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Foreword

America’s financial markets are in many respects the won-
der of the world for their efficiency and dynamism. But
they are also constrained by numerous obsolete regulatory
policies, and their very dynamism makes them a tempting
target for new political impositions. The U.S. government
is awash in proposals to revise financial market regulation—
in some cases to remove or streamline long-standing regu-
latory policies, in others to add new government controls.
The stakes for the U.S. economy are considerable.

This pamphlet is one of a series of American Enter-
prise Institute studies of a broad range of current policy
issues affecting financial markets, including regulation of
the structure and prices of financial services firms; the ap-
propriate role of government in providing a “safety net”
for financial institutions and their customers; regulation
of securities, mutual funds, insurance, and other financial
instruments; corporate disclosure and corporate gover-
nance; and issues engendered by the growth of electronic
commerce and the globalization of financial markets.

The AEI studies present important original research
on trends in financial institutions and markets and objec-
tive assessments of legislative and regulatory proposals.
Prepared by leading economists and other financial experts,
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FOREWORD

and distributed to a wide audience of policy makers, finan-
cial executives, academics, and journalists, these studies aim
to make the developing policy debates more informed,
more empirical, and—we hope—more productive.

Calomiris and Karceski’s study of bank merger activity
documents the efficiency gains that the U.S. economy has
been enjoying from consolidation. Since this volume was
written, merger activity has intensified, particularly among
some of the largest U.S. banks. Calomiris and Karceski’s
study helps to explain both the acceleration of merger ac-
tivity in general and the varying rationales for the three
recent megamergers involving Citicorp-Travelers, Bank of
America—NationsBank, and BancOne-First Chicago, which
will create U.S. banks of unprecedented scale and scope.
Readers should note another indication of the fast-paced
changes in the financial sector: First Bank Systems, one of
the case studies, is now known as U.S. Bancorp.

CHRISTOPHER DEMUTH

President
American Enterprise Institute
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Bank Industry Trends

solidation. America’s historical predilection for re-
quiring the chartering of local banks and limiting
the powers of commercial banks has given way to a new era
of deregulation: nationwide banks with broad powers have
taken over the industry after building themselves up largely
through acquisitions. Is the current merger wave in Ameri-
can banking helping to promote efficiency by increasing
the size and scope of banks, or is the bank merger wave driven
by darker aspirations: the search for monopoly rents or the
job security and personal perquisites of bank managers?
Researchers and industry analysts have approached this
guestion in various ways: (1) cross-regime comparisons of
historical bank performance, (2) identification of the in-
fluences that encourage bank concentration, and (3)
econometric studies of the consequences of consolidation.
Interestingly, these various perspectives on bank consoli-
dation have not agreed in their assessment of the potential
or actual efficiency gains from mergers and acquisitions.
Econometric studies have tended not to identify large po-
tential efficiency gains, on average, from bank mergers.
Those results have sometimes been interpreted as evidence
that bank mergers typically are attempts to reap monopoly
rents or attempts by managers to improve their positions
at the expense of stockholders. In contrast, cross-regime
comparisons of the performance of banking systems and
analyses of the forces underlying bank mergers suggest large
potential and actual gains over the past five years. We ar-
gue that detailed case studies of some recent merger trans-

The U.S. banking system is undergoing dramatic con-
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actions—provided in chapter 2—help to resolve some of
these apparent inconsistencies and are particularly useful
in an industry such as banking, in which rapid changes make
even the recent past a poor guide to the future.

Cross-Regime Comparisons

Historical cross-country and cross-state comparisons sug-
gest large potential gains from current bank consolidation.
Studies comparing the banking system of the United States
(where regulation has been hostile to bank branching and
consolidation) with the banking systems of countries whose
regulatory regimes allowed bank consolidation (especially
Germany and Canada) have found significant deficiencies
in U.S. banks. Those deficiencies included limits on bank
diversification, operating efficiency, the capacity to lend or
take deposits per unit of capital, and the banking system’s
ability to finance large-scale industrialization during the
Second Industrial Revolution of 1870-1914 (Calomiris
1993, 1995; Calomiris and Ramirez 1996). These historical
shortcomings of American banking are traceable in large
part to branching limitations and to other regulations that
constrained American banks by keeping them small,
undiversified, and narrowly focused on lending and deposit
taking.

Furthermore, U.S. states that were most liberal in their
regulation of bank concentration (notably California, Ohio,
and North Carolina) have historically enjoyed superior
banking performance (Calomiris 1993). Banks originating
from those states (including Bank of America, BancOne,
NationsBank, and First Union) have become industry lead-
ers not only in size but also in profitability, innovativeness,
and growth.

Consider differences in bank performance between the
states of North Carolina (long a branching state) and Illi-
nois (long a state that restricted bank branching). lllinois,
by virtue of its commercial importance, might have pro-
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TABLE 1-1
BANK STRUCTURE AND PERFORMANCE IN ILLINOIS
AND NORTH CAROLINA, 1984-1992

Return on Return on
Number of Banks Assets (%) Equity (%0)
North North North
Year Illinois Carolina lllinois Carolina Illinois Carolina

1984 1,240 63 -0.11 097 -1.76 16.47
1985 1,233 63 0.63 0.98 9.55 16.82
1986 1,218 65 0.71 1.07 10.70 18.22
1987 1,209 68 -0.23 092 -3.88 15.38
1988 1,149 71 0.99 1.06 1566 16.86
1989 1,119 78 0.88 0.97 13,53 15.62
1990 1,087 78 0.68 0.85 10.05 13.77
1991 1,061 81 0.67 0.74 9.40 10.99
1992 1,006 78 0.72 1.03 932 1524

Source: Division of Research and Statistics, Federal Deposit Insurance
Corporation, cited in McCoy, Frieder, and Hedges (1994).

duced nationwide leaders in banking, and yet North
Carolina’s banks have survived and prospered while Illi-
nois’ most prominent banks have all but disappeared. Chi-
cago, in particular, has seen its most important local
banking institutions acquired by international giants such
as ABN Amro, Bank of America, Bank of Montreal,
BancOne, and Citibank. With the exception of Northern
Trust (and arguably First Chicago, which has merged with
National Bank of Detroit), Chicago no longer has any ma-
jor banking institution headquartered in Illinois. Table 1-
1 reproduces a performance comparison of the rates of
return on bank assets and bank equity for Illinois and North
Carolina from 1984 to 1992 (a period coincident with the
most important external acquisitions of Chicago banks).
North Carolina—based institutions not only enjoyed much
higher average return on equity (ROE) and return on as-
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sets (ROA) but saw much smaller fluctuations than did Illi-
nois banks.

Superior historic performance in concentrated bank-
ing systems seems to reflect greater efficiency rather than
higher rent extraction or inefficient managerial preferences
for large size. Bank customers have shared in the efficiency
gains from bank consolidation. Before World War I, nar-
rowly focused unit banks in the United States offered an
inferior menu of financial services to industrial firms than
their German counterparts did and charged higher costs
for lending and underwriting (which reflected both tech-
nological inferiority of American banks and greater rent
extraction in less competitive local unit banking markets)
(Calomiris 1995).

U.S. banks in rural areas were protected from competi-
tion by unit banking laws. Large fixed costs of setting up a
bank—as opposed to a branch office—often ensured a lo-
cal monopoly. Rural unit banks charged higher rates of
interest on loans and paid less on deposits than urban
banks. Branch banking regimes in other countries saw
greater competition in rural areas and did not witness re-
gional differences in loan-deposit spreads (Calomiris 1993).
U.S. banks in unit banking states provided access to bank-
ing services inferior to that of rural offices in branch bank-
ing states, as measured by the number of bank offices per
acre or per capita (Evanoff 1988). Shaffer’s (1993) study
of Canadian banking giants measured the extent to which
they enjoyed market power. He concluded that the highly
concentrated Canadian system (with six large banks) had
been greatly competitive.

These cross-regime comparisons are telling. Since the
nineteenth century, banking systems both within and out-
side the United States uniformly have taken the form of
large-scale, multiproduct, branch banking systems when
that option was not precluded by restrictive regulations.
There is strong evidence that regimes that are friendly to
both consolidation and competition produce lower bank
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risk and higher bank productivity. Evidence from the cur-
rent deregulation of U.S. banking, which we discuss below,
provides a similar perspective: both banks and their cus-
tomers have gained from deregulation, increased compe-
tition, and improvements in bank structure and services
that have followed.

Competition and the New Face of Banking

One approach to evaluating the likely efficiency gains from
the current merger wave (table 1-2) is to examine indus-
try trends related to consolidation: to identify the origins
of the merger wave and ask whether it has coincided with
efficiency gains for the banking industry as a whole. The
argument that increased competition motivates the recent
bank merger wave and that industry performance has im-
proved with consolidation provides some support for the
view that consolidation has promoted efficiency. That is, if
mergers result from competitive pressure, they are more
likely value maximizing because in a highly competitive
environment there is less opportunity for rent extraction
by banks and less tolerance for inefficient managerial pref-
erences for consolidation.

Competition and Deregulation in Financial Services. In-
creasing competition has been an important trend in the
financial services industry over the past twenty years. Ini-
tially, competition was spurred by a combination of finan-
cial innovation and deregulation in the market for deposits,
both reflecting the effect of inflation on real rates of re-
turn to bank depositors. The removal of interest rate ceil-
ings, the relaxation of reserve requirements, the entry of
money market mutual funds, and the growth in the com-
mercial paper market, however, were just the beginning.
Beginning in the early 1980s, state laws and federal laws
consistently favored increased entry into the previously
protected banking industry.
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TABLE 1-2
U.S. BANK MERGERS AND ACQUISITIONS, 1979-1994

(billions of 1994 $)

Assets of All Assets of Banks
Year U.S. Banks Consolidating?
1979 3,257 174
1980 3,267 209
1981 3,250 180
1982 3,310 239
1983 3,398 287
1984 3,482 317
1985 3,658 368
1986 3,838 396
1987 3,823 510
1988 3,833 442
1989 3,866 327
1990 3,801 390
1991 3,707 388
1992 3,681 434
1993 3,803 329
1994 4,024 627

Note: A family merger is defined as a merger between banks that are
owned by the same parent institution. A merger is defined as the consoli-
dation of two banks within the same charter, while an acquisition is de-
fined as the purchase of a bank that retained its charter.

a. The sum of all nonfamily mergers and all acquisitions.

Source: Data for consolidating banks are derived from Berger, Saunders,
Scalise, and Udell (1997), table 1A.

Foreign bank entry was facilitated by the single-country
approach adopted by the United States (codified in 1978),
which treated the operating branches of foreign banks or
chartered banks in the United States the same as domestic
banks. The banking distress of the early 1980s was an
important source of regulatory change allowing greater
domestic bank entry, through holding company purchases
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of banks or bank branching. Weak and failing banks moti-
vated regulators to relax entry restrictions within and across
states so that troubled banks could be acquired by banks
within their state through branching or by out-of-state hold-
ing companies.

Thirty-nine states relaxed their branching laws between
1979 and 1990 (Mengle 1990). In some states, bank branch-
ing was the result of a 1988 ruling by the Comptroller of
the Currency requiring that banks be granted the same
branching rights as thrifts. Regional pacts among states
permitted interstate branching on a limited basis through
most of the country by 1990. Finally, the Riegle-Neal Inter-
state Banking and Branching Efficiency Act of 1994 effec-
tively repealed all limits on branching across states by
January 1, 1997 (many states opted to comply with the act
earlier).

Berger, Kashyap, and Scalise (1995, 166-67) traced the
progress of interstate bank entry, state by state, over the
period 1979-1994 and documented the sudden bursts of
interstate entry that followed the removal of branching re-
strictions in each state. For the United States as a whole,
the percentage of bank assets controlled by out-of-state
banks rose from 2 percent in 1979 to 10 percent in 1986
and then rocketed to 28 percent by 1994. The consolida-
tion in the banking industry over this period is remark-
able. The total number of banking organizations fell from
12,463 in 1979 to 7,926 in 1994, while the percentage of
assets controlled by banks with over $100 billion in assets
(in 1994 dollars) rose from 9.4 percent to 18.8 percent
(Berger, Kashyap, and Scalise 1995, 67).

