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ABSTRACT

The application of the potential competition doctrine
to the banking industry, a highly regulated industry, will,
no doubt, differ in major respects from its application to
non-regulated markets. This study seeks to establish a
framework for empirically testingrthe major assumptiorn of
the doctrine when applied to a regulated industry such as
banking.

In analyzing merger and acquisition proposals, regu-
latory.agencies rely on two distinct theories of competition:
the thecry of existing competition and the theory of poten-
tial competition. The theory of existing competition applies
only to mergers involving firms in the same market. When the
regulatory authorities must assess the competitive impact of
a merger involving firms in different markets--a market ex-
tension merger--they often employ the theory of potential
competition. Unfortunately, the validity of applying the
concept may be questioned because there is virtually no valid
empirical research supporting its major assumption. The

basic assumption of the potential competition theory,
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particularly as it is applied to bank holding company acqui-
sitions, is that foothold entry, as opposed to the acquisi-
tion of a leading bank, is more likely to yield less concen-
trated markets.

The specific purpose of this study is to test the
hypothesis that markets which experience foothold acquisitions
experience deconcentration, or less of an increase in concen-
tration than markets which do not experience foothold entry.
Since multibank holding companies are largely responsible for
the increased merger activity in recent years, the analysis
focuses on foothold acquisitions by these organizations during
the period 1970-76. This study uses multiple regression
analysis to test the relationship between foothold entry and
changes in market structure. Some of the most widely used
procedures for selecting variables for the regression model
are forward selection, backward elimination, and stepwise
regression. Each of these methods was utilized in this
study. The results of this study do not give support to the
contention that adherence to the potential competition hypo-
thesis will yield more competitively structured banking
markets. Markets which experienced foothold entry did not
produce any statistically significant difference in decon-

centration than markets which did not.
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AN EMPIRICAL TEST OF THE IMPACT OF POTENTIAL
COMPETITION ON BANKING STRUCTURE

CHAPTER 1

THE PROBLEM

Introduction

The theory of potential competition and its applica-
tion to the banking industry has been a subject of continuing
controversy since the 1960's, when banks and bank holding
companies began to expand the geographic scope of their
activities through mergers and acquisitions. If patterns of
bank expansion continue to evolve along their present course,
the frequency of such mergers and acquisitions (so-called
market extension mergers), may well increase. The degree to
which the Board of Governors of the Federal Reserve System
directly influences changes in the structure of banking in
the coming years may therefore depend on the manner in which
it applies the potential competition doctrine.

The recent rising wave of conglomerate mergers has

cansed a re-evaluation of appropriate standards for their



analysis. In banking, the market extension type of conglom-
erate merger has been a major operational problem ever since
banks and bank holding companies began expanding the geogra-
phic scope of their activities through mergers and acquisi-
sitions. Since horizontal extension mergers can be defined
as combinations of two corporations (or banks) operating
within the same relevant geographic market, market extension
mergers can be defined in contrast as two corporations or
more (or banks) operating in the same product market (same
line of commerce) but not in the same geographic market. For
this particular type of merger, there have been, and continue
to be, practical analytical difficulties, based upon the
current level of empirical research in the banking industry
and our theoretical structure, as adapted to banking from
conventional industrial organization theory. See Table 1 for
a summary of the types of mergers in cases decided upon by
the Federal Reserve Board during the 1970's.

Unlike horizontal mergers between two banks within the
same geographic market, market extension mergers do not nor-
mally involve changes in structure that can be neatly anal-
yzed through traditional industrial organization theory.

The anticompetitive effects of a geographic market extension
merger are less clearly evident than are those of a horizon-
tal merger, since the acquisition by one bank of another‘in

a separate market does not create an immediate change in



local market share, concentration ratio, or number of inde-
pendent banking alternatives. Therefore, actual competitive
standards exhibited by Section 7 of the Clayton Act,1 as
amended, are not applicable to market extension mergers.

(See Appendix A for an interpretation of the Department of

Justice's Merger Guidelines relating to market extension

mergers and acquisitions in banking.) In most cases, includ-
ing the bank cases to be discussed subsequently, market
extension mergers take place between corporations in which
there is no existing competition between them.

In analyzing merger and acquisition proposals, regu-
latory agencies rely on two distinct theories of competition:
the theory of existing competition and the theory of poten-
tial competition. The theory of existing competition applies
only to mergers involving firms in the same market. The
theory focuses on the concentration of the market in which
the firms compete and the market shares held by the combining
firms. An acquisition or merger that produces a firm con-
trolling an undue percentage share of the market and results
in a significant increase in market concentration should in
most cases be prohibited because it would eliminate substan-
tial "existing" competition between the two firms. Although
the validity of the theory has been accepted by the federal
courts, its applicability is limited to cases or combinations

of firms operating in the same market. When the regulatory



TABLE 1

TYPES OF MERGERS IN CASES DECIDED UPON BY THE FEDERAL RESERVE BOARD, 1970-791
Type of Merger

Average ) 3

nunber of Horizontal Market extension Partly horizontal

banks Percent of Percent of Percent of
Year in market Number all types Nunber all types Nunber all types
1970 10.9 5 2 149 74 48 24
1971 13.2 2 1 122 81 26 17
1972 19.2 4 2 134 80 29 17
1973 21.9 2 3 45 64 23 33
1974 23.8 0 0 22 65 12 35
1975 27.2 2 13 9 56 5 31
1976 27.4 2 5 23 61 13 H
1977 24.2 1 3 26 67 12 31
1978 17.1 1 4 17 68 7 28
1979 10.4 1 5 15 71 5 24
Average 19.5 2 4 56 62 18 27

1Peroen'cages may not total 100 because of rounding.

2Involves firms that operate in the same market.

3Invmlvaes firms operating in different geographic markets.

SOURCE: Federal Reserve Bulletin, 1970-79, Board of Governors of the Federal Reserve System.




authorities must assess the competitive impact of a merger
involving firms in different markets--a market extension
merger--they often employ the theory of potential competi-

tion.

Clarification of Concepts

Unfortunately, serious confusion has arisen in the
application of the potential competition doctrine in the area
of banking. 1In large part, this difficulty stems from a
failure of the regulatory authorities to apply consistent
definitions when discussing potential competition as a fac-
tor in bank merger analysis.2 Specifically the term "poten-
tial competition” has been applied interchangeably to two
distinct theoretical subtheories: 1) the theory of 'per-
ceived" potential competition, and 2) the theory of "actual"
potential competition, or what is often referred to as '"prob-
able future competition'" by the banking authorities.

Undoubtedly, the fact that application of either
concept requires the existence and identification of a poten-
tial entrant has led to both being referred to under the
common terminology. The essential distinction between the
two subtheories can be illustrated as follows. According to
the "perceived" potential competition theory, the mere
existence of a potential entrant posing a threat of entry

to established sellers, may influence the present conduct



of firms in the market. In contrast, the concept of "actual"”
potential competition is based on the expectation of a

change in market structure due to actual entry or expansion
by the potential competitor. 1In short, the influence posited
by the theory of 'perceived" potential competition is mani-
fested in present market conduct while the other subtheory

is manifested in market structure at some future time.

The Supreme Court has held that elimination of 'per-
ceived" potential competition can constitute a violation of
the Clayton Act.3 It has also held that this theory applies
to the banking industry. However, the Court has never fourd
a banking organization to be guilty of a Clayton Act viola-
tion on the basis of "perceived' potential competition. More
importantly, the Court has yet to rule, in either a banking
or industrial context, on whether the elimination of '"actual”
potential competition constitutes a violation of the Clayton
Act. (See Appendix B for an evaluation of the evolving legal

status of the potential competition doctrine.)

Statement of the Problem

While market extension mergers do not have an imme-
diate effect on market structure, the regulators have
expressed concern over competitive developments which may
arise subsequent to the merger. In particular, it has been

argued that entry into a market through foothold acquisition,



i.e., acquisition of a small bank, or through de novo entry,
i.e., the formation of a new bank, is likely to yield a more
competitive market structure than acquisition of a dominant
firm in the market. This argument is based on the hypothesis
that an acquisition, by a large bank, of a leading bank in a
market will, because of the size and diversification of the
acquiring bank, stifle competition and solidify the oligopo-
listic structure. On the other hand, entry into a market
through de novo or foothold entry is expected to produce
deconcentration and other procompetitive effects on market
structure. The expectation arises from the belief that the
large organization, through economies of scale, sophisticated
management, a full line of services, and aggressive growth
orientation, will expand from its foothold position and
challenge the dominant banks in the market.

Thus consummation of the merger would eliminate this
opportunity for improvement and could also solidify the anti-
competitive structure of the market. To the extent that the
merger would lessen the probability that the outside firm
would provide competition and foreclose the possibility that
the market would be further deconcentrated, the theory of
potential competition would support prohibition of the merger.

The Board of Governors has been at the forefront in
the development and application of the concept of potential

competition, particularly with respect to the banking



industry. (Appendix C analyzes specific issues in key Board
decisions.) The Court has yet to rule, in either a banking
or industrial context, on whether the elimination of poten-
tial competition constitutes a violation of the Clayton Act.
While the Board has denied acquisitions which would eliminate
future competition, it has not done so consistently. This
vascillation is probably attributable to the lack of empiri-
cal evidence to support the theory. The Board has had a
longstanding policy of denying acquisitions within the same
market, but there is a large body of theoretical and empiri-
cal evidence demonstrating the anticompetitive consequences
on these horizontal acquisitions. Since neither the Board
nor the Courts have had the benefit of a theoretical and
empirical consensus regarding potential competition, it is
not surprising that the Board's use of the doctrine has been
inconsistent, and that the Courts have been reluctant to
address the issue at all.

Thus, a major factor contributing to the uncertain
and inconsistent application of the potential competition
theory has undoubtedly been the lack of solid empirical
support for the theory and its major assumption, As postu-
lated, the doctrine makes the implicit assumption that
de novo or foothold entry will produce market deconcentra-
tion. It is difficult on a conceptual level to demonstrate

the adverse economic effects to the banking public from



eliminating future competition. Potential competition intro-
duces a speculative element involving conjecture rather than
empirical evidence about future behavior of banks. 1In a
sense, the Board has adopted a narrow view of potential .
competition that depends almost entirely on the method of
entry into a banking market. If multibank holding company
subsidiaries have competitive advantages over independent
banks, then foothold or de novo entry would be expected to
reduce local market concentration for a time as the acquired
bank took away business from larger independent competitors.
Acquisition of larger banks, on the other hand, would be
expected to increase concentration.

Previous studies do not provide conclusive evidence
that multibank companies systematically increase local mar-
ket concentration. If acquisition confers advantages, we
would expect local market concentration to increase if a
large bank is acquired but to shrink if a small or de novo
bank is acquired. Thus the manner of entry would be crucial
to the impact of bank holding company acquisitions upon bank-
ing structure. Yet only a few of these studies considered
that determinant, and those that did are inadequate in one
way or another. The weakness of these studies in today's
world relate to their treatment of all multibank companies
as the same, their lack of coverage of recent years, their

failure to account for long-run structural effects, and
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their omission of important market control variables. Also,
recent innovations in financial markets may have increased
large companies' ability to help their subsidiaries gain
competitive advantage.

The empirical research reviewed in this study appéars
inadequate in one respect or another as a basis for testing
the basic assumption of the potential competition theory.

One of the most serious limitations of these studies is that
no effort was made to distinguish cases involving market
entry from those involving market expansion.

It is important to make a distinction between market
entry and market expansion since the theoretical concept of
potential competition is relevant when the potential competi-
tors are in separate geographic markets. Foothold expansion
involves the acquisition of a small bank in a market in which
the acquiring organization already exists. Acquisitions of
this type, so-called horizontal acquisitions, are analyzed in
terms of their effect on "existing,'" not "potential'" competi-
tion., Most studies testing the structural implications of
foothold acquisitions are based on samples involving both
types of acquisitions. This study, and consequently this
sample, are limited to markets experiencing foothold entry
only.

Analysis of mergers and acquisitions, be they foothold

or de novo, between banks in the same geographic market
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involve predictions and conclusions relevant to market expan-
sion (and not market entry). Since the theoretical concept

of potential competition is relevant only when the potential
competitiors are in separate geographic markets, a valid test
of the deconcentration assumption would limit the study to
only locally defined markets experiencing foothold or de novo
entry (and not foothold or de novo expansion). Failure to
limit the sample to entry cases only results in the structural
effects of foothold and de novo entry being understated.
Foothold or de novo expansion results in an immediate increase
in concentration levels regardless of any probable future de-
concentration effects.

From the perspective of this study, the most serious
limitation of previous empirical research in this area is
that no study has correctly formulated a valid test of the
potential competition hypothesis. However, it should be
noted that not all previous studies were constructed for the
purpose of directly testing the applicability of this hypo-
thesis. A major point of this study is that there are two
separate competitive effects stemming from any market exten-
sion merger: an effect stemming from "actual” entry and one
stemming from the loss of a 'perceived" potential entrant.
Frequently the two are discussed as a single result, but
banking regulators must consider that there are important

trade-offs between the competitive effects stemming from
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changes in structure and from changes in conduct. Empirical

studies to date have not controlled for the effect of conduct
when testing the possible deconcentration effect of foothold

or de novo entry.

Economists have identified several different variables
which influence the level of competition in a market. 1In
classifying these factors, a distinction has been made between
elements of market structure and market conduct.4 Market
structure variables are represented by such factors as con-
centration, barriers to entry, and product differentiation.
Market conduct consists of a firm's policies for operating
in its market and toward the competitive moves by its rivals.
The following discussion contrasts the competitive effect of
potential competition on market conduct from its effect on
market structure.

The total competitive effect of any market extension
proposal is the combined result of two separate, but dis-
tinct aspects: the entry threat of a "perceived" potential
entrant on the conduct of established firms, and the struc-
ture effect, with a change in market concentration associated
with the actual entry of a potential entrant. Under some
conditions, the two factors reinforce each other, while
under others they work in opposite directions. Analysis of
the combinations of directional change in the structure and

conduct forces requires a useful framework for classifying
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the varicus types of mergers and acquisitions and analyzing

their probable net competitive effect.

Statement of Purpose

The application of the potential competition doctrine
to the banking industry, a highly regulated industry, will,
no doubt, differ in major respects from its application to
non-regulated markets. This study seeks to establish a
framework for empirically testing the major assumptions of
the doctrine when applied to a regulated industry such as
banking.

The Supreme Court has recently ruled that two precon-
ditions must exist before it is possible to resolve whether
the potential competition theory establishes a violation of
Section 7. It must be determined that a potential entrant:

(i) has available feasible means for entering the
market other than by acquiring the (proposed bank)
and (ii) that those means offer a substantial
like}ihood of ultimatelg produciiig a deconcen-
tration of that market.

The specific purpose of this study is to test the
hypothesis that markets which experience foothold entry
experience deconcentration, or less of an increase in con-
centration than markets which do nout experience foothold
entry. Since multibank holding companies are largely respon-

sible for the increased merger activity in recent years, the

analysis focuses on foothold acquisitions by these



14

organizations during the period 1970-76.

