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In their competitive analysis of proposed bank mergers, the Board of
Governors of the Federal Reserve System, the U.S. Department of Justice, and
other U.S. banking agencies accept branch divestitures as an antitrust remedy
in local markets where there is substantial overlap between the acquirer and
target. The results of this study, which examines the performance of 751
branches that were divested between June 1989 and June 1999 in conjunction
with amerger inthe U.S. that rai sed possible competition issues, are consistent
with the policy of accepting branch divestitures as an antitrust remedy being
successful. Divested branches operate for lengths of time that are comparable
to al branches, and even though they experience substantial deposit runoff
around the time of the merger, divested branches subsequently exhibit deposit
growth rates that are comparable to those of other similar branches (JEL: L40,
G21, G34).
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|. Introduction

Over the past two decades, the U.S. banking industry has experienced
an unprecedented level of consolidation. Merger activity has been
particularly intense over thelatter half of thisperiod. For example, more
than 4,400 bank mergers, involving the acquisition of almost $2.9
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trillion in total deposits, took place between 1990 and 2001. This
immense consolidation substantially changed the structure of the U.S.
banking industry.* For example, between 1990 and 2001, the number of
commercial banking organizations operating in the U.S. decreased by
nearly 30 percent to roughly 6,600, and the share of assets and deposits
controlled by the largest banks increased substantially. The 25 largest
commercial banking organizationsheld 35 percent of domestic deposits
in 1990, but by 2001, that figure had grown to 55 percent.?

Even though banking has undergone large structural changes at a
nationwide level, structural measures at the local level suggest that a
substantial decline in competition has probably not taken place.
Antitrust authoritiesin the U.S. have defined retail-banking marketsto
belocal in nature. Many studies of bank performance usethelocal area
as the relevant geographic market definition, and results from these
studies are frequently consistent with banking markets being local . In
addition, recent versions of the Federal Reserve Board's Survey of
Consumer Finances (1998) and Survey of Small Business Finances
(1998) indicate that households and small businesses continue to rely
heavily on local financial institutions, especially commercial banks.*
Offices of commercial banks and savings institutions, or thrifts, have
remained important, increasing in number from about 84,000in 1990 to
roughly 87,000 in 2001.°

Between June 1990 and June 2001, the average Herfindahl-
Hirschman index (HHI), based on commercial banking deposits,
decreased in both metropolitan statistical areas (MSAs) and non-M SA

1. Throughout thispaper, unlessnoted otherwise, the U.S. banking industry refersto both
commercia banks and savingsinstitutions (savings and loan associations and savings banks).
In addition, the terms merger and acquisition are used interchangeably, and the term branchis
used to refer to any deposit-taking office of acommercial bank or savings institution.

2. Merger datawere obtained from the SNL Financial Bank Mergers and Acquisitions
database. Concentration data are as of year-end and were obtained from the National
Information Center and Reports of Condition and Income.

3. For example, see Pilloff and Rhoades (2002), Pilloff (1999), Berger and Hannan
(1998), Hannan and Prager (1998), Hannan (1997), Kamerschen and Frame (1997), Hannan
and Liang (1995), and Rhoades (1995).

4, See Amel and Starr-McCluer (2002).

5. Data on the number of offices at FDIC-insured commercial banks and savings
institutions are as of year-end and were obtained from the FDIC.
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counties.® When the depositsof thriftsareincluded in calculations at 50
percent, which is consistent with the approach typically taken by the
Federa Reserve Board (FRB) in its competitive analysis of bank
mergers, the data continue to suggest that competition has not been
substantially reducedintheU.S. Theaverage HHI innon-M SA counties
declined dlightly, and although the MSA average increased by 140
points, the average level in 2001 was roughly 1600, suggesting that
concentration has remained moderate and, therefore, competition has
been at least reasonably strong.”

TheU.S. bankingindustry hasexperienced substantial consolidation,
yet has not seen alarge declinein competition at thelocal level, because
many mergers have involved banks with operations in different
geographic areas. These deals may have reduced the number of
organizations in the country and may have raised concentration at the
national level, but because they did not ater the structure of local
markets, they did not likely reduce competition at the local level.

However, many other deal sinvolved bankswith geographic overlap.
If certain of these transactions had been permitted to proceed without
modification, the result would have been large increases in and high
level sof concentration, and largemarket shareshel d by the consolidated
firm. To avoid these anti-competitive structural effects, banks have
divested branches. By divesting a relatively small number of branches
in markets with extensive overlap, banks have been able to eliminate
possible competitive problems raised by mergers and complete a
substantial number of deals, including numerous large ones that have
transformed the U.S. banking industry.