While deregulation (especially the removal of branch-
ing restrictions) has been a key and necessary condition
for the bank merger wave in the United States, competi-
tion has been a key exogenous factor as well. Increased
global competition among banks and competition from
nonbank providers have spurred a reorganization of finan-
cial services worldwide. Technological changes that favor
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the repackaging of bank loans as securities (securitization)
and computerization changes that allow greater access to
consumers have been important in spurring the new glo-
bal competition. As late as 1980, America’s securities trans-
actions with foreigners (gross sales and purchases of stocks
and bonds) amounted to only 9 percent of the gross domes-
tic product. By 1990, these transactions totaled 93 percent
of GDP. International bank lending worldwide rose from
$324 billion in 1980 to $7.5 trillion in 1991 (Crook 1992).

The importance of global competition in the new struc-
ture of the financial services industry is reflected in the
international aspect of bank consolidation, affecting banks
in many countries that have not shared the historic limita-
tions on consolidation of the United States. Notable ex-
amples include Germany and Switzerland, where recent
consolidations also reflect competitive pressure. Further-
more, the deregulation that has allowed bank restructur-
ing in countries such as the United States itself largely
reflects the effect of competitive pressure on regulators. In
the new global environment, domestic bank regulators have
been forced to choose between continuing heavy regula-
tion of a shrinking system of banks or a healthy and de-
regulated domestic banking system.

Although banking distress can be credited with the re-
laxation of state branching laws, more fundamental long-
run concerns shaped the policy of the Federal Reserve both
on bank consolidation and on bank powers. The Fed’s sup-
port for expanding the scale and scope of banks explicitly
reflected concerns that nonbank intermediaries and for-
eign banks were outcompeting American commercial banks
and that relaxation of regulation was necessary to give U.S.
banks a fighting chance to survive. Alan Greenspan (1988,
1990, 1992), Fed chairman, has repeatedly argued that in-
creased scale and scope in banking is essential to maintain-
ing an internationally competitive U.S. banking sector. In
a call for expanding bank powers, Greenspan (1988, 3-4)
argued:
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The ability of banks to continue to hold their position by
operating on the margins of customer services is limited.
Existing constraints, in conjunction with the continued
undermining of the bank franchise by the new technol-
ogy, are likely to limit the future profitability of bank-
ing. . . . If the aforementioned trends continue banking
will contract either relatively or absolutely.

Similarly, the Fed chairman (1990, p. 5) argued,

in an environment of global competition, rapid finan-
cial innovation, and technological change, bankers un-
derstandably feel that the old portfolio and affiliate rules
and the constraints on permissible activities of affiliates
are no longer meaningful and likely to result in a shrink-
ing banking system.

Some of the Fed’s concern about the competitiveness
of American banks reflected the boom in foreign bank entry
into the United States in the late 1980s. Foreign banks re-
ceived a golden opportunity for entry into American bank-
ing markets during the capital crunch of 1985-1990.
Calomiris and Carey (1994) report that foreign banks’ share
of nonmortgage commercial and industrial (C&I) lending
in the United States rose from 7 percent in 1983 to 14 per-
cent in 1991, while the share of U.S. banks fell from 30 to
16 percent.

Nonbank competition in C&I lending has also been
important. Finance companies maintained a nearly con-
stant share of 10-12 percent from 1983 to 1993. But the
share of market debt (bonds, commercial paper, and asset-
backed securities) rose during the 1980s and early 1990s,
from 40-41 percent in 1983-1985 to 49-52 percent during
1991-1993. Loans to small businesses—traditionally re-
served almost exclusively to banks—have become a hotly
contested market. Merrill Lynch, with offices throughout
the United States, now boasts its status as the seventh larg-
est lender to small businesses in the United States. In con-
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sumer banking, the credit card market has long been a
highly competitive national market. But potential new pro-
viders of other retail consumer banking services now
threaten to enter the national electronic market, and some
of these (notably those with easy access to large customer
bases, such as Microsoft) could threaten the traditional
consumer niches occupied by banks.

Competition should reduce monopoly rents, enhance
efficiency, and weaken the power of inefficient bank man-
agers to determine the goals and structure of their institu-
tions. Empirical evidence is consistent with these
predictions. Keeley (1990) and Berger and Humphrey
(1992) found that local bank monopolies were undermined
in the 1980s by relaxation of entry restrictions. Jayaratne
and Strahan (1997) determined that the relaxation of
branching restrictions in the United States produced com-
petitive pressures that cut bank operating costs and loan
losses and that these advantages were largely passed on to
customers in the form of lower loan interest rates. Akhavein,
Berger, and Humphrey’s (1997) analysis of mergers uncov-
ered no evidence of increased market power in deposit or
lending markets as a result of consolidation during the
1980s.

The link between consolidation and competition is also
visible in the growth accompanying consolidation. The new
competition has resulted in an increase in the number of
bank offices even as it has promoted a decline in the num-
ber of banks. From 1980 to 1989, the number of banks
declined by 12 percent, but the number of banking offices
increased from 38,350 to 51,300. By 1994, the number of
bank offices had reached 65,610. Adding automated teller
machines (ATMs) to the number of bank offices signifi-
cantly adds to the measured growth in points of sale of bank
services. ATMs increased in number from 13,800 in 1979
t0 109,080 in 1994 (Berger, Kashyap, and Scalise 1995, 79).

As Boyd and Gertler (1994) and James and Houston
(1996) emphasize, the decline in banks’ share of financial

10
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assets should not be viewed as a decline in the importance
of banks but rather as evidence of technological advances
that have allowed banks to do more things. Despite the
rapid growth in nonbank financial institutions (notably
pensions and mutuals), banks’ share of total financial in-
stitutions’ income is roughly the same as it was in the 1960s
(about 40 percent), which largely reflects the growth in
fee income.

That the banking industry is not shrinking deserves
emphasis. The movement to consolidation in banking is
about competition and the enhancement of efficiency, not
about the elimination of excess capacity. Unit banking (with
its high overhead costs of setting up points of service) had
restricted efficient growth. With a break from the legacy of
unit banking, the costs of entry and of establishing new
banking locations fell dramatically, and the capacity of the
industry increased.

Retail banking and banking in less populated areas are
not the only markets that have seen increased competition.
Entry into cities in states with historic limits on banking
has been particularly pronounced. Chicago is the prime
example (Calomiris and Karceski 1994). According to the
New York Times (February 21, 1995, C1, C9), competition in
corporate lending has become so intense that some regu-
lators are concerned that banks are no longer earning a
sufficient return on large corporate lending within the
United States. The Times reports:

The average interest rate on a loan to a big company
with a comparatively weak BB credit rating has fallen from
1.30 percentage points above Libor [London Interbank
Offered Rate] in 1992 to 0.79 point above Libor at the
end of last year, according to statistics compiled by the
Loan Pricing Corporation. . . . Spreads for companies
rated A fell from 0.40 to 0.25 point. And while statistics
are not available, bankers say that rates for small busi-
nesses are declining at least that much.

11
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The new competition is not limited to traditional banking
products and services. Encroachment by new entrants into
the traditional activities of U.S. banks has been a spur to
deregulation of bank activities (particularly through the
efforts of the Fed) and has helped to promote competition
in financial services previously not provided by banks. The
more competition banks received, the more they were able
to convince their regulators (Congress, the Fed, and the
Comptroller) to allow them to enter new areas. U.S. com-
mercial banks have become significant players in under-
writing, derivatives intermediation, venture capital finance,
and mutual fund management and have begun to provide
life insurance and annuities. Brewer (1989) found that bank
holding companies that have taken advantage of the new
permissible activities significantly have improved their risk-
adjusted returns as a consequence. This consolidation wave
reflects not only the demise of branching and other scale
restrictions in banking but also the desire on the part of
banks to take advantage rapidly of the broadening of their
new powers.

The New Era of Client-Based Universal Banking. The era
of dividing the financial sector into fragmented niches,
protected by regulatory entry barriers, has ended. But if
the financial services industry is becoming more competi-
tive, why are banks so keen to enter into new product lines?
The answer is that commercial banking strategies are driven
by a belief in the value of relationships, which translates into
economics as quasi rents. Bankers have come to believe that
there are strong economies of scope in combining prod-
ucts within a single intermediary. These economies of scope
take the form not of physical production economies but
rather of economies that arise in the context of relation-
ship management. There are, for example, marketing and
sales cost economies from cross-selling—a lending relation-
ship provides an opportunity to discuss additional prod-
ucts with a client. There are also information and

12
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monitoring cost economies of scope in relationships. A
bank providing a loan or credit enhancement already tracks
a firm’s performance and perhaps is enforcing a set of cov-
enants or holding a collateral interest in the firm. Conse-
guently, it is easier to evaluate and bear the counterparty
risk of a swap with that customer or to evaluate the
customer’s potential for a private or public equity offering.

Because these client economies of scope provide a com-
petitive advantage on any single transactional dimension
to intermediaries that already provide other transactional
or advisory services to clients and because such economies
also imply costs of searching and switching on the part of
clients, client economies of scope offer banks the opportu-
nity to reap quasi rents from their relationships. As Rajan
(1992) points out, however, such an ex post relationship
advantage need not translate into ex ante economic profit.
The competition for new relationships may imply that much
of these rents will be dissipated by front-loaded concessions
to customers (so-called loss leaders). Indeed, underpric-
ing loans as a means to attract customers into a relation-
ship (sometimes referred to as tying) has become a
common practice. Bankers are trained to judge profitabil-
ity not on the basis of individual transactions but rather by
evaluating the total resources the bank devotes to a client
(consisting predominantly of man-hours and funds) and
the total fees and interest paid by the client.

This approach to commercial banking accounted for
the rebirth of Continental Bank in the late 1980s and for
the attractive acquisition offer it received from Bank of
America in 1994. After its demise and rescue by the gov-
ernment in 1984, Continental shed its retail operations and
outsourced its noncore functions to focus on its core op-
erations in corporate banking. The bank’s niche was de-
fined not as a set of products per se but rather as a set of
employees (and hence a base of knowledge about certain
customers) and as a type of client it wanted to have.
Continental’s internal training program emphasized total

13
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client profitability, the sharing of information within and
across client teams and deal teams within the bank, and
the development of special internal accounting to allocate
overhead costs and measure client profitability. Conti-
nental’s strategy was to use new products as a way to lock in
a share of mind—to move from simple to complex transac-
tional services and to provide financial and business advi-
sory services so that clients would rely more on the bank.
By acquiring Continental and moving its headquarters of
corporate banking to Chicago, Bank of America expressed
its confidence in that approach.

The new emphasis on the economics of relationships,
as opposed to productivity or profitability measured at the
level of the product or service, is hot unique to Continen-
tal. Chase’s motto, “The right relationship is everything,”
bespeaks the same approach. Harris Bank’s “Vision 2002”
is also based on a relationship-focused strategy, in deter-
mining both the combination of services and the location
of its branches (Calomiris and Karceski 1994, 55-59; 1995,
14-26). Similarly, BancOne’s profitability accounting em-
phasizes tracking overhead expenditure and evaluating the
value of product lines in light of general client relation-
ships (McCoy, Frieder, and Hedges 1994). McCoy and his
coauthors devote an entire chapter of their book to rela-
tionship banking (“The New Search for Growth: Relation-
ship Banking”). In explaining the value of relationships,
they explicitly point to the importance of quasi rents re-
sulting from search and switch costs, though they use a dif-
ferent language (p. 18):

Capturing a greater share of existing customers’ wallets
through relationships has the potential of raising profit-
ability significantly and locking in a bank’s customer base.
That is, if customers maintain several products and sig-
nificant balances with a given bank, they will be less likely
to switch to a competitor.

Bankers clearly agree with this assessment and have

14
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been aggressive advocates of the deregulation of bank pow-
ers. Banks were successful in 1996 and 1997 in pushing for
substantial relaxation of firewalls that had separated the
activities of underwriting (section 20) affiliates and banks
and in broadening the range of permissable transactions
in nonbank affiliates. Recently, one of the most prominent
bank industry representatives (the Bankers’ Roundtable)
has advocated the rolling back of deposit insurance pro-
tection for banks to make it possible for Congress to grant
even greater powers to bank holding companies (Bankers’
Roundtable 1997).

New banking powers not only permit banks to provide
new services to customers, they also give banks greater flex-
ibility in meeting customers’ financing needs. During the
1980s and early 1990s, for example, some of the largest
bank holding companies (including Citicorp, Chase,
Chemical, First Chicago, Continental, Norwest, J. P. Mor-
gan, and Bank of America) earned a substantial fraction of
their earnings from private equity investments.

