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Acquisition Activity of Large Depository Institutions in the 1990's:
An Empirical Analysis of Motives

Abstract

This study examines the performance and ownership structure characteristics of financial institutions that
have chosen to aggressively expand by acquiring other ingtitutions. The “wealth maximization hypothesis”’
positsthat in an era of deregulation, the most efficient institutions will acquire the less efficient, thereby
creating value and benefitting shareholders. Conversdly, the “incentive conflict hypothesis’ argues that a
large number of acquisitionsis a symptom of managers pursuing their own self interests. The empirical
results are consistent with the wealth-maximization hypothesis when acquisition activity is measured by
assets acquired in unassisted dealsinvolving acquirers with at least one large outside shareholder. For this
category, which accounts for about 57 percent of the acquired assets in our sample, consolidation in the

banking industry should yield positive benefits.



Acquisition Activity of Large Depository Institutions in the 1990's:
An Empirical Analysis of Motives

1. INTRODUCTION

The passage of the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994
removed important expansion constraints for banking organizations and is certain to accelerate
the pace of consolidation in the financia servicesindustry. Thistrend was already established
well before 1994 for other reasons, including the passage of state legidation that granted new
opportunities to holding companies to acquire institutions operating in other states. By 1987,
approximately 77 percent of U.S. banks, with 91 percent of all banking deposits, operated in
states that had enacted interstate banking laws (Savage 1987). By November 1993, all but
Hawaii had enacted interstate bank-holding-company legidation (Savage 1993). Out-of-state
acquisitions of failed institutions was another common way for banking organizations to expand
into new markets. Between the time of its creation in 1989 and its termination in 1995, the
Resolution Trust Corporation (RTC) resolved 747 failed thrifts. The Federal Deposit Insurance
Corporation (FDIC) resolved 438 failed banks between 1990 and 1995. The Riegle-Nea Act,
which authorizes interstate bank mergers and the consolidation of out-of-state subsidiaries into
branch networks beginning in June 1997, will lead to further restructuring within the industry.

Depository institutions have severa strategic optionsin the 1990s. First, they can
continue to operate as an independent organization — an option that is most attractive to those

institutions operating in growing markets or to those who believe that they can best compete as a

! The Riegle-Neal Act granted states the right to opt out of interstate branching or to permit
interstate branching before June 1, 1997.



community institution offering a high level of persona serviceto loya customers. Second,
depository institutions can choose to grow through acquisition. This option is most attractive to
ingtitutions located in markets with little potential for growth, especialy if operationa costs are
such that they need to grow larger to remain competitive. Those opting for a growth-through-
acquisition strategy could expand by buying failed banks and S&Ls, or by acquiring healthy
ingtitutions. A third option isto put themselves up for sale.

A total of 6,347 banks were acquired between 1980 and 1994. Of the $1.2 trillion in
assets acquired, 45% were acquired by the largest 25 banking organizations (Rhoades, 1996). A
difference in strategiesis also evident across major banking organizations. BankAmerica Corp.
and Nationsbank acquired $86.8 billion and $70.2 billion, respectively, over the 1980-94 period.
In contrast, Wachovia Corp. added $7 billion in assets through the acquisition of only two banks.?

Consolidation would be expected to improve overal performance if the resulting
institutions are now better positioned to exploit economies of scale and scope or are now under
the control of more talented managers. Bank shareholders might also benefit if the market power
of their organization is enhanced. In contrast, performance may decline if the actions taken by
bank managers to expand are a symptom of agency conflicts. Shareholder value would be
destroyed if mangers acquire other institutions for non-value-maximizing objectives such as
building empires or enlarging institutions to lower the probability that they, sometime in the
future, will become takeover targets.

This paper examines the motives for pursuing an expansion-through-acquisition strategy.
Empirical tests are conducted to determineif performance and ownership-structure variables are

related to (1) the number of acquisitions and (2) the amount of assets gained through acquisitions



for asample of large depository institutions. The results have implications for the likely impact of
the 1994 legidation, both in terms of the pace of consolidation and the performance benefits
arising from consolidation.

The next section reviews the related literature. Statements of the hypotheses and a
description of the data are presented in Section 3. Section 4 presents the empirical analysis.

Finally, conclusions are discussed in Section 5.

1. LITERATURE

A Mergers and bank efficiency

2 See Rhoades (1996), Tables 16, 17.



The impact of regulatory constraints on interstate banking and, more recently the steps
taken to remove constraints on out-of-state acquisitions and branching, have motivated
researchers to study the economic effects of merger on the banking industry.>  Rhoades (1994)
reviews merger performance studies in banking published between 1980 and 1993. Nineteen of
these studies present tests of changes in the performance of banks using accounting measures of
costs and profit and twenty-one of these studies analyze the markets’ reaction to news of
acquisitions. The results are mixed, but Rhoades concludes that these studies, taken as awhole,
do not support the view that bank mergers result in improved performance. However, since only
two of these studies cover mergers after 1989, caution must be exercised in making inferences
about the impact of mergersin the 1990s.

