to the rate of return for firm j related to bank merger i over time period t, 

Rmjit is the rate of return on CRSP' s value-weighted market index associated with firm j 

and bank merger i over time period t, and Ujit and l3jit are estimates of firm j' s coefficients 

related to bank merger i' s market model parameters derived using the Scholes-Williams 

beta calculation method to adjust for non-syncronous trading. The standard assumptions 

for the error term, Ejit, apply. Next, the expected return for C&I client firm's stock 

effected by merger i will be: 

E (R Jit) = a Ji + f3 Ji RmJit , 
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The abnormal return for each of the four merger related event dates is calculated as 

follows: 

ARJit = RJit- E(RJit ), 

Then the daily prediction errors are averaged over all firms within the three groups to 

produce a daily portfolio mean abnormal return: 

N 

MARt = 1/ NL ARJit, 
ji=] 

The statistical significance test of mean abnormal returns based on standardized abnormal 

returns for firm j associated with merger i is calculated as: 

t2 

SARJi = 'LARJit I Sii' 

where t 1 is the first day in the announcement-period interval, his the last day in the 

announcement-period interval, and Sji is defined as: 

112 

(R R ) 2 

S 2V 2 1 + _l_ + mt m 
ji= ji M M 

L(Rmi- Rm)
2 

i=] 

where Vji
2 represents the variance of the residuals from the market-model regression for 

firm j associated with merger i, M is the number of days used to estimate the market 

model parameters, Rmt is the market return on day t, and Rm is the mean market return 
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over the estimation period. 

The average standardized abnormal return is stated as: 

N 

ASARt = 1/ N'LSAR1it' 
ji=l 

The Z-statistic to test the significance of SARjit is calculated: 

where N equals the number of observations. 

This Z-statistic, adjusted for the dependence between individual daily abnormal 

returns calculated from a single set of market-model parameters created by using a 

multiple day event window, is asymptotically distributed unit normal with the null 

hypothesis that the average standardized abnormal returns equal zero. Day 0 is defined as 

the day the information concerning the merger event is published according to the SNL 

Securities' database for announcement and completion/termination dates, according to the 

Federal Reserve Bulletin, Edgar or Compact DISEC for the approval and the DJNR for 

first negative merger-related dates. Industry clustering of borrower firms is not 

significant, therefore there is little cross-sectional dependence in securities returns. 

1.6. Univariate Results 

1. 6.1. Overall Effects of Merger Related Events on Borrower Stock Price 

Borrower firms are separated according to their borrowing relationship into the 
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three groups: borrowers from only acquirer banks. borrowers from only target banks. and 

borrowers from both banks. A statistically significant positive Z-statistic would indicate 

that. on average. the market expects mergers to be a positive NPV undertaking in terms of 

benefits derived by borrower firms. presumably as a result of the enhanced lending 

relationship. A statistically significant negative Z-statistic would signifY the market's 

expectation that. on average. mergers diminish borrower firm value. presumably as a result 

of the impaired lending relationship. A one-tailed Z-statistic is used given the a priori 

hypotheses of negative abnormal returns for borrowers. 

Results for the clean sample. reported in Table I. indicate that none of the bank 

borrowers' stocks experience significant abnormal returns at standard levels of 

significance at the merger announcement. although all three groups exhibit negative 

abnormal returns for this event. As the relationship lending hypothesis predicts. borrowers 

from both banks experience the largest negative average abnormal return of -0.4519% 

followed by target bank borrowers with -0.11115% and finally by acquirer bank 

borrowers with -0.04301%. Interestingly though. both acquirer bank borrower and 

target bank borrower abnormal returns are significantly negative at the I% level at the first 

merger approval event. This suggests that stockholders of borrowers from acquirer or 

target banks are uncertain concerning either the consummation of the bank merger or the 

impact of the bank merger on the respective borrower firms. However. abnormal stock 

returns for borrowers from both banks are not significant. Again all borrower groups 

exhibit negative abnormal returns. For the merger completion event. abnormal returns of 

acquirer borrowers were significantly positive at the 5% leveL Returns for each borrower 
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group for completed mergers are positive while returns for each group for terminated 

mergers are negative. None of the three borrower groups display significant abnormal 

returns at the 5% level for the first negative merger-related news announcements deemed 

to directly impact relationship lending. In fa~ negative news deemed to impact 

relationship lending directly produced positive although insignificant returns for each 

borrower group. Acquirer and target borrower groups were significantly negative at the 

l 0% and 5% levels respectively for negative merger-related news announcements that 

indirectly effected relationship lending. Since most of these negative news events occur 

prior to merger approval, the predominant type of uncertainty appears to be related to 

merger consummation, or more specifically to regulatory approval. 

Taken together these results suggest relationship lending exists and these 

relationships are altered by bank mergers. However. since other interpretations could be 

made from the above results, further tests to limit alternative explanations are conducted. 

/.6.2. Univariate Merger Related Events Results 

The next step is more precisely to establish relationship lending as the source of 

economic benefit (loss) derived by stockholders of borrower firms and anticipated by the 

market at the four merger-related announcements. Since borrower firms' stock prices 

increase (decrease) at these four merger related announcements as a priori predicted, then 

one possible explanation may be that the market anticipated enhancement (diminishment) 

in the lending relationships as a result of the merger. To further test this hypothesis the 

clean sample of borrower firm observations previously subdivided by bank borrowing 

relationship into acquirer bank borrowers, target bank borrowers, and borrowers from 



both banks is further subdivided according to various criteria These univariate 

subdivisions include default versus non-default loans. syndicated versus non-syndicated 

loans. non-default/non-syndicated loans. negative loans. and new versus renewed loans. 

1. 6.2A. Merger Announcement Effects of Lending Relationship Change on Borrower 
Stock Price 

The lending relationship hypothesis predicts that at the merger announcement 
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event for the first subdivision. default versus non-default loans. borrowers with defaulted 

loans should exhibit positive abnormal returns with negative abnormal returns accruing on 

non-default loans. If relationship lending explains the overall merger related abnormal 

return results. then borrowers with loans currently in default on their loan terms should 

benefit from change in the relationship caused by bank mergers while non-default loans 

from these groups should experience negative abnormal returns. However. since 

borrowers from both banks consist of only four loan observations for the merger 

announcement event. tests of significance are of little interpretive use. 

Table 2 panel A reports the results of default versus non-default loans. While 

returns for each group of borrowers with default loans had the correct positive sign at the 

merger announcement event. they are insignificantly different from zero. The category of 

all non-default loans was significantly negative at the l 0% leveL Although returns for 

each borrower group with non-default loans are negative at merger announcement as 

predicted by the relationship lending hypothesis. no sub-group's returns are significant at 

standard significance levels. Further, the order of magnitude of stock price decline is as 

predicted by the relationship lending hypothesis, with abnormal returns of -0.4519%, -



0.12453%, and -0.05629% for borrowers from both banks. target bank borrowers. and 

acquirer bank borrowers. respectively. 
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The syndicated versus non-syndicated subdivision was selected to test the lending 

relationship hypothesis because borrower firms associated with syndicated loans. defined 

as loans with multiple bank participants. should have less of a relationship with a single 

banking entity than borrower firms with non-syndicated loans. The lending relationship 

hypothesis predicts returns for borrower firms of all three sub-groups in the syndicated 

loan category to be insignificantly different from zero since no unique bank lending 

relationship exists to be damaged by the bank merger. However. it is possible for 

borrowers with syndicated loans to develop relationships with a bank. Therefore a subset 

of the syndicated loan category where the merging bank has a syndication role such as 

lead manager. syndication agent. etc. is created to test this possibility. For the non

syndicated loan category. negative abnormal returns are predicted for borrowers. 

Separating out syndicated loans should intensify the negative returns for the remaining 

non-syndicated loan category. Interestingly, these predictions fail to hold. Results 

reported in Table 2 panel B indicate no category is significantly different from zero. 

A separate joint category of non-default. non-syndicated loans was selected to test 

the lending relationship hypothesis since it is believed borrower firms with loans in this 

category should exhibit relatively strong relationship ties with their banks. Table 2 panel 

C reports the results. Although returns for all three groups are negative. none are 

statistically significant at standard levels. Again. however. the abnormal return order of 

magnitude is as predicted by the relationship lending hypothesis. 
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The strongest results are anticipated from the subdivision between new versus 

renewed loans. Lummer and McConnell ( 1989) provide convincing evidence that the 

strength of the lending relationship is directly related to the length of the relationship. 

Stockholder returns for borrower: firms with new loans should therefore not be adversely 

effected by bank mergers while significant negative abnormal returns should accrue to 

borrower firms with renewed loans. Therefore. the lending relationship hypothesis 

predicts significantly negative abnormal returns for borrower firms with renewed loans and 

insignificant returns for these groups with new loans. Table 2 panel D reports the results. 

Abnormal returns for categories of borrowers with new loans are each insignificantly 

different from zero as predicted. While returns of acquirer borrower firms with renewed 

loans are significantly negative at the 1% level and target borrower firms are negative. the 

latter group's returns are insignificantly different from zero. Although the sign on each 

groups' abnormal returns for renewed loans were correctly predicted by the relationship 

lending hypothesis the order of magnitude fails to hold. 

Table 2 panel E indicates returns on negative loans for acquirer bank borrowers 

are significantly positive at the 5% level while those of target bank borrower are 

insignificantly negative. Although the latter group has only three observations. the 

negative sign is puzzling. There are no negative loan observations for borrowers from 

both banks at the merger announcement event. 

Table 2 panel F provides further analysis of renewed loans based on Lummer and 

McConnell's ( 1989) subdivision into favorable. unfavorable. and mixed renewal revisions. 

Borrower groups with favorably revised loans each experience negative abnormal returns 
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with those of acquirer bank borrowers and borrowers from both banks significantly 

negative at the 1% and 5% significance levels. respectively. Although returns of target 

bank borrowers for this group are not significant at standard levels. the abnormal return 

order of magnitude is as predicted by the relationship lending relationship. The acquirer 

bank borrower group is the only one with loans having unfavorable or mixed revisions and 

each category has insignificant positive returns. 

In summary. the evidence on balance appears to support testable implications of 

the effects of changes in relationship lending brought about by bank merger 

announcements. Returns of acquirer borrower firms follow the predictions set by the 

lending relationship hypothesis for five of the six subdivisions and nine out of twelve 

subcategories. Although the sign of the returns for target borrower firms is correctly 

predicted by the lending relationship hypothesis for eight of the ten subcategories. the 

significance of bank mergers impact on stock price is less than anticipated. Abnormal 

returns for borrowers from both banks have the correct sign predicted by the relationship 

lending hypothesis in all but one instance. However. the few observations of this 

borrower type render statistical analyses useless. The abnormal return order of 

magnitude. as predicted by the relationship lending hypothesis. is preserved in four of the 

six subdivisions. However. the two subdivisions failing to preserve this order are 

considered the most meaningful in term of relationship lending hypothesis testing: new 

versus renewed loans and favorable. unfavorable. and mixed loan revisions. In both these 

instances abnormal returns of acquirer bank borrowers exceed those of target bank 

borrowers. Unless there is some reason to believe a difference in the level of uncertainty 
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exists between stockholders of acquirer and target bank borrowers. results for these two 

subdivisions seem to indicate that the equity value of acquirer bank borrowers is impaired 

to a greater extent than that of target bank borrowers at the time bank mergers are 

announcement. 

1. 6.2B. First Merger Approval Effects of Lending Relationship Change on Bo"ower 
Stock Price 

The first merger approval event uses a two-day window different from the other 

merger- related events due to the nature of this event. If uncertainty concerning the 

consummation of mergers due to regulatory approval exists in the capital market. then 

approval by the regulatory authority should dispel this uncertainty. The lending 

relationship hypothesis would predict results similar to those predicted at the merger 

announcement. The number of loan observations for borrowers from both banks is nine 

for the merger approval event. Tests of significance should provide beneficial interpretive 

information for this overall sub-group. but some subdivisions may contain too few 

observations to be statistically useful. 

Results for default versus non-default loans are reported in Table 3 panel A. 

Returns for acquirer and target bank borrowers with non-default loans are significantly 

negative at the 1% level at the merger approval event. while returns for the default loan 

category for both groups are negative but insignificantly different from zero. Abnormal 

returns for each of the three default categories are also negative but insignificant. The 

order of magnitude for abnormal returns of acquirer and target bank borrowers is as 

predicted by the relationship lending hypothesis. The fact that abnormal returns for non-
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default loans of borrowers from both banks is greater at merger announcement than at the 

first merger approval may indicate a lower level of market uncertainty concerning merger 

impact on this borrower type. These results tend to support the lending relationship 

hypothesis and the idea that a great deal of uncertainty surrounding merger consummation 

exists and may be mitigated by regulatory approval. 

Table 3 panel B details results of the syndicated versus non-syndicated loan 

categories. The non-syndicated loan category is observed to have significantly negative 

abnormal returns for acquirer bank borrowers at the 5% level. Both non-syndicated and 

syndicated with potential relationship loan categories are significantly negative for target 

bank borrowers at the I% and 10% respectively. Three of these four results support the 

existence of relationship lending and a high degree of market uncertainty concerning 

regulatory approval. The signs on the abnormal returns for each of the three categories for 

borrowers from both banks are not those predicted by the relationship lending hypothesis. 

The joint category of non-default. non-syndicated loans performs according to the 

predictions of the lending relationship hypothesis. Acquirer and target bank borrowers 

experience negative abnormal returns at the 5% and 1% significance levels. respectively. 

Returns for borrowers from both banks are positive but insignificant. Again. bank merger 

impact on this borrower type appears to emerge at merger announcement. Table 2 panel 

C reports the results. 

Results from the new versus renewed loan categories are reported in Table 3 panel 

D. Abnormal returns for acquirer bank borrowers are as anticipated. with returns on the 

renewed loan category significantly negative at the 1% level and those on the new loans 



category positive but insignificantly different from zero. Returns for target bank 

borrowers for renewed loan category are significantly negative at the 5% level. Returns 

for borrowers from both banks are negative but insignificant at standard levels for both 

categories. In term of renewed loans all borrower types perform according to the 

relationship lending hypothesis. However. the large decline in stock price of target bank 

borrowers with new loans is not as anticipated. 

Table 3 panel E reports results for negative loans. Each borrower group exhibits 

insignificant negative returns. 

.J9 

Table 3 panel F reports results for favorable. unfavorable. and mixed loan 

revisions. Favorably revised loans for each of the three borrower types exhibit the correct 

negative sign as predicted by the relationship lending hypothesis. And abnormal returns 

for both acquirer and target bank borrowers are significant at the 1% level. Although the 

unfavorable and mixed categories have only twelve observations each. the results of the 

mixed category are significant and interesting. Returns for unfavorable revisions for 

acquirer and target bank borrower groups are insignificantly negative. Both the acquirer 

and target bank borrower abnormal returns are significant at the l 0% and l% respectively, 

but the signs are different. acquirer bank borrower returns were negative while those of 

target bank borrowers are positive. 

Taken together with the corresponding data from the merger announcement event. 

results from the merger approval event suggest a high degree of uncertainty exists in the 

capital market at the time the bank merger is announced concerning the probability of 

regulatory approval. Both the significance levels and mean abnormal return losses to firm 
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stockholders are significantly larger at approval than at the initial merger announcement in 

almost every instance. Both sets of results indicate the potential existence of lending 

relationships that are impaired by bank mergers. 4 

1. 6. 2C. Effects of Lending Relationship Change on Bo"ower Stock Price at the First 
Negative Merger-Related News Announcement 

For several bank mergers the announcement of the first negative merger-related 

news coincides with the merger announcement. These observations are deleted in order to 

focus solely on the negative news effects. Not all bank mergers had a negative merger-

related news announcement appear in the DJNR during the year following the merger 

announcement. Many had more than one such announcement. The first four negative 

news announcements were recorded in the order in which they were observed in the 

DJNR. In addition to the six subdivisions used to test the relationship lending hypothesis 

for the first three merger events a seventh subdivision by negative merger-related news 

type into direct. indirect. and unrelated news is employed. A complete list of negative 

news related to the bank merger event are layoffs. branch closings, CRA lending problems. 

management change. reduced customer service. increased concentration. divestiture or 

sale of a branch or unit. closing or consolidation of a department. loan officer reduction. 

reduced capital ratio, insider trading. initial Fed merger denial, change in credit standards, 

and stockholder lawsuits. Two of these negative news categories, loan officer reduction 

4 Significant abnormal returns at merger completion were not anticipated for any of the three bank 
borrower groups. However. merger termination should result in significant reversal of bank merger 
impacts on relationship lending at merger announcement. Residual uncertainty at the time the merger is 
actually consummated should be negligible unless the market believes this event will not occur even 
though regulatory approval has already been granted. Results for the merger completion or termination 
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and change in credit standards. are believed to have a direct impact on relationship 

lending. General employee layoffs. branch closings. management changes. reduction in 

customer service, selling or divesting a branch or unit. and closing or consolidating 

departments are deemed to indirectly impact the lending relationship. The remaining 

negative news types are believed not to have an impact on the lending relationship. 

Table 4 contains the results for this event. Hypotheses for this event employ one-

tailed tests. Negative news events should impact all borrowers adversely. The degree of 

impact should be different. however. between borrower groups. The primary purpose of 

testing this event is to determine the market response to the first announcement of 

negative merger-related news. If the market incorporates the impact on relationship 

lending changes due to bank mergers into borrower firms' stock price at the 

announcement of the merger than only unanticipated events should cause significant 

change post-merger. If market uncertainty exists pertaining to bank merger impact on 

borrowers' banking relationships then the announcement of negative merger-related news 

should dispel this doubt and cause significant changes in borrower stock price. Finally, 

several subdivisions produce categories with only a few observations and interpretation of 

these results should take this into consideration. 

Table 4 panel A indicates significantly negative result for acquirer bank borrowers 

with defaulted loans at the 1% leveL None of the other categories are significant. Panel B 

reports significantly negative returns for acquirer and target bank borrower syndicated 

event fail to demonstrate many significant variables and are therefore not displayed. These results can be 
obtained from the authors upon request. 
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loans at the 5% level and target bank borrower syndicated loans with potential 

relationships at the 10% leveL Only returns of target bank borrowers with renewed loans 

are significantly negative at the 5% as revealed in Panel D. Panels A. B. and D report 

negative abnormal returns for acquirer and target bank borrowers; however. returns for 

firms borrowing from both banks are mainly positive although insignificant. Panel F 

reports significantly negative returns for acquirer and target bank borrowers with 

favorably revised loans at the l 0% leveL 

Table 4 panel G subdivides the negative news into three types based on whether 

they directly impact. indirectly effect or are unrelated to the relationship lending 

hypothesis. Returns for the indirect category of both acquirer and target bank borrowers 

are significantly negative at the l 0% and 5% levels. respectively. The unrelated category 

exhibits insignificant abnormal returns for each of the three borrower types. These results 

lend support to the relationship lending hypothesis since indirect events. such as employee 

layoffs and branch closing. have the potential to disrupt existing relationship ties. The 

relationship lending hypothesis also predicts negative events unrelated to the lending 

relationship should result in negative. but insignificant. abnormal returns for borrower 

firms. Events deemed to directly impact the lending relationship had only ll observations 

and on average exhibited insignificant abnormal returns for all borrower types. Although 

the number of observations is too small for testing purposes. the interesting point is the 

unanticipated sign that is positive in all instances. The relationship lending hypothesis 

predicts a negative sign since these events should adversely impact the lending 

relationship. 
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The majority of first negative merger-related news announcements occurred 

within a relatively short period of time following merger announcements. In fact. all but 

one of these announcements occurred prior to merger approval. The timing of these 

negative merger-related news events coupled with significant negative results on renewed 

loans. and specifically on favorably revised renewals. for acquirer and target bank 

borrowers suggests that lending relationships do indeed exist and are impaired by the bank 

merger event. Since the first negative news event systematically precedes the merger 

approval and completion events. it might be concluded tha: uncertainty related to whether 

changes within the banks will impact borrower firms would be answered prior to the 

determination of whether the merger will actually succeed. The potential for both kinds of 

market uncertainty. magnitude of negative lending relationship impact and regulatory 

approval. appears to exist. However. not all bank merger announcements were followed 

by negative merger-related news. and not all negative news types equally impact lending 

relationships. What can be stated with some certainty is that. similar to findings by 

Lummer and McConnell (1989). the length ofthe banking relationship determines the 

strength of the benefits derived by bank borrower firms' stockholders. and the bank 

merger event impairs this relationship. Bad news concerning lending relationships related 

to bank mergers appears to impact negatively the stock value of the firms that have build a 

longer-term relationship with their banks. No such impact is observed for firms that are 

just initiating a banking relationship. 
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1.6.3. Firm and Bank Size and the Effects of Bank Merger Related Events on Firm Stock 
Value 

Finn size tends to be a significant factor in explaining most economic corporate 

phenomenon and prior research in the fields of bank mergers and bank loan uniqueness are 

no exception. Therefore. size of borrower firms. as weU as bank size. was tested to 

determine the magnitude and importance of the role size plays in explaining abnormal 

returns ofborrower firms surrounding bank merger related events.5 

The expectation of the relationship lending hypothesis is that smaller firms exhibit 

the largest abnormal returns at merger related events. Smaller firms generally obtain 

financing through retention of equity or by borrowing from a bank so that development of 

a banking relationship is deemed important to this group. The largest firms have access to 

alternative funding sources including money and capital markets. Although establishment 

of a banking relationship provides an additional source of financing. the largest firms are 

not entirely dependent on the single relationship. Further. it is believed that the size of the 

bank also provides explanatory power concerning bank merger-related firm abnormal 

returns. Smaller banks lending to smaller firms are expected to exhibit the strongest 

lending relationship ties and therefore are expected to experience the largest abnormal 

returns at the merger related events. 6• 
7 

5 C&l firms were separated by borrowing relationship into the three groups and firms within each group 
were divided into quintiles based on four measures of company size obtained from Compustat: annual 
sales dollars. total assets. book value of common equity and number of employees. 
6 The bank-c&I firm matrix was created by first separating banks into size quintiles and separating C&l 
firms into size quintiles then sorting the two into a 5-by-S matrix. The resulting number of relationships 
is therefore not uniformly distributed between the 25 categories of the matrix. Further. only the C&l firms 
associated with acquirer banks had enough observations to fill the matrix. 
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1. 7. Regression Results 

Relationship lending is suggested as a potential factor in explaining bank merger 

event study results. To date numerous hypotheses have been suggested and tested. 

Unfortunately, the relationship lending hypothesis, and hence the uniqueness of banks, has 

been completely ignored in terms of bank mergers. Event study methodology using 

univariate analyses sought to define the abnormal returns ofbank: merger-related 

announcements to stockholders of firms in terms of announced changes in specific lending 

relationship attnbutes. The aim of regression analysis is to determine the explanatory 

power of multiple factors associated with the relationship lending hypothesis. 

/. 7.1. Bank Loan Uniqueness Regression Variables Explaining Firm Abnormal Returns 

James {1987) conducts multivariate regression analysis offirms' abnormal returns 

to announcements of debt in terms of stated borrowing purpose and borrowing maturity 

and finds that they do not provide adequate explanatory power. As further stated in James 

( 1987}, "other potential explanations for the differences in abnormal performance among 

borrowing arrangements are: differences in the risk of the debt issued, differences in the 

size of borrowing firms, and differences in the size of debt offering in relations to the size 

of borrowing firm. "8 ln other words, bank debt is riskier than public debt. small firms may 

benefit more than larger firms, and changes in firms' leverage may affect returns. 

Lummer & McConneU ( 1989) use regression analysis and test four dimensions of 

7Results for C&I firm size and bank-C&I firm size are indifferent to the size measure employed and do 
not follow the anticipated tenets of the relationship lending hypothesis. In fact it is difficult to discern any 
clear pattern. These results. which are omitted. may be obtained from the authors upon request. 
8 James, Christopher, 1987, Joumal of Financial Economics, pg 231. 
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loans for new credits versus renewals (size. maturity. secured or unsecured. and revolving 

or term loan) and find they fail to explain excess returns. Slovin. Johnson & Glascock 

( 1992) provide regression results by firm size illustrating smaller firms experience positive 

abnormal returns for both new loan arrangements and renewals where larger firms obtain 

neither. Slovin. Sushka & Polonchek ( 1993) test the effects of firms' leverage. other bank 

relationships. and lack of publicly traded debt on firm abnormal returns associated with 

bank durability. Their findings indicate that each variable is statistically significant in 

explaining firms' cumulative average predication errors. and provide empirical evidence to 

support the relationship lending hypothesis. 

1.7.2. Relationship Lending Explanatory Variablesfor Bank Merger Firm Abnormal 
Returns 

Prior literature shows that firm variables associated with the relationship lending 

hypothesis that may provide explanatory power include length of relationship with the 

bank. other services (e.g .• deposit account) with the bank. alternative borrowing 

relationships. type ofborrowing relationships. and specific firm and loan attributes. 

As the length of banking relationships and amount ofbank services increase. more 

information pertaining to the quality of firms becomes available. Multiple banking services 

provide banks with additional fee income opportunities and permit the spreading of credit 

analysis and monitoring costs. Longer and more complex banking affiliations yield 

stronger lending relationships that should result in larger losses to borrower firms' 

stockholders with these attributes when their relationships are adversely altered by bank 

mergers. New versus renewed loan status could be used to proxy for the length of the 
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banking relationship since the actual length of the relationship was indeterminate through 

the loan announcements. However. the renewed loan category can be further subdivided 

by type of revision into favorable. unfavorable. and mixed revisions. Dummy variables for 

each of the three types of loan revisions are used as a proxy for the existence of a 

particular type of banking relationship while new loans are the base or benchmark in the 

intercept indicating the lack of a banking relationship. The existence of additional banking 

services is rarely reported in the DJNR sources. 

