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Local Lending Markets: What a Small
usiness Owner/Manager Needs (o
Know

David W Blackwell’
PricewaterhouseCoopers LEP

Drew B. Winters
University of Central Florida

Thus paper 1s a chnical examination of local lending markets served by two
bank holding companies. Using small business Lines of credit, we find evidence
of hugher average rates i the fess compentive markets and less responsiveness
of interest raies o the strength of the relanonship berween the borrower and
the bank 1a the less compentive markets. These findings suggest that even after
the dramatic changes in the banking indusiry over the last 20 years, the smali
buyiness owner/manager sitll faces interest rates driven by local market com-
petition In our conclusion, we offer some suggestions about how the small
business owner/manager may be avle to gain access to more competitive loan
rates.

introduction

Berger and Udell (1998) report that the primary sources of small business fund-
ing are the principal owner, trade creditors, and commercial banks They present a
fife cycle for small business funding that begins witk all funding from the principal
owner and that shifts toward funding from trade credit and bank loans as the firm
grows and ages. Berger and Udell note that as smalf firms access external debt the
owner often s required to pledge personal assets to support the debt because small
firms are often informationally opaque. Because of the wealth (personal ané busi-
ness) that the small business owner has at stake, it 15 fmportant that the small
business owner understand the market for bank credit 1o smal’ busmesses.

* The authors wish to thank the six banks that provided data for this study. Without
their support and data thus study would not be possibie. The authors are responsible
for any errors or omissions. The views expressed in this paper are those of the
authors and do not necessarily reflect the views of PricewaterhouseCoopers LLP.
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Existing evidence suggests that developing a relationship with & bank is valu-
gble t© a small business. Petersen and Rajan (1994) find that the length of firm’s
primary banking relationship is positively related to the amount of credit available to
a small busmess, while Berger and Udell {1995) find that the length of the primary
bank:ng relationship is negatively related to the cost of debt to small firms The
value of bankmng relationships for small firms must be tempered. however, by Han-
nan’s {1991} findings that lending markets are local {geographically hmited} with
higher average loan rates in the less competitive markets.' In addition, Petersen and
Rajan (1995) find that small firm loan rates decline more slowly in markets with less
tocal banking competition. Because the value to small busmesses of banking rela-
tionships 1s related to lfocal banking competition, a logical question is whether
consolidation of the banking mdustry, ongoing smce the late 1970s, has aftected
local lending competition.” The answer to this question lies on two dimensions: the
quantity and pricing of credit in local banking markets.

As the banking industry consolidates, one concern for small businesses :5 that
large banks may be less able or less wiiling to lend to small firms. Peek and Rosen-
gren (1998a} examine the share of a bank's loan portfolio allocated to small business
foans. They do not find evidence to suggest that the amount of small business loans
has declined with the consolidation of the mdustry. In fzet, they find that m about
haif the mergers they stady. small busmess lending ncreased m the pertod immedi-
ately following the merger. Berger, Saunders, Scalise, and Udell (1998) alse find
that the conschdation of the banking industry has net reduced the amount of small
business lending. This suggests that small business owners coatinue o have access
to bank loans for their businesses—but at what cost?

Meyer (1998} suggests that bapk mergers are mostly market extension mergers,
so they do not mcrease local market concentration. lnstead, Mever suggests that
market extension mergers may increase local market competition Given the findings
of Hannan (1991} and Petersen and Rajan (1995) that local lending markets are
based on the amount of local competition, Meyer's suggestion of increased competi-
tion means that more competitive loan rates may be avaifable to small Susinesses as
banks merge. This is the issue examined m this paper. Specifically, do bank holding
compamies have common loan rates for sumilar small businesses across holding
company locations {thus ntroducing compettive pressures to new markets) or do
they price loans based on local market conditions?

Ths paper s a clinical study of local lending markets served by two bank hold-
ing companies. Using loan data from different banks within two bank holding

' Hannan {1991) defines local markets using Metropelitan Statistical Areas (MSAs).
2 . . . ~ . « .

© Thas question is one of the primary public policy issues related to the conschdation
of the banking mdustry. [See, for example, Frame (1994) and Keeton (1995).1
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64 Blackwell and Wimnters

companies, we test for local markets within each holding company. Specifically, we
address three questions.

{1} Are there local markets for loan rates within bank holding companies,

(2} Are the local ican rates the result of the competitive structure of the loan

market; and

(3) Within a holding company, are loan interest rates more rigid iz markets

with less competition?

We examme variations it the pricing of lines of credst across banks within two
bank holding companies that are located m the same limited geographic region We
find evidence that the holding companies in our clinical sample charge different loan
rates at different bank locations, ceteriy paribus. Withm each holding company we
find that the location premium varies with the amount of local competition. In addi-
ticn, we find evidence that loar interest rates decline with longer bark/borrower
relationships, but that the rates are less responsive to the length of the banking rela-
tionship n less competitive markets, a finding that suggests that loan interest rates
are more rigid in less competitive markets.