In amore recent study, Pilloff (1996) tests for performance changes and for abnormal
returns associated with 48 publicly-traded-bank mergers between 1982 and 1991. On average,
changes in accounting performance variables are not different from industry patterns and
abnormal returns around merger announcements are generally insignificant. However, cross-
sectiona analysisidentifies statistically significant relationships between these and expense
variables. In another study, Siems, (1996) finds that for 19 megamergers announced in 1995,
acquirers on average experienced negative abnormal returns and target firms experienced positive
abnormal returns. Although the market rewarded a subset of deals with the highest percentage of
office overlap, based on the market’s responses for the full sample he concludes that the evidence

is consistent with self-serving behavior by managers or hubris.

3 Seefor example, Cornett and De (1991), Cornett and Tehranian (1992), Linder and Crane (1993),
and Rhoades (1998).



B Ownership structure and acquisition activity

Agency problems may arise whenever differing incentives cause managers to take actions
that benefit themselves but harm shareholders.*  For example, managers may choose alower level
of risk than preferred by shareholders to minimize their undiversifiable employment risk (Amihud
and Lev, 1981; Saunders, Strock, and Travlos, 1990), take steps to entrench themselves (Shleifer
and Vishny, 1989), pursue unrelated diversification (Morck, Shleifer, and Vishny, 1990), or
engage in excessive consumption of perquisites. In the context of acquisitions, agency conflicts
may lead to areduction in shareholder wealth if managers pursue expansion for non-profit-
maximizing reasons, e.g., because executive compensation is related to institution size or because
the acquisition will create alarger and more diversified institution and thus lower the employment
risk of executives.

However, anumber of corporate control mechanisms can influence managerial behavior
and reduce agency costs. Managers with sizeable equity holdings, or with compensation tied
closely to bank performance, share acommon interest with stockholders. Outside shareholders
with substantial holdings (outside blockholders) and directors would be expected to monitor
managers, pressuring them to take specific action or calling for their dismissal whenever the
company appears to be performing below its potential.> Finally, the market for corporate control
can resolve agency problems since current mangers know they can be replaced by more efficient
managers and that bidders will be attracted to underperforming firms trading at depressed prices.

Differences in the ownership structure and the genera effectiveness of corporate control

* See Shleifer and Vishny (1997) for acomprehensive survey of research on corporate governance.

> Regulators who have a duty to protect the deposit insurance fund would be an additional group of
monitors.



mechanisms to lower agency costs across the industry are possible reasons for the lack of clear
empirical evidence that bank mergers are beneficial.

While much research has been conducted on corporate governance of nonfinancia firms,
the unique regulatory environment of financial institutions prevents generalizing these results to
the banking industry. Control mechanisms may be weaker in the banking industry because
restrictions are placed on who may serve as bank directors (Subrahmanyam, Rangan, and
Rosen,1997) and on the ownership of bank stock (Prowse, 1995). Prowse, examining corporate
control changes at 234 bank-holding companies (BHCs) over the period 1987-1992 finds that
hostile takeovers and management turnover are, respectively, 5 times and 2 times as likely in non-
financias as BHCs. Furthermore, Prowse finds that outside directors tend to have larger stakesin
non-financials than in BHCs. Regiona differences in the regulatory environment affected the
likelihood a bank would become a takeover target and thus the ability of the market for corporate
control to reduce agency costs. Rose (1992) finds that banks operating in states that lowered
legal entry barriers over the 1972-1987 period experienced efficiency improvements following the
regulatory changes. Brickley and James (1987) find that expenditures for salaries are higher in
five unit branching states that restrict corporate acquisitions than in six unit branching states that
do not restrict by stature corporate acquisitions of bank stocks. Hannan and Mavinga (1980),
studying banking firms operating in Pennsylvania during the 1970s, conclude “that manager-
controlled banks operating in non-competitive markets spend more on inputs likely to be preferred
by managers than do owner-controlled banks in the same situation.”

Allen and Cebenoyan (1991) emphasize the interaction of corporate control mechanisms.
They demonstrate that conflict resolution between managers and shareholders depends on both

the level of insider shareholdings and shareholder concentration. While the interests of the two
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groups can be aligned if mangers own significant shares, managers with sizeable holdings may
become entrenched unless outsiders have sufficiently large holdings to be motivated to monitor
managers. A study of bank mergers and acquisitions over 1979-1986 |leads them to conclude that
the most active acquirers, measured by number of acquisitions, have the most entrenched
mangers (a high percent of the shares are held by insiders and shareholder concentration is low)
and the least active acquirers have the |least entrenched mangers.

