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Abstract 

This study investigates the question of whether an announcement of bank loan agreement increases the abnormal 

return. That is, the bank loan agreement conveys some positive information about the borrowing firm. The study 

used three different event windows (i.e.) two-day, three-day, and five-day windows to check the effect of the 

announcement for a period of 1995 to 2015. In order to measure the effect, the return has been calculated using 

the market model, then CARs have been calculated. The study found that CARs is statistically significant for all 

of the three-event windows. In the two-day window, it is found that abnormal return increases by 15 BPS within 

these two days, which is almost 19.315% on an annual basis. It is also evident in the study that the effect of the 

announcement is more on small size firms.  

Keywords: announcement date, Cumulative abnormal returns (CARs), events date, information asymmetry 

1. Introduction 

Lender identity, whether it is public or private; bank or non-bank, significantly affects the borrower’s abnormal 

equity return. As information contains in the form of financing, so it influences the investors in the capital 

market. Investors in the market believe that banks work closely with the firm. That is why they should know 

more about the prospect of the firm’s future as they are financing the firm’s new venture or in the existing line, 

so they are supposed to see some financially viable future. According to Lummer and McConnell (1989), banks 

make lending decisions based on the insider information of borrowing firms and when the lending decisions 

become publicly available, it provides signals about borrowers’ creditworthiness; and this is similar to the 

findings of James (1987); Mikkelson and Partch (1986); Marshall et al. (2019); and Chen et al. (2020). 

Investors in the market believe that the bank got asymmetric information access about a firm. As banks invest in 

collecting information, it is a relative advantage in evaluating lending options. Benston and Smith (1976), 

Diamond (1984), and Campbell, Tim, and Kracaw (1980) has developed this idea in detail that a firm will get 

into a new loan agreement only if currently it has no bank financing or the terms of the new loan is more 

favourable than the existing one. These are the causes of why an investor in the capital market responds 

positively. Another way a bank can collect insider information about their customers over time is through an 

intimate continuing business relationship. Fama (1895) argue that banks play a unique role in providing loan to 

businesses. Bank debt is one type of inside debt, and banks got access to information not available to the holder 

of publicly traded securities or outside claims. On the other hand, bank loans get low priority among 

fixed-payoff claims, the credit renewal process is sound, and due to this reason, the monitoring costs incurred by 

the firm’s other claimant’s decreases. According to Fama’s claim, bank loans place considerable weight on the 

bank loan process to transmit the information.  

Different articles found that the market’s reaction to the loan announcement differs from the borrower’s 

characteristics. Slovin, Myron, Johnson, and Glascock (1992) found that larger firm receives a smaller amount of 

return on loan announcement, which is consistent with the Fama’s (1985) suggestion that larger firms already 

operate under the scrutiny of numerous external monitors. Billett, Flannery, and Garfinkel (1995) found that 

borrower’s return associated with non-bank loans is positive but not statistically different from the bank. Still, 

the creditworthiness of the lender does significantly influences the return of the borrower.   
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2. Literature Review 

Over the years, this research area attracted the attention of both researchers and practitioners. That is why there 

are a plethora of research works on this topic. Some of the very relevant works are reviewed to get a clear idea 

about the research question. 

As an early bird, King (1966) stated that information influences the stock price reactions. He did not mention 

anything specific about the types of information but universally look at them. He found that the stock price 

reactions to new information differ from industry to industry in the long-run.  

Fama (1985) has stated that banks play a unique role among all financing units. He claimed that bank loans serve 

as a strong signal of profitability and continuity of a firm. Earlier, Black (1975), and Kane and Malkiel (1965) 

have argued that banks got information advantage over other market participants because they can privately 

observe their depositors’ payment behaviour.  

Mikkelson and Partch (1986) have found and proved that bank’s announcement of an extension of line credit 

upshot an increase in stock price. They conducted a longitudinal study of 360 firms, analyzed the market reaction 

around the announcement dates of different forms of financing, and found a positive relationship between bank 

loan agreement announcement and abnormal return on equity. 

Researchers like Leland and Pyle (1977) and Ramakrishnan and Thakor (1984) have argued that financial 

intermediaries come into the play due to the information asymmetry in the market. In this intermediation process, 

banks are specialized in information generation. Benston and Smith (1976), and Diamond (1984), in the capital 

market, a borrowing firm’s creditworthiness increases if a bank accepts a loan application of any borrower. 