Itis hard to find bankers opposed to relationship-based
strategy. The most prominent contrarian had been Bank-
ers Trust, which had long espoused a transactional vision
of banking and had argued that profitable relationship
banking had been undermined by competition. The view
that competition had undermined the profitability of rela-
tionship banking—held by some academics and journal-
ists as well as Bankers Trust executives—failed to distinguish
between the old (disappearing) monopoly rents of non-
competitive banking and the new quasi rents of universal
banking. That confusion led Bankers Trust to discount the
value of a client-based strategy and to see its business as a
sequence of independent transactions. In the wake of large
losses in trading and derivatives deals in Latin America and
the United States, Bankers Trust has changed management
and strategy. In 1995-1997, management focused on re-
ducing the importance of trading activities and increasing
the emphasis on relationship banking.

15
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That lesson holds for emerging market risk exposure
of banks, as well as domestic strategy. The losses that Bank-
ers Trust suffered in 1994 and 1995 from its Latin Ameri-
can portfolio contrast with the experiences of Bank
Santander, Bank of Boston, and Citibank in Latin America.
Those banks have seen significant growth with far less ex-
posure to country risk because they have established large
branching networks, which they use to pursue profitable
consumer and small business relationships in Mexico, Ar-
gentina, and elsewhere.

The importance of customer lending relationships and
the quasi rents they create for banks through the valuable
information and control technology banks enjoy (com-
pared with arms-length debtholders) has been widely docu-
mented in recent academic work. Over the past decade, an
outpouring of empirical research has documented the spe-
cial role of banks as information collectors and enforcers
of contracts under asymmetric information (James 1987,
James and Wier 1988; Hoshi, Kashyap, and Scharfstein,
1990a, 1990b, 1991; Booth 1991; Slovin, Sushka, and
Polonchek 1993; Best and Zhang 1993; Petersen and Rajan
1994; Billett, Flannery, and Garfinkel 1995; Kashyap and
Stein 1995; and Calomiris and Wilson 1997).

Focusing on customer relationships also proves impor-
tant in understanding the way new entry occurs in lending
markets and differences in the profitability of new and ex-
isting lenders. Calomiris and Carey (1994) argue that for-
eign bank entry into the U.S. corporate lending market
during the 1980s reflected a cost of funds advantage on
the part of foreign banks during the U.S. bank capital
crunch. But foreign bank entrants suffered an information
cost disadvantage, which is visible in the form and pricing
of foreign bank entry. Foreign banks were able to under-
price U.S. banks significantly only in the high-quality seg-
ment of the market. For high-risk customers (where
information costs are more important), foreign bank pric-
ing was similar to that of domestic banks. Moreover, com-
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pared with domestic banks, foreign banks were much more
likely to lend in the low-risk segment of the market and
were much more likely to lend as passive members of syn-
dicates or through the purchase of loans originated by
domestic banks. The relationship cost advantage of domes-
tic banks is also visible in loan performance differences.
Nolle (1994) found that foreign-owned banks in the United
States had much lower returns on assets in the 1990s and
that this difference reflected both higher overhead costs
and higher loan-loss rates for foreign banks.

Our case analyses provide evidence that this new ap-
proach to client-based universal banking is central to un-
derstanding the merger wave of the 1990s in U.S. banking
and its potential efficiency gains. A bank’s mixture of prod-
ucts and services and its locational strategy are primarily
set in reference to the client base that the bank is targeting
rather than according to the technological costs or syner-
gies associated with particular sets of products or services.
Thus, mergers and acquisitions should be seen in the con-
text of client-based universal banking strategies.

Client-based strategies underlie many choices of acqui-
sition targets in the nine case studies that we discuss. In
searching for merger targets, acquiring banks may be at-
tempting to achieve operating cost economies of scale (a
primary stated goal in the cases of Firstar’s acquisition of
First Colonial, Roosevelt’s acquisition of Farm and Home,
the merger of equals between Comerica and Manufactur-
ers and, to a lesser extent, in the cases of Firstar’s acquisi-
tion of Investors, Mercentile’s acquisition of United Postal,
and First Chicago’s acquisition of Lake Shore). But often
targets were at least as important because they provided
missing links in a client-based strategy. They did so some-
times by providing a branching network to a targeted group
of people whom the bank felt were its natural client base
(as in the cases of Harris Bank’s acquisition of Suburban,
First Chicago’s acquisition of Lake Shore, First Bank’s ac-
quisition of Boulevard, and NationsBank’s acquisition of
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MNC). In other cases, targets provided a quick and inex-
pensive means of acquiring expertise in a set of services
that fit the needs of the acquiring bank’s strategy (as in
Mercantile’s takeover of United Postal, Firstar’s acquisition
of Investors, and the Comerica-Manufacturers merger).

Competition, Consolidation, and Efficiency Gains in the
1990s. Given the deregulation of entry and the new cli-
ent-based universal banking strategy made possible by the
expansion of bank powers, competition should encour-
age efficient consolidation. Thus, one would expect the
mergers that coincide with the heightened competition
of the 1990s to be associated with greater efficiency gains.
Competition should promote efficient consolidation in
two ways.

First, competition magnifies the rewards for efficiency
and the penalties for incompetence. If there are econo-
mies of scale, economies of scope (for example, due to the
opportunities to cross-sell products within any given bank-
customer relationship), or x-efficiencies associated with
managerial skill, a competitive environment will encour-
age those potential efficiency gains to be realized by allow-
ing efficient strategies to produce larger relative earnings
differences among competitors.

Second, because competition widens the distribution of
earnings, it changes the incentives of inefficient, entrenched
bank managers and makes them more willing to step aside.
In a noncompetitive environment, weak managers may be
insulated from stockholder discipline. If stockholders rebel
against managers only when earnings are low, then even in-
efficient managers may do well enough in a noncompetitive
environment to avoid discipline. In the face of increasing
competition, poor managers who see their time running out
will have an incentive to hasten their exit before the stock-
holders rebel and before all the franchise value of their lo-
cal monopoly is eroded by competing entrants.

Thus, an emphasis on the new client-based approach to
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banking, along with the acceleration in competition as the
result of the repeal of branching restrictions during the early
to mid-1990s, suggests that motivations for mergers and the
consequences of mergers during the 1990s could differ
greatly from those of the preceding years. In fact, there is
some evidence that the early 1990s have been a watershed
not only for mergers but for bank efficiency. Despite the
increased competition in lending markets, a combination
of cost savings and the introduction of new fee-generating
products and services seems to have produced a significant
improvement in bank industry performance.

No available measure of performance for banks is ideal
as a measure of long-run efficiency. Ideally, bank earnings
must be adjusted for the riskiness of bank activities, and
some measures of short-term trends in bank performance
can reflect exogenous cyclical influences on bank loan
guality or interest rates more than technological improve-
ments. Furthermore, efficiency gains associated with in-
creased competition may accrue to customers, not to banks,
and may coincide with reductions in performance attrib-
utable to reduced monopoly rents. Thus, bank perfor-
mance improvements during deregulation will understate
productivity gains.

Despite these caveats, it is hard not to be impressed by
the past five years’ improvement in bank performance,
which bankers and bank analysts interpret as a long-run
improvement in productivity. Average market-to-book val-
ues for banks rose from an average of roughly unity for the
period 1980-1991 to an average of 1.4 for the period 1992—-
1995 (James and Houston 1996). Bank earnings have also
shown permanent improvement. Perhaps the most popu-
lar measure of operating performance is the return on
equity. As table 1-3 shows, commercial bank return on
equity since 1992 has been high and stable compared even
with the return in the early 1980s (before the deteriora-
tion in bank loan quality that lowered ROE in the late
19805s).
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Higher bank profitability today is not driven by higher
loan ratios (which are roughly constant over time). Part of
the improvement in bank performance is due to a widen-
ing of net interest margin (net interest income relative to
interest-earning assets). This has grown over time despite
the reductions in lending spreads for corporate loans. As
bankers emphasize, the key to the growth in net interest
margin has been new retail lending products (such as home
equity loans) that have permitted banks to move into rela-
tively high margin consumer lending. The other primary
contributor to improved bank performance has been
noninterest income. Relative to assets, noninterest income
has doubled over the past twelve years. While noninterest
expenses (essentially salaries and wages) have risen rela-
tive to assets (because of the growth of off-balance sheet
activities), the growth in noninterest expense has more than
paid for itself in generating new sources of income and
higher interest margins. That trade-off is captured (albeit
imperfectly) in a measure known in the banking industry
as the efficiency ratio: the ratio of noninterest expense (not
including chargeoffs) relative to net interest and
noninterest income. In table 1-3, we report that measure,
which shows virtual constancy during the period 1981-1991
but falls dramatically afterward.

One of the clearest indicators of the effects of the new
competition on bank performance is the changing com-
position of earnings and expenses for Midwestern banks.
These banks have seen a decline in net interest margin
alongside growth in noninterest income and a decline in
noninterest expense. That region more than any other had
been characterized by branching restrictions that limited
competition in local lending markets and kept banks from
realizing cost savings and relationship synergies. As shown
in table 1-3, banks in the Midwest saw a decline in their
net interest margin from 4.57 percent in 1993 to 2.89 per-
cent in 1997, while noninterest expenses fell from 4.18
percent of assets to 3.43 percent and noninterest income
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rose from 2.15 percent to 2.63 percent. The simultaneity
of these changes provides evidence of improved produc-
tivity. Midwest banks found ways to improve their
noninterest earnings per asset dollar while cutting their
noninterest costs per asset dollar. Thus, despite declining
interest margins, Midwest banks have maintained their
ROE.

Of course, the cost reductions in American banking
are not entirely attributable to consolidation. Changes in
technology (notably the replacement of teller-originated
transactions with ATMs) would have produced cost savings
even without any consolidation. Nevertheless, the improve-
ment in bank efficiency reflects favorably on the case for
bank mergers in two ways. First, it provides prima facie evi-
dence that the cost savings programs that coincide with
many bank consolidation transactions may actually be hav-
ing some effect. In that regard, it is noteworthy that the
Midwest region (where the regime change has been most
dramatic) is also the region that has seen some of the great-
est efficiency gains. Second, the evidence of dramatic im-
provements in bank efficiency supports the view that
competitive pressures have been particularly pronounced
during the merger wave, which reflects favorably on the
likely motives for mergers.

Microeconometric Analyses of Bank Consolidation

From the standpoint of the preceding arguments about
the likely efficiency gains from the merger wave currently
transforming U.S. banking, econometric evidence of effi-
ciency gains at the level of individual banks has been sur-
prisingly weak. Three decades of microeconomic empirical
research in banking have failed to produce clear evidence
of large gains from consolidation. That fact has not done
much for the reputation of academic analysis within the
banking industry, where the gains from consolidation are
generally regarded as beyond reasonable doubt. How have
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the academics arrived at their conclusions, and how might
one reconcile the econometric results of these studies with
other evidence (and bankers’ beliefs) that consolidation is
the child of competition and the mother of efficiency?

Studies that have failed to find economies of scale in
banking and thus question the potential gains from con-
solidation are relatively easy to discount. First, under a regu-
latory regime that limited bank branching (the regime
under which scale economies were estimated), it is not sur-
prising that economies of scale were hard to find. If the
advantages of large size include operating economies of
scale (back office consolidation across bank offices), port-
folio diversification, and economies associated with wide-
spread marketing and client-access, then they depend on
the ability to branch. But the branching networks that would
have allowed such economies of scale to be realized were
absent. Thus, past measures of realized scale economies
are likely to be a poor guide to potential scale economies.
Berger and Mester (1997) provide evidence consistent with
that view. Using a database taken from the 1990s, they found
potential scale economies significantly larger than those
of previous studies.

Second, measures of inputs and outputs are contro-
versial in banking, and comparability across banks of dif-
ferent sizes in inputs and outputs makes it particularly
hard to render convincing scale comparisons. Banking
consultants, with access to better data, argue that econo-
mies of scale are important but are hard to identify with
publicly available data. Toevs (1992) provides evidence
from line-of-business data that show large economies of
scale and great potential for cost savings from within-
market consolidation.

Empirical studies of merger and acquisition transac-
tions bear more directly on the question of the gains from
consolidation. The results of these studies divide into two
broad categories: (1) analyses of the effects of transaction
announcements on stock prices of targets and acquirers
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and (2) analyses of postmerger bank performance through
bank income and balance sheet data. Both sets of findings
have tended to produce evidence of meager expected or
actual postconsolidation improvement, on average. But
interpreting the evidence from these studies is difficult be-
cause of a variety of problems. The pitfalls that we outline
in our criticism of the extant empirical work on mergers
help to motivate our use of the case-study approach.