Finally, Subrahmanyam, Rangan, and Rosenstein (1997) find for a sample of bank
acquisitions over 1982-1990 that abnormal returns around the announcement of acquisition bidsis
negatively related to the proportion of outside directors on the board, positively related to the
proportion of equity ownership by outside directors, and at high levels, positively related to the
shares owned by insiders. However, the ownership structure is found to be a more important
governance mechanism than board composition.

This body of literature suggests that certain bank acquisitions in the past could have been
motivated in part by managers self-interests rather than by efforts solely focused on improving
shareholder value. However, these results may not apply to the 1990s since deregulation has
made the threat of takeover a more powerful tool to discipline managers. This study adds to this
body of literature by examining the relationships of acquisition activity with performance and
ownership structure in the banking industry in the 1990s. We differ from the studies noted above,
with the exception of Allen and Cebenoyan, in that we focus on acquisition activity over a period
of time rather than on the impact of specific acquisitions. Our anaysis accounts for two
interdependent corporate control mechanisms - equity ownership by insiders, and the existence of

large outside shareholders.



I1.  HYPOTHESES, EMPIRICAL MODEL AND DATA
A Hypotheses

The value of an acquisition to the shareholders of the acquiring institution depends on the
synergies arising from the merger and the premium paid for the target firm. Thisvalue (Gain)
may be represented as: Gain = V4 - Va- V(' - Premium, where V4 denotes the value of the
combined bank, V, denotes the value of the acquiring bank prior to the acquisition, and V'
denotes the value of the target bank under its current management. Performance improvements
may arise from revenue synergies or from cost reductions resulting from economies of scale and a
more efficient application of the target’s resources. Shareholders of the acquiring institution
benefit if these gains are not offset by an excessive premium paid to the shareholders of the target
institution.

If the takeover market is competitive and acquisitions enhance shareholder value, then the most
efficiently operated institutions, relative to peers, should also be the most active acquirers. Talented and
properly-motivated managers of efficient institutions will seek to extend their control over poorly run
institutions, subsequently creating value by deploying assets to more profitable uses, improving pricing of
services, or by cutting costs.  Furthermore, agency theory suggests that efficient institutions have an
ownership structure that minimizes costs arising from agency conflicts, i.e., managers have a meaningful
ownership stakein the firm and at least one outside investor has sufficient wealth at stake to be motivated to
monitor managers. Under these conditions, acquisitions should then be beneficial to shareholders. This
hypothesisisreferred to as the “Wealth Maximization Hypothesis” of acquisitions.

If the utility of managersis not only afunction of GAIN but also of personal benefits derived from
acquisitions, then mergers may be pursued even when shareholders are harmed. Managers may gain
personally by increasing the size of an ingtitution if greater executive compensation accompanies the

responsihilities of managing alarger ingtitution, if the acquisition lessens the probability of becoming a



takeover target itsalf, or if the acquisition improves the probability they will be treated as “too-big-to-fail” by
government regulators. This outcome is possible if corporate control mechanisms fail to resolve agency
conflicts. This hypothesis predictsthat, in general, acquisitions are made by institutions with managers who
own few shares and have no large outside blockholders. Furthermore, measures of acquirer efficiency are not
positivity associated with acquisition activity. Thisisreferred to as the “Incentive Conflict Hypothesis” of

acquisitions.



B Empirical Model
The empirical analysis employs the following model to relate acquisition activity to measures of

performance and ownership structure to distinguish between the two hypotheses of bank acquisition activity.

Y, = &M/B;+b, OWN; +b; OWN? + b, SIZE, + &+ § (1)
where Y = the number of acquisitions, or total assets gained through acquisitions 1990-1995,

M/B = market-to-book ratio at year-end 1989,

OWN = percent of shares held by insiders at year-end 1989, and

SIZE = log of total assets at year-end 1989.

The dependent variable is either the number of acquisitions or the amount of assets gained through
acquisitions over the 1990-1995 time period. The primary measure of efficiency is the market-to-book ratio
(M/B) at the start of the time period. Sensitivity tests include replacing M/B with an accounting-based
performance measure. The measures of ownership structure consist of the percent of shares held by officers,
directors, and other insiders (OWN). Since the relationship between acquisition activity and ownership
structure may be nonlinear (Allen and Cebenoyan, 1991), the square of insider ownership is added to the
model. To control for the impact of discipline imposed by large outside shareholders, the equation is
estimated separately for the group of firms with at least one outside blockholder and the group of firms
without an outside blockholder. A blockholder is defined as an investor that holds more than 5 percent of the
institution’s outstanding shares.

