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Why this paper?
 We find an interesting pattern in the data

 The distance between a small business 
borrower and its bank 
 increased sharply before the Global Financial Crisis 

(2004-2007), and collapsed as it hit
 is associated with higher loan losses
 is driven by loans made from banks in competitive 

areas to borrowers in concentrated areas
 Cyclicality in distance correlated with bank 

losses more generally
 Proxy for bank risk taking behavior



Why…especially when the Fed 
is raising rates? 
 Why?

 The unanticipated consequences of slow 
monetary tightening (Bernanke vs Taylor)
 A role for bank exercise of market power
 A role for banker moral hazard in the face of 

deposit inflows: “Deposits burning a hole…”
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Data
 Community Reinvestment Act Small 

Business Lending Dataset
 Origination of Small Business Loans by County 

of the Borrower 
 Sample covers all banks with total assets 

above $1 billion
 Small Business Loans are all loans with 

principal amount below $1 million
 Annual Observations covering the 1996–2016 

period



Data contd.
 Summary of Deposits Dataset

 Ownership and Location of branches of all 
U.S. depository institutions

 Distance is the geodetic distance 
between the borrower’s county centroid 
and the bank’s closest branch
 Also, population weighted centroid



Data contd.
 Small Business Administration Government 

Guaranteed Loans Dataset
 Information about the origination date, borrower, 

and respective bank lender of all government 
guaranteed small business loans in the US. 

 Information about the address of the borrower 
allows geocoding of the coordinates and 
computation of distances to borrower.

 Information on Loan Status (e.g. Paid-In-Full, 
Outstanding, Charge-off)

 Sample covers 2000–2016 period



Figure 2A: Average Lending 
Distance



Figure 3A: Median Lending 
Distance (Volume-weighted)



Figure 2C: Proportion of Lending to Counties 
outside Branch Network (Volume-Weighted)



Empirical Methodology - Main 
Specification

 Bank b lending to county c in year t
 County time plus bank fixed effects.
 Zt

 Detrended change in real GDP
 Log difference in US unemployment rate
 Standardized net percentage of loan officers tightening standards 

 Xbt
 Bank size
 Shares of different kinds of loans



Table 2: Summary Statistics



Table 3: Distance and Small Business Lending: 
Business Cycle Indicators



Figure 4: Distance and Lending Growth 
over the Business Cycle



Robustness
 Alternative measures of distance

 Proportion out of county
 Other specifications

 Eliminating one state at a time
 Requiring minimum number of loans to a 

county
 Bank mergers and acquisitions
 For various bank sizes

 For specific industry



Figure 5: Small farm lending distance



CYCLICAL DISTANCE AND DEFAULT



Distance and default
 Are above-trend increases and 

subsequent declines in lending distance 
associated with default?

 Turn to SBA data set where we have 
data on charge-offs 



Figure 6: Charge-offs by distance across years



Figure 7: Distance and Likelihood of Charge offs



Are distant loans different? 
Loss given default by distance by year



Figure 8: Distance and Loan Interest Rate



CYCLICAL DISTANCE AND BANK 
LOAN MARKET CONCENTRATION



Figure 9A: Distance and HHI at Origin



Table 5: Distance and Loan Mkt Concentration



Outflows, Inflows, or Both

 HHI Share =1
 County 1 very concentrated relative to 2
 Loans into 1 from 2

 HHI Share = 0
 County 1 very competitive relative to 2
 Loans from 1 to 2



Figure 11: Flows based on HHI share



POSSIBLE EXPLANATIONS?



Is it low cost of funding? 
Timing seems off



Table 8: Distance and Cost of Funding



Facts so far
 Distance lending originated from 

counties in which banking was 
competitive and went to concentrated 
counties.

 Distance lending at a time the Fed 
started raising interest rates.

 Could this have anything to do with 
Drechsler, Schnabl, and Savov (2017)?



DSS (2017)
 Banks have varying degrees of market 

power in their deposit markets.
 When Fed raises rates, they are passed 

through fully only in competitive banking 
markets
 High deposit interest expense beta

 Deposit growth lower in concentrated 
areas.
 Loan growth lower – the “deposit channel”



Our elaboration:

 Where do dissatisfied flighty depositors 
in concentrated areas go?

 Perhaps some redeposit in banks in 
competitive areas.

 But borrowers are already well-supplied 
in these areas.

 Banks in competitive areas have 
additional funds!  



Deposits “burning a hole”
 If they have few local lending opportunities, 

they could simply invest the funds in 
Treasuries.

 CEO short termism might preclude that (Stein 
(1989), Rajan (1994), Agarwal and Ben-David 
(2014)).
 Loans source of immediate fees, and nearby 

competitors raking it in.
 Lower loan growth might suggest fewer lending 

opportunities.
 Form of CEO vs shareholder moral hazard



Deposit growth and 
concentration: 2004-07



Figure 10: Local market concentration and charge-offs



Table 9:  Distance and Interest Expense Beta



Proxies for short termism (or 
constraints on it)
 Public vs private banks (Falato and 

Scharfstein (2016))
 Risk controls (Ellul and Yerramilli 

(2013))
 Big-4 auditor (DeFond and Zhang 

(2014))
 Pct of CEO pay in bonuses and options 

(Fahlenbrach and Stulz (2011))



Table 10: Distant lending and short-termism



Table 11: Distant lending, agency and 
market concentration. 



Alternative sources of moral 
hazard
 Maximizing shareholder/deposit 

insurance put (Keeley (1990))
 Why not make risky loans locally?
 No unidirectional correlation with bank 

capital 
 Distant branch manager/loan officer 

career concerns
 Small banks
 Banks diversified across areas



Figure IA 11 Internal Capital Markets: Variation 
of HHI across the Branch Network



Why care about small business lending?

 Example of interaction between 
monetary policy and incentives.

 Representative of more systemic 
behavior. 
 Banks with higher overall NPAs (not just 

SBL) over 07-09 
 Were more likely to experience pro-cyclical 

distance lending.



Figure 14: Distance Lending and Bank 
NPAs (2007-09)



Conclusion
 Risky distant lending accompanied 

monetary policy tightening.
 Does it imply all monetary tightening will have 

similar effects?
 Interaction between pace of tightening, 

competition, and managerial myopia key.
 Does not preclude other reasons for risk 

taking.
 Could distant lending be the canary in the 

coal mine?
 Goodhart’s law 
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