Thebasicsof abranch divestiture are simple: within 180 days of the
primary merger being consummated, one or more branches (and al
associated deposits and loans) are sold to another financial institution
that subsequently owns and operates those branches. Customers of the
divested branch typically receive aletter in the mail explaining that the
branch that holdstheir account has been purchased by another financial
institution, and that they are now customers of that other bank or thrift.
The level of deposits that are divested is sufficiently large that the

6. The deposit data used to compute concentration measures were obtained from the
Summary of Deposits.

7. Under the Department of Justice Merger Guidelines, a market is considered
unconcentrated if theHHI isunder 1000, moderately concentrated if theHHI isbetween 1000
and 1800, and highly concentrated if the HHI is more than 1800.
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increase in and resulting level of concentration in the market and the
post-merger market share of the consolidated organization are low
enough to satisfy the concerns of U.S. antitrust authorities and bank
regulators.

A critical element of divestituresbeing an effectivetool for antitrust
policy is that the firm that purchases a divested branch be able to
operateit effectively. By retaining and attracting customers, a divested
branch can remain a viable option for banking customers and can
therefore exert a pro-competitive influence on the market. If divested
branches do not retain and attract customers, then they are unlikely to
provide ameaningful competitive presence, thereby leading to alower
level of competition in the market.

In this paper, the issue of how divested branches in the U.S. have
performed is examined. The length of time that divested branches
operate after being sold and changesin deposit level s are measured for
asample of 751 bank and thrift branches that were divested between
June 1989 and June 1999.

Analysisindicates that the share of divested branchesthat operated
for at least a certain number of years following divestiture is generally
not substantially different from the share of other, similar branchesin
the U.S. that operated for a comparable length of time. Changesin the
level of deposits held at divested branches, however, show a distinct
pattern that differs from other branches. Divested brancheslost almost
13 percent of their depositsin the period spanning the Juneimmediately
preceding the merger to the June following divestiture, which is
significantly different fromthe positive median growth rate experienced
among all branches and the negative, yet smaller in magnitude, growth
rate of branches that were acquired, but not divested. After thisinitial
“runoff period,” divested branches exhibited deposit growth that was
generally comparable to other branches.

Theissue of whether divestitures have had a pro-competitive effect
inmarketsaffected by potentially anti-competitive mergersisimportant
and timely. The U.S. Federa Trade Commission (FTC) and U.S.
Department of Justice (DOJ) commonly rely on divestituresto remedy
possibl e anti-competitive harm associated with proposed mergersin a
variety of industries in the U.S. The importance of the issue is
underscored by a recent report released by the U.S. Genera
Accountability Officein September 2002 that specifically recommends
that the FTC undertake a study to assess the effectiveness of recent
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divestituresin retail markets.? In addition, extensive bank consolidation
has recently taken place in many countries, and issues related to
competition policy are widely relevant.® The results based on the
performance of divested bank branches presented in this paper make a
valuable contribution to better understanding the issue of whether
divestitures are an effective remedy for potentially anti-competitive
mergers.

The paper is organized as follows. Section |l presents related
research on the topic. Section |1l provide a brief review of DOJ and
FRB policies on bank divestitures. Section |V describes the data.
SectionsV and V| presentsthe survival rates and growth rates analyses.
Section VI presents the conclusions.

Il1. Related Research

Althoughissuesassociated with the effectiveness of divestituresin bank
merger policy are highly relevant, there has been little research
conducted on the subject. Besides this paper, Burke (1998) isthe only
other examination of the post-divestiture performance of divested
branches.’® However, the results of various other studies suggest that
branch divestitures may be an effective antitrust remedy in banking.
Perhaps the most fundamental result comes from the numerous
papers that have found a positive relationship between the HHI in a
market and bank prices and profits."* These findings suggest that the
HHI is inversely related to the level of competition. Therefore,
divestitures, which have the effect of reducing the post-merger HHI,
should be pro-competitive. In addition, the number of competitorsin a
market has been found to be positively related to bank prices and

8. SeeUnited States General Accountability Office (2002).

9. Group of Ten (2001) provides a thorough review of bank merger and acquisition
activity in thirteen of the largest economiesin the world.

10. Burke (1998), which analyzes 210 branches that were divested in association with
deals completed between 1985 and 1992, involves a much smaller sample and less rigorous
analysis than this study. Burke's results are consistent with divestitures being a successful
antitrust remedy.

11. For example, see Hannan and Prager (2003), Heitfield and Prager (2002), Pilloff and
Rhoades (2002), Kahn, Pennacchi, and Sopranzetti (2000), Cyrnak and Hannan (1999), and
Berger and Hannan (1989).
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profits, and entry has been found to reduce profits.* For these reasons,
a divestiture to a new entrant, which is often preferred by antitrust
authorities, should promote post-merger competition by leaving the
number of competitors in a market unchanged.

Asnoted, survey responsesindicate that many householdsand small
businesses choose to use a bank that is located nearby. The apparent
importance placed on location suggests that many customers may
continue using their traditional branch, despite an ownership change.
Thus, a divested branch with an established customer base could
provide the market with a source of meaningful competition.