Besides this, a bank also obtains client-specific information over time due to a close long-term relationship 

(Diamond, 1991).   

Later on, James (1987) has confirmed all previous findings; in his study, James found that bank loan 

announcements positively affect the equity’s return in the market. He amplified the existing literature that 

compares to the high stock price response of the straight public and private placement bank credit 

announcement.  

After the seminal work of James (1987), Lummer and McConnel (1989) amplified the literature with distinct 

features of bank loan renewals and initiations. They found a positive relationship between bank loan renewal and 

stock price reaction in the market. This difference in the stock price reaction supports the bank has information 

asymmetry about the firm because of their ongoing monitoring activities for renewal decisions.  

Slovin et al. (1992) have further investigated Lummer and McConnel’s (1989) findings by adding different firm 

sizes in their study. They found little evidence between bank loan announcement and stock price reaction for a 

large firm but a significant relationship for small firms.  

Billett et al. (1995) found significant evidence that lender quality shows a significantly different higher abnormal 

return. The creditworthiness of lenders significantly influences the market price of borrower’s shares. Borrowing 

from a high-quality bank convey strong positive information about the borrower’s growth. Their study also 

suggests that loans from a foreign bank convey more vital information about firm financial health because 

investors believe that foreign banks are more selective toward their borrower selection. Though their study is 

widely criticized for sample size, their main findings were reconfirmed by Byers et al. (1998).  

Andre et al. (2001) studied the Canadian capital market with an additional dimension of how the market reacts to 

bank loan announcements after introducing Canadian authorities’ capital adequacy requirements. Due to this 

requirement, a bank’s monitoring commitment for the issuance of credit lines has decreased. The 1988’s capital 

adequacy requirements of banks significantly differentiate the effect of bank loan announcements on small firms. 

Compare to the before 1988’s, the cumulative abnormal returns for small firms was lower. So their findings 

support the statement that the government’s rules significantly affect the announcement effects on the stock 

price.  

Fery et al. (2003) conducted a study on the Australian capital market. They found a significant positive reaction 

in stock price movement in the market and bank loan announcements published in the financial press.   

Ongena et al. (2014) found that bond prices strongly react to the bank loan announcement, and they also found 

that the effect of the form of loan announcement is -5 BPS for riskier and small firms, whereas it is 18 BPS for 

large and safer firms. On the other hand, Maskara and Mullinieux (2011) explore whether loan announcement is 

private or the public debt has no significant influence on the abnormal return. 

Fields et al. (2006) found that after the seminal work of James (1987) and Lummer and McConnell (1989), the 
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overall effect of the announcement of a bank loan agreement on borrower’s equity securities has dropped 

significantly. According to them, after the ‘80s, the relationship between a bank loan and market reaction has 

disappeared due to the changes in the financial system and abundance of information. These developments in the 

financial system minimized the information gap between firms and investors, decreasing the banks’ monitoring 

and selection as sources of value to the investors.  

Li and Ongena (2015) have also found that the abnormal return is large for less profitable firms. Their findings 

were surprisingly different from others; that is, information symmetry positively affect profitability. In this case, 

profitability behaves as a quality of information indicator for a firm.   

From the past literatures, it is found that changes in economic conditions can influence the effect of bank loan 

announcements. Bailey et al. (2011) have investigated the chaises economy as a transitional economy. The 

state-owned banks in china issue loans based on the noisy liquidity condition of their borrowers. They found that 

a loan contract with a low-performing government bank negatively affects the borrowing firm’s share price in the 

capital market. 

Karim, Lih, and Karim (2012) have re-examined the relationship between bank loans and stock prices in 

Malaysia by using Granger Non-causality tests by bivariate and multivariate models with monthly and quarterly 

data. They found a contra to the existing relationship between stock price and bank loans, which means that 

stock prices and bank loans are independent.  

Almutair (2015) investigated the dynamics of the relationship between bank loans and stock prices in Saudi 

Arabia applying quarterly data for 1998 to 2013. The study found a positive relationship between Saudi’s stock 

market index (SSPI) and bank loans where the total bank loans (TOTALL) response positively to the increase in 

stock prices but not in other way arround. The author finally confirmed that TOTALL doesn’t contribute any 

important role in transmitting stock market shocks to the real sector. 

