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Finding Meaning in Mergers

It see ms a day doesn’t go by without hearing th e mention of another big merger
deal. But are such deals good or bad? Will con su m ers have fewer choices? W i l l
co mpetition be threatened? It can be very confusing.

O ur goal in this presentation today is to break through all the confusion and focus
on finding meaning in mergers.

O verview

Are firms merging just to get bigger? And, as m erging firms grab greater market
share, are individual freedo ms threatened beca use bigger is perceived as greater
concentration of power? Well, as we will see, there are a nu mber of very good reason s
why firms merge and so me i mportant factors d riving consolidation today.

This year is sure to be a record year for merger activity, with nearly $950 billion in
deals announced already through June. This to tal already surpasses all of 1997’s
record $920 billion in mergers. In just the past three months, we have witnessed eight of
the nine biggest merger deals ever announced  involving U.S. co mpanies (see Figure 1) .
Four of these mergers involve U.S. co m m ercia l  banking organizations; other
m ega m erger deals have been announced in te leco m m unications, the auto motive
industry, and biotechnology.

Figure 1

O ur focus is on the banking industry, which we  will treat like a case study. B u t
note that much of the sa me philosophy and rationale for bank mergers a pplies to other
industries as well.

Merging Institutions
Deal Value
(Billions)

Announcement
Date

Travelers - Citicorp $73 April 6, 1998

SBC Communications - Ameritech 60 May 11, 1998

NationsBank - BankAmerica 59 April 13, 1998

AT&T - TCI 48 June 24, 1998

WorldCom - MCI Communications 37 November 10, 1997

Daimler-Benz - Chrysler 36 May 7, 1998

American Home Products - Monsanto 35 June 1, 1998

Wells Fargo - Norwest 34 June 8, 1998

BancOne - First Chicago NBD 26 April 13, 1998

Big g e st  M e rg e r  D e a ls
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For the U.S. banking industry, the current consolidation wave started nearly 15
years ago. In 1984, there were roughly 14,500 banks in the United States. T o day, there
are around 9,000. While there have been so me failures, most of this consolidation has
co me through bank mergers and acquisitions (see Figure 2) .

Figure 2
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W h at’s Driving Mergers?

Ask a dozen econo mists and you’re likely to ge t two dozen ans wers on why
co mpanies are merging today. However, we se e two  primary factors affecting the need
for firms to re main co mpetitive: technology and  d eregulation ( see Figure 3) .

Figure 3

Technology has blurred the lines of specialization a mong financial inter mediaries.
As a result, many merger partners today are cre a ting financial super markets, where
custo mers can have one-stop financial services. T h ese players hope to provide greater
efficiencies through better information flows an d  lower transaction costs. T echnological
improve ments also mean more change and the b reakdo wn of traditional barriers, such
as geography and product offerings.

Deregulation has also significantly changed the  way banks do business and
where they do business. For exa m ple, the elim ination of branching restrictions created
vast geographic expansion possibilities. The relaxation of restrictions on banks’
securities activities was a move toward expand e d powers, further blurring the traditional
distinction with investment banking. Even the proposed Citicorp−Travelers co mbination
looks like a challenge to current regulatory bou ndaries.

The two forces of technology and deregulation, working together, have resulted
in what many refer to as the global econo my, thereby providing more  i mpetus to merge
(see Figure 4).

T w o  P r im a r y  Fa ct o r s
D r iv in g  M e rg e r  M a n ia

■ Tech nology ■ Deregu lat ion
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Figure 4

The mixing together of technology and deregulation has exploded to produce
rapid change that increasingly blurs accepted b oundaries of time, geography, language,
industries, enterprises, econo mies and regulations.

The Chrysler deal with Dai mler-Benz highlights  the trend toward globalization. I n
Europe, the soon-to-be-launched euro and the  m ove toward a co m m on market have
already brought on a wave of cross-border mergers a m ong European banks.

As market-oriented econo mies continue to break down trade barriers and ad opt
policies that attract investors, more firms will seek opportunities to expand by partnering
and aligning the mselves with established co mp a nies. T h at’s globalization. W e  have
already seen so me cross-border mergers involving U.S. banks and think that even
greater activity might be right around the corner .

Types of Mergers

As shown in Figure 5, merging institutions can be classified into two types:
m ergers of unequals (the acquisition of one firm  by another firm that is typically much
larger and stronger) and mergers of equals (the  so-called m e ga m ergers, of which the
large megabank deals are typical).

+ =
Glob ali z a t io n
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M ergers of Unequals

W h at does the reduction in the nu mber of banks through acquisition mean for the
industry? Believers in free enterprise argue tha t market forces tend to eliminate firms
that aren't providing what consu m ers want. So, if that’s an accurate picture of things, the
reduction in the nu m ber of banks would be a good thing.