Assumptions of the Study

The theory of potential competition was developed as
an extension of basic micro theory, and involves a unique
analytical framework including barriers to entry and the

concept of the limit price.6

The limit price is the highest
common price that sellers believe they can charge without
inducing at least one additional increment of entry. The
l1imit price is directly associated with the height of bar-
riers to entry. The extent to which prices can be pushed
above a competitive level without inducing entry depends on
the height of the entry barriers which result from these
factors. Two key requirements of the 1limit price model are:
1) potential entrants are primarily influenced by prices and
profits of established firms, and 2) existing firms are aware
of any threat to entry in their markets and will adjust to it
in a way which will maximize their long-run profits. This
study assumes that both requirements are invalid when applied
to a highly regulated industry such as banking,

This study assumes that entry into banking markets is
determined not so much by the pricing and profit policies of
established banks, but rather by the regulator's attitude

toward entry. It is more likely that banks will discourage

entry by operating at less than maximum efficiency, keeping
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profits at a level that will keep bank regulators, who are
primarily concerned with maintaining a sound banking system,
from allowing new entrants into the market.

This study also assumes that established firms do not
have perfect information with respect to the general condi-
tions of entry and are thus likely to err in their limit
pricing. If prices are set higher than the limit price,
"perceived' potential entrants may be induced to become
"actual'" potential entrants at some time in the future. Thus
the distinction between ''perceived" and "actual'" potential
entrants would not seem to be warranted. Both concepts deal
with probable effects on a market's future structure. The
only difference in the two subtheories is the timing of that

structural change.

Significance of the Study

The national trend toward product and geographic de-
regulation in banking has brought questions about the concen-
tration of financial resources to the center of a major
policy debate. Recent legislative, judicial, and regulatory
events, by encouraging the expansion objectives of banking
organizations, have increased the concentration of financial
resources and thus called into question the effectiveness of
current antitrust tools (and in particular, the theory of

potential competition) for controlling potential increases
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in banking industry concentration.7

On the legislative front most states have adopted a
more liberal attitude toward bianch banking and multibank
holding company activity and some states are even discussing
how they may allow interstate banking at the regional level.
An analysis of the six states that liberalized branching laws
early in the 1970's indicates that, in four of the six,
state concentration had increased by 1980. On the judicial
front, recent decisions have made inter-market expansion
easier by increasing the evidentiary requirements on regula-
tors. On the regulatory front, federal banking agencies have
adopted a more permissive stand on large bank consolidation
as a means of dealing with potentially destablizing financial
situations. The recent approval of BankAmerica's acquisition
of the troubled Seafirst Corporation typifies this more len-
ient regulatory attitude.

These events have tended to increase the concentration
of financial resources and brought into question the appro-
priate policy for dealing with this multibank expansion.
Although there is currently no reason for alarm about banking
concentration, a sound and consistent policy must emerge soou
to deal with prospective developments in banking structure.
On net, except for some increase in concentration on the
statewide level in the statewide branching states, the con-

centration of commercial banking resources in the United
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States has apparently decreased (see Table 2). If current
patterns of bank expansion continue, the use of potential
competition needs to be evaluated to determine whether it
remains a valid economic concept that can be effectively

applied. Hopefully, this study is a move in that direction.

TABLE 2

AVERAGE SMSA FIVE-FIRM CONCENTRATION
RATIO, 1970 AND 1980

Branching Category Pigggnt Pigggnt
Statewide 88.1 82.1
Limited 85.9 83.7
Unit 81.8 76.7

SOURCE: Summary of deposits in all commercial and mutual
savings banks, 1970 and 1980 (Federal Deposit
Insurance Corporation).

Organization of the Study

This study consists of five chapters, the bibliogra-
phy, and appendices. Chapter I includes the Introduction,
Statement of the Problem, Statement of Purpose, Clarification
of Concepts, Assumptions of the Study, Significance of the
Study, and Organization of the Study. Chapter II reviews
the Related Literature, Chapter III presents a detailed

description of the procedures used in the research study.
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Chapter IV presents the findings and policy implications.

Chapter V presents the summary and conclusions of the study.
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CHAPTER 11

REVIEW OF THE EMPIRICAL LITERATURE

Introduction

Over the last decade, multibank holding companies
have become an increasingly important element in the American
banking structure. From 1970 to 1980 the number of all com-
mercial banks owned by multibank holding companies increased
from 723 to 2,425, and the share of aggregate bank deposits
held by bank subsidiaries of these holding companies jumped
from 16.2 to 34.4 percent. Whether multibank holding company
expansion is in the public interest is a complex issue. This
chapter focuses on oniy one aspect, the impact of multibank
holding companies on concentration of banking resources in
local banking markets.

This chapter is a two-part exploration of the in-
fluence of holding company entry on local market concentra-
tion. Evidence from early studies will be reviewed in the

first part and the remainder of the chapter reviews more
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recent studies. 1In contrast to much of earlier literature,
which focused on changes in market structure due to the
combined effects of both horizontal (or intramarket) and
non-horizontal (or intermarket) market expansion of multi-
bank holding companies, recent work has focused primarily on

intermarket (or non-horizontal) expansion.

Relevance of Market Structure

Attention to market structure is based on the
structure-cnnduct-performance hypothesis. This hypothesis
holds that market structure affects the conduct of firms in
the market and ultimately market performance in terms of
prices and output. Economic theory implies that at least in
the short run, higher market concentration results in higher
prices and lower output, causing a misallocation of re-
sources. Empirical research on concentration and performance
in banking markets has found that the relationship between
higher concentration and higher prices is statistically sig-
nificant but is fairly small. (See Appendix D for a summary

of structure-performance studies in banking.)
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Early Studies of Multibank

Company Entry

Previous studies do not provide conclusive evidence
that multibank companies systematically increase local mar-
ket concentration. These studiés are of two types. The
first group looks at changes in the share of market deposits
held by banks acquired by multibank holding companies. The
second measures concentration changes in markets entered by
.multibank holding companies.

It is often argued that banks acquired by multibank
holding companies gain competitive advantages over indepen-
dent banks. Proponents of holding company banking assert
that a banking subsidiary of a multibank holding company may
enjoy increased operating efficiencies, financial strength,
the ability to offer a wider range of services, and improved
management and management succession. These may help the
subsidiary bank gain in deposits and market share at the
expense of independent banks. To the extent that the acquired
bank is a large dominant bank, these advantages would, it is
assumed, increase the concentration of deposits in markets
that multibank holding companies enter.

The first group of studies give little evidence of any
systematic holding company impact on market share. 1In a
study of 71 banks acquired between 1965 and 1970, Goldberg

found no significant change in market shares.1 His results
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were confirmed in Burke's broader study of 227 banks acquired

between 1962 and 1970.2

Burke reported some tendency for
larger banks to lose market share and smaller ones to gain
share. In a study of banks acquired by two Florida companies,
Hoffman found no significant increase in the market shares
of acquired banks relative to a control group of independent
banks in their markets.3 Lawrence's study of a national
sample of holding company banks found no significant differ-
ence in deposit growth rates of holding company subsidiaries
and independent banks.4 A study by Gilbert and Jianakoplus
found some tendency for relatively large banks acquired by
large, aggressive holding companies to increase their market
share after acquisition.5

These studies find little evidence of holding company
impact on market share. The studies are, however, inadequate
in one way or another. Only Hoffman's study includes a con-
trol group and it covers a relatively short period and only
two companies. The studies by Goldberg and Burke use no
control group of independent banks to isolate bank holding
company effects. Without a control group of independent
banks, it is not possible to know whether bank holding com-
panies or some other factor accounts for acquired bank's
performance.

A second set of studies analyzes changes in concen-

tration in markets entered by bank holding companies. These
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studies attempt to determine whether banking business in
markets entered by multibank holding companies becomes more
concentrated in a few firms after entry. Schull studied
concentration changes in metropolitan areas in New York
between 1960 and 1971 and in Virginia between 1962 and 1971;
concentration had increased in two of six areas in New York
and in two of five areas in Virginia. Schull found no sys-
tematic relationship between holding company entry and
changes in local market concentration.6 A study of Alabama
markets by Hooks and Martell found declining concentration
after entry by multibank holding companies.7 Ware studied
concentration changes in Ohio areas where multibank holding
companies had acquired subsidiaries between 1969 and 1974.8
He found that concentration declined in a majority of SMSA's
and in one half of non-SMSA counties.

The inconclusive results of these studies, no doubt,
stem from the failure to explicitly account for the manner
of entry into markets entered by bank holding companies.

In addition to giving their subsidiaries competitive advan-
tages, multibank holding companies may influence market con-
centration in other ways. .The type of holding company entry
itself may have an important influence. Concentration would
increase if a multibank company acquired more than one bank
in the same market, though enforcement of federal holding

company and antitrust laws discourage such acquisitions,
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The relative size of an acquired bank could have a bearing
on concentration changes. If multibank company subsidiaries
have competitive advantages over independent banks, then
acquisition of new or small banks would be expected to reduce
local market concentration for a time as the acquired bank
took business away from larger independent competitors;
acquisition of larger banks, on the other hand, would be
expected to increase concentration. If independent banks
increase their competitive edge, the opposite would be ex-
pezcted. Thus, the ultimate effect of multibank company
acquisition depends on whether (and by how much) banks gain
or lose competitive advantages when acquired by multibank
companies and on the number and relative size of the banks
acquired.

From the standpoint of this study the most serious
limitation of these early studies results from combining both
horizontal and market extension acquisitions within the same
analysis. Only market extension acquisitions are of rele-

vance to an evaluation of the potential competition thesis.

Recent Studies of Multibank Company Entry

In contrast to much of the earlier literature, which
focused on changes in market structure due to the combined
effects of both horizontal and non-horizontal market expan-

sion, recent work by focusing primarily on intermarket (or
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non-horizontal) expansion is much more relevant for issues
relating to potential competition.

One study examined the impact on market concentration
of de novo entry by bank holding companies from 1973 to 1975
into 28 rural and smaller metropolitan markets.9 Changes in
market concentration were measured over the three years fol-
lowing de novo entry. Multiple regression analysis confirmed
a highly significant deconcentration effect resulting from
de novo entry by bank holding companies. Earlier studies
had not focused on the effect of de novo expansion by hold-
ing companies and few had looked specifically at market
extension type of entry. A deficiency of this study is that
no control group of independent banks was used to measure
the relative deconcentration from de novo entry by bank
holding companies. In another paper, however, the same
authors compared the market shares of 11 holding company
banks organized de novo as entry vehicles into rural and
smaller metropolitan markets between 1973 and 1976 with
those of an equal number of independent banks opened in the
same markets during this period. Using multiple regression
analysis the authors found the market share accumulated by
bank holding company de novo banks to be positively related
to market concentration, while the market share accumulated
by new, independent banks tended to be negatively related.

Thus de novo banks of holding companies appear to achieve



greater success (relative to new, independent banks) in con-~
centrated markets. This conclusion implies a greater decon-
centrating effect from de novo entry by holding companies

into relatively concentrated markets than from entry by new,
independent banks. It was also concluded that independents
had a large edge in market share in less concentrated markets:

The fact that market share accumulation by inde-
pendent banks was negatively slanted to market con-
centration is consistent with the argument that
collusive behavior by existing firms in highly
concentrated markets makes it difficult for inde-
pendent entrants to gain a foothold position in
the market. However, the fact that market share
accumulation by holding company banks was positively
related to market concentration suggests that any
such collusive behavior is generally ineffective
where there is an established banking organization
supporting the rew bank. This is important because
it suggests that a public policy of encouraging
established banking organizations to enter highly
concentrated markets on a de novo basis is not only
appropriate idealistically as a means of deconcen-
trating the market but also is practicable and
indeed may represent the only feasible means of
deconcentrating these markets.10

In an extension of an earlier study,11

Rhoades and
Schweitzer looked at the impact of foothold entry by bank
holding companies between 1966 and 1972 on changes in market
structure through 1976.12 Changes in market structure were
measured over two periods, 1966 to 1972 and 1966 to 1976, by
changes in the three-firm concentration ratio and also by
changes in the Herfindahl index. The sample included 70
metropolitan banking markets divided into two groups: those

which failed to experience foothold entry and those which
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did experience such entry, defined as an acquisition of a
bank with less than $10 million in deposits. Multiple re-
gression analysis indicated no statistically significant
impact of foothold entry by bank holding companies on bank-
ing market structure.

In a similar study, Schweitzer and Greene analyzed
the effect of foothold acquisitions by bank holding companies

13 The

on the structure of two banking markets in Wisconsin.
authors reported a sizable deconcentration of the market
experiencing foothold entry but no deconcentration of the
other market. The results of this study, however, are
seriously biased. The market experiencing foothold entry
did record greater deconcentration than the other market
(only two markets were included in the study) between 1970
and 1976; it also recorded substantial deconcentration during
the several years before foothold entry. By contrast, the
market without foothold entry experienced a slight increase
in concentration during the pre-1970 years. Thus the differ-
ence in structural change observed in the two markets from
1970 to 1976 may be attributable largely to different struc-
tural trends in these two markets rather than to foothold
entry by bank holding companies into one of the maikets.

A recent study by Rocsc examines the impact of multi-
bank holding company affiliation on the market shares of

individual banks. Rose's study differs from previous works
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in two respects.14 First, it uses a control group of inde-
pendent banks for comparison purposes. Of the entire sample
of 670 metropolitan banks from 10 states, 156 are multibank
holding company banks and the remainder are independent
banks. Second, the analysis focuses primarily on banks
acquired by bank holding companies in markets where the
parent holding company has no other bank subsidiary in order
to capture the effect of affiliation, unbiased by any changes
in market structure resulting from multiple bank acquisitions
by the parent company in the same market. Multiple regres-
sion analysis yielded important differences in results for
holding company banks depending on whether the parent company
has other bank subsidiaries in thke market. Amoung banks
acquired in markets in which the parent company has other
subsidiaries, bank holding company affiliation produced no
impact on market share. By contrast, among banks acquired

in markets in which the parent company is not otherwise
represented, affiliation appears to have increased the mar-
ket shares of foothold banks but to have reduced the market
shares of large banks. In both cases, however, the effect

of holding company affiliation, while statistically signifi-
cant, is estimated to be very small. These results indicate
that entry by bank holding companies through acquisition

has little effect on the market shares of acquired banks--at

least during the first few years following acquisition.
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The Relevance of Traditional Structure-Conduct-

Performance Models for Analyzing the

Competitive Effects of Market

Extension Combinations

Conventional antitrust analysis is based on a tradi-
tional theoretical model that assumes a firm's primary goal
is to maximize profits. Given profit maximization as the
firm's objective, it is then possible to predict the firm's
conduct based on the existing market structure. Market con-
duct then determines market performance. Knowledge of the
market's structure (number and size distribution of firms in
the market) makes it poésible to predict the market's compe-
titive performance. Markets with high concentration are
presumed to be less competitive than those with low levels
of concentration. This rather simple structure-conduct-
performance relationship forms the basis for theories that
use a market's structure to project its performance.

The deconcentration rationale of the potential compe-
tition doctrine involves a direct application of this
structure-conduct-performance model. Specifically, the
emphasis on market concentration (as a proxy for market
structure) is because of its presumed effect on conduct and
performance. Inasmuch as this framework suggests that in-
creasing the number of firms or reducing concentration in a

market results in more competitive performance, it would
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appear that there is sound economic logic for applying the
potential competition doctrine in merger analysis.

The predictability of a relationship between a mar-
ket's structure and its competitive performance largely
depends on the objectives of firms in that market. The
structure~-performance relationship in banking has proved
statistically significant, but quantitatively weak.15 In
other words, the level of market concentration (a structural
measure of how much of the market is controlled by the
largest firms) matters, but only very large changes in mar-
ket concentration are associated with very small changes in
price, profits or other performance indicators. One probable
reason for finding this relationship quantitatively weak is
that all firms in a market do not operate with the same
objective.