[11. Divestiture Policy: DOJ and FRB Approaches

Aneffectivedivestiture policy mustincorporate several elements. First,
the level of deposits and loansto be sold must be specified, in addition
to identifying which depositsand loans are to be divested. The analysis
in this paper does not directly address these elements of divestiture
policy. A second, and not altogether unrelated, element is determining
which branches should be sold. Characteristics that may be important
include whether or not the branch originally belonged to the firm that
survives the merger, the location of the branch, and the composition of
the branch’ sasset and deposit portfolios. A third aspect of adivestiture
policy isdetermining which firms can and should purchase branches. A
key issue related to this aspect is whether one firm should purchase all
of the divested branches in amarket. Other key issues involve whether
the purchaser should already have a presence in the market, be a bank
or athrift institution, or be of acertain size.

The Federal Reserve Board (FRB) and the U.S. Department of
Justice (DOJ) arethe two agenciesin the U.S. most heavily involved in
evaluating the competitive effects of proposed bank mergers and
overseeing the divestiture of branches. The FRB must approve or deny
all mergers in which the resulting firm would be a bank holding
company or astate member bank. The DOJhasenforcement powersand
caninvestigate and challenge any proposed bank merger that it chooses.
To prevent the FRB from denying or the DOJfrom blocking a proposed
acquisition, bank acquirers frequently propose divestitures to reduce

12. For example, seePilloff and Rhoades (2002) regarding thenumber of firmsand Amel
and Liang (1997) regarding entry.
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competitive concerns raised by a planned merger. Both agencies have
divestiture policies whereby they require, or in some cases prefer,
divestiture packages to exhibit certain characteristics.

The Department of Justice takes avery activerolein the divestiture
process.™ One of their main concerns is minimizing runoff at divested
branches, which occurs when depositors at such offices close their
accounts and move their funds el sewhere. Runoff can take place either
before or after the actual divestiture takes place. The DOJ generally
requires that divested branches belong to the firm that will not survive
the merger, typically the target, so that depositors do not have the
opportunity to reopen their accounts at another branch of their former
institution. The DOJ will often accept a “clean-sweep” divestiture of
acquirer branches in which all acquirer branches in a market are
divested. However, the agency generally opposes divestiture packages
that include both acquirer and target branches, because such packages
typically involve facilities that operate under different accounting,
computer, and other systems, making them especialy difficult for a
purchaser to integrate.

The Justice Department has severa other requirements that are
intended to minimize deposit runoff. Among them, they prohibit
merging parties from taking steps that would encourage pre-divestiture
deposit runoff, such as providing extremely poor customer service or
offering highly uncompetitive rates. The acquirer from the primary
merger isalso prohibited from soliciting customers of branchesthat are
beingdivested. Ingeneral, banksareprohibited fromsimply transferring
customer accounts from a divested branch to a non-divested branch.*

The Justice Department also closely looks at the location and
activity of divested branches. They prefer that branches be sold that
provide the purchaser with good geographic coverage of an area.
Because branch location is important to bank customers, good

13. Thediscussion of thedivestiture policy of the Department of Justiceis based largely
on Nelll (2001) and Kramer and Grace (2001), and the discussion of the divestiture policy of
the Federal Reserve Board isbased in part on Neill (2001) and Burke (1998). Some aspects
of current divestiture policy may not be relevant for earlier portions of the sample period
analyzed in this paper.

14. In some cases, with the agreement of the Department of Justice and the Federal
Reserve Board, certain customer accounts that are affiliated with a divested branch are not
included in the divestiture. These customers generally account for a small portion of a
branch’stotal level of business activity and are withheld from the divestiture for a specific
reason such as the deposits belonging to a senior executive of one of the merging parties.
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geographic coverage enables banks to appeal to alarge portion of an
area. The DOJ also wants branches to be in areas with commercial
activity, especially small business activity. Moreover, the branches
themselves are generally required to be sufficiently involved in
commercial activity. The DOJ further encourages the divestiture of
branches that are owned, not |eased, and branches that have sufficient
facilities to adequately serve bank customers.

The Department of Justice is not only concerned with which
branches are sold, but with who buysthem. The DOJtypically requires
that asingle firm purchase all divested branchesin a market. Because
they are especially concerned with the effect of mergers on small
business lending, the DOJ prefers that the purchaser be active in
commercial lending. In other words, the purchaser must be either athrift
with at least 2 percent of its assets held as commercial loans or a
commercial bank. The DOJfurther assessesthe suitability of apotential
buyer by looking at its business plan, product offerings, staffing, and
backroom support capabilities. The DOJ also takes into consideration
whether the purchaser already has a market presence or whether it
would be a new competitor in the market, but the agency’ s preference
depends on the specific issues of the case.

The DOJ has a number of other provisionsto its divestiture policy
that areintended to enhance the effectiveness of mergers. Among them
is the requirement that banks assign each customer to a single branch
and then assign al of that customer’ s accounts to that single office. In
thisway, all of acustomer’ saccountsare either included in or excluded
from adivestiture, making runoff, in their opinion, lesslikely. The DOJ
wantsto avoid situations such asacustomer having a checking account
at anon-divested branch, but a certificate of deposit and a home equity
loan at a divested branch. In a situation like this, the customer would
hold accounts at two banks and it is believed that the customer would
be more apt to consolidate all accounts at one ingtitution. The DOJ
requires banks to assign a customer to the branch that is used most
frequently (typically the branch that houses the customer’s checking
account). By doing this, runoff might be kept to a minimum, as the
incentive to move accounts out of the divested branch is reduced.