Cur results suggest that the small busmess owner/manager is stil! faced with
local lending markets. This suggests that 1f the busmess is located in a less competi-
trve/more concentrated banking market, the owner/manager will have to pursue
lower loan rates over a wider geographic area because the banking competition will
be slow to impose lower rates on the lending bank. In our summary and conclusion,
we discuss some options for the owner/managers to reduce their foan rates.

Locat Loan Markets and Their Testable Implications
integrated Markets and Borrower Reputation

Diamond (198%) examunss the role of reputation i danking relationships In
Diamond’s model, adverse selection and moral hazard problems resuit iz imtially
h:gh eguilibrium in‘erest rates to the pool of potential borrowers. Cver time, some
borrowers default and others repay their loans. As the banking relationship develops,
the payment histories accumulate to form repuiations that reduce the lender’s
adverse selection and moral hazard problems This precess results m lower interest
rates to firms acquiring reputatiors as non-defaulting borrowers. Diamond {:851)
extends the Diamond {1989) model to suggest that the ieputation developed through
repeated successful ‘ransactions with banks is portable. If reputation 1s portable, as
banks compete t¢ lend to firms with non-defauliing reputations rates should con-
verge across banking markets over time.

Local (Segmented) Markets

The aitermative to an integrated market is gecgraphically segmented (local) mar-
kets. Sharpe (1990) develops a model of the bank/borrower relationship that would
allow iocal markets to exist. Sharpe suggests that lending relationships provide the
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lender better mformation than the lender’s competitors. The result 15 that the high
guality borrowers are informanionally captured. Asymmetric information across
banks provides the lender with monopoly power beczuse adverse selection probiems
prevent a lender’s competitors from attracting high-quality borrowers without
attracting less desirable borrowers.

Sharpe’s mode! explams why borrowers may have difficulties reliably convey-
mg thewr reputations to lenders in different locations, but 1t does not explamn why
fenders would not cross markets to attempt to find high-quality sorrowers, especially
if high-quality borrowers are paying abnormally high loan merest rates mn a given
local market. For lenders to remain out of attractive markets (ones with higher risk-
adjusted loan interest rates than thewr current market), the cost of operating i the
local market must exceed the risk-adjusted loan mterest rate gan. The cost of cross-
ing markets would be especially imrportans m small business lending if there are high
fixed costs associated with credit analysis and credit moaitoring because of the rela-
tive small dollar amount of the typical small business foan. If local lending markets
exist because of hagh entry costs. then a positive role for mergers may exst fo pro-
vide competitive loan interest rates for smal! businesses ucross focal markets.

Hannan (1991) notes that bank regulation 18 built, in part, on the assumption
that maikets for some banking products are geographically segmented or foca!
Hannan tests for local loan markets and finds evidence that competitive differences
across markets explain the observed differences in loan rates across markets. Hannan
further suggests that greater interest rale rigidity n concenirated loan markets
explams the observed differences in loan rates.

Petersen and Rajan {1995) also exanunc the effect of local market banking com-
petition on interest rates. They suggest thai m more concentrated banking markets,
banks charge lower mitial interest rates because they expect {o recover the instial rate
subsidy later in the relationship by providing additional loans or other services. The
fower mmtial rates allow more firms to receive financing before moral hazard forces
the banks to cut off credit. Fhe result s that in concentrated banking markets young
firms pay lower-than-competitive rates and ofder firms pay higher-than-competitive
rates. Petersen and Rajan (1995} find empirical support tor ‘ower imtial interest rates
and for subsequent rate ngidity

Testable Implications

Meyer (1998) suggests that banking mergers may :ncrease local competition
because most bank mergers are market extension mergers. It follows from Meyer
that mergers bring banks from outside the loca! market mito the local market and that
the new bank may bring with 1t loan rates from its old market. If this 15 wue, we
should not {ind location premiums within a holding company, ceteris partbus

Based on Meyer's suggestion and the current literature on small firm loan rates,
there are three issues that we need o exanune within bank holding compantes. First,
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56 Blackwell and Winters

do we find evidence of local ican pricing n our sampie? We address this issue by
testing for different loan interest rates across banks within a holding company while
controlling for borrower-specific characteristics. Second. if Jocation pricing exists, s
the location premium related to the amount of local banking competition? In our
sample, we address this 1ssue by examining the relationship between location premi-
ums and the number of banks in the local market. Finally, Hannan (1991) and
Petersen and Rajan (19935) find pricing ngidity in less competitive markets. We
examine rigidity within each bank nolding company.