Numerous studies testing various explanations (for
example, the expense preference hypothesis, or the conglom-
erate power hypothesis, or the linked oligopoly hypothesis)
bear out the fact that the behavioral element, especially of
the banking firms, is a highly complex phenomena.16 Some
noted economists insist that there is no substantial convinc-
ing support--empirical or theoretical--for the theory that
market performance is associated with the degree to which an

7

industry's output is concentrated.1 The Supreme Court has

recently emphasized that market structure data are not
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18

"conclusive indicators of anticompetitive effects." Con-

centration ratios, as the Supreme Court noted, '"can be unre-
liable indicators of actual market behavior."19

Antitrust laws are based on the notion that business
behavior is motivated by profits. As long as horizontal
mergers are the primary form of merger activity, the belief
that business behavior is motivated by profits does not seem
implausible. Horizontal mergers hold out the prospect of
monopoly profits through elimination of a competitor and the
possibility of higher profits from increased efficiency.
However, the prospect of increasing profits by gaining mono-
poly or increased efficiency is generally unlikely from mar-
ket extension type mergers. Consequently, the assumption of
profit maximization in connection with this type of merger
does not appear realistic. Empirical investigation of recent
market extension merger activity provides support for such
skepticism.

One of the papers in a study done at the Federal
Reserve Board concluded that from all available evidence
the banks acquired by bank holding companies do not exper-
ience an increase in profitability subsequent to acquisition.
Another paper reported that available research evidence pro-
vides no general indication that banks acquired by bank
holding companies become more cost-efficiem;.z1 Thus, the

evidence on market extension mergers in banking provides

20
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little indication that increased profits motivate these
mergers. Consequently, traditional structure-performance
relationships do not provide tools that are adequate to

the task of analyzing the competitive effects of market
extension mergers. As part of the assessment of the multi-
bank holding company movement by the staff of the Federal
Reserve Board in 1978, Rhoades suggested some new approaches
for research concerning the effect of such organizations on
competitors.22 One approach would abandon the traditional
structure-conduct-performance model and focus on the poten-
tial anticompetitive effect uniquely associated with the
geographically diversified firm.

The growing number of important bank combinations
which do not fit neatly into the usual potential competition
analysis has led banking economists and officials to search
for some broader and more generalized basis for their analy-
sis. The potential competition cases brought by the anti-~
trust authorities have involved entry by merger or acquisi-
tion into a local market by one of the largest banks eligible
to enter the market in circumstances where the acquired bank
was one of the largest banks in terms of operations in the
local market. In other instances, where the proposed combi-
nation was not attacked, de novo entry was not legally pos-
sible because of "home office" protection which prohibits

de novo branching into communities where a head office of a
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bank is already located. Potential competition may also
be an awkward method of analysis in the more frequent situa-
tion where de novo entry is legally possible, but there
exists a history or pattern of regulatory barriers to entry.

Finally, even where none of these restrictive, legal
or regulatory entry barriers are present, potential competi-
tion analysis often raises serious practical problems involv-
ing the availability of objective evidence of probable entry
de novo. It may often be difficult to demonstrate that the
acquiring bank was in fact a likely potential entrant into
the market of the acquired bank.

The analysis of market extension combinations should
not be strictly confined to the probable effects upon pre-
sent or potential competition within the local market of the
acquired bank. A consideration and adaptation of newer
theories of industrial organization would seem useful here,
as postulated and developed by Alexander Henderson, Almarin

Phillips, and Oliver Williamson.Z29

These theories, 1 believe,
extend and clarify traditional economic theory within a
broadened and more generalized analytical framework. These
theories begin with the premise, which is not inconsistent
from conventional theory, that performance is a function of
interbank rivalry. Interbank rivalry is in turn dependent

upon traditional variables such as market concentration,

numbers of banks, and the threat of entry by external forces.
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But, in addition, other variables which can be treated only
indirectly under the premises of conventional antitrust
theory, may also affect interbank rivalry and, presumably,
performance within markets. One of the most important fac-
tors affecting interbank rivalry is the degree of linkage of
adjacent banking markets. The concept of linkage (or linked
oligopoly as the courts have referred to it) suggests that
an intermeshing of the same banks in increasing numbers of
local markets within a state, may serve to strengthen the
lines of communication between them and increase the adher-
ence to any pre-existing competitive standard.24
According to this concept, as business firms become
increasingly diversified into different geographic markets
there is likely to be an increase in the number of markets
in which any given pair of firms meet each other as competi-
tors. The existence of these multiple contacts provides the
foundation for the same type of mutual interdependence be-
tween firms that is found in the traditional, single market
oligopoly models. 1In particular, it is held that as firms
come in contact in a large number of markets, they tend to
become aware of the possibility that aggressive action in
any one market may result in retaliatory action in some
other market where they may be more vulnerable. Moreover,
since the firms that tend to be most diversified are typic-

ally large and influential, their presence even in relatively
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unconcentrated markets can lead to a reduction in the vigor
of competition.

When a bank which already holds a large share of the
states' deposits secures a new controlling primary market
position through elimination of a local bank, its ability to
extend its domination to still other markets throughout the
state seems likely to be enhanced. Purely conventional analy-
sis, with its emphasis on market concentration and on dis-
cerning the degree of potential competition in the primary
market of the acquired bank, may permit such expansion,
which the recognition of market linkages throughout the
broader secondary market area would stop. Hence, even if no
change is observed in local market structure (or in local
market concentration), the geographic expansion by multibank
holding companies throughout the state may affect market
conduct and performance, depending on the degree of mutual
restraint and mutual interdependence between banks in the
local market.

It is beyond the scope of this study to determine
what proportion of intermarket control, or what pattern of
control should presume anticompetitive behavior and thus
constitute a violation of antitrust standards. However,
once concentration over a cluster of interlinked markcts
within a state in which de novo branching is legally barred

has reached a certain specified level, any further bank
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bank acquisitions of controlling positions in adjacent mar-
kets might be prohibited outright, irrespective of the state
law with respect to de novo branching and chartering.

The concept of linked oligopoly has only recently
been a significant element in an antitrust case. In 1973,
it was struck down by the Supreme Court as amounting to little
more than "ephemeral possibilities."25 This is not surpris-
ing because there was no empirical evidence on the concept of
linked oligopoly. Recently, two studies abandoned the tradi-
tional structure-conduct-performance model and focused in-
stead on the potential anticompetitive effects uniquely
associated with the diversified firm, in particular, the
multibank holding company. Results from one study provide
no support for the argument that the presence of geographic-
ally diversified multibank holding companies in a market will

impede new entry into that market.26

Evidence from the other
study, however, indicates that as participation by the states'
dominant banking firms in a market increases, interfirm
rivalry deteriorates and price performance worsens in some
cases.27 Again, evidence is limited and more work is needed
to clarify the significance of large, geographically diversi-
fied banking organizations for local market competition and

performance.
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Summary and Conclusions

The studies examined in this chapter focused on the
impact of multibank holding companies on local market struc-
ture. The evidence of recent studies clearly indicates a
deconcentrating effect from de novo entry by bank holding
companies. 1Indeed, evidence suggests that de novo banks
established by holding companies may be more successful than
new, independent banks at breaking down high market concen-
tration. On the other hand, findings from both earlier and
more recent works generally point to little or no structural
effects from acquisition entry by bank holding companies.
Specifically, the evidence indicates little, if any, impact
of multibank holding company affiliation on market shares of
banks acquired as entry vehicles into new markets. However,
only limited testing of the impact of acquisition entry by
bank holding companies on overall banking market structure
has been performed.

The empirical research reviewed in this study appears
inadequate in‘one respect or another as basis for testing
the assumptions of the potential competition theory. Per-
haps the most serious limitation of these studies is that no
effort was made to distinguish cases involving market entry
from those involving market expansion.

It is important to make a distinction between market

entry and market expansion since the theoretical concept of
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potential competition is relevant only when the proposed
acquisition involves organizations presently operating in
separate geographic markets. Foothold expansion involves
the acquisition of a small bank in a market in which the
acquiring organization already exists. Acquisitions of this
type, so-called horizontal acquisitions, are analyzed in
terms of their effect on "existing,'" not "potential' compe-
tition. Most studies testing the structural implications of
foothold acquisitions are based on samples involving both
types of acquisitions. This study, and consequently this
sample, are limited to markets experiencing foothold entry
only.

Analysis of mergers and acquisitions, be they foothold
or de novo, between banks in the same geographic market in-
volve predictions and conclusions relevant to market expan-
sion (and not market entry) only. Since the theoretical
concept of potential competition is relevant only when the
potential competitors are in separate geographic markets, a
valid test of the deconcentration assumption would limit the
study to only locally defined markets experiencing foothold
or de novo entry (and not foothold or de novo expansion).
Failure to limit the sample to entry cases only, results in
the structural effects of foothold and de novo entry being
understated. Foothold and de novo expansion result in an

immediate increase in concentration levels regardless of any
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probable future deconcentration effects.

From the perspective of this study, the most serious
limitation of previous empirical research in this area is
that no study has correctly formulated a valid test of the
potential competition hypothesis. However, it should be
noted that not all previous studies were constructed for the
purpose of directly testing the applicability of this hypo-
thesis. A major point of this study is that there are two
separate competitive effects stemming from any market exten-
sion merger or acquisition: a structure aspect stemming from
the effects of an '"actual' potential entrant and an effect on
market conduct stemming from the loss of a '"perceived" poten-
tial entrant. Frequently the two are discussed as a single
result, but banking regulators must consider that there are
important trade-offs between the competitive effects stemming
from changes in structure and from changes in conduct. Em-
pirical studies to date have not controlled for the effect
of conduct when testing the possible deconcentration effect

of foothold or de novo entry.
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CHAPTER III

PROCEDURES FOR TESTING

Introduction

Eventual deconcentration is a major objective of the
banking potential competition cases filed by the Antitrust
Division. Banking regulators believe that foothold entry is
preferred to the acquisition of a leading bank in a market
because it is likely to cause deconcentration, or at least
less of an increase, in market concentration. The validity
of applying the concept may be gquestioned because there is
virtually no valid empirical research supporting the major
assumption,

This chapter presents a framework for evaluating the
potential competition hypothesis and explains the methodology
used for testing. Multiple regression analysis has been
adopted to test for the impact of foothold acquisition on
changes in market concentration. The method of sample selec-~

tion, the procedure for testing and selecting variables, and

44
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the source of information for the variables investigated in

this study are discussed in this section.

Competitive Effects of Market

Extension Mergers

Economists have identified several different variables
which influence the level of competition in a market. 1In
classifying these factors, a distinction has been made be-

tween elements of market structure and market conduct.1

Mar-
ket structure variables are represented by such factors as
concentration, barriers to entry, and product differentiation.
Market conduct consists of a firm's policies for operating in
its market and toward the competitive moves by its rivals.
The following discussion contrasts the competitive effect of
potential competition on market conduct with that of market
structure.

As noted earlier, the term potential competition has
been applied interchangeably to two distinct phenomena:
the '"actual'" potential entrant theory and the 'perceived"
potential entrant theory. The concept of '"actual" potential
competition (or probable future competition) is based on the
expectation of a change in market structure due to actual
entry or expansion by the potential competitor. In contrast,
the theory of "perceived'" potential competition postuiates

that the mere existence of a potential entrant, posing a
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threat of entry to established firms, influences the present
conduct of firms in the market. In short, the influence
rosited by the theory of '"perceived" potential competition
is manifested in present market conduct while the other con-
cept is manifested in market structure at some future time.

The theory of '"perceived" potential competition holds
that firms in an oligopoly market may not set their prices
as high as their concentrated market structure would seem to
indicate because they perceive a threat of entry by a firm
"waiting in the wings." Specifically they may charge what
Bain refers to as the "limit price,'" the highest common
price sellers believe they can charge without inducing at
least one additional increment to entry.2 In turn, the im-
portance of limit pricing depends on the significance of
barriers to entry, which are those characteristics of a
market which make it difficult for new firms to enter. Bain
concluded that the major barriers to entry are (1) product dif-
ferentiation; (2) aksolute cost advantages; and (3) scale
economies.3 It is hypothesized that firms in industries
characterized by high barriers to entry can charge relatively
higher prices and earn higher profits than firms in other
industries without attracting new entry. Thus higher bar-
riers to entry imply a higher limit price.

If a 1imit price policy produces larger long-run

profits than a higher price (which would likely produce
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entry and thus depress long-run profits), the former will be
adopted. In this situation the threat of entry from a '"per-
ceived" potential entrant exerts a procompetitive external
influence on the conduct of established firms. Because of
the existence of potential entrants, prices and profits are
held at more competitive levels.

In addition to the competitive effect associated with
the threat of entry, there are other factors which influence
the overall effect of any merger or acquisition on competi-
tion. Specifically, there is the structural effect of the
proposed merger or acquisition on concentration in the mar-
ket. The rationale for considering the structural effect is
that economic theory suggests that the degree of competition
is directly related to the number and size distribution of
firms operating in the same market. Economists have empiric-
ally examined this theoretical hypothesis for a number of
industrial sectors using profit performance as an indicator
of the degree of competition and the concentration ratio as
a proxy for the size distribution of firms. These studies
have generally found a significant positive relationship
between profits and concentration. Banking market studies
on the effect of structure on prices and profits are some-
what weaker, but they also reveal a significant inverse
association between concentration and performance. (See

Appendix D for a review of these studies.) The regulatory



implication of these results is that a bank merger or acqui-
sition which produces market deconcentration, or at least a
decrease in concentration, will normally yield improved

competitive performance.

Framework for Evaluating Competitive

Effects of Potential Competition

The preceding discussion indicated that there are two
separate determinants of the level of competition associated
with any market extension merger or acquisition: the effect
on present market conduct and the effect on future market
structure. The following framework provides a basis for
analyzing the competitive effects of any market extension

merger or acquisition:

CHANGE IN Effect Stemming Effect Stemming
COMPETITIVE = - From Change in + From Change in
CONDITIONS Market Conduct Market Structure

This formulation shows that the total competitive
effect of any market extension proposal is the combined re-
sult of two separate, but distinct aspects: the entry threat
of a "perceived" potential entrant on the conduct of estab-
lished firms, and the structure effect, with a change in
market concentration associated with the actual entry of a
potential entrant. Under some conditions, the two factors
reinforce each other, while under others they work in oppo-

site directions. Analysis of the combinations of directional
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change in the structure and conduct forces provides a useful
framework for classifying the various types of mergers and
acquisitions and analyzing their probable net competitive
effect.

In this formulation, the loss of a perceived poten-
tial entrant is given a negative sign to indicate that the
loss of the entry threat has an adverse effect on competitive
conditions in the market. The effect associated with a
change in structure is assigned either a positive or negative
sign. The implication here is that a merger or acquisition
which leads to a decrease in concentration should be assigned
a plus value, while any merger or acquisition which leads to
an increase in concentration will be assigned a negative
value, due to its adverse competitive effect.

For example, a horizontal merger, involving firms in
the same market would experience no competitive loss from
the threat factor, but the structural impact of such mergers
would yield adverse competitive effects. Market-extension
mergers, on the other hand, would produce an adverse competi-
tive effect from a union of firms in different markets, due
to the loss of the entry threat. This type of merger would
involve the loss of the threat entry with the possibility of
a procompetitive effect resulting from market deconcentra-
tion. The net effect of a merger of this type could only be

determined by carefully weighing the relative magnitude of
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opposing competitive factors. If the probability of entry
is small, then any procompetitive effect stemming from the
threat factor would be minimal. Thus the procompetitive
effect of market deconcentration, particularly those involv-
ing foothold entry, would outweigh the adverse competitive
effect associated with a loss of an entry threat. Typically
the cases challenged by the regulatory authorities on the
basis of the potential competition argument have been where
both the loss of the entry threat and a probable tendency
toward increased concentration indicate adverse competitive
developments from the merger or acquisition.

