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Abstract

Over the past decades, U.S. banks have dramatically expanded the geographic footprint of their
branch networks. This paper shows that geographic diversification of banks' deposit base affects
their funding stability and liability structure. Using an instrumental variable, | establish that better
diversified banks benefit from lower demand deposit volatility. Less volatile demand deposits, in
turn, allow banks to substitute them for more expensive time deposits, thereby lowering funding
costs. Consistent with enhancing banks' funding stability and lowering funding costs, deposit
diversification also spurs liquidity creation and small business lending, with positive effects for
economic activity. The funding stability channel of geographic diversification is distinct from
previous findings on asset diversification and highlights the benefits of branch networks for credit
supply that go beyond local information acquisition.
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