Other lssues Addressed with a Clinical Sample

The emprical papers discussed above find evidence of local lending markets
using loans sampled nationally * Their samples require the authors to use proxy vari-
abies to control for factors that influence loan interest rates. Below. we discuss the
factors the authors attempt to control for and discuss why our clinical sample pro-
vides direct control for these factors.

One primary factor that the previcus studies coxtrol Zor 1s local credit market
condit:ons. The authors controi for local market conditions using proxies such as

(1} The Herfindah! mndex,

{2} State unemployment rates, or

(3} Local wage rates.
Our sample comes from banks operating within a 50-mule radius mn one state.
Accordingly. we believe the banks and firms mn our sample operate under the same
market conditions and, therefore, these conditions are held constant

A second prumary concern 18 to control for lender characteristics Hannan uses
only urban banks m an attempt to use banks with simifar characteristics. Petersen
and Rajan (1995) differentiate between bank and non-bank lenders We duecily
control for different bank characteristics by testing for local markets within two dif-
ferer:t bank holdmg compames. Within each holding company, the banks use the
same procedures for analyzing credit quality, granting loans, and pricing loans.

Another concern s to control for the maturily of the loan. This s ar 1ssue
because the national samples mclude bota kines of credit and term loans. Berger and
Udell (1995) state that lines of credit and term loans are fandamentally different.
They describe lines of credit as relationship loans and term loans as transaction-
driven loans. Because term loans are trapsaction based. term loan interest rates are

? Hannan (1991} uses the Survey of the Termy of Bank Lending by the Federal
Reserve. The survey is done quarterly and collects bank loan characteristics for 2
strasified sample of over 300 banks from across the U.S. Petersen and Rajan (1995)
use the National Survev of Small Business Finance conducted by the Federsl
Reserve and the Small Business Admunistration. The survey collected data from over
3400 smal} businesses from across the U.S.

,,,,, — e _____Copyright© 2001. AllLrights.reserved.
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often deternuned more by the asset being funded than re.ationship factors that influ-
ence the interest rate on other firm loans fom the bank. Accordmgly, terr: loan
interest rates are less hikely to dechine than line of credut interest rates as the
bank/borrower relationship develops. Petersen and Rajan (1994) and Berger and
Udell (1995} use the same national sample and find different results for the unpact
of bank/borrower relationshups on loan interest rates. Pelersen and Rajan use all the
loans m the sample and find no evidence that bank/borrewer relationships impact
foan interest rates, while Berger and Udell exclude term loans and use only lines of
credit from the sample and find that loan rates decline as the bank/borrower relation-
ship develops. Blackwe!l and Winters (1997), using a different sample of lines of
credit, also find evidence consistent wuth declines i interest rates on lines of credit
as the bank/borrower relationship develops. We infer that the imclusion of tenm loans
in a sample for cross-sectional tests of loan mterest rate rigidity may bias the results
toward finding interest rate rigidity. Accordingly, our sample includes only lines of
credit.

Data and Methods
Sample Bescription

The sample consists of 215 lines of credit collected from six banks in two hoid-
ing companies operating mn a limited geographic region (radius of SO miles).* The
loan agreements were active at fiscal year end, 1988. We require active loans to
obtam current pricing data. The loans had been reviewed and renewsd within the
year, but for our data collection, it was not necessary that a draw existed agamst the
available kine of credit. The data collected from cusicmer loan files include the inter-
est rate, a description of collateral, fees, the existence of a deposit relationship with
the lender, the bank loan ciassification based on credit risk, and customer financial
information. To gain access to this data, we promused ot to identify the banks or
their borrowers.

The sample has several benefits that provide necessary controls when testing for
different loan rates across markets. The sample is from a hmted region within one
state, which reduces concerns about different economic conditions acress borrowers.
The sample is from two bank holding companies. By examining loan pricing within
a holding company, we directly control for bank-specific lending policies and risk
preferences while testing for location premiums m loan rates. The sample includes
the »ank’s risk classification for each loan. This variable provides an ordmal ranking
of loans based on the bank’s perception of loan risk and the bank’s loan-specific
monitoring efforts. Blackwell and Winters (1997} show that the bank’s risk ciassifi-
cation 15 a significant factor in the pricing of lines of credut.

4 s . . . .
While the six banks operate in the same lunited geographic region, none of the six
banks have physical locations in the same towns or cities.

i . Copyright © 2001%. All-rights-reserved. R



68 Blackwell and Winters

Statistics on the Banks and their Markets

Table I provides data on bank size and local market competition. The local mar-
ket is defined by city lsting in Poik’s Bank Directory.