To see whether bank mergers fit the free enterprise picture, a recent study by
Bob Moore exa mined the characteristics of ind ependent banks. S tatistical analyses
were then done to see what characteristics affected the probability of a bank’s being
acquired.

Interestingly, bank acquisitions tended to confor m, at leas t statistically, to a
"survival of the fittest" view. While there are certainly exceptions, the tendency was for
less profitable banks to be acquired. When a less profitable bank is acquired, it creates
the possibility of improved performance.

Relatively slow-growing banks also tended to b e acquired; that's consistent with
acquirers buying banks where there's potential for increasing franchise value by
accelerating growth. Also, banks with a s maller market share tended to be targets. T h e
low market share could reflect a lack of success in the marketplace, suggesting roo m
for improve ment that could attract acquirers.

A lower capital ratio also tended to attract acquirers; the acquirer may increase
the value of the bank by infusing additional cap ital  into the acquired bank. F inally, banks
that devote a s maller fraction of their assets to lending tended to attract acquirers; an
acquirer may increase the value of the bank by redirecting the acquired bank's portfolio
toward more lending. Taken together, all these  factors point toward relatively weaker
banks attracting acquirers.

Ba n k  Co n so lid a t io n
■ M e r g e r s o f  u n e q u a ls ( a cq u isi t io n s)

■ M e r g e r s o f  e q u a ls ( m e g a m e r g e r s)

+

+

Figure 5
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M ergers of Equals

Because most organizations that merge claim that the co mbination of the two
firms is better than the two standing alone, rese arch on mergers generally focuses on
where these improve ments appear. The co mbination of two firms into one, as sho wn in
Figure 6, can raise profits through either what econo mists refer to as cost efficiencies
(on the input side) or revenue efficiencies (on the output side).

Figure 6

Cost efficiencies are often given as a primary reason to merge, but, at least in
banking, these efficiencies are not often found in the acade mic literature. T h is  is most
likely because cost efficiency changes do not take into account the revenue effec ts of
changes in outputs that often occur after a merger. S o , a more co mprehensive measure
has been developed, which econo mists call pro fit efficiency (see Figure 7) . P rofit
efficiency includes all the cost-efficiency chang es plus the revenue effects of changes in
output. Using this measure, profit efficiency improve ments have been found for
m ega m ergers. The co mbined banks often shift  their product mix to more loans, a higher
valued product.

Ba n k  A

Ba n k  B

✃ Cost  e f f icie ncy

✃ R e ve n u e  e f f icie n cy

Ba n k  A &  B

M e rg e rs o f  Eq u a ls
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For the U.S. banking industry, continued consol idation might eventually result in
around 3,000 banks, with a handful of gargantu an superbanks co mpeting
simultaneously with many s maller co m m unity b anks (see Figure 8) . I n fact, the end
result might be analogous to retailing, where w e  have giant outlet stores an d
department stores on one hand and specialized, single-location boutiques on the other,
all surviving in the marketplace.

Figure 8

Are There Any Co ncerns?

So far, we have argued that bank consolidation  has been going on for so me time
and is expected to continue. The major forces driving consolidation are technological
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change and changes in public policy. These forces have worked together to result in a
m ore co mpetitive global econo my that also works to drive consolidation.

Additionally, research indicates that the merging of firms results in the migration
of businesses and assets into the hands of the  s trongest manage m ent tea ms. A n d  there
is evidence that increased profit efficiencies often result.

No w, are there any concerns? Yes. Instead of i mproving efficiencies to increase
profits, what if a bank could gain significant market power and eliminate co m petitive
pressures in its primary market? And what if fe w er banks m e ans less credit availability,
particularly for small businesses? And what if a  bank beco mes so large that the
govern ment would not, could not, possibly allow  it to fail?

Effect of Mergers on Co mp etition in Bankin g

The first major policy concern about the recent merger wave is the effect of
m ergers on co mpetition in the banking industry .

Concerns about unco m petitive markets have b een around  a long time. A t  the
turn of the century, various U.S. laws were passed to maintain co mpetition. O n e part of
this antitrust policy was the Clayton Act, which prohibited mergers and acquisitions if
they substantially lessen co mpetition. That’s a n ice goa l, because most everyone
agrees that co mpetitive markets are a good thing. B u t in practice, it’s tricky to enforce
the law because it’s hard to know when a merg er would “substantially” reduce
co mpetition. How can the impact of a merger on co m petition be quantified?