Average Stock Price Reactions. Studies of stock price reac-
tions to consolidation announcements (for various dates
covering the period before 1992) have reported negative
average returns for acquirers, positive average returns for
acquirees, and a zero average change in the value of the
combined institutions (Beatty, Santomero, and Smirlock
1987; James and Wier 1987; Wall and Gup 1988; Dubofsky
and Fraser 1988; Kaen and Tehranian 1988; Sushka and
Bendeck 1988; Cornett and Tehranian 1992; Houston and
Ryngaert 1994). Should one conclude that mergers account
for little of the gains in the 1990s (or before) or that mea-
sures of gains based on stock price reactions are flawed?

Studies that focus on stock price reactions and mea-
sure performance by announcement effects face several
difficulties. First, stock issues (including stock swaps associ-
ated with acquisitions) tend to be associated with negative
price reactions for issuers and acquirers, which is generally
explained as a result of adverse-selection (pooling) prob-
lems (Myers and Majluf 1984). That interpretation suggests
that it is inappropriate to view negative average price reac-
tions to acquirers’ announced acquisition plans as evidence
that consolidation is value reducing.

Second, the efficiency gains from consolidation may
be reaped largely by bank customers in a competitive mar-
ket (as suggested by the evidence in Jayaratne and Strahan
1997). In that case, stock prices of banks might capture
little of the efficiency gains of consolidation. Measures of
consumer surplus (convenience, transaction cost, interest
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rate spreads) might be more useful measures of efficiency
gains than bank stock prices or bank earnings.

Third, if acquisitions are anticipated, their positive ef-
fects on bank value may not show themselves at the an-
nouncement date. Many banks have clearly expressed their
acquisition strategies (NationsBank, BancOne, and Harris
Bank, for example). Acquisition announcements may pro-
vide details about timing and specific targets but less infor-
mation about the future shape of the bank, which may have
been known to the market before the announcement.

Fourth, a negative market reaction could itself reflect
market disappointment with the announced transaction
because of anticipated gains for consolidation transactions
if some such transactions become less likely as the result of
the announced consolidation. As we argue in our analysis
of Firstar’s acquisitions, a possible interpretation of the
market’s negative reaction to Firstar’s acquisition announce-
ments is that the market believed Firstar’s value-maximiz-
ing strategy was to become acquired by a larger
superregional bank. Despite Firstar’s impressive record
before these acquisitions and despite its reasonable expec-
tation of achieving gains through consolidation, the mar-
ket may have been disappointed by the implication of these
announcements for the long-run strategy of the bank.

Fifth, market reactions may reflect an incomplete un-
derstanding of the transactions. McCoy, Frieder, and
Hedges (1994) contend that the nature of the gains from
consolidation has changed over short periods during the
past twenty years. Given the limited information from ex-
perience available in the market to judge the likely success
of consolidations, market expectations may be formed
largely from the record of a few transactions, which may
provide an inaccurate picture of anticipated gains when
the motivations for mergers are changing.

Average Postmerger Performance. Studies of postcon-
solidation performance often provide mixed evidence on
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typical cost savings and revenue gains from mergers and
acquisitions. The various studies all report that acquisition
targets tend to be relatively inefficient banks. They disagree,
however, about the extent to which acquisitions help to
realize potential efficiency gains. Results are sensitive to
the type of bank being analyzed and the benchmark used
for comparison. Some studies report little average perfor-
mance improvement from consolidation. Berger and
Humphrey (1992), for example, examined a sample of bank
consolidations from 1981 to 1989 and found little realized
gains from mergers. Srinivasan and Wall (1992) and Rhoades
(1993a) discovered no cost savings from mergers.

More recent work suggests that mergers may produce
significant revenue gains, despite scant cost savings.
Akhavein, Berger, and Humphrey (1997); Berger (1997);
and Peristiani (1997) found no significant cost savings from
consolidations but did find increases in profits after con-
solidation, which largely reflected portfolio reallocations—
the switch from government securities holdings to
loans—or improvements in asset quality. The first and last
of these studies examine data from the 1980s, while the
second uses data only for the period 1991-1994. Together,
those findings suggest that some combination of greater
loan diversification opportunities or perhaps the profitabil-
ity of lending as part of a multiproduct delivery strategy
(quasi rent creation) accompanies consolidation—that is,
bank management is either more willing or more able to
take on lending risk than before.

Other studies of this same period do detect signifi-
cant cost savings from consolidation. Spindt and Tarhan
(1992a, 1992b) used a matched-sample approach to con-
struct their performance benchmark. They concluded that
large gains were realized by acquirers and that the prices
paid for targets were fair measures of expected discounted
future gains from the acquisition. Toevs (1992) provides
a similarly optimistic perspective on cost savings, using
data on lines of business rather than total banking costs.
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Cornett and Tehranian (1992), who confined their analy-
sis to large bank holding companies, found large increases
in postmerger performance; also, cross-sectional differ-
ences in ex post performance and cost savings were re-
flected in cross-sectional differences in stock market
reactions to announcements.

Some differences across studies—especially the differ-
ences regarding cost savings—reflect different definitions
of costs and profits. Cornett and Tehranian (1992) focused
on measures that excluded interest costs but have been
criticized for doing so since banks with high operating costs
may be spending more on operations to avoid higher in-
terest costs (Berger 1997). Differences in the samples of
banks studied may also produce different measures of cost
savings. Spindt and Tarhan’s findings may reflect a high
proportion of small banks in their sample.

In general, the conclusions from the performance-
based studies of mergers are mixed. Still, they provide a
more optimistic picture than the evidence on average stock
price reactions. They also tend to emphasize potential gains
from revenue increases rather than cost savings and show
that those gains in revenue are not traceable to increases
in market power.

The scant evidence of postmerger improvement from
some performance studies may be attributable to method-
ological pitfalls. Some problems are similar to those en-
countered in the literature about reactions of stock
prices—for example, the possibility that efficiency gains will
not show up as net earnings improvements because of com-
petition. Other pitfalls in measurement are peculiar to per-
formance comparisons. First, there is a selectivity bias.
Nonmerging banks (which serve as the benchmark for com-
parison) may be avoiding consolidation for good reason.
Perhaps they are pursuing de novo branching as a method
for expansion, or perhaps they are in a different service
niche, where consolidation is not as useful. This selectivity
bias implies that measured improvements from consolida-
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tion relative to some benchmark will understate actual
improvements.

Second, lags in performance improvement may be ex-
tensive. Transactions motivated by pure cost cutting show
benefits fastest, but even in these cases most industry esti-
mates claim that cost savings take roughly three years to
become fully realized. In the first year after a merger, costs
often rise because of special costs from the merger itself
(including special accounting charges and severance pay).
Transactions motivated by strategic factors (marketing syn-
ergies or diversification) may take much longer to show
themselves. Diversification advantages may take a decade
to appear. Revenue gains from combining services to fos-
ter more profitable client contacts may not be realized for
several years. Furthermore, some acquirers deliberately
pursue a slow path when integrating targets into the par-
ent institution because they believe that doing so enhances
the long-run profitability of the acquisition (through its
effects on customer relationships and employee morale).

Third, during a merger wave, it is hard to construct a
believable benchmark of performance to gauge the gains
from consolidation, and this problem is exacerbated by the
lags in realizing the gains of mergers. Panel data analysis of
mergers seeks to take advantage of within-firm and across-
firm differences in consolidation status to identify gains
from consolidation. But, in the midst of a merger wave,
banks that did not acquire an institution in a given year are
still likely to have been involved in a previous consolida-
tion or are likely to be involved in one in the near future.
The econometrician faces the difficult task of identifying
firm-years that should reflect the influence of consolida-
tion as opposed to firm-years that should not. Recall that
the gains of consolidation (according to bankers) show
themselves in bank performance with a lag and the first
year of consolidation often sees large expenses associated
with the transaction itself. Thus, constructing a meaning-
ful comparison of merging and nonmerging institutions
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to evaluate performance consequences may be difficult.
(We return to the problem of constructing counterfactual
benchmarks in our case discussions.)

Fourth, because one story does not fit all bank merg-
ers, the econometrician has difficulties in identifying the
benefits of mergers. Suppose that there are many different
ways in which mergers might improve efficiency (includ-
ing operating cost savings, x-efficiency gains, and product
sales synergies) but that any one merger typically is moti-
vated primarily by only one of the many possible sources of
gain (a supposition that we argue below is quite realistic).
In that case, econometric modeling that treats all mergers
as the same may lead to false conclusions. Suppose that
only one in three mergers is motivated by operating cost
savings. Then the measured cost savings implied by simple
regression analysis of the entire sample of mergers under-
states by a factor of three the benefits (and overstates coef-
ficient standard errors) from cost reduction for the subset
of mergers that are motivated by cost reduction.

From the perspective of this last critique of economet-
ric studies of cost reduction, case studies may be helpful.
One benefit from an analysis of cases is the information
provided about bank characteristics associated with particu-
lar merger motivations. Those characteristics can act as a
set of conditioning variables to be used in econometric
analysis to sort banks according to the likely motivation of
their mergers.

Therefore, average measured gains from consolida-
tion—whether measured by stock price reactions or by
performance improvements—are not reliable indicators of
the true average gains. That is not to say, however, that
merger optimists are free to ignore these pessimistic re-
sults. In addition to the questionable findings about aver-
ages, the literature on bank mergers has reported some
important cross-sectional differences, and these cross-
sectional differences suggest that not all mergers have been
equally value maximizing for bank stockholders.
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Cross-Sectional Differences and Managerial Incentives. As
in other industries (Jensen 1988; Lang, Stulz, and Walkling
1989; Shleifer and Vishny 1990, 1992; Servaes 1991; Healy,
Palepu, and Ruback 1992), some bank consolidations pro-
duced noncontroversial gains. Some types of bank consoli-
dations are received with enthusiasm by the stock market
and offer clear evidence of performance improvement.
Acquisitions where acquirers and targets are geographically
coincident and where cost-saving opportunities are often
transparent, for example, tend to enjoy more favorable
market reactions (Houston and Ryngaert 1996, 1997).
Some mergers offer clear, visible cost savings in the form
of branch closures and payroll savings, while the advan-
tages from strategic mergers (where management stresses
product and marketing synergies or diversification) have
been harder to identify empirically.

Recent literature has stressed the importance of mana-
gerial incentives for determining the success of bank con-
solidations. This emphasis is particularly plausible in the
banking industry. In their analysis of bank profitability and
survival, Gorton and Rosen (1995) emphasize that the bank-
ing industry traditionally had suffered from regulatory limits
on corporate governance that insulated managers from
stockholder discipline. Regulations effectively prevented
competing banks (or commercial enterprises) from acquir-
ing inefficient banks. Gorton and Rosen argue that much
of the exit from banking during the 1980s reflected ineffi-
ciency and overcapacity in the industry resulting from the
previous lack of discipline over management.

Gorton and Rosen’s (1995) emphasis on tolerance for
poor management has been echoed in many earlier stud-
ies of bank efficiency. That literature (summarized in
Evanoff and Israelevich 1991; Berger, Hunter, and Timme
1993; and Peristiani 1996) finds that much of the cross-
sectional variation among banks in efficiency is attribut-
able to x-inefficiency (poor management) rather than to
differences in scale, scope, or choice of inputs. The con-
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clusion of these studies is that an important source of effi-
ciency gain in mergers should come from taking banks away
from inefficient managers and placing bank operations in
the hands of efficient management.

Studies of the gains or losses from bank mergers and
acquisitions lend support to the Gorton-Rosen view that
entrenched management and regulatory protection from
competition explain bank inefficiency in the 1980s. Whether
one measures success by an examination of changes in bank
performance after mergers or by reactions of stock prices to
consolidation announcements, there is enormous variation
across banks, and some variation in the benefits of consoli-
dation can be explained by the incentives and abilities of
the acquiring institutions’ management.

Allen and Cebenoyan (1991) contend that the combi-
nation of the ownership share of management and the
concentration of nonmanagement ownership helps to pre-
dict which consolidation transactions are most successful.
They argue that managers may pursue mergers for value-
maximizing reasons or, alternatively, for selfish career ob-
jectives. Whether a merger deal will be beneficial to
stockholders depends on whether the incentives of man-
agers are aligned with the interests of stockholders (through
a combination of the carrot of an ownership stake and the
stick of stockholder discipline). Palia (1993) concludes that
managers without a large stake in their banks tend to pur-
sue non-value-maximizing mergers for their bank’s stock-
holders, presumably because they seek private gains from
the merger. Similarly, Cornett, Palia, and Tehranian (1997)
find that the structure of bank CEO compensation is an
important predictor of the stock market’s reaction to con-
solidation announcements. If bank CEOs own large stakes
in their banks and have highly sensitive pay-for-performance
contracts, they tend to choose acquisition targets that in-
spire more confidence in the stock market.