A control variable, SIZE, also appearsin equation (1). Severa additional control variables were
considered, including the growth rate of assets in the institution’s home market, the institution’s equity-to-
asset ratio, and the emphasis on non-traditional banking activities proxied by the institution’s deposits-to-
assetsratio. None of these variables proved to be statistically significant so estimates of models that included
them are not reported here.

For the sharehol der-wealth-maximization hypothesis to be supported, the most active acquirers must
be those institutions that (1) exhibit superior efficiency and (2) have ownership structures that tend to

minimize costs arising from agency conflicts. For the incentive conflict hypothesis to be supported, the most
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active acquirers must be those that (1) are relatively inefficient and (2) have ownership structures that are
unlikely to resolve agency conflicts.

Under the sharehol der-weal th-maximization hypothesis, the more profitable and better managed
institutions are the most active acquirers. Thus, a positively signed coefficient associated with the market-to-
book ratio is expected. Conversely, under the incentive-conflict hypothesis, managers pursue non-profit-
maximizing objectives so acquirers are relatively inefficient. Thus, the expectation is that the sign on the
market-to-book ratio is negative.

The analysis of insider ownership is complicated by its possible non-linear relationship with
acquisition activity. A positive relationship may suggest that the most active acquirers are those where
manageria interests are aligned with owners - aresult that supports the wealth-maximization hypothesis.
However, a positive relationship might also reflect a pattern of overly aggressive acquisition activity carried
out by entrenched managers, e.g., managers protected from control mechanisms by virtue of their large equity
holdings. This result would then be consistent with the incentive-conflict hypothesis. By dividing the sample
into groups of firms with and without outside blockholders, we are better able to distinguish between the two
scenarios.  When an outside blockholder is present, it is lesslikely that managers are entrenched and are
pursuing self-serving acquisitions at the expense of firm value. Thus, a positive relationship between insider
ownership and acquisition activity may be interpreted as evidence that the most active acquirers are
institutions which have minimized costs arising from agency conflicts. When no outside blockholder is
present, a positive relationship between insider ownership and acquisition activity has an ambiguous
interpretation. It may indicate that entrenched managers are pursuing personal goals at the expense of
owners, or it may reflect an increased probability of managers pursuing acquisitions as their interests become
more aligned with owners. When no outside blockholder is present, a negative relationship is consistent with
the view that managers are pursuing acquisitions when their ownership stakeislow and thus, agency
conflicts have not been minimized.

C Data
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The sample consists of 60 U.S. depository institutions with $5 hillion or more in assets operating
from 1989 through 1995 with available performance and ownership structure data.  The sample sizewas a
compromise between the desire to use alarge sample and the effort required to gather merger data. Despite
the small number of firms, a high percentage of acquisition activity, as measured by acquired assets, is
covered. Sixty-three percent of acquired bank assets involved the largest 25 banking organizations over
1990-1994.° Acquisitionsinvolving these institutions over 1990-1995 were identified from Mergers and
Acquisitions (1990-1996), FDIC Annual Reports, and the RTC’s Conservatorship Report. Dealsinvolving
the acquisitions of branches are included as well as takeovers of entire institutions. For cases where dataon
assets of the acquired ingtitutions were not supplied by these sources, Moodys Bank Manuals, the Reports of
Condition and Income (Call Reports), and the Dow Jones News Retrieval Service were used to complete the
profile. Since some of the assets of failed institutions were retained by the FDIC or RTC, the amount of
transferred liabilities was used to measure the size of assisted acquisitions. All financial datafor the sample
institutions are from Bank Compustat. Finally, data on the ownership structure of the sample institutions are

from SEC filings as presented in the Disclosure database.

V. EMPIRICAL RESULTS
A Preliminary analysis

Tables 1 and 2 present selected descriptive statistics for our sample of depository institutions. Over
1990-1995, 449 acquisitions involving $820 hillion in assets were completed by the financial ingtitutionsin
the sample. About 31 percent of the acquisitions arose from FDIC or RTC resolutions of bank or thrift
failures representing about 17 percent of the acquired assets. However, the percent of assisted acquisitions

varied widely over time; from as high as 68 percent in 1990 to O percent in 1995.

® Total bank assets acquired over this period was $618 billion; $376 billion of this amount was
acquired by the largest 25 largest banking organi zations (Rhoades (1996), Tables 2, 17).
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Table 2 presents univariate tests of performance and ownership-structure differences between the
group of most active acquirers and the group of least active acquirers. The sample wasfirst divided into three
groups, each comprised of 20 firms, based on the level of acquisition activity. Two definitions of acquisition
activity are used to classify the sasmple firms - the number of acquisitions completed over the 1990-1995
period and the value of assets acquired. Each of these measuresis scaled by total assets of the acquirer at
year-end 1989."