To quantify whether co mpetition would be subs tantially reduced, the Department
of Justice uses the so-called Herfindahl-Hirsch m an Index, or HHI. T h e H HI measures
the concentration of the market—that is, the de gree to which a large share of the m arket
is concentrated a mong a s mall nu mber of com p etitors. High values of the HHI indicate
that a market is highly concentrated. Traditionally, a high H HI is considered a sign of an
unco m petitive market, but later we’ll argue that the link between the H HI and
co mpetition is pretty tenuous. The Justice Dep artment looks at the HHI before and after
a proposed merger as the initial test of whether a merger would substantially reduce
co mpetition.

But that’s only the initial test. Various mitigating  facto rs  can so meti mes lead the
Justice Department to approve mergers that th e initial HHI analysis would reject. O n e  of
the mitigating factors beyond the H HI is the com p etitive viability of the target firm.
Suppose the target firm didn’t look as if it could s tay in business. T h en an acquisition
that eliminated that weak co mpetitor could raise the HHI, but it wouldn’t matter much if
that “co mpetitor” was destined to close anyway .

Another mitigating factor is the presence of potential co mpetition. O n e  source  of
potential co mpetition is entry into the market by  other banks. A lso, if nonbank
co mpetitors such as finance co mpanies or credit unions are especially important in the
m arket, that additional source of co m petition could make the merger acceptable on
co mpetitive grounds even if the HHI said the m erger would be a ntico mpetitive.
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W h at does the HHI say about what’s been hap p ening to concentratio n? T h e solid
line in Figure 9 uses the HHI to show the trend  in concentration of the U.S. banking
industry over the past 10 years; the line looks a t the United States as one big market, so
increases in a bank’s market share nationwide  will cause the line to rise.

Figure 9

Traditionally, though, econo mists don’t look at the United States as one big
banking market. A lot of banking is still done locally. F or exa m ple, when I moved to
Dallas and was looking for a checking account, I didn’t consider banking at Wells Fargo
in California. So when Wells bought First Inters tate in 1996, it didn’t decrease
co mpetition here even though it did increase co ncentration at the national level. T o
capture the notion of local co m petition, the dotted line on the chart shows concentration
on average for local markets across the United  States. As you can see, this locally
based measure of concentration has shown relatively little change over the past 10
years.

But are we sure that local market concentration  even matters for bank
custo mers? That depends on whether co mpeti tion is reduced to the point where banks
are earning monopoly profits to so me degree.  T o  see whether that was the case in the
past, we went back to 1987 and co mpared the return on banking assets across markets
with the markets’ HHIs. The dark bars on Figure 10 s how that the least concentrated
m arkets —those on the left—tended to have low er returns on assets than the more
concentrated markets —those on the right. Thu s, in 1987 at least, higher concentration
was correlated with higher profitability.
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Figure 10

W h at does the correlation between market con ce ntration and bank profitability in
1987 mean? It suggests that banks in concentrated markets were able to offer their
custo mers unco mpetitive ter ms —lower-than-co m petitive rates on deposits and higher-
than-co mpetitive rates on loans. Borrowers in those markets may have had a tough time
finding credit on co mpetitive ter ms. So the Justice Department’s policy of keeping an
eye on the H HI when approving mergers was reasonable in 1987. K e e ping the HHI low
offered benefits to bank custo mers through better term s  on loans and deposits.

But what does the relationship between concen tration and profitability look like
now? The light bars on the chart show that the  relationship between concentration and
profitability had beco me much weaker by 1997 . N o tice that on the far right, where
m arkets with the highest concentration are, pro fitability was boosted more in ’87 than in
’97.

Co mparing the 1987 and 1997 results shows th at being in a market with few
m easured co mpetitors does not boost profits as much as it did a d ecade ago. T h us,
being in a concentrated market does not give banks the pricing power it once did. W h y
is that?

The key may be that traditional ways of measur ing co mpetition may not be as
accurate now as they once were. I said earlier that I didn’t look to out-of-s tate banks
when I opened my checking account so me years ago. But technology is making it
easier to co mpete over long distances. When I recently wanted the best CD rate, I went
to ww w.bankrate.co m and found that a bank in  Ne w York offered the best rate at the
time. That bank offered an 800 nu m ber, so it w as easy to transact with the m despite the
distance involved. The point is that traditional m e asures of co mpetition did not include
this New York bank as a measured co mpetitor in the Dallas ba nking market, but in fact
the distant bank is a co mpetitor.  Thus, traditional antitrust analysis based on local
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banking markets is not as useful for merger ap proval as it was a decade ago. M oreover,
if we treat the United States as one big banking  m arke t, then the nationwide HHI
re mains far below the levels co m monly associa ted with antitrust concerns.

Taken together, the evidence points to a banking industry that continues to
benefit fro m the presence of vigorous co mpetition. T h us, worries about monopo ly  power
in banking have been overblown.