The Federal Reserve Board gets much less involved than the
Department of Justice with the specifics of the divestiture process. The
Board' s primary concern is the size of the divestiture and its effect on
the structure of the market. One preference of the Board is that
divestiture packagesbe sold to out-of -market firmsbecauseadivestiture
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to a firm without an existing presence results in the number of firms
remaining unchanged, which should help maintain the level of
competitioninthemarket. Eventhoughthe Board requiresthat abranch
and all associated deposits and loans be divested, it is much less
involved than the DOJ in dictating to banks how to determine which
loans are “associated” with agiven branch.

V. Sample of Divested Branches

Theanalysisinthispaper examines 751 bank and thrift officesthat were
divested between June 1989 and June 1999 in conjunction with a
merger inthe U.S. that raised possible antitrust concerns. The divested
officeswereidentified from anumber of sources, including lettersfrom
the Department of Justice to bank regulators, Federal Reserve Board
Orders, lists of divested branches provided by participating banks, and
year-to-year comparisons of the Summary of Deposits (SOD), which
reports deposits of al U.S. bank and thrift offices as of June 30th of
each year. The sample includes a substantial share of al branches that
were divested in the U.S. during the period.

After identifying the divested branches, annual deposit levels for
each branch were collected from SOD reports. One year of pre-merger
datawas collected for each branch fromthe Juneimmediately preceding
consummation of the merger. In calendar time, the pre-merger year
ranged from 1989 to 1998, and in event time, this pre-merger year is
referred to as year O.

Post-divestiture data were collected for as many years as possible
until 2001, the last year for which SOD datawere available at the time
the dataset was constructed. In about 55 percent of the observations, the
first post-divestiture observation isfor the year immediately following
the pre-merger year. Inthese cases, both themerger and divestiturewere
completed between the pre-merger June and the following June.

With the other 45 percent of sample branches, the first
post-divestiture observation reflects deposits from two years after the
pre-merger observation. In these cases, the merger was completed
before the Junefollowing the pre-merger year, but divestitureswere not
completed until after the June SOD was filed. Therefore, the acquirer
from the primary merger owned the divested branch in the year
immediately following the pre-merger year, and the eventual purchaser
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owned the branch by the next year. The first post-divestiture year is
referred to as year 1, regardless of whether it is one or two years after
the pre-merger year, and subsequent yearsarereferred to asyear 2, year
3, €etc.

To beincluded in the sample, adivested branch must be observable
on the pre-merger SOD and the first post-divestiture SOD. Branches
that could not be tracked either immediately before or after the merger
were excluded. In addition, branches that were divested after the first
Junefollowing themerger also had to be observable on the post-merger,
pre-divestiture SOD. Becauseall sampledivestiturestook placeby June
1999, therewere at | east three possibl e post-divestiture observationsfor
each branch (1999, 2000, and 2001).

Divested branches were tracked over time by matching addresses
reported on the SOD. In many cases, however, the reported address
associated with a divested branch changed over time, especially at the
time of divestiture or some other subsequent merger activity. Lists of
divested branches (often with deposits and frequently provided by the
Department of Justice), personal judgment, and telephone callsto staff
at various branches were used to determine the cause of the change in
the reported address. If the different addresses referenced the same
facility, then the same branch was considered to have operated during
the time period.®> However, if the facility was different, even if it was
because the bank moved to a larger and better office next door, the
office was not considered the same, and the original branch was
considered to have stopped operating.

The 751 branches were divested in 219 counties in 37 states in
conjunction with 58 different mergers. There was a large range in the
number of divested branches that the counties contribute to the sample
with many counties contributing few branches and a small number of
counties contributing many branches. Approximately 40 percent of the
counties contribute only a single divested branch to the sample, and
another 20 percent of the counties contribute two branches. In contrast,
a few urban counties were home to large divestitures and therefore
account for a disproportionate share of the branches in the sample. In
five of the counties represented in the sample, at least 20 (but no more

15. A great deal of effort was spent matching the 751 divested branches over time. A
few examples of branches with different addresses for the same facility are the following:
2183 Park Avenueisthe same office as Park and Milwaukee Avenues, 65 Lake Mead Drive
isthe same as 65 West Lake Mead Drive, and 2000 Market Street is the same as 20th and
Market Streets.
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than 31) branches were divested. There are four different acquisitions
represented by these sizable divestitures.