The means for awide range of market and accounting variables, scaled by total assets or revenue,
are examined to identify differences, and the nature of the differences, between the groups. The most active
acquirers appear to rely more on deposits, but there is no evidence that performance measures differ between
the two groups. None of the income or expense ratios are found to differ. While the mean level of insider
ownership islower for the most active acquirers, it is not statistically different from the mean for the group of
least active acquirers. Finally, there does not appear to be any significant differencesin holdings by outside
blockholders. ® These results suggest that no single reason explains why some banking organizations are
more aggressive acquirers than others. Thelow levels of statistical significance in Table 2 might be dueto
fundamental differencesin motives for participating in assisted versus unassisted deals. Also, as discussed
in section 111.B, the relationship between insider ownership and acquisition activity may be nonlinear and

interrelated with other control mechanisms.

’ An acquisition of an institution with $1 billion in assets would be viewed as modest expansion to a
$100 billion organization but an aggressive move by a $5 billion institution. This classification method
accounts for the starting size of the acquirer aswell as the size of the acquisition.

8 Because Block is adummy variable, the Wilcoxon rank sum test was used to test for differences
across the two groups.
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B Estimates of Equation (1)

Estimates of the multi-variate model of acquisition activity are presented in Tables 3.° Thefirst three
pandls of thetable present results when acquisition activity is defined by assets acquired. Acquisition
activity is defined as the number of dealsin the last three panels. For both definitions, estimates are provided
for the group of firms with an outside blockholder (45 firms) and the group of firms without an outside
blockholder (15 firms). It is possible that the motivation for participating in assisted deals differs from that
for unassisted mergers. For example, some bidders for failed depository institutions may believe they can
gain at the expense of the federal insurance funds.”® Thus, the analysis is conducted separately for unassisted
and assisted acquisitions. In addition to the coefficient estimates, presented in the first five columns, thetable
also provides information on the statistical and economic significance of the insider ownership variable.
Wald tests are employed to judge its statistical significance. In addition, an elasticity measure for the insider
ownership variableis provided. This measure is based on the median values of the explanatory variables and
is helpful in determining the directional relation between acquisition activity and insider ownership.

Theresultsin Table 3 offer some support for the wealth-maximization hypothesis when assets
acquired is used to define acquisition activity. For the equation with total assets acquired as the dependent
variable, the market-to-book ratio is positive and significant (at the 10% level) only in the equation based on
firms with an outside blockholder. Likewise, the Wald test indicates that insider ownership is statistically

significant only when an outside blockholder exists. Evaluated at the median variable values, the dagticity

Al equations are estimated using ordinary least squares. The test statistics presented in the tables
are based on the White (1980) covariance estimator.

10 Bertin, Ghazanfari, and Torabzadeh (1989), Balbirer, Jud, and Lindahl (1992), and Cole,

Eisenbeis, and McKenzie (1994) find evidence of excess returns for acquirers of failed depository
institutions.
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for the insider ownership variable is positive, implying that the most active acquirers are those where insiders
hold a greater share of the outstanding equity. Entrenched managers pursuing self-serving mergersisan
unlikely explanation for this positive relationship since such arelationship is not found for the group of
managers most able to exploit control - those who manage firms without outside blockholders. For the firms
with an outside blockhol der, the combination of a positive association between the market-to-book ratio and
acquisition activity and a positive association between insider ownership and acquisition activity supports the
wealth-maximization hypothesis. This group accounts for 67 percent of the acquired assets in our sample.
For the other 33 percent, the results fail to support either the wealth-maximization or the incentive-conflict
hypothesis.

The second and third panels of Table 3 present the estimated models using assets acquired in
unassisted deals and assets acquired in assisted deals, respectively. Theresults for the unassisted deals are
very similar to those for total acquired assets. For the group of firms with an outside blockholder, acquisition
activity is positively related to the market-to-book ratio and to insider ownership. That is, the active
acquirers were more efficient and had an ownership structure that was more likely to have minimized costs
arising from agency conflicts. This group accounts for 57 percent of the acquired assetsin our sasmple. The
overall explanatory power for the equations of assets acquired in assisted dealsisrelatively low and neither
the market-to-book ratio nor insider ownership variable is significant. Thus, the resultsfail to support either
the weal th-maximization hypothesis or the incentive-conflict hypothesis.