Another problem concerns the existence ofborrowers with multiple banking 

relationships. The stock price of a firm should be less affected by a merger of its bank if 

the firm has alternative borrowing sources. Finding a lack of multiple banking 

relationships in DJNR does not imply that such relationships do not exist. Although no 

reliable proxy was found for multiple banking relationships. several publicly available 

dummy variables are used to address the potential existence of alternative borrowing 

sources. These include public debt (bond) credit ratings. which are separated into 

investment and sub-investment grade categories. and commercial paper credit ratings. 

The existence of these credit ratings indicates the ability of the firm to obtain debt 

financing from capital or money markets that should reduce the negative impact associated 

with potential changes in lending relationship with the post-merged bank entity. 

Compustat provides information concerning the potential for borrower firms to obtain 

public debt through money and capital markets by furnishing commercial paper and bond 

debt ratings. 

Similarly. alternative debt sources replaced by bank debt may impact firm 
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stockholder return at bank merger announcements. Evidence in the bank loan uniqueness 

literature indicates a positive market reaction to replacing public or private placement debt 

with bank debt. If this positive market response is due to the potential for future benefits 

associated with relationship lending then a negative market reaction is anticipated at bank 

merger announcement. The type of alternative borrowing relationship replaced by bank 

debt may influence firm abnormal returns when bank mergers are announced. There may 

be a differential reaction based on whether these alternative financing sources are other 

banks. public debt. or private placements. The DJNR sources furnish information 

concerning the existence of other prior relationships for many loan announcements by 

providing explanations for loan purposes. Three such purposes include using the loan 

proceeds for repayment of other bank debt. repayment of public debt. and repayment of 

unidentified debt. Dummy variables are used to represent the reduction of prior 

alternative financing sources from each of these areas. 

Two other loan purposes may help define relationship lending changes due to bank 

mergers. Generally. acquisition of other firms and domestic and international expansion 

by firms are financed using equity. Typical bank borrowing purposes. such as those tested 

by James ( 1987). include public and bank debt refinancing. capital expenditures. and 

general corporate purposes. Other typical bank loan purposes include working capital. 

seasonal borrowing. construction. and letters of credit. These types of loans tend to be 

lower risk and of a shorter-term nature. Expansion and acquisition. on the other hand. are 

generally viewed as higher risk and requiring more permanent financing such as common 

equity. The use of bank debt to fund these activities may indicate a potentially strong 
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banking relationship. A dummy variable for each of these two loan purposes is used. 

Certain firm attributes may motivate relationship lending. Firm size may proxy for 

risk or reputation. Smaller firms tend to be riskier and have less reputational value than 

larger firms. Changes in lending relationships should therefore produce larger shocks to 

smaller firms. Similarly, growth oriented firms tend to be riskier and may offer greater 

lending opportunities to banks. High growth rates often require firms to tap external 

financing sources to fund their growth opportunities. Therefore, high growth firms should 

experience greater change in abnormal returns due to changes in lending relationships. 

Leverage may also play an explanatory role. It may be more difficult for a highly levered 

firm to replace existing bank debt with alternative external financing. In addition. loan 

size may be an important explanatory factor. The ratio ofloan size to market equity value 

will be used to measure loan size relative to firm size. firm sales growth for the year 

preceding the bank merger will be used to represent growth in lending opportunities. And 

the ratio of book value of debt to market value of equity plus book value of debt will be 

used to measure leverage. 

Finally, individual C&I loans attributes may affect abnormal returns. However, 

information deficiencies cause severe problems when all the loan attributes are employed 

in the regression since the vast majority of DJNR announcements are informationally 

deficient in at least one loan attribute area. Therefore, various loan attributes are 

employed using the Lummer and McConnell ( 1989) partition of renewed loans into 

favorable, unfavorable, and mixed revisions. Three dummy variables were created from 

the combination of four revision dimensions including changes in loan amount, rate, 
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maturity, and collateral position. Some DJNR articles simply stated that terms were 

amended favorably or unfavorably. For each dimension of each loan announcement. loan 

attributes were coded as positive, negative, or neutral corresponding to favorable, 

unfavorable, or neutral loan revision changes. An increase in loan amount. decrease in 

rate, increase in maturity, decrease in collateral, and terms amended favorably were coded 

as positive or favorable. A decrease in loan amount. increase in rate, decrease in maturity, 

increase in collateral, and terms amended unfavorably were coded as negative or 

unfavorable. If an attribute was neither favorable nor unfavorable, it was coded as zero or 

neutral. Missing information was also coded as neutral. Renewed loans with only 

positive and neutral attributes were considered favorable revisions. Those with only 

negative and neutral loan attributes were classified as unfavorable revisions. Loan 

renewals containing both positive and negative attributes are considered mixed revisions. 

finns with prior favorably revised loans should experience losses in share value as a result 

ofbank mergers. Prior unfavorable loan revisions should be associated with an increase in 

finn stock value at bank merger announcements as a result of adverse changes in 

relationship lending. Dummy variables for term loans and secured loans are used. A 

dummy variable equal to one indicating firms borrowing from target banks is used in the 

full regression sample. Individual regressions are used for each acquirer and target bank 

borrowers. Finally, non-syndicated loans are represented by a dummy variable equal to 

unity. Control variables include industry and year. 

1. 7.3. Distribution of Bo"ower Firms per Bank Merger 

Table 5 provides information about the distribution of borrowers per bank merger 



61 

at each merger-related announcement. Panels A through D exhibit results for bank merger 

announcement, approval. completion. and first negative news events respectively. The 

first two column of each panel indicate the number of mergers (column 1) having a 

particular number of firm observations represented (column 2). Column 3 reports the 

total number of loans in each category. Column 4 provides the cumulative number of 

loans. Columns 5 and 6 report the percentage of each category and the cumulative 

percentage respectively. 

For merger announcements panel A indicates there are 508 C&I loans from 75 

bank mergers used in regression analysis. The mean (median) number ofC&I loans per 

merger is 6.8 (3). As evidenced by the difference in mean and median the distribution of 

loans per merger is not normal but rather a positively (left) skewed distribution. Panel B 

shows a similar distribution of C&I loan observations per bank merger at merger approval. 

A total of939loan observations from 79 bank mergers are used in the regression analysis. 

The mean (median) number ofloans per merger is 11.9 (6). Again. the distribution is 

positively skewed but to a lesser extent. Panels C and D produce similar skewed 

distribution results for merger completion and first negative merger-related news 

respectively. The information in panel D indicates the highest degree of skewing. 9 

/. 7.4. Regression Analyses Results of Lending Relationship Change on Bo"ower Stock 
Price 

Tables 6 through 11 provide descriptive statistics and multiple regression results 

9 Due to the degree of skewing the three mergers with the most C&I loans were dropped for each of the 
four bank merger related events. Regression results were not materially altered and therefore are not 
reponed. 
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for the merger announcement, approval. and first negative merger-related news events. 10 

After obtaining standardized borrower firm abnormal returns at each of the bank merger-

related announcements, regression analysis is employed to measure the effects of 

relationship lending dummy and standardized continuous variables for the full regression 

sample and by borrower firm type. This is accomplished by regressing relationship lending 

explanatory and control variables on the dependent variable. standardized borrower firm 

abnormal returns. at the bank merger related announcements: merger announcement, 

merger approval, merger completion. and the first negative merger-related news events. 

The regression equation is: 

SARc&~i = ao + a,SR VL~ + a2DRenewF"Ri + a3DRenewUR + a.J>Renew~ + 
asDNonSyndi + 360Termi + a,DExpandi + a.gl)Acquirei + Cl9DRepayPDi + 
a10DRepayBDi + a1,DRepayUDi + a12DSecuredi + a13DlnvGRati + 
a1~JunkRati + a,sDCPRati + Lj=l 

8 Clj-1sDY earij + Lj=l
4 Cl_;-23DSICij + a28SLevi + 

a29SGrowthi + a3oDTargeti + ~ 

where SRVLA =Standardized Relative Value of Loan Agreement 
DRenewFR = 1 ifFavorable Loan Revisions, 0 otherwise 
DRenewUR = 1 if Unfavorable Loan Revisions. 0 otherwise 
DRenewMR = 1 if Mixed Loan Revisions, 0 otherwise 
DNonSynd = I ifNon-Syndicated loan. 0 otherwise 
DTerm = 1 ifTerm Loan. 0 otherwise 
DExpand = l if Expansion Loan purpose. 0 otherwise 
DAcquire = I if Acquisition Loan purpose. 0 otherwise 
DRepayPD = 1 if Repay Public Debt purpose, 0 otherwise 
DRepayBD = I if Repay Bank Debt purpose, 0 otherwise 
DRepayUD =I if Repay Unidentified Debt, 0 otherwise 
DSecured = I if Secured loan. 0 otherwise 
DinvGRat = 1 if Investment Grade Bond Rating. 0 otherwise 
DJunkRat = I if Junk Bond Rating. 0 otherwise 

'o-ne merger completion regression fails to demonstrate many strongly significant variables and is 
therefore omitted Descriptive statistics and regression results for this event are available from the authors 
upon request. 



DCPRat = I if Commercial Paper Rating. 0 otherwise 
DYear= Year dummy 
DSIC =Standard Industrial Classification dummy (I-digit) 
Lev= Standardized BVDebt/(MVEquity+BVDebt) 
Growth= Standardized salesw-sale5t-l/sale5t-l 
DTarget = I if Target bank borrower. 0 otherwise 

/. 7. -lA. Multivariate Bank Merger Announcement Results of Lending Relationship 
Change on Bo"ower Stock Price 
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Table 6 provides a comparison of descriptive statistics of borrower firms between 

the full sample of C&I loan observations and regression analysis sample. Due to missing 

data in DJNR articles concerning explanatory variables used in regression analysis the full 

sample of 605 C&I loan observations was reduced by 97 observations to 508 for bank 

merger announcement regression analysis. The difference in variance of the average 

market value of equity is significant at the 1% level. 

To examine relationship lending factors that might affect merger-related 

announcement abnormal returns of different borrower firms. we estimate multivariate 

regressions for all borrowers in the regression sample. acquirer bank borrowers. and target 

bank borrowers. Too few observations for borrowers from both banks are available for 

multivariate analysis. In each of the three regressions the dependent variable is the 

standardized two-day (-1.0) merger announcement borrower firm abnormal return. 

Regression results of standardized abnormal returns for borrower firm stock price at bank 

merger announcements on relationship lending standardized continuous and dummy 

variables are reported in Table 7. 

For the full regression sample the standardized relative value of the loan 
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agreement. computed as the amount of the loan agreement divided by the market value of 

equity and then divided by the estimated standard error of the two-day abnormal return. 

with a coefficient of -0.00603 3 is significantly negative at the I% level. This indicates 

that as the relative value of the loan to market value of equity increases the stock price 

effect of borrowers at merger announcement decreases. The more dependent a borrower 

firm is on this individual bank loan for funding. the greater the decline in its stock price at 

the merger announcement. None of the three loan revision dummies are individually 

significant and an F-test for the revision dummies also fails to demonstrate significance. 

The coefficient on the non-syndicated dummy of -0.212239 has the predicted sign and is 

significant at the l 0% level. Compared to syndicated loans the borrower abnormal return 

for non-syndicated loans declines by a significant amount. Interestingly, this variable is 

not significant in the univariate analysis. The coefficient of0.696379 on the secured 

dummy variable is significant at the 1% level. Requiring a firm to post collateral may 

indicate a less favorable banking relationship or a lower quality borrower relative to 

unsecured loans. 

Regression results for the acquirer bank borrower are similar to those of the full 

regression sample with the exception of the firm standardized event year sales growth 

variable. The coefficient on this variable of0.174049 is surprisingly positive and was not 

anticipated by the relationship lending hypothesis. 

Target bank borrower regression results indicate the two variables exhibiting 

significance. standardized event year leverage and standardized event year sales growth. 

differ from the acquirer bank borrower regression. The standardized event year leverage 
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variable. computed as the book value of debt divided by the sum of the book value of debt 

and the market value of equity and then divided by the estimated standard error of the 

two-day abnormal return, is significant at the 5% level. As predicted by the relationship 

lending hypothesis more highly levered firms. which might have difficulty securing 

alternative external debt. appear to suffer larger stock price declines at merger 

announcement. In addition the standard event year sales growth coefficient of -0.536371 

has the appropriate sign and is significant at the 10% level. 

/. 7.4B. Multivariate Bank Merger Approval Results of Lending Relationship Change on 
Bo"ower Stock Price 

Table 8 provides a comparison of descriptive statistics ofborrower firms between 

the full sample of C&I loans and the regression analysis sample at bank merger approval. 

Missing data in DJNR articles concerning explanatory variables used in regression analysis 

reduces the full I149 C&I loan observations by 210 observations to 939 for bank merger 

approval regression analysis. As with the merger announcement results. the difference in 

variance of average market value of equity between the full and regression sample is 

significant at the I% level. The t-test for difference in-group means indicates a significant 

difference in the standardized relative value of the loan agreement amount at the I% level 

for the two samples. The F-test also indicates a difference in variance between the two 

groups for the standardized relative value of the loan agreement and the loan amount. 

Table 9 reports multivariate regression results for all borrower firms. acquirer bank 

borrowers. and target bank borrowers at regulatory approval of bank mergers. With only 

14 observations multivariate regression analysis ofborrowers from both banks was not 
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possible. 

For the full regression sample of all borrowers the coefficient on favorably revised 

and mixed revision loan dummy variables are -O.I42229 and I.090088 and are 

individually significant at the I 0% and I% levels respectively. Further, the F-test for all 

three revision dummies was significant at the 5% level. The dummy variable coefficient of 

-0.338538 for repayment of public debt was also significantly negative at the 10% level. 

The replacement of public debt with bank loans increases firms' reliance on their banking 

relationship. 

As in the merger announcement regression for acquirer bank borrowers the 

standardized relative value of the loan agreement amount to market value of common 

equity is significantly negative at regulatory approval. although to a lesser degree. The 

coefficient of -0.002296 is significant at the I 0% level. The coefficients of -0 .16989I on 

the favorably revised loan dummy and -0.8I64I4 on the mixed revision loan dummy are 

negative and significant at the 5% and IO% levels, respectively. However. the F-test for 

all three revision dummies is not significant at standard levels. The coefficient of 

0.253488 on the secured dummy variable is significant at the IO% level. 

For the regression of the target bank borrower the F-test reveals the loan revision 

dummies are significant at the I% level. In addition the non-syndicated loan dummy 

variable with a coefficient of -0.783449 and the term loan dummy variable with a 

coefficient of0.702134 are significant at the I% and 5% levels, respectively. The dummy 

variable coefficient of -I.I58282 for repayment of public debt is also significantly negative 

at the I 0% level. Finally the standardized event year leverage coefficient of -0.023 192 is 
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significant at the I% level. 11 

I. 7.4C. Multivariate Results of Lending Relationship Change on Bo"ower Stock Price at 
the First Negative Merger-Related News Announcement 

Table I 0 provides a comparison of descriptive statistics of borrower firms between 

the full and regression analysis samples for the first negative merger-related news 

announcement. Due to informational deficiencies of DJNR articles concerning 

explanatory variables used in regression analysis the full 411 C&l loan observations are 

reduced by 71 observations to 3 50 for bank merger announcement regression analysis. 

The ~erence in variance of loan amounts is significant at the I% level. 

Table II reports the regression results for changes in lending relationship on 

borrower stock price at the first negative merger-related news announcement. Results for 

only the full sample and acquirer bank borrower regressions are shown since there are too 

few observations for target bank borrowers and borrowers from both banks. All bank 

mergers for which the first negative merger-related news announcement appears in the 

DJNR on the same. or contiguous. day as the bank merger announcement are deleted. In 

the majority of remaining instances (31 of32 cases or 96.9%) the first negative bank 

merger-related news announcement occurs between the merger announcement and 

regulatory approval announcement dates. Therefore for most borrowers the series of 

11Tables providing comparative descriptive statistics and regression results for the bank merger 
completion event are available from the authors upon request. Results indicate the difference in variance 
for the loan amount and the standardized relative value of the loan agreement to the market value of 
equity are significant at the I% level. Completed and terminated regression results indicated that only the 
coefficients on the dummy variable for acquisition loans and the standardized event year leverage for the 
C&I acquirer bank borrower regression are significantly negative at the 10% and 5% level respectively. 
Interestingly. neither of these variables for C&I acquirer bank borrowers are found to be significant at 
bank merger announcement or approval. 
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events tested are merger announcemen~ first negative merger-related news announcement, 

regulatory merger approval and finally merger completion announcement. Therefore 

testing this event should primarily indicate the market's reaction to negative bank merger-

related news prior to regulatory approval. 12 

Coefficients for favorably and unfavorably revised loan dummies have the sign 

predicted by the relationship lending hypothesis and are individually significant at the 1% 

and 10% levels. respectively. for both the full and acquirer bank borrower samples. 

Further. the F-test indicates significance at the 1% level for the loan revision dummies. 

The coefficients for repayment of public debt and other bank debt dummies for both 

regressions have positive signs not anticipated by the relationship lending hypothesis. 

Similarly. negative coefficients on the junk bond credit rating dummy in both regressions 

are unanticipated. However. the positive sign on the coefficients of the commercial paper 

credit rating dummy variable for both regressions are predicted by the relationship lending 

hypothesis and are significant at the l% level. Evidently the quality of alternative 

borrowing sources for firms is important. Finally. sales growth is found to be positive at 

the 1% level in both regressions. For acquirer bank borrowers a positive coefficient on 

sales growth is also found in merger announcement and approval event regressions. 

12 The intent of testing this event was threefold in its original design. First. if the market is uncertain as to 
what effects bank mergers will have on C&I borrowers the first negative merger-related news 
announcement should alleviate this doubt. Second. the type of negative news as it relates directly. 
indirectly. or is unrelated to the relationship lending hypothesis was to be tested. Finally, the effects of 
negative news type on different borrower groups were to be tested. Due to too few observations of direct 
and unrelated negative news types for statistical inference the second purpose is not achievable. Separate 
regressions that deleted direct and unrelated news observations are undertaken. The results are not 
materially different and therefore are not reported. The third purpose is also not achievable since there 
are more variables than observations for target bank borrowers and borrowers from both banks. 
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1.8. Summary, Conclusions and Implications for Bank Regulation 

Table 12A summarizes the significant univariate results of each borrower type for 

each of the three merger-related events. Similarly, Table 12B provides a summary of 

significant results from the multivariate regression analyses. We examine the value of 

banking relationships and the impact on various relationship lending variables to 

borrowers for three bank merger-related events. plus one bank merger event (merger 

completion or termination) mentioned in footnotes. The value to stockholders of 

borrower firms created by the relationships with their banks is damaged by these bank 

merger events. Univariate results indicate that firms with strong relationship lending 

attributes suffer a statistically significant decline in stock price as a result ofbank mergers. 

Results from multivariate regression analyses confirm these univariate findings. Overall. 

our empirical results are broadly consistent with the relationship lending hypothesis. 

Prior empirical research concerning bank mergers has focused on the stock price 

effect of participant banks. Abnormal returns to target bank shareholders have been found 

to be consistently significantly positive while for acquirer banks they have been found to 

be significantly positive. significantly negative and insignificant. In most studies the 

overall economic changes in bank equity have been positive as a result of bank mergers. 

No prior empirical study, however. has been undertaken which investigates the overall 

economic impact of bank mergers to borrower firms. When two banks merge the 

economic and social implications far exceed the net change in equity value of the two 

participating banks. Hundreds or thousands of borrowers from the two banks are also 



affected. Most of these borrowers are too small to have publicly traded equity. Many 

borrower firms must rely solely on bank debt as their source of financing. 
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The results reported in this study underestimate the significance of the relationship 

lending hypothesis. In order for firms to be included in this study they must have publicly 

traded stock reported on the CRSP tapes. This requirement eliminates the smallest firms 

and biases the results toward not finding significance in terms of relationship lending. 

Although significance is still observed the economic impact of bank mergers is 

understated. Taking this underestimation into consideration the economic impact can be 

roughly calculated for each of the three (plus one mentioned in footnotes) bank merger

related events by multiplying the average two-day abnormal return by the average equity 

value ofborrower firms for each event. The product represents the average change in 

equity value to an average borrower firm in doUars. For the bank merger announcement 

event the average decline in equity value of the average borrower firm was $34.55 millio~ 

the total equity decline for all 605 firms in the loan sample was over $20 billio~ and the 

average equity decline per merger exceeded $278 million. For the regulatory approval 

event the average firm equity decline was a staggering $89.77 millio~ the total decline in 

equity value for the 1 149 firms exceeded $103 billio~ and the per merger average equity 

decline was over $1.3 billion. At merger completion average equity value for the average 

borrower increased by $34.84 millio~ the total equity increase was almost $50.6 billio~ 

and the per-merger average increase was $532.51 million. Finally, for the first negative 

merger-related news announcement average borrower equity declined by $28.58 millio~ 

total equity for the 411 firms was reduced by $11.7 5 billio~ and the per merger average 
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decline exceeded $367 million. 

Bank regulatory agencies focus on such factors as competition. convenience. 

safety and other bank and market attributes that affect the soundness of the financial 

system when evaluating bank merger proposals. Our results indicate that mergers have a 

profound impact on borrower firms and regulators should take this into consideration 

when assessing merger proposals. 



Table 1.1 

OveraD Effects of Merger Related Events on Borrower Stock Price 

Table 1.1 reports average two-day announcement-period abnormal returns (AR) and 

Significance tests for the four bank merger-related announcements pertaining to 

Relationship lending. Results for each event are reported for all firms meeting 

Restriction criteria In addition the full sample is divided by borrower type. 

Event #1: Bank Merger Announcement 

Borrower Description N AR Z-stat 
All All Mergers 495 -0.0531 -1.1804 
Acquirer All Mergers 442 -0.043 -0.9042 
Target All Mergers 49 -0.1112 -0.778 
Both All Mergers 4 -0.4519 -0.9038 

Event #2: First Regulatory Approval 

Borrower Description N AR Z-stat 
All All Mergers 894 -0.1426 -4.2646 
Acquirer All Mergers 732 -0.1226 -3.3162 
Target All Mergers 153 -0.236 -2.9194 
Both All Mergers 9 -0.1863 -0.559 

Event #3: Merger Completion Announcement 

Borrower Description N AR Z-stat 
All Completed Mergers 1085 0.06417 2.11381 
All Terminated Mergers 20 -0.3684 -1.6474 
Acquirer Completed Mergers 891 0.07073 2.11124 
Acquirer Terminated Mergers 7 -0.4274 -1.1307 
Target Completed Mergers 177 0.02147 0.28564 

Target Terminated Mergers 13 -0.3366 -1.2136 
Both Completed Mergers 17 0.16515 0.68094 

Both Terminated Mergers 0 

72 

Significant 

Si2Ilificant 
I% 
1% 
1% 

Si2Ilificant 
5% 
5% 
5% 
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Table 1.1 - Continued 

Event #4: First Negative Merger-Related News Announcement 

Borrower Description N AR Z-stat Significant 
All All Mergers 314 -0.1118 -1.981 5% 
All Direct Relationship News 11 0.2247 0.74525 

Indirect Relationship News 264 -0.1144 -1.8586 5% 
Unrelated Relationship News 39 -0.1891 -1.181 

Acquirer All Mergers 291 -0.1031 -1.7586 5% 
Direct Relationship News 10 0.09414 0.29768 
Indirect Relationship News 244 -0.0944 -1.4745 10% 
Unrelated Relationship News 37 -0.2137 -1.3001 10% 

Target All Mergers 21 -0.2461 -1.1275 
Direct Relationship News 1 1.53038 
Indirect Relationship News 18 -0.4017 -1.7042 5% 
Unrelated Relationship News 2 0.26644 0.3768 

Both All Mergers 2 0.03208 0.04536 
Direct Relationship News 0 
Indirect Relationship News 2 0.03208 0.04536 
Unrelated Relationship News 0 



Table 1.2 

Effects of Lending Relationship Change on Borrower Stock Price at 
Bank Merger Announcement 

Average two-day announcement-period abnormal returns (AR) & significance tests based on 

Various univariate dichotomies pertaining to relationship lending at bank merger announcements. 