Holding Company A kas total assets of $750 millicn and includes more than the
three banks in our sample. The hoiding company applies common commercial loan
procedures across banks, but lending decisions, pricing, and loan servicing are done
at the subsidiary level. Bank 1 has $100 million in totel assets. Bank 1 has two locat
bank competitors, and one of the two compettors is headguartered in the local mar-
ket. Bank 1 1s the larger of the two banks headquartered in its market. Bank 2 has
$50 million 1n total assets. Bank 2 has two local bank competitors, and one of the
competitors is headguartered in the local market. Bank 2 is the smaller of the two
banks headquartered in the market. Bank 3 has $225 miliion in total assets. Bank 3
kas four local competiters with one of the competitors headquartered in the market.
Bank 3 is the smaller of the two banks headquartered i its local market.

Table 1—Description of Bank Sizes, Total Deposits, and Local Market Competition

Bank Total Assets (000) Number of Banks® Number of Headguarters”
Holding Company A $ 750,000

Bank 1 $ 100,000 2 §

Bank 2 $ 50,000 2 i

Bank 3 $ 225,000 4 t
Holding Company B $5,000,000

Bank 4 $ 150,000 4 0

Bank § $ 350,000 7 2

Bank 6 $4,000,000 15 6

“The total number of banks histed m the local market {city) i Polk’s bank duectory, excluding the bank i
the sample

"The number of banks kisted as headquartered m the local market (city) m Polk's bank directory, excluding
the bank 11 the sample This number excludes histings for branches from banks headqguartered i other citics

Helding Company B has $5 billion 1n total assets and also includes more than
the three banks m our sample. The holding company has common commercial loan
procecdures across banks including a loan-pricing model;, however, loan decisions
and loan servicing are done at the subsidiary level. Bank 4 has $250 millior ¢ total
assets. Bank 4 has four local bank competitors, but none of its iocal compettors is
headquartered in the market. Bank 5 has $350 million m total assets. Bank 5 has

° Hannan and Liang {1995} assess the competitive influence of thrifis on commerecial
ioan rates. They find that :nciuding controls for thrift competition does not improve
their explanatory power for estimating commercial loan interest rates. Accordingly,
the number of institutions listed as local banking competition includes only
commercal banks,

I e e . __ Copyright ©.2001. All rights_reserved.. ... [



QIBE Spring 2000, Vol 3%, No 2 59

seven local competitors, with two of the competitors headquariered in the market. It
is the largest bank headquartered i its focal market. Bank 6 is the dominant bank i
Holding Company B and has $4 b:ilion in total assets. Bank 6 has 15 local bank
competitors, with six of the competitors headguartered in the local market. Bank 6 is
the second largest bank headguartered in its market.

Empirical Model

Petersen and Rajan (1994), Berger and Udell {1995). and Blackwell and Winters
{1997) identify factors that influence a loan’s interest rate. Using these three studies
for guidance, we specify the followmg maodel for estimating the effect of location on
the interest rates of limes of credit:
(1} spread = a,+ a,{firm size ) + ¢ {collateral)} 1 a.{deposits) — o {loan class,}

+ g (banking relationship,) + . {location ) +€,

where:

Spread = Spread over the prime rate;
Firm Size = In{total assets);
Coliateral = 0/1 dummy vanable where 1 implies the exsstence of
collateral;
Deposits + 0/1 dummy variable where 1 umplies the existence of
deposits at the lending bank;
Loan Class = 0 for (low risk/less frequently monitored loans} and 1
for (medium risk/more frequently monitored loans);
Banking Relationship = In(length of relationship); and
Location = Dummy vanables to wdentify local banking markets.
We do not need to control for time to maturity because the loans m this sample are
renewable annually. In add:tion, the sample 1s a cross-section from 1988, so there :s
no need to control for cyclical vanations in default risk premmums or term premivms.

Dependent Variable

Spread is the dependent variable and 1s the lcan interest rate minus the bank’s
prime rate. The loans in the sample are priced at a constant spread relative to the
bank prime rate and are renewable annually. At the time our data were collected, all
the banks represented i the sample used the same prime rate.

Control Variables

Firm size, collateral, deposits, loan class, and banking relationship are control
variables. These variables are either suggested by theory or have oeen shown
empirically to be important factors in determining the mierest rate on lines of credit.

Conyright © 2001. All rights reserved. o o



70 Blackwell and Winters

We measure firm size with [n(total assets). We offer two reasons why we expect
an mverse relation between firm size and the loan interest rate. First, larger {irms
tend to have larger loans and economues of scale exist ir loan production. Second,
large firms have a greater capacity to service debt and thus have lower credit risk.

Collateral 1s a §/1 dummy variabe that equals 1 for the existence of collateral
on the lcan.® Theory suggests that providing collateral should reduce the loan rate.
Scott and Smith (1986), Berger and Udell (1995), and Blackwell and Winters
{1997}, however, find a positive relation between coilateral and the loan rate in
cross-sectional studies. Collateral simply may proxy for higher credst risk. Grven the
previous empincal results, we expect a positive coeificient on the collateral variable.