We next turn to the equations in which the total number of acquisitionsis used as the definition of
acquisition activity. Based on the Wald test, insider ownership is statistically significant for the group of
firms with an outside blockholder at the 5% level. However, its relationship with acquisition activity is
negative, suggesting that the most active acquirers are those with managers with lower ownership stakes. The
most likely explanation for this result is that acquisition activity islower for firms where managers’ interests
are more aligned with shareholders, aresult consistent with the incentive-conflict hypothesis. An aternative

interpretation is that less entrenched managers pursue more acquisitions, aresult consistent with the wealth-
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maximization hypothesis. But, if acquisition activity isless for ingtitutions with entrenched managers, then
this pattern should also be observed for the group without an outside blockholder since managers of these
firms would be subject to less oversight. The estimated relationship between acquisition activity and insider
ownership is not statistically significant for the firms without an outside blockholder. Furthermore, the
market-to-book ratio is not statistically significant for the group of firmswith an outside blockholder. Thus,
the results can only be viewed as weakly consistent with the incentive-conflict hypothesis and inconsistent
with the wealth-maximization hypothesis. Our conclusions based upon results using the number of
acquisitions as the measure of acquisition activity is not necessarily inconsistent with the earlier finding of
support for the wealth-maximization hypothesis when acquisition activity is measured by assets acquired. It
is possible that managers who are pursuing expansion strategies because of personal objectives do so by
acquiring alarge number of small institutions rather than acquiring afew large ingtitutions.

Thefinal two panelsin Table 3 present the results for acquisition activity defined as the number of
unassisted deals or the number of assisted deals. Again, the results for the model of the number of unassisted
deals are very close to those using all acquisitions as the dependent variable. However, in contrast to the
results when assets acquired is used as the dependent variable, insider ownership is negative and statistically
significant for assisted deals. Because this result holds for both the group with an outside blockolder and the
group without an outside blockholder, we are unable to determine if this relationship is due to lower levels of
acquisition activity by firms with managerial interests aligned with shareholders or to higher levels of
acquisition activity by firms with less-entrenched managers.

In summary, the empirical estimates of equation (1) based on assets acquired are consistent with the
hypothesis that acquisitions were beneficial to shareholders in the unassisted deals in which the acquirer had
at least one large outside shareholder. This category covers about 57 percent of the acquired assetsin our
sample. The empirical estimates of equation (1) based on number of unassisted acquisitions are inconsistent

with the wealth-maximization hypothesis. For assisted deals, our resultsfail to offer unambiguous support
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for either the wealth-maximization hypothesis or the incentive-conflict hypothesis regardless of how
acquisition activity is measured.
C Sensitivity analysis

An underlying assumption made in our analysisisthat ingtitutions’ market-to-book ratios and
ownership structures at year-end 1989 reflect their efficiency and ownership structure throughout the entire
1990-1995 period. Furthermore, other corporate control mechanisms, such as product market competition
and governmental oversight, may have changed and caused structural changesin equation (1). To examine
these possibilities, equation (1) was estimated using just 1995 acquisition activity data. For thisanalysis, the
market-to-book ratio, ownership structure, and size variables are based on year-end 1994 data. Thisisa
useful period to examine not just becauseit isthe last year of our analysis, but because acquisition activity
wasrelatively high in 1995. These results are presented in Table 4. The more interesting results are for the
model using number of acquisitions as the dependent variable. Consistent with the results presented in Table
3, the presence of an outside blockholder appears to be a crucia factor in explaining acquisition activity. For
the institutions with an outside blockholder, acquisition activity, measured by number of acquisitions, is
positively related to the market-to-book ratio and positively related to insider ownership. Both relationships
are statistically significant. Thus, the most active acquirers are those with an ownership structure that
minimizes costs arising from agency conflicts and are the most efficient. About 70 percent of the total
number of acquisitionsin 1995 are accounted for by thisgroup. No statistically significant relationships are
found for the equation using acquired assets as the dependent variable.

Finally, the equations presented in Tables 3 and 4 were re-estimated using ROA rather than the
market-to-book ratio as the measure of efficiency. While ROA tended to be less statistically significant, our

major conclusions do not change with this substitution.

22.  SUMMARY AND CONCLUSIONS
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This study examines the performance and ownership structure characteristics of financia
ingtitutions that have chosen to aggressively expand through acquisitions. The “wealth
maximization hypothesis’ posits that in an era of deregulation, the most efficient institutions will
acquire the less efficient, thereby creating value and benefitting shareholders. Conversealy, the
“Incentive conflict hypothesis” argues that alarge number of acquisitions is a symptom of
managers pursuing their own self interests. This study examines 60 of the largest U.S. depository
institutions from 1990 to 1995 by relating acquisition activity to measures of their efficiency and
ownership structure. Both assets acquired and the number of acquisitions are employed as
measures of acquisition activity. The empirical results are consistent with the wealth-
maximization hypothesis when acquisition activity is measured by assets acquired in unassisted
dealsinvolving acquirers with at least one large outside shareholder. This category accounts for
about 57 percent of the acquired assetsin our sample. However, when acquisition activity is
measured by the number of acquisitions, our results for unassisted deals are inconsistent with the
wealth-maximization hypothesis. Together, these results imply that consolidation in the banking
industry is most likely to yield positive benefits when expans on-through-acquisition strategies are
pursued by institutions with managers who have a meaningful equity stake and at least one large
outside shareholder, and the expansion strategy is implemented by making large acquisitions

rather than numerous small acquisitions.
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Table 1. Acquisitions by Y ear