PANEL A: Default versus Non-Default Loans 
Borrower Description N AR Z-stat Significant 

All Default Loans 23 0.22457 1.07702 

All Non-Default Loans 472 -0.0666 -I.4466 IO% 

Acquirer Default Loans 22 0.21063 0.98793 

Acquirer Non-Default Loans 420 -0.0563 -l.I537 

Target Default Loans I 0.53137 

Target Non-Default Loans 48 -O.I245 -0.8628 

Both Non-Default Loans 4 -0.45I9 -0.9038 

PANEL B: S;mdicated versus Non-Syndicated Loans 
Borrower Description N AR Z-stat Significant 

All All Syndicated Loans 264 -0.1026 -1.667 

All Syndicated with Relationship Loans I13 -0.1007 -1.0702 
All Non-Syndicated Loans 225 -0.0023 -0.0343 
Acquirer All Syndicated Loans 236 -0.0998 -1.5338 
Acquirer Syndicated with Relationship Loans 10I -0.0979 -0.9841 
Acquirer Non-Syndicated Loans 202 0.01289 O.I83I8 

Target All Syndicated Loans 25 -O.I27 -0.6349 
Target Syndicated with Relationship Loans lO -0.12 -0.3794 

Target Non-Syndicated Loans 22 -0.0754 -0.3533 

Both All Syndicated Loans 3 -O.ll58 -0.2005 

Both Syndicated with Relationship Loans 2 -0.1434 -0.2028 

Both Non-Syndicated Loans I -1.4603 
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Table 1.2- ContiiUled 

PANEL C: Non-Default Non-Smdicated Loans 
Borrower Description N AR Z-stat Sismificant 
All Non-Default Non-Syndicated Loan 210 -0.0213 -0.3085 

Acquirer Non-Default Non-Syndicated Loan 188 -0.0044 -0.0599 
Target Non-Default Non-Syndicated Loan 21 -O.I043 -0.4778 
Both Non-Default Non-Syndicated Loan 1 -I.4603 

PANEL D: New versus Renewed Loans 
Borrower Description N AR Z-stat Sismificant 
All New Loans 245 0.03474 0.54376 
All Renewed Loans 200 -0.2416 -3.4168 I% 
Acquirer New Loans 212 0.04999 0.72651 
Acquirer Renewed Loans 183 -0.2367 -3.2026 1% 
Target New Loans 31 -0.0999 -0.5563 
Target Renewed Loans IS -O.I439 -0.5574 
Both New Loans 2 0.51516 0.72854 
Both Renewed Loans 2 -1.419 -2.0067 5% 

PANEL E: Negative Loans 
Borrower Description N AR Z-stat Sismificant 
All Negative Loans 50 0.27099 1.91574 5% 
Acquirer Negative Loans 47 0.29227 2.00369 5% 
Target Negative Loans 3 -0.0634 -0.1099 

PANEL F: Favorable Unfavorable & Mixed Loan Revisions 
Borrower Description N AR Z-stat Significant 
All Favorable Revisions 181 -0.2251 -3.0281 I% 
All Unfavorable Revisions 8 O.I2537 0.35459 
All Mixed Revisions 4 0.283 0.56599 
Acquire Favorable Revisions 162 -0.2068 -2.6327 1% 
Acquire Unfavorable Revisions 8 0.12537 0.35459 
Acquire Mixed Revisions 4 0.283 0.56599 
Target Favorable Revisions 17 -0.2583 -1.0651 
Both Favorable Revisions 2 -1.419 -2.0067 5% 



Table 1.3 

Effects of Lending Relationship Change on Borrower Stock Price at 
First Bank Merger Approval Announcement 

This table summarizes the average two-day first bank merger approval announcement period abnormal 

returns (AR) & significance tests based on various univariate dichotomies pertaining to relationship 

lending at bank merger approval announcements. 

PANEL A: Default versus Non-Default Loans 
Borrower Description 
All Default Loans 
All Non-Default Loans 
Acquirer Default Loans 
Acquirer Non-Default Loans 
Target Default Loans 
Target Non-Default Loans 
Both Default Loans 
Both Non-Default Loans 

N AR Z-stat 
39 -0.1293 -0.8072 

855 -0. I 432 -4.1883 
27 -0. 1356 -0.7045 
705 -0.1221 -3.2412 
11 -0.0297 -0.0984 
I42 -0.252 -3.003 

1 -1.0541 -1.0541 
8 -0.0779 -0.2202 

PANEL B: Syndicated versus Non-Syndicated Loans 
Borrower Description N AR Z-stat 
All All Syndicated Loans 520 -0.1197 -2.7287 
All Syndicated with Relationship Loans 249 -0.0686 -1.0828 
All Non-Syndicated Loans 362 -0.17 -3.2345 
Acquirer All Syndicated Loans 424 -0.1263 -2.6 
Acquirer Syndicated with Relationship Loans 207 -0.0466 -0.67 

Acquirer Non-Syndicated Loans 299 -0.1086 -1.8786 
Target All Syndicated Loans 88 -0.0787 -0.7381 
Target Syndicated with Relationship Loans 38 -0.2234 -1.3769 
Target Non-Syndicated Loans 62 -0.47 -3.70I 
Both All Syndicated Loans 8 -0.2203 -0.6232 
Both Syndicated with Relationship Loans 4 0.26046 0.52091 
Both Non-Syndicated Loans 1 0.08587 0.08587 

Sismificant 

1% 

1% 

I% 

Sismificant 

1% 

5% 

10% 
I% 
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Table 1.3 - Continued 

PANEL C: Non-Default Non-Svndicated Loans 
Borrower Description 
All Non-Default Non-Syndicated Loan 
Acquirer Non-Default Non-Syndicated Loan 
Target Non-Default Non-Syndicated Loan 
Both Non-Default Non-Syndicated Loan 

PANEL D: New versus Renewed Loans 
Borrower Description 
All New Loans 
All Renewed Loans 
Acquirer 
Acquirer 
Target 
Target 
Both 
Both 

New Loans 
Renewed Loans 
New Loans 
Renewed Loans 
New Loans 
Renewed Loans 

PANEL E: Negative Loans 
Borrower Description 
All Negative Loans 
Acquirer Negative Loans 
Target Negative Loans 
Both Negative Loans 

N AR Z-stat Significant 
344 -0.1817 -3.3692 1% 
288 -0.118 -2.0018 5% 

55 -0.5201 -3.8569 1% 
1 0.08587 0.08587 

N AR Z-stat Significant 
421 -0.0638 -1.3081 
413 -0.2277 -4.6277 1% 
349 -0.0183 -0.341 
338 -0.2303 -4.2333 1% 

66 -0.3079 -2.5013 
71 -0.2197 -1.8512 5% 

3 -0.0776 -0.1345 
4 -0.155 -0.31 

N AR Z-stat Sienificant 
72 -0.1319 -1.1193 
54 -0.1571 -1.1542 
16 -0.012 -0.048 
2 -0.412 -0.5826 

PANEL F: Favorable. Unfavorable & Mixed Loan Revisions 
Borrower Description N AR Z-stat Significant 
All Favorable Revisions 338 -0.2496 -4.5882 1% 
All Unfavorable Revisions 
All 
Acquire 
Acquire 
Acquire 
Target 
Target 

Mixed Revisions 
Favorable Revisions 
Unfavorable Revisions 
Mixed Revisions 
Favorable Revisions 
Unfavorable Revisions 

12 -0.2768 -0.959 
12 0.18686 0.64731 

273 -0.2329 -3.8482 1% 
8 -0.1029 -0.2909 
8 -0.5555 -1.5711 10% 

61 -0.3303 -2.5801 1% 

4 -0.6248 -1.2496 
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Table 1.3 - Continued 

Target Mixed Revisions 
Both Favorable Revisions 

4 1.6715 3.343 
4 -0.155 -0.31 

I% 
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Table 1.4 

Effects of Lending Relationship Change on Borrower Stock Price at First 
Negative Bank Merger-Related News Announcement 
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This table summarizes the average two-day first negative bank merger-related news announcement-

period abnormal returns (AR) & significance tests based on various univariate dichotomies 

Pertaining to relationship lending. 

PANEL A: Default versus Non-Default Loans 
Borrower Description N AR Z-stat Significant 

All Default Loans 14 -0.7324 -2.7403 1% 

All Non-Default Loans 300 -0.0828 -1.4347 10% 

Acquirer Default Loans 13 -0.785 -2.8305 1% 
Acquirer Non-Default Loans 278 -0.0712 -1.1872 
Target Default Loans -0.0476 
Target Non-Default Loans 20 -0.256 -1.1447 
Both Default Loans 2 0.03208 0.04536 

PANEL B: ~yndicated versus Non-Syndicated Loans 
Borrower Description N AR Z-stat Significant 

All All Syndicated Loans 166 -0.1611 -2.0759 5% 
All Syndicated with Relationship Loans 70 -0.1704 -1.4257 10% 

All Non-Syndicated Loans 147 -0.0518 -0.6283 5% 
Acquirer All Syndicated Loans 154 -0.1303 -1.6164 10% 

Acquirer Syndicated with Relationship Loans 66 -0.1351 -1.0973 
Acquirer Non-Syndicated Loans 136 -0.0677 -0.7891 
Target All Syndicated Loans 10 -0.6752 -2.1351 5% 
Target Syndicated with Relationship Loans 3 -0.9022 -1.5627 10% 
Target Non-Syndicated Loans 11 0.14407 0.47782 
Both All Syndicated Loans 2 0.03208 0.04536 
Both Syndicated with Relationship Loans -0.3078 
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Table 1.4 - Conti1111ed 

PANEL C: Non-Default Non-S:mdicated Loans 
Borrower Description N ~ Z-stat Significant 

All Non-Default Non-Syndicated Loan 140 -0.03 -0.3544 

Acquirer Non-Default Non-Syndicated Loan 130 -0.0448 -0.5109 

Target Non-Default Non-Syndicated Loan 10 0.16324 0.5162 

PANEL D: New versus Renewed Loans 
Borrower Description N AR Z-stat Significant 

All New Loans 144 -0.1058 -1.2697 
All Renewed Loans 144 -0.1367 -1.6405 10% 

Acquirer New Loans 134 -0.1016 -1.1757 

Acquirer Renewed Loans 133 -0.1086 -1.2526 

Target New Loans 10 -0.1627 -0.5144 

Target Renewed Loans 9 -0.5895 -1.7684 5% 

Both Renewed Loans 2 0.03208 0.04536 

PANEL E: Negative Loans 
Borrower Description N AR Z-stat Significant 

All Negative Loans 32 0.02941 0.16635 

Acquirer Negative Loans 30 -0.0275 -0.1504 
Target Negative Loans 2 0.88235 1.24783 

PANEL F: Favorable. Unfavorable & Mixed Loan Revisions 
Borrower Description N AR Z-stat Significant 
All Favorable Revisions 123 -0.1641 -1.8204 5% 

All Unfavorable Revisions 3 0.69988 1.21223 

All Mixed Revisions 1 1.23842 

Acquire Favorable Revisions 114 -0.1476 -1.5758 10% 

Acquire Unfavorable Revisions 3 0.69988 1.21223 
Acquire Mixed Revisions 1 1.23842 

Target Favorable Revisions 7 -0.4897 -1.2956 10% 

Both Favorable Revisions 2 0.03208 0.04536 
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Table 1.4 - Continued 

PANEL G: Direct. Indirect & Unrelated Negative News 
Borrower Description N AR Z-stat Si2Ilificant 
All Direct Relationship Lending News 11 0.2247 0.74525 

All Indirect Relationship Lending News 264 -0.1144 -1.8586 5% 

All Unrelated Relationship Lending 39 -0.1891 -1.181 
News 

Acquirer Direct Relationship Lending News 10 0.09414 0.29768 
Acquirer Indirect Relationship Lending News 244 -0.0944 -1.4745 10% 

Acquirer Unrelated Relationship Lending 37 -0.2137 -1.3001 
News 

Target Direct Relationship Lending News 1.53038 
Target Indirect Relationship Lending News 18 -0.4017 -1.7042 5% 

Target Unrelated Relationship Lending 2 0.26644 0.3768 
News 

Both Indirect Relationship Lending News 2 0.03208 0.04536 
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Table 1.5: Distribution of Borrowers Per Bank Merger 

Panels A through D show the distribution of the number of C&I loans per bank merger for 

bank merger announcement. approval. completion and first negative merger-related news 

events respectively. 

Panel A: Distribution of C&I Loans per Bank Merger at Merger Announcement 

C&I Loans Total# Cumulative Cumulative 
Number of per ofC&I #ofC&I Percent of Percent of 

Mergers Merger Loans Loans Loans Loans 
18 1 18 18 3.54% 3.54% 
13 2 26 44 5.12% 8.66% 
7 3 2I 65 4.13% I2.80% 
7 4 28 93 5.5I% I8.31% 
6 5 30 I23 5.91% 24.2I% 
6 7 42 I65 8.27% 32.48% 

8 8 I73 1.57% 34.06% 
2 9 18 19I 3.54% 37.60% 
2 IO 20 21I 3.94% 41.54% 
1 II 1I 222 2.I7% 43.70% 

I2 I2 234 2.36% 46.06% 
I3 13 247 2.56% 48.62% 

2 I4 28 275 5.5I% 54.13% 
2 I7 34 309 6.69% 60.83% 
1 2I 21 330 4.13% 64.96% 

22 22 352 4.33% 69.29% 
27 27 379 5.31% 74.61% 
33 33 4I2 6.50% 81.10% 
43 43 455 8.46% 89.57% 
53 53 508 10.43% 100.00% 

Number of C&I Loans 508 
Number of Bank Mergers 15 

Mean Number of C&I Loans per Bank Merger 6.876712329 
Median Number of C&I Loans per Bank Merger 4 
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Table l.S -Continued 

Panel B: Distribution of C&I Loans per Bank Merger at Merger Approval 

C&I Loans Total# Cumulative Percent of Cumulative 
Number of Per ofC&I #ofC&I Total Percent of 

Mergers Merger Loans Loans Loans Loans 
14 I I4 I4 I.49% I.49% 
I2 2 24 38 2.56% 4.05% 
4 3 12 50 I.28% 5.32% 
4 4 I6 66 I.70% 7.03% 
4 5 20 86 2.13% 9.16% 
5 6 30 116 3.I9% I2.35% 
3 7 21 I37 2.24% I4.59% 
2 8 I6 I 53 I.70% I6.29% 
5 9 45 I98 4.79% 21.09% 
2 lO 20 218 2.13% 23.22% 
I II 11 229 l.I7% 24.39% 
3 12 36 265 3.83% 28.22% 
2 l3 26 29I 2.77% 30.99% 
2 IS 30 32I 3.I9% 34.I9% 

I6 I6 337 I.70% 35.89% 
I7 17 354 l.8I% 37.70% 

I 2I 21 375 2.24% 39.94% 
I 24 24 399 2.56% 42.49% 
I 26 26 425 2.77% 45.26% 

30 30 455 3.I9% 48.46% 
3I 31 486 3.30% 51.76% 
37 37 523 3.94% 55.70% 
39 39 562 4.IS% 59.85% 
42 42 604 4.47% 64.32% 

I 43 43 647 4.58% 68.90% 
1 47 47 694 5.01% 73.91% 

57 57 751 6.07% 79.98% 
60 60 811 6.39% 86.37% 
63 63 874 6.7I% 93.08% 
65 65 939 6.92% IOO.OO% 
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Table 1.5- Continued 

Number ofC&I Loans 939 

Number of Bank Mergers 79 

Mean Number ofC&I Loans per Bank Merger 12.07792208 

Median Number of C&I Loans per Bank Merger 6 

Panel C: Distribution ofC&I Loans per Bank Merger at Merger Completion 

C&I Loans Total# Cumulative Cumulative 
Number of Per ofC&I #ofC&I Percent of Percent of 

Mergers Merger Loans Loans Loans Loans 
14 I 14 14 1.18% 1.18% 
13 2 26 40 2.18% 3.36% 
8 3 24 64 2.02% 5.37% 
11 4 44 108 3.69% 9.07% 
5 5 25 133 2.10% 11.17% 
6 6 36 169 3.02% 14.19% 
2 7 14 183 1.18% 15.37% 
1 8 8 191 0.67% 16.04% 
2 9 18 209 1.51% 17.55% 
2 10 20 229 1.68% 19.23% 
4 11 44 273 3.69% 22.92% 
3 12 36 309 3.02% 25.94% 
2 14 28 337 2.35% 28.30% 
1 15 15 352 1.26% 29.55% 
2 16 32 384 2.69% 32.24% 
1 17 17 401 1.43% 33.67% 
1 18 18 419 1.51% 35.18% 
1 19 19 438 1.60% 36.78% 
1 20 20 458 1.68% 38.46% 
1 21 21 479 1.76% 40.22% 
1 26 26 505 2.18% 42.40% 
1 27 27 532 2.27% 44.67% 
2 36 72 604 6.05% 50.71% 
1 38 38 642 3.19% 53.90% 
I 40 40 682 3.36% 57.26% 
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Table 1.5- Continued 

1 41 41 723 3.44% 60.71% 

1 43 43 766 3.6I% 64.32% 

52 52 818 4.37% 68.68% 

55 55 873 4.62% 73.30% 

57 57 930 4.790/o 78.09% 

1 76 76 I006 6.38% 84.47% 

83 83 1089 6.97% 91.44% 

1 102 I02 1191 8.56% 100.00% 

Number ofC&I Loans 1191 

Number ofBank Mergers 95 

Mean Number of C&I Loans per Bank Merger 12.74I93548 

Median Number of C&I Loans per Bank Merger 5 

Panel D: Distribution ofC&I Loans per Bank Merger at 1st Negative News 

C&I Loans Total# Cumulative Cumulative 

Number of Per ofC&I # ofC&I Percent of Percent of 

Mergers Merger Loans Loans Loans Loans 

5 1 5 5 1.43% 1.43% 

4 2 8 13 2.29% 3.71% 

4 3 I2 25 3.43% 7.I4% 

3 4 12 37 3.43% 10.57% 

1 5 5 42 1.43% 12.00% 

2 6 12 54 3.43% 15.43% 

7 7 61 2.00% 17.43% 

8 8 69 2.29% 19.71% 

9 9 78 2.57% 22.29% 

10 10 88 2.86% 25.14% 

1 15 15 103 4.29% 29.43% 

2 16 32 135 9.14% 38.57% 

2 I7 34 I69 9.71% 48.29% 

I 19 I9 188 5.43% 53.7I% 

I 25 25 213 7.I4% 60.86% 
I 43 43 256 12.290/o 73.14% 



Table 1.5- Continued 

I 94 

Number of C&I Loans 
Number of Bank Mergers 

94 350 

Mean Number ofC&I Loans per Bank Merger 
Median Number of C&I Loans per Bank Merger 

26.86% 100.00% 

350 
32 

10.9375 
4.5 
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Table 1.6 

Descriptive Statistics of C&l Borrower Firms at Bank Merger 
Announcement 

PANEL A: Comparison of descriptive statistics of borrower firms between full clean sample and regression analysis 
sample. 

Full Clean Borrower Firm Sample Regression Borrower Firm Sample Difference in Groups 
Descrigtive Measure t:! Mean Std Dev Range t:! Mean Std Dev ~ ~ F'-stat 
Standardized Abnormal Return 622 -0.0795~ 1.3563~~ -8.56-8.12 508 -0.070~9 1.39850-J -8.56- 8.12 -0.1102 1.06 
Loan Amount (millions) 591 121.0302 -!19.6867 AO- 8000.00 508 127A699 .t.t9A36-t AO - 8000.00 -0.2-!5~ 1.15 
Loan Maturity (years) 270 3.66.J.J82 2.185006 .08 - 10.00 236 3.723~75 2.21020-J .08- 10.00 -0.30 I.J 1.02 
Number of Stated Loan Purposes ~13 1.578693 0.813557 I • ~ 3~9 1.601719 0.833286 1 - ~ 
Annual Sales Gro\\1h (percent) 541 32.36% 1.270247 -1.00- 2.J.28 508 32.51% 1.29552 -1.00- 2~.28 -0.0177 1.04 
Total Asset Size (millions) 551 956.0316 3171.56 1.6 - 30554.1 508 971.9739 3273.63 1.6 - 30554.1 -0.0805 1.07 
Bond Rating (S&P)" 108 BB 3.31.J69.J A+-0 95 BB 3.198999 A+-0 -0.3689 1.07 

Commercial Paper Rating (S&P)b 8 AI OA6291 AI- A2 5 AI OA.J7214 Al·A2 0.1918 1.07 

Market Value of Equity (millions) 605 434A831 1~62.979 ... - 16820.4 508 472.188 1585.001 ... - 16820.-t -0.4122 1.17••• 
Standardized Relative Loan Value 574 21.89905 32.40378 .03-480.71 508 21.06925 32.38793 .03. 480.71 0.4205 I 
Book Leverage (percent) 551 66.13% 0.358618 .09 • 6.35 508 66.12% 0.360351 .09-6.35 0.0064 1.01 
Leverage (market value of equity) 544 35.50% 0.214101 .05 • IA4 508 3~.95% 0.210082 .05- lA~ 0.4256 1.04 
'Represents the senior bond rating assigned by Standard & Poor's for the event year (standard deviation based on nwnber of rating categories). 

bRepresents the commercial paper rating assigned by Standard & Poor's for the event year (standard deviation based on number of rating categories). 



Table 1.6 - Continued 

PANEL 8: Comparison of borrower firm Size for full clean sample, regression analysis sample and missing 
observations. 

Full Sample Regression Sample Missing Observations 

~ Mean ~ Mean ~ Mean 

Market Value of Equity (millions) 605 -'3-'A831 508 -'72.187978 97 237.0187 

PANEL C: Regression sample distribution by year ofC&Iloans and C&lloan per bank merger descriptive statistics, 
1988- 1996. 

Merger Announcement Year ~ C&l Loan Bank Merger Dcscrinti\'e ~ Mean Median Range 
Statistics 

1988 22 Number of Bank Mergers 15 

1989 39 Number of C&l Loans per Merger 6.7 3 1-53 

1990 0 

1991 25 

1992 58 

1993 50 

199-l 59 

1995 165 

1996 92 



Table 1.7 

Regression Analysis for Effects of Lending Relationship Change on Borrower 
Stock Price at Bank Merger Announcement 

89 

Regression results of standardized abnormal returns for borrower stock price at the announcement of 

bank mergers on relationship lending dummy and various standardized variables for the full sample 

and by borrower firm type. 1988-96. 

Borrower Full Sample Acquirer Borrower Tmet Borrower 
ExolanatO!I Variable coefficient t-stat coefficient t-stat coefficient t-stat 
Intercept -0.074901 -0.255 -0.340932 -1.055 1.476771 1.396 
Standardized Relative Value of -0.006033 -2.923* -0.005778 -2.718* -0.009515 -0.443 

Loan Agreement (0 if unknownt 

Favorably Revised Loans 0.037693 0.277 0.050868 0.351 -0.533745 -0.880 

Unfavorably Revised Loans -0.789759 -1.329 -0.780396 -1.296 
Mixed Revision Loansd 0.017812 0.022 0.117669 0.141 

F-test on Revision dummies- Fl.47s 0.6279 

F-test on Revision dummies- F3.-t:!9 0.6306 

Non-syndicated Loans -0.212239 -1.463*** -0.200677 -1.308*** -0.577002 -0.928 
Tenn vs Revolving Loansd 0.040263 0.239 0.061297 0.344 -0.036705 -0.060 

Purpose: Expansion Loans -0.002517 -0.015 -0.033640 -0.184 0.607707 0.842 
Purpose: Acquisition Loans 0.254245 1.612 0.176032 1.024 0.654821 0.980 
Purpose: Repay Public Debt -0.311856 -0.819 -0.126868 -0.309 -0.028115 -0.012 
Purpose: Repay Bank Debt -0.177897 -0.714 -0.312009 -l.l95 -0.449512 -0.288 
Purpose: Repay Unidentified Debtd 0.268036 0.930 0.393983 1.233 0.001741 0.002 

Secured vs Unsecured Loans 0.696379 3.192* 0.835407 3.525* -0.126357 -0.171 

Investment Grade Credit Rating -0.178019 -0.497 -0.267331 -0.733 
Junk Bond Credit Rating 0.091094 0.488 0.015457 0.078 0.691945 0.801 

Commercial Paper Credit Rating 0.480308 0.710 0.561521 0.820 

Standard Industrial Classification Dummies: 
SICld 0.863236 2.699* 1.021332 3.085* 

SIC2&3d 0.350119 1.993** 0.445254 2.289** -0.444560 -0.601 

SIC4d 0.279831 1.205 0.403370 1.627 -1.132023 -0.864 

SIC5d 0.025958 0.127 0.139101 0.631 0.165442 -0.131 

F-test on SIC dummies - F ... 478 2.7722** 

F-test on SIC dummies- Fo~.429 3.2549** 

F-test on SIC dwnmies- F3.u; 0.3036 



Table 1.7- Continued 

Borrower Full Samole Acquirer Borrower 
Explanatory Variable coefficient t-stat coefficient 

Year Dummies: 
1988 0.283027 0.790 0.327573 
1989 0.169249 0.601 0.226812 
1991 0.058771 0.177 0.148660 
1992 0.185325 0.751 0.276997 
1993 0.023190 0.091 0.056497 
1994 0.138072 0.570 0.169212 
1995 -0.100989 -0.545 -0.096533 

F-test on Year dummies- F:.-m 0.4497 

F-test on Year dummies- F1.-129 

F-test on Year dummies- F3.15 
Standardized Event Year Leverage -0.004662 -1.243 -0.001636 

of Borrower Firmb 

Standardized Event Year Sales -0.018398 -0.371 0.174049 
Growth of Borrower Firmc 

Target Bank Borrower (Full -0.013383 -0.058 
Sample) 
Adjusted R-" 0.0279 0.0393 

Number of observations 508 458 
"Computed as the amount of the loan agre.:ment divided by the market value of equity. and then 

divided by the estima1cd standard error of the 2-day abnonnal n:tum. 

t-stat 

0.893 
0.785 
0.438 
1.056 
0.212 
0.668 
-0.480 

0.5965 

-0.408 

1.834 

bComputed as the book value of debt divided by the sum of the book value of debt and market value 

of equity. and then divided by the estimated standard error of the 2-day abnonnal tctum.. 

