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Summary of the Paper 1/3

• Research Question: How do loan government guarantees impact lenders’

incentives to acquire information about borrowers’ credit risk?

• Institutional Background: U.S. Small Business Administration’s (SBA) 7(a) Loan

Program.

• Eligibility: Small businesses that satisfy size standards set by the SBA and pass a

credit elsewhere test.

• Lenders: There are two types. Preferred lenders have autonomy in issuing loans, and

non-preferred lenders must submit an application to the SBA (which decides whether

to approve it or not).

• Guarantee rates: 85%, but they increased to 90% between March 16, 2009, and May

31, 2010, and between September 27, 2010, and January 3, 2011 (high-guarantee

periods).
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Summary of the Paper 2/3

• Data: Loan-level data include information on loan conditions (interest rates, term,

amount, percent guaranteed), borrower and lender characteristics, canceled

applications (approved applications, canceled by the borrower), and repayment

outcomes.

• Methodology I: Descriptive evidence/reduced form evidence

Compares loan conditions and pricing in high- and low-guarantee periods.

Key Findings: In the high-guarantee period, lenders issue more generous loans (lower

interest rates, larger loans, and longer terms) and price risk less precisely.
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Summary of the Paper 3/3

• Methodology II: Structural model
• Borrower acceptance and default decisions.

→ Private information affects default and acceptance decisions (positively correlated).

→ Allows for adverse selection but rules out moral hazard in the borrower side.

• Lender information acquisition and pricing

→ Information structure: The lender receives a signal about the borrower’s private

information.

→ Lenders can invest to get a more precise signal.

→ Conditional on signal, they choose prices optimally. toy model

Key Findings:

→ Results: i) Lenders choose noisier signals in high-guarantee periods, and ii) preferred

lenders obtain less precise signals of borrower quality than their non-preferred lenders.

→ Counterfactual policy: Subsidy and 50% guarantee (vs 90% guarantee).

• Increases the signal-to-noise ratio, which benefits the low-risks more.
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Discussion

• This is a beautiful paper.

• It is very polished, and it has a lot of work.

• It addresses a key issue: credit constraints for small firms. Government guarantees

are widely used to ease this, but their full effects are not yet well understood.

• This paper analyzes a channel previously neglected in the literature: how

government guarantees affect bank incentives to acquire information.

• When trying to solve the problem of firms’ adverse selection, we may face a moral

hazard from banks (and a fiscal cost).

• Bonus: Because there is a structural model, we can simulate the outcomes of

alternative policies and propose changes to the current policy design.
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Comment 1: Identification of information acquisition costs

• This is hard because we cannot directly observe bank investment to acquire

information.

• The paper exploits the difference in correlation between prices and ex-post default

in high- and low-guarantee periods.
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Figure 1: Lending Activity Over Time. This figure displays, from 2009 to 2011, plots of (1)
total 7(a) guarantee approvals and (2) share of loan approvals filed by preferred lenders. The
red vertical lines signify changes in maximum guarantee rates. The unshaded areas denote
the baseline guarantee rates, while the shaded areas denote the expansion period.

equilibrium responses to the policy change, combining the guarantee pass-through,
the information effect, and any shift in the distribution of borrowers. The results,
and their shortcomings, help motivate the structural model, which allows me to
disentangle these three pieces of the observed equilibrium changes.

3.3. Changes to Loan Characteristics

Not only do lenders issue a larger number of loans to capture higher government
guarantees; they also offer more generous contract terms. To quantify the extent
to which lenders alter loan characteristics in the high-guarantee periods, I estimate
specifications which exploit the temporal policy variation:

Yijt = ↵ + �I(t = SBA Recovery) + �Xit + ✏ijt, (1)

where Yijt is a characteristic of loan i issued by lender j in week t and Xit is
a vector of borrower covariates: indicators for business type, NAICS code (two-

is difficult to find such borrowers in the 7(a) program. In Appendix A.1, I present results showing
incremental changes for observably higher-risk relative to lower-risk borrowers, similar in concept
to the analysis of Cuesta & Sepulveda (2021). Higher-risk borrowers experience larger interest-rate
and maturity changes. The incremental change in loan amount is negative but noisily estimated.