Number of acquisitions

Assets acquired ($billions)

Assisted Assisted
Total acquisitions acquisitions
(% of total) Total (% of total)
1990-1995 449 31% 819.8 17%
1990 92 68% 75.2 72%
1991 65 55% 207.3 27%
1992 68 26% 184.8 9%
1993 69 17% 93.5 7%
1994 72 11% 93.3 3%
1995 83 0% 165.6 0%
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Table2 Ownership Structure and Performance Differences Between the Most and the Least Active Acquirers

Sample divided by: No. acquisitions/ TA Sample divided by: Assetsacquired/ TA

Mean for most Mean for least t-statistic Mean for most Mean for least t- statistic

active acquirers active acquirers (p-value)® active acquirers active acquirers (p-value)®
Capital/TA (%) 751 7.04 0.22 7.29 7.16 0.73
Log(TA) 62.40 56.33 0.21 64.12 59.10 0.21
Dep/TA (%) 74.24 63.24 0.01 72.67 65.97 0.05
M/B 133 127 0.48 1.35 1.29 0.51
Int Inc/ Rev (%) 78.85 73.31 0.17 78.86 76.66 0.50
Int Exp/ Rev (%) 36.05 38.27 0.51 36.93 38.43 0.67
NI/ TA (%) 3.93 3.34 0.18 3.92 3.57 0.33
NIl / Rev (%) 43.92 37.25 0.20 43.03 40.42 0.51
Non-Int Inc/ Rev (%) 19.79 27.71 0.16 21.45 24.53 0.49
Non-Int Exp / Rev (%) 42.51 40.41 0.42 40.93 39.94 0.73
Oper Exp/ Rev (%) 82.40 83.38 0.65 81.81 83.41 0.48
Oper ROA (%) 1.64 1.58 0.58 1.72 1.56 0.27
ROA (%) 1.16 1.09 0.33 1.18 1.08 0.27
Tobin'sQ 1.03 1.02 0.21 1.03 1.02 0.45
Insider Ownership (%) 5.62 8.89 0.52 0.46 7.71 0.47
Block 0.65 0.70 0.74 0.65 0.70 0.74

Notes. To conduct the tests presented in this table, the sample was divided into three groups based on level of acquisition activity. Thetestsare
based on a comparison of the most active acquirer group with the least active acquirer group. Acquisition activity is defined as the number of
acquisitions or the amount of assets gained through acquisitions, scaled by total assets at year-end 1989.

Capital / TA = book value of common and preferred stock divided by total assets at year-end 1989; TA = total assets at year-end 1989; Dep/TA
deposits-to-assetsratio at year-end 1989; M/B = market-to-book ratio at year-end 1989; Int Inc / Rev = interest income divided by revenue; Int Exp
/ Rev = interest expense divided by revenue; NIl / TA = net interest income divided by average assets; NIl / Rev= net interest income divided by
revenue; Non-Int Inc/ Rev = non-interest income divided by revenue; Non-Int Exp / Rev = non-interest expense divided by revenue; Oper Exp / Rev
= operating expenses divided by revenue; Oper ROA = operating expenses divided by average assets, ROA = net income divided by average assets,
Insider Ownership = percent of shares held by officers, directors, and other insiders at year-end 1989; Block is a dummy variable that equals 1 if an
outside investor exists who individually owns at least 5 percent of the outstanding shares. Three-year averages (1987-1989) are used for Int Inc /
Rev, Int Exp/ Rev, NIl / Rev, Non-Int Inc/ Rev, Non-Int Exp / Rev, Oper Exp/ Rev, Oper ROA, and ROA.
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Table2 Ownership Structure and Performance Differences Between the Most and the Least Active Acquirers

a— Difference of meanstests (t-statistic) for all variables except Block. The Mann-Whitney test (Z) was used for Block.
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Table 3. Model of Acquisition Activity: 1990-1995