•computed as annual sales for event year minus annual sales for year prior to event year divided 

by annual sales for year prior to event year. and then divided by the estimated standard error of 

the 2-day abnormal return. 

dgjgnific:anc:e is based on 2-tailcd test since the sign is not a priori predicted. 

•coefficient is significantly different from zero at the I% level ( 1-tail). 

••coefficient is significantly different from zero at the S% level (I -tail). 

•••Coefficient is significantly different from zero at the I 0% level ( 1-tail). 
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Tget Borrower 
coefficient t-stat 

0.004989 0.005 

-0.317893 -0.202 
0.128055 0.209 

0.0582 

-0.032043 -2.293** 

-0.536371 -1.425*** 

0.1861 

46 



Table 1.8 

Descriptive Statistics of Borrower Firms at First Bank Merger Approval 
Announcement 

PANEL A: Comparison of descriptive statistics of borrower firms between full clean sample and regression analysis sample. 

Full Clean C&l Borrower Finn Sample Regression C&l Borrower Finn Sample Difference in Groups 
DescriRtive Measure N Mean Std De\' Range N Mean Std De~· Range t-stat F'-stat 
Standardized Abnonnal Return 1269 -0.16783 1.3-4-4882 -5.35 - 1-4.82 939 -0.16928 1.2798-45 -5.35-6.98 0.0255 1.1 
Loan Amount (millions) 1192 158.7478 527.2915 .20 - 10000.00 939 139.2289 473.9194 .20- 10000.00 0.8867 1.24• 
Loan Maturity (years) 582 3.734364 2.254332 .08 - 20.00 469 3.911471 2.25-4694 .08- 20.00 -0.8437 I 
Number of Stated Loan Purposes 821 1.582217 0.821733 I -5 635 1.612598 0.839388 I - 5 
Annual Sales Gro\\1h (percent) 1016 27.72% 1.039146 -1.00- 24.28 939 29.07% 1.074066 -1.00- 24.28 -0.2821 1.07 
Total Asset Size (millions) 1020 1241.99 -4627.24 .9-4-60734.7 939 1163.15 4565.47 J.l -60734.7 0.3792 1.03 
Bond Rating (S&P)' 233 BB ".30870-4 AAA- D· 191 BB -4.10339 AAA-D- 0.10-49 1.1 

Commercial Paper Rating (S&P)b 22 AI 0.972568 AI+- A3 12 AI 0.866025 AI+- A2 -0.0676 1.26 

Market Value of Equity (millions) 1149 534.8654 2056.28 1.02-47496.9 939 571.641 2228.974 1.2- .J7496.9 -0.3914 us• 
Standardized Relative Loan Value 1082 25.245.J2 56.26792 .03-856.32 939 19.76759 29.62146 .03-442.41 2.6784• 3.61• 
Book Leverage (percent) 1020 66.12% 0.564455 -I.J.28- 3.87 939 65.09% 0.564901 -l.J.28- 2.42 0.4049 I 
Leverage (market value of equity) 998 37.70% 0.2281 .03 - 1.68 939 37.47% 0.223827 .05- 1.68 0.2198 1.04 
•Represents lbc senior bond rating assigned by Standard & Poor's for lhc c\'cnt year (standard de\'iation based on number of rating categories). 

'Represents lbc commercial paper rating assigned by Standard & Poor's for lbc e\'ent year (standard de\'iation based on number of rating categories). 



Table 1.8- Continued 

PANEL B: Comparison ofC&l borrower firm Size for full clean sample, regression analysis sample and missing 
observations. 

Market Value of Equity (in 
millions of dollars) 

Full Sample Regression Sample 

~ Mean ~ Mean 

1149 534.8654 939 571.641 

Missing Observations 

~ Mean 

210 370.4259 

PANEL C: Regression sample distribution by year ofC&lloans and C&I loan per bank merger descriptive statistics, 1988-
1996. 

Year of Bank Merger ~ C&l Loan Bank Merger DescriRtive ~ Mean 
ARRrO\'al+ A 12 Statistic§ 

1988 14 Number of Bank Mergers 79 

1989 19 Number of C&1 Loans per Bank Merger 11.9 6 I· 65 

1990 15 

1991 56 

1992 102 

1993 124 

1994 145 

1995 248 

1996 216 



Table 1.9 

Regression Analysis for Effects of Lending Relationship Change o 
Borrower Stock Price at First Bank Merger Approval Announce 

Regression results of standardized abnormal returns for borrower stock price at the 

Announcement of bank merger approvals on relationship lending dummy and various 

Standardized variables for the full sample and by borrower firm type. 
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Borrower Full Sampl Acquirer Borrower Target Borrower 

Exolanaton: Variable coefficient t-stat coefficient t-stat coefficient t-stat 
Intercept 0.054939 0.274 0.025955 0.117 0.994301 1.883** 

Standardized Relative Value of -0.001304 -0.877 -0.002296 -1.323*** 0.004183 1.227 

Loan Agreement (0 if unknownt 

Favorably Revised Loans -0.142229 -1.577*** -0.169891 -1.744** -0.162044 -0.655 

Unfavorably Revised Loans -0.368200 -1.095 -0.427880 -1.080 -0.765539 -1.134 
Mixed Revision Loans 1.090088 2.631$<l -0.816414 -1.420*** 2.717665 4.207* 

F-test on Revision dummies- FJ.908 3.7399** 

F-test on Revision dummies- FJ.744 1.8470 

F-test on Revision dummies- F3•1n 6.9974* 

Non-Syndicated Loans -0.112087 -1.164 -0.053218 -0.511 -0.783449 -2.709* 
Term vs Revolving Loansd 0.044840 0.397 -0.062235 -0.520 0.702134 2.152** 

Purpose: Expansion Loans 0.069309 0.593 -0.011481 -0.092 0.518070 1.501 
Purpose: Acquisition Loans 0.069894 0.682 0.088010 0.790 -0.156484 -0.515 
Purpose: Repay Public Debt -0.338538 -1.426*** -0.218658 -0.887 -1.158282 -1.378*** 
Purpose: Repay Bank Debt -0.165881 -1.098 -0.244604 -1.550 0.236354 0.353 
Purpose: Repay Unidentified Debtd -0.073557 -0.459 -0.091507 -0.505 0.043560 0.119 

Secured vs Unsecured Loans 0.117469 0.817 0.253488 1.595*** -0.392672 -0.952 
Investment Grade Credit Rating 0.070157 0.280 -0.009718 -0.037 0.513443 0.636 
Junk Bond Credit Rating -0.086721 -0.721 -0.161257 -1.233 0.266953 0.767 
Commercial Paper Credit Rating 0.173363 0.412 0.176097 0.333 0.058814 0.061 
Standard Industrial Classification Dummies: 

SICld -0.134215 -0.659 -0.147168 -0.681 -0.825622 -1.135 

SIC2&3d -0.188420 -1.604 -0.235066 -1.828*** -0.379572 -1.145 

SIC4d -0.217498 -1.453 -0.243258 -1.463 -0.387622 -0.896 

SIC5d -0.021434 -0.150 -0.145615 -0.941 0.319417 0.777 

F-test on SIC dummies- F4.908 1.0908 

F-test on SIC dummies- F4.744 0.9805 

F-test on SIC dummies- F4.123 1.3775 



Table 1.9 - Continued 

Borrower Full Sampl Acquirer Bonower 
Exolanatory Variable coefficient t-stat coefficient t-stat 

Year Dummies: 
1988 0.442169 1.224 0.416157 1.159 
1989 -0.068985 -0.221 0.066233 0.212 
1990 -0.140366 -0.405 -0.145407 -0.382 
1991 -0.375922 -1.812** -0.439124 -1.677** 
1992 O.ll4340 0.708 0.285593 1.629*** 
1993 0.251325 1.681** 0.321144 2.093** 
1994 -O.ll9152 -0.857 -0.126995 -0.807 
1995 -0.240216 -1.994** -0.213752 -1.653** 

F-test on Year dummies- Fs.9011 2.3805** 

F-test on Year dummies- Fs_144 2.8792* 

F-test on Year dummies- Fli.1n 

Standardized Event Year Leverage 0.001741 0.715 0.004226 1.635 
of Borrower Finnb 

Standardized Event Year Sales 0.015530 0.391 0.007188 O.ll8 
Growth of Borrower Finne 

Target Bank Borrower (Full Sample) -0.053284 -0.448 
Adjusted R:! 0.0164 0.0203 

Number of observations 939 774 
'Computed as the amo1mt ofthe loan agreement divided by the market value of equity. and then 

divided by the estimated standard .:rror of the 2-day abnonnal return. 

'Computed as the book value of equity divided by the sum of the book value of debt and market value 

of equity. and then divided by the estimated standard error of the 2-day abnonnal return. 

'Computed as annual sales for event year minus annual sales for year prior to event year divided 

by annual sales for year prior to event year. and then divided by the estimated Slandard error of 

the 2-day abnormal return. 

"sigpificanc:e is based on 2-tailed test since the sigp is not a priori predicted. 

•coefficient is signific:antly different from zero at the 1% level ( 1-tail). 

"Coefficient is significantly different from zero at the S% level ( 1-tail). 

•••Coefficient is significantly different from zero at the 1 Oo/o level ( 1-tail). 
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Target Borrower 
coefficient t-stat 

1.018511 Ll39 
-0.546169 -1.302*** 
-0.395935 -0.829 
-0.481518 -0.498 
0.061472 0.168 
-0.473017 -1.341*** 

1.0912 

-0.023192 -2.867* 

0.054169 0.908 

0.1742 

lSI 



Table 1.10 

Descriptive Statistics of Borrower Firms at First Negative Bank Merger-Related News 
Announcement 

PANEL A: Comparison of descriptive statistics of borrower firms between full clean sample and regression analysis sample. 

Full Clean Borrower Finn Sample Regression Borrower Finn Sample Difference in Groups 
Descrigth•e Measure N Mean Std De\' Range N Mean Std Dev Range t-stat F'-stat 
Standardized Abnormal Return ·B3 -0.0823 1.2532.J2 -5.53-5.08 350 -0.0643 1.230993 -5.38-4.45 -0.2012 1.04 
Loan Amount (millions) 408 111.018 367.911 .0 I - 6900.00 350 93.0072 149.3937 .0 I - 1100.00 0.8572 6.06* 
Loan Maturity (years) 173 3.53422 1.968724 .08- 10.00 155 3.5769 1.903659 .42- 10.00 -0.1991 1.07 
Number of Stated Loan Purposes 296 1.63851" 0.807425 I -5 2-!6 1.66667 0.819822 I -5 
Annual Sales Gro\\1h (percent) 370 23.17% 0.593456 -.73 - 8.27 350 23.87% 0.604065 -.73- 8.27 -0.1561 1.04 
Total Asset Size (millions) 372 987.5508 6642.84 1.1 - 12023 350 1019.35 6845.35 1.1 - 120235 -0.0633 1.06 
Bond Rating (S&Pt 78 BB 2.698435 A-CC 71 BB 2.568577 A- CCC+ 0.4303 1.1 
Commercial Paper Rating (S&P)b " A2 0.57735 Al-A2 .t A2 0.57735 AI- A2 0 

Market Value of Equity (millions) .tll 3-t 7.3717 982.H95 1.6-15157.1 350 367.168 1050.933 1.6- 15157.1 -0.2683 l.l.J 
Standardized Relative Loan Value 389 24.52837 40.57484 .01 -308.94 350 23.6473 38.8823 .01 -292.53 0.3006 1.09 
Book Levemge (percent) 372 69.29% 0.316617 .09 - 2.2-t 350 68.26% 0.292015 .09-2.05 0.4567 1.18 
Levemge (market value of equil)·) 366 35.90% 0.222039 .06- 1.23 350 35.91% 0.220611 .06- 1.23 -0.0081 1.01 
1Represen1S the senior bond rating assigned by Standard & Poor's for the e\'ent year (b1andard de\'iation based on number of rating categories). 

bRcpreseniS the commercial paper rating assigned by Standard & Poor's for the C\'cnl year (standard de\'iation based on number of rating categories). 



Table 1.10- Continued 

PANEL B: Comparison of borrower firm size for full clean sample, regression analysis sample and missing observations. 

Market Value of Equity (in 
millions of dollars) 

Full Sample 

~ Mean 

411 347.3717 

Regression Sample 

~ Mean 

350 367.167718 

Missing Observations 

~ Mean 

71 233.788 

PANEL C: Regression sample distribution by year ofC&Iloans and C&I loan per bank merger descriptive statistics, 
1988- 1996. 

Year of 1st Negati\•e Merger- ~ C&l Loan Bank Merger DescriRti\'e Statistics ~ 
Related News 

1988 () Number of Bank Mergers 32 

1989 5 Number of C&l Loans per Bank Merger 10.9 4.5 I- 94 

1990 25 

1991 5 

1992 47 

1993 23 

1994 16 

1995 108 

1996 121 



Table l.ll 

Regression Analysis for Effects of Lending Relationship Change on Borrower 
Stock Price at First Negative Merger-Related News Announcement 

Regression results of standardized abnormal relUlllS for borrower stock price at the first 

negative merger-related news announcement on relationship lending dummy and various 

Standardized variables for the full sample and by borrower firm type. 1988-96. 

Borrower Full SamJ2le Acauirer Borrower 
Exolanaton: Variable coefficient t-stat coefficient t-stal 
Intercept 0.160361 0.528 0.158525 0.509 
Standardized Relative Value of 0.003391 1.619 0.003154 1.515 

Loan Agreement (0 if uoknownt 

Favorably Revised Loans -0.428726 -3.100* -0.449884 -3.159* 
Unfavorably Revised Loans 0.913788 1.540*** 0.880215 1.502*** 
F-test on Revision dummies - Fu21 6.2857* 

F-test on Revision dummies - Fu21 6.4613* 

Non-syndicated Loans 0.010198 0.072 -0.002486 -0.024 
Term vs Revolving Loansd -0.147502 -0.809 -0.181078 -0.987 

Purpose: Expansion Loans 0.246581 1.294 0.266390 1.364 
Purpose: Acquisition Loans 0.033428 0.209 -0.022976 -0.141 
Purpose: Repay Public Debt 1.275988 3.402 1.310918 3.530 
Purpose: Repay Bank Debt 0.742771 3.477 0.700439 3.255 
Purpose: Repay Unidentified Debtd -0.370624 -1.430 -0.357064 -1.301 

Secured vs Unsecured Loans -0.053846 -0.267 0.010478 0.050 
Investment Grade Credit Rating -0.184150 -0.434 -0.258393 -0.614 
Junk Bond Credit Rating -OA07308 -2.283 -0.420607 -2.334 
Commercial Paper Credit Rating 1.626313 2.465* 1.619488 2.487* 
Standard Industrial Classification Dummies: 

SICld -0.603866 -1.873** -0.577658 -1.798** 

SIC2&3ci -0.063730 -0.333 -0.044232 -0.222 

SIC4d -0.642433 -2.709* -0.657371 -2.703* 

SIC5d 0.150900 0.680 0.133174 0.589 

F-test on SIC dummies- F4.J2t 3.4298* 

F-test on SIC dummies- Fo~.JOt 3.3580** 

Year Dummies: 
1989 -0.525912 -0.974 -0.559675 -1.049 
1990 -0.568603 -1.830** -0.587070 -1.912** 
1991 -0.341313 -0.619 -0.314602 -0.578 
1992 -0.187863 -0.892 -0.150310 -0.713 
1993 0.060898 0.226 0.011271 0.042 
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Table 1.11 -Continued 

Borrower Full SamRie AgJuirer Borrower 
Exolanatorv Variable coefficient t-stat coefficient 

1994 0.223187 0.708 0.128155 
1995 -0.421799 -2.534* -0.425412 

F-test on Year dummies- F~.J2t 1.6728 

F-test on Year dummies- F,.JOt 

Standardized Event Year Leverage 0.000375 0.097 0.001465 
of Borrower Firmb 

Standardized Event Year Sales 0.343358 3.037 0.342472 
Growth of Borrower Finne 

Target Bank Borrower (Full Sample) -0.048815 -0.165 
AdjustedR2 0.1459 0.1511 

Number of observations 349 328 
'Computed as the amount of the loan agre.:ment divido:d by the market value: of equity. and then 

divided by the estimated standard error of the 2-day abnormal return. 

bComputc:d as tbe book value of equity divided by the sum oftbe book value: of debt and market value of equity. 

and then divided by tbe estimated standard error of the 2-day abnormal return. 

•computed as annual sales for event year minus annual sales for year prior to .:vent year divided 

by annual sales for year prior to event year. and then divided by the estimatc:d standard error of 

the 2-day abnormal return. 

"significance is based on 2-tailed test since the sign is not a priori predicted. 

•Coefficient is significantly different from zero at the I% level (I -tail). 

••Coefficient is significantly ditfc:t'ent from zero at the 5% lc:vc:l ( 1-tail). 

•••coefficient is significantly diffc:t'ent from zero at the 10% level ( I -tail). 

t-stat 

0.390 
-2.548* 

1.5352 

0.371 

3.044 
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Table 1.12 

Panel A: Summary of Univariate Effects of Lending Relationship Change on Borrower Stock Price 

Average two-day univariate significance ofabnonnal returns based on various dichotomies pertaining to relationship lending. 

Merger Announcement E\'ent Merger A&mroval E\·enl 1st Negative Ne}\'S Erenl 
Description All Acguirer Target Both All Acguirer Target All Acguirer 
Default Loans 1% 1% 
Non-Default Loans 10% 1% 1% 1% 10% 
All Syndicated Loans 5% 10% 
Syndicated with Relationship Loans 10% 10% 
Non-Syndicated Loans 1% 5% 1% 5% 
Non-Default Non-Syndicated Loan 1% 5% 1% 
Renewed Loans 1% 1% 5% 1% 1% 5% 10% 
Negative Loans 5% 5% 
Favomble Revisions 1% 1% 5% 1% 1% 1% 5% 10% 
Mixed Revisions 10% 1% 
Indirect Relationship Lending News 5% 10% 

Panel 8: Summary of Regression Analysis Effects of Lending Relationship Change on Borrower Stock 
Price 

Target 

5% 
10% 

5% 

10% 

5% 

Significance of regression results of standardized abnonnal returns for borrower stock price at the announcement of bank mergers on 
Relationship lending dummy and various standardized variables for the full sample and by borrower finn type, 1988-96. 

Explanaton• Variable 
Intercept 
Standardized Relative Value of Loan 
Favombly Revised Loans 

Merger Announcement Event 
All Acguirer Target 

1% 1% 

Merger Approval Event 
All Acguirer Target 

5% 

10% 
10% 
5% 

1st Negative News Eyent 
All Acguirer 

1% 1% 



Table 1.12 - Continued 

Merger Announcement Event Merger A(!l}roval Event I st Negative Ne\~S Event 
Explanatory Variable All Acauirer Target All Acauirer Target All Acguirer 

Unfavorably Revised Loans 10% 10% 
Mixed Revision Loans 1% 10% 1% 
F-test on Revision dummies 5% 1% 1% 1% 
Non-Syndicated Loans 10% 10% 1% 
Tenn vs Revolving Loans 5% 
Purpose: Repay Public Debt 10% 10% 
Secured vs Unsecured Loans 1% 1% 10% 
Commercial Paper Credit Rating 1% 1% 
SIC I 1% 1% 5% 5% 
SIC2&3 5% 5% 10% 
SIC4 1% 1% 
F-test on SIC dummies 5% 5% 1% 1% 
Year 1990 5% 5% 
Year 1991 5% 5% 10% 
Year 1992 10% 
Year 1993 5% 5% 

Year 1995 10% 5% 10% 1% 1% 
F-test on Year dummies 5% 1% 
Standardized Finn Event Year Leverage 5% 1% 
Standardized Finn Event Year Sales Gro\\1h 10% 
Adjusted R2 0.028 0.0393 0.1861 0.016 0.0203 0.1742 0.1-159 0.1511 
Number of observations 508 -158 46 939 77-1 151 3-19 328 
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Chapter Two 

Executive Compensation Surrounding Bank Mergers 

2.1. Introduction 

2.1.1. Purpose 

The purpose of this paper is to examine changes in executive compensation 

surrounding mergers within the banking industry. The previous literature has determined 

that corporate control mechanisms that restrict certain self-serving managerial behavior in 

non-financial firms fail to restrain the same conduct in the banking industry. Most of this 

prior research has focused on the existence of managerial expense-preference behavior in 

banking. Other research has investigated the change in executive compensation; however. 

results from this line of inquiry suffer from possible alternative interpretations or 

explanations. Both lines of research suffer from a lack of credible data. Tests of 

managerial expense-preference behavior employ measures indirectly related to the 

managerial activity being studied (e.g .• total personnel payroll or furniture & fixture 

expense). These measures are poor proxies. utilized because data on individual executive 

perquisites did not exist until 1992 when governmental reporting requirements concerning 

executive compensation mandated the inclusion of such information. Similarly. almost all 

research investigating changes in executive compensation in the banking industry was 

published prior to 1996. and none of these articles employ the improved information 

obtained as the result of the post-1991 compensation reporting requirements. Pre-1992 

bank executive compensation data are unreliable. due to the absence of clearly defined 
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reporting requirements. and lack individual executive perquisite information. The data 

used in this current research present the first opportunity to test directly managerial 

expense-preference behavior at the individual executive-level as opposed to the firm-leveL 

This research also provides the first test of changes in executive compensation 

surrounding bank mergers post-FDICIA (Federal Deposit Insurance Corporation 

Improvement Act). 

The effects of mergers on executive compensation are estimated by regressing the 

change in the natural log of executive compensation on explanatory variables defined by 

economic theory. First. the change in the natural log of executive compensation using a 

two-year lag from year t-1 to year t+ 1. normalized to 1996 doUars. is calculated for each 

bank executive. Next. post-merger effects on executive compensation are determined 

using dummy variables for executives from acquirer banks and retained executives from 

target banks. However. no target observations are found the year foUowing a merger. 1 

However. the fact that none of the top five executives of the target bank holds one of the 

top five positions in the merged bank one-year foUowing the merger is itself significant. 

Either former target executives are not retained post-merger or they are retained and 

1 The original intent of this paper was to examine the merger-related impact on both acquirer and target 
bank e.xecutives. The paper initially sought to demonstrate that bank mergers provide both a means for 
executives of acquiring banks to mitigate e.xcessive executive compensation restrictions imposed by 
FDICIA. as well as an effective sanction on retained target executives post merger. The prediction was 
that acquirer bank executives would benefit from the merger in the form of excessive increases in 
compensation. Further. it was predicted the compensation of retained target bank executives would fail to 
increase commensurate with the increase in bank size and complexity. The lack of retained target bank 
executives precludes tests of the latter prediction. That is. none of the top five compensated e.xecutives of 
target banks the year prior to merger hold one of the five highest compensated positions in the post
merged entity the year following the merger. However. the lack of observations provides insight and 
information of an anecdotal nature as to the potential for bank mergers to serve as a corporate governance 
control mechanism. 
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occupy positions below those of the top five executives. Either target executives are no 

longer employed by the post-merged bank or they have been demoted to less significant 

executive positions. 2 Either event provides indirect evidence of the imposition of 

sanctions on these executives. However. the lack of compensation data precludes a direct 

test. 

2.1.2. Are Bank Mergers Unique Concerning Excess Executive Compensation? 

In the non-financial corporate literature. control mechanisms such as mergers act 

to restrict managerial behavior that diverges from firm value maximization (i.e .• behavior 

maximizing stockholder value without expropriating value from the firm's creditors). The 

prior banking literature suggests that regulatory-induced barriers to entry (e.g .• charter 

application) and exit (e.g .• regulatory merger approval) in the banking industry fail to 

permit these mechanisms to function properly. thereby enabling bank executives to deviate 

from firm value maximizing behavior. Such behavior may result in higher total executive 

compensation (defined as pecuniary and non-pecuniary compensation). However. in the 

past it has been difficult to associate most non-pecuniary forms of compensation (company 

car. expense account. etc) with a particular executive. Therefore. most bank related 

research has focused on overall expense-preference behavior involving total payroll. 

number of employees. furnishings. and building (occupancy) expense. Changes in the 

reporting requirements for the top five highest compensated executives earning over 

:! The names of target executives one-year prior to the merger are reviewed one-year after the merger to 
determine if these executives are still employed by the post-merged bank. The results indicate that 39% 
are no longer employed. while 61% are employed in lower positions. by the post-merged bank one-year 
after the merger. 



$100,000 for publicly traded corporations beginning in 1992 provides these previously 

omitted data. 
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Corporate control mechanisms. including mergers. have been found to impede self

serving managerial behavior in non-financial firms. Studies by Benston ( 1985) and 

Lewellen. Loderer and Rosenfeld ( 1985) demonstrate that results of merger activity 

involving non-financial firms are inconsistent with the self-serving management hypothesis. 

Lambert and Larcker ( 1987) find that increases in executive compensation are strongly 

associated with increased stockholder wealth of the acquiring firm. Beatty and Zajac 

( 1994) and Mehran ( 1995) illustrate the interdependence of various corporate control 

mechanisms and their mediating effects on executive compensation. However. these 

results do not appear to hold for financial firms. 