We measure the presence of deposizs ar the bank with a dummy variable that
equals 1 when the borrower has a deposit relationship with the lending bank. Fama
{1985) suggests that the bank’s cost of monitonng a full-service customer may be
less than monitoring a loan-only customer because of the additional information
avaiiable on the full-service customer through its deposit history. This suggests a
negative refation between the existence of deposits with the lending bank and the
mterest rate on lines of credit. Berger and Udell (1995) and Blackwell and Winters
(1997} include variables for a deposit relationship with the lending bank. Neither
study finds that a deposit relationship is a significant factor in the pricing of lines of
credit with small firms.

We control for credit risk with a dummy variable for the bank’s classification of
the loan on credit risk and momnitoring frequency. Loan class 1s a dummy variabie
that equals § for lower risk/less frequently monitored loans and that equals ! for
higher nsk/more Trequently monttored loans. The low risk category contams {op
quality loans classified as prime, high quality, or above average. These loans receive
annual reviews. The higher risk category contams loans classified as standard, good,
satisfactory, or average These loans are reviewed semuannually. We expect a posi-
tive reiation between loan class and the loan nterest rate.

Our banking relationship vanable s fn(length of the banking relationship).”
Berger and Udeil (1995) find a negative relation between the age of the relationship
and loan rate to smal} firms with more than $500,000 in total assets. Blackwell and
Winters (1997) find that age of the relationship is negatively related to bank mogi-

® We include the pledgmg of personal assets and the providing of personal
guarantees as collateral.

" Petersen and Rajan (1994, 1995) use the number of instiutions that the firm
borrows from as a relationship factor for both the quantity of debt avarfable to the
firm and the cost of firm borrowing and the number of nstiutions s a sigmificant
explanatory factor for both. Tais data 1s not available for the firms 1n our sample.
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toring and that reduced monitoring leads to lower interest rates.” Accordingly, we
expect a negative relationship between the length of the banking relauonship and the
firm’s loan rate.

Test Variables

Location 1s our proxy for the local lending market. We use a /1 dummy vari-
able for the location of each bank, by holding company. The dummy varables will
allow us to determine if location rate premmms exast within 2 holding company,
ceteris pertbus. If local pricing exists withm the holding companzes, then we want to
test if there s greater price ngidity 1n the markets with higher average loan rates.

Petersen and Rajan {1995) examine the dechine in loan rates as firms age to test
for loan rate nigidity. They find that rates are less responsive to differences i firm
age m less competitive markets. Petersen and Rajan use firm age as a proxy for
quality. In our model, the length of the banking relationship 1s a proxy for the firmt’s
reputation (the firm’s quality as a borrower) with the bank. Therefore, to fest for
local market price nigidity, we mnteract the bank location dummy {our proxy for mar-
ket competition) and the length of the banking relationshin

Summary Statistics on Regression Variabies

Table 2 reports the number of loans from each bank and summary statistics on
the var:ables mn the regression model. Panel A 1 Table 2 reports the number of loans
from each bank and the business structure of the borrowers For Banks 1 through 3.
our sample sizes range from 16 loans to 30 loans. We have a sample of 105 active
lines of credit from Bank 6. The business structure of the borrowers shows that our
sampie is heawily weighted toward corporations and S-corporations Cole and
Wolken (1995) report that more than half of the small businesses surveyed in the
1993 National Survev of Small Business Finances have some credit outstanding.
From: the group with credit, corporations and S-corporations are more likely o use
lines of credit than are partnerships or proprietorships. which s consistent with our
sampie mmx of business forms.

Panel B of Table 2 provides medians for the continuous variables 1n the model,
while Panel C reports frequencies for categorical vanables in the model. The first

® Petersen and Rajan (1994) use both the age of the firm and the length of the
banking relationsh:p as relationship variables when thev examine the cost of firm
borrowing and find that the length of the relationship does not add explanatory
power beyend that of firm age. They note that the correiation between the two
variables 15 0.41. Blackwell and Winters (1997} test the two variables separately
because of concerns for muiticollinearity. Petersen and Rajan (1995) use the age of
the firm but not the length of the firm’s banking relationship in tests for the cost of
borrowmng.
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72 Blackwell and Winters

Table 2—Descriptive Statistics on Lines of Credit to 215 Smazli Firms

Panel A provides the number of loans from each bank and the busincss structure of the borrower Panel B
provides median values for the continuous vanables by bank and Panel C provides frequencies for the
durnmy variables by bank

Holding Company A Holding Company B
Bank 1 Bank 2 Bank 3 Bank 4 Bank 5 Bank 6
Panel A (Number of Loans and Business Structure of Borrower)