While the preceding discussion has indicated that the
net competitive effect of any merger is the result of at
least two distinct forces, no indication has been given as
to how the magnitude of the respective forces can be
assessed. This problem of measurement is particularly dif-
ficult for the threat element, where there is limited em-
pirical evidence relating to the importance of a '"perceived"
entry threat as a competitive factor.4

In deciding cases involving potential competition, the
banking authorities must assess the likely competitive con-
sequences of the proposed transaction. This study is limited
to only those market extension cases where approval was
granted on the basis that the proposed transaction was likely

to yield a more competitive banking structure and the loss of
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the "perceived" entry threat was assessed to be minimal,
having no significant adverse competitive effects. An
assumption of the potential competition theory, at least as
it is currently applied, is that the manner of entry in a
market will have nighly significant competition effects on

a market's future structure. Specifically it assumes that
foothold or de novo entry is likely to yield a more competi-
tive baqking structure than would entry through acquisition
of a large, established bank in that market. Consequently,
this study tests the hypothesis that markets which experience
foothold acquisitions experience a decline in concentration,
or less of an increase than markets which do not experience
foothold entry. Once again, the study is limited to those
proposed transactions where the competitive effects stemming
from the loss of the entry threat, as viewed by the banking

authorities, is not significantly adverse.

Model Tested

To test the hypothesis that foothold acquisitions
have an inverse affect on changes in market structure, the
following relationship is tested:

CONCHG = f FTHDAQ, INTCON, TD/OFF, ORGCHG, DEPCHG,

MRKSZE, YR(i)

The model is tested with 72 observations, where:
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CONCHG = Change in three-firm deposit concentration
ratio, (1978-1972)

FTHDAQ = 1, if a focthold acquisition occurred
0, if otherwise

INTCON Initial level of concentration (1972)

MRKSZE = Market size in terms of total deposits
(1972)

TD/OFF = Deposits per banking office (1972)

ORGCHG = Percentage change in the number of banking
organizations (1978-1972)

DEPCHG = Percentage growth in total deposits
(1978-1972)

il

YR(1&2)= 1, for 1971-72

, for other years

YR(3&4)= for 1973-74

for other years

YR(5&6)= for 1975-76

for other years

o+ OM o

Explanation of Variables

The basic explanatory variable in the analysis is
foothold acquisitions. A simple dummy variable is nsed to
distinguish between those markets which experienced foothold
acquisitions and those which did not. The two catagories are
assigned values of one (1) and zero (0) respectively. In
view of the hypothesis being tested, it is anticipated that
the dummy variable will exhibit a negative coefficient, mean-
ing that markets with foothold acquisitions had a lower

percentage change in concentration than other markets.
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This study uses the change in the three-firm, deposit
concentration ratio (1978-1972) as a proxy for changes in
market structure, which is the dependent variable in the
analysis. The concentration ratio is a widely used measure
of banking structure. A survey of 29 recent studies on
structure-performance relationships in banking revealed that
the concentration ratio was the most frequently used, as well
as the most successful measure of market structure.5 It was
used in eighteen studies and was statistically significant in
all eighteen studies in which it was used. The Herfindahl
index did not perform so well. It was significant in only
six of the nine studies in which it was used. In four studies
in which both measures were used, both were statistically sig-
nificant in all four studies. (See Appendix E for an analy-
sis of how these two measures are constructed.)

Thus, the concentration ratio appears to be an attrac-
tive measure. It is simple to calculate; it is intuitively
appealing because it reflects the dominance of the largest
firms; and it generally yields results that are consistent
with theory. While the Herfindahl index reflects dispersion
of firms not captured by the concentration ratio, it does
not appear to be as successful as the concentration ratio in
explaining performance.

The initial level of market concentration is included

as an independent variable to account for barriers to entry.
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High concentration is usually associated with high natural
barriers to entry and thus should be positively related to the
dependent variable. However, high concentration in a reg-
ulated industry may reflect regulatdry barriers to entry such
as strict branching or chartering laws. To the extent that
regulators may seek to reverse an existing trend toward high
concentration, it is also possible that new charters may be
more easily secured thus reducing regulatory barriers to
entry in highly concentrated markets.

There is a further complication assiciated with the
concentration variable. A concentrated market implies mono-
poly profits which should make the market attractive for
new entry. On the other hand, some studies have in fact
found evidence suggesting that relatively low concentration
is an indicator of market attractiveness.6 Since high market
concentration is a necessary condition for potential competi-
tion to exist, a finding that attractive markets are those
which are relatively unconcentrated would necessarily weaken
the practicality of potential competition as a working hypo-
thesis. This follows since the markets which are most subject
to this policy (those which are most concentrated) would be
least attractive for de novo or foothold entry and thus least
susceptible to the enhanced conpetiti§e benefits arising

from potential competitors, 'actual'" or '"perceived."
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Deposits per banking office is incorporated in the
analysis to account for the relative demand for bank deposit
services. Markets characterized by a high ratio of deposits
per banking office should be attractive for new entry and
new entry is more easily justified to bank regulators than
in intensely banked markets. Consequently, markets with
high deposits per banking office have lower barriers to
entry and, therefore, are expected to experience a smaller
percentage change in concentration than other markets. It
is possible, however, that a high ratio of deposits per
'banking office may be accompanied by a high concentration
ratio. Since high market concentration may indicate an
attractive market, high ratios of deposits per banking office
resulting from such concentration may be invalid as measures
of relative market attractiveness.

Another important market variable included, the change
in the number of banking organizations, reflects the net
effect of any bank mergers and acquisitions, bank failures,
and other new banks opened within the market during the
period examined. To the extent that the number of banking
offices increases, there should be an associated decrease in
market concentration.

The percentage growth in total deposits is included
as an independent variable because of its potential effect

on market structure through barriers to entry. In particular,
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rapidly growing markets permit new firms to enter without
taking customers from existing firms and, in addition, new
charters are more easily justified in these markets. Thus,
rapid growth markets, because of low barriers to entry,
should experience a smaller percentage change in market con-
centration than slow growth markets. Growth is measured
solely in terms of total deposits since reliable population
and income figures for individual counties are not available
on an annual basis prior to 1972.

The last market variable included is market size,
measured as total deposits. Clearly market share accumula-
tion by a new entrant is restricted in large markets by the
absolute deposit growth required. Thus it is expected that
changes in market concentration are inversely related to
market size. Market size is also included as a measure of
market attractiveness in recognition of the argument that a
firm can most easily enter a market at an optimum scale if
the market is sufficiently large that the new entrants out-
put will have no perceptible effect on going prices in the
market. On that basis, one may expect larger banking mar-
kets to be more attractive for de novo or foothold entry
than their smaller counterparts, other things being equal.

Finally, a series of dummy variables is included to
control for differences among markets as to the year in

which the first foothold acquisition occurred. 1f, for



57

example, one market experienced a foothold acquisition in
1972 and another market in 1976, it seems clear that there

is a greater opportunity for the 1972 foothold acquisition

to influence market structure by 1978 than the 1976 acquisi-
tion. Each market is assigned a value of 1 for the year in
which it experienced its first foothold acquisition and O

for all other years. Since the year 1970 is the excluded
variable, it is anticipated that the dummy variables repre-
senting earlier years will exhibit a positive sign indicating
a lower percentage change in concentration in markets that

experienced foothold acquisitions prior to 1976.

Sample Selection

The process of sample selection involves a two-step
procedure. The first step involves the selection of a sub-
sample of local banking markets experiencing foothold entry.
The second stage involves selecting an appropriate sub-sample
of banking markets not experiencing foothold entry. Foothold
entry involves the acquisition of a small existing bank in
markets in which the acquiring bank does not presently ope-
rate. The $10 million deposit size cut-off is the definition
of foothold acquisition used in this study. The under-$10
million categery is of significance because these banks are
almost always regarded as foothold acquisitions by the regu-

latory authorities. Denials of such acquisitions are
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extremely rare; however, most such small banks remain unaffi-
liated since holding companies regard them as relatively
unattractive avenues of entry, especially in markets where
other organizations control large banks.

The number of banking markets inciuded in the sample
is restricted in several important ways. Because the Federal
Reserve Board is the banking authority with sole responsi-
bility for regulating bank holding companies, and because
the bank holding company form of organization has been the
prime mover in the recent merger movement in banking, use of
Board merger policy to narrow the scope of the sample seems
reasonable. Merger cases decided by the Federal Deposit
Insurance Corporation or the Comptroller of the Currency are
excluded. When a bank is acquired by a holding company, the
holding company must keep and report separate records for the
acquired bank. However, if a bank is merged into another
bank, the acquiring bank need not report the separate status
of the merged bank since it becomes a branch of the organiza-
tion.

Over the last decade the multibank holding company
has become the dominant form of banking organization. By
and large, the expansion has involved holding company acqui-
sitions of on-going banks rather than de novo chartering.

Of the total increase of just over 1,70C multibank holding

company acquisitions between 1969 and 1980, approximately
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80 percent were acquired as operatiﬁg banks. (See Table 3
for characteristics of applicant and acquired banks in mer-
ger and acquisition decisions by the Federal Reserve Beard
during the 1970's.) This increase in the number of subsid-
iary banks was concentrated in a relatively small number of
unit banking or limited branching states. More than two-
thirds of the increase was accounted for by Texas, Florida,
Missouri, Michigan, Ohio, Colorado, Wisconsin and Alabama.
The sample is thus limited to banking markets in those
states. (See Table 4 for the number of acquisitions in each
state during the 1970's.)

It is important to make a distinction between market
entry and market expansion since the theoretical concept of
potential competition is relevant when the potential compe-
titors are in separate geographic markets. Foothold expan-
sion involves the acquisition of a small bank in a market in
which the acquiring organization already exists. Acquisi-
tions of this type, so-called horizontal acquisitions, are
analyzed in terms of their effect on "existing," not "poten-
tial" competition. Most studies testing the structural
implications of foothold acquisitions are based on samples
involving both types of acquisitions. This study, and con-
sequently this sample, are limited to markets experiencing
foothold entry only.

The sample is limited in another important respect.



TABLE 3

CHARACTERISTICS OF APPLICANT AND ACQUIRED BANK IN MERGER AND ACQUISITION DECISIONS
BY THE FEDERAL RESERVE BOARD, 1970-79

Applicant (average) Aciquired Bank (average)

State Mnber of Market State
Nunber of Deposit size State share bank Deposit size Market share State share

Year observations {millions of rank (pereent)  substdiaries  (millions of  rank (percent)  rank (percent)

dollars) dollars)

1970 163 53 5.1 6.3 6.8 » 5.5 14.2 10.9 2.2
1971 137 698 5.1 5.3 9.5 ] 5.7 16.0 9.9 1.7
1972 153 1,089 4.9 5.7 8.0 M 6.2 16.4 8,7 1.4
1973 62 1,476 4.7 8.6 8.3 69 7.0 18.8 11,7 1.9
1974 41 1,111 4.8 6.2 16.6 56 10.0 16.6 10.0 2.2
1975 28 1,986 3.7 7.8 12.1 116 9.4 18.4 14,7 1.3
1976 K 2 1,470 9.6 6.6 7.4 70 12.5 18.4 40.8 1.4
1977 44 1,341 9.9 6.8 13.1 62 9.5 15.2 45.2 1.0
1978 0 1,529 21.2 5.1 13.5 2 9.5 15.0 67.7 1.2
1979 27 1,598 27.1 . 5.8 9.1 125 6.9 23.4 77.2 1.6
Average ° 1,284 9.6 6.4 10.4 72 8.2 17.2 29,7 ' 1.6

09

1l:"m:h case does not neccssarily contain informtion on all of the data items. The nutber of observations shown here reflects
the nurber of orders published in the Bulletin rather than the nunber of applications considered by the Board., Beginning in 1973,
the Bvard published only the relatively Inportant orders.

SOUCE: Federnl Reserve Bulletin, 1970-7 (Board of Govdmors of the Federal Reserve System).




TABLE 4
NUMBER OF ACQUISITIONS IN EACH STATE, 1970-79

State 1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 Total
Alabama 5 7 22 13 8 2 1 3 2 67
Colorado 7 3 11 18 6 1 2 1 81
Florida 42 43 33 60 36 8 18 7 5 7 318
Michigan 3 2 6 20 20 10 5 10 11 3 153
Missouri 14 27 21 22 27 19 16 10 4 4 180
Ohio 24 23 22 22 14 10 14 13 5 16 251
Texas 9 10 27 48 38 19 14 22 14 11 227
Wisconsin 15 10 12 1 6 1 5 11 2 8 116

SOURCE: Federal

Reserve Bulletin, 1970-79 (Board of Governors of the Federal Reserve

System).

19
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Only secondary, as opposed to primary SMSA markets are in-
cluded. This study uses a $250 million deposit cut-off to
distinguish between smaller (secondary) and larger (primary)
SMSA mafkets. This limitation is important for several rea-

sons. The Department of Justice's Merger Guidelines indi-

cate that the concept of potential competition may be applied
where there are few potential entrants for the market and
concentration in the relevant market is high. These guide-
lines are more relevant to secondary SMSA banking markets
where concentration is higher and potential entrants are
fewer than in primary SMSA banking markets.

The final limitation in the sampling process involves
a review of all Federal Reserve Board Orders approving bank
holding company acquisitions from 1970 to 1976. Statutory
power given to the Board of Governors for determining whether
bank holding cmopany acquisitions should be approved comes
from a section of the Bank Holding Company Act of 1956, as
amended.7 Briefly stated, the Board when looking at pro-
posed bank holding company acquisitions, must examine the
anticompetitive aspects of the proposed transaction, and,
if they are not clearly outweighed by the public interest,
the acquisition will be denied. Markets experiencing foot-
hold entry where approval was granted despite potentially
adverse competitive effects on market conduct were excluded

from the sample. (See Table 5 for a summary of the primary
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arguments and number of denials in cases decided upon by
the Federal Reserve Board during the 1970's.)

A detailed review of all Board Orders was made to
determine which banking markets experienced foothold entry.
Only those markets in which future deconcentration was the
primary factor in approving the entry proposal were in-
cluded in the sample. This reduced to 32 the number of
secondary SMSA banking markets, in the states mentioned
earlier, experiencing foothold acquisition. Of the mar-
kets experiencing foothold entry, six were in 1970, 10 in
1971 and 1972, eight in 1973 and 1974, and eight in 1975
and 1976. Finally, all secondary SMSA's (in these same
states) which did not experience foothold entry were in-
cluded, bringing to 72 the number of banking markets for
testing purposes.

Although the use of counties or SMSA's as geographic
markets is admittedly somewhat of a simplification, it is
very common in structure-performance research. Actually,
federal regulatory agencies, in the absence of clearly
defined criteria for market identification, frequently em-
ploy counties or SMSA's as market approximations in merger
analysis., This approximation is particularly useful for
states with county or SMSA branching limitations. Moreover,
the use of counties and SMSA's in defining the relevant
market for banking services is supported by empirical

research.8



PRIMARY ARGUMENTS IN CASES DENIED BY THE FEDERAL RESERVE BOARD, 1970-791

Primary Arguments In the Case

Toriamtal Potentlal — Probable future
effects oonpetition conpetition structure Nunber'
Tercent of Percent of Porcent of Percent of of 2

Year Nuber all angurents Nuber all arpunents Nunber  all argunents Nunber all argunents deninls
1970 8 53 3 20 3 20 1 7 10
1971 10 » 7 25 9 73 2 7 T 12
1972 5 45 0 0 6 55 0 ] 12
1973 9 56 2 13 3 19 2 13 11
1974 10 a7 2 7 9 33 6 22 17
1975 K 70 0 0 2 20 1 10 13
1976 6 6 0 0 0 0 1 14 8
1977 5 ral 0 4] 2 29 0 0 9
1978 6 86 1 14 0 (V] 0 0 6
19 6 S0 2 17 2 17 2 17 8
Annual
Average 7 59 2 10 4 24 2 9 1n
1970-79

1
2

SOURCE: Federal Reserve Bulletin, 1970-79 (Board of Govemors of thie Federnl Heserve System),

Percentages may not add to 100 because ol rounding.
Includes all denials of applications by the Board.

