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Financial Institution Merger Enforcement:
The Historical Context

Introduction

This Article discusses past
government merger enforcement and
bank regulation relevant to financial
institution mergers, focusing on hotly
contested policy debates. Such past
debates provide insight into the future
course of bank merger regulation if for
no reason other than that new debates
may be similar to the old. Political
sentiments hostile to large financial
institutions dominate these past
debates, and may continue to do so in
the future.

The first part of this Article will
provide a brief overview of recent
governmental agency and
Congressional activity and financial
institution mergers. This Article will
next discuss the great debate of
antitrust merger policy of past decades:
whether merger enforcement should be
a political tool to be used against big
business, or a means of assuring
economic efficiency. The third part of
this Article briefly considers the history
of American regulation of financial
institutions, which frequently included
controversial policies devised by
politicians reacting to public antipathy
to large financial institutions. This
Article continues by taking up the
debate concerning the federal
government’s aid to large and troubled
financial institutions considered “too
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big to fail.” Such government aid has
occasionally put a burden on
taxpayers, and aroused public concern.
Finally, this article concludes that old
policy debates over political antipathy
to large business entities are sure to
rise again.

An overview of recent
governmental agency and
Congressional activity

and financial institution mergers

Several federal agencies review
financial institution mergers. Review
standards applied by the Antitrust
Division of the U.S. Department of
Justice are contained in the generally
applicable Merger Guidelines issued
jointly by the Antitrust Division and
the Federal Trade Commission. Bank
Merger Screening Guidelines, issued
by the Antitrust Division of the U.S.
Department of Justice, The Federal
Reserve Board and the Office of the
Comptroller of the Currency, clarify the
agencies’ processes and, in a single
document, set out the ground rules for
the agencies’ review of mergers.! The
federal agencies can challenge those
mergers perceived as threatening
competitive harm and do, in fact,
challenge a small percentage.? State’s
Attorney Generals may also have
authority to challenge bank mergers.

Congressional legislation affecting
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financial institutions includes the
Riegle-Neal Interstate Banking and
Branching Efficiency Act of 1994,
(“Riegle-Neal Act”), which provides
that national banks and authorized
state banks are able to branch
nationwide, except in states that opted
out of interstate branching.* Thus, the
Reigle-Neal Act permits banks to
operate throughout the country,
something non-bank financial
institutions have always been able to
do.

Much Congressional effort has been
directed to the repeal of statutes dating
from the Great Depression that
prohibit banks from commercial
activities such as sales of securities and
insurance. This effort has, for the most
part, been unsuccessful. The target of
the repeal effort is the Glass-Steagall
Act, which sharply limits the types of
business banks can conduct. For
example, securities underwriting by
banks is constrained by the Act.>

The stated purpose of the Glass-
Steagall Act is to provide for the safety
and more effective use of the funds
provided to banks by the Federal
Reserve system and to prevent the
undue diversion of bank funds into
speculative business investment. The
Act’s separation of banking and other
business activity has been weakened
by regulatory agencies over the years.
Recent Federal Reserve and Comptroller
of the Currency announcements
further liberalize bank participation in
the securities industry.®

Congress recently considered bills
repealing the Glass-Steagall Act and

1998

Financial Institution Merger Enforcement

expanding the business banks can do.
However, as of May, 1998
Congressional efforts were at
stalemate, with banking interests
unable to work out a compromise with
securities and insurance business
interests trying to protect their turf.’”
Consumer groups and small thrifts also
oppose the proposed legislation

However, commentators suggest that
legislation repealing the Glass-Steagall
Act and expanding bank businesses
will pass some time in the next few
years.’