Chen, Ho, and Liu (2020) have used over 10000 loan announcement. They found that bank loan announcements 

strongly affect the borrowing firm’s equity price. Firms with relatively lower abnormal spreads to the 

KMV-Merton default risk model have higher announcement return. They also found that bank loan 

announcement shows strong effect on stock price in earlier sample than the later sample.  

Marshall et al. (2019) examined the stock market response to announcements of public bank and privately placed 

debt issuance by large UK firms surounding the global financial crisis of 2008. They found a positive reaction in 

stock prices to the announcements of bank debt issuance in the pre-crisis period. The authors also found 

decreasing abnormal returns on the announcement of bank loans from the financial crisis both in absolute term 

and in comparison to other borrowing sources. Finally, they concluded that bank loans have become less 

informative as a signal of the creditworthiness of borrowing firms in the period of financial crisis. 

2.1 Theoretical Development of Hypothesis and Research Question 

According to Billett et al. (1995), a lender’s identity may convey information to an outside investor at least in 

two ways. First, the lender has known criteria for selecting borrowers according to the particular risk class. As 

the lenders collect private information in loan underwriting, the lending decision might convey valuable 

information about the borrower’s actual risk. Second, according to Fama (1985), lenders have different 

monitoring abilities, enhancing the borrower’s value by assuring that the borrower’s proper investment and 

expenses decisions are taken.  

A bank operates under more stringy supervision of the government than other non-bank lenders’ do. So this 

might influence the choice of loan customers. Flannery (1989) found that due to government capital constraints, 

banks choose less risky individual loans. So from this information, an investor could make a favourable 

inference about the borrower’s futures performance, as the loan was financed from a (constrained) commercial 

bank installed for a less constrained non-bank lender. There are three-way how the credit quality might also 

convey information to the borrower’s equity holders. First, shared benefits from long-term customer 

relationships exist so that lender credit quality might influence the borrower’s return. Second, as a bank 

underwrite and monitor consistently, so it generates economics of scale. Chemmanur and Ful-Ghieri (1994a) 

proposed a model in which banks are identified as specialized evaluators of a firm’s actual value. They termed 

banks with better evaluative abilities are more reputed. Finally, they identified a loan renewal from a reputed 

bank, covey more supportive information than a less reputed one.  

From all the literature mentioned earlier, it can be inferred that the effectiveness of bank loan announcement and 

market reaction is due to the information asymmetry in the capital market. This asymmetry means that in the 

capital markets, one party has superior information than others. Financial intermediation theory explains how 
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bank alleviates these information asymmetries. According to Black (1975), Kane and Malkiel (1965), banks have 

more information than outsiders due to insider knowledge, and specific information arises from intimate partner 

relationships. Summing up all these theoretical arguments, the following hypothesis could be constructed.  

H0 = announcement of bank loan agreement increases the abnormal return. 

3. Methodology 

3.1 Sample Selection 

To find how the announcement of a bank loan could affect the stock returns. The study relays on some sources of 

information- (1) announcement date of the bank loan agreement; (2) the abnormal return of borrowing firm 

around the bank loan announcement; (3) firms quarterly fundamental. 

3.2 Bank Loan Characteristics and Event Dates 

From the Dealsacn, all the necessary bank loan announcement data about the USA market has been collected for 

the study. The entire database consists of 24010 loan issues data from 1995 to 2015.     

3.3 Borrower Characteristics 

As a control variable, we have selected borrower’s total asset value to capture the firms’ size, financial leverage, 

and total turnover to capture firms’ growth rate. All these firm’s characteristics have been collected from 

Compustat (by WRDS). 

3.4 Announcement Dates 

The loan agreement announcement date is the event date that is day ‘0’. So, [-1, 0] will be considered as the 

main event window. To get a more in-depth insight into the effect of the announcement on stock return. The 

study has considered two more windows like the previous studies by different authors, i.e., three-day [-1, 1]; and 

five-day [-2, 2] window. As in the long run, some other events like managerial practices and industrial and public 

policy issues might affect its stock price.  

3.5 Returns 

The study has used Eventus (From WRDS), a daily introductory event study. In order to run the event studies, 

the study combined the CUSIP and announcement date in a unique identification string. Then it has been 

computed the daily stock returns.  