Table 1 presentsalist of the acquisitions that contribute the largest
number of branches to the sample. Clearly, branches divested by
BankAmerica Corporation as part of its acquisition of Security Pacific
Corporation in early 1992 account for the largest share of the branches
inthe sample. Nearly 190 branches, or roughly one-fourth of the sample
are associated with thisdeal . Other deal sthat contributed alarge, albeit
much smaller, share of the divested branches include
NationsBank-Barnett (65 branches), Fleet-Shawmut (63), and Wells
Fargo-First Interstate (53). Most of the deal s represented in the sample
are associated with only afew divested branches. Roughly 30 percent
of the 58 deals contribute a single branch and another 30 percent
contribute two or three branches to the sample.

Eighty-six different firms purchased divested branches. Two firms
acquired more than 50 of the sample branches, and another two
purchased more than 40 offices. Moreover, nine banks and thrifts
purchased between 20 and 40 branches. In contrast to these substantial
acquisitions of divested branches, there were 28 purchasers that
acquired a single office and twelve that purchased two offices.

Themergersthat areincluded in the sampletook place roughly over
the decade of the 1990s. For about one-third of the sample, the
pre-merger observation is as of June 1991. These deals are largely
attributable to Bank of America-Security Pacific, but other dedls,
including Society-Ameritrust, also contributed to the large total. June
1995 and June 1997 are also common pre-merger dates, with dightly
more than 20 percent of the sample having each of these as its
pre-merger date.

V. Analysis: Survival Rates

Thefirst type of analysis conducted in this study is an examination of
survival rates, which are defined asthe percentage of divested branches
that operated for at |east agiven number of yearsfollowing divestiture.
Panel A of table 2 presentsacomplete survival rate analysisfor the 751
divested branches in the sample. The first column indicates the year of
the first post-divestiture SOD for the branches described in each row
(except the last two rows). The second column reports the number of
branches in the sample that had a given year as their first
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post-divestiture year. Finally, the last twelve columns report how many
branchessurvived at | east agiven number of yearsfollowing divestiture.
Panel B reports the information as a share of the figure reported in
column two.

For example, the second row reports information on the 108
branches that had 1998 as the year of their first post-divestiture SOD.
The table indicates that, consistent with sample construction rules, all
108 of the branches were in operation for the first possible
post-divestitureyear. Threeof thebrancheswerenotin operation during
the second possible post-divestiture year (1999), leaving 105 surviving
branches. Panel B indicatesthat 105 branches correspond to 97 percent
of the 108 that could have operated during the second year following
divestiture. The table also indicates that 102 branches (94 percent)
survived at least to the third year (2000) and 98 branches (91 percent)
operated during the fourth and final post-divestiture period (2001).

The second last row of panel A reports the actual number of
branchesthat survived at | east the number of yearsfollowing divestiture
indicated by the number in the column heading, and the last row reports
the maximum number of branches that could have been observed
surviving at least that number of years. The maximum number of years
that abranch could have been observed surviving is based solely on the
length of time between the first post-divestiture year and 2001, the last
year of SOD data, and is independent of the number of years that a
particular branch actually survived. Therefore, the number of possible
branches that corresponds to each of the figuresin the second last row
decreases across the table, because the number of branches that could
have survived at least a given number of years decreases as that given
number of years increases. For example, all 751 branches could have
been observed operating during the second post-divestiture year, but
only 316 branches could have been observed operating during the
seventh year following divestiture. Of the 316 branches, 213 (67
percent) operated during that seventh year.

Thefiguresin table 2 seem to suggest that divested branches were
very likely to continue operating from year-to-year. Roughly 97 percent
of thedivested branchesoperated at | east two post-divestitureyears, and
year-to-year survival rateswereroughly onthe order of 90 to 95 percent
for subsequent years. However, athough the figures on divested
branches are interesting, they do not tell us how the survival rates of
divested branches compared to other branches. Seeing that divested
branches operated for alength of timethat is at |east comparableto the
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typical branch would be consistent with divestitures having been
effective, because it would suggest that divested branches have been
able to operate as successfully as other U.S. branches. To address this
issue, benchmark figures were constructed.

For each year of data, 1989 to 1998, all branches on the SOD with
a reported address were tracked forward by looking at how many
consecutive years each address appeared on the SOD. As soon as an
address does not exist on the SOD or is associated with zero deposits,
the branch was considered to have stopped operating.

In order to maximize the number of accurate matches that could be
identified, several steps were taken to make addresses uniform across
timeincluding droppingall punctuation and spelling out commonwords
and numbers. Although these steps hel ped generate between 50,000 and
64,000 matches per two-year period, the efforts were nonetheless
somewhat limited in identifying all appropriate branch matches over
time. Sometimes, a reported address referencing a particular facility
changed, even though the actual physical structure remained the same.*

To make the benchmark similar to the sample, every branch in the
benchmark group was classified asbeing in one of the nine U.S. Census
divisions and in either arural or urban area. Urban areas were defined
as counties in metropolitan statistical areas using 1999 definitions.
Then, survival rates were measured for each of the eighteen
division-urban/rural combinations in the same way that they were
measured for the 751 divested branches as reported in panel B of table
2. A weighted average of the eighteen sets of survival rates was then
taken using the number of divested branches in each
division-urban/rural combination as the weight to get the benchmark
survival rates. The number of yearsthat took place between pre-merger
and post-divestiture was also taken into account with the appropriate
weighting.'” Benchmark survival rates are presented in table 3.