Against this backdrop of government
agency merger enforcement and
Congressional activity, some
commentators believe large financial
institution mergers are beneficial.'®
Recent Congressional legislation
permitting interstate branching is one
cause of an increase in merger acivity,
as mergers provide a way for banks
that develop interstate operations to
show greater earnings." A reason for
recent mergers of multiregional banks
is that governmental merger
enforcement tends not to penalize
merger partners simply because they
are multiregional: relevant markets are
generally local for the purpose of
antitrust analysis. A merger partner’s
broad geographic reach is largely
irrelevant to analysis of the effects of a
merger in any particular locality."?

Some commentators believe repeal of
the Glass-Steagall Act will also
encourage merger activity. Repeal
would reduce regulation by limiting
banks to traditional businesses. Banks
will be able to engage in a variety of
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financial service activities, such as
securities and insurance marketing.
Financial institutions that are not
chartered as banks will also be in these
businesses. Now artificially
fragmented markets for banking,
securities underwriting, and insurance
may converge. Various financial
service institutions will provide an
integrated array of financial services
and have nationwide scope. The size
of these financial institutions could
become quite large, and their number
few, as a result of merger activity.
Author Martin Mayer envisions
“nationwide or nearly nationwide
institutions, certainly no more than
twenty of them. Some of these
institutions will be banks, some will be
brokerage houses, some will be data
processors . . .. These nationwide
institutions will be what the retail trade
calls ‘category killers.””** The Citibank-
Travelers’s merger, combining banking
and insurance powerhouses, adds
weight to Martin Mayer’s vision.

How “big is bad” merger
enforcement gave way to efficiency
oriented enforcement

Antitrust law does not fit easily into
the orthodox mold of law as a science
of universal and immutable principles.
That view of law, associated with turn
of the century Harvard Law Dean
Christopher Langdell and traditional
Socratic law school teaching, has given
way to a more realistic and goal
oriented antitrust jurisprudence.”
Antitrust law is fluid and has evolved

dramatically in recent years.
Post-World War II antitrust
enforcement was suspicious of
businesses with large market share.
This suspicion, however, went beyond
pure economics and included a fear of
the the political power and social
leadership of large market share
businesses.!® Anti-big business
suspicion may have come from
experience with business cartels
associated with harsh World War II
governments in Germany and Japan.
The domestic political struggles that
led to the New Deal policies of the
1930’s may have also influenced post-
war federal antitrust enforcers. In
1959, Karl Kaysen and Donald Turner
theorized the then-current goals of
federal antitrust enforcement:
The goal of a ‘proper’ distribution
of power, [including political
power and general social
leadership], between large and
small business is rationalized in
terms of certain Jeffersonian
symbols of wide political appeal
and great persistence in American
life: business units are politically
irresponsible, and therefore large
powerful business units are
dangerous. [When it passed the
Sherman Antitrust Act, Congress]
desired to protect equal access and
equal opportunity for small
business for noneconomic reasons:
concentration of resources in the
hands of a few was viewed as a
social and political catastrophe ...

In 1945, in United States v. Aluminum
Company of America,’® Judge Learned
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Hand wrote,”[w]e have been speaking
only of the economic reasons which
forbid monopoly; but, as we have
already implied, there are others, based
on the belief that great industrial
consolidations are inherently undesirable,
regardless of their economic results.”"

Congress amended the antitrust laws
in 1950 to include the Clayton Antitrust
Act in an effort to plug the dike against
a perceived rising tide of industrial
mergers. Clayton Act Section 7
prohibits acquisition of stock or assets
“where in any line of commerce or any
activity affecting commerce in any
section of the country, the effect of such
acquisition may. . . be substantially to
lessen competition, or to tend to create
a monopoly.”?

Merger cases brought by the United
States governement in the 1950s and
1960s frequently involved companies
which had relatively small shares of
properly defined markets, and where
anticompetitive effects were obscure.
For various reasons, the Government’s
opposition to the mergers generally
prevailed in the courts. Justice Stewart
quipped in a now famous dissenting
opinion, “The sole consistency I can
find is that in [merger] litigation under
Section 7 [of the Clayton Act], the
Government always wins.”#

Perhaps the most noted bank merger
case of the 1960s was United States v.
Philadelphia National Bank.Z In blocking
the merger, the Supreme Court relied
heavily on broad policy considerations.
The Court did offer economic analysis
of market power in a defined product
and geographic area, although the
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analysis does not meet today’s rigorous
standards.?