¥9
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Source of Information

The source of information for market deposits, depo-
sit concentrations, and number of banks and banking offices

is the Summary of Deposit publication of the Federal Deposit

Insurance Corporation. This publication provides the volume
of total deposits in each county and SMSA as of the end of
June of the survey year. It is an especially significant
source of information for branch banking states in which a
single organization may encompass more than one county or
SMSA. In this instance, the deposits are provided by loca-
tion (county or SMSA) rather than by organization.

A detailed description of Federal Reserve Board
orders on mergers and acquisitions are published monthly in

the Federal Reserve Bulletin. The focus on orders published

in the Bulletin restricts the size of the sample, while it
assures that the important cases are included. 'Delegated
authority'" cases are excluded. Beginning in the early
1970's, the Board delegated authority to decide certain mer-
ger and acquisition cases to the Reserve District Banks.
These tend to be relatively straightforward cases in which
no major issues are raised. The Board considers all of the
more important cases including all applications that are

denied.
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Procedure for Selecting Variables

A variety of regression models can be constructed
from the same set of variables. Some of the most widely
used procedures for selecting variables are forward selec-
tion, backward elimination, and stepwise regression. Each
of those models are utilized in this study.

In "forward selection,” the first variable entered
into the equation is the one with the largest positive or
negative correlation with the dependent variable. The "F"
test for the hypothesis that the coefficient of the entered
variable is zero is then calculated. 1In order to judge
whether this variable (and each succeeding variable) is
important, a criterion must be established. The criterion
used in this study is that a variable enters into the equa-
tion only if the probability associated with the "F" test
is less than or equal to .05 (5%).

If the first variable selected for entry meets the
criterion for inclusion, forward selection continues.
Otherwise, the procedure terminates with no variables in
the equation. Once one variable is entered, the statistics
for variables not in the equation are used to select the
next one. The partial correlations between the dependent
variable and each of the independent variables not in the
equation, adjusted for the independent variables in the

equation, are examined. The variable with the largest
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partial correlation in absolute value is equivalent to
selecting the variable with the largest "F" value.

If the criterion is met, the variable is entered
into the equation and the procedure is repeated. If not,
the procedure stops when there are no other variables that
meet the entry criterion.

While "forward selection” starts with no independent
variables in the equation and enters variables sequentially,
"backward elimination"” starts with all variables in the
equation and sequentially removes them. Instead of entry
criteria, removal criteria are specified. In this study a
variable remains in the equation only if the probability
associated with its "F" test is less than or equal to .10
(10%).

"Stepwise selection” of independent variables is
probably the most commonly used procedure in regression.

It is really a combination of backward and forward proce-
dures. The first variable is selected in the same manner

as in forward selection. If the variable fails to meet
entry requirements, the procedure terminates with no inde-
pendent variables in the equation. If it passes the crite-
rion, the second variable is selected based on the highest
partial correlation and if it also passes entry criteria,

it enters the equation. From this point, stepwise selection

differs from forward selection since the "F" value of the
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first variable is examined to see whether it is small
enough for the variable to be removed according to the
removal criteria as in backward elimination.

The next step is to examine the variables not in the
equation for entry, followed by examination of the variables
in the equation for removal. Variables are removed until
none remain that meet the removal criterion. Variable selec-
tion terminates when no more variables meet entry and re-

moval criteria.

Summary

This chapter presents a framework for evaluating and
testing the potential competition hypothesis. As applied to
the hypothesis under investigation, the framework developed
in this study demonstrates that the total competitive effect
of any market extension proposal is the combined result of
two separate, but distinct aspects: the entry threat of a
perceived potential entrant on the conduct of established
firms, and the hypothesized structure effect, associated
with the actual entry of a potential entrant. Under some
conditions, the two factors reinforce each other, while
under others they work in opposite directions. Market ex-
tension type mergers and acquisitions involve the loss of
the entry threat with the possibility of a procompetitive

effect of actual entry producing market deconcentration.
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Because the problem of measurement is particularly diffi-
cult for the threat entry, the sample of this study is
limited to only those cases where approval was granted on
the basis that the proposed transaction was likely, accord-
ing to the banking authorities, to yield a more competitive
banking structure and the loss of the ''perceived" entry
threat was assessed to be minimal, having no significant
adverse competitive effects. A multiple regression model
was formulatea to test the hypothesis that foothold entry

produces market deconcentration.
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CHAPTER IV
FINDINGS AND POLICY IMPLICATIONS

Introduction

A basic assumption of the potential competition
theory, particularly as it is applied to bank holding com-
pany acquisitions, is that foothold entry, as opposed to
the acquisition of a leading bank, is more likely to yield
less concentrated markets. This study used multiple regres-
sion analysis to test the relationship between foothold
entry and changes in market structure. Some of the most
widely used procedures for selecting variables for the re-
gression model are forward selection, backward elimination,
and stepwise regression. Each of these methods was utilized
in this study. The final regression results were the same
in each case., The results of this study are presented in
this chapter. (See Appendix E for a detailed review of the

regression results.)
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Statistical Results

To test the hypothesis that foothold entry has an
inverse effect on market structure, the following relation-
ship was tested:

CONCHG = f FTHDAQ, INTCON, TD/OFF, ORGCHG, DEPCHG,

MRKSZE, YR(i)
The results of the test are presented in Table 6.

The basic explanatory variable (FTHDAQ) is repre-
sented as a simple dummy variable to distinguish between
those markets which have and those markets which have not
experienced foothold acquisitions by outside firms. In view
of the hypothesis being tested, it was anticipated that the
dummy variable would exhibit a negative relationship, mean-
ing that markets which experienced foothold entry had less
of an increase in concentration than other markets. The
regression results of this study do not support this hypo-
thesis. Indeed, the results indicate that there is no sig-
nificant, systematic relationship between foothold acquisi-
tions (FTHDAQ) and changes in market structure (CONCHG).
Thus, the evidence suggests that encouraging foothold acqui-
sitions by outside banking organizations does not, in the
short run, lead to more competitively structured markets.
The results of this study appear to be consistent with
other studies which have tested this same relationship.

The findings that acquisitions of small banks by



TABLE 6
HELATIONSHIP BETWEEN CHANGES IN MARKET CONCENTRATION HATIOS AND FXYIMOLD ACQUISITIONS: 1970—19761

Vabtabre. Independent Varlables First Ruothold Entry .
1971-72 1973-74 1075-16 R2
NG INKDN _ FIDWG  T/OFF_ OGAK  DENQKG  MIKSZE  YR(71-72)  YW(73-74)  YR(75-76) __ ADJUSTED
o -0.156 2,326 0.070  -8.893  -10.537 0.002 -0.07 -3.019 -2.587 0.55
(4.268)  (0.710)  (1.980)  (2.8%4)  (2.485)  (0.927)  (0.022) (0.816) (0.522)
(0.000)  (0.480)  (0.052)  (0.005)  (0.015)  (0.357)  (0.982) (0.400) (0.603)
anae®  -0.11 0.087 -10.006  -12.454 0.56
(5.497) (2.68) (3.741)  (3.208)
(0.000) (0.010)  (0.000)  (0.002)

lﬂegmssion coefficients of independent variables (absolute "T'' values and levels of significance in parenthesis).
2lnltlnl regression equation,
3!"1nul regression equation (backward elimination).
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outside bank holding companies do not reduce local market
concentration casts serious doubts on the regulatory encour-
agement of foothold entry. Given that the extent of decon-
centration attributable to de novo entry appears relatively
sizable (see Chapter II, on the survey of the literature),
the type of entry that should be encouraged is de novo
entry.

The single most importiant variable in the analysis
was the initial level of concentration (INTCON). While the
results of this study indicate that this variable is signi-
ficant, there is a complication associated with the result-
ing inverse relationship between this variable and the
dependent variable. High levels of concentration would
imply significant barriers to entry (and thus less of a
deconcentration effect) implying an expected positive rela-
tionship. (The percentage change in concentration is lower
in markets experiencing greater deconcentration.) Since
high market concentration is a necessary condition for
potential competition to exist, regulatory barriers to entry
could be less stringent, encouraging more entry, in high
concentration markets. Highly concentrated markets would
thus be those more susceptible to the deconcentration effect
associated with additional entry. 1In addition, a concen-
trated market implies monopoly profits which should make

the market relatively more attractive for new entry--thus
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explaining the resulting inverse relationship between the
concentration variable (INTCON) and the dependent variable
(CONCHG).

The growth in totai market deposits (DEPCHG) and
the change in number of banking organizations (ORGCHG) were
both significant and carried the expected signs. The growth
in deposits variable was included in the analysis as an
independent variable on grounds that high growth in a mar-
ket would encourage new entry, thereby reducing market con-
centration. To the extent that the number of banking
organizations increases, there should be an associated
decrease in market concentration and the results of this
study indicate that this is indeed the case.

The total deposits per banking office variable
(TD/OFF), while significant, did not carry the expected
sign. This variable was included as an indicator of the
relative demand for bank services in the market.. Where this
ratio is high, the market may generally be regarded as
attractive for de novo entry. Alternatively, a high ratio
(TD/OFF) may imply an absolutely small number of banks (and
offices) in the market and a high concentration ratio.

Since high market concentration may indicate an unattractive
market, high ratios of TD/OFF resulting from such concentra-
tion may be invalid as a measure of market attractiveness.

The market size variable (MRKSZE), expected to be
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inversely related to changes in market concentration, did
not yield statistically significant results. Clearly
changes in market concentration are restricted in large
markets by the absolute deposit growth required. The in-
significance of this variable may have been understated,
however, as there appears to have been some multicollinear-
ity in this model due to the fact that smaller markets tend
to be more concentrated and rapidly growing than their
larger counterparts. Statistical results performed in this
study seem to indicate that the model is quite sensitive to
deleting market growth and concentration, but not market
size. It is concluded that although market size may have
had some effect on market structure as hypothesized, this
effect is well captured in the measures of market concentra-
tion and market growth. Thus market size can be effectively
deleted from the model with little or no adverse effect on
the model's performance.

Like the foothold acquisition variable, the series
of dummy variables included to account for the year in which
the first foothold acquisition occurred in each market
failed to meet entry criteria, and thus were eliminafed from
the final equation. It had been expected that in markets
which experienced foothold entry in the early part of the
period, there would be greater possibility for concentration

to decline. Thus, while this finding is inconsistent with
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the initial hypothesis, it would appear to be consistent
with other results which suggest that foothold acquisitions
have no systematic effect on market structure.

A possible problem with this study relates to the
fact that the regression model includes both a single dummy
variable indicating whether foothold eﬁtry by bank holding
companies occurred during 1970-76 and a series of dummy
variables representing the year in which the market first
experienced such entry. To the extcnt that the variable
for foothold entry is collinear with the series of variables
for date of first entry, the statistical significance of
the foothold-entry variable may be lessened, thereby ob-
scuring the effect of such entry on market structure. How-
ever, in the exploratory stages of this study, the regres-
sion model was tested while excluding the series of dummy
variables for date of entry, yet the effect on the foothold-

entry variable was statistically insignificant.

Summary of Findings

The results of this study do not support the hypothe-
sis that markets which experience foothold entry become
more competitively structured through a decrease in concen-
tration levels. Indeed, the results indicate that there is
no significant systematic relationship between foothold

acquisitions and changes in market structure. The most
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significant variable affecting changes in market structure
was the initial level of concentration. Other variables
which proved to be statistically significant were the vari-
ables representing market attractiveness and organizational

change.

Limitations of Potential Competition

as a Basis for Antitrust Policy

The argument that elimination of a substantial po-
tential entrant "adversely affects the basic structure and
organization of the market," assumes that the chartering
authority would readily grant permission to enter. Other-
wise, competitive behavior could not previously have been
influenced by the 'wings effect'--the procompetitive pre-
merger or preacquisition impact of "perceived" potential
entry.1 Thus, the removal of the potential entrant by
actual entry would not alter adversely the local market
structure. Ease of entry, "a central premise of the poten-
tial competition doctrine'" as the Supreme Court noted,2 has
not been the prevailing situation in banking for at least
forty years. De novo entry depends on the uncertain approval
regulatory agencies opposed to overbanking.3

A foothold acquisition, even one located favorably,
may not be available on terms the buyer considers reason-

able. The process of securing a U.S. banking charter is

of
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expensive, time-consuming, and often bitterly fought by
banks established in the local market. The elaborate rules
for securing a commercial bank charter are justified on the
grounds that: (1) the public is more conveniently served;
and (2) the constraints result in more solvent banks be-
cause '"'ruinous'" competition is avoided. The benefits of
competition are subordinated to an undetermined extent in
order to achieve a more stable banking system, while insur-
ing a reasonable volume and quality of banking services.
Restrictions on new bank entry substitute the judgment of
chartering agencies for '"the judgment of private entrepre-
neurs who desire to risk their capital in a banking venture."4
The potential competition theory that a bank blocked from
entering a new market by a substantial acquisition may enter
de novo or foothold overlooks these practical problems.

The threat that a regulator may allow entry is a
factor tending to restrain those already in the market,
according to the theory of '"perceived" potential competition.
But such a threat of entry is rarely, if ever, announced by
the chartering agencies; in many market situations, there-
fore, existing banks may reasonably doubt that new entry
would be authorized. Under existing law, entry--as the
Supreme Court recognized in Philadelphia National Bank--is
"wholly a matter of governmental grace."5

Regulatory barriers appear to be the only real
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barrier to entry in banking. Economic barriers to entry in
commercial banking do not appear to be especially signifi-
cant. The technology of banking is well known and readiiy
transferable. The plant and equipment needed to begin
operations are flexible, thus facilitating entry on even

a very small scale. Numerous studies on economies of scale
in banking show that significant reductions in average cost
are experienced only up to approximately $50 million in
deposits.6 None of the resources required for the estab-
lishment of a bank is so unique or scarce that the cost of
de novo banks would differ substantially from those of an
established bank.

Since regulation is the only effective barrier to
entry in banking, it is meaningless to talk about the loss
of one fringe bank as a lowering of the degree of potential
competition. Existing bank managements do not look at the
behavior of a fringe bank as representing the degree of
potential competition in their market. Bank regulators
establish the degree of potential competition in a bank
market by their policies toward bank entry, which is im-
planted in the minds of existing bank managements.7 If one
accepts that the degree of potential competition in banking
is the same as the regulator's attitude toward entry, then
it follows that the competitive impact stemming from the

loss of a "perceived" entrant should not be an issue in
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any specific bank structural case.

The theory of potential competition, and its applica-
tion to the banking industry, appears to be limited in
another important respect. The theory of potential competi-
tion requires that limit pricing develops in the market.