𝑅𝑖𝑡 = ((𝑃𝑖𝑡 − 𝑃𝑖(𝑡−1))/𝑃𝑖(𝑡−1) ∗ 100 + 𝐷𝑖𝑣𝑖𝑡) 

Rit stands for the firm’s stock return on day t in percentages by considering possible dividend at time t, Pit-Pi(t-1) is 

the changes in price between time t and (t-1). According to Ongena (2008), the study used 180 days before the 

event and 10 days after the event date as a pre-estimation period. This paper has considered the abnormal return 

for three different time windows: [-1,0], [-1,1], and [-2,2]; here [-1,0] is a two days event window, for one day 

before the event dates and the event day.  

3.6 Abnormal Returns 

This study is intended to reinvestigate the effect of bank credit agreements on the market value of a common 

stock. Likewise, in previous studies, this study will measure the effect of bank loan announcement on stock 

return by abnormal return in the announcement time window. An abnormal return is the actual stock return 

product in the event window minus the expected return on the same event window. To calculate the abnormal 

return market model has been used. The same procedure was employed by Mikkelson and Partch (1986), James 

(1987), Lummer and McConnell (1989). 

𝑅𝑗𝑡 =∝̂𝑗+ 𝛽̂𝑗𝑅𝑚𝑡 + 𝑒𝑗𝑡 

𝑒𝑗𝑡 = 𝑅𝑗𝑡 − (∝̂𝑗+ 𝛽̂𝑗𝑅𝑚𝑡) 

Rjt is the rate of return of security j over period t. 𝑅𝑚𝑡 is the rate of return on the CRSP equal-weighted market 

index over period t, and ∝̂𝑗 and 𝛽̂𝑗  are ordinary least squares estimates of firm j’s market model parameters, 

and 𝑒𝑖𝑡 is the random error terms.  

3.7 Cumulative Abnormal Returns (CARs) 

Now, by using the market returns on the stock, a cumulative abnormal return can be estimated for each event 

window: 

𝐶𝐴𝑅𝑗 = 𝐴𝑅𝑗𝑡1 + 𝐴𝑅𝑗𝑡2 = ∑ 𝐴𝑅𝑗𝑡
𝑡2
𝑡=𝑡1   

Where 𝐶𝐴𝑅𝑗 stands for cumulative abnormal return in the two days event window period,  
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From this CARs we have calculated the 𝐶𝐴𝐴𝑅 - Cumulative average abnormal rate of returns over the 

cross-section of events.  

𝐶𝐴𝐴𝑅 =
1

𝑁
∑ 𝐶𝐴𝑅𝑗

𝑁
𝑖=1   

3.8 Univariate Analysis 

Now, all CARs will be tested for each event window for the entire study period. To examine whether the 

following equation holds merit: 

𝐶𝐴𝑅𝑗  = 0 

Now t-test will be employed to test the equation’s significance if the equation is found statistically significant. 

Then it could be concluded that the bank loan announcements affect market returns.  

3.9 Multivariate Analysis 

In order to check the robustness of the prediction of explained variables, the study will run a multivariate 

regression. All the CARs have been regressed several other independent variables for 1995 to 2015.  

𝐶𝐴𝑅𝑗 =  ∝ + ∑ 𝛽𝑖𝑋𝑗 + 𝜀𝑗
𝑁
𝑗   

Here 𝐶𝐴𝑅𝑗 stands for the abnormal return of the event window being considered for company j. ∝ represent 

the intercept, and ∑ 𝐵𝑖𝑋𝑗
𝑁
𝑗  represent the sum of all coefficients 𝛽j of all independent variables. We have 

regressed seven independent variables in the equation, and the regression model (OLS) is as follows: 

𝐶𝐴𝑅𝑗 = ∝ + 𝛽1𝐹𝑟𝑖𝑚 𝑠𝑖𝑧𝑒 +  𝛽2𝑅𝑂𝐸 +  𝛽3𝐿𝑒𝑣𝑒𝑟𝑎𝑔𝑒 + 𝛽4

𝑀

𝐵
+ 𝛽5 𝑇𝑜𝑏𝑖𝑛′𝑠𝑄 + 𝛽6𝐼𝑛𝑣𝑡. 𝑔𝑟𝑎𝑑𝑒

+ 𝛽7𝑁. 𝐼𝑣𝑠𝑡. 𝑔𝑟𝑎𝑑𝑒 

Where CARj is the abnormal return for the event window for company j. The 𝛽1, 𝛽2, 𝛽3, 𝛽4  𝑎𝑛𝑑 𝛽5  represent 

the company’s general information. 𝛽6 represent the company’s investment grade, which is a dummy variable 

and 𝛽7  represent the non-investment group is also a dummy variable. These two dummy variables are 

introduced to see how the quality of credit affects the abnormal return.  