Number of Loans/Fums 16 17 27 23 30 1035
Business Structure of Borrower
Corp i1 3 i2 10 12 84
S Comp 5 I 8 8 g 19
Partnership 4} i é 0 2 I
Sole Owner ¢ 12 i 2 4 i

Panel B {Sample Median)
Spread between the Loan Interest

Rate and the Prime Rate (percent) 225 25 100 I 88 200 350
Total Assets {$000) 283500  SEP 00 77900 191 50 59100 762400
Length of Banking Relationship 65 1300 500 450 550 500
(years}

Panel C_{Percent of Sample with the Dummy Vanable Equal to 1)

Collateral 1000 (000 593 200 433 733
Higher Risk Loan Class 1000 1000 926 1009 567 657
Deposit Retationship 754 824 1000 700 900 86

For Bank S, we are missing mformation on the business structure of one of the borrowers

median reported is the median spread relative to the prime rate (spread). The median
spread ranges from 0.5 percent (50 basis points) to 2.25 percent (225 basis points).
At first glance, these spreads suggest the existence of local loan markets. Because
the remaining statistics in Table 2 indicate substantial customer heterogeneity n the
conirol variables, however, any concivsions must awsait the regression results.

Finally, Berlin and Mester {1999) in a smdy of small business banking relation-
ships divide their sample mto below-prime loans and above-prime loans. They
suggest that below-prime loan customers have sufficient reputation to access
national credit markets [reputation portability as suggested by Diamond {1991)],
while the above-prime customers are stuck in their local banking market. We exam-
ine our data for below-prime loans and find three below-prime loans. These three
loans are not inciuded in the final sample of 215 loans used for this study The final
sample is of loans priced at or above prime. Thus, the borrowers in our sample are
unlikely to have access to the national credit markets and are instead local borrow-
ers. Accordingly, the portab:ility of reputation that we examine 1s not from local to
national debt markets; instead, it :s of reputation portability to adjacent local mar-
kets.
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Regression Resuits

QOur regression resuits are presented m Table 3. We report results by holding
company. This aliows us to test for location rate premiums within holding compa-
mes. Testing for location rate premiums within holding compames directly controls
for bank risk preferences and bank loan pricing policies. For each holding company,
we estimate two models: Model | tests for the existence of focal loan markets, and
Model 2 adds tests for loan rate rigidity.

Resuits for Local Lending Markets

First, we discuss the results for Bank Holding Company A. The control variable
coefficients show that size and the existence of collateral are significant at the 1 per-
cent level with the expected sign, while deposit relationship, loan class and the
iength of the banking relationship are not significant. The insignificance of the
deposit relationship is consistent with the findings of Berger and Udelil {1995} and
Blackwell and Winters (1997). The msign:ficance of the relationship variable s con-
sistent with pricing rigidity across banks in the holding company. The resulis for the
toan class appear surprising, given the results of Blackwell and Winters. For Bank
Holding Company A, however, all but two of the loans are in the same class.

The parameter estimates on the location dummy varizbles are positive and
significant (Bank 1 at § percent and Bank 2 at 10 percent).” The dummy variables
suggest that, ceferis paribus, it costs a borrower 46 basis points more to borrow from
Bank | than Bank 3, and 38 basis points more to borrow from Bank 2 than Bank 3.7
There 18 not a significant rate difference between Bank | and Bank 2. Geographi-
cally, Banks I and 3 are 75 miles apart, while Banks 2 and 3 are only 15 miles apart.

® We have data from three banks within Bank Helding Company A. We use each
bank’s tocation as the proxy for the local market and identify each bank with a §/1
dummy varnable. To prevent the location variables from bemng linearly dependent,
we omit Bank 3 from the regression model for Holding Company A We also have
three banks from within Holding Company B. We follow the same process as above
for the location variables used in the regression model for Holding Company B.
Bank 6 is the omitted bank.

o Meyer (1998) notes that small business borrowers pay between 30 and 150 basis
points more in the least competitive markets. We note that the local premiums paid
at banks 1 and 2 are similar while the business structure makeup of their portfolios
are quite different. This suggests that the business structure of a small business 15 not
a significant factor in the firm’s loan rate. In supplementary tests not reported for
brevity, we meluded the borrower’s business structure in equation {1}, The business
structure was not a significant explanatory factor of the firm’s loan rate m erther
holding company.
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Table 3—C0rdinary Least Squares Regressions of the Interest Rates on Lines of Credit to
215 Small Firms

This table presents the regression results by holding company For each holding company we present two
modc! specifications Mode! I has test varmables only for bank location. while Model 2 mcludes the
wteraction variables to test for loan rate ngadity t-statistics are teported in parentheses