M/B OWN OWN? Size Constant R % of total Wald test Eown
(by) (b2) (b3) (ba) (bs) (b2=bs=0)
Dependent variable: Total acquired assets
Blockholder 16,955.8 574.7 -9.5 9,834.4 -106,664.7
exists (0.0714) (0.2565) (0.1571) (0.0337) (0.0255)
(n=45) 0.22 67 0.0112 0.135
No 8,657.3 -9,364.5 917.1 19,309.3 -168,654.3 0.45 33 0.6779 -0.981
blockhol der (0.6648) (0.4319) (0.4132) (0.2271) (0.2535)
(=19
Dependent variable: Assets acquired in unassisted deals
Blockholder 16,206.5 619.0 -9.7 8,433.3 -94,213.6
exists (0.0801) (0.2251) (0.1502) (0.0446) (0.0354) 0.22 68 0.0443 0.180
No 8,551.9 -7,865.8 778.8 15,480.9 -136,964.1 0.46 32 0.6376 -1.048
blockhol der (0.5800) (0.4098) (0.3876) (0.2305) (0.2525)
Dependent variable: Assets acquired in assisted deals

Blockholder 749.3 -44.3 0.26 1,401.1 -12,451.0
exists (0.4621) (0.5779) (0.7750) (0.1028) (0.0941) 0.06 57 0.3279 -0.059
No 105.3 -1,498.7 138.2 3,828.3 -31,690.2 0.33 41 0.8104 -0.742

blockhol der (0.9847) (0.5314) (0.5362) (0.2189) (0.2638)
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Table 3. Model of Acquisition Activity: 1990-1995 - cont

M/B OWN OWN? Size Constant R? % of total Wald test Eown
(bl) (bz) (bs) (b4) (bs) (bz =b; = O)

Dependent variable: Total number of acquisitions

Blockholder -1.293 -0.273 0.0027 0.303 6.688

exists (0.5797) (0.0647) (0.1459) (0.7901) (0.6060)

(n=45) 0.14 66 0.0169 -0.075
No 0.423 -1.600 0.261 3.679 -25.201 0.16 34 0.1094 -0.032
blockhol der (0.9679) (0.6650) (0.4485) (0.3770) (0.5195)

(n=15)

Dependent variable: Number of unassisted deals

Blockhol der -0.765 -0.260 0.0028 -0.430 11.214
exists (0.6910) (0.0148) (0.0289) (0.5895) (0.2388) 0.12 70 0.0203 -0.091
No 0.502 -0.416 0.090 1.049 -4.570 0.04 30 0.5045 -0.013

blockhol der (0.9504) (0.8407) (0.6569) (0.6435) (0.8433)

Dependent variable: Number of assisted deals

Blockhol der -0.528 -0.0136 -0.000 0.733 -4.526
exists (0.6027) (0.8454) (0.8971) (0.1978) (0.4592) 0.10 57 0.0114 -0.018
No -0.079 -1.183 0.171 2.631 -20.630 0.34 43 0.0070 -0.354

blockhol der (0.9826) (0.5257) (0.3231) (0.2472) (0.3182)

Notes. Analysisisbased ontheModel: Y = & M/B + b,OWN + b; OWN?+ &, SIZE + &+ & where M/B isthe market-to-book ratio at the start
of the time period, OWN isthe percent of shares held by officers, board members, and other insiders, and SIZE isthe log of total assets at the start of
thetime period. A blockholder existsif at least one outside investor owns at least 5 percent of the shares outstanding. The valuesin parentheses
below the coefficient estimates are p-values. The Wald statistic tests the hypothesis that the coefficients associated with the insider ownership
variable all equal zero (i.e,, &=5& =0). Thevauesin thiscolumn are p-values. Eyn isthe dasticity for Insider Ownership calculated using the
median vaues of all variables.

-25-



Table 4. Model of Acquisition Activity: 1995

M/B OWN OWN? SIZE Constant R % of total Wald test Eown
(b1) (b2) (b3) (ba) (bs) (b2=bs=0)
Dependent variable: Total acquired assets
Blockholder 1,924.7 -483.4 8.58 808.1 -5,502.0
exists (0.3031) (0.2138) (0.2677) (0.4136) (0.5400)
(n=43) 0.04 88 0.3268 -0.235
No -2,333.6 264.4 -4.90 1,846.5 -13,886.3 0.30 12 0.2587 0.488
blockhol der (0.3659) (0.1590) (0.1378) (0.1752) (0.1733)
(n=16)
Dependent variable: Total number of acquisitions

Blockholder 2.222 0.113 -0.004 -0.239 0.307
exists (0.0253) (0.0977) (0.0212) (0.2442) (0.9050)
(n=43) 0.31 70 0.0009 0.173
No -0.810 0.540 -0.010 1.718 -15.712 0.52 30 0.0003 1.012
blockhol der (0.4917) (0.0050) (0.0031) (0.0089) (0.0333)
(n=16)

Notes. SeeTable 3.
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