Stories of the 1980s for the 1990s? By relating the gains
from consolidation to the incentives of management, these
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studies offer plausible explanations for why potential ad-
vantages from consolidation are not always realized. They
also suggest a possible synthesis of the contrary evidence
regarding average profitability of mergers. Perhaps the
potential gains from bank consolidation are great (as sug-
gested by cross-regime comparisons), but in many cases
managerial incentives prevent those gains from being real-
ized.

What is less clear is the applicability of the evidence of
postmerger performance from 1980s consolidations to the
current merger wave in banking. All the aforementioned
inquiries that relate managerial incentives to bank efficiency
and managerial consolidation decisions use pre-1992 data,
and many use samples with an even earlier end date. The
problem in applying these results to the post-1992 period
is that the recent period is one of far greater competition,
far fewer barriers to entry, and significant improvement in
performance for the industry as a whole.

The possibility that the 1990s are different from the
1980s suggests the value of examining cases from the 1990s
to see if efficiency gains resulting from mergers are larger
than in the 1980s. Rhoades (1993b) reported preliminary
findings of unusually high cost savings from his sample of
nine case studies of mergers between 1986 and 1992, with
many cases drawn from 1991 and 1992. While some of his
evidence pertains to 1980s transactions, he picked those
transactions because he believed they were illustrative of
the sorts of transactions that characterize the new wave of
mergers. The sample includes Wells-Crocker (1986), BONY-
Irving (1988), First Union-Florida National (1989), Fleet/
Norstar-Bank of New England (1991), Chemical-Manu-
facturers Hanover (1991), BankAmerica—Security Pacific
(1992), Society-Ameritrust (1992), Comerica—Manufactur-
ers National (1992), and Barnett-First Florida (1992).

As in any case analysis, one can question the represen-
tativeness of the sample. But, by selecting a set of cases that
exemplify current transactions better than a representa-
tive sample of past mergers, Rhoades may actually have
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minimized selectivity bias for answering his question. His
sample of cases was chosen according to the following cri-
teria: large bank size (for both target and acquirer), large
geographic overlap between acquirer and target, and ex-
plicitly stated motivations of cost cutting. Thus, while
Rhoades’s sample may have little to say about merger mo-
tivations other than cost cutting and while it may have little
relevance for understanding the acquisition of small banks
by large ones, it is well focused to answer the specific ques-
tion of whether within-market consolidations between large
banks are producing large cost savings in the 1990s. The
answer seems affirmative.

The case studies we discuss below have little overlap
with those studied by Rhoades (Comerica-Manufacturers
is the one case common to both samples), and our cases
capture a broader set of phenomena. Like Rhoades, we
also provide evidence that the 1990s are different from
the 1980s. In particular, we find that competitive pressures
are lessening the latitude of managers and thus removing
an important impediment to the realization of efficient
consolidation.
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Case Studies

efficiency gains from bank consolidation and pointed

to several possible advantages from an examination of
individual cases of recent transactions. We posed several
guestions that helped to motivate our case studies and which
we address from the perspective of our nine examples.

To what extent does the consolidation wave reflect pure
technological operating cost savings, as opposed to savings
from increases in quasi rents (through improved relation-
ship banking) or cost savings from improving the quality
of management? Are mergers typically motivated by the
same combination of goals, or do mergers typically reflect
one goal more than others? Have the mergers of the 1990s
produced efficiency gains? Do the circumstances of the
cases suggest that the gains from the merger wave of the
1990s should exceed those of the 1980s? What are the les-
sons of these case studies for future econometric analysis?
How important in practice are the methodological prob-
lems of performance studies discussed above (for example,
realization lags, one-time charges, and difficulties of con-
structing reliable benchmarks)? Do the cases support the
methodological criticisms of using stock price reactions to
infer expected gains?

To shed light on these questions, we developed nine
case studies, with the assistance of teams of MBA students
from the 1994 commercial bank management course taught
by one of us (Calomiris) at the University of lllinois. Those
case studies were originally published by Calomiris and
Karceski (1995). Here we summarize and update them.

I n chapter 1 we reviewed the existing evidence on the
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After describing the way cases were selected, we provide a
brief overview and evaluation of each case.

Sample Selection and Performance Criteria

Unlike Rhoades (1993b), we did not target a particular set
of banks for which we knew cost cutting, or any other mo-
tivation, was the stated objective of the merger. Rather, stu-
dent teams were allowed to select cases based on their own
interest, with the constraint that the merger be completed
between 1992 and 1994. Our sample contains an unrepre-
sentative proportion of Midwestern banks, as the location
of these banks offered more convenient access for student
interviews of management.

Our intent in not constraining the mergers by type was
to pull together a somewhat representative sample of cases.
As it turned out, our cases differ greatly from one another.
The sizes of the banks involved, their locations, their lines
of business, and the motivations behind the mergers are
different. Technology- or location-driven cost reductions
mattered in the stated motivations for many of these merg-
ers, but so did relationship advantages or x-efficiency gains
through better management.

Analysis of Cases

Why Merge? While all our case studies of bank mergers
and acquisitions reflect common competitive pressures, the
most obvious lesson of the various case studies is the mul-
tiple motivations for combining banks. The characteristics
of acquirers and acquirees and the nature of their deals
reflect those differences. Some deals were primarily moti-
vated by operating cost savings, while in one case there was
no possibility of reducing operating costs at all. Market
access to a particular client base or location was the most
important motive in some cases, sometimes as a means to
cross-sell products to customers when their preexisting
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intermediary lacked comparative advantage in delivering
those products. In one case, the managerial inefficiency of
the target provided the largest potential gains from acqui-
sition.

The first two case studies—Harris-Suburban (owned by
Bank of Montreal) and First Bank—Boulevard—exemplify
how different the motivations and circumstances of a bank
acquisition can be. The Harris takeover of Suburban was,
in essence, the acquisition of a reasonably successful sub-
urban Chicago banking franchise by a large Chicago city
franchise with an aggressive strategy to buy customer rela-
tionships. Harris and Suburban continued to operate in-
dependently after the takeover, and there was virtually no
opportunity for cost reduction through operating cost sav-
ings, executive salaries, or x-efficiency gains. Executives and
directors were not eliminated to save overhead costs. The
two banks and their managers had worked with one an-
other for many years in the context of a correspondent
relationship. The acquisition was a friendly, unsolicited offer
made at a high premium. Suburban was a family-owned
bank in which the concentration of ownership and control
was high. Concentration of control was enhanced by the
issuance of two classes of common stock. X-efficiency gains
from improving managerial personnel were not anticipated.

Harris Bank’s stock is not traded since it is a wholly
owned subsidiary of Bank of Montreal. The stock price of
Bank of Montreal showed a slight increase around the an-
nouncement date, although it would be inappropriate to
attribute that change to such a small acquisition. What we
can say, however, is that the Suburban acquisition and, more
broadly, the first important implementation of BMQO’s Vi-
sion 2002 did not produce a negative reaction from the
market.

In contrast, First Bank’s acquisition of Boulevard fol-
lowed Boulevard’s managers’ decision to sell an extremely
inefficient bank to the highest bidder. Boulevard was the
most inefficient bank in Chicago at the time of its acquisi-
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tion. In a sample of forty-four banks in the Chicago area,
Calomiris and Karceski (1994) found that Boulevard ranked
at or near the bottom according to every performance
measure, including ROE (forty-second), ROA (forty-second),
net interest spread (thirty-sixth), and efficiency ratio (forty-
fourth). Boulevard’s management—which had long
avoided takeover—decided in the summer of 1993 that its
best option was to sell the bank. Management voluntarily
placed the bank on the auction block two months after
establishing lucrative golden parachutes. One way to inter-
pret that decision is that Boulevard’s management under-
stood that its franchise value to an acquirer was on a
declining path. If it did not sell, it would be out-competed
by existing banks or de novo entrants and would face con-
tinuing losses of customers and charter value. Under those
circumstances, entrenched management decided to exit
(taking with it a significant share of the bank’s existing
charter value) rather than maintain a hold on a declining
institution.

While Boulevard shareholders benefited from the deal,
entrenched management clearly extracted enormous rents
as the price for allowing the shareholders to profit from
the merger. The winning bid for Boulevard contained a
relatively small acquisition premium, and the winning bid-
der was a regional bank from a different city that special-
ized in trimming the costs of takeover targets. In the
Boulevard deal, the acquirer looked to achieve significant
cost cutting, partly through widespread layoffs. Not only
did Boulevard’s stock appreciate as the result of its placing
itself on the auction block; First Bank also saw a modest
increase in its stock price (1.1 percent absolutely and 1.7
percent relative to the Standard and Poor’s financial index
in the two days following the acquisition announcement).

The new competitive pressures of the 1990s encour-
aged both of these acquisitions, but the channels through
which competition operated were different. While both
deals were justified by anticipated synergies—cross-selling
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opportunities in the Harris-Suburban transaction and cost-
cutting opportunities in the First Bank—-Boulevard deal—
those potential efficiency gains do not explain the timing
of the acquisitions. In the case of Boulevard, the exit strat-
egy of inefficient management, which determined the tim-
ing of the deal, had changed as the result of deregulation
and competition. In the Harris-Suburban case, Bank of
Montreal’s aggressive Vision 2002 relationship-based strat-
egy for Harris to seize market share, which was set in mo-
tion in 1992, was the determining factor.

The other seven deals reflect somewhat different mo-
tives and circumstances. Table 2-1 summarizes some sa-
lient features of each of the nine case studies, and a slightly
more detailed summary of each case appears in separate
“deal at a glance” exhibits (tables 2-2 through 2-10). Al-
though common themes run through many of the cases,
the variation across the cases is at least as striking as the
similarities.

Two cases are virtually simultaneous acquisitions by
Firstar. They share some important features. In both cases,
the targets were mortgage specialists, and Firstar’s motiva-
tion for acquiring them was expansion of market share in
the important Chicago and Twin Cities areas. According
to Firstar management, the choice of targets reflected some
anticipated cost savings but also cross-selling opportunities.
Especially in the case of the acquisition of Investors, man-
agement claimed that Investors had special skills in mort-
gage intermediation but could not realize its full potential
because of limited financial resources. Firstar had both the
capital and the customer network to allow a significant
expansion of mortgage intermediation by Investors’ mort-
gage group. In both acquisitions, Firstar expected to re-
tain the management of the preexisting banks, which it
regarded as capable.

Both of Firstar’s acquisitions coincided with strong nega-
tive reactions in the stock market. The market’s negative
reactions seem surprising, given Firstar’s positive track
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CALOMIRIS AND KARCESKI

record of successful acquisitions in the years immediately
before these deals, which had demonstrated its ability to
realize cost savings and revenue gains from acquiring banks.

As noted in our critique of market reactions as mea-
sures of potential efficiency gains, one interpretation of a
negative response to an acquisition announcement is that
the announcement disappoints another market expecta-
tion. In this case, before Firstar’s acquisition announce-
ments, the market may have been expecting Firstar to
position itself as an acquiree rather than as an acquirer. In
the areas where Firstar operates, it suffers a size disadvan-
tage relative to competing giants like Norwest and First
Bank System in the Twin Cities and Harris (Bank of
Montreal), BankAmerica, Lasalle (ABN Amro), and oth-
ers in Chicago. As interstate branching becomes a reality,
Firstar could suffer an increasing competitive disadvantage
due to its limited size. Attempting to grow itself into the
position to compete in the future may have been seen as
an indication of an unwillingness to maximize its franchise
value by allowing itself to be acquired.

First Chicago’s acquisition of Lake Shore is a unique
example of a large, local Chicago franchise acquiring a
successful small bank catering to the affluent retail market
around Michigan Avenue. Lake Shore’s interest in becom-
ing acquired was the result of a managerial shakeup that
brought in a new CEO who felt that the value-maximizing
strategy of the bank was to allow itself to become acquired.
This suggestion was greeted initially with some alarm by
Lake Shore’s board of directors. But the board changed its
view once the potential profitability to shareholders became
apparent. Clearly, Lake Shore was not a bank with en-
trenched, inefficient management. It was a successful bank
that decided that the best use of its franchise value—its
highly desirable customer relationships—was to sell them
to an acquirer. Many banks bid for Lake Shore, which was
able to command a handsome premium from First Chi-
cago. First Chicago claimed to see opportunities to both
expand its retail market share and cut costs by combining

43



¥66T ‘T 1900100
¥66T ‘8T |14dy

(€6/1€/2T papus Jeak) 049/°/9
(£6/1£/2T) %2SVT

(£6/1£/2T papus 1eak) 9482'GT
(£6/1£/2T papus 1eak) 48T'T

(r6/1£/6) UONIG L' T$
(gangns obealy) e) sioul||| ‘auneed

:areq uonsjdwo)
;e 1UBWLOUNOUUY

:oneJ fousioiyg
;fenided T Ja1L
30y

YO

:519sse |R10L
:s1911enbpeaH

'ou| ‘diooueg ueqangns :1sbe)

(€6/1£/2T papus Jeak) 0462'S.

