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a b s t r a c t
Disagreement exists about the potential effects of changes in competition on relationship lending.
Boot and Thakor (2000) predict that an increase in capital market competition should lead to a
reduction in relationship lending; however, Dinç (2000) predicts that greater capital market
competition should increase relationship lending. Thus far, data limitations have precluded
empirical tests of these competing hypotheses. In this study, we use a unique data set drawn from
the deregulation of the Japanese financial system. Our findings show that increased capital market
competition is associated with reduced relationship lending. However, the effect differs according
to the maturity of the loans; increased capital market competition is associated with reduced
long-term, but greater short-term, relationship lending.
© 2012 Elsevier B.V. All rights reserved.
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1. Introduction
Relationship banking is frequently the focus of recent literature on financial intermediation (Boot, 2000). This literature often
discusses how banks can develop close relationships with their borrowers to overcome the fundamental problem of asymmetric
information in the credit market. In recent years, however, the role of banks in the credit process has diminished due to the
reduction in the marginal cost of information and in the ratio of private to public information. At the same time, dramatic
increases in competition from the capital market have altered the relationship between banks and their borrowers.
These changes raise a number of important questions about financial intermediation. This paper focuses on two primary
questions: (i) do the bank's commitments to relationship lending diminish when competition from the capital market intensifies?
and (ii) does the maturity of relationship lending (short-term versus long-term) matter? These two questions become increasingly
important since significant changes have occurred in capital market competition (Boot and Thakor, 2000). Moreover, existing
literature offers conflicting predictions on the effects of this increased competition.
Boot and Thakor (2000) predict that increases in capital market competition for bank loans will lead to a reduction in
relationship lending. Their underlying premises are: (i) commercial banks will engage in both relationship and transaction
lending; and (ii) these banks will substitute one for the other based upon a variety of factors including technology, competition,
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regulation, and relative profitability. While relationship lending is more valuable to the borrower than transaction lending, it is
more expensive for the bank, since the bank must develop the sector-specialized expertise that is necessary to become a
relationship lender. Following this argument, commercial banks may be expected to reduce their fund allocation to relationship
lending and shift to transaction lending as they face increased competition from the capital market. Boot and Thakor (2000) also
suggest that an increase in interbank competition will diminish the profitability of transaction lending more than relationship
lending, thereby inducing banks to shift from transaction to relationship lending.
In contrast, Dinç (2000) argues that a bank's commitment to relationship lending depends upon how such lending affects its
reputation. Increased competition from the capital market will strengthen the bank's incentive to maintain a good reputation,
thus leading to an increase in relationship lending. But Dinç agrees with Boot and Thakor (2000) in that increased interbank
competition will not lead to a decline in relationship lending because it reduces the profitability of transaction lending more than
that of relationship lending.
Several studies also focus on the link between the degree of competition and the importance of relationship lending. For
example, Yafeh and Yosha (2001) argue that an increase in competition leads to more relationship loans for multi-product banks.
Dell'Ariccia and Marquez (2003) argue that banks may substitute relationship loans for transaction loans as a response to more
interbank competition. Degryse and Ongena (2005) use Belgian data to examine the effects of greater interbank competition on
relationship loans, even though the effects of capital market competition is not the focus their study. While our paper focuses
primarily on the effects of changes in capital market competition, we also consider the effects of change in interbank competition.
The deregulation of the Japanese financial system provides an excellent laboratory to test the competing predictions of Boot
and Thakor (2000) and Dinç (2000); both predictions focus on the effects of increased capital market competition on relationship
lending. During the 25-year time frame of our analysis, the extent of the capital market competition has increased dramatically.
These changes allow us to measure the impact of increased competition on relationship lending and provide empirical data by
which we can reasonably isolate the differential effects of increased capital market competition from the effects of increased
interbank competition.
Our 25-year study period is divided into four subperiods based upon the degree of capital market competition. These
subperiods are primarily based upon the evolving deregulation of the Japanese financial markets. Period 1 (1978–1984) signifies a
period of bank domination; Period 2 (1985–1990) is characterized by expanding capital market financing; Period 3 (1991–1997)
represents a period of a more openly competitive financial system that has restrictions; and Period 4 (1998–2002) characterizes
an almost complete abolishment of the barriers to the capital market. Our findings show that increased capital market
competition is associated with reduced relationship lending. However, the effect differs according to the maturity of the loans. In
general, increased capital market competition is associated with reduced long-term, but greater short-term, relationship lending.
This suggests that commercial banks tend to switch from long- to short-term lending in response to greater competition from the
capital market. This finding is not surprising given that the deregulation of the Japanese financial sector provides corporate
borrowers with increased access to bond market financing. We also find that increases in interbank competition, following
intensifying capital market competition, are generally associated with increases in short-term relationship lending.
The remainder of this study is organized in the following manner. Section 2 discusses relationship banking in greater detail.
Section 3 describes how the Japanese financial system evolved over the four subperiods and introduces our hypothesis. This
section also details the empirical model, the sample selection, and other variables of interest. Section 4 reports our empirical
findings and the results of robustness checks. Section 5 concludes the paper.

2. Relationship banking and the main bank
2.1. Relationship banking
Boot (2000) defines relationship banking as “the provisions of financial services by a financial intermediary that: (i) invests in
obtaining customer specific information, often proprietary in nature; and (ii) evaluates the profitability of these investments
through multiple interactions with the same customer over time and/or across products.” In contrast to the key dimensions of
proprietary information and the multiple interactions of relationship banking, transaction banking involves either a single
transaction (generally a loan) between a lender and a borrower or a series of identical transactions. 1
Relationship lending involves several aspects: (i) flexibility and discretion that facilitate implicit long-term contracting;
(ii) extensive covenants that mitigate potential conflicts of interest; (iii) facilitating the monitoring of collateral by the lender; and
(iv) funding short-term unprofitable loans that may be profitable in the long-term (e.g., Boot, 2000). While these functions
(specialization, monitoring, screening, and certification) are associated with lending relationships and produce numerous
benefits to both borrowers and lenders, relationship banking also has potential costs.
In particular, relationship banking has two important potential costs. The first is the lender's unwillingness to enforce the loan
contract terms due to the long-term relationship between the borrower and the lender; this is known as the soft-budget
constraint problem. Peek and Rosengren (2005) document evidence that, with implicit permission from the regulatory

1
According to Dewenter and Hess (2003), in former English colonies, transactional banks could be distinguished from relationship banks by their short-term
loans, limited involvement in borrowers’ management, and reluctance to re-negotiate problem loans.