13
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Comment 1: Identification of information acquisition costs

• My concern is that the pool of loans can change between the two periods and

whether changes in this correlation can be attributed to changes to the pool of

loans rather than banks pricing risk more precisely.

• To alleviate this concern, you could check for changes in borrower observables

between the two periods (could you run an RD using weeks?).
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Comment 2: Prices

• This paper computes prices as the present-value equivalent for a ten-year loan.

• Prices are important in the paper because the correlation between prices and

ex-post risk is key.

• As constructed, prices can change due to interest rates, maturity, loan amounts,

or other characteristics.

• What is driving the variation in prices? Are the same factors important in high-

and low-guarantee periods?

• As I understand, interest rates are capped so that other factors may drive prices

more.

• To be clear, I do not think this is a threat to the paper, but it could help us

understand the story behind banks’ behaviors.
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Comment 3: Policy implications.

1) Informational channel is important.

Figure 3: Guarantee Pass-Through and Information Effect. The guarantee pass-through
measures the change in borrower surplus under a change to only the guarantee rate. The
information effect measures the additional change when information endogenously adjusts.

As discussed, these modest average effects mask heterogeneity across the dis-
tribution of borrower risk. High-risk borrowers benefit disproportionately from
generous guarantees, and this could come at the expense of their safer peers. Figure
4 displays the change in borrower surplus, relative to the baseline, separately for
borrowers in each quintile of the distribution of the utility of repayment. High-risk
borrowers, in the first quintile, benefit the most when guarantees become more
generous. Relative to the baseline rate of 90%, average borrower surplus for the
riskiest borrowers is approximately $1,500 lower under a rate of 50%. Scaling to all
high-risk 7(a) loans issued between 2009 and 2011 – both inside and outside of the
event windows of interest – this corresponds to a change in surplus of approximately
$14 million. Notably, increasing the guarantee rate harms borrowers in the bottom
two quintiles of the distribution (i.e., the safest borrowers), on average, although the
magnitude of this harm is smaller than that of the gains to high-risk borrowers.

These results highlight stark heterogeneity in the incidence of loan guarantee
programs. The risk protection, by itself, leads to gains for borrowers; bank moral
hazard amplifies this effect for high-risk borrowers but offsets it for low-risk borrow-
ers. While guarantee schemes are popular in small-business lending markets, they
are not the only instrument available to policymakers. Because they create a moral
hazard problem and need not benefit all borrowers, there is room for alternative
policy designs that may temper the effects of bank moral hazard and offset a portion

38
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Comment 3: Policy implications.

2) Government guarantees favor high-risk borrowers.

Figure 4: Borrower Surplus Across Guarantees and Risk. This figure displays changes in
average borrower surplus under each guarantee rate relative to the baseline rate of 90%. The
bar color indicates the quintile of the distribution of uR

i .

of the losses absorbed by low-risk borrowers.

6.3. Hybrid Policy Design: Subsidy and Guarantee

The results of the decomposition show that the information effect plays a sizable
role in influencing the outcomes of an increase in the guarantee generosity. This
motivates examining ways to moderate the distributional impact of the program by
providing incentives that act against the moral hazard problem. Given the observed
difference in signal precision across lender types (preferred vs. non-preferred), one
way to do this would be to increase oversight and remove the preferred lenders’
autonomy. However, preferred lenders exist for a reason, and it may be prohibitively
costly for the SBA to conduct an extensive review of each application.

Another alternative is to design lender incentives to expand credit but counteract
the moral hazard problem. A cost subsidy increases expected profits for all borrower
types. This places downward pressure on prices across the distribution of risk and
could therefore alleviate some of the losses borne by low-risk borrowers. In this
section, I show that combining such a subsidy with a less generous guarantee, which
limits the informational response, leads to gains over the baseline policy with a
guarantee of 90%.

I examine a policy in which lenders are provided a subsidy and a guarantee of
50% with the subsidy set such that expected government outlays are equal to those

39
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Comment 3: Policy implications.