The Philadelphia Bank Court’s
economic analysis found that merger
prospects Philadelphia National Bank
and Girard Trust were the second and
third largest regional banks based on
such criteria as deposits, assets, and
loans. The Court accepted the
Government'’s evidence that the
relevant product market was
“commercial banking,” including
various kinds of services, and that a
four county metropolitan area was the
relevant geographic area for determining
market power. The Court found that
merger would leave a single bank
controlling 30% of commercial
banking. The Court discounted
evidence that the merger would have
no significant competitive effects, and
put great weight on the 30% market
share figure

The Court cited Brown Shoe v. United
States® case for the proposition that
“Congressional concern with the trend
toward concentration [evidenced in
Clayton Act Section 7] warrants
dispensing, in certain cases [involving
large market share], with elaborate
proof of market structure, market
behavior, or probable anticompetitive
effects.”? The Court said that the high
market share percentages presented an
“inherently anticompetitive tendency.”?
Philadelphia Bank further refused to
rationalize the anticompetitive merger
on the basis of an alleged benefit to
consumers, observing that Congress, in
enacting the Clayton Act, barred
“anticompetitive mergers, benign and
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malignant alike...”?

The late 1970s and early 1980s, critics
stepped forward to attack a process of
federal antitrust enforcement, and
judicial reasoning, that relied less and
less upon pure market-share analysis.
Richard Posner, among others,
proclaimed the science of economics as
the antidote to “big is bad”
prosecutions. “The antitrust field is in
need of a thorough rethinking. [T]o the
extent that

unnecessary interference with that
larger universe of mergers that are
either competitively beneficial or
neutral.” The 1982 Guidelines, along
with subsequent versions, provide
detailed formula for determining when
a merger will create anticompetitive
market power. The 1982 Guidelines
provided forumla for determining,
among other things, product and
geographic market, potential for
anticompetitive

efficiency is the goal effects, and relevant

. T
of antitrust The Antitrust Division | Sfficiencies.
enforcement. . . Some aspects of the
[there is no] currently analyzes Department of
justification for particu lar pro duct Justice’s current bank
using the antitrust merger analysis differ
laws to attain goals markets, such as loans markedly from the
unrelated or to small businesses, and | market share driven
antithetical to det . the rel ¢ analysis of Philadelphia
efficiency, such as € ermlne.s € reievan Bank®' The Antitrust
promoting a society | geographic market for Division currently
of small analyzes particular

tradespeople.”?

each such product.

product markets, such

William Baxter, the first U.S. Assistant
Attorney General in charge of antitrust
enfurcement under President Ronald
Reagan, heeded the calls for a new
enforcement grounded in efficiency
based economics. Baxter, himself the
author of learned articles on economics
and antitrust, in 1982 initiated
Antitrust Division Merger Guidelines
which were significantly different from
the Guidelines the agency had issued
in 1968. The 1982 Guidelines attempted
to balance the Congressional mandate
to interdict competitive problems in
their incipiency with a desire to “avoid

as loans to small
businesses, and determines the
relevant geographic market for each
such product. The Division focuses on
particular customer groups, and has,
for example, evaluated “the potential
effect of bank mergers on middle-
market banking customers. Such
customers have banking needs that are
different from small businesses.”®? The
Division then “look[s] at the possibility
of entry and expansion.” The overall
goal is to prevent “anticompetitive
effects from bank mergers, . . . while at
the same time permitting most of the
efficiencies associated with those
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mergers.”* To this end, the ultimate
test is if, or how, different classes of
consumers might be harmed by the
proposed bank merger. Examples of
such consumer injuries include higher
interest rates, or even a lack of
available funds from banks in the
given community.*