Brickley and James (1987) analyze Williamson's (1983) 'substitute hypothesis' in 

the context of the banking industry. This hypothesis suggests that outside board 

membership should act as a substitute in markets where corporate takeover activities are 

more costly or difficult to undertake. Brickley's and James' empirical results fail to 

support this hypothesis. finding outside board membership significantly higher in 

acquisition states than in non-acquisition states after controlling for bank size. Further. 

these authors observe no significant difference in ownership concentration between states 

that permit takeovers and those that do not. Allen and Cebenoyan ( 1991) examine the 

relationship between managerial stock ownership. concentration of ownership. and 

acquisition activity in banks. These authors observe negative stock price reactions when 

acquiring banks' management hold large portions of equity coupled with diffuse outside 
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ownership concentration. They conclude that entrenched bank management may pursue 

mergers inconsistent with value maximization of the bank. Further, Prowse (1995) 

demonstrates the lack of effectiveness of various corporate governance mechanisms on 

bank holding companies. 

The lack of managerial control exerted by corporate governance devices in the 

banking industry should translate into higher executive compensation and other expense

preference behavior on the part of banks' management. Such behavior should negatively 

impact profitability and efficiency measures. The possibility of these events led to the 

passage of The Federal Deposit Insurance Corporation Improvement Act of 1991 

(FDICIA). The FDICIA originally required bank regulatory agencies to set standards for 

reasonable executive compensation to insure sound banking practices. Areas of executive 

compensation covered under the Act are cash compensation. perquisites. stock options. 

etc. Amendments to the Act and interpretation by the regulatory agencies have produced 

five relevant factors with general guidelines for FDIC field examiners to follow in 

determining the existence of excessive executive compensation. The first three factors 

concern the executives and include the combined value of all compensation and benefits 

(cash and non-cash) provided to executives, their compensation history as well as those of 

other executives with comparable positions and/or skills. and any history of fraudulent acts 

by executives. Two factors related to the institution include the bank's financial condition 

and compensation practices of comparable institutions. Guidelines for the latter factor 

include size of the institution. geographic location. and the complexity of the bank's assets 

(including on- and off-balance sheet activity). 
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Bank mergers have the impact of increasing both the size and complexity of newly 

created bank entities. Further. mergers increase the skill level required by executives of 

the merged institution as a result of the banks' increased size, diversity, and complexity. 

These factors directly affect the definition of excessive executive compensation in the 

banking industry. Perhaps bank mergers provide a vehicle that expands the ability of 

executives to increase their compensation post-merger beyond the level dictated by 

changes in these factors. Mergers significantly alter the parameters of factors used by 

FDIC examiners to determine the existence of excessive remuneration, changing the 

compensation baseline and increasing regulatory difficulty of this task. 

2.2. Literature Review 

The financial economics and managerial finance literature addressing compensation 

and firm size has been extensive since the 1950s. The early work. coupled with the recent 

escalation in this research area, has led to a weD-developed body of knowledge concerning 

numerous significant factors affecting the relationship between corporate size and 

compensation. While the bulk of this research has been focused on non-financial 

corporate entities, insight can be gained in terms of banking firms. Most of the literature 

pertaining to the banking industry has concentrated on the existence of managerial 

expense-preference behavior enabled by lack of a competitive market for corporate 

control. The foregoing literature review seeks to incorporate intuition concerning 

executive compensation and firm size in terms of acquisition activity in the banking 

industry. 
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2.2. I. Firm Size-Compensation Effect 

Numerous studies have been undertaken which examine the firm size-wage effect 

and conclude that larger firms pay higher wages. Weiss ( 1966) and Mellow ( 1982) 

suggest that firms exercising monopoly power may share a portion of the excess rents 

extracted with employees. If this idea is correct. then one must still explain why the 

employer would choose to overpay employees. However. top executives of firms 

wielding monopoly power may seek to increase their own compensation. 

Brown and Medoff ( 1989) analyze six variables to explain the employer size-

employee wage effect. including ( 1) higher quality employees. (2) inferior working 

conditions. (3) union avoidance. (4) greater ability to pay higher wages. (5) smaller 

percentage of applicants per vacancies. and (6) greater monitoring costs. Although the 

authors find higher quality employees to be a significant explanatory factor. all other 

explanations are insignificant. Brown and Medoff also find that "at higher managerial 

levels. the size differential becomes larger. "3 This suggests that using only the Chief 

Executive Officer (CEO). Chief Financial Officer (CFO). and/or Chief Operating Officer 

(COO) of banks would bias the results toward finding a size-wage effect that doesn't 

permeate all professional (white-collar) occupations in the firm. Brown's and Medoff's 

findings also strengthen the idea that only the top tier of management has the capacity to 

exploit expense-preference behavior and therefore this upper stratum of managers is the 

one most able to maximize its own utility. Brown and Medoff offer the interesting final 

-i3rown. Charles. and James Medoff. "The Employer Size-Wage Effect." Journal of Political Economy. 
v97, n5. 1989. pg 1037. 
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comment that size-wage effects may be related to the age of the employer. Morissette 

( 1993 ). testing the firm size-wage effect in Canadian firms. includes all the potential 

reasons why larger firms pay higher wages as suggested by Brown and Medoff. However 

he suggests one additional reason for larger firms to pay higher wages: larger firms have 

higher training costs and higher wages may act to reduce employee turnover. 

Many researchers have explored the link between executive compensation and firm 

size. Lewellen and Huntsman ( 1970) show results that "persistently indicate that both 

reported profits and equity market values are substantially more important in the 

determination of executive compensation than are sales - indeed, sales seem to be quite 

irrelevant - the clear inference is that there is a greater incentive for management to shape 

its decision rules in a manner consonant with shareholder interests than to seek the 

alternative goal of revenue maximization. "4 However. Deckop and Mahoney ( 1982) 

demonstrate that the Lewellen and Huntsman ( 1970) approach eliminates the potential 

influence of size on CEO compensation. Ciscel and Carroll ( 1980) point out the potential 

problems of simultaneous equations bias. multicollinearity. and heteroskedasticity in 

executive compensation regressions. as well as how to correct these problems via the 

indirect least squares approach. However. these authors fail to offer an unambiguous 

determination of whether managerialism. defined as management seeking to maximize its 

own utility. or shareholder profit maximization is the valid hypothesis since increases in 

"Lewellen, Wilbur G .• and Blaine Huntsman. ''Managerial Pay and Corporate Performance." American 
Economic Review. 1970. v60. pg 
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sales may also increase profits. Lambe~ Larcker and Weigelt ( 1991) examine the 

relationship between percentage change in executive compensation and percentage change 

in finn size and find the correlation between these two much smaller in changes than in 

levels, although still statistically significant. Lambert. Larcker and Weigelt also point out 

the importance of including more than just the CEO since many decisions affecting the 

finn are made by other managers. Using percentage change permits easier interpretation 

of the results and reduces the omitted variable problems. However. use of percentage 

change in compensation may be responsive to long-term changes in size but relatively 

unresponsive to short-term changes. This would require longer time horizons to be tested. 

"One problem in interpreting the estimated relation between levels of compensation and 

levels of size is that the relation can be affected by correlated omitted variables. For 

example, larger firms may choose to impose more risk on their executives. and the larger 

compensation may merely be a risk premium paid to the executive. Alternatively, larger 

firms may require more highly skilled executives to manage them. In this case, the 

observed compensation-size relation may be proxying for a compensation-skill relation. 

The existence of such correlated omitted variables makes it problematic to conclude that a 

big degree of association between the level of compensation and the level of size across 

firms implies that an executive can increase his own compensation by increasing the size of 

his finn. However, if these omitted variables are constant over time, expressing 

[equations] in terms of changes or percentage changes for compensation and size will (at 

least partially) mitigate the omitted variable problem."5 

SUunbert. Richard A .• David F. Larcker and Keith Weigelt. .. How Sensitive is Executive Compensation to 
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A few articles address executive compensation in regulated industries. Ciscel 

( 1977) states ''the strongest variable in explaining the current level of executive 

compensation in a regulated industry is previous year's compensation level."6 John. 

Saunders and Senbet ( 1995) provide two insights concerning the relationship existing 

between a bank's capital position and managerial compensation. First, the structure of 

managerial compensation may influence management's risk preferences as much as the 

amount of capital maintained. Second, debt and equity ownership by managers provides 

offsetting risk incentives and should therefore be considered when designing a 

compensation scheme. 

Many articles have dealt with questions concerning executive compensation. firm 

performance. and executive stock ownership. Allen ( 1981) presents 'power' as a variable 

to explain CEO compensation. where 'power' is defined as the amount of stock owned by 

the CEO relative to stock owned by other board of director members. His results 

''confirm the hypothesis that remuneration received by a chief executive officer is directly 

related to his power within the corporation." 7 This suggests CEO stock ownership as a 

percentage of other board of directors' stock ownership as an explanatory variable. 

Interestingly. Allen omits commercial banks from his sample "because they operate in 

Organizational Size," Strategic ,\-lanagement Journal. v 12. 1991, pg 400. 

6Ciscel David H.. "Executive Compensation in Regulated Industries." Public Utilities Fortnightly. July 7, 
1977, pg 23. 

7 Allen, Michael Patrick. "Power. and Privilege in the Large Corporation: Corporate Control and 
Managerial Compensation." American Journal of Sociology. v86, nS, pg 1112. 
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regulated industries with different patterns of managerial compensation. "8 Results indicate 

that CEOs of corporations without a principal stockholder on the board are 

overcompensated with respect to direct and total remuneration. In additio~ CEOs of 

corporations with one or more principal stockholders on the board are under-compensated 

with respect to direct and total remuneration. Further. CEOs of corporations in which 

they are the only principal stockholder on the board are also under-compensated with 

respect to direct and total remuneratio~ but overcompensated with respect to aggregate 

income. Werner and Tosi ( 1995) hypothesize that "changes in managerial pay will be 

related to changes in financial performance in owner-controlled and owner-managed firms 

and to changes in size in management-controlled firms. "9 Empirical results indicate the 

change in performance, measured as a composite of return on assets (ROA) and return on 

equity (ROE). helps explain changes in owner-controlled firms base and bonus 

compensation while change in size is insignificant as an explanatory variable for either 

owner- or management-controlled firms. Werner and Tosi further hypothesize that 

"management-controUed finns will have higher levels of management pay than owner-

controlled and owner-managed firms" 10 which is consistent with their empirical findings. 

Mehran ( 1995) demonstrates that "the form rather than the level of compensation is what 

motivates managers to increase firm value. Firm performance is positively related to the 

81bid pg 1116. 

~emer, Steve, and Henry L. Tosi ... Other People's Money: The Effects of Ownership on Compensation 
Strategy and Managerial Pay ... Academy oflvlanagement Journal. v38. n6. 1995, pg 1676. 

1'1bid pg 1676. 
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percentage of equity held by managers and to the percentage of their compensation that is 

equity-based. Moreover, equity-based compensation is used extensively in firms with 

more outside directors. Finally, firms in which a higher percentage of the shares are held 

by outside blockholders use less equity-based compensation." 11 

2.2.2. Executive Compensation and Merger Activity 

The relevant field of research in the non-financial literature has examined merger 

activity, executive compensation. and executive stock ownership. Firth ( 1980) found that 

shareholders of acquiring firms in the U.K. fail to obtain benefit from acquisition activity 

even though the CEOs of acquiring firms benefit in the form of above average (compared 

to a non-acquiring control group) increased compensation. Benston ( 1985) tests the 

hypothesis that managers of large "merger prone' conglomerates undertake "firm-

enlarging actions that yield greater remuneration for them but losses for shareholders" 12
, 

the results of which are inconsistent with the self-serving management hypothesis. 

Benston points out that the relevant measure of an executive's stock ownership ofthe firm 

is not the percentage of the firm owned. but rather the percentage of the executive's total 

wealth invested in the firm. A small percentage of a large publicly traded firm may be a 

large percentage of the executive's total wealth. where a large percentage of a small 

closely-held firm may be an insignificant portion of the executive's total wealth. 

"Therefore, the executive's wealth change resulting from their stock ownership should be 

11Mehran. Hamid. .. Executive Compensation Structure. Ownership. and Finn Performance. n Journal of 
Financial Economics. v38. 1995, pg 163. 

12Beoston. George J., "The Self-Serving Management Hypothesis: Some Evidence." Journal of 
Accounting and Economics. v7. 1985, pg 67. 
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included with their other compensation."13 Benston states three potential measurement 

biases which need to be avoided when addressing managerial compensation issues. The 

first is use ofbefore-tax compensation. biasing results in favor of the self-serving 

management hypothesis. The second involves not adding the present value of expected 

change in remuneration. biasing results against the self-serving management hypothesis. 

And the third consists of using total compensation. which biases against finding the self

serving management hypothesis since part of the compensation to which managers are 

assumed to be rewarding themselves for self-serving behavior is also related to increasing 

stockholders' wealth. Benston shows that officer-directors' gains and losses due to 

changes in stock price "swamped' their other remuneration from the firm. This result 

indicates that managers' objective should be aligned with those of their shareholders and 

therefore "'inconsistent with the self-serving management hypothesis that ascribes mergers 

and other corporate actions to the top managers' desire to benefit themselves at the 

expense of their shareholders." 14 It is important to note that Benston' s research focuses 

on large conglomerate firms. none of which are banks. Therefore his results may not be 

applicable to the banking industry. Lewellen. Lederer and Rosenfeld (1985) find a 

statistically significant positive empirical link between managerial stock ownership of 

acquiring firms and the likelihood of these initiated mergers being positive net present 

value undertakings. 

13Ibid pg 72. 

14Ibid pg 81. 
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Mikkelson and Ruback ( 1985) demonstrate the importance of understanding the 

different perspectives of managers and stockholders in mergers and acquisitions. 

Managers discount their future expected compensation at their appropriate rate that 

involves total risk or variance (diversifiable and systematic risk) because of their high 

amount of nondiversificable human capital invested in the finn. Stockholders discount ex

ante cash flows at their appropriate rate that includes only systematic (covariance) risk 

since they are assumed to be weD diversified. Mikkelson and Ruback also illustrate the 

importance of understanding that managerial stock ownership of the finn is a double

edged sword concerning mergers and acquisitions. Too much stock ownership by 

managers may lead to the acceptance of too low an offer price because of the risk 

differences between managers and stockholders while too little stock ownership by 

managers may lead to the resistance of an offer which maximizes stockholders' wealth. 

Carter and Stover ( 1991) obtain empirical results suggestive of a negative relationship 

between management ownership and compensation when management's ownership is at 

extreme levels with a positive relationship occurring at the mid-range of managerial stock 

ownership. 

Beatty and Zajac ( 1994) introduce the necessity to consider the more complex 

relationship that exists between executive compensation and finn riskiness. Their 

empirical results indicate that the more risky the firm the less likely that stock options will 

be included in executive compensation contracts, and the lower the level of executive 

stockholding. Beatty and Zajac also find executive equity ownership to be inversely 



related to the likelihood of stock options being included in executive compensation 

contracts. 
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There is a critical issue concerning the use of cash versus total executive 

compensatio~ that is. the risk differential. Relatively speaking. the higher the percentage 

and level of equity-based (performance-based) compensation to total compensation. the 

higher the risk assumed by executives of the firm. and the higher the total compensation 

must be to compensate for this risk. Therefore. if total compensation is used as the 

dependent variable. higher total compensation may reflect a large portion of cash 

compensation that would equate with lower risk assumed by executives. or a requirement 

to offset the risk imposed on executives due to a large equity or performance-based 

portion of total compensation. In the first instance. total compensation may reflect 

excessive compensation whereas in the second case. a higher total compensation may be 

warranted by the higher risk imposed on executives. The use of cash compensation as the 

dependent variable does not suffer this risk differential problem. However. Agrawal, 

Makhija and Mandelker ( 1991 ). examining executive compensation and performance in 

utility firms. offer a complementary dilemma for the use of cash compensation as the 

dependent variable. Employing three measures of first-differenced executive 

compensation: cash compensation (salary and bonus). long-term compensation 

(securities/property/benefits. contingent remuneration. deferred compensation less pension 

benefits), and total compensation (cash and long-term compensations), these authors find 

that the regression results differ significantly depending on which of these three 

compensation measures is employed. All explanatory variables are found to be 
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insignificant when change in cash compensation is the dependent variable but significant 

when change in long-term or change in total compensation is the dependent variable. 

These results indicate that compensation packages align the interests of top management 

with those of stockholders. and call into question the singular use of cash compensation. 

Amihud. Lev and Travlos ( 1990) suggest a link between managerial stockholding 

and the use of cash as a method of financing a merger. They hypothesize that managers 

with a significant equity stake in a bidding firm would use cash as opposed to equity as the 

method of payment to avoid potential loss of controL Although the inclusion of stock 

options in executive compensation contracts may reduce this loss of control. stock 

financing is deemed to be a negative signal as perceived by the market (stock viewed as 

being overvalued). Travlos and Waegelein ( 1992) provide evidence that in mergers prior 

to 1980. firms offering cash as the method of payment. having long-term performance 

incentive managerial compensation plans. and high managerial stock ownership experience 

higher abnormal returns at the merger announcement than other firms. 

2.2.3. Executive Compensation and Corporate Governance Mechanisms 

Research has found positive correlation between executive compensation and 

failure of corporate control mechanisms. Dyl ( 1988) empirically defines the relationship 

between managerial compensation and ownership structure (concentration of ownership) 

consistent with the agency view that large shareholders provide monitoring of managers. 

Large stakeholders in a firm negate "residual losses due to 'excessive' levels of 
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management compensation." 15 The results fail to support F ama' s ( 1980) hypothesis of 

efficient managerial labor markets as a corporate control mechanism. Change in share 

ownership of a merged bank should therefore be used as an explanatory variable. Perhaps 

the method of payment may proxy for this share ownership change. Allen and Cebenoyan 

( 1991) analyze the relation between managerial stock ownership and acquisition activity in 

banks. Their results are consistent with the expense-preference. or self-serving 

managerial, behavior. First. entrenched bank management is found to be the most 

acquisition-active. Next, Allen and Cebenoyan observe a negative stock price reaction 

when the management of the acquiring bank holds a large fraction of equity coupled with 

diffused outside concentration of ownership. Allen and Cebenoyan conclude that 

entrenched bank management may pursue mergers inconsistent with value maximization of 

the bank. Prowse ( 1995) examines bank holding companies (BHC) from 1987 to 1992 to 

determine the effectiveness of various corporate governance mechanisms including hostile 

takeovers. mergers. board of directors' actions to remove top managers. and regulatory 

intervention. The findings indicate that these corporate control mechanisms are less 

efficient in disciplining bank management than they are in non-financial firms. 

A large and growing literature focuses on the existence of managerial expense-

preference behavior in the banking industry. Edwards ( 1977) develops "a test capable of 

discriminating between expense-preference and profit-maximizing behavior'' 16 and 

'SOyt. Edward A .• "Corporate Control and Management Compensation: Evidence on the Agency 
Problem." Managerial and Decision Economics. v9. 1988. pg 21. 

'~wards. Franklin R. "Managerial Objectives in Regulated Industries: Expense-Preference Behavior in 
Banking," Joumal of Political Economy. v 85. n1. 1977. pg 147. 
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applying this test to the banking industry finds the expense-preference theory provides a 

better explanation than profit-maximization. He suggests that monopolies in banking 

markets afford managers the opportunity to use expense-preference behavior. and that 

when competition increases it reduces this behavior by forcing managers to be more 

efficient and reduce their costs. Hannan and Mavinga (1980) extend Edwards' test to 

study the "behavioral differences between owner-controlled and manager-controlled firms 

and the nature of the interdependencies between market power and control structure.'' 17 

Verbrugge and J ahera ( 1981) adjust Edwards' ( 1977) model for the savings and loan 

industry (S&Ls) to reflect mutual versus stock S&Ls where mutual S&Ls and more 

concentrated market areas are hypothesized to reflect a greater managerial tendency 

toward expense-preference behavior. James (1984) extends Edwards' (1977) and Hannan 

and Mavinga's (1980) models of managerial expense-preference behavior. Edwards 

( 1977) assumes a three-factor Cobb-Douglas production function. constant elasticity of 

product demand. and exogenously determined bank market shares. Hannan and Mavinga 

( 1980) assume managerial expense-preference behavior manifests itself in excess levels of 

salary expenditures. number of employees. and occupancy expense. However these 

models fail to capture explicit imperfections in capital and/or managerial labor markets 

that may affect expense-preference behavior. James' extension accounts for these 

potential market imperfections by using a dummy variable separating acquisition from 

non-acquisition banking states. Amould ( 1985). using the basic Edwards ( 1977) model, 

17Hannan Timothy H.. and Ferdinard Mavinga. "Expense Preference and Managerial Control: The Case 
ofthe Banking Firm." The Bell Journal of Economics. 1980. pg 672. 
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tests the hypothesis that managerial compensation is higher in manager-controlled banks 

than in owner-controlled banks. He defines a necessary condition for managerial expense

preference behavior as the separation of ownership fi·om controL and a sufficient condition 

for non-profit-maximizing behavior as the existence of a noncompetitive (monopoly or 

oligopoly) market. Interestingly, Amould expects to find executive compensation lower in 

monopoly than in competitive markets (because of monopoly output restrictions) unless 

ownership and control are separated. With this separation, executive compensation is 

expected to be higher in monopolistic. manager-controlled banks. He finds a significant 

positive relation between market concentration and executive compensation and a 

significant negative relation between owner- versus manager-control and executive 

compensation suggesting bank managers in noncompetitive markets with non-manager 

ownership (i.e .• less than 3 0%) extract the greatest level of compensation. Brickley and 

James ( 1987). with an extension of Edwards ( 1977). analyze the 'substitute hypothesis' 

put forth by Williamson (1983) in the context ofthe banking industry. The 'substitute 

hypothesis' suggests that outside board membership should act as a substitute in markets 

where corporate takeovers are more costly or difficult to undertake. Brickley and James' 

empirical results fail to support this hypothesis. finding outside board membership 

significantly higher in acquisition states than in non-acquisition states after controlling for 

bank size. Further. no significant difference in ownership concentration is observed 

between states that allow takeovers and those that do not. But a significant negative 

relation is found between percentage of outside board members and ownership 

concentration for the non-acquisition states which lends support to the substitute 
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hypothesis. No such significant relation is found for acquisition states. The authors, 

however, find a significant difference in salary expenditures between non-acquisition and 

acquisition states, with non-acquisition state salaries being significantly higher. Brickley 

and James further find a negative relation between salary expenditures and percentage of 

outside board members, and a negative relation between salary expenditures and 

ownership concentration. These results indicate that although not perfect substitutes, 

takeover activity, outside board members, and ownership concentration all play a role in 

controlling managerial expense-preference behavior. 

The test of managerial expense-preference behavior is actually a joint test with 

model specification. That is, these studies are actually joint tests of expense-preference 

behavior and the validity of the model employed to test for such behavior. Finding 

expense-preference behavior could result from either the actual existence of the behavior 

or model misspecification. If a two- or three-factor Cobb-Douglas production function 

and/ or a constant elasticity of product demand fail to correctly capture the banking 

industry, interpretations of the results cannot be made with clarity concerning the 

existence or nonexistence of expense-preference behavior on the part of managers. Akella 

and Greenbaum (1988) attempt to deal with this inherent problem of prior expense-

preference behavior research based on Edwards' (1977) model by employing "a simple 

stochastic model of a financial firm" 18
. Using this model, the authors test the relationship 

between S&L ownership structure and the propensity of expense-preference behavior. 

18 Akella, Srinivas R., and Stuart I. Greenbaum, "Savings and Loan Ownership Structure and Expense
Preference," Journal of Banking and Finance, v12, 1988, pg 423. 
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They hypothesize "that the greater the diffusion of ownership. the weaker is the 

monitoring by owners and the greater the degree of expense-preference behavior." 19 

Where prior research focused on the relationship ofinput decisions (e.g .• staff expenses) 

and expense-preference behavior, these authors examine the impact of expense-preference 

behavior on output. Further they demonstrate that ·'efficient capital and labor markets 

should equate the total compensation of mangers across firms irrespective of ownership 

structure. "20 They contend that if ownership of a firm is diffuse then the cost of 

monitoring to any one shareholder will be high and therefore these diffuse owners may 

tolerate expense-preference behavior by managers. Capital and/or managerial labor 

markets may not tolerate such behavior. However. if these markets do tolerate this 

behavior. "then competition may not suffice to discipline such behavior. Monopoly power 

is therefore neither sufficient nor necessary for expense-preference behavior."21 Demsetz 

( 1983) points out that efficient managerial labor markets will have the effect of equating 

total managerial compensation. defined as direct compensation plus perquisites. The more 

diffuse the ownership. and consequently the lower the desire of shareholders to monitor 

managerial behavior. the lower the direct compensation and the higher the perquisites 

relative to a concentrated ownership structure. Akella and Greenbaum further test the 

hypothesis that "if firms with more diffuse ownership monitor less and expense-preference 

behavior is more intense in these firms. then this behavior might affect output even if the 

1'Thid pg 419. 

~idpg420. 

21 1bid pg 421. 
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total managerial compensation is equated across firms. "22 Their results indicate owner 

tolerance of managerial expense-preference behavior. as well as tolerance on the part of 

capital. managerial labor. and product markets. They suggest the failure of these market 

mechanisms may be attributed to the regulatory environment. 

2.2.-1. Firm Size, Executive Compensation & Merger Activity 

Several studies have suggested a link between corporate acquisition activity. 

executive compensation. and firm size. Reid ( 1968) states that "mergers appear to 

contribute more to size maximization than to profitability; thus they tend to serve 

managers' interests and goals. independent of those of stockholders. "23 Mueller ( 1980) 

states that the "consistent lack of evidence that mergers led to or were expected to lead to 

significant increases in profits is inconsistent with all the neo-classical theories of mergers. 