The 1imit price is held to be the highest price the firms
in a concentrated industry can charge without attracting
new entry. The decision as to whether to adopt such a
pricing strategy will depend on whether this strategy will
yield a larger long run profit stream than would a higher
price, which would yield higher profits in the short run
but would presumably attract new entrants eventually leading
to lower prices and profits in the long run. However, this
study concludes that application of the 1limit price theorem
to the banking industry is inappropriate since entry in
banking is controlled completely by regulators unconcerned
by price alone,

In the banking industry, where regulators are pri-
marily concerned with bank safety, it is much more likely
that banks will discourage entry by operating at less than
maximum efficiency rather than by adhering to 1limit pricing
as a means of deterring entry.8 When barriers to entry
are 'matural" (nonregulatory), it would be irrational for
an established firm to give up its natural cost advantage

by reducing profits through excessive costs. However,
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hiding profits in excessive cost is reasonable behavior for
a firm in an industry in which the entry barriers are
"artificially" established by a regulatory authority.
Alchian and Kessel describe this state of affairs in the
following manner:

(Regulated firms) so created are beholden to the
state for their existence--~the state giveth, the
state taketh away. Accordingly, they constrain
their business policies by satisfying the require-
ments that they shall do what is necessary to
maintain the (regulated) status...the cardinal

sin of a (regulated firm), to repeat, is to be

too profitable.9

These authors also conclude that this type of behav-
ior stems not only from the limited perspective of regula-
tors, but also from management's desire to maximize personal
preference:

But (managers) do have relatively strong in-
centives to use the resources of the (protected
firm) for their own personal interest, but in ways
that will count as company costs. Nor does the
public regulatory body readily detect such acti-
vities, because its incentives to do so are even
weaker than those of stockholders. The regulatory
body's survival function is the elimination of
publicly detectable inefficiencies. Furthermore,
(regulatory agencies) have a poor criteria of
efficiency because it lacks competitive standards

Management will be rational if it uses company
funds to hire pleasant and congenial employees...
office furniture and equipment will be of higher
quality. Fringe benefits will be greater and
working conditions more pleasant.... They cost
more, of course, but how does the regulatory
agency decide that these are unjustifiable ex-
penditures.

Thus it is more likely that '"perceived" potential entrants
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will influence the operating cost of established banks and
not so much their pricing strategy as the potential compe-
tition theory suggests. This 1is not to imply that it is
any less an important an issue. But it does suggest that
the regulator's concern for nonexcessive profits calls into

question the premise that all banks are profit maximizers.

Policy Implications

This study tested the hypothesis that markets which
realized foothold entry experienced a decline in concentra-
tion, or less of an increase, than markets which do not
experience foothold entry. Even limiting the sample of
markets to those experiencing foothold entry, as opposed to
foothold expansion, the results of this study do not give
support to the contention that adherence to the potential
competition hypothesis will yield more competitively struc-
tured banking markets. Markets which experienced foothold
entry did not produce any statistically significant differ-
ences in deconcentration than markets which did not.

The results of the study indicate that entrenchment
should probably be dropped as an argument for denying the
acquisition of a leading bank where no direct competition
is eliminated. It would still be possible to deny an
acquisition of this sort on potential competition grounds

if it could be shown that the elimination of the holding
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company as a potential entrant into the market would seri-
ously restrict the number of firms that could start new
banks. If foothold entry does not produce market deconcen-
tration, then an acquisition of this nature would not likely
yield more competitive banking markets. Given the strong
empirical evidence in support of de novo entry as a means
of promoting more competitive banking markets, it seems
appropriate that a policy of promoting foothold entry
should not be considered in the same class and thus not
encouraged. To stimulate competition, the type of entry
that should be encouraged is de novo entry, and this would

involve relaxing restrictions on bank charters.
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CHAPTER V

SUMMARY AND CONCLUSIONS

Introduction

If patterns of bank expansion continue to evolve
along their present course, the degree to which the banking
authorities directly influence changes in the structure of
banking in the coming years may depend in part on the manner
in which it applies the potential competition theory. Un-
fortunately, the very little empirical evidence in support
of the theory makes its application difficult. The purpose
of this study was to formulate an empirical test of the
theory. This chapter presents the summary and ccnclusions

of this study.

Restatement of the Problem

Recently, the banking industry has been subject to
legislative and institutional forces that are likely to have

a significant effect on the overall structure of the industry.

86
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Institutionally, the bank holding company form of organiza-
tion has become a potent vehicle for geographic market di-
versification into numerous banking markets. While the
banking authorities are required to consider the competitive
effects before approving (or denying) bank mergers and acqui-
sitions, the market extension nature of much of the recent
market expansion activity precludes the use of traditional,
single market micro models for analytical purposes. This
situation is conducive to an increasing concentration of
banking resources, since, at least on the basis of competi-
tive effects, the banking authorities do not have a solid
analytical or empirical basis for retarding the recent geo-
graphic expansion of multibank holding companies.

‘ Economic theory does not provide tools that are ade-
quate to the task of analyzing the competitive effects of
market extension combinations. Traditional models of eco-
nomic theory deal with the manner in which firms in the same
market influence and react to one another. These models
provide no direct insights into the implication for competi-
tion of firms operating in more than one geographic market.
Consequently, traditional theory is directly applicable to
horizontal mergers. It is not, however, applicable to mar-
ket extension type mergers and acquisitions.

Potential competition is one of the few analytical

tools for analyzing the competitive implications of
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multimarket relationships between firms. The potential com-
petition theory actually consists of two theoretical presen-
tations: the theory of '"perceived" and "actual" potential
competition. According to the "perceived" potential compe-
tition theory, the mere existence of a bank posing a threat
of entry to established banks in a mafket may exert a pro-
competitive influence on the present conduct of banks in
that market. That is, the threat of entry is expected to
cause lower prices and profits than would otherwise prevail.
In contrast, the concept of "actual" potential competition
focuses on the procompetitive effect that would result should
the outside firm actually enter the market in the future.

In this case, actual entry (rather than a threat of entry)
is expected to lower prices and profits by deconcentrating
the market.

So long as the banking authorities were faced with
applications for horizontal combinations--combinations in-
volving banks in the same geographic market--the evaluation
of competitive effects could proceed within a traditional
framework of analysis. According to traditional economic
theory, horizontal type mergers and acquisitions increase
concentration in the market yielding socially less desirable
conduct and performance. Supported by a considerable body
of empirical evidence, the results predicted by traditional

theory were sufficiently persuasive that they led to
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legislation and court decisions which have gone a long way
toward halting strictly horizontal combinations. The land-
mark legislation was the 1950 amendments to Section 7 of
the Clayton Act.

The new emphasis on the competitive effects stemming
from horizontal type combinations was made directly applic-
able to the commercial banking industry in subsequent legis-
lation including the Bank Merger Act of 1960, amendments to
the banking laws in 1966, and a series of judicial decisions
strongly reinforced the legislation, taking a very hard line
against horizontal mergers. Beginning with the Philadelphia
National Bank case (1963) the courts have taken a particu-
larly strong stand against horizontal mergers in banking.1
This has tended to reduce the number of strictly horizontal
bark mergers and to increase the number of market extension
mergers and acquisitions. The famous footnote 42 in the
Philadelphia National Bank decision argued that "if concen-
tration is already great, the importance of preventing even
slight increases in concentration and so preserving the
possibility of eventual deconcentration is correspondingly
great."2 Eventual deconcentration is a major objective of
the banking potential competition cases decided by the
antitrust and regulatory authorities.

The Board of Governors has played an active role in

the development and application of the potential competition
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doctrine. The Court has held that elimination of a '"per-
ceived" potential entrant can constitute a violation of the
Clayton Act. It has also held that this doctrine applies to
the banking industry. However, the Court has never found a
banking organization to be guilty of a Clayton Act violation
on the basis of eliminating a "perceived" potential competi-
tor; nor has the Court ruled, in either a banking or indus-
trial context, on whether the elimination of an "actual"
potential entrant constitutes a violation of the Clayton
Act. However, the Court did hold that in order to find that
the elimination of an "actual" potential entrant establishes
a violation of Section 7, two preconditions must exist.
First, there must be feasible alternative means of entry.
Second, those alternative means must offer a substantial
likelihood of producing deconcentration or other important
procompetitive effects in the target market.3

While the Board has denied acquisitions which would
eliminate potential competitors, it has not done so consis-
tently. This wvacillation is probably attribiitable to the
lack of empirical evidence to sustain or support the assump-
tions ( or preconditions as the Court refers to them) on
which the theory is applied.

According to the banking regulators, de novo or foot-
hold entry is preferred to an acquisition of a leading bank

in a market because both forms of entry are likely to cause
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deconcentration in market structure. Both economic theory
and much of the existing empirical evidence suggest that
market deconcentration will have a favorable impact on mar-
ket performance. Nonetheless, the validity of applying the
theory of potential competition may be questioned because
there is no solid empirical basis for believing that the
banking authorities, by adhering to the basic tenets of the
potential competition theory, can bring about banking markets
that are less concentrated and, consequently, more competi-

tively structured.

Significance of This Study

This study presents a framework for evaluating and
testing the potential competition hypothesis. The weakness
and confusion surrounding the empirical literature stems in
large measure because no systematic framework has been pre-
sented for assessing the competitive effects of market
extension mergers.

The preceding discussion, particularly as presented
in Chapter 111, indicated that there are two separate deter-
minants of the level of competition associated with any
market extension merger or acquisition: the effect on pre-
sent market conduct and the effect on future market struc-
ture. As applied to the potential competition hypothesis,

the framework presented in this study demonstrates that the
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total competitive effect of any market extension proposal

is the combined result of two separate but distinct aspects:
the entry threat of a 'perceived"” potential entrant on the
conduct of established firms, and the structure effect, with
a change in market concentration associated with the "actual"”
entry of a potential entrant. Under some conditions, the
two factors reinforce each other, while under others they
work in opposite directions. Analysis of the combinations
of directional change in the structure and conduct forces
provides a useful framework for classifying the various
types of mergers and acquisitions and analyzing their prob-
able net competitive effect.

In this formulation, the loss of a perceived potential
entrant was given a negative sign to indicate that the loss
of the entry threat would have an adverse effect on competi-
tive conditions in the market. The effect associated with
a change in structure was assigned either a positive or nega-
tive sign. The implication here was that a merger or acqui-
sition which led to a decrease in concentration was assigned
a plus value, while any merger or acquisition which led to
an increase in concentration was assigned a negative value,
due to its adverse competitive effect.

For example, a horizontal merger, involving firms in
the same market, would 2xperience no competitive loss from

the threat factor, but the structural impact of such mergers
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would yield adverse competitive effects. Market-extension
mergers, on the other hand, produce an adverse competitive
effect from a union of firms in different markets, due to
the loss of the entry threat. This type of merger involves
the loss of the entry threat with the possibility of a pro-
competitive effect resulting from market deconcentration.
The net effect of a merger of this type can only be deter-
mined by carefully weighing the relative magnitude of the
opposing competitive factors., If the probability of entry
was small, then the procompetitive effect stemming from the
threat factor was assessed to be minimal. Thus the procom-
petitive effect of market deconcentration, particularly
those involving foothold entry, were viewed as outweighing
the adverse competitive effect associated with the loss of
the entry threat. Typically, the cases challenged by the
regulatory authorities on the basis of the potential compe-
tition argument have been where both the loss of the entry
threat and a probable tendency toward increased concentration
indicate adverse competitive developments from the merger or
acquisition.

While the preceding discussion indicated that the
net competitive effect of any merger is the result of at
least two distinct forces, no indication was given as to how
the magnitude of the respective forces were assessed. This

problem of measurement was particularly difficult for the
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threat element, where there is limited empirical evidence
relating to the importance of a '"perceived" entry threat as
a competitive factor.4

In deciding cases involving potential competition,
the banking authorities assess the likely competitive conse-
quences of the proposed transaction. This study was limited
to only those market extension cases where approval was
granted on the basis that the proposed transaction was likely
to yield a more competitive banking structure and the loss of
the '"perceived" entry threat was assessed to be minimal,
having no significant adverse competitive effects.

The empirical evidence, as reported in the survey of
the literature chapter of this study, clearly indicates a
deconcentrating effect from de novo entry by bank holding
companies. On the other hand, empirical research generally
points to little or no structural effects from foothold
entry by bank holding companies. However, when examined from
within the framework presented in this study, the empirical
research surveyed appears inadequate in one respect or ano-
ther as a basis for testing the assumptions of the potential
competition theory. Perhaps the most serious limitation of
these studies is that no effort was made to distinguish cases
involving market entry from those involving market expansion.
Analysis of mergers and acquisitions, be they foothold or

de novo, between banks in the same geographic market involve
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predictions and conclusions relevant to market expansion
(and not market entry). Since the theoretical concept of
potential competition is relevant only when the potential
competitors are in separate geographic markets, a valid test
of the deconcentration assumption would limit the study to
only locally defined markets experiencing foothold or de
novo entry (and not foothold or de novo expansion). Failure
to 1limit the sample to entry cases only results in the
structural effects of foothold and de novo entry being
understated. Foothold and de novo expansion result in an
immediate increase in concentration levels regardless of any
probable future deconcentration effects.

Perhaps the most serious defect of the empirical
literature, as a basis for testing the potential competition
thesis, is that the competitive effects stemming from the
loss of the entry threat on market conduct have not been
directly incorporated into the models used for testing pur-
poses. Because the present study tested the thesis as di-
rectly applied by the Federal Reserve Board, it was not
necessary to make an independent assessment of the adverse
competitive effect stemming from the loss of the entry
threat. Consequently, this study was limited to only those
cases where the Board predicted that the proposed foothold
acquisition would produce more competitively structured mar-

kets (deconcentration) and where the adverse competitive
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effects stemming from the loss of the entry threat were

assessed to be minimal.

Findings and Policy Implications

This study tested the hypothesis that markets which
realized foothold entry experienced a decline in concentra-
tion, or less of an increase than markets which do not
experience foothold entry. Even limiting the sample of
markets to those experiencing foothold entry, as opposed to
foothold expansion, the results of this study do not give
support to the contention that adherence to the potential
competition hypothesis will yield more competitively struc-
tured banking markets. Markets which experienced foothold
entry did not produce any statistically significant differ-
ence in deconcentration than markets which did not.

The results of the study indicate that entrenchment
should probably be dropped as an argument for denying the
acquisition of a leading bank where no direct competition is
eliminated. It would still be possible to deny an acquisi-
tion of this sort on potential competition grounds if it
could be shown that the elimination of the holding company
as a potential entrant into the market would seriously re-
strict the number of firms that could start new banks. If
foothold entry does not produce market deconcentration, then

an acquisition of this nature would not likely yield more
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competitive banking markets. Given the strong empirical
evidence in support of de novo entry as a means of promoting
more competitive banking markets, it seems appropriate that

a policy of promoting foothold entry should not be consid-
ered in the same class and thus not encouraged. To stimulate
competition, the type of entry that should be encouraged is
de novo entry, and this would involve relaxing restrictions

on bank charters.

Suggestions for Further Research

Antitrust laws are based on the notion that business
behavior is motivated by profits. As long as horizontal
mergers are the primary form of merger activity, the belief
that business behavior is motivated by profits does not seem
implausible. Horizontal mergers hold out the prospect of
monopoly profits through elimination of a competitor and
the possibility of higher profits from increased efficiency.
However, the prospect of increasing profits by gaining mono-
poly or increased efficiency is generally unlikely from mar-
ket extension type mergers. Consequently, the assumption
of profit maximization in connection with this type of merger
does not appear realistic. Empirical investigation of recent
market extension merger activity provides support for such
skepticism.