Helding Company A Holdmp Company B
Moded | Model 2 Model | Model 2
Intercept 189 1 89 I 12 106
{2 46)%F (2 39)*= {4 55)F=* (4 37yrxx
In(Total Assets) -2t -0 21 EinY| BiRE!
(-3 13)ks*= (-3 Q)= (-4 43)*** (-4 46)¥**
Collateral Dummy Pt i 22 020
(4 62)%%* {4 Spyrsx (2 65)¥*> (2 53+
Deposst Dummy -G 19 -0 19 -§27 - 16
(-0 76) {-0 70} (-2 51y -1 70)*
Loan Class Dummy 609 210 051 (46
620y G21) (6 12)%** (5 59)*#**
{n{Relationship) 010 4312 08 603
(-1 20} (-0 83} (-2 47y%* (-G 1y
Bank | Dumimy 046 042
(2 31)** {106)
Bank 2 Dummy 038 033
(1 79)* (0 382)
Bank 4 Dummy D8s 104
{5 4G)¥*= {4 73)R*
Bank 5 Dummy 481 P25
(5 43)5%* (8 71y
Bank 1*{n{Relationship) 0.02
© 1)
Bank 2 */n{Relationship) 0,03
6.14)
Bank 4*in{Relationship) 015
(-1 26}
Bank 5*in{ Relationship) -0 27
(-2 82)¥**
Fostatistes 10 32%%+ 7.72%%% 46 47*x% 38 73kmx
Adjusted R-squared 525t% 50 63% 67 39% 68 80%

% Sigmificant at the | percent level
**  Sigmficant at the 5 percent level
*  Significant at the 10 percent level

Next, we discuss the results for Bank Holding Company B. All of the conwrol
variables m Model 1 for Bank Holdmg Company B are significant at the 5 percent
level {or better) and have the expected signs Two of these results deserve some cis-
cussion. First, the deposit relattonshup variable 15 sigmficant and negative which 1s
consistent with the fender’s needing less monitoring of borrowers with whom they
have deposit relationships. This is the firsi empirical cvidence that we are aware of
that demonstrates a statstically significant relationship between a deposit relation-
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ship and foan mnterest rates. Finding a significant effect for the deposit relationship
Just in Holding Company B remnforces the benefit of testing tor local markets within
holding companies. Second, the significantly negative relation between the length of
the bank/borrower relationship and the loan interest rate suggests that foan interest
rates decline as the bank/borrower relationship continzes. Thus, Bank Holding
Company B should be an appropriate setting m which 10 test for loan mterest rate
rigidity.

The parameter estimates for the location dummies for Bank Holding Company
B are positive and significant at the [ percent level. The parameter estimate suggests
that, cereris paribus, a borrower at Bank 4 pays 85 bass ponts more than at Bank 6,
and a borrower at Bank 5 pays 81 bams pomts more than at Bank 6 The rate differ-
ences between Banks 4 and § are not significant. 1he distance between Banks 4 and
6 18 15 mules, while the distance between Banks 5 and 6 15 530 males

The results from Model | provide evidence consistent wuh local loan pricing
within each bank holding company The question remams whether the local lvan
pricing is related to the amount of local bankmg marker competition [Hannan (1991)
and Petersen and Rajan {1993)]. The nature of our sample and data does not permuat
us o test this question directly. We can provide some insights. however, when the
regression results are analyzed m hght of the bank dara m Table 1.

In Bank Holding Company A, Banks | and 2 have local premwms relative to
Bank 3. Banks 1 and 2 have the same amount of local banking competition and
simifar local rate premuums. In Bank Holding Company B. Banks 4 and 5 have local
premiums relative to Bank 6. Banks 4 and 5 have simular local rate premiums, and
both banks face less local banking competition than Bank 6. This mformation sug-
gests a negative relationship between the size of the location rate preroum and the
amount of local competinon. The difference n the amount of local banking compe-
tition between Banks 4 and 5, which have simlar location rate premiums, suggests
that the amount of local banking competition is not the only factor determining local
loan rates.

Loan Rate Rigidity

Having tound evidence of local loan pricing with hugher average rates mn the
less competitive markets within each bank holding company, we now address the
issue of loan interest rate rigidity. In a cross-section of loans, mterest rate ngidity is
supported when interest rates are less responsive to the length of the banking rela-
tionship 11 less competitive markets. We test for interest rate rigadity with interaction
variables between the bank location dummy variables and the length of the banking
relaonship. The tests for loan interest rate rigidity are reported as Model 2 1 Table
3 for each of the holding companies

In Model 2 for Bank Holding Company B. the interaction between length of the
banking relationship and the Bank 4 dummy 1s not sign:ficant 1t is significant, how-
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ever, for Bank 5 at the ] percent level. These results suggest that ioan rates are more
responsive (o the length of the banking reiationship at Bank § than at Bank 4. The
data from Table | show that Bank 5 has neerly twice as much local competition as
Bank 4. Accordingly, these results are consistent with more pricing rigidity mn less
competitive markets. Additionally. m Model 2, Bank 4 has 2 smailer coefficient on
the location dummy variable than Bank 5 and a larger coefficient on the interaction
variable than Bank 5. This suggests lower initial loan mterest rates and more interest
rate rigdity in the less competitive markel. These resuits are consistent with the
results in Petersen and Rajan (1995), who find that less competitive loan markets are
characterized by lower mitial loan interest rates and more loan nferest rate rigidity.