(£6/1£/2T) %00'6

(€6/1€/2T papus Jeak) %1 2T

(€6/1€/2T papua 1eak) %060

(v6/1£/6) UOINQ ZOT$—OWSE ‘(£6/TE/ZT) UON(IQ T'ET$
obeaiyn

:oneJ fousioig
:Jeudes T Ja1
304

vod

:s19sse [e101
:s1a1enbpeaH

(OING) [eanuolN Jo ueg ‘quaded su jo djay syl yum ouj ‘diodyueg suuaeH :uskng

uonisIboy :[eaq syj Jo aineN

¥66T ‘d4OONVg NVG4NENS 40 NOILISINOIY S,d4OINNVY SIHdVH

¢—¢314avl

44



'$10U1NY :304NOS

‘(19am snoinaad ayy Burinp paxes| usaq aney Aew |eap
ay1 1noge uoiewuogul) ureb Aep-1ybia 94G9 e se ||am se uleb Ajrep o4ee e Bunuasaidal ‘ve6T ‘ST 14dy
U0 99¢ 1B Paso|d X201s ay 1aA0axe] 3yl JO smau uo Ajjeanewelp padwnl sareys uegiangns :uegingns

‘Rep awes ay) uo 94T79°T paddoip

X9pu| X201S UelpeURD SBUOr MOQ 38U} 3[Iym ‘¥66T ‘8T |14dy UO GZ'GZ$D 01 %6'T 1194 4903s OING "ueq

-INgNS pue QNG Usamiaq azIs Ul adualayip abe| syl Jo asnedaq uonoeas ‘Aue 1 ‘s1i| sem a1y :OINg
uonesy 19xIeN

'$19pPIC 18410 OU 319M 9181 pue ‘A|pusLly sem 1anosxe] ay |
“uaWabeuRW Pazi[esuadsp punodJe 1jing 84Nl Nd [euoieziueblo Jejiwis e pue 19ays aouejeq Buoils e
UM Yueq e paAlsdal pue (anjea Y00(d salln Zy'z) ueqangns 1o} wniwaid ybiy e pred sLueH :ssoN 8Yy10

'S19W01sSNd ueqangns Bunsixa o1 bulj|as
-§5019 Uey] 19410 paleald atam salfiuauAs oN “uejd zooz UOISIA S.OINgG 01 Bulpaodde 19x4ew obeaiy) ayl
ul aouasald sy puedxa 01 ‘¥E6T ‘€2 Ud4e|N U0 ueqingns 10} 1840 pPalidljosun ue sapew SLIIeH :UOIRAION

"UOI||IW $22$ Sem Janoaxe] ayl JO 1S0D [€101 8y “[eafluol\ JO yueg
1O saJeys zGe6's o) pabueyoxa sem »201s diooueg uegingns Jo ateys yoes—dems %001S :sWis) [eloueul

s1sa18qu] Jo Burjood :poyisiN Bununosoy

45



¥66T ‘92 ydJen :are@ uonsidwo)

06T _om ‘_mnc‘_maaww .9le JuswikdunNouuy 1sn0axe]

£66T ‘22 4aquiardas 'spig Joj auljpesq

66T _o._n Hmsms< :9e  Juswdunouuy
(€6/1€/2T papua 1eak) 9e8 :ones fouaioy3
(£6/T€/2T) %169 ‘lendeo T a1l
(€6/1£/2T papus Jeak) o9 30y
(£6/1£/2T papus 1eak) %S0 Yoo
(¥6/52/¢) uolg 9°'1$ s1asse [e10L
obealyd :s1911enbpeaH

‘U] ‘diooueg paeasjnog :1abue]

(£6/1€/2T papus Jeaf) %865 ;01784 £oUaIdly3

(€6/1£/2T papus Jeak) o48'€T 30y
(€6/T€/2T papus Jesk) %/T'T Yoo
(€6/1€/2T) UOI||Iq ¥°92% 's1asse |e10L
sijodeauuln :s1911enbpeaH

(sg4) "ou| wasAs Mueg 15414 :1efng
uonIsInbay :feaq syl Jo ainjeN

¥66T ‘dHOONVY AY¥VAITNOY 40 NOILISINOIY S,IWILSAS INVY LSHI-
€-¢ 31avlL

46



'SIoYINy :308N0S

"£66T ‘'0€ Jaqwardas Buipua shkep om1 ay1 Ul asealoul 0,eG /. © Bulpnjoul
‘©66T 1SNBNY-pIW 01 BUN( JO PUS Byl WOJJ %TE 1sowfe dn Juam ao1id aJeys s,paeAs|nog :pJes|nog

V66T .mN YaoueN OC__UCO Jeak 9yl @C_._D_o Xopul jeldueul} 4%S ayl ueyl sss| pauljosp
pJeAs|NOg PUe Sg4 JO aNfeA 19¥JeW PaUIGIOd UL "995°0 119} 00S d’®S 81 lIUM ‘€66T ‘0E Jaquiaides
papua sAkep om1 a1 Ul 9% HT T dn 1usm X201s 8,594 ‘9zIS Ul dualajip abie| syl Yum usaag yjueg 1sii4

uolloesy 1syIe|N

‘sainyoeted uspjoh

aY1 se |]1am se ‘swiajqoad s,paeasinog xiy 01 ssaubuljjimun 1o Aljigeul syueq Jaylo Jo 3 nsal syl usaq
aney Aew wniwaad 1aA08xe]) MO| 8y | ‘suolledado Jusldlyaul pue sasso| ueoj A1jeal |e191aWWod awos
w4y Buliayns sem paeasjnog a311d 3201s s, paeasinog anoge wniwaad o40T e Ajuo pred Sg4 :S810N JaY10

“19y4ew
0be21yD [821119 8Y) 01Ul SoUBNIUS ) BuneN|Ioe) ‘piq 1s8yBIy au) panIwgns yueg 1s114 "€66T ‘TZ dUNC UO
ainyoesed usp|of uoljiw £ €$ aAneIoN| & Bulysijgelss Jaye ‘ajes 1oj dn Jjasi ind pieas|nog :UoNBANo

"UOI||IW 2'90Z$ 1O 1509 [10] B Je sateys uolj|iw zZ'9 pabueyoxa pue paseyaindal Sg4 »001s
Sg4 1o saJeys ZET8 0 104 pabueyoxa sem X201s paeAs|nog JO aleys Yyoea—dems %201S :Swisl [eloueul

aseyaingd :poys\ Bununodoy

47



G66T ‘TE Aenuer :a1eq [eAosddy

¥66T ‘62 AINC :9]e JUsWBIUNOUUY Jan0aYe]
(¥6/1£/2T papus 1eak) i) :oneu fousioly3
(€6/1£/2T) %/9'TT :0ned [ended |[edanO
(¥6/1€/2T papusd Jeak) 9%0'TT 30y
(¥6/1€/2T papuad 1eak) %960 YOy
(¥6/0€/6) uol|iq 8'T$ 'syosse [e10]
obeaiyn :s1911enbpeaH

(D904) uoneiodio) sareysyueg |eluo|o) 15414 :1961e]
(¥6/1€/2T papua Jesk) 94909 :ones Aousioy3
(¥6/T€/21) %0Z'8  :oNed [endeo T JalL
(¥6/1€/2T papusd 1eak) 960'LT 30y
(¥6/1£/2T papusd Jeak) oT1G'T YOy
(¥6/1€/21) UOl|Iq T'ST$ 's1esse [e10]
2 Nem|IN :slalenbpeaH

uonelodio) JeisiiH :sskng

uonisinbay :fesq ay Jo ainleN

G66T ‘STUVHSMNVY TVINOTOD LSHIH 40 NOILISINOOY S, HvLSHIH
y—¢ 319vL

48




"SIOYINY :308NOS

2T 1snbny ybnouay ¢ Aine wouy pabueyosun sem pue ‘y66T ‘T 1snBny uo 94,9'T paddoup 201s
3y 'J9A0aXe] Y] JO SMau U0 asealdul 10U pIp 8914d %9031s uowwod s,0g04 ‘“A|buisuiding :jeiuojo) 1sii4

'9%G'€ dn sem 00G d%®S 8yl ybnouys ‘o8 pauljosp
Je1siiq ‘g1 1snbny ybnoayl ¢ AIng wod4 "94T°0 ueyl ssa] Aq |81 005 S @Y1 9[Iym ‘66T ‘T 1snBny uo
%9'€ paddoup »001s 8y JusWSdUNOUUR 3y] Jale Ajpuediiubis ja) 8014d X201S UOWILLIOD S,Je1saiH tIelslid

UoNIeaY 14IeN

‘A|pusLiy sem
[eap 8y} pue ‘siappiq ajdijnw a1am aiay | anjea Y00d sawn 06'T J0 wniwaud e pred Jeisiiq 810N JBYl10

'suonelado obealyd

S)1 91BP1jOSU0d pue Ajpuealiubis puedxs 01 pajuem Jeisii4 ‘suonisinboe ybnoayy uoisuedxs Jo uonipen
Buoj su yupa "una Buoj sy 1an0 ajgerrjoid pue 1uspuadapul urewsal 01 DgO4 404 YN2ILIP 89 pjNom

1 38} Juswabeue| 'sO66T Al1es syl ul sisad sy ueyl Jualdlye pue ajgelyoad sss| sem DGO UOIeAIION

UOI||IW $TES INOGE SeM [eap
3y J0O 1509 [2101 8] pUB ‘}201S UOWILIOI JO SaJeys Uol|[iw G 9 Inoge pabueyoxa Jelsli4 "}201s paliajaid
Jelsli4 Jo aJeys auo 1oy pabueyoxa sem 3201s paliajaid DgD4 JO ateys yoes pue ‘»901s UOWLLIOD Je1sii4

JO sateys Gz/ /0 40) pabueyoxa sem 3201s UOLIWOI DD JO aJeys yoea—dems ¥001S :Swial [eloueuld

s1sa191u] Jo Burjood :poyisiN Sununosoy

49



G66T ‘T AeiN :are@ uonsjdwo)

66T ‘6T 1snbny :ae 1usWwdUNoUUYy
(¥6/1€/2T papus Jeak) 942’19 :oneJs Aousioyy3
(€6/7€/2T) %T¥'9  :oned jended T uall
(¥6/1€/2T papusd Jeak) 949'TZ 30y
(#6/1€/2T papus 1eak) %E0'T 'vOy
(s6/1/9) volng v'1$ s1asse [e10L
[ned 1S/sijodeauuliy :s1a1enbpeaH
uoneiodiod Mueg s101saAU| :18bue]
(¥6/1€/2T papus aeak) 949'09 :o1e. fousioly3
(¥6/1£/21) %0Z'8  :oned jended T uall
(¥6/1€/2T papusd 1eak) %0 LT 30y
(6/1£/2T Papus 1eak) 41S'T Yoo
(¥6/1€/2T) UON|IQ T'ST$ 's1asse |e10L
s nem|IN :s1811enbpeaH

uoneiodio) JeisiiH :skng

uonIsINbay :fesq ay Jo ainyeN

G66T ‘NOILYHOdHOD MNVY SHOLSIAN] 40 NOILISINDOIY S, ¥VLSHIH
G—¢ 3719vL

50




*SI0YINY :308NOS

%/9°0€
asoJ 9o1id aseys ayy ‘6T 1SNBNY YBnoayl ST AINc WOy pue ‘0490°S Paguul|d %001s ,SI01SaAU| ‘quaw
-ounouuUe 3yl Jaye Yaam ayl U] IaA03Xe]l 8yl YlIm paseasoul Ajjeansedp aorid aseys S101S9AU| :SI01S8AU|

‘¥66T ‘62 AINC UO e3P [IUOJ0D 1SA14—Ie]SI4 BY) JO JUBWadUNoUUe

a1 Jo 1 nsaJ ay3 Ajfenued sem siyl ybnoya ‘(9488°0 8504 Xapul [elouruly 479S) 9%9T°G AQ |84 X001s 8y}