16. As discussed earlier, a great deal of effort was spent tracking the 751 divested
branchesover time. Dueto resourcelimitations, similar care could not betaken with thetens
of thousands of benchmark offices.

17. Benchmark survival rates were computed in two ways. First, al branches on the
SOD wereinitially included for each year. Then, only branches that could be tracked during
thefollowing year were kept. This condition was comparableto requiring divested branches
to be observable before the merger and after the divestiture. This process was repeated for
each year, 1989 to 1998. The second approach was to include all branches that could be
tracked for three consecutive years. Survival rates between the first and last of these three
years were treated as one-year rates to be comparabl e to those of divested branches that had
atwo-year gap between the pre-merger SOD and the post-divestiture SOD.
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The most relevant comparison is to look at survival rates for all
branches that could have survived at least a given number of years
following divestiture. The figures for such a comparison are provided
in the last several rows of table 3. The table indicates that whereas 97
percent of the sample branches survived at least two post-divestiture
years, only 93 percent of the benchmark banks survived a comparable
period. The three-year survival rates show a similar pattern, with 90
percent of divested branches surviving versus 87 percent of the
benchmark branches.

Although these two differences are statistically significant and
suggest that divested branches were more likely to continue operations
after two or three years than other comparable branches, it is difficult
to draw any strong conclusions. Matching branches over time is a
time-consuming process and much more effort was given to matching
the 751 divestiture branches than the tens of thousands of benchmark
branches. Moreover, the difference between the sample and benchmark
survival rates is generally insignificant for post-divestiture periods of
time greater than three years. After comparing the magnitude of
differencesbetweenthe sampleand benchmark survival ratesand taking
into account the difficulties with tracking branches with the SOD over
time, the data seem to suggest that divested branches tended to operate
for roughly as long as other U.S. branches.

Animportant caveat to the survival analysisisthat it takesanarrow
view of the operating status of abranch. There are many reasonsthat a
facility might discontinue operating and morethan afew of themare not
associated with the bank office being unsuccessful. A bank may close
an older branch and open a newer, larger one nearby to better serve a
growing and profitable customer base. Inthiscase, theold branchwould
have discontinued operations because it had been “too successful.”
Another reason that a bank may close a branch is cost reducing
consolidation. A bank may wind up with two branchesin the same area
(often as aresult of amerger) and may close one to save on costs. The
decision may have nothing to do with the ability of the closed branch to
serveitscustomers. Therefore, it isimportant to keep in mind that while
the survival rate analysis provides us with relevant and interesting
information about post-divestiture performance, there are limitsin the
strength of any conclusions that can be drawn.
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V1. Analysis: Growth Rates

The second type of analysis is an examination of deposit growth. If a
divested branch is able to retain and attract deposits, then it is more
likely that customersview it asaviablealternative, anditismorelikely
that the branch provides meaningful competition. The rate at which a
branch is able to grow its deposits provides insight into its ability to
meet customer needs.

Growth wasmeasured for various periodsfor every divested branch
inthesample. Median valuesarereportedintable4. The second column
of the table reports the maximum number of banks that could have
survived at least the number of post-divestiture years listed in column
one, and the third column lists the number of branches that actually
survived that long. The remainder of the columns report the median
growth rates over different periods experienced by branches that
operated at least as long as the relevant number of post-divestiture
years. The last column reports median cumulative growth rates during
the post-divestiture period and the preceding columns report one-year
growth rates.'® For example, the median growth in deposits between the
pre-merger year (0) and the first post-divestiture year (1) was —11.97
percent for the 675 branches that operated for at least three
post-divestiture years. Following divestiture, the growth rate for these
branches between years 1 and 2 was 1.29 percent and the growth rate
between years 2 and 3was4.93 percent. The median cumul ative growth
rate during the two-year, post-divestiture period (year 1 to year 3) was
6.98 percent.

Median deposit growth rates are better suited than means to
measuring the growth of the typical branch, because medians, unlike
means, are not heavily influenced by outliers. By definition, positive
growth rates are asymmetrically larger in magnitude than negative
growth rates. The lowest value that growth can take is -100 percent,
whereas the highest value has no upper limit. Therefore, mean growth
rates can be heavily influenced by a small number of extremely large
values. For instance, there are numerous examples among benchmark
branches of year-to-year growth rates exceeding 15,000 percent. These
growth rates may represent reporting errors or may be the result of
branch consolidation or deposit reallocation. Even if someor all of the

18. Intheanalysisof growthrates, thepost-divestiture period beginswithyear 1. Therefore,
for example, growth between years 1 and 4 is referred to as the three-year growth rate.
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outliers were a result of errors, it would be difficult to know which
observations should be dropped and which should be kept. Using
medians allows these outliersto be included in the analysiswith only a
limited influence on reported values.™

There is one clear pattern that emerges from table 4: divested
branchesloseasubstantial shareof depositsbetweenthepre-merger and
post-divestiture SOD reporting dates. About three-quarters of the 751
branches lost deposits between years 0 and 1, with the median change
being —12.72 percent. In subsequent years following divestiture,
changes tended to be positive and more modest in magnitude. The data
suggest that after initially losing asignificant share of their deposits, the
divested branches were able to reverse that pattern and grow.

