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Motivation

� Turning to a new bank:

� Defining moment in any credit relationship

� Strategic decision often taken by the firm

� Important theoretical literature incorporating switching decisions

� Yet surprising lack of empirical evidence on:
� Bank-firm behavior / loan conditions right before and after switching

� This paper: dynamic path of loan conditions
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We Study

� A unique data-base 

� Follow firms and banks through time, identify switches, and compare 
the loan conditions of switching and non-switching loans

� Match on many characteristics

� Time, Bank, Firm, and Relationship 
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We Find

� Bank/Firm behavior

� New banks give best ratings to all switchers

� Information sharing limits [but does not eliminate] adverse selection

� Still two-month limit: firms blush-up performance

� Loan conditions

� Rates Switching Loans - Non-Switching Loans » -80 basis points

� Interesting dynamic pattern: “further down then up”

� Longer maturity, larger loan amount, but also more collateral

� Maturity shortens afterwards

� “Bargain then rip-off” strategy ?
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Theory

� Models of repeated corporate borrowing

� Bank obtains private information over the course of the relationship 

� ... It becomes an “inside bank” 

� This limits competition from “outside banks”

� Allows inside bank to extract “informational rents”

� Winner’s curse problem � mixed strategy equilibrium...

� There is some occasional switching

� When the outside bank’s offer undercuts the inside bank’s offer 

� There is adverse selection in the group of switchers

Sharpe (JF 1990), Fischer (1990), Rajan (JF 1992), Von Thadden (FRL 2004)
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Determinants of Relationship Duration

� Time and number of relationships speeds up switching

� … also young, small, high-growth, intangible, constrained, and highly 
leveraged firms switch faster…

� E.g., Ongena and Smith (JFE 2001) & Farinha and Santos (JFI 2002)

� Non-monotonic relationship btwn probability of switching and firm opacity

� … firms are more likely to switch in more competitive markets, … etc.

� Gopalan, Udell, and Yerramilli (2007)
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Relationship Duration & Contract Terms

� Quantity � [+]

� Price � [+ / 0 / - ]

� E.g., Petersnen and Rajan (1994 JF), Berger and Udell (1995), 
Elsas and Krahnen (1998), Degryse and Van Cayseele (2000), 
Gopalan, Udell, and Yerramilli (2007)…
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Issues

� Composition of borrower pool may change over time

� Cross-sectional models may fail to capture dynamic effects

� We match at the switch

� Joint character of loan rate, collateral, and matur ity decisions

� Most studies assume a sequential decision process 

� We simply match, not assuming any particular sequence

� Loan fees and cross-selling

� Most studies ignore

� We match on bank, time, type of loan, scope of relationship, and relative 
loan volume of the borrower
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Data

� Public Credit Registry of Bolivian (1999:03-2003:12)

� All banks have to participate

� Screens

� Commercial Loans � firms 

� Loan Initiations � comparable firm & contract info at the precise time…

� Single-payment & installment loans

� When assessing relationships we use all types of loans

33,084 Loan Initiations to 2,805 Firms
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Definition: Switchers, Inside and Outside Banks

1,062 Switching Loans to 615 Firms
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Comparison: Other loans from inside banks 
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Comparison: Other loans from outside banks
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Inside vs. Outside

“Inside” and “Outside” spreads are very similar

(possibly) suggesting that 

Switching “gives a firm an edge”, but the

advantage “fades over time”

as comparable inside customers (in outside banks) also have to pay more

Investigate the “dynamics” by

regressing past/future loan rates of switchers on relationship duration
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“Artist’s Impression”

Normalized Loan Rate (in bps)

Less pronounced cycle � high HHI, frequent switchers, better rated firms
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“Artist’s Impression”

Normalized Loan Rate (in bps)

Could explain the mixed findings…
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Other Contract Terms
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Conclusions

� Best performing firms switch:

� Banks initially do not seem to properly assess credit quality

� Information sharing is effective, but some “window dressing” and adverse 

selection remains due to the 2-month reporting window

� Jappelli & Pagano (JF 1993), Padilla & Pagano (RFS 1997, EER 2000)

� Switching loan rates are lower:

� Further decrease � initially more intense competition?

� Hold-up eventually arises

� Less in concentrated markets for frequent or highly rated switchers

� Sharpe (JF 1990), Fischer (1990), Rajan (JF 1992), Von Thadden (FRL 2004)

� Other conditions: somewhat similar
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Figure 2: Number of Loan Initiations
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