3) Subsidy and 50% guarantee (vs 90% guarantee) benefits more the low-risks.

surplus increases by approximately $1,200 per loan relative to the status quo. Scaling
to all loans issued between 2009 and 2011, this corresponds to a gain of $56 million.
However, not all borrowers benefit equally. High-risk borrowers experience only a
small increase in surplus, and the aggregate gains accrue to lower-risk borrowers.
Borrowers in the top quintile of the distribution of uR

i experience gains in borrower
surplus of over $1,800 per loan, offsetting a portion of the heterogeneous impact of
the status quo program. The resulting shift toward a less risky borrower composition
decreases the aggregate default rate by 0.1 percentage point (1.1%).

(a) Signal-to-Noise (b) Borrower Surplus

Figure 5: Changes to Signal-to-Noise and Borrower Surplus Under Hybrid Policy. This
figure displays the change in the average signal-to-noise ratio and borrower surplus for (1) a
hybrid policy with a guarantee rate of 50% and a subsidy set such that expected spending
is the same as in the baseline and (2) a policy with a 50% guarantee rate and no subsidy.
The estimates for borrower surplus are displayed separately for high-risk borrowers (bottom
quintile of uR

i ), low-risk borrowers (top quintile of uR
i ), and all borrowers.

It is important to note that this hybrid policy result does not indicate an improve-
ment in social welfare. There are a number of reasons why policymakers may place
disproportionate weight on the surplus of high-risk borrowers (e.g., they are more
innovative or tend to be individuals from demographic groups that traditionally found
it difficult to obtain credit). But, the exercise demonstrates an important tradeoff in
lending markets. Policymakers can induce lenders to extend funds at lower prices
through two main channels: by providing ex-post insurance against default and by
directly subsidizing lending costs. In the presence of costly information acquisition,

41
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Comment 3: Policy implications

• Can we extrapolate your results to other economies/contexts?

• A couple of factors to consider.

• This is a program for the U.S. where firms have many financial alternatives (different

from banks), so participating firms can be quite selected.

• In practice, how important is the credit elsewhere test?

• Do you expect these results to differ during a crisis (Covid)?
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Conclusion

• This is a beautiful paper.

• I enjoy reading it a lot.

• I hope there is more research on banks’ moral hazard under government

guarantees that can help us improve the design of this type of policy.
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Toy model

• Setup

• Two types of firms: high-risk with probability 1
2 and low-risk with probability 1

2 .

• Let vi be willingness to pay a loan and di be default probability.

• High-risk firms are characterized by {vH , dH} and low-risk {vL, dL} with vH > vL and

dH > dL.

→ vi and di are private information and positive correlated.

• Bank profit from selling to type i .

→ Without credit guarantee: πi = p − di
→ With credit guarantee: πi = p − di (1−M)
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Equilibrium without credit guarantees

• Without information acquisition

→ In equilibrium, bank chooses p = vH and only high-risk get loans.

→ Adverse selection (lemons problem)

• With information acquisition

Suppose bank get a signal sH such that Pr(H|sH = 1) = 3
4 and

Pr(H|sH = 0) = 1
4 .

→ In equilibrium, bank chooses p(sH = 1) = vH and p(sH = 0) = vL.

→ Decreases information asymmetry and alleviates adverse selection.

→ Prices are positively correlated with risk.

16



Equilibrium without credit guarantees

• Without information acquisition

→ In equilibrium, bank chooses p = vH and only high-risk get loans.

→ Adverse selection (lemons problem)

• With information acquisition

Suppose bank get a signal sH such that Pr(H|sH = 1) = 3
4 and

Pr(H|sH = 0) = 1
4 .

→ In equilibrium, bank chooses p(sH = 1) = vH and p(sH = 0) = vL.

→ Decreases information asymmetry and alleviates adverse selection.

→ Prices are positively correlated with risk.

16



Equilibrium with credit guarantees

→ In equilibrium, bank does not acquire information (information effect) and chooses

p = vL (guarantee pass-through).

→ Guarantee pass-through benefits low- and high-risk; information effect benefits

high-risks (distributional effects).

back
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