Effect of Mergers on S mall Business Credit  Availability

The second concern about the recent merger w ave is the effect of mergers on
s mall business credit. Research conducted at the Boston Fed found that the direct
effects of mergers on s mall business credit are s m all; after mergers, the co m bined
banks increase s mall business lending about as often as they cut s mall business
lending.

Also, there are alternatives to bank credit for sm all businesses. R e search at the
Board of Governors found that these nonbank alternatives are growing in importance.
Finance co mpanies, leasing co mpanies, and trade credit provide alternatives to bank
credit.

F inally, getting back to the banking industry itself, Bob Moore and Ed Skelton did
so me research that found banking industry dyn a mics are helping to ensure service to all
niches of the banking market, including s mall business credit.

W hile the nu mber of banking organizations con tinues to fall, as shown by the
solid line in Figure 11, the industry is dyna mic. P art of that dyna mic is the e m ergence of
new or “de novo” banks, shown on the chart by the dotted line. T h e nu mber of de novos
had been declining for years, but started to increase in 1995. N e w banks represent new
co mpetitors and potential new sources of small business credit.

Figure 11
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De novos do what any entrepreneur does: look for markets that have an un m et
need and profit by filling that need. One of the areas that de n ovos tend to e m phasize is
lending to small businesses.

Figure 12 looks at how de novo entry relates to existing small business credit.
Across the botto m of the chart, we’ve sorted ba nking markets by their small business
lending. This chart shows that markets with the  least small business credit—those on
the far left—have the most de novo entry. That’s consistent with de n ovos targeting
m arkets where small business credit is relatively  scarce. T h us, if mergers were to leave
so me need un met, there would be a tendency for so meone to co me in  to fill that need.

Figure 12

Consolidation in the banking industry has disproportionately reduced the
nu mbers of s mall banks and their share of the banking market. D e  n ovos tend to be
s mall and if that “small bank personal touch” is  getting harder to find, de novos m ay
profit by entering markets where s mall banks are relatively scarce.

Figure 13 sorts banking markets by the presen ce of s mall banks. T h e markets
where the share of assets controlled by small b anks is relatively low —s ho wn on the
left—tend to have a relatively large a mount of de novo entry. S o , de n ovos tend to enter
where s mall banks are relatively scarce. Thus, banking consolidation is not going to
m ake s mall banks extinct. And banking industry  dyna mics, along with n onbank credit
providers, are likely to ensure credit availability  for small businesses.
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Figure 13

W h at Abo ut Too-Big-to-Fail?

Besides the effect on co mpetition and the availability of s mall business credit, the
third major policy concern that recent bank mergers raise is the “too-big-to-fail” issue.
Are the recent bank mega m ergers creating gig antic banks that would cause a
catastrophe if they failed?

Too-big-to-fail is the idea that so m e banking organizations are so large they
cannot be allowed to fail because their failure could har m the entire financial syste m. I f
a bank is too-big-to-fail, then all of its liabilities are effectively govern m ent insured.
These guarantees are a source of ongoing policy concern. B u t the too-big-to-fail
proble m exists, regardless of mega mergers.

So m e of the recent mega m ergers are co mbina tions of banks that are already
too-big-to-fail. Those mergers are not creating a new too-big-to-fail institution. T h at’s
worth re me mbering because so m e people claim  that the desire to beco me too-big-to-fail
is driving the current mega m ergers.

The botto m line is that too-big-to-fail is a continuing policy concern that deserves
attention. It does not see m, though, to be the central issue in the current merger wave.

C onclusion

M ergers are indeed reshaping the financial services marketplace. A d vances in
technology and deregulation are creating new opportunities in the financial services
industry. Mergers are helping the industry to take advantage of those opportunities.
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Viewed in that light, mergers do make sense fo r  the banking industry.
Acquisitions allow strong banks to take control of relatively weaker banks. M e ga m ergers
allow banks to achieve greater profit efficiency.

M ergers would be worriso me if we were really moving toward the “F irst, Last, &
O nly National Bank.” But there are many sources of co mpetition that ease those
worries. For exa m ple, even while the nu mber o f banks continues to fall, entrepreneurs
are for ming new banks. Also, technology and deregulation are bringing in additional
co mpetitors, including distant banks and nonba nk alternatives. T h us, mergers can play
their useful role in reshaping the banking indus try without risking a lack of co mpetition.

Nor are mergers threatening the supply of s ma ll business credit. T h e evidence
has not sho wn mergers causing banks to reduce their s mall business lending. A t  the
sa me time, nonbank sources of credit are playing an increasingly important role for
s mall businesses. And the entry of new banks is helping to maintain small businesses’
access to credit.

F inally, too-big-to-fail policy concerns exist reg ardless of m e ga mergers. Ste ps
already taken have helped to ease those concerns. S topping  the progress offered by
m ergers would not make sense.