Some form of managerial motive for mergers - as. say. in the pursuit of growth - is left as 

a sort of residual explanation for why mergers might take place. "24 Lambert and Larcker 

( 1987) analyze the relationship between change in executive compensation and the change 

in stock price of the acquiring firm. They find that increases in one only occur with an 

increase in the other. That is. executives' compensation/wealth increases only if they 

choose a positive net present value acquisition that increases shareholders' wealth. Kroll. 

Simmons and Wright ( 1990) examine the relationship between increases in firm size. 

22Ibid pg 421-422. 

~id. Samuel R. Mergers. Managers and the Economy, 1968. McGraw-Hill. New York., pg 4. 

2"MueUer. Dennis C .• -A Cross-National Comparison of Results ... in The Detenninants and Effects of 
Mergers: An International Comooriso!l, Oelgreschlager. Gunn & Hain. Cambridge. MA. 1980. pg 313-
314. 
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brought about by acquisition. and CEO compensation. Controlling for manager- versus 

owner-control, single- versus multiple-industry, CEO tenure, and finn profitability, the 

post-acquisition results indicate a significant increase in CEO compensation for both 

manager- and owner-controlled firms. Schmidt and Fowler ( 1990) analyze post

acquisition performance of the firm and changes in executive compensation controlling for 

firm size, type of acquisition (tender offer or other), and compare the results to a control 

group of non-acquiring firms. A significant increase in abnormal stockholder returns is 

observed for tender offer acquisitions, where no significant change is observed for either 

other-than-tender-offer acquisitions or the control group. Further, after controlling for 

change in firm size, change in performance is found to be strongly related to change in 

executive compensation for the non-acquisition control group but generally not for the 

tender-offer and other-than-tender-offer acquiring groups. The authors point out six 

methodological factors that must be considered for proper analysis of post-acquisition 

financial performance and executive compensation. The first factor is the need to control 

for market and industry effects when measuring financial performance of the firm by using 

abnormal or residual measures derived from subtracting market and industry returns from 

firm-specific returns. The second factor is the reduction of potential biases associated 

with cross-sectional analyses by analyzing percentage change in compensation and 

performance rather than levels (pointed out by Coughlan and Schmidt ( 1985) ). The third 

factor is the use of multiple performance measures as opposed to any single measure that 

may be subject to specific criticism (pointed out by Weiner and Mahoney (1981)). Fourth, 

firm size should be controlled for when testing the relationship between compensation and 



performance. Fifth. executive compensation measure should be inflation-adjusted. And 

finally other relevant factors that may effect the relationship should be included (see for 

instance, Gomez-Mejia, Tosi and Hinkin (1987) and Finkelstein and Hambrick {1989)). 

124 

Rajagopalan and Prescott ( 1990) find a significant relationship between the extent 

of a firm's diversification and the level of executive compensation that is attributable to 

the diversity of managements' skills rather than the differing size or levels of profitability. 

Similarly, Collins, Blackwell and Sinkey ( 1995) investigate the relationship between the 

investment opportunity schedule (lOS) of banks and the amount and type of executive 

compensation. These authors hypothesize that as financial innovations and deregulation 

take place, banks' lOS should expand. Further, as growth opportunities increase so 

should total executive compensation since the level and complexity for the bank executive, 

as well as their risk, increase. Collins, Blackwell and Sinkey's proxies for banks' 

investment opportunity set include the ratio of non-interest income to total income, the 

natural log of the sum of market value of equity and book value of debt, and the ratio of 

the market to book value of equity. 

2.2.5. Excess Executive Compensation 

Two studies calculate unexplained ('excess') executive compensation: Lambert 

and Larcker (1987) and Agrawal and Walkling (1994). Lambert and Larcker (1987) 

develop a measure of excess compensation by first regressing the log of executive 

compensation on the log of firm sales: log10 ExecComp = a + blog1oSales. Next, they 

compute excess compensation, using the intercept, ~t, and slope coefficient, bit. for each 

firm i in each year t, by subtracting executive compensation explained by sales (i.e., firm 
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size) for firm i in year t from actual compensation paid to executives of firm i in year t: 

ExcessCompit = ActualCompit- IO[ait~bittogiO(SatcsitlJ_ The obvious criticism ofthis approach 

to estimating excess return is that only firm size, as proxied by sales, is used as an 

explanatory variable in determining 'normal' compensation. Even though industry and 

time are controlled for, control variables for differences in level of executive skills, firm 

risk. regulatory environment, etc., are lacking. Therefore, it is unclear as to what 'excess 

compensation• actually measures in this instance. Additionally, this sample contains no 

banks. Further. the authors fail to control for level of separation of ownership from 

control (i.e., managers' stock ownership), concentration (oligopoly), and lack of a market 

for corporate control. Agrawal and W alkling ( 1994) extend Lambert and Larcker ( 1987) 

by expanding the number of explanatory variables. They measure excess executive 

compensation by regressing the log of executive cash compensation on the fog of firm size 

(measured by the market value of equity), abnormal stock return (i.e. return for firm i -

NYSE value-weighted return for the same year), and executive's age at year-end. The 

residuals from this regression represent the unexplained compensation, or are deemed by 

the authors to proxy for abnormal or excess compensation: log Sal+BonuSj = b0 + b1log 

MVEquityi + lh(Ri- Rm) + b3Aget + Ei, where Ei =excess (actually unexplained) cash 

compensation. Although Agrawal and Walkling improve upon Lambert and Larcker in 

terms of providing additional explanatory factors expressed by economic theory, a serious 

econometric defect calls into question the results of their study. These authors use the 

change in the residuals from pre- to post-merger regressions to measure the change in 



excess compensation. Since regression residuals are not statistics they cannot be 

employed in such a fashion. 

Two problems exist with both of these excess compensation studies. First. both 

fail to include relevant explanatory variables and therefore overstate the 'excess' 

compensation received by executives. Second, the former fails to include any bank 

mergers and the latter fails to control for regulatory effects. 
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The research in this study seeks to extend the executive compensation literature in 

the context of merger activity in the banking industry. The first extension will consist of 

expanding the independent variables to include those relevant in expiaiiring executive 

compensation. Including relevant explanatory variables provided by economic theory 

limits alternative interpretations of empirical results. The second extension will be to 

control for regulatory. technological. and other differences that arise in the banking 

industry. 

2.3. Sample 

SNL Securities has compiled a list of the five most highly compensated bank 

executives earning more than $100,000 from proxy statements for all public banks from 

1988 through 1996. However, beginning in 1992 the Securities and Exchange 

Commission (SEC) adopted rules requiring increased disclosure of executive 

compensation. Together with fuller disclosure of compensation paid, the basis for 

executive compensation must be included in the annual proxy statement. These increased 
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reporting requirements significantly alter the data available on executive compensation 

beginning in 1992 and restrict the sample time period to 1992 through 1996. 

For the five year period SNL Securities' Executive Compensation: Commercial 

Banks database consists of 8,23 I executive compensation observations. There are 284 

banks represented with 1,085 observations for 1992, 356 banks represented with 1.427 for 

1993, 521 banks represented with 1,820 for 1994, 553 banks represented with 1,868 for 

1995, and 582 represented banks with 2,03 I for 1996. This SNL Securities' database 

contains a wealth of bank executive compensation information including the executive's 

name and title, base salary, annual bonus, other current compensation25
, restricted stock, 

other long-term compensation26
, options information27

• change in control agreements, 

SERPs, restricted stock plans. employment agreements, and stock option plans. 

Since the interest of our research focuses on the effects of bank mergers on bank 

executive compensation, mergers are restricted to those where at least one of the 

participants is a bank. The SNL Publicly Traded Whole Bank & Thrift Deals database 

contains merger information from 1982 through the current date. The number of mergers 

from 1992 through 1996 in which at least one merger participant is a bank from this SNL 

Securities' database is 400. There were 56 mergers in 1992, 69 in 1993, 76 in 1994, 108 

25 Other current compensation includes directors' fees. country club dues. company automobile. and other 
perquisites paid for the executive by the bank during the fiscal year. 
26 Other long-term compensation includes 40 l(k) contributions. split doUar life insurance payments, L TIP 
payments (Long-Term Incentive Programs), and other company contn'butions to long-term compensation 
perquisites. 
v Options information includes number and value of options granted. exercise price for stock options 
granted, number and value of options exercised. gain realized on options exercised, number and value of 
exercisable ·in-the-money' options held by executive at the end of fiscal year, and number and value of 
on-exercisable ·in-the-money' options held by the executive at fiscal year end. 
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in 1995, and 91 in 1996. Bank to bank mergers comprise 213 oftotal mergers. Three of 

these observations involve a foreign bank as the acquirer bank with the remaining 210 

mergers being between two domestic banks. There are five mergers in which a non

depository institution or individual acquired a bank. The remaining 182 mergers are 

between a bank and a thrift institution with 13 where the thrift institution is the acquirer 

and the remaining 169 where the bank is the acquirer. There are 376 completed mergers 

and 24 terminated mergers in the sample. This SNL Securities' data includes the names. 

city, state. ticker. holding company status and number ofbranches of the bidder and target 

banks, announcement and completion dates. announced deal value. announced deal price 

per share. seller price per share one-day before announcement, deal price/seller price one

day before announcement, consideration type (common stock, cash, mixture. etc.). 

announced deal price/book, announced deal price/target book, announced deal price/4-

quarters EPS and announced target bank premium/core deposits. 

The Federal Reserve Bank of Chicago has constructed a Bank Condition and 

Income (Call Report) database and posted this information on its web site through the 

internet. This new micro database contains balance sheets and income statements for all 

federally insured domestic banks from 1976 to the present date. Further. the database 

includes a merger file identifying all bank mergers and acquisitions from 1985 through 

1996. In additio~ the database includes information on new regulatory capital measures 

as well as structure and geographical variables. This database contains information on 

individual banks. However. the majority of banks in this study are BHCs. Therefore, the 



129 

Fed's database was augmented with information from SNL Securities' Bank Holding 

Companies database. 

The Center for Research in Security Prices (CRSP) tapes provide stock price and 

dividend data for banks. Compact Disclosure provide the stock ownership data of bank 

executives and blockholders. defined as entities owning 5% or more of bank's common 

equity outstanding. Information on interstate banking and branching restrictions by State 

was obtained from several sources since no one source contained the requisite data for the 

entire five-year period. These sources included PeterS. Rose's book. Banking across 

State Lines, Joseph F. Sinkey Jr's book. Commercial Bank Financial Management. Charles 

F. Woelfel, Encyclopedia ofBanking and Finance. and several academic journal articles.28 

The criteria for the full sample include: 

(I) if involved in a merger. acquirer or target must be a bank; 

(2) if involved in a merger. the merger announcement. approval and completion dates 
must be observable; 

(3) executive compensation must be available for the year before. the year o( and the 
year after the merger on the SNL Securities Executive Compensation: Commercial 
Banks database; 

(4) information necessary to calculate explanatory and control regression variables 
must be available. 

2.4. Methodology 

2.4./. Regression Analysis 

221 These articles include Jayaratne. Jith. and Philip E. Strahan. '"The Benefits of Branching Deregulation." 
FRBNY Economic Policy Review. 1997. 13-29~ Rhoades. Stephen. .. Bank Mergers and Indutrywide 
Structure. 1980-94," Board of Governors of the Federal Reserve System staff Study. nl69, 1996~ and 
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Regression analysis is employed to test the effects of bank mergers on bank 

executive compensation using a dummy variable for acquiring bank executives. Since 

executive compensation data are publicly available for only the five highest paid executives 

earning more than $100.000. the dependent variable for regressions is based on the 

normalized compensation of these individuals. Compensation is normalized to 1996 

dollars. The dependent variable is measured as the change in the natural log of executive 

compensation using a two-year lag for all bank executives (i.e .• executives whose banks 

are involved in mergers as well as executives whose banks are not involved in mergers) in 

order to test the change in acquiring bank executives, compensation from the year prior to 

a merger to the year following a merger. This procedure avoids contamination of 

executive compensation in the merger year triggered by change-in-control agreements. 

golden parachutes. etc. The sample for regression analysis therefore covers the three-year 

period from 1993 through 1995. Although inflation was not high during this period 

compensation measures and certain explanatory variables are converted to constant 1996 

dollars using the Consumer Price Index (CPI). 

Typically the five highest paid bank executives carry titles of Chairman. Vice-

Chairman. Chief Executive Officer (CEO). President. Executive Vice-President, Senior 

Vice-President. Chief Operating Officer (COO). ChiefFinancial Officer (CFO). Corporate 

General Counsel (CGC). Senior Officer of a Subsidiary (SSB). or Senior Lending Officer 

(SLO). The individuals holding these titles are usually inside members of the board of 

Amel. Dean. "State Laws Affecting the Geographic Expansion of Commercial Banks." Working Paper. 
Board of Governors of the Federal Reserve System. 1993. 
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directors. In addition. these elite executives possess the greatest degree of managerial 

decision-making discretion and stand to gain the most in terms of compensation increases 

post-merger. However. some of these top executives may not be inside board members 

or. more importantly, may lack the ability to exert the necessary managerial discretion to 

benefit from a merger. Although the elite executive group is expected to possess the 

capacity to promote self-serving managerial behavior, if this ability is more concentrated 

the CEO should certainly enjoy such potential. 

Several regressions are conducted with the first regression consisting of all bank 

executive compensation observations. For completeness. each additional regression is 

based on a specific position of bank executives. including the CEO. CFO. COO. CGC. 

SSB. SLO, and miscellaneous (MSC). The MSC category includes President, Executive 

Vice-President, Senior Vice-President. Vice-Chairman. Vice-President, etc. Further, 

regression analysis is conducted for each MSC sub-category. ln many instances. an officer 

of a bank holds multiple titles. For example. a bank's CEO often carries the title of 

Chairman of the Board. and the COO frequently holds the designation of President. 

Separate regression analyses are also conducted for several such multiple position 

classifications. Finally separate regressions by year are also constructed. 29 

29 Many of these regressions contained too few observations for statistical testing. Further. significant and 
interesting empirical results demonstrated the need to consolidate ·upper middle-management' positions. 
Three additional regressions were employed for this purpose. The first included upper middle-managers 
excluding those with the title of Chairman. Vice-Chairman. and President. the second included all upper 
middle-managers including those holding these three titles. and the third included only those managers 
holding these three titles. There was no difference between the results of the first and second regressions. 
Results for the third regression did not demonstrate significance on the acquirer dummy variable for any 
of the compensation measures. Results from the first regression are reponed. 
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The six executive compensation measures calculated for each of the regressions 

include Cash Compensation (CComp), Annual Compensation (AComp), Total 

Compensation Without Options (TComp), Total Compensation With Exercised Options 

(TCompX), Total Compensation With Exercised & Exercisable Options (TComp2X), and 

Total Compensation With All Options (TCompAII). Cash Compensation consists ofbase 

salary and annual bonus. Annual Compensation includes Cash Compensation plus non

pecuniary compensation ( directof' s fees, country club dues, company automobile, and 

other perquisites) paid during the fiscal year. Total Compensation Without Options 

includes Annual Compensation plus restricted stock. 40 I (k) contributions. split do Dar life 

insurance payments, L TIP payments, and any other company contributions to long-term 

compensation perquisites. Total Compensation With Exercised Options includes Total 

Compensation plus the gain realized on exercised options. Total Compensation With 

Exercised & Exercisable Options includes Total Compensation With Exercised Options 

plus the value of exercisable options. Finally Total Compensation With All Options 

includes Total Compensation With Exercised & Exercisable Options plus the value of non

exercisable options. 

The bank executive compensation data are coded for acquirer banks for the year of 

the merger and contiguous years. The data are also sorted by executive name and by bank 

name to ascertain how frequently names appear multiple times. Names appearing multiple 
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times for acquirer or target bank executives may skew results. A dummy variable for 

frequently merged banks is used to determine if this presents a problem. 30 

The change in the natural log of executive compensation employing a two-year lag 

is used as the dependent variable. This time line surrounding the merger should be 

sufficient to capture the anticipated effects. However. events immediately prior to the 

merger may bias executive compensation upward and be impounded into pre-merger 

executive income. Such occurrences may include attempts to align the motives of 

acquiring bank executives with stockholders through stock options or warrants in 

anticipation of merger activity. Attempts to reduce potential management resistance and 

ensure positive net present value acquisitions include incorporation of golden parachute 

provisions in anticipation of takeover attempts or increased cash compensation for the rise 

in skills and risks associated with mergers. Similarly, circumstances may preclude 

executives from capitalizing on ability to increase compensation immediately following the 

merger. Uncertainty of(or major changes in) the composition ofthe board of directors, 

changes in design or composition of the compensation committee, or other reasons for 

lack of immediate empowerment may temporarily impede top management's ability to 

extract increased compensation. For this reason the event window is also expanded to t-2 

30 The maximum number of times an individual bank executive can appear in this sample is three. This 
occurred relatively infrequently. Further. the number of banks involved in multiple mergers was also 
small. The dummy variable was not statistically significant in any of the regressions. and inclusion of this 
dummy variable did not significantly alter the results. Regressions were also employed where banks 
involved in multiple mergers were deleted. Results were not significantly differenL Therefore. these 
results are not reported. 
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pre- to t+2 post-merger.31 The primary event window oft-1 to t+1 is expected to capture 

executive compensation effects; the extended window is included only for purposes of 

sensitivity analysis. The OLS regression equation32: 

MnComp;j = ao + atDAcqO; + a2Di\ConAg;j + a:JI)EmpAg;j + a.J)SERP;j + asDRSP;j + 
36DSOP;j + a1.1lnSIZE; + as.1ROA + 3.9DMSA; + auJ)NBRANCH; + 
attDBHC; + a12DNAT; + a13.1RISK; + at~OWE~j + atsMOS; + 
a.~NRES; + anDRRES; + a 11J)CLOSE; + a1~GENDE~j + 
a2oBankAGE; + a21DAPMTj + &;j 

where lnComp = natural log of normalized Executive Camp measures 
DAcqO = I if acquirer in merger in year 0 
D.1ConAg = 1 if change in control agreement in place 
DEmpAg = 1 if employment agreement in place 
DSERP = l if Supplemental Employee Retirement Plan 
DRSP = I ifRestricted Stock Plan 
DSOP = I if Stock Option Plan 
lnSIZE =natural log of Assets 
ROA =return of assets 
DMSA = I ifin MSA, 0 otherwise 
DNBRANCH = I if in non-branching state, 0 otherwise 
DBHC = I if BHC, 0 otherwise 
DNAT =I ifnational charter, 0 otherwise 
RISK = 1-score value 
POWER=% executive's equity/% blockhholders' equity 
lOS = lOS proxy ofNon-interest Income/Total Income 
DO PEN = I if open entry state, 0 otherwise 
DNRES = I if national reciprocity state, 0 otherwise 
DRRES = I if regional reciprocity state, 0 otherwise 

31 Using the cbange in executive compensation from t-2 to t+2 reduces the number of observations to a 
single year. 1993. While the acquirer dummy remained significantly positive for the •aiJ executive' 
regression. this window severely limits the statistical testing relevance of the individual executive (e.g .. 
CEO, CFO. COO. etc) regressions due to too few observations. and creates a potentially severe calendar 
time clustering problem. These results are not reponed. 
32 Regressions employing different explanatory or control variables were also conducted including using 
abnormal return (i.e .. annualized compatmded daily returns of the bank minus annualized compounded 
daily value-weighted returns of the market. or r1 - rm) to measure the market based return measure of 
banks instead ofROA. an accounting measure. Since this variable requires banks to be listed on CRSP. 
the number of observations is reduced. However. the results are not significantly altered. Similarly, two 
ROA measures are used. one including and one excluding preferred dividends in to numerator. Results 
were not significantly different. ROA without preferred dividends is the variable reported. The reason is 
to avoid any difference in the way dividends are reported in Call Reports versus BHC databases. 



DCLOSE = l if closed entry state. 0 otherwise 
DGENDER = l if female. 0 otherwise 
BankAGE = age of bank in years from inception date 
DAPMT = l if acquirer & merger paid by cash. 0 otherwise 
E =residual 

The subscripts i and j refer to the bank and executive respectively. 
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The hypothesis is that overall bank executive compensation should increase post-

merger if bank executives are merging in order to increase their compensation. The 

increase in the level of executive compensation may be explained as a by-product of a 

larger. more complex bank that requires managers to possess and utilize a more extensive 

set of skills. However. size and other variables from economic theory are controlled for in 

this regression. Further. it is hypothesized that the coefficient on the dummy for acquirer 

bank executives will be significantly positive. 

2.-1.2. Explanatory Variables and Hypothesized Correlation with Dependent Variable 

A dummy variable for acquirer bank executives is used to test the difference in the 

change in the natural log of executive compensation between merger and non-merger bank 

executives. Changes in the natural log ofacquirer bank executives' compensation are 

anticipated to be positive and significantly different post-merger compared to their non-

merged counterparts. 

Contractual agreements may also play a role in the determination of executive 

compensation. Dummy variables for the existence of ( 1) change-in-control agreements. 

(2) employment agreements. (3) Supplemental Employee Retirement Plans (SERPs). and 

(4) Stock Option Plans (SOPs) are included in the regression. Change-in-control 
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agreements are similar to "golden parachutes' but less restrictive. Such agreements are 

intended to align the incentives of bank executives with those of stockholders in terms of 

events (e.g., mergers) that cause a change in control of the bank. Merger year 

compensation should be higher for retained executives with change-in-control agreements 

in place prior to the bank merger. The compensation of executives with employment 

agreements in place is not a priori determinate since it will depend on the specific terms of 

the agreement. Compensation measures incorporating long-term income (i.e., AComp, 

TComp, TCompX. and TComp2X) should indicate higher executive compensation at 

banks with SERPs. Tax laws limit the maximum amount a firm can contribute tax

deferred to highly paid executives' retirement plans. These limits often cause the 

percentage of compensation that firms contribute to retirement plans for highly paid 

executives to be lower than that of other employees. SERPs are non-qualified retirement 

plans sometimes used to augment these highly paid executives so that the same percentage 

of compensation is allocated for all employees. Restricted stock and stock option plans 

are mechanisms aimed at properly aligning executives' incentives with those of 

stockholders. Again. compensation measures incorporating long-term income are affected 

by these plans. Further, not only is the magnitude of these stock plans important but the 

percentage to overall compensation must be taken into consideration. The greater the 

portion of total compensation comprised of payment in equity, the greater the risk borne 

by the executive. 

Obviously, bank size must be controlled. Measures of firm size employed in 

previous research include market value of equity and market value of equity plus book 
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value of debt. Although these measures are available for banks. they fail to incorporate 

adequately off-balance sheet assets. The sum of book value of on-balance sheet assets and 

off-balance sheet assets provides a good size measure. but this information is only 

available after 1995. Further. use of market value of equity requires banks to be listed on 

the CRSP tapes which reduces the number of observations. Book value of assets 

therefore is used as the size variable. 33 Size and compensation are expected to be 

positively correlated. 

Additionally. geographic location. as well as metropolitan versus rural setting. 

should be included as control variables. Only one or the other should be used in a 

regression since there is potentially be a high correlation between the two. For example. 

the combination of the northeast geographic location and metropolitan setting may cause 

problems associated with multicolinearity in explaining executive compensation due to the 

high cost of housing in Manhattan. In addition. a check for outliers driving the results is 

conducted (e.g .• Manhattan). A dummy variable equal to unity if the bank is in a 

Metropolitan Statistical Area (MSA) is used. The correlation between population density 

(metropolitan versus rural setting) is a priori indeterminate. The cost of living in a 

metropolitan area probably exceeds that of a rural ar~ however. there is evidence that 

rural banks enjoy greater market power (i.e .. less competition) which may translate into 

higher executive compensation. 

33 Market value of equity and market value of equity plus book value of debt were each employed in 
different sets of regressions. The results were not significantly different between these three size 
measures. 
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Organizational form and structure should be considered. Controls would be 

required for ( 1) unit versus branch bank. (2) bank holding companies (BHC) versus 

independent bank. and (3) national versus state-chartered bank. Dummy variables 

equaling unity ifthe bank is (l) in a non-branching State, (2) a BHC. and (3) nationally 

chartered are employed. Unit versus branch bank avoids differences in compensation 

attributable to different production technologies and/or risk differentials. Like non

financial firms. single unit and multi-branch banks employ different production 

technologies. Similarly. multi-branch banks are typically more diversified (and therefore 

less risky) than unit banks. A distinction between BHC and independent banks allows for 

the difference in regulations concerning taxes and acquisitions. BHCs are subject to the 

Bank Holding Company Act of 1956 (BHCA) as amended in 1970 as well as Regulation 

Y (Reg Y). The BHCA requires the Federal Reserve Bank Board of Governors' approval 

for any merger involving a BHC. Reg Y further mandates that any merger of a subsidiary 

of a BHC must receive prior approval from the surviving bank's federal supervisory 

agency. In addition. BHCs are also offered many tax advantages not extended to 

independent banks. National and state-chartered bank should be separated to account for 

differences in regulation due to governance by different regulatory authorities. 

Banks' riskiness should be controlled. Risk proxies that could be used include the 

level of diversification. capital adequacy, variance (or standard deviation) of stock returns, 

the composite CAMEL rating. and the FDIC risk index. 1-score. The first two variables 

measure specific risks, while the latter three provide measures of total firm risk. The more 

diversified bank should be associated with lower managerial risk. However, high 
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diversification may also be associated with a need for a greater range of managerial skills. 