One of the papers in a study done at the Federal
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Reserve Board concluded that from all available evidence

the banks acquired by bank holding companies do not exper-
ience an increase in profitability subsequent to acquisition.5
Another paper reported that available research evidence pro-
vides no general indication that banks acquired by bank
holding companies become more cost-—efficient.6 Thus, the
evidence on market extension mergers in banking provides
little indication that increased profits motivate these mer-
gers. Consequently, traditional structure-performance rela-
tionships do not provide tools that are adequate to the task
of analyzing the competitive effects of market extension
mergers. As part of the assessment of the multibank holding
company movement by the staff of the Federal Reserve Board
in 1978, Rhoades suggested some new approaches for research
concerning the effect of such organizations on competitors.7
One approach would abandon the traditional structure-conduct-
performance model and focus on the potential anticompetitive
effect uniquely associated with the geographically diversi-
fied firm.

The growing number of important bank combinations
which do not fit neatly into the usual potential competition
analysis has led banking economists and officials to search
for some broader and more generalized basis for their analy-

sis. The potential competition cases brought by the anti-

trust authorities have involved entry by merger or
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acquisition into a local market by one of the largest banks
eligible to enter the market in circumstances where the
acquired bank was one of the largest banks in terms of opera-
tions in the local market. 1In other instances, where the
proposed combination was not attacked, de novo entry was not
legally possible because of "home office" protection which
prohibits de novo branching into communities where a head
office of a bank is already located. Potential competition
may also be an awkward method of analysis in the more fre-
quent situation where de novo entry is legally possible, but
there exists a history or pattern of regulatory barriers to
entry of new branches into the market or markets of equiva-
lent sizes and types.

Finally, even where none of these restrictive, legal
or regulatory entry barriers are present, potential competi-
tion analysis often raises serious practical problems in-
volving the availability of objective evidence of probable
entry de novo. It may be often difficult to demonstrate
that the acquiring bank was in fact a likely potential
entrant into the market of the acquired bank.

The analysis of market extension combinations should
not be strictly confined to the probable effects upon present
or potential competition within the local market of the
acquired bank. A consideration and adaptation of newer

theories of industrial organization would seem useful here,
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as postulated and developed by Alexander Henderson, Almarin
Phillips, and Oliver Williamson.8 These theories, I believe,
extend and clarify traditional economic theory within a
broadened and more generalized analytical framework. These
theories begin with the premise, which is not inconsistent
from conventional theory, that performance is a function of
interbank rivalry. Interbank rivalry is in turn dependent
upon traditional variables such as market concentration,
numbers of banks, and the threat of entry by external forces.
But, in addition, other variables which can be treated only
indirectly under the premises of conventional antitrust
theory, may also affect interbank rivalry and, presumably,
performance within markets. One of the most important fac-
tors affecting interbank rivalry is the degree of linkage of
adjacent banking markets. The concept of linkage (or linked
oligopoly as the courts have referred to it) suggests that
an intermeshing of the same banks in increasing numbers of
local markets within a state, may serve to strengthen the
lines of communication between them and increase the adher-
ence to any pre-existing competitive standard.g
According to this concept, as business firms become
increasingly diversified into different geographic markets
there is likely to be an increase in the number of markets
in which any given pair of firms meet each other as competi-

tors. The existence of these multiple contacts provides the
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foundation for the same type of mutual interdependence be-
tween firms that is found in the traditional, single market
oligopoly models. In particular, it is held that as firms
come in contact in a large number of markets, they tend to
become aware of the possibility that aggressive action in
any one market may result in retaliatory action in some
other market where they may be more vulnerable. Moreover,
since the firms that tend to be most diversified are typic-
ally large and influential, their presence even in relatively
unconcentrated markets can lead to a reduction in the vigor
of competition.

When a bank which already holds a large share of the
state's deposits secures a new controlling primary market
position through elimination of a strong local bank, its
ability to extend its domination to still other markets
throughout the state seems likely to be enhanced. Purely
conventional analysis, with its emphasis on market concentra-
tion and on discerning the degree of potential competition
in the primary market of the acquired bank, may permit such
expansion, which the recognition of market linkages through-
out the broader secondary market area would stop. Hence,
even if no change is observed in local market structure (or
in local market concentration), the geographic expansion by
multibank holding companies throughout the state may affect

market conduct and performance, depending on the degree of
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mutual restraint and mutual interdependence between banks
in the local market.

It is beyond the scope of this study to determine
what proportion of intermarket control, or what pattern of
control should presume anticompetitive behavior and thus
constitute a violation of antitrust standards. However,
once concentration over a cluster of interlinked markets
within a state in which de novo branching is legally barred
has reached a certain specified level, any further dominant
bank acquisitions of controlling positions in adjacent mar-
kets might be prohibited outright, irrespective of the

state law with respect to de novo branching and chartering.
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U.S. DEPARTMENT OF JUSTICE MERGER GUIDELINES

Issued May 30, 1968

Section I1I, Paragraph 18.

18. Mergers involving potential entrants.

(a)

Since potential competition (i.e., the threat of
entry, either through internal expansion or
through acquisition and expansion of a small
firm, by firms not already or only marginally

in the market) may often be the most significant
competitive limitation on the exercise of market
power by leading firms, as well as the most
likely source of additional actual competition,
the Department will ordinarily challenge any
merger between one of the most likely entrants
into the market and:

(i) any firm with approximately 25% or more of
the market;

(ii) one of the two largest firms in a market in

which the shares of the two largest firms
amount to approximately 50% or more;

(iii) one of the four largest firms in a market

in which the shares of the eight largest
firms amount to approximately 75% or more,
provided the merging firm's share of the
market amounts to approximately 10% or
more; or

(iv) one of the eight largest firms in a market

in which the shares of these firms amount
to approximately 75% or more, provided
either (A) the merging firm's share of the
market is not insubstantial and there are
no more than one or two likely entrants
into the market, or (B) the merging firm
is a rapidly growing firm.



(b)

(c)
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In determining whether a firm is one of the most
likely potential entrants into a market, the
Department accords primary significance to the
firm's capability of entering on a competitively
significant scale relative to the capability of
other firms (i.e., the technological and finan-
cial resources available to it) and to the firm's
economic incentive to enter (evidenced by, for
example, the general attractiveness of the mar-
ket in terms of risk and profit; or any special
relationship of the firm to the market; or the
firm's manifested interest in entry; or the
natural expansion pattern of the firm; or the
like).

The Department will also ordinarily challenge a
merger between an existing competitor in a mar-
ket and a likely entrant, undertaken for the
purpose of preventing the competitive "disturb-
ance'" or "disruption" that such entry might
create.

Unless there are exceptional circumstances, the
Department will not accept as a justification for
a merger inconsistent with the standards of this
paragraph 18 the claim that the merger will pro-
duce economies, because, among other reasons,

the Department believes that equivalent economies
can be normally achieved either through internal
expansion or through a small firm acquisition or
other acquisition not inconsistent with the
standards herein.
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U.S. DEPARTMENT OF JUSTICE MERGER GUIDELINES

Issued June 14, 1982

Section IV(A).

A, Elimination of specific potential entrants.

1. THE THEORY OF POTENTIAL COMPETITION. 1In some
circumstances, the non-horizontal merger of a firm already
in a market (the "acquired firm") with a potential entrant
to that market (the "acquiring firm") may adversely affect
competition in the market. If the merger effectively removes
the acquiring firm from the edge of the market, it could have
either of the following effects:

(a) Harm to "perceived potential competition.'" By

eliminating a significant present competitive

~ threat that constrains the behavior of the firms
already in the market, the merger could result
in an immediate deterioration in market perform-
ance. The economic theory of limit pricing
suggests that monopolists and groups of collud-
ing firms may find it profitable to restrain
their pricing in order to deter new entry that
is likely to push prices even lower by adding
capacity to the market. 1If the acquiring firm
had unique advantages in entering the market,
the firms in the market might be able to set a
new and higher price after the threat of entry
by the acquiring firm was eliminated by the
merger.

(b) Harm to "actual potential competition.'" By
eliminating the possibility of entry by the
acquiring firm in a more pro-competitive manner,
the merger could result in a lost opportunity
for improvement in market performance resulting
from the addition of a significant competitor.
The more pro-competitive alternatives include
both new entry and entry through a "toehold"
acquisition of a present small competitor.
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2. RELATION BETWEEN PERCEIVED AND ACTUAL POTENTIAL
COMPETITION. If it were always profit-maximizing for incum-
bent firms to set price in such a way that all entry was
deterred and if information and coordination were sufficient
to implement this strategy, harm to perceived potential com-
petition would be the only competitive problem to address.
In practice, however, actual potential competition has inde-
pendent importance. Firms already in the market may not
find it optimal to set price low enough to deter all entry;
moreover, those firms may misjudge the entry advantages of
a particular firm and, therefore, the price necessary to
deter its entry.

3. ENFORCEMENT STANDARDS. Because of the close rela-
tionship between perceived potential competition and actual
potential competition, the Department will evaluate mergers
that raise either type of potential competition concern under
a single structural analysis analogous to that applied to
horizontal mergers. The Department first will consider a
set of objective factors designed to identify cases in which
harmful effects are plausible. In such cases, the Department
then will conduct a more focused inquiry to determine whether
the likelihood and magnitude of the possible harm justify a
challenge to the merger. In this context, the Department
will consider any specific evidence presented by the merging
parties to show that the inferences of competitive harm
drawn from the objective factors are unreliable.

The factors that the Department will consider are as
follows:

(a) Market concentration. Barriers to entry are
unlikely to affect market performance if the
structure of the market is otherwise not con-
ducive to monopolization or collusion. Adverse
competitive effects are likely only if overall
concentration, or the largest firm's market
share, is high. The Department is unlikely to
challenge a potential competition merger unless
overall concentration of the acquired firm's
market is above 1800 HHI (a somewhat lower con-
centration will suffice if one or more of the
factors discussed in Section III(C) indicate
that effective collusion in the market is parti-
cularly likely). Other things being equal, the
Department is increasingly likely to challenge
a merger as this threshold is exceeded.




(b)

(c)

(d)
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Conditions of entry generally. If entry to the
market is generally easy, the fact that entry

is marginally easier for one or more firms is
unlikely to affect the behavior of the firms in
the market. The Department is unlikely to chal-
lenge a potential competition merger when new
entry into the acquired firm's market can be
accomplished by firms without any specific entry
advantages under the conditions stated in
Section III(B). Other things being equal, the
Department is increasingly likely to challenge

a merger as the difficulty of entry increases
above that threshold.

The acquiring firm's entry advantage. If more
than a few firms have the same or a comparable
advantage in entering the acquired firm's mar-
ket, the elimination of one firm is unlikely to
have an adverse competitive effect. The other
similarly situated firm(s) would continue to
exert a present restraining influence, or, if
entry would be profitable, would recognize the
opportunity and enter. The Department is un-
likelyv to challenge 2 potential competition mer-
ger if the entry advantage ascribed to the ac-
quiring firm (or another advantage of comparable
importance) is also possessed by three or more
other firms. Other things being equal, the
Department is increasingly likely to challenge

a merger as the number of other similarly situ-
ated firms decreases below three and as the
extent of the entry advantage over non-advantaged
firms increases.

If the evidence of likely actual entry by the
acquiring firm is particularly strong, however,
the Department may challenge a potential competi-
tion merger, notwithstanding the presence of
three or more firms that are objectively similar-
ly situated, In such cases, the Department will
determine the likely scale of entry, using either
the firm's own documents or the minimum efficient
scale in the industry. The Department will then
evaluate the merger much as it would a horizon-
tal merger between a firm the size of the likely
scale of entry and the acquired firm.

The market share of the acquired firm. Entry
through the acquisition of a relatively small
firm in the market may have a competitive effect
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comparable to new entry. Small firms frequently
play peripheral roles in collusive interactions,
and the particular advantages of the acquiring
firm may convert a fringe firm into a signifi-
cant factor in the market. The Department is
unlikely to challenge a potential competition
merger when the acquired firm has a market

share of five percent or less. Other things
being equal, the Department is increasingly
likely to challenge a merger as the market

share of the acquired firm increases above that
threshold. The Department is likely to chal-
lenge any merger satisfying the other conditions
in which the acquired firm has a market share of
20 percent or more.
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CURRENT LEGAL STATUS OF POTENTIAL
COMPETITION DOCTRINE

The potential competition doctrine has evolved some-
what haphazardly through a series of legal cases involving
both industrial and banking issues. Two of the most impor-
tant cases shaping the present legal status of the doctrine

are United States v. Falstaff Brewing Corporationl and
2

United States v. Marine Bancorporation.

The Falstaff case involved a Section 7 action based
on potential competition. Falstaff, the fourth largest
brewer in the United States, had attempted to extend its
operations into New England by the acquisition of the Narra-
gansett Brewing Company, the largest producer of beer in that
area. New England was considered a concentrated market with
the four largest producers controlling 61.3 percent of the
market. The government asserted that the acquisition would
result in a lessening of competition '"because Falstaff was a
potential entrant and because the acquisition eliminated
competition that would have existed had Falstaff entered the
market de novo or by acquisition and expansion of a smaller

firm, a so-called 'toe-hold!' acquisition."3

The District
Court, relying on statements by Falstaff that it would not
enter the market except through the acquisition, eliminated
Falstaff as an actual potential entrant and concluded that

the acquisition would have no adverse effect on competition.
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In Falstaff, the Supreme Court for the first time
clearly distinguished the actual and perceived potential
entrant bases of potential competition. It accepted the
perceived potential entrant theory and defined its various
elements. However, there was a serious division of opinion
on the actual potential entrant theory. Only four justices
accepted the theory, while three maintained doubts as to its
validity. Even the four that accepted, differed on the
acceptable level and burden of proof. This uncertainty
raised serious questions in the banking industry, ince the
actual potential entrant theory was generally the primary
basis upon which the Justice Department hoped to halt geo-
graphic market extension mergers by banks.

The questions left open in Falstaff were answered in

United States v. Marine Bankcorporation, wherein the Justice

Department challenged the proposed merger of two commercial
banks in the State of Washington. The acquiring organiza-
tion, the National Bank of Commerce, was the second largest
bank in the state with almost 20 percent of the statewide
market. It had 107 branches in Seattle and lesser developed
areas of Washington. However, it had no offices in Spokane
where it hoped to acquire the Washington Trust Bank, which
controlled approximately 19 percent of the local market.