Some commentators suggest that
efficiency-oriented economic analysis,
as a source of deductive reasoning by
courts, continues to evolve. This
evolution, is the heart of the transition
from “Chicago school” antitrust
enforcement to “post-Chicago school”
antitrust economics. The older
Chicago school style may have tended
to be rigidly deductive, while the
newer economic style leaves more
opening for analysis of the particular
facts of each case.®

A brief look at the history of bank
regulation and the role of political
opposition to large financial
institutions

Regulation of financial institutions in
the United States has a unique political
history. Persistent public opposition to
great banking power has had the
important effect of crating a central
bank system that is weaker than that of
other major countries, and producing a
more fragmented system of financial
institutions.

Politicians colorfully expressed their
opposition to big banking interests as
early in the American Republic as
Jefferson’s presidency? and the
Jacksonian period.*” Popular
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discontent with banking influenced
development of the country’s banking
structure.® The first Bank of the
United States was formed through the
efforts of Alexander Hamilton in 1791,
but Congress refused to renew its
charter in 1811.* The second Bank of
the United States was established in
1817, but in 1832 Andrew Jackson
vetoed legislation to give the bank a
new charter. “Jackson’s belief in state’s
rights, his concern for agrarian issues,
and his distrust of banks in general and
the economically and politically
powerful Bank of the United States in
particular had predisposed him to
oppose the bank . . .”%

The Federal Reserve Act of 1913 gave
the United States an imperfect central
bank:

While the Federal Reserve Act was
a step in the right direction, it
contained flaws that were largely
a result of the political
compromises that had to be made
to get any central bank at all.
Regional interests opposed
establishing a single central bank,
such as existed in other
industrialized nations, and states’
righters resisted a substantial
federal presence in the affairs of
the central bank. These groups
feared that a central bank would
be controlled by the interests of
Wall Street or Washington D.C.#!

The Great Depression of the 1930s
tested the abilities of the Federal
Reserve System, which performed
poorly.#? The result was a revamping
of the regulatory structure of banking.*
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The revamped structure provided the
banker’s “safety net” that provided
federal insurance for bank depositors,
limited the scope of bank activities,
and protected banks from competitive
forces.*

Certainly political pressures
prompted legislative action during the
Great Depression. An interaction
between popular discontent and
political action is described in Robert
Litan’s retelling of the story of how the
Glass-Steagall Act was passed.®
Senator Glass repeatedly proposed that
Congress pass legislation to separate
commercial and investment banking.
He was unsuccessful until 1933, when
the political climate had changed, in
part because Senator Glass held
Congressional hearings revealing
various abuses by banks and their
securities affiliates. The hearings
helped “fan public sentiment against
the banking community, which not
surprisingly intensified as the bank
failure rate accelerated into 1933.”46
Thus the Glass-Steagall proposal
became part of the legislative package
passed to rescue the banking system.

Congress’s adoption of the Clayton
Act in 1950 was directed at the
perceived problem of business mergers
generally, not just bank mergers. The
passage of the Act reflected the
continuing political pressures concerning
mergers of large businesses.

The federal bail-out of savings and
loans and commercial banks in the
1970’s and 1980’s clearly caught the
attention of the public and became a
political issue. There is a likely

connection between public concern
and the Federal Deposit Insurance
Corporation Improvements Act of
1991, which established more rigorous
regulation of banks, and the 1994
federal legislation which limited
Government bail-out of banks beyond
paying off insured depositors.*’

In short, there is a rich American
history of political hostility toward
large financial institutions, leading to
legislative and regulatory limits on
banking, often of arguable merit.

Banks “too big to fail”

It is useful to tease out from the
broad story of financial institution
regulation the narrower story of
government rescues of floundering
banks considered “too big to fail.”
These rescues have imposed costs on
the taxpayers, and are an example of
government action having a politically
significant tendency to arouse public
ire toward large financial institutions.