Capital adequacy provides a measure of default risk that directly impacts the risk to 

management. Capital zones may also be considered as a risk proxy. The FDICIA. passed 

into law 1991, required mandatory action when a bank • s capital adequacy ratio declines 

from one of five capital zones to another. The five capital zones include: Zone i = well 

capitalized. Zone 2 = adequately capitalized. Zone 3 = undercapitalized. Zone 4 = 

significantly undercapitalized. and Zone 5 = critically undercapitalized. and are defined as: 

Category 
Zone l 
Zone2 
Zone3 
Zone4 

Total Risk Ratio 
10% 
8% 

<8% 
<6% 

Zone 5 2%c 

& 
& 
or 
or 

Tier I Risk Ratio Tier l Leverage Ratio 
6% & 5% 
4% & 4%" 

<4% or <4%b 
<3% or <3% 

•3% if bank is not currently experiencing. or anticipating. significant growth 
~ess than 3% if bank is not currently experiencing. or anticipating. significant growth 
'Uefined as core capital + cumulative preferred stock divided by total assets 

Mandatory actions include imposing restrictions on managerial compensation. Beginning 

in capital zone 3 (undercapitalized). management fee suspension is mandatory. Further, 

beginning in capital zone 4 (significantly undercapitalized). officer pay restriction is 

mandatory. The greatest problem with this risk measure is that capital zones and 

mandatory restriction where not explicitly outlined by the Federal Reserve Board of 

Governors until September l 0. 1993. Although the capital zone variable should exhibit a 

strong correlation with the dependent variable after this date, mergers occurring prior to 

this date should not necessarily demonstrate the same degree of correlation. The CAMEL 

rating provides an ensemble of variables to measure risk that are unique to the banking 
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industry. CAMEL is an acronym for the Uniform Financial Institutions Rating System that 

encompasses five performance categories: Capital adequacy, Asset quality. Management 

quality, Earnings, and Liquidity. A CAMEL rating of one or two denotes a sound bank 

while ratings of three and higher indicates increasing weaknesses. The greater the bank's 

CAMEL rating. the greater the overall risk. implying a greater level of risk imposed on the 

firm's executives. There is also an insurmountable problem with the use of the CAMEL 

rating as a risk measure~ the information is deemed by the FDIC and OCC as confidential 

and cannot be obtained for individual banks. Variance of stock returns has a long history 

of proxying for firm risk. and this measure has the advantage of being readily available. 

However. the risk index, I-score. developed by the FDIC is estimated from publicly 

available information contained in the Report of Conditions and Income (Call Reports) 

and Consolidated Financial Statements for BHCs (FR Y -9C). The higher the I-score, the 

higher the riskiness of the bank. Therefore. a positive relationship between this variable 

and executive compensation would typically be expected if executives are to be 

compensated for increased risk. However, bank executive compensation committees may 

use variables that comprise the I -score as performance measures in determining executive 

compensation. This suggests that the riskiness of these variables is controllable by the 

executive. An increase in this measure of risk may therefore reduce executive 

compensation. The correlation with the dependent variable is therefore a priori 

indeterminate. 

Differences in banks associated with growth or investment opportunities need to 

be defined. Growth opportunities should be positively correlated with executive 
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compensation. As these opportunities increase so should executive compensation since 

the level and complexity of skills required by the executive. as weD as their risk. increase. 

Previous research has used a number of variables to measure a firm's investment 

opportunity set (lOS) including market-to-book value of assets. market-to-book value of 

equity. Tobin's-q. research and marketing (advertising) intensity, etc. Since a firm's true 

lOS is unobservable. all of these variables are imperfect proxies. A ratio unique to the 

banking industry. the ratio of non-interest income to total income. may be used to proxy 

for a bank's lOS by capturing off-balance sheet income (growth opportunities for banks) 

not related to traditional lending income as a percentage of total income. A ratio 

approaching 1 indicates a large portion of total income is derived from off-balance-sheet 

activities suggesting a greater investment opportunity set. Incorporation of corporate 

control measures is necessary to permit regulatory differences to explain differences in 

compensation. Acquisition versus non-acquisition States could be used to account for 

merger restriction as a corporate control mechanism. But perhaps including dummy 

variables to indicate to what extent the merger was in a State that limits interstate 

acquisitions would be more enlightening. Mergers are separated by State depending on 

whether they permit open-entry (i.e .• no restrictions). national reciprocity. regional 

reciprocity (i.e .• regional pacts). or no interstate banking (closed) States. Dummy 

variables are included for each of the latter three with open-entry States included in the 

intercept. If more restrictive interstate banking limits competition and increases the 

market power of banks. then higher executive compensation may be more pronounced in 

latter sets of States than in former. However. as Arnauld ( 1985) suggests. executive 



compensation may be lower in noncompetitive than in competitive markets due to 

monopoly output restrictions unless ownership and control are separated. 
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A variable to measure the ·power' of the executive is included. This variable 

consists of the percentage of stock held by the executive relative to the percentage held by 

other 'blockholders' (defined as any entity with 5% or greater ownership in the bank). 

The power variable is intended to measure both executive stock ownership and separation 

of ownership from control (i.e .. the existence o( or lack thereo( a major stakeholder 

monitoring entity). A positive relationship between this variable and executive 

compensation is hypothesized since a larger number may reflect a high executive 

ownership position. a low blockholder ownership position. or a combination of the two. 

Performance is measured as the return on assets (ROA) excluding preferred 

dividends in the numerator. Performance is expected to be unrelated to executive 

compensation in banking. but is included for completeness since it may possess some 

explanatory power. 

A gender dummy variable. equal to one if the executive is female. is included as an 

explanatory variable since women. in general. tend to earn less than their male 

counterparts. Although there is no direct evidence of this gender-compensation bias in the 

banking industry, 1 998 government figures estimate women earn about 70% of their male 

counterparts' compensation. Further, the age of the bank is included as an explanatory 

variable. The correlation between the bank's age and executive compensation is expected 

to be positive. Brown & Medoff ( 1989) find a positive correlation between these two 

variables. Finally, a dummy variable is included to account for the method of payment for 
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merger. Mergers financed by cash should have a positive relation with executive 

compensation measures including restricted stock and stock option plans. Cash mergers 

do not dilute executive stock ownership or control. A separate payment dummy variable 

is used for acquirer and target banks. 

2. -1. 3. Variables Defined 

The dependent variable. change in executive compensation. is measured as the 

change in the natural log of executive compensation using a two-year lag. Six measures of 

executive compensation are used in separate regression analyses including cash. annual. 

total compensation without options. total compensation with exercised options. total 

compensation with exercised and exercisable options. and total compensation with all 

options. Information necessary to calculate these compensation measures is available from 

SNL Securities. Executive compensation is inflation-adjusted to reflect 1996 equivalent 

doUars based on the Consumer Price lndex (CPl). 

Change in bank size is evaluated as the change in the natural log ofbook value of 

assets. This information is available from the Federal Reserve Bank of Chicago's internet 

access to CaU Report Schedules RC and SNL Securities' BHC data. In addition. Call 

Report and BHC data are used to calculate [-score values. lOS proxies. BHC. charter

type. ROA. and bank age. 

Performance is a continuous variable measured by the ROA of the bank or BHC. lt 

is defined as net income divided by total assets. 

Dummy variables are employed to specify physical setting and organizational 

structure. Metropolitan and rural setting is a dummy variable (equal to I if the bank is in a 
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MSA, 0 otherwise). Similarly. unit bank versus branch bank is a dummy variable (equal to 

1 if the bank is in a non-branching state. 0 otherwise). BHC versus independent bank is a 

dummy variable (equal to 1 if the bank is a BHC. 0 otherwise). National and state-

chartered banks is represented by a dummy variable (equal to 1 if the bank is nationally 

chartered. 0 otherwise). 

The bank's I-score will proxy for the risk measure to control for differences in 

banks' riskiness imposed on management. The I-score is derived from information 

contained in SNL' s Bank Holding Company database and the Federal Reserve Bank of 

Chicago's Call Report database. This is a continuous variable that provides a measure of 

total risk unique to the banking industry. The risk index is defined as: 

I= .818- .1SlX1 + .21lX2 + .265X3 + .177X. + .151xs- .34~. 

where X1 =primary capital/total assetsa 
X:! = loans 90+ days pasted due/total assetsb 
X3 = nonaccruing loans/total assetsb 
"-' = renegotiated loans/total assetsb 
Xs = net annualized loan charge-offs/total assetsb 
~=net annualized income/total assets" 

ameasures a bank's capital adequacy 
bmeasures of bank's loan quality 
cmeasures a bank's profitability 

Using historical data on failed and non-failed banks and multiple discriminate analysis. the 

FDIC derived this six variable index to predict the riskiness ofindividual banks. 

The lOS proxy is a continuous variable. The ratio of non-interest income to total 

income is used to measure the investment opportunity set of banks in the sample. 

Corporate governance variables measure regulatory differences. The first of these 

differentiates banks by interstate merger restrictions. Dummy variables are used to 
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separate banks by State that permit national reciprocity. regional reciprocity. or closed

entry with open-entry States captured in the intercept. The other corporate control 

variable includes power, defined as the percentage of stock owned by the executive 

divided by the percentage of stock owned by other blockholders. Proxy statements from 

Compact Disclosure are used to furnish this information. In order to obtain information 

near the end of the calendar year, Compact Disclosure for the month ofMarch of the 

following year is searched. 

Gender is a dummy variable equaling one if the executive is female and zero 

otherwise. The SNL Securities database includes the executives' names. In almost all 

cases the name clearly distinguished the gender. In those cases where the name did not 

clearly define the gender, the executive is deemed to be a male. 

The age of the bank is measured as a continuous variable from the date of 

inception to the end of the calendar year. Finally, the merger payment method is a dummy 

variable equal to unity if the merger was finance by cash and zero otherwise. This 

information is available from SNL Securities. 

2.5. Regression Results 

Regression results for changes in six compensation measures are reported for five 

categories of bank executives. The six levels of compensation include cash compensation, 

annual compensation, total compensation without options, total compensation including 

exercised options, total compensation including exercised and exercisable options. and 

total compensation including all options. The five categories of executives are all 



executives, CEOs only, CFOs only, COOs only, and Upper Middle-Management 

executives. 

146 

Emphasis of regression results is placed primarily on the dummy variable denoting 

acquiring bank executives. A significantly positive coefficient on the dummy variable 

indicates the existence of managerialism. 

The overall results of all six sets of full executive sample regressions appear to 

indicate the existence of managerialism; however. individual regressions of the top three 

executives (i.e., CEO, CFO, and COO) fail to provide evidence that the top strata of 

executives benefit in terms of excess compensation post-merger. Rather, upper-middle 

managers are found to reap these benefits. This demonstrates that the 1991 FDICIA law 

effectively controls managerialism of the top three executives post merger, but fails to 

impose restrictions on executives immediately below this top level. Subsection (c) ofthe 

1991 law, which deals with excessive executive compensation. does not precisely define 

the term ·executive'. IfFDICIA was intended to apply only to the top three executives, it 

appears the FDIC field examiners have been successful is carrying out the mandate. 

However, the term ·executive' may need to be broadened. 

2.5.1. Change in Cash Compensation Regression Results 

Table 1 provides multivariate regression results using a two-year lagged change in 

the natural log ofbank executives' cash compensation (consisting of salary and bonus) as 

the dependent variable. Five regressions, corresponding to the five executive categories. 

are analyzed. The full sample. consisting of all bank executives. has a total of2130 
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observations. The CEO. CFO and COO samples contain 581. 213 and 216 observations. 

respectively. The upper middle-management sample has 582 observations. 

The acquirer bank executive dummy is significantly positive at the 1% level for 

only the full and upper middle-management samples with a coefficient of0.047216 and 

0.120610. respectively. CEO. CFO and COO samples are insignificantly different from 

zero. The coefficient on the dummy variable evidencing that change-in-control 

agreements are in place is significantly positive for all but the CFO sample. The 

coefficient on the employment agreement dummy variable is significantly negative at the 

1% level for the full and upper middle-management samples. and at the 1 0% level for the 

CEO sample. Obviously. these agreements provide information concerning the change in 

executive compensation. The positive coefficient on the change-in-control agreements is 

expected and the negative coefficient on the employment agreement dummy suggests 

these documents cross-sectionally restrict executive compensation relative to those 

without these agreements in place. The coefficient on the restricted stock plan dummy 

variable is significantly positive at the I% level for the full and CEO samples. and at the 

5% level for the COO sample. with coefficient values of0.033589. 0.078128. and 

0.074140. respectively. Having a restricted stock plan in place results in a larger change 

in cash compensation. Since restricted stock is not part of the cash compensation. the 

significance of this variable may indicate the proper alignment of CEO and COO 

incentives with those of stockholders. The coefficient on the stock option plan dummy 

variable is significantly negative at the 5% level for the fuU executive sample. and only 

weakly significantly negative at the I 0% level for the CFO and COO samples. Since 
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restricted stock and stock option plans are both primarily designed to align the incentives 

of mangers with those of stockholders. the difference in the sign on the coefficients are 

interesting. Not surprisingly. the coefficient on the change in the natural log ofbank size 

is significantly positive for all five regression at either the 1% (for full. CEO and CFO 

samples or the 5% (for COO and upper middle-management samples) levels. The strong 

positive and significant correlation between bank size and executive compensation. as weD 

as levels of these two variables. has been noted in aU prior research in this area. The 

coefficient on the change in ROA is significantly positive at the 1% and 10% levels for the 

upper-middle management and COO samples. respectively. The coefficient on the MSA 

dummy variable of -0.598975 for the upper middle-management sample is significant at 

the 5% level and is the only regression that exhibits significance. Apparently. upper 

middle-level managers working for banks located in metropolitan areas receive less of a 

change in compensation than their rural peers. This may be interpreted as a result of rural 

banks. with less competition. having greater market power permitting the payment of 

higher salaries. or a smaller managerial labor market necessitating higher salaries. Only the 

upper middle-management sample exhibits a significantly positive coefficient at the 5% 

level on the National Charter dummy variable with a coefficient value of0.417589. The 

coefficient on the change in I -score is significantly negative at the 1% level for the full. 

CEO and CFO samples. and at the 10% level for the COO sample. Only the upper 

middle-management sample lacks significance. The negative coefficient on the 1-score 

variable appears to indicate the executives. only the top three executives, may be charged 

with the responsibility on controlling the variables comprising the 1-score. Their inability 



to contain these risks translates into lower compensation. Upper middle-level managers 

do not appear to be charged with the same responsibility. 

2.5.2. Change in Annual Compensation Regression Results 

Table 2 reports regression results using the change in natural log ofbank 

executives' annual compensation as the dependent variable. Annual compensation 

consists of salary, bonus. and perquisites received during the year. Perquisites include 

country club dues. company car. director's fee and any other perquisite paid out during 

the fiscal year. The full executive. CEO. CFO. COO. and upper-middle management 

samples contains 213I. 582. 2I3. 2I6 and 582 observations, respectively. 

149 

Again, the coefficients on the acquirer bank executive dummies of0.046846 and 

0.124262 are significantly positive at the I% level for only the full and upper middle

management samples. respectively. The coefficient on this dummy variable for the 

executive regressions for the CEO. CFO. and COO individually are insignificantly different 

from zero. The significance of the change-in-control. employment, restricted stock plan. 

and stock option plan agreement variables is similar to that observed when using the 

change in the cash compensation as the dependent variable. Change in the natural log of 

bank size, change in ROA and change in [-score results are also similar. The BHC 

dummy variable coefficient is weakly significantly positive at the I 0% level for only the 

CEO sample. 

2.5.3. Change in Total Compensation Excluding Options Regression Results 

Regression results using the change in total executive compensation excluding 

options as the dependent variable are reported in Table 3. Total compensation is 
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comprised of salary. bonus. annual perquisites and all long-term compensation excluding 

stock options. Long-term compensation items include restricted stock. 40 I (k) 

contributions. split dollar life insurance payments. L TIP payments and any other company 

contribution to long-term compensation perquisites. The number of executive 

observations for the full. CEO. CFO, COO. and upper middle-management samples are 

2132. 583. 213. 216. and 582. respectively. 

As in both prior sets of regressions. the coefficient on the acquirer bank executive 

dummy variable is significantly positive at the 1% level for only the full and upper middle

management samples with coefficient values of0.079046 and 0.141085. respectively. The 

coefficient on this dummy variable is insignificant for each of the three top executive 

regressions. Most of the results for executive agrl"!ern~!!to; (change-in-control and 

employment) and stock plans (restricted stock and stock option) are similar to the two 

prior sets of regressions. Each of the five sample regressions exhibit a significantly 

positive coefficient on the change in natural log of size variable at the I% level with the 

exception of the COO sample which is not significantly different from zero. Coefficients 

on the MSA and Non-Branching State dummy variables are weakly significant at the 10% 

level with coefficient values of -0.662770 and 0.45530 I respectively for the upper middle

management sample. The BHC variable. unlike in prior regression sets. has coefficients 

that are significantly positive at the I% level for the full and CEO samples. the 5% level 

for the upper middle-management sample. and the I 0% level for the COO sample. Only 

the CFO sample lacks significance at standard levels. Since most of the coefficients on the 

BHC dummy variable for prior regression (change in cash and annual compensation) sets 
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lacked significance. this may suggest that executives of BHCs receive greater long-term 

compensation than their individual bank counterparts. This is also the first regression in 

which the coefficient on the National Charter dummy exhibits significance beyond the 

upper middle-management sample (change in cash compensation) which is significantly 

positive at the 5% level. Interestingly. the coefficients of -0.230127, -0.431835. and-

0.315820 are significantly negative at the l %. 5%. and l 0% levels. respectively for the 

full. CEO. and COO samples. Although the coefficient is positive for the upper middle

management sample. it is not significantly different from zero. This provides evidence of a 

difference between top executives and upper middle-management executives of nationally 

chartered banks. The CEOs and COOs of nationally chartered banks experience a greater 

decline in the change of total compensation than their State chartered peers. Upper 

middle-managers appear to receive a significant increase in their change of cash 

compensation and an insignificant increase in total compensation compared to their State 

chartered counterparts. The coefficient on the acquirer merger payment method is 

significantly negative for the first time. The coefficient values of -0.164389 and-

0.265243 are significant at the l% and 5% levels for the full and CEO samples. 

respectively. This finding indicates that CEOs of acquiring banks using cash as the 

payment method receive a greater decline in change of total compensation than either 

CEOs ofbanks using other methods of payment or CEOs ofbanks not involved in 

mergers. 

2.5.4. Change in Total Compensation Including Exercised OptiollS Regression Results 
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Table 4 provides regression results using the change in total compensation 

including the value of exercised stock options. This is the first of three sets of regressions 

including the value of various types of equity options. The number of observations for the 

full. CEO. CFO. COO. and upper middle-management samples is 2134, 583. 213 216. and 

584, respectively. 

The acquirer bank executive dummy variable is significantly positive at the 5% 

level for only the upper middle-management sample. The coefficients on this dummy 

variable for the CEO, CFO. and COO samples of -0.112316, -0.086410. and 

-0.113814 are all negative and large. (fthe sign was not a priori positive (i.e .• a 2-tailed t

test was employed). the CEO and COO samples would be significantly negative at the 5% 

and 10% levels, respectively. This difference between the top three executives and the 

upper-middle managers ofbanks involved in mergers underscores both the impact ofthe 

addition ofthe value of exercisable options and the regulatory effect ofFDICIA. 

Contractual agreements are still significant with the results similar to those of prior sets of 

regressions. Change in natural log of size results are similar to those of change in total 

compensation excluding options with all but the COO sample exhibiting significance. The 

BHC dummy variable is significantly positive at the l% level for the full. CEO. and upper 

middle-management samples. The National Charter dummy variable is significantly 

negative at the 5% level for only the full and CEO samples. The change in 1-score variable 

results are similar to those of prior sets of regressions. For the first time. the Bank Age 

variable exhibits the expected positive and significant sign. The coefficients of0.001502. 

0.005844, and 0.005418 for the full. CFO. and upper middle-management samples are 



significant at the 10%. 5%. and I% levels. respectively. Perhaps older banks provide 

more compensation in the form of stock options. 

2.5.5. Change in Total Compensation Including Exercised & Exercisable Options 
Regression Results 

Table 5 exhibits cross-sectional regression results using the change in executive 

compensation including the value of exercised and exercisable stock options. The fiJlL 

CEO. CFO. COO. and upper middle-management samples contain 2135. 583. 213. 216. 

and 584 observations. respectively. 

These regression results provide the weakest support for the managerialism 

hypothesis. The acquirer bank executive dummy variable is only weakly significantly 

positive at the l 0% level for the upper middle-management sample with a coefficient of 
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0.112287. Most of the explanatory variable results are similar to prior sets of regressions. 

However. the change in lOS variable becomes significantly positive for the first time for 

the full and upper middle-management samples at the 5% level. The fact that the inclusion 

of the value of exercisable options causes this variable to exhibit significance may indicate 

current growth in. and expected future growth o( off-balance sheet activities. Of greater 

interest is the fact that this variable is significant at standard levels only for the upper 

middle-management sample. 

2.5.6. Change in Total Compensation Including All Options Regression Results 

Table 6 reports regression results using the change in total executive compensation 

including the vaiue of all stock options (i.e .• exercised. exercisable and non-exercisable). 
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The number of observations for the full. CEO. CFO. COO. and upper middle-management 

samples are 2135. 583. 213. 216. and 584 respectively. 

The acquirer bank executive dummy variable is significantly positive at the 5% 

level for the full and upper middle-management samples with a coefficient of0.082485 

and 0.153699. respectively. 

2.6. Summary, Conclusions and Implications for Bank Regulation 

With the exception of the regression using the change in total executive 

compensation including the value of exercised and exercisable options (weakly significant 

at the I 0% level), the acquirer bank executive dummy variable is significantly positive at 

standard levels of significance (i.e .. either 1% or 5%) for the upper-middle management 

sample. None of the regressions for the top three executives (i.e., CEO, CFO. and COO) 

exhibit significance for this variable. lf appears the 1991 FDICIA regulation effectively 

mitigates managerialism at the top ranks ofbank executives. However. the layer of 

executives immediately below this top stratum appear to receive excess compensation 

when compared to their non-merged peers. FDIC field auditors. charged with the task of 

applying the FDICIA regulation. have accomplished their task amazingly well concerning 

the top executives probably because they focused their efforts solely on this executive 

class. Executives of the upper middle-management class. however. appear to receive 

excessive increases in compensation post-merger and warrant further consideration by 

FDIC field auditors. 



Table 2.1 

Cross-Sectional Regressions Explaining Change in Executive Cash 
Compensation 

The dependent variable is the change in the natural log of bank executi\'es' cash compensation (including salary and bonus) nonnalized to 
1996 dollars for the top fi\'e bank executires earning in excess of $100,000. The change in executive compensation is measured with a two 
year lag in order to test the change in acquiring and target bank executires' compensation from the year prior to a merger to the year after the 
merger. Since mergers genemlly trigger numerous erents (e.g., golden parachutes, stock option exercise, etc) that impact executives' 
Compensation, this lag avoids problems associated with including the merger year. A dummy rariable is employed to denote acquirer bank 
Executires, ACQO. Explanatory vuriublcs can be dirided into three cillegories including executire compensation specific, bank specific, and 
RegulatOI)' specific. 