Growth rates of divested branches must be examined relative to the
growth rates experienced by similar branches. To do this, growth rate
benchmarks are created in much the same way as survival rate
benchmarks. Growthismeasured over one- and multi-year timeperiods,
starting from various pointsin time, for al branchesin the benchmark
group. Then, median growth rates are measured for the eighteen groups
of branches based on the possible combinations of the nine Census
divisionsand theurban/rural split. The processis donetwice; oncewith
growth between year 0 and year 1 measured over aone-year period and
once with growth between year 0 and year 1 measured over atwo-year
period.

Each of the 751 branches is matched with a relevant benchmark
based on the year of the pre-merger SOD, the location of the branch,
whether one or two years transpired between the pre-merger and
post-divestiture periods, and the number of years that the branch
operated. The difference between growth of divested branches and
median growth of benchmark branches is computed to get adjusted
growth rates. These rates reflect the performance of divested branches
relative to similar branches. Median values of benchmark-adjusted
growth rates are presented in table 5.

Examining runoff between the pre-merger and post-divestiture
period rel ativeto other branches suggestsan even larger lossof deposits

19. A simple example that illustrates the effect of the asymmetry on meansis a branch
that sees its deposits decline from $5 million to $1 million, and ancther branch that seesiits
depositsincrease from $1 million to $5 million. Thetwo growth rates would be—80 percent
and 500 percent, respectively, which averages out to 210 percent. Thetwo branchesgenerate
avery high average growth even though thereisatotal of $6 millionin both branches at both
pointsin time.
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at divested branches. The median difference between growth of the 751
divested branches and growth at other brancheswas—17.56 percentage
points. Because SOD data are reported once ayear at agiven point in
time, itisimpossibleto tell when the runoff occurred. It isunclear from
the data how much of this runoff took place before the merger, how
much occurred between the merger and divestiture, and how much took
place after divestiture. Thisinformation would shed light on the extent
to which depositorsfled in anticipation of the change in their bank and
the extent to which depositors may not have been satisfied with the bank
that purchased their branch. Information on what happened to the lost
deposits, which would also provide valuable insight into the merger
process and its effects on customers and other banks, is also
unavailable.

There is no clear pattern in deposit growth for years following the
divestiture. Divested branches sometimes grew more rapidly and
sometimes grew more slowly than other branches by a modest amount,
and at other times they grew at about the same rate as other branches.
Relative deposit growth was a statistically significant 2.23 percent
below the benchmark between years 1 and 2 among the 726 branches
that survived that long. However, itisunclear if thisunder-performance
represents continued, albeit milder, runoff, or if it is ssimply part of a
post-divestiture period during which divested branchesdid about aswell
as all branches on average with some yearly fluctuations.

Growth rates between the pre-merger and post-divestiture period
presented in table 5 indicate that divested branches retained and
attracted significantly fewer depositsthan other, similar branchesduring
thistime of transition. However, the figures do not indicate how much
of this reduction in deposits may be attributable to the disruption and
inconvenience associated with the divestiture and how much may be
attributable more generally to the merger.

Customers of any branch that undergoes a change in ownership
generally experience some disruption or inconveniencein their banking
activities because the new bank often institutes different policies and
procedures, operates under new rate and fee schedules, and closes
offices. Converting accounting, computer, and other systemsfromthose
of the former institution to those of the new institution can also
introduce a myriad of problems. In addition, during the period
immediately preceding the actual sale of their branch, customers may
experience a reduced level of service from owners, managers, and
employeeswho may havelittleincentiveto keep customerssatisfied. As
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TABLE 6. Growth RatesFrom Year Oto Year 1 (in percent)

Number of similar non-divested target
branchesowned by the acquiring organi zation
in thefirst post-divestiture year

Measure Atleast 1 Atleast 10  Atleast 20

Median growth in deposits of

divested target branches -11.68 -12.15 -13.22
Median growth in benchmark based on

deposits of non-divested target branches -6.82 -6.82 -6.82
Median growth in benchmark based

on deposits of al branches 4.84 4.84 4.84

Median differences
Divested less benchmark based on

all non-divested target branches -5.08? —4.93° —4.86°
Divested less benchmark based on
all branches -16.44* -17.08* -18.307

Number of divested target branchesin
deals with sufficient number of similar
non-divested target branches 598 521 480

Note: aindicates significant difference at the 1 percent level. Sign tests are conducted
to test for significance..

aresult of changes and problems around the time a merger takes place,
customers often flee their new bank for one that offers better service,
prices, or convenience.