4. Results and Discussion 

In this section, results are discussed and elaborated based on how a bank loan announcement affects the market 

price of a stock.  

4.1 Univariate Analysis 

The calculated statistics of cumulative abnormal returns(CARs) for the period of 1995 to 2015 has been 

presented in the table 1. Here in the descriptive statistics table, mean, standard deviation, minimum, maximum, 

first quartile, and third quartile are represented. The table also reports two more statistics. (i) a two-tail t-statistic 

for testing CARs equals zero and (ii) the p-value of binomial test for a positive sign probability equaling 0.5. 

 

Table 1. Descriptive statistics and t-test results 

Event Window Mean stDev (%) t-Test Min (%) p25 Max (%) p75 P-value 

[-1; 0] 0.15452% 5.08624% 4.7073*** -79.3587% -1.4994% 362.7660% 15.8845% 0.000*** 

[-1; 1] 0.30467% 6.24847% 7.5553*** -88.8307% -1.8375% 365.2664% 2.0796% 0.000*** 

[-2; 2] 0.48523% 7.87658% 9.5443*** -120.9928% -2.3995% 366.8067% 2.7939% 0.000*** 

***,**,*represent significant at 1%, 5%, and 10% level. 

          

Among all the event windows, the maximum change is in the five-day window, where the abnormal return 

increased by 366.8% and decreased by 120.99% with a variation of 7.877%. In the case of the 3-days window 

highest increase is 365.25% and decreased to the lowest by 88.83%. The study’s research question is whether the 

announcement of bank loan agreements increases the stock price in the market. So to take a close look, the main 

window of this study is a 2-day window [-1; 0]. Where shows that one day prior to the announcement date and 

on the announcement date, i.e. within this 2-days period, stock price increase by 15 basis point, which is 

statistically significant. If we convert it annually, then it becomes 19.315%, so it is also economically significant. 

Compare to the average abnormal return found by Lummer and McConnell (1989) and Billett et al. (1995), it is 

low, as their finding was a significant abnormal return of 61 BPS and 61 BPS points, respectively. This reduction 

in coefficient is logical, according to Fields et al. (2006). After the James (1987) seminal work on the effect of 

firms’ bank loan announcements on stock prices, the effect has almost disappeared due to the increasing 

efficiency of the financial system that reduces information asymmetry. However, this two-day CARs is close to 

Ongena et al. (2014), where they found an increase of 18 BPS.  
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Table 2. Cumulative abnormal returns for big and small firms 

Firm Size Observation (n) CAARs t-Test p-value 

Firm Size<7.03609 11,603 0.1913% 3.1584*** 0.00160*** 

Firm Size>=7.03609 12,406 0.1201% 4.1793*** 0.000*** 

***,**,* represent significant at 1%, 5%, and 10% level. 

 

In order to get a closer look, the studied firms are divided into two groups by the median of the firm size; here, 

the median of firm size is 7.03609. So more or equal to median firms are treated as large firms, and others are 

treated as small firms. For this purpose, only the main interested event (two-day) is considered. For both group 

mean of the cumulative abnormal are statistically significant. However, the effect of loan agreements on stock 

price is comparatively more on small firms. It is annually 23.9% for the small firm, whereas for the large firm, it 

is 15.01%.   