Full Exec Samgle Onlv CEO Samgle Onl~· CFO Samgle Onlv COO Samgle Ug~r-Middle-Mgt 

Exglanato"· Variable coefficient t-stat coefficient t-stat coefficient t-stat coefficien t-stat Coefficient t-stat 
l 

Intercept 0.149751 0.949 -0.00259H -0.009 -O.O.J2.J26 -0.159 O.O.J2909 0.278 O.I.J6376 O . .J96 
Acquirer Bank Executive 0.047216 2.891* 0. 0011114 7 0.001 0.013460 0.361 .(),003103 -0.073 0.120610 3.922* 
Change in Control Agreement 0.069575 5.432* 0.055198 2.206•• 0.043396 1.321 0.068236 2.163•• 0.110094 4.321• 
Employment Agreement -0.031811 -2.700* -0.042899 -1.852••• ..().(102178 -0.073 -OA08ll -IA25 -0.073346 -3.125• 
SERP 0.026835 2.196 .. 0.031850 1.343 0.002993 0.098 -0.020822 -0.682 0.033897 1.329 
Restricted Stock Plan 0.033589 2.818* 0.078128 3.225• 0.019960 0.690 0.07.Jl.JO 2.42.J•• -0.014238 -0.600 
Stock Option Plan -0.053597 -2X76•• -0.0~ 1 5~0 -1.100 -0.095193 -1.660••• -0.083306 -1.698••• -0.002714 -0.052 
Change in Ln Bank Size 0.151028 9.175• 0.230829 5.311• 0.188243 .J.l66* 0.104119 2.085•• 0.070~~3 2.022•• 
Change !n ROA l.l80.J99 1.213 -2.975739 -1.371 3.003.J83 0.939 5.192881 1.720••• 12.829524 3.437• 
MSA -0.0705.J7 -OA63 0.000838 0.003 0.15.J710 0.707 -0.597.J.J7 -2.092•• 
Non-Branching State -0.133071 -1.620 -O.OM626 -0.339 0.100107 0.518 
Bank Holding Company 0.018019 0.3M 0.161931 1.528 0.115159 0.885 0.062478 0.50.J 0.027495 0.265 
National Charter -O.Ol78M -0.273 -0.075940 -0.550 -0.123003 -0.850 0.052698 0.40 I 0.417589 2.460•• 
Change in 1-Score -9A09492 -7.282* -15.747884 -5.222* -12.18680 I 4.024* -5.085988 -I. 715••• -5.484720 -1.113 
Change in Executive Power -0.000209 -1.54~ -0.000235 -0.889 -0.00000~5 -0.014 -0.000429 -1.369 -0.000149 -0.499 
Change in lOS 0.097866 0.593 0.332237 0.924 0.216270 0.516 0.059742 0.122 0.197019 0.578 -1.11 

1.11 



Table 2.1 - Continued 

National Reciprocity State -0.052043 -4.307* -0.046785 -1.943*** -0.040628 -1.344 -0.017458 -0.576 -0.035940 -1.532 
Regional Reciprocity State 0.000236 0.015 -0.016223 -0.510 -0.004100 -0.101 0.019516 0.520 0.008480 0.232 

Closed State -0.029935 -0.722 0.031668 0.399 0.036567 0.409 0.013028 0.133 -0.075765 -0.903 
Gender (Female) -0.053183 -1.398 -0.021245 -0.117 0.060289 0.444 -0.097796 -1.509 
Bank Age -0.000685 -1.433 -0.000142 -0.140 0.000614 0.491 -0.000386 -0.350 0.000071 0.068 
Acquirer Paymcm Method -0.011723 -0.284 -0.025310 -0.278 0.00177\.1 0.096 0. 104080 1.259 -0.116823 -1.614 
Adjusted R2 0.1024 O.O!W8 0.0\.161 0.0691 0.1669 
Number of Obser\'ations 2130 581 213 216 582 

"Signlfcant at the 1% level 
""Signlfcant at the 5% level 
'""Signlfcant at the 10% level 



Table 2.2 

Cross-Sectional Regressions Explaining Change in Executive Annual 
Compensation 

The dependent variable is the change in the natumllog of bank executives' annual compensation (cash plus non-pecuniary) normalized to 1996 
dollars for the top fi\'e bank executi\'es earning in excess of $100,000. The change in executi\'e compensation is measured with a two year Jag 
in order to test the change in acquiring and target bank executi\'es' compensation from the year prior to a merger to the year after the merger. 
Since mergers generally trigger numerous erents (e.g., golden parachutes, stock option exercise, etc) that impact executires' compensation, 
this lag a\'oids problems associated with including the merger year. A dummy \'ariable is employed to denote acquirer bank executives, ACQO. 
Explanatory \'ariables can be di\'ided into three categories including cxecuti\'e compensation specific, bank specific, and regulatory specific. 

Full Exec Samgle Onlv CEO Samgle Only CFO Samgle Onl~· COO Somgle Ug~r-Mid!,jle-Mgt 

Exglnnaton· Variable coefficient t-stat coefficient t-stat coefficient t-stat coefficient t-stat Coefficient t-stat 
Intercept 0.1~987~ 0.938 (),()3220 l tUIO -0.065070 -0.2~() (),()22121 tU.JI 0.195060 0.655 
Acquirer Bank Executh·e tUl.J68.J6 2.MJ.J* -0.00775 7 -0.229 0.021M09 0.577 -0.033738 -tl.77M 0.12.J262 3.999* 
Change in Control Agreement 0.069760 :'UR5* O.O.JM076 1.919••• 0.059192 1.779••• 0.072695 2.266 .. 0.120675 .J.687* 
Employment Agreement -0.03I.J88 -2.6-ll* -O.O-l3H8 -l.M66*** -0.015823 -0.523 -0.027262 .(), 936 .().()77692 -3.275* 
SERP o.03l.JI7 2.5-JI** 0.035592 IA97 ().()08852 0.285 -11.019179 -tl.617 0.036782 IA27 
Restricted Stock Plan 0.032057 2.657* 0.076-!68 3.1-!5* 0.1>152-J.J 0.520 0.080191 2.577 .. -0.018224 -0.760 
Stock Option Plan -0.054857 -2.510 .. -tl.031585 -tl.838 -()()97380 -1.676••• -0.092443 -1.852••• -(),()088 71 -0.169 
Change in Ln Bank Size 0.157258 9A.JO* 0.233692 5.359* 0.180189 3.937* 0.110356 2.173 .. 0.064057 1.820 .. 
Change in ROA 0.697997 0. 709 -3.125475 -1.435 2.923991 0.902 5.46.J535 1.779••• 13.587557 3.602* 
MSA -0.075040 -0.487 -0.027656 -0.099 0.148199 0.668 -0.598975 -2.076•• 
Non-Branching State -0.122507 -1.473 -0.078271 -0.409 0.105280 0.539 
Bank Holding Company 0.031347 0.626 0.187951 1.767••• 0.112446 0.853 0.128679 1.021 0.009651 0.092 
National Charter -0.025780 -0.390 -0.106135 -0.766 -0.097186 -0.663 0.005395 0.040 0.401181 2.339 
Change in 1-Score -9.566642 -7.315* -15.873320 -5.245* -11.734146 -3.825* -5.017985 -1.663••• -3.668156 -0.737 
Change in Executive Power -0.000139 -1.019 -(),()00 218 -0.827 0.000016 0.049 -0.000353 -1.107 -0.000074 -0.245 
Change in lOS 0.111251 0.667 0.334632 0.928 0.155824 0.367 0.092789 0.187 0.237026 0.689 
National Reciprocity State -0.059190 -4.841* -0.053508 -2.215** -0.047185 -1.542 -0.025092 -0.814 -0,042907 -1.811 .. -VI ...a 



Table 2.2 - Continued 

Regional Reciprocity State 0.002382 0.146 -0.006808 -0.213 -0.001769 ..(),043 0.037885 0.992 0.005250 0.142 
Closed State -0.021786 .0.519 0.()19101 0.240 0.034873 0.385 0.041881 0.420 .0.071577 .0.844 
Gender (Female) -0.061363 -1.594 -O.Ol-l959 -0.082 0.053101 0.38-l -0.100296 -1.532 
Bank Age -0.0006 3 5 -1.311 -0.000 190 -0.187 0.000761 0.601 -().0002-l6 -0-.219 -0.000292 -0.279 
Acquircr Payment Method -0.0 1085 2 -0.260 -0.021017 -0.230 0.015800 0.193 0.131595 1.56-l -0.11025-l -1.508 
Adjusted R2 0.1025 o.mms 0.0966 0.0742 0.1665 
Number of Obser\'ations 2131 5M2 213 216 582 

•Signilkantatthe luol!!vel 

.. Signilkantatthe S"ol!!vl!l 

... Significantattho! I o• o lo!wl 



Table 2.3 

Cross-Sectional Regressions Explaining Change in Executive Total Compensation 
Excluding Options 

The dependent variable is the change in the natural log of bank executives' total compensation (annual plus long-term perquisites) normalized 
to 1996 dollars for the top five bank executives earning in excess of $100,000. The change in executive compensation is measured with a two 
year lag in order to test the change in acquiring and target bank executives' compensation from the year prior to a merger to the year after the 
merger. Since mergers generally trigger numerous events (e.g., golden parachutes, stock option exercise, etc) that impact executives' 
compensation, this lag avoids problems associated with including the merger year. A dummy variable is employed to denote acquirer bank 
executives, ACQO. Explanatory ,·ariables can be di\'idcd into three categories including cxccuti\'e compensation specific, bank specific, and 
regulatory specific. 

Full Exec Suml}le Onlv CEO Sam11le Onl\' CFO Samnlc Onl)· COO Smnnlc Un~r-Middle-Mgt 

Exnlnnatoo· Variable coefficient t·SIIII coefficient t-stat coefficien! t-stat coefficien! t-stat coefficicn! I-sla! 
Intercept 0.140259 0.675 0. 094 SOH 0.240 -0.422762 -1.023 0.193030 0.925 0.160599 0.443 

Acquircr Bank Executive 0.060545 2.HI6• -!UII945H -0.426 0.0220K5 0.3H3 -0.068332 -1.185 0.157970 4.182• 

Change in Control Agreemclll 0.079046 4.694• 0.0704 72 2.01J7U 0.0711424 1.388 0.036208 0.848 0.141085 4.508• 

Employment Agreement -0.0315K5 -2.037 .. -0.065003 -2.mnu -0.008010 -0.174 -0.040674 -1.050 -0.017470 -2.687• 

SERP 0.054931 3.417• 0.066230 2.075•• 0.041364 0.875 0.005328 0.129 0.037778 1.206 

Restricted Stock Plan 0.066052 4.209• 0.131296 4.!11 7• 0.095649 2. 14t•• 0.147562 3.564• -0.001174 -0.040 

Stock Option Plan -0.039871 -1.406 -0.016254 -0.323 -0.029461 -0.333 -0.043096 -0.649 0,002496 0,039 

Change in Ln Bank Size 0.200858 9.269• 0.238510 4.069• 0.285955 4.098• 0.078701 1.165 0.106404 2.487• 

Change in ROA 0.609462 0.476 -1.780421 -0.608 -1.504035 -0.304 9.373990 2.294•• 10.381652 2.264 .. 

MSA -0.102135 -0.509 -0-.015443 -0.041 0.179480 0.531 -0.662770 -1.889••• 

Non-Branching State -0.000918 -0.008 -0.118292 -0.460 0.455301 1.919••• 

Bank Holding Company 0.259598 3.985• 0.435860 3.050• 0.281714 1.402 0.281209 1.676••• 0.292890 2.295 .. 

National Chaner -0.230127 -2.675• -0.431835 -2.318•• -0.031794 -0.142 -o.315820 -1.774••• 0.209752 1.006 
Change in 1-Score ·10.777730 -6.336• -1-J. 987017 ·3.685• ·17.460548 -3.734• -1.838169 -(),458 -7.956982 1.314 
Change in Executive Power 0.000123 0.691 -0.000116 -o.328 0.000663 1.303 .(1,000255 -0.602 0.000464 1.265 

Change in lOS 0.255124 1.175 0.142620 0.294 0.002772 0.514 0.185372 0.280 0.478590 1.144 -VI 
\C) 



Table 2.3 - Continued 

National Reciprocity State -0.077168 -4.854* -0.073632 -2.271 ** -0.122866 -2.633* -0.023104 -0.564 -0.045997 1.597 
Regional Reciprocity State -0.006587 -0.311 0.015851 0.370 -0.068699 -1.096 0.063972 1.259 -0.068398 -1.524 
Closed State -0.089998 -1.649*** -0.052931 -0.495 -0.047898 -0.347 -0.006227 -0.047 -0.043025 -0.418 
Gender (Female) -0.049011 -0.979 -0.056702 -0.232 0.088602 0.482 -0.093435 -1.174 
Bank Age -0.000813 -1.291 -0.001160 -0.850 0.002445 1.267 -0.001116 -0.748 -0.000137 -0.107 
Acquirer Payment Method -0.164389 -3.026* -0.265243 -2.160** -0.202092 -1.620 -0.137007 -1.224 -0.113800 -1.280 
Adjusted R2 0.1045 0.0915 0.1073 0.0693 0.1536 
Number of Observations 2132 583 213 216 582 

*Signifcant at the 1% level 

**Signifcant at the 5% level 

***Signifcant at the 10% level 



Table 2.4 

Cross-Sectional Regressions Explaining Change in Executive Total Compensation with Exercised 
Options 

The dependent variable is the change in the natural log ofbank executives' total compensation (including exercised options) normalized to 1996 
dollars for the top five bank executives earning in excess of $100,000. The change in executive compensation is measured with a two year lag 
in order to test the change in acquiring and target bank cxecutires' compensation from the year prior to a merger to the year after the merger. 
Since mergers generally trigger numerous erents (e.g., golden parachutes, stock option exercise, etc) that impact executives' compensation, 
this lag avoids problems associated with including the merger year. A dummy variable is employed to denote acquirer bank executives, ACQO. 
Explanatory variables can be di\'ided into three categories including executh·e compensation specific, bank specific, and regulatory specific. 

Full Exec Samglc Onl\' CEO Samgle Only CFO Samgle Onl~· COO Samglc UgR£r-Middle-Mg! 
Exglnnator\' Variable coefficient t-stat coefficient t-stat coefficient t-stat Coefficient t-stat ~oefficient t-stat 
Intercept 0. 16115-t2 0.571 0.577-t26 I. O.t9 -0.891518 -1.669"'** 0.097096 0.327 -0.2-t5309 -0.487 
Acquirer Bank Executi\'c 0.002052 0.071 -0.112316 -1.759 -0.086-tiO -1.161 -0.11381-t -1.386 0.088855 1.689•• 
Change in Control Agreement 0.05121K 2.24KU 0.0556lJ2 I.IK5 0.051718 0. 789 0.035547 0.5K5 0.094292 2.163•• 
Employment Agreement 0.002814 0.134 -1Ul3171JX -0.728 -0.005376 -0.090 -0.04380K -0.794 -0.035225 -0.879 

SERP 0.083336 3.832* 0.1 J044 7 2.922* 0.026089 UA27 -0.014871 --0.253 0.038749 0.888 
Restricted Stock Plan 0.084527 3.9K5* 0 171042 3.74 ,. 0.140770 2A37u 0.205780 3A90* ().()21279 0.526 
Stock Option Plan -0.003700 -0.096 0.()()9351 0.133 0.019051 0.166 -0.055260 -0.584 0.082462 0.928 
Change in Ln Bank Size 0.220967 7.537* 0.307543 3.751* 0.298954 3.314* 0.102198 1.062 0.103935 1.745•• 
Change in ROA 1.655922 0.956 2.700708 0.659 -5.212948 -0.816 10.948431 1.881*** 8.397133 1.316 
MSA -0.358852 -1.323 -0.601023 -1.141 0.329044 0. 753 -0.617619 -1.264 
Non-Branching State -0.100676 -0.688 -0.090802 -0.252 0.127984 0.387 
Bank Holding Company 0.481017 5.462* 0.642740 3.216* 0.410835 1.582 0.313299 1.312 0.656154 3.703* 
National Charter -0.234938 -2.019 .. -0.549809 -2.110** 0.123845 0.428 -0.234019 -0.923 0.146281 0.504 
Change in 1-Score -9.492767 -4.125* -11.838792 -2.081** -17.855348 -2.954* -2.928183 -0.512 -8.673429 -1.029 
Change in Executive Power 0.000174 0.723 -0.000341 -0.688 0.000801 1.217 0.000642 1.063 0.000642 1.258 
Change in lOS -0.069125 -0.235 -0.147143 -0.217 0.676188 0.808 0.534437 0.568 -0.256028 -0.440 
National Reciprocity State -0.125408 -5.834* -0.140350 -3.095* -0.140531 -2.330** -0.012232 -0.210 -0.107747 -2.690* -0\ -



Table 2.4 - Continued 

Regional Reciprocity State 
Closed State 
Gender (Female) 
Bank Age 
Acquirer Payment Method 
Adjusted R2 
Number of Obsen·ations 

•significant atth~ I • ol~vel 

USignilic111111111h.: 5"ul.:wl 

•••Signilicllllllllth.: to• ol.:wl 

-0.101705 
-0.220503 
0.077106 
0.001502 
-0.172268 

O.OH77 
2134 

-3.551* -0.118235 -1.972 .. 
-2.986* -0.263070 -1.758••• 
1.138 -0.122841 -0.360 

1.768•• -0.000313 -().)6-J 

-2.34-l** -0.2-t9085 -1.450 
0.095 7 

510 

-0.115532 -1.426 -0.0459-t6 -0.635 -0.265435 4.253• 
-0.119599 -0.670 -0.236957 -1.253 -0.158878 -1.107 

0.005278 0.020 0.096529 0.871 
0.0058-t4 2.342* -0.001002 -0.471 0.005-tl8 3.081* 
-0.195706 -1.21-t -0.030092 -0.189 -O.I505-t9 -1.216 

O.OH55 0.033 3 0.0993 
213 216 584 



Table 2.5 

Cross-Sectional Regressions Explaining Change in Executive Compensation with Exercised/Exercisable Options 

The dependent variable is the change in the natural log of bank executives' total compensation (including exercised/exercisable options) 
nonnalized to 1996 dollars for the top li\'e bank cxecuti\'cs earning in excess of $100,000. The change in executi\'e compensation is measured with 
a two year lag in order to test the change in acquiring and target bank executi\'es' compensation from the year prior to a merger to the year after 
the merger. Since mergers generally trigger numerous e\'ents (e.g., golden parachutes, stock option exercise, etc) that impact executives' 
compensation, this lag m·oids problems associated with including the merger year. A dummy variable is employed to denote acquirer bank. 
executi\'es, ACQO. Explanatory \'ariablcs can be di\'idcd into three categories including executh·e compensation specific, bank specific, and 
regulatory specific. 

Full Exec Sam~le Onh CEO Sam~lc Onh CFO Sam~le Onl~· COO Sam~le Ugger-Middle-Mgt 
J!xglanatorv Variable coefficient t-Siat coefficient t-stut coefficient t·Sicll coefficient t-stat Coefficien1 t·Siill 
Intercept O.O.t9M.J 1J O.l.t5 O.J7559.t 11.578 -O.K7222K -1.2K5 -0.0095MK -0.026 -O.JKM77 -0.581 
Acquirer Bank Executi\'e O.O.t.J052 1.229 -0.115211211 -0.690 0.0 l.t206 0.150 -0.117K9J I -0.762 O.II22M7 1.615 ... 
Change in Control Agreement 0.12.tl5.t .JA2J* 11.1 .1559K 2A·Bu O.IO.JO.tl 1.2.JK O.IK6212 2A3ou O.OK2773 1A37 
Employment Agreement -11.111 OIWI -O . .J211 -II.()].J63\.I -0.672 II.II07.t9.t 0.099 -O.I067KI -1.535 -O.O.t6976 -O.KM7 
SERP 0.07670.t 2.K6.t* 0.098176 I.K62*u 0.099733 1.2K.t -O.O.J6215 -0.623 0.0277.JO OAK I 
Restricted Stock Plan 0.083763 3.216* 0.187213 3.467* 0.085317 1.162 0.235529 3.170• 0.080616 1.508 
Stock Option Plan 0.175996 3.722* 0.216409 2.603* 0.234111 1.609 0.161366 1.354 0.286795 2A-n•• 
Change in Ln Bank Size 0.215571 6.0 15* 0.262726 2.713* 0.362890 3.165* 0.019565 0.161 0.061861 0.786 
Change in ROA 5.900066 2.907* 8.023090 1.658••• 2.739H5 0.338 18.575.t25 2.532 .. 20.247620 2.402•• 
MSA --0.368059 -1.102 -0.65l.t50 -1.047 0.259851 0.468 -0.912835 -1.414 
Non-Branching State -0.139903 --0.776 -0.180354 -0.424 0.347389 0.795 
Bank Holding Company 0.574591 5.441* 0.917336 3.885* 0.600023 1.818*** 0.205907 0.684 0.643250 2.746* 
National Charter -0.211219 -1.475 -0.609263 -1.980** -0.071308 --0.194 0.041777 0.131 0.604701 1.576 
Change in 1-Score -11.600287 -4.118* -15.593908 -2.321 .. -21.054.J.t9 -2.741* -1.119118 -0.155 -3.864226 -0.347 
Change in Executive Power -0.000019 -0.063 -0.000435 -0.745 0.000202 0.242 0.000426 0.559 0.000075 0.110 
Change in lOS 0.836481 2.318** 0.757056 0. 946 1.492830 1.404 -0.208270 -0.176 1.643029 2.137•• 
National Reciprocity State -0.216176 -8.162* -0.182536 -3.408* -0.251871 -3.285* -0.175523 -2.386** -0.181023 3.419* -Q\ w 



Table 2.5 - Continued 

Regional Reciprocity State 

Closed State 
Gender (Female) 

Bank Age 
Acquirer Payment Method 
Adjusted R2 

Number of Observations 

*Significant at the 1% level 

**Significant at the 5% level 

***Significant at the 10% level 

-0.171704 
-0.461824 
-0.025793 
0.002577 
-0.211202 

0.1325 
2135 

-4.865* -0.163708 -2.311 ** 
-5.076* -0.465771 -2.635* 
-0.309 -0.195121 -0.484 

2.539** 0.001817 0.806 
-2.333** -0.254893 -1.256 

0.1385 
583 

-0.185981 -1.806*** -0.235060 -2.577** -0.291149 -3.529* 
-0.188059 -0.828 -0.398406 -1.672*** -0.506910 -2.672* 

-0.607259 -1.840*** 0.026448 0.180 
0.005555 1.752*** -0.001328 -0.496 0.005974 2.570** 
-0.365941 -1.785*** 0.052498 0.261 -0.067980 -0.415 

0.1059 0.1134 0.1172 
213 216 584 



Table2.6 

Cross-Sectional Regressions Explaining Change in Executive Total Compensation with All Options 

The dependent variable is the change in the natural log of bank executives' total compensation (including all options) nonnalized to 1996 
dollars for the top fi\'e bank executi\'es earning in excess of $100,000. The change in executh·e compensation is measured with a two year lag 
in order to test the change in acquiring and target bank executives' compensation from the year prior to a merger to the year after the merger. 
Since mergers generally trigger numerous events (e.g., golden parachutes, stock optic.n exercise, etc) that impact executives' compensation, 
this lag avoids problems associated with including the merger year. A dummy variable is employed to denote acquirer bnnk executi\'es, ACQO. 
Explanatory or control rariables can be dirided into three categories including executire compensation specific. bank specific, and regulatory 
specific. 

Full Exec Sam~le Onlv CEO Sample Only CFO Sam~le Only COO Sitm~le U~g£r-Middle-Mgt 

Exutanatorv Variable coefficient t-stat coefficient t-stat coefficient t-stat coefficient t-stat coefficient t-stat 
Intercept 0.191941 0.514 OA7W07 0.672 -0.761595 -0.97-J -0.098109 -0.223 -OA2J332 -0.607 
Acquirer Bank Executive 0.082-JHS 2.122** -0.007.J29 -0.091 0.036518 0.335 .()' 030 136 -!1.2-JH 0.153699 2. 107 .. 

Change in Control Agrecmelll 11.126226 4.147* 0126408 2.100** 0.112887 1.176 0.159860 1. ?so••• 0.0900-J 7 IA90 
Employmelll Agreement -0.009 3 9H -O .. H(, -11.052563 -0.940 0.027022 0.309 -!U189.J8.l -1.098 -0.02K992 -0.522 
SERP 0.062989 2. 169** O.OH51H5 IA90 (1,()77]06 0.864 -0.065016 -0.7-tH 0.019779 0.327 
Restricted Stock Plan 0. 1065.J9 .l.772* 0.209.J30 .l.577* 0.145188 I. 717••• 0.25-JH.J.J 2.926* (). () 9000 7 1.605 
Stock Option Plan 11.1967911 3.H3H* 0.254532 2.823* 11.228973 1.366 0.216153 1.5.J7 0.295968 2A03** 
Change in Ln Bank Size 0.214939 5.530* 0.226-'97 2.157•• OA27052 3.223*4 0.01566-t 0, Ito 0.068514 0.829 
Change in ROA 7.771541 3.531* 12.025594 2.292** 5.266-'82 0.563 25.06505 2.911* 31.619398 3.575* 
MSA -0.454493 -1.255 -0.776213 -1.150 0.076609 0.120 -1.056003 -1.559 
Non-Branching State -0.280897 -IA37 -0.147210 -0.319 0.251987 0.550 
Bank Holding Company 0.541063 4.724* 1.047928 4.094* 0.490539 1.290 0.397800 1.127 0.386248 1.572 
National Charter -0.204492 -1.316 -0.680583 -2.040** 0.125944 0.298 -0.081287 -0.217 1.048258 2.604* 
Change in 1-Score -9.356431 -3.062* -10.846852 -1.489 -22.958107 -2.594** 0.623151 0.074 2.613317 0.224 
Change in Executive Power -0.000508 -1.580 -0.000985 -1.555 -0.000652 -0.676 -0.000500 -0.560 -0.000037 -0.053 
Change in lOS 0.943684 2.411** 0.950431 1.095 1.128954 0.922 -0.048087 -0.035 2.315919 2.871* 
National Reciprocity State -0.264436 -9.207* -0.216016 -3.720* -0.345832 -3.916* -0.209586 -2.430** -0.235620 -4.242* -0'1 

VI 



Table 2.6 - Continued 

Regional Reciprocity State 

Closed State 
Gender (Female) 

Bank Age 
Acquirer Payment Method 

Adjusted R2 
Number of Observations 

*Significant at the 1% level 

**Significant at the 5% level 

***Significant at the 10% level 

-0.180836 
-0.485589 
-0.023480 
0.001470 
-0.156454 

0.1315 
2135 

-4.725* -0.141889 -1.847** 
-4.922* -0.492564 -2.570** 
-0.259 -0.303716 -0.695 
1.336 0.000833 0.341 
-1.593 -0.180512 -0.821 

0.1355 
583 

-0.219633 -1.852*** -0.255608 -2.391 ** -0.352781 -4.-76* 
-0.213144 -0.815 -0.417188 -1.493 -0.514242 -2.584* 

-0.548456 -1.418 0.096905 0.630 
0.004848 1.327 -0.000640 -0.204 0.005861 2.403** 
-0.255062 -1.080 -0.007285 -0.031 -0.007091 -0.041 

0.1135 0.0948 0.1537 
213 216 584 
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