In order to distinguish between the effects of the merger and those
of the divestiture on customer runoff, the growth rates of branches that
were divested are compared to the growth rates of branches that were
acquired in the same merger, but not divested. Specifically, for each
divested branch in the samplethat belonged to atarget firm, the median
growth rate between year 0 and year 1 is measured for all other target
branches that were acquired, but not divested and that were located in
the same census division and urban/rural area type as the divested
branch. There were 598 divested branches that could be matched up
with at least one other non-divested branch. Table 6 indicates that the
median growth rate of these target-owned, divested branches was
—11.68 percent between years 0 and 1. In contrast, the median growth
rate of benchmarks based on similar branches that were acquired, but
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not divested, was—6.82 percent. The median growth rate of benchmarks
based on all smilar branches to those that were divested was 4.84
percent.

These growth rates indicate that the decline in deposits observed
during the so-called runoff period can be attributed to both the merger
and the divestiture, with the merger accounting for about 70 percent of
the difference and the divestiture for about 30 percent. The median
growth rate of divested branches was about 16 percentage points less
than the growth of all branches: roughly 5 percentage points of this
amount are attributable to the difference between branches that were
divested and branches that were acquired but not divested, indicating
that about 11 percentage points are attributable to the difference in
growth rates at branches that were acquired and all branches overall.
When the minimum number of branches that must be included in the
group of branches that were acquired, but not divested, is raised, the
number of divested branchesthat can be analyzed decreases, but results
remain similar.

These findings suggest that the disruption and inconvenience for
customers of a particular branch may be greater when the branch is
divested as part of a bank merger than when the branch isincluded in
the primary acquisition and not divested. Integrating branches acquired
by divestiture may be more difficult than integrating other acquired
offices, because such branch salesarelesslikely to involve executives,
managers, and other staff of the acquired bank that may help smooth the
transition process. Often, members of an acquired bank’ s management
and staff are retained to assist in both the initial transition and ongoing
operation of the consolidated bank. Another possible explanation for
why divested branches experience more runoff than other acquired
branches is that divested branches may have been selected for sale by
the acquiring firm because such branches were more likely to
experience substantial runoff. However, it isunclear that runoff can be
predicted accurately, and given that the divested branches must be sold
toawilling buyer, it isalso unclear that purchasers would be willing to
repeatedly buy branches that experience large amounts of deposit |oss.

Annual growth rates indicate that after experiencing substantial
runoff, divested branches grew comparably to other branches in the
industry. This pattern suggeststhat divested branchestended to provide
meaningful competition by being able to retain and attract deposits as
well asother, similar branches. However, the pattern al so suggests that
divested branches were significantly smaller after divestiture than
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before. Roughly 70 percent of the size reduction appears to be
associated with the branch being involved in an acquisition, and 30
percent appears to be associated with the branch being divested. Asa
result of the reduction in deposits, pre-merger deposit levelsthat do not
take into account the likely high level of deposit runoff may overstate
the influence of divested (and other acquired) branches on post-merger
competition. This finding suggests that antitrust authorities and bank
regulators may want to further examine the issue of whether to
explicitly incorporatethe effect of runoff into their competitiveanalysis
of proposed bank mergers.

VI1I. Conclusion

Divestitures are a key element of the bank merger policies of antitrust
authoritiesand bank regulatorsinthe U.S. By selling officesin markets
that raise concerns about a substantial reduction of competition,
acquiring firms can complete deals that otherwise might be considered
antitrust violations. However, the question remains asto how effective
divestitures are at promoting competition. The analysis in this paper
sheds some light on this issue by examining the survival and growth
rates experienced by a large sample of branches that were divested
between 1989 and 1999.

Survival rate analysisindicates that divested offices are very likely
to continue operating fromyear-to-year. Theanalysisa so indicatesthat
the probability of a divested branch operating for at least a certain
number of years after divestiture is comparable to the probability of
similar branches operating over the same period of time.

Depositsat divested branchesdeclinesubstantially during theperiod
from shortly before the merger to shortly after the divestiture. Roughly
70 percent of the runoff that occurs during this time appears to be
associated with the branch being acquired as aresult of a merger, and
about 30 percent isassociated with the branch being divested instead of
operated by the acquiring firm. Substantial runoff suggests that the
influence on the market of divested (and other acquired) branches may
be smaller than indicated by pre-merger deposit levels. After theinitial
declinein deposits, divested branchesgrow at acomparablerateto other
branches, suggesting that they effectively retain and attract customers.

The findings of this paper are consistent with the success of the
policy of U.S. antitrust authorities and bank regulators accepting the
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divestiture of bank branches as a remedy for reducing the anti-
competitive effect of certain mergers and acquisitions. Divested
branches operatefor lengthsof timethat are comparableto all branches,
and even though they experience substantial deposit runoff around the
time of the merger, divested branches subsequently exhibit deposit
growth rates that are comparable to those of other similar branches.
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