Government aid to troubled banks
may be viewed as in two categories;
payment to depositors within the
stated per-deposit federal deposit
insurance limit (currently $100
thousand), and aid beyond that limit.%
In 1994 Congress enacted legislation
stating that Government bail-out of
banks should restricted to paying the
losses of insured depositors to the
extent of the prescribed $100,000
payment limit.¥ Nevertheless, in the
past government regulators have felt a
need to aid troubled banks beyond the
prescribed insurance limits and
uninsured deposits were treated as if
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insured. It is a matter of debate
whether the 1994 statute will preclude
extraordinary aid in the future. If
Congress and the regulatory agencies
believe that particular large financial
institution failures threaten the stability
of the economy, arguably means could
be found to save the “too big to fail”
institutions. Indeed, some critics think
the U.S. Government has recently been
too quick to come to the aid of large
U.S. banks that made unfortunate
investments in the Asian markets.*

Among the “too big to fail” banks
that the Government bailed out in the
past was Continental Illinois. That bail
out reportedly caused the FDIC a loss
of $1.7 billion in 1984.5! In 1988, the
FDIC rescued the nation’s 13th largest
bank holding company, First Republic
Bank Corp., in a package reportedly
worth $5 billion.>

In THE BANKERS: THE NEXT (GENERATION,
Martin Mayer provides an account of
U.S. Government “too big to fail”
policies.® He explains that financial
problems hit commercial banks in the
late 1980s because, like the savings and
loans before them, banks face a long
term decline in their ability to compete.
Banks have reduced ability to control
low interest deposits as a source of
capital, and a reduced ability to
compete profitably with non-bank
sources of capital. As a result the sense
developed that commercial banks were
in a precarious situation.*

According to Mayer, the
government’s solution for the large
commercial banks’ predicament
included some direct bailout activity
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and promotion of mergers that reduced
the number and capacity of banks.®
Mayer concludes that “by keeping the
big banks alive to buy each other out
after the government had restored
them to profitability, the Fed achieved
the necessary results with the least
shock to the system.”> This is not to
say that the solution was without costs
to taxpayers. The most obvious was
the direct cost to the Federal Deposit
Insurance Corporation, (“FDIC”).
Absorbing the losses of one bank alone,
First Republic, eventually cost the
FDIC $3 billion. Additional taxpayer
burden took the form of special tax
breaks provided to facilitate the quiet
absorption of First Republic into
another bank by merger.”

Conclusion: The significance of
political antipathy toward large
financial institutions

Past bank regulation and merger
enforcement policy was to some extent
influenced by political debate
involving public hostility to large
financial insitutions. The extent to
which such public concerns will be
relevant in the future is a matter of
speculation, but review of the daily
press suggests that there is already
some escalation of political debate
based on public concerns. The
consequences of significant escalation
could include reducing the influence of
economic analysis while increasing
emphasis on broad political issues are
brought into play. Policy debates could
reopen between advocates of broadly
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based “big is bad” political thinking
and advocates of economic efficiency.
That political give and take affects
merger policy is a simple point, but it is
an important one. Policy makers will
need to deal actively with antipathy
toward large financial institutions as a
political issue. A lesson from the past
drawn by some observers is that
politicians’ reaction to public hostility
to large financial institutions has often
been demagogic, leading to less than
optimal public policy.® Hopefully
there will be no such dire consequences
in the future, and excellent policies
serving the public interest will prevail.
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interest charged those folks in Asia? No.”
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55 Of course, many small savings and
loans and commercial banks were also bailed
out by the U.S. Government.

5 See MAYER, supra note 14, at 260.

> “Too big to fail” policies are one
example involving a public issue where
hostility toward large financial institutions is
brought into play. ATM surcharges and
other bank fees have, for another example,
drawn the ire of Public Citizen and other
consumer groups, and have been the subject
of state laws and bills proposed to Congress.

* See VAUGHN & HiLL, supra note 38.
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