‘6T 1sNBNY 01 GT AN W14 "9%2 2 dn Sem Xapul [eloueULL d79S aU1 9]IUM ‘0p"0 paddoap »201s s, 1e1sii
‘JUBWIBdUNOUUE 8] JaE X8dM 8U} U] "Juswadunouue syl Jaye |18} 8911d %201s UOWWOI S, Je1saiH Jeisii4

uolloesy 1s)Ie|n

'$19PPIQ 18410 OU 3JaM 943y} pue ‘A|puslly Sem [eap ayl WYl 1SaMpIA Pazis AlIe[IlWIS € JO J1aA0aXe)
ay1 1o} abeaane anoge AIYBIS ‘08 TZ 18 Wwniwaad J1an0axel 8yl parewnss Aeayer 1adid :sa0N Y10

'sureb Lousio1ye renjuans pue ssniunuioddo Buljas-ss040 awos s1oadxa Juawabeurp ‘sbulpjoy
S11 ALISIAIP 0] pajuem YaIiym “eisii4 01 aandeanie Arenailred aiam uolisialp Bujueq abeblriow s101soAuU|
JO asnadxa pue az1s 8y | "£66T 91e| Ul dfes 104 dn J1asu Buind 1apIsuod 0} PalIels S101S8AU| (UOITALION

"uol|[iw 90T$ Sem 19A08Xe]1 8yl JO 1509 [€10] 3y L
"Used ul 0G°/2$ 104 palueyoxa sem »001s pa.ia)ald s101SeAU| JO a1eys Yoea pue ‘Y901s UOWILLOD Je1sii-
JO sa1eys 9/98°0 40} pabueyoxa sem 320]S UOLILLOI SI01SaAU| JO ateys yoea—dems %201S :SWial [eloueul

s1sa18qu] Jo Burjood :poyisiN Bununosoy

51



66T ‘8 AINg :areq uons|dwo)
€66T ‘2z J9qUIBAON ;a1 JUBLAUNOUUY J3A0aYe]
£66T ‘Tz Jaquiaidas 378 JUWIUNOUUY

(€6/1€/2T papus Jeaf) 9729 :o1es Aouaroy3
(£6/TE/2T) %20°0T :OleJ [elded T JslL

(€6/1€/2T papus Jeak) %0 0T 30y
(€6/1€/2T papua Jeak) %E0'T VoY
(v6/8/L) uoliig €'1$ ‘s}esse [ejoL

obeaiyd :s1a1enbpeaH

diooueg aioys axe :1ebel

(€6/1€/2T papus Jeak) %z 7S :0lyed Aousioly3
(£6/1£/21) %08'8 :oneu [ended T Ja1L

(€6/1€/2T papus 1eak) 940'€C 30y
(£6/1£/2T papus 1eak) 9405'T Yoo
(e6/71€/2T) UOI||Iq 6'95% 's1asse |e10L
obearyn :s1911enbpeaH

uoneiodiod obealy) 15414 uskng

uonIsinbay :fesq ayy Jo ainyeN

¥66T ‘d4OONVY FHOHS IXV 40 NOILISINOIY S,09VIIH)D LSHI-
9—-¢ 3719vL

52



"SIOYINY :308NOS

'%0¢ Ag dn
1UaM saJeys 5,957 ‘€66T 1snBny-piw ul Buluuibag poliad Yiuow-aaiyl ayl 18AQ “1aAng e 1oj Bujoo| sem
240yS aYeT 18yl 1IN0 paxes] pJom se £66T I1sNBNy a1e| ul A|[earewrelp aso.4 ad1id areys s,gST :aloys e

'¥66T aunt 01 £66T Ao
W04} Xapul [elouBUIq d79S 8yl 01 aAne|al Apybijs paddolp gsT pue DD 10 anjeA 18yJew pauiquiod ay |
'gST pue DD Usamiaq azIs ul aduaiaylp abie| ayl 01 anp uonoeal ‘Aue JI ‘a|1i] sem aiay :06eayd 1si14

uoNIeaY 13RI

‘sa1nyoered uap|ob pasio
-19X3 s1abeuew gsT dol awoS 1aA0axe] A|pudl) B Sem SIY | SUOIINISUI 1810 Udally se Auew se wody
spiq Ag pasned Ajjended ‘(anjea ¥00q sawil G'2) a40ys axeT 40} wniwaad ybiy e pred HD4 :S910N 18Y10

'0beaI1YyD UMOIUMOpP Ul Yueq ajgeijoad Ajuaisisuod pue
a|qisIA A|lyBiy e paniadal pue Jem Bulppiq ayy uom D4 ‘wniwaad 1anoaxel ybiy e papaojje 19x4ew uon
-1sSInboe paleay ayl pue adurw0)iad s1 3duls ajes 1oy dn Jjasu Ind 01 papIdsap 340YS axeT] (UoIIBANO

"UoI|[IW €ZES$ JO 1509 © e SaJeys uol||iw g'9 INoge panssi
D04 M201s DD 40 saleys GZ9°0 10} pabueyoxa sem %001s ST JO ateys yoe3 "ayep uona|dwod [eidio
ay1 01 Jouid 1snl ao1ud aaeys Buisojd abesane Aep-fluamy 5,004 UO paseq dems %201S :SWial [eloueul

s1sa18qu] Jo Burjood :poyisiN ununosoy

53



Z66T ‘8T aune :81e@ Uons|dwo)
166T ‘82 4800190 912 JUBWUNOUUY

(16/1€/2T Papus Jeaf) %079 :oles Aouaroy3
(16/1£/2T) %89'9 :oneu [ended T Ja1L

(T6/1€/2T papusd 1eak) %TE ST 30y
(T6/1€/2T papus 1eak) %z0'T VoY
(T6/1€/2T) UONIT S'ETS :s19s5€ [e10L
110J1ad ”m._wtmsdbmmI

yueg [euonep stainoeinuely 1ebre)

(16/1€/2T papus Jeaf) %T'T. :olyes Aousioyy3
(16/1£/21) %09'9 :oneu [ended T Ja1L

(T6/1€/2T papus 1eak) 9406'ST 30y
(16/1£/2T papus 1eak) 9490°'T YOu
(16/7€/2T) L0 ¥'¥T$ 's1asse |e10L
lioneg “m‘_mtm:_obmm_l_

"oU| BILIBWOD :Jekng

J9BIs\ :Jeaq@ 8y Jo aimeN

Z66T ‘STVNOT 40 ¥IA9UIN YV—1VNOILYN SYIYNLOVANNYIA ANV VOIYINOD
/—¢ 3719VvL

54



'SI0YINY :308N0S

‘0%6°GT PaseaJoul
9014d %201s s,[euoneN Ssiain1oeinueN ‘TE6T ‘T JoquianoN papus poliad Aep-aAl) 8yl U| :siainjdeinueip

‘poliad awes ayl J9A0 %t '€ JO X8puUl [elouUBUL 479S 8Y3 Ul asealoul Buipuodsaliod e yym paed
-W09 9%4G'GT padwnl 8o11d »201S S,83118WO0D ‘TEET ‘T 49qUIBAON pPapus poltad Aep-aAl) syl uj :BILIBWOD

uoNnIeaY 13RI

"UOIIINE [eWIOU puUe JUsWa4Nal
Aj4ea ybnoayy parenrjioe) sem 8240} Ul UOIONPAJ SIYL JO 1soW INg ‘1N a1am sqol 0pg‘T 1Noqy “Ajpusiiy
Sem [eap ayl pue ‘suoijenolbau ay) ul PaAjoAul sallied Palsalalul JBY10 OU 919M 313yl :SAION J8Y10

‘saniunlioddo uoisuedxa aeys 19)Jew euollippe pue

Bul]19s-50.49 10 Buimojje ‘||am Jaylo yoes pajuswajdwod asnuadxa Jo seade syueq ayl ‘sdiysuone|al
Jawoisnd wugl-Buol paziseydws 1eyl sa4ny nd 81e40di09 Jejiwls pey Siaunideinueln pue ediaswo)
‘K1Anoe Jan0dxe) a)11soy Ajgissod ‘auniny jo s1ebae) Bulag Inoge pautaduod aiam syueq Yiog :UoIBAION

"201S UOWIWOD BI1I8WOD JO sateys T8°0 Jo) paburyoxa sem %001s
UOWWOJSIaINIdRINUBIA JO SaJteys Buipuelsino uoljjiw Z'TE 8yl JO yoea—dems X201S :SWa| [erueul

s1sa18qu] Jo Burjood :poyisiN ununosoy

55



€66T ‘T 1890100 :81e@ uonsjdwo)
£66T ‘QT Arenigad :uondo aseyaind [IN4 3yl Jo ss1948x3
Z66T ‘LT AIne :JUsWBaIBY [el1llu] JO JUsWdUNoOUUY

(26/1€/2T papua Jeak) 060y :S1955e |©10] 0] asuadxa 1Sa4a]UlUON
(c6/1€/21) %¥8’L  :s1esse [e10) 01 A)inba s1apjoyateys

(26/1£/2T papus Jeak) 048/ 30y
(z6/1£/2T Papua Jeaf) 94090 vOy
(£6/0g/6) uol|Iq 5'9T$ S19SSY/ |e10L
alowiljed :sl1ayenbpeaH

(ONWN) uoneaodio) jeuoneN puejfie 18bre)

(26/1€/2T papua Jeak) 040e'S  :S19sSe |R101 0] asuadxa 1S9431UIUON
(26/1€/21) %299  :si1esse [e101 01 A)nba s1apjoysieys

(26/1£/2T papus Jeak) 048'ST 30y
(26/1£/2T papus 1eak) %400'T YOy
(z6/1€/2T) UONI] T'BTTS 's1asse |e10L
oNojleyd “m‘_mtmscbmm_l_

uoneiodiod MuegsuoneN :lfng

uonIsinbay :fesq ay Jo ainyeN

66T MINVGSNOILYN A9 TVIONYNI4 DNIN 40 YIAOINV |
8—¢ 371avL

56



"SIOYINY :308NOS

aayeatayl Apybiys 1snl paseasoul pue ‘€661 ‘6T pue 8T Arenuga usamiaq
%26 10 dwnl awin-auo e 001 3201s DNIN "9344 asiou AjqexJewsal pue aanisod sem uonoeal ayl :ON

"*ONIA 10 |[e aseyaind 01 UOISIDap s, ued 8y}
BuipunoJiins skep om) syl BULINP 9,T"9 8504 201S YuegsuoleN "aAlIsod sem UuoIoeal ay | uegsuonen

uolldesy 1eN

‘sBuipjoy a1e159
[ead S,ONIN Yum swajgoad usppiy jenualod Jo Arem aiam syueq abae| Jaylo pue ‘palinbae aq 0] 1abea
sem DNIN “(8nfea 300q S,ONIA sawn GzZ'T Inoge) wniwaad 1an0axel moj e pled yuegsuoiieN :Ss1oN Jayl0

'$9181S Pallun a8yl Jo uoibal ute
-1SeaY1ION 8yl Ul pjoyBuos e ysijgeiss o1 Aliunlioddo ayl pazias yuegsuoneN "eale “O'q ‘uolbuiysem
—puelAIeN 8Y1 Ul XS4 91L1Se [ead 01 84nsodxalan0 ue Ag USALIP ‘[eap a8yl paleniul DN :UONBANOA

'saJeys Mau uoljjiw 9'€T 01 dn Jo aduenssi ayl Buipnjoul ‘uoljjiw 00/$

INOQe JO YuegsuolleN 03 1502 BJIXa Ue Ul Pal nsal SIYL 901S UOWWO0I YuegsuoileN Jo sateys 68620
10 ysed ul JT°GT$ 10) X201S DNIA JO aJteys yoea abueyoxa 01 uondo ayl pey siapjoyateys DN ‘uondo
SIYY JO as194axa uodn ‘sieak anl) UIYLIM 048 Bulurewal ayl adinboe 01 uonndo ue yum Buoje 3201s
paJajaid ybnoayl JNIN Ul 83e1S 94/ T B 10} Uoljjiw 00Z$ pred Ajjeniul yuegsuoneN :swial [eloueuld

s1sa18qu] Jo Burjood :poyisiN ununosoy

57



¥66T ‘0€ aung
€66T ‘¢ Jaquuadad

(€6/1€/2T papus Jeak) 95/8'69
(€6/T€/2T) %622

(€6/1£/2T papus 1eak) %e8'y
(€6/1£/2T papusd 1eak) %iz'0
(e6/1€/2T) UONQ 25€$

SIN07 1S

:are@ uonsjdwo)

-9 JusWizdunouuy/ JsA0s)e ]