The Spokane market was concentrated, with the three largest

banking organizations controlling 92 percent of the market.
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The government's case was based on potential competi-
tion. The Justice Department first treated the National Bank
of Commerce as an actual potential entrant which, by entering
de novo or through a toehold acquisition, '"would assist in

4 pddition-

deconcentrating that market over the long run."
ally, the government claimed that Commerce was a perceived
potential entrant whose presence on the fringe of the market
generated present procompetitive effects. The Court addressed
the question of the applicability of potential competition to
the banking industry by holding that commercial banks must
pass muster under the doctrine. However, the Court held
"that application of the doctrine to commercial banking must
take into account the unique federal and state regulatory
restraints on entry into that line of commerce."5 Such limi-
tations often significantly reduce, if they do not eliminate,
the likelihood that the acquiring bank is either a perceived
potential de novo entrant or a source of future competitive
benefits through de novo or foothold entry."6

The Court then addressed the question reserved in
Falstaff--whether Section 7 prohibits a merber based on the
actual potential entrant theory when the merger has no pre-
sent anticompetitive effect in the market, but may forestall
future procompetitive effects which would be generated by

de novo or toehold entry. However, before resolving the

question, the Court required that "two essential
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preconditions' be met: that there exist "available feasible
means'" for entering the market and that "those means offer
a substantial likelihood of ultimately producing deconcen-
tration of that market or other significant procompetitive
effects."7

Prior to Marine Bancorporation, it was generally

assumed that it was sufficient for the government to prove
that an alternative feasible means of entry was available.
In addition to severely restricting what could be considered

a feasible means of entry, the Marine Bancorporation case

imposed the additional requirement that, at least in the
banking context, these alternative means be sufficient to
create a substantial likelihood that the market would become
deconcentrated. The emphasis given by the Court to regula-
tory restraints means that it is now almost impossible to
prove that alternative means of entry are available in the
60 percent of our states which either prohibit or limit
branching by devices similar to those used in Washington.
Tnese statutory restrictions will generally prohibit de

novo branching into any significant market. The second pre-
condition--requiring a reasonable possibility of deconcen-
tration--will foreclose requiring use of a toehold acquisi-
tion as an alternative means of entry unless branching is
permitted from the toehold. In those states that permit

statewide branching, the Court indicated that 'great weight"”



123

should be given to the statements of regulatory officials on
the feasibility of de novo entry. Thus a mere statement by
a2 local regulatory official that de novo entry will not be
permitted may be the most important factor in determining
the issue. This priority given to bank regulators in a
potential competition case is far different from *hat sh~ov,
in the horizontal bank merger cases; there, the regulatory
status of the industry has been given little or no weight,
reflecting the feeling that the potential competition doc-
trine is inappropriate in a highly regulated industry where
barriers to entry are traditionally high. In summary, the
imposition of the two preconditions to a resolution of the
question of the actual potential entrant theory has increased
the government's task in attempting to utilize potential
competition as a vehicle to forestall geographic market

extension mergers by banking institutions.
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THE BOARD OF GOVERNORS AND POTENTIAL

COMPETITION CASES

Beginning in the early 1960's, the Board of Gover-
nors frequently denied mergers on the basis of an adverse
impact on potential competition. These denials quite often
involved acquisitions of one of the leading banks in a
market by one of the state's largest bank holding companies.
Beginning in 1975, however, the Board grew increasingly re-
luctant to deny applications on potential competition grounds
alone. It was not uniil late 1979 that the theory once again
became a viable issue. The Board of Governors' attitude
toward potential competition in banking can best be illus-
trated by analyzing specific issues in some key Board

decisions.

The Tyler Bank Case

A landmark decision was handed down in December 1973
when the Board denied an application by First International
Bancshares to acquire Citizens First National Bank of Tyler,
Texas. The reasoning behind the denial, which became known
as the "Tyler Doctrine," consisted of two elements.

First, the Board was concerned with the growing dis-
parity in size among the state's twenty-four bank holding

companies. The Board worried that this disparity was likely
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to increase since all of the major holding companies (First
International was the largest in the state) were acquiring
leading banks in secondary markets. Thus the Board's denial
was designed in part to prevent any increase in the concen-
tration of resources in the state and to preserve the exist-
ing level of competition.

Second, the Board noted that Citizen§ was the leading
bank in a highly concentrated local market that was growing
and, therefore, attractive to de novo entry. Furthermore,
the acquisition would remove First International as a poten-
tial future entrant through de novo entry or foothold acqui-
sition. De novo entry and foothold acquisitions, the Board
concluded, were the only means of providing more competition
and were the preferred method of expansion by the major

multibank holding companies into secondary markets.

Capital National Bank Case

By mid-1976, the Tyler Doctrine was beginning to show
signs of wear as the Board approved certain proposed acqui-
sitions in secondary markets which it found unattractive for
de novo entry. The approval of the acquisition of Capital
National Bank of Austin by Texas Commerce Bancshares in 1977
left little doubt that the Board had changed its position on
the importance of potential competition. The Capital acqui-

sition proposal was almost an exact replica of the earlier
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proposal by Texas Commerce to acquire Austin National Bank,
the largest bank in the Austin market. The Board had con-
cluded that the acquisition of Austin National would have an
adverse effect on competition by eliminating Texas Commerce
Bancshares as "a new and aggressive competitor" through de
novo entry. In the case of Capital National Bank, however,
the Board reversed its opinion, stating that "approval of
this application may have a positive effect on competition
in the market by introducing a new and aggressive competi-
tor."

Several applications involving acquisitions similar
to that of Capital National were approved over the next
year. Applicants ranking among the three largest banking
organizations in their states were allowed to acquire
leading banks in new markets. Only in one instance from
1977 to 1979 was an application denied strictly on the basis
of potential competition. And even in that case the Board

later reversed its decision.

The Mercantile Texas Case

Recent developments have had a substantial effect on
the Board's application of the theory of potential competi-
tion. In April 1980, the Board denied the application of
Mercantile Texas Corporation, Dallas, Texas, to acquire by

merger Pan National Group, Inc., El Paso, Texas. The Board
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based its denial largely on the basis that the merger would
substantially lessen competition under the theory of poten-
tial competition.

In the early months of 1981, a federal appellate
court rejected the Board's method of employing the theory
with respect to the application submitted by Mercantile
Texas. In light of the appellate court action, the Board
reversed its original denial and approved the application.
The court declared that, to deny a merger application on
the basis of the potential competition theory, the Board
must make four findings of fact, and that the Board's Order
denying the application had not fulfilled this requirement.

First, the court required the Board to show that the
market of the firm to be acquired was conéentrated. A find-
ing that a market is concentrated serves as a proxy for a
determination that the market is oligopolistic. The Board
usually measures concentration in a market by calculating
the percentage of the market's deposits held by the four
largest organizations in the market. This measure is called
the four-firm concentration ratio. The court indicated that
the Board's use of concentration ratios satisfied its first
evidentiary requirement.

The court's second criterion required the Board to
determine whether the pool of potential entrants into the

market was so large as to negate the importance of the
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acquiring firm as a potential competitor. The court believed
that a lessening of competition would be substantial under
the theory only if there were a small number of other poten-
tial entrants. In the Mercantile case, the court held that
there were likely to be other potential competitors in Texas
and that a significant number of large Texas bank holding
companies remained as potential entrants.

Third, the court's opinion directed the Board to
develop a 'persuasive rationale" that, upon denial of a mer-
ger or acquisition, an institution would prefer the opportu-
nity to enter the market either de novo or through a toe-
hold acquisition. 1In its original order the Board determined
that Mercantile possessed the financial and managerial_re—
sources for toehold or de novo entry, but the court viewed
this set of findings as insufficient.

Finally, if the Board is to deny an application, the
court required it to find that de novo or toehold entry will
be substantially likely to bring about deconcentration of the
market or other significant procompetitive effects. The
Board could not, according to the court, deny a firm entry
through acquisition or merger on the grounds that sometime
in the remote future the firm would enter the market in such
a way as to produce deconcentration. The court suggested
that the Board could satisfy the requirement only if it deter-
mined at what point in time the expected results would mater-

ialize.
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SUMMARY OF BANK STRUCTURE-PERFORMANCE STUDIES

October 1977-June 1982

Unit of Observation

Author {Number) Data Source for Per- Year(s)
(date) {Geographical aren) Type of Test formance Measure(s) Studied Primary Purpose of the Study
Osborne & Banks(113) (23 Texas Graphical Special survey 1978 To determine whether the price
Wendel towns) of demand deposit services
(1978) varies with the number of banks
in a market.
Graddy & Banks(463)(unit- Three-stage Report of condition 1974 Uses a simultaneous equation
Kyle banking & limited- least squares Income and dividend model, as well as OLS, to test
(1979) branching states) and OLS multi- report the structure-performance rela-
ple regression tionship.
Rose & Banks(600)(wide- Multiple re- Report of condition 1972 Tests comparing the earnings,
Scott spread) gression Income¢ and dividend loans, investments, capital,
(1979) report and prices of BHC affiliates
and independent banks,
. Lad
Rhoades SMSAs(184)(wide- Multiple re- Report of condition 1972 Tests for the effect of multi- £
& Rutz spread) gression Income and dividend BHCs on performance in banking
(1979) report markets,
Savage & Unit banks{6,619) Multiple re- Report of condition 1977 Tests for differences in pro-
Rhoades (widespread) gression Income and dividend fits, prices, and expenses
(1979) report between unit banks in unit-
banking states and unit banks
in statewide-branching states,
Rhoades SMSAs(184 )(wide- Multiple re- Report of condition 1972 Tests to determine whether
(1979 spread) gression Income and dividend non-bank thrifts influence
report commercial bank performance.
*Hannan Banks(400+)(Penn- Tobit analysis Examination reports 1070 Test the '1imit price" hypo-
(1979) sylvania) thesis,
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- Unit of Observation

branching states)

Author (Number) Data Source for Per- Year(s)
{date) (Geographical area) Type of Test formance Measure(s) Studied Primary Purpose of the Study
¥hitehead Markets(130)(Sixth Multiple re- Report of condition 1974 Uses a Herfindahl index ad-
{1979) Federal Reserve gression Income and dividend Justed to account for multi-
District) report market operations in testing
the structure-performance
relationship.

Short Banks(6G0)(Canada, Multiple re- The Bankers' Almanac 1973 Tests the structure-performance
{(1979) ¥Western Europe, gression Year Book; Moody's hypothesis using bank data for
Japan) Bank and Finance several countries.

Manual; K. Tritten,

European Banks;

Sources for Indi-

vidual countries
Glassman Banks{(1,406)(wide- Multiple re- Report of condition 1976 Tests for the effect of owner v,

. & Rhoades spread) gression Income and dividend manager control on banks' pro-
(1980) report fits, expenses and growth,
Graddy Banks(335)(95 Multiple re- Report of condition 1974 Tests the structure-performance
(1980) counties in gression Income and dividend hypothesis using numerous al-
Tennessee) report ternatives to the CRj,

Graddy Banks(463)(unit Three-stage Report of condition 1974 Tests to compare the performance
& Kyle banking & limited least squares Income and dividend of BHC affiliates and indepen-
(1980) branching states) report dent banks.
Rhoades Banks(3,120)(wide- Multiple re- Report of condition 1976 A test of the "expense-prefer-
(1980) spread) gression Income and dividend ence' hypothesis,

roport
McCall & SMSAs and counties Switching re- FRB Functional Cost 1968 Tests for nonlinearity in the
Peterson (155)(14 unit- gression tech- Analysis Program structure-performance rela-
(1980) banking & limited- nique tionship,

€ET
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Unit of Observation

Author {Number) Data Source for Per- Year(s)
(date) (Geographical area) Type of Test formance measure(s) Studied Primary Purpose of the Study
Rhoades SHMSAsS(167 Y(wido- Multiple re- Report of condition 1966,1968, Tests to determine whether level
(1981) spread) gression Income and dividend 1970,1872- of interest rates affects the
report 1975 results of structure-performance
studies and tests for nonline-
arity in the relationship.
Osborne Banks(154)(Texas) Multiple re- Special survey and 1977 Tests to compare results of
& ¥Wendel gression other sources price proxies with actual prices
(1981) in a structure-performance model
Curry Banks(1, 156 )(excludes Multiple re- Report of condition 1969 Tests to determine whether banks
(1981) statewide branching gression Income and dividend that BHCs acquire are different
und New England report from other banks.
states)
Rhoades Multimarket banks Multiple re- Report of conditton 1976 Tests for differences in profits
& Savage (269 )(widespread) gression Income and dividend risk, operating efficiency, and
(1981) report services between multi-market
BHCs and branching systems.
Heggestad Banks(403)Consumer Multiple re- Special survey 1973 Tests for strength of inter-
(1981) finance companies gression institutional competition for
(221) credit unions consumer credit.
(71)(57 SMSAs)
fhoades Banks(1,511)(wide- Multiple re- Report of condition 1979 Tests for the effect of multi-
& Rutz spread) gression Income and dividend BHCs on performance in banking
(1982) report markets.
Rhoades Unit banks(6,500) Tabular and Report of condition 1978 Estimates the welfare loss, re-
(1982) (widespread) multiple re- Income and dividend distribution effect, and re-
gression report striction of output due to

monopoly in banking.

PET
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Unit of Observation

Author (Number) Data Source for Per- Year(s)
(date) {(Geographical area) Type of Test formance measure(s) Studied Primary Purpose of the Study
Kwast & Banks(80)(wide- Multiple re- Report of condition 1977 Tests to compare pricing and
Rose spread) gression Income and dividend operating efficiency of profit-
(1982) report able and less profitable banks
and determine ylelds on differ-
ent balance sheect items,
thoades Unit banks(6,500) Multiple re- Report of condition 1978 Test of Hick's "quiet life"
& Nutz (widespread) gression Income and dividend hypothesis~-~that firms with
(1982) report monopoly will be risk averse.
Rhoades SMSAs(167) (wide- Multiple re- Report of condition 1974 Test of the linked oligopoly or
& Hegge- spread) gression Income and dividend mutual forbearance hypothesis.
stad report
(1982)
Milkove & Counties(220) Multiple re- Report of condition 1977 Tests for the effect of finan-
Weisblat (Arkansas, Florida, gression Income and dividend cial structure on economic
(1982) Oklahoma, Texas, & report growth.
West Virginia)
Marlow SMSAs(111)(state- Multiple re- Special survey 1975 Tests for differences in mort-.
(1982) wide-branching & gression gage rates between statewide-
uni t-banking branching and unit-banking
states) states).
SOURCE: Staff Studies 119 (Board of Governors of the Federal Reserve System, 1982),

GET
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MEASURING CONCENTRATION IN
BANKING MARKETS

Market concentration measures generally indicate the
number and relative size distribution of buyers and sellers
in a market. Markets that consist of numerous firms that
control approximately equal market shares are less concen-
trated than markets which have few sellers controlling a
disproportionately large share of total industry or market
output.

No single measure adequately describes market concen-
tration. Concentration is frequently measured by the n-firm
concentration ratio--the combined market share held by the
largest, two largest, three largest, four largest, or ten
largest firms in the industry or market, with the choice
depending partly on the number of firms in the market and
partly on the comparisons to be made.

The Herfindahl index is a summary measure that takes
into account the total number of firms in a market. This
index is constructed by simply summing the squares of the

market shares of all firms in’ the market. That is:

Herfindahl Index

1]
N~
~~
>4
N

where:
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N

the number of firms; and

X the market share of each firm.

i
For example, suppose that the total dollar amount of depo-
sits held by all commercial banks in a given market is $100
million and that four banks compete in the market and hold
deposits of $40 million, $30 million, $20 million, and $10
million, respectively. The Herfindahl Index for this market
would be 0.30, or the sum of (.40)2 plus (.30)% plus (.20)2
plus (.10)2.

Like the n-firm concentration ratio, the Herfindahl
Index varies between zero and 1. When a large number of
firms of equal size exist in a market, the index approaches
zero; in a monopoly market where only one firm competes, the
index would be 1. Where there are several firms in a market
all of which are of equal size, the index would be equal to
the ratio (1/N), where N is the number of firms in the mar-

ket.
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PROBAFRLE Fuluet Cu~vpETITION
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PROPBAWLE FUTnet COVPETITICN

FILE CU“PLETE (CREATIONN DATE = 2/72k/RU) DEP VBR 1S COMCHG
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PEORARLE Fulnee COMPETITION

FILE COMPLFTE (CREATIOR DATF = 2/2R/R4) DEP va® IS CnnChEt
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PRUORASLE Fulpgt COMPETITINN

TRANSPACFE wEnnlkFOD,.,. e0n RYTES
6 ThaNpURMATIONS
0 KECUNF VALUES + LAG VARIERLES
18 1F/0UnMPUTE OPERATIONS

CPuy TIME REwnTHED.. 16,672 SECONDS

34 FINISH

NUkMal EMND OF JOR,
1y CONTRUL CARDS wWERE PROCESSED.
n ERKFORS WERE DETECTED.