4.2 Multivariate Analysis 

In the multivariate analysis, seven independent variables are regressed to estimate CARs. Among the seven, the 

‘investment grade and non-investment grade’ are dummy variables. These two variables are included to check 

how the credit rating of the borrowing firm affect the abnormal return of a firm, and the other five are about the 

firm’s specification. Column 1, 2, and 3 represent [-1; 0], [-1; 1] and [-2; 2] window respectively. The first 

independent variable, firm size, is negatively affecting CARs in all three times window though the effect is small, 

all are statistically significant, and the sign of the coefficient is consistent with the findings of the table 2. That is, 

small size firms are more sensitive to CARs than large firms. The sign of the coefficient of return on equity 

positively affects the CARs in all event windows but is statistically significant for a two-day window only. That 

means profitability affect the CARs in a very short period. Tobin’s Q affects CARs significantly, but it takes time 

to adjust, for both three-day and five-day window is the sign indicating that its effect is native on abnormal 

return. Most surprisingly, the leverage is not significant in a two-day window, but for a three-day and five-day 

window, it is significant. May be this could be explained with the presumption that not all information is 

instantly reflected in the market price following the announcement, but it reflects after a certain time. However, 

it is significant for a five-day window to indicate that leverage increases the CARs, which is consistent with the 

results of Li and Ongena (2015), who claim that higher leverage generates more CARs. Both the dummy 

variables ‘investment grade and non-investment grade’ are not significant but the sign of the coefficient is 

meaningful, such as for all window non-investment grade negatively affect the CARs and for investment group 

other than three-day window rest of the two windows positively affect the CARs, which is theoretically 

consistent.   

 

Table 3. Multivariate regression on whole sample 

Variables (1) (2) (3) 

Firm size (log assets) -0.0005044*** -0.00063*** -0.0014*** 

 (0.0002305) (0.000284) (0.0003567) 

Return on equity 0.001773*** 0.00064 0.00072 

 (0.0003601) ( 0.0004436) (0.000557)  

M/B -0.000203*** -0.00015*** -0.0002*** 

 (0.0000579) (0.0000714)   (0.000089) 

Tobin’s Q 0.0002014 -0.0007*** -0.0015*** 

 (0.0002186)  (0.0002693) (0.0003383)  

Leverage 0.0008487 -0.00134 0.00525*** 

 (0.0016259) (0.002005)   (0.0025167) 

Ivst. grade 0.0004344 -0.00058 .000033 

 (0.00116) (0.001429) (0.00179)  

N.ivst.grade -0.0001384 -0.00073 -0.0026 

 (0.0009257) (0.00114) (0.00143) 

Intercept 0.0049177*** 0.009807*** 0.01699*** 

 (0.0014989) (  0.001846)  ( 0.00232)  

R-square 0.0016 0.0011 0.0027 
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5. Conclusion 

From the univariate analysis, it could be concluded that the announcement of bank loan agreements significantly 

affects the generation of cumulative abnormal returns (CARs). So the hypothesis of the study is correct that the 

announcement of a bank loan agreement increases the CARs of the borrowing firm’s equity in the market. The 

mean of CARs of the two-days window is 19.315% which is significant both statistically and economically. The 

effect of the announcement of the bank loan agreement is of different magnitude depending on the firm’s size. 

The return of small size firm affected more than the large size frims’. The findings of this study are similar to the 

previous documentation like James (1987), and Mikkelson and Partch (1986) that positive excess returns are 

generated by the announcement of a bank loan agreement. So this also supports the argument that banks got the 

unique capacity to generate information, which reduces the information asymmetry of the market. 

6. Limitation and Further Research 

This study is based on the assumption that investors in the market will react to the information available. So the 

first limitation is that the market is believed to be efficient in semi-strong form. Investors have to believe that a 

bank agrees to extend a loan on the ground that unbiased audit reports about the borrowing firm’s current 

conditions and prospects. The study also assumes that there is no other significant event within the event window 

either from the borrowing firm’s side or from the market side as a whole. That means each event date is free 

from any other significant event. Another crucial shortcoming of the study is that no macroeconomic factor is 

considered to measure the market sensitivity of the investor. However, the efficiency of financial, public rules 

and regulations, central bank’s policies significantly affect the operation of banking financial institutions. Here 

we have considered information asymmetry as one of the prime causes of generating abnormal returns. 

Sometimes the market reacts positively to an announcement of the renewal, but it was previously a troubled loan. 

Bank has restructured the loan to get additional security or higher interest rates. In both cases, the bank uses 

internal information, signalling an intent of the bank to work with the borrower. We think it will be worthy if 

macroeconomic variables are taken into consideration to calculate the abnormal returns and see how policy 

changes might affect the information asymmetry. 
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