:0nneJ Aousioiy3
:oned jeuded T Jall
30y

VoY

:s19s5e [B101
:slalenbpeaH

(H%4) uoneiodio) Jelourul4 sWOH 7 WJed :18bue]

(€6/1€/2T papus Jeak) 0498'9¢
(£6/T€/2T) %EL'C

(€6/1€/2T papus 1eak) 94787
(e6/1£/2T papus 1eak) 9%06°0
(e6/1€/2T) U0 LV 1S

SN0 1S

:o1es fousiog
:oneJ [euded T Jall
30y

Yo

:s1955€ |R10L
:s1911enbpeaH

(94¥) U] ‘dnou9 |e1ouURUIH 1|9AS00Y :J9Ang

uonisinbay :fesq ay Jo ainyeN

66T ‘dNOYD TVIONVNIH L1IAISO0Y Ad INOH 7 WHVH 40 ISVYHOENd

6—¢ 3719v1L

58



'sioyiny :304Nn0g

‘0% T vy Ag dn 1uam 8o11d %201S UOWIWOI S,H®4 ‘€66T ‘8 18quwadad ybnoayl 'z JagquisroN wou) poriad
399M-0M] 81 U] "JUSWIBdUNOUUR 18A08XE] Y] 01 uonoeal aAlisod abie| e sem auay L :3WoH 79 wie-

‘polriad awes sy} 19A0 949/ °E
pasealdul Xapul [eIoUBULL 4795 aY1 ajIym ‘paluryoun sem ao1id 001s 5,94 ‘€66T ‘8 Jaquiadag ybnoayl
2 18qWIBAON W04y poliad ¥9am-0M] 8yl U| ‘|eap 8yl 01 UOI0Ba] 18X 3]111] SeM 84ayL :19A3s00y

uoNIeaY 13RI

"19ppIq 43410 auo 1ses| 1e A|geqoad sem a1yl pue ‘A|pusli) sem [eap ayL
"JUSWIBOUNOUUE 8] JO 3WI 3] 18 aN[eA 18)4ewl JUa.1ind 3A00R %401 JO winiwald e pred 94y :S8I0N J8Y10

‘ymoab anuanal 1oy s10adsoud Ag ueyl

saniunyioddo BunNo-1s09 AQ 810w paleAllow Sem [eap ayl ‘uni Buoj ayl Jano Juspuadapul urews. 01

11 MOJJe p|nOM 1eY1 3zIs e analyae o1 A|pided sbuipjoy su Buipuedxs sem 94y “1a4inbae ue 10} 300] H®4

Jeyl papuswiwodad 1snJ] siaxueg ‘saalreusalje 21691e.41s Uo a9IApe apiroid 01 H794 AQ paliH :UOITeALON

'$9Jeys UoWWwod
uol|IW 8T INOQe Panssi H-4Y pue ‘UoI||Il 8GZ$ 1NOCR SeM ISA03XE] 3U] JO 1509 [2101 8YL "3201S UOLIWOI
94y JO saJeys /9°0 40} pabueyoxa sem 3201s UOLIWOI H94 JO ateys yoea—dems 30015 :Swial [eloueuld

s1sa18qu] Jo Burjood :poyisiN ununosoy

59



66T ‘¢ Arenuged :areq uons|dwo)

€66T ‘9T J1aquiadaQ :81eq [enoiddy Japjoysreys 19dN

66T ‘LT 1SNbny :81e 1UsWIRUNOUUY J3A0NeL
"266T Ul a1 gnd 1uam widi) 3yl a2uls |9dN 10} ajqejiene ale elep ON
(€6/1€/21) uol||iq €'T$ :519SSe |10
sIN07 1S :s1811enbpeaH

(19dnN) "2u] ‘uonesodiooueg |e1s0d panun :ebie]
(£6/1£/2T papus Jeak) 94079 :o17e. AouaIo1y3
(€6/7€/2T) %90°TT :onreJ [ended T Ja1]
(€6/1€/2T papua Jeak) 90'€T 30y
(€6/1€/2T papus Jeak) %/6'0 VoY
(e6/1€/21) UONIQ 2°2TS 's1osse |e10]
SIN07 1S :slalenbpeaH

uoneiodiooueg s|nuedts :sfng

uonisinbay :fesq ay Jo ainyeN

66T ‘1VLSOd QILINM 40 ¥IAOINV] S, ITLNVIHIN
0T—-¢ 319vL

60



"SIOYINY :308NOS

‘pouiad Bulpjoy yruow-usaybia
ue 1310 94009 1noge Jo uieb feuded e pey (TE6T 10 a|ppIw ayl ul Odl ay1 Burnp saueys paseyaind
oym asoy1) sispjoyateys [ddN [euIbLIO ‘%8T dn 1uam %201s |19dN ‘€66T ‘02 Isnbny Buipus poliad

Buipel Aep-om] 8yl U] ‘JUBLWIBIUNOUUR JaA0aXe] Y] 0] uondeal aAnIsod abie| e sem al1ay] :|e1sod pauun

‘0% IN0OQge dn sem Xapul [eloueuly
d®S ay1 ajiym ‘pabueyoun sem ao1id X201S S,911URIIBIN ‘€66T ‘02 1snBny Bulpua poliad Buipen Aep-omy
3U} U] Juswedunouue ay} JO awil syl e uolrezijelided 19x4ew |€10} S,8]11UBIIBIA JO %ZT IN0ge AJUO Sem

19dN 4O anjeA 18xJew [e101 8yl aduls Ajje1oadss ‘[eap ayl 01 UOI1oea. 18XJeW 8]13| Sem a1ay | :3|1IUedIBN
uoiesy 19xyIeN

‘A|pualiy sem [eap ayl pue ‘spiq Jaylo ou aiam

3Jayl "€66T ‘OT 1snBny JO se anjeA 18x4ew S, |9dN 1910 9%/ Z 0 wniwauad e pred ajinuedIa :S90N Y10

‘9|luedIBIN yum Jabisw ay) 01 aabe 0] 8s0Yd 0S pue Juspuadapul urewsal

0] |[ewis 001 Sem 11 pazijeal [e1SOd paliun ‘Bupjueq LINOSSIA ul uoinnadwod pasealdul 1eyl sabueyd £101
-e|nBat 01 asuodsal ul sOE6T Al4ea ayl ul suonisinboe Jo salias e ul pabebus sem a]11ULIIB|A (UOITRAIIOIA

“uolIwW //T$ Sem JaA0axe] 8yl JO 150D [€10] 8yl Y001s
3]1UBIIBIA 10 SaIeys $GT9'0 40} palburyoxa sem 4001s |9dN 10 ateys yoea—dems %001S :sWisl [eloueul

s1sa191u] Jo Burjood :poyisiN Sununosoy

61



CASE STUDIES

its operations with its acquiree. The market’s reaction to
First Chicago’s acquisition was slightly negative both for
First Chicago and for the combined entity in the two days
following the announcement.

The merger between Comerica and Manufacturers
National is a unique case among the nine: it was a merger
of equals. Both banks were in the middling size category,
and their futures as independent franchises—like those of
Firstar and First Chicago—were in doubt. Despite the fact
that the merger can be understood partly as a defensive
action against future acquisition, management argued that
there were strong cost-saving opportunities and product
complementarities between the two banking organizations
that made the merger desirable. As the result of the acqui-
sition, 1,800 jobs were eliminated (mainly through attri-
tion and early retirement).

Product complementarities within the context of rela-
tionship building were also key to the motivations of man-
agement; management at both banks viewed the
development and maintenance of long-term relationships
with customers as central to their strategies. An important
product complementarity between the two banks that man-
agement expected to develop as the result of the merger
was the cross-selling of trust services to the managers of
corporate customers. Comerica had the better trust ser-
vice division, while Manufacturers had the more valuable
corporate relationships. The market reaction to the merger
announcement was positive for both Comerica and Manu-
facturers. Stock prices of each entity, and thus of the com-
bined entity, jumped nearly 16 percent in the two days
following the announced merger.

NationsBank’s acquisition of Maryland National Cor-
poration combined a large, high-performance bank with a
struggling, middling-sized institution. Maryland National
found itself in dire straits as a result of overexposure to
local real estate loan losses. The main attraction for
NationsBank was gaining a foothold in a region that it had
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targeted for expansion. Acquiring distressed institutions
at low cost has been a key feature of NationsBank’s strategy
for interregional expansion; knowing how to structure and
execute such acquisitions is considered a comparative ad-
vantage of NationsBank. Maryland National was not con-
sidered a desirable takeover for many banks because of its
loan portfolio problems.

NationsBank’s strong bargaining position allowed it to
pay a small premium over book value and attach stringent
conditions to its offer, giving it the option to cancel the
agreement if large, hidden loan problems became appar-
ent. The low price of the acquisition and its locational ad-
vantage for NationsBank produced an unusually positive
appreciation (6.1 percent) of the acquirer’s stock over the
two days following its announcement.

Mercantile’s acquisition of United Postal Bancorpo-
ration saw the absorption of a small S&L by one of the
dominant regional banks operating in the same market (St.
Louis). The closing of overlapping branch facilities would
provide some opportunity for operating cost savings. But
United Postal was attractive to Mercantile primarily because
of its comparative advantage in mortgage retailing, which
reflected its innovative and efficient management. Mercan-
tile hoped to see cross-selling opportunities, particularly
between consumer credit and mortgage credit. Thus, the
acquisition largely sought to combine Mercantile’s exist-
ing customer network with the technical skills of United
Postal’s mortgage unit.

The capital gains enjoyed by United Postal’s stockhold-
ers illustrate the magnitude of the potential gains to the
skillful management of a retail mortgage business. Its stock-
holders enjoyed a 600 percent capital gain on their invest-
ment over only eighteen months. Mercantile’s stock price
showed little or no relative decline on the announcement
of the deal (its stock price remained unchanged, but other
financial stocks rose by an average of 2 percent over the
two-day postannouncement window). The value of the com-
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bined entity increased slightly on the announcement of
the merger.

The final case is the friendly combination of two Mis-
souri thrift institutions of similar size, Roosevelt Financial
(the acquirer) and Farm & Home Financial. The predicted
gains from the merger were cost reductions. The acquiree
was suffering high costs and poor earnings and was search-
ing for a suitor that could provide cost savings and the re-
sources to permit continuing growth. The acquirer was
pursuing acquisitions to cut average cost. The stock mar-
ket reaction to the announced acquisition was highly fa-
vorable. Roosevelt’s stock price was essentially unchanged,
while Farm & Home’s stock price rose 44 percent over the
two weeks following the announcement. The value of the
combined entity thus rose significantly.

Were Acquirers’ Advertised Gains Real? To evaluate these
cases, we ask whether acquirers’ claims of anticipated effi-
ciency gains from the mergers were plausible ex ante and
whether ex post results are consistent with those claims.
Our perspectives on these questions are based on available
public data. The availability of relevant information is not
identical across cases. Nevertheless, we can address these
guestions reasonably well in most cases. In evaluating
whether acquirers’ claims were plausible ex ante, we look
at the performance of acquirers at the time of the acquisi-
tion announcement. Were acquirers relatively efficient
banks with relatively high franchise value (and thus likely
able to realize potential gains), or were they struggling in-
stitutions attempting to expand their size to discourage
would-be acquirers? Were acquisitions associated with im-
provements in relative performance?

Tables 2-11 through 2-17 examine pre- and postmerger
performance for our list of acquirers and acquirees, some-
times at the bank holding company level and, where avail-
able and relevant, at the chartered bank level. In each case,
we compare our list of banks with constructed benchmarks
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CASE STUDIES

that provide the most relevant comparisons. We empha-
size that our goal is not to prove the advertised benefits of
these mergers but rather to ask whether acquirers’ claims
were plausible in light of available evidence and to investi-
gate whether and to what extent our case studies confirm
the broader methodological critiques of earlier studies,
outlined previously.

Harris-Suburban

Harris’s acquisition of Suburban provides a unique oppor-
tunity to gauge the potential value of cross-selling syner-
gies as the motivation for bank mergers. This acquisition
achieved virtually no cost reductions through the consoli-
dation of operations or management since Harris’s strat-
egy with Suburban (and other acquirees) has been to
preserve the independence and separateness of existing
management. Furthermore, Harris acquired no other banks
between 1990 and 1996 (in part because of regulatory pres-
sures on Harris to improve its compliance with the Com-
munity Reinvestment Act before continuing its expansion
plans). Thus, measured postmerger gains through 1996 are
not complicated by additional acquisitions. (In 1997, Harris
acquired Household Bank, adding fifty-four banking loca-
tions and bring