in Model 2 for Holding Company A, the cocfficients on both interaction van-
ables are not significant. Table 1 shows that there 18 httle local competition for
Banks | and 2 We believe these resulis are consistent with interest rate rgidity. We
are cautious about this conclusion, however. given the relatively small sample size
from Holdmmg Company A. We note in an estimate of the mode! including only the
control variables (not reported for the sake of brevity) that the length of the relation-
ship kas a negative coefficient and is sigmficent at the 10 percent leve! for Holdmg
Company A. Also, we note that the mterquartile range of the length of the relation-
ship for Bank 1 is frem two to 11 years. and for Bank 2 is from four ‘o 18 years,
which indicates that there 15 some vanability in the length of the banking relation-
ships i the sample. Given this additional information, we believe that interpreting
the msignificant results on the mteraction terms as evidence of loan mterest rate
rigidity 18 reascnable

Summary and Conclusion

With the changing landscepe of the banking industry over the last 20 years. it 18
difficult for the small business owner/manager to know where small business lend-
ing stands as banks get larger. Previous research by Peek and Rosengren (1998a)
and Berger. Saunders, Scalise, and Udell (1998) suggest ‘hat smal: businesses con-
tinue to have access to bank loans as the banking ndustry consohdates. We examine
possible effecis of the consohdaiion of the banking industry on the cost of small firm
bank loans.

Examimng loan rates for smali business lines of credit within two bank holding
companies, we find evidence within each holding company consistent with vrevious
studies. Specifically, we find evidence that loan rates cecline as the length of the
banking relationship increases, but that the decreeses are smaller 1n less competitive
markets. In addition. average loan rates are higher i the less competitive markets.
These results are consistent with Sharpe’s (1990) suggestion that bank borrowers are
informationally captured and the Berger and Udell {1998) statement that smal! firms
are more mformationaily opaque The results are also consistent with studies on
location by Engel and Rogers {1996) and Lemer {1993) Engel and Rogers find that
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the distance between locations martters in the pricing of commodities, and Lemer
finds that most venture capitalists fund local firms because of the ease of monitoring.

Our results suggest that the consolidation of the banking industry may not
impact loan rates in local lending markets, which means thar small busmess owners
continue to be at the mercy of the local competition for their loan rates. The guestion
that remains is whether the small business owner has any options 1o free the cost of
busmess credit from the local market.

We offer two suggestions from the existing literature. First, Meyer (1998} states
that banking relationships are mnportant to small firms because small businesses are
informationally opague, whach aliows small busmesses to be informeaonally cap-
tured {(Sharpe, 1990). Dharan (1992) suggests that high-guality small firms can
signal thew quality by purchasing an audit, and Blackwell, Noland, and Winters
{1998) state that audits provide mformation that banks find useful. This suggests that
small businesses may be able o overcome some of thewr informational opagueness
by purchasing an audit and thus search the markets for lower loan rares using the
audited financial mformation. Second, Lerner (1995) suggests that venture capital-
ists fund firms within 60 miles of the venture capiralist’s location because of the
desire to monitor the firms Blackwe'l and Winters (1997} find that bank monitoring
impacts smali firm Joan rates. Tius means that monitoring costs may prevent banks
from entermg a new market to compete for good loan customers. Peck and Rosen-
gren {1998b) discuss the beginming of the use of credit scormg in simall business
lending. They suggest that credit scoring business loans may alier the way banks
evaluate and momtor loans and thus provide lower cost ioans to small businesses.
Accerdingly, the small business cwner may be able access more competitive loan
markets by searching outside the local lending market for banks that credit score
business loans. If credit scoring small business leans works (as suggested by Peek
and Roseagren), then location premiums should decline on smelf business loans over
me.

Finally, we make two concluding remarks. Furst, we caution the reader about
generalizing the results from our clinical sample becavse we clearly do not kave a
broad cross-section of the banks taat fend to small businesses This offers a line of
further research. Second, we cannoct determune if the localion premuums we find
have changed over tume as the banking industry has conschidated. We do not have
access 10 the data to update our sample. We Jdid discuss the location premiums ‘n our
results with the president of one of the banks m: our sample. The bank president &s
also a member of the beard of directors for the holding company. The bank presi-
dent sz1d that location premuums are still present in his local marke? 10 years after
we collected our data even with another baunk holding company entering the local
market in the 19903 by acquiring one of his local competstors.
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