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THE EFFECTS OF STRATEGIC AND MARKET COMPLEMENTARITY ON ACQUISITION PERFORMANCE: EVIDENCE FROM THE U.S. COMMERCIAL BANKING INDUSTRY, 1989–2001 JI-YUB (JAY) KIM,1 * and SYDNEY FINKELSTEIN2 1 Marshall School of Business, Department of Management and Organization, University of Southern California, Los Angeles, California, U.S.A. 2 Tuck School of Business, Dartmouth College, Hanover, New Hampshire, U.S.A.



Most traditional research on mergers and acquisitions tends to focus on the role of similarity in explaining acquisition performance. While scholars have recently begun to examine acquisition complementarity, there is still little evidence concerning how complementarity influences acquisition performance. Further, previous research has not drawn the connections between related contexts and the potential benefits from complementarity. In this article, we move the study of acquisition complementarity forward by investigating the effects of strategic and market complementarity on acquisition performance in the context of related horizontal acquisitions. We also propose that two key attributes of acquirers—strategic focus and out-of-market acquisition experience—will moderate this relationship. We investigate our research questions in the context of all 2,204 acquisitions made by publicly traded U.S. commercial banks during the 12-year period from 1989 to 2001. Our findings are generally supportive, suggesting complementarity is an important antecedent of acquisition performance, and raising important issues on the nature of acquisition research in general. Copyright  2009 John Wiley & Sons, Ltd.



INTRODUCTION One of the most fundamental, and oft-studied, pursuits in the field of strategy is the endeavor to understand what types of acquisitions create value for acquiring firms (Hitt, Harrison, and Ireland, 2001). For years one of the most common answers to this quest focused on the positive benefits of relatedness, traditionally defined and operationalized as common industry membership. Scholars in both strategy and finance have undertaken dozens of studies of the effects of relatedness on acquisition performance (e.g., Kaplan and Wiesbach, Keywords: mergers and acquisitions; complementarity; corporate strategy; strategic fit; organizational learning; financial service industry *Correspondence to: Ji-Yub (Jay) Kim, Marshall School of Business, Department of Management and Organization, University of Southern California, 3670 Trousdale Parkway, Los Angeles, CA 90089-0808, U.S.A. E-mail: [email protected]
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1992; Lubatkin, 1987). The core idea in this research stream is that firms in related businesses share similarities in management style, culture, and administrative processes, which enable them to effectively leverage their preexisting resources and capabilities to the merging partner’s business, where those resources are relevant and have currency (Palich, Cardinal, and Miller, 2000; Robins and Wiersema, 1995). Thus, the dominant logic in prior work holds that similarity between merging firms is the primary source of strategic fit that improves acquisition performance. As compelling as these arguments are, the research record is decidedly mixed, with some studies providing support (e.g., Anand and Singh, 1997; Walker, 2000), and others indicating that related acquisitions do not outperform unrelated acquisitions (e.g., Matsusaka, 1993; Seth, 1990) or exhibit a nonlinear relationship with acquisition performance (e.g., Ahuja and Katila, 2001).
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More importantly, similarity is not the only way to assess an acquisition’s potential to create value. Complementary differences can also offer opportunities for value-enhancing resource redeployment. Often building on the resourcebased view of the firm, some scholars have argued that it is the complementarity of acquirer and target that is one of the most significant factors in acquisition success (Capron, Dussauge, and Mitchell, 1998; Harrison et al., 1991; Wang and Zajac, 2007). Despite the importance of complementarity in acquisitions, merger and acquisition (M&A) research has tended to greatly favor studies of similarity over studies of complementarity. In fact, with the exception of an important study by Harrison and his colleagues (1991), there has been little systematic empirical work on acquisition complementarity. In this article we seek to redress this imbalance. Complementary differences between acquirer and target—and especially differences that can be exploited by shifting resources or strategies—can create value for the combined firm by allowing the merged firm to respond to a wider array of business opportunities and to develop competencies that either firm could not create alone (Capron et al., 1998; Harrison et al., 1991). In this study, we bring complementarity to center stage, but do so in a related industry context. Complementarity essentially entails differences that exist between two firms, and realizing complementary benefits depends on successfully managing such differences. Managing the different resources and capabilities of two merging firms presents significant managerial challenges, and industry differences greatly exacerbate such difficulties by preventing efficient transfer of knowledge and resources (Bowman and Helfat, 2001; Chang and Singh, 2000). Hence, complementarity differences are valuable only to the extent that they can be exploited (Hitt et al., 2001), so when merging firms compete in the same industry context, such exploitation is much more meaningful. Firms that compete in the same industry share common frames of reference (Porac, Wade, and Pollock, 1999), standard procedures and communication channels (Henderson and Clark, 1990), and recipes on strategic thinking (Spender, 1989). Organizational knowledge is profoundly shaped by a firm’s industry environment as firms seek ways to improve their organization-environment Copyright  2009 John Wiley & Sons, Ltd.



fit (March, 1999), and managers develop industryspecific knowledge and human capital (Harris and Helfat, 1997). These commonalities create greater opportunities to exploit complementarities between merging firms. At least in part as a response to the less than overwhelming results from prior acquisition studies, recent work in diversification is supportive of our premise (Li and Greenwood, 2004; Stern and Henderson, 2004). These studies have shown that diversification can yield benefits when organizational subunits share similar technologies and organizational contexts because resources are often immobile across industries, and the single-industry context facilitates resource sharing within and across a firm’s product lines. In sum, we propose that the best context that acquiring firms can realize complementary benefits is one in which merging firms have commonalities that enable valuecreating activities. We extend this logic to also develop theory on the conditions that enable an acquiring firm to best capitalize on potential complementary benefits via acquisition. The ability of a firm to realize complementarity in an acquisition depends significantly on whether it is equipped with the requisite firm characteristics needed to capitalize on the opportunity and turn the potential into reality. As evident as this may sound, acquisition scholars have paid little attention to how the strategic characteristics of acquiring firms affect their ability to create value in acquisitions (King et al., 2004). Hence, a second important contribution of this study is our examination of strategic and firm characteristics of acquirers that influence their ability to realize potential complementarity. This is a critical contribution to the acquisition literature not only because few studies have investigated moderating influences on how acquisition strategy affects acquisition performance, but also because it is an explicit acknowledgement that value creation in acquisition depends on both the capabilities of an acquirer and the strategic fit between an acquirer and a target. We study these ideas in a single industry setting—the U.S. commercial banking industry—that allows us to draw inferences on how acquisitions within the same industry (related horizontal acquisitions) might be a critical backdrop for firms seeking to realize the benefits of complementarity. We also conducted qualitative investigation, including a series of interviews with bankers and industry experts, to complement our formal models by Strat. Mgmt. J., 30: 617–646 (2009) DOI: 10.1002/smj



Strategic and Market Complementarity on Acquisition Performance developing a better understanding of the nature of acquisition activities in the banking industry. However, it is important to note that our study is strictly deductive. Our qualitative evidence was not used to build theories around a specific industry situation, but employed to construct empirical models that accurately reflect our theories and industryspecific boundary conditions, and to bridge any potential gap between our theories and models (Eisenhardt, 1989; Yin and Zajac, 2004). In sum, this study’s primary contributions to the literature on M&A are twofold: (1) the development of theory on complementarity that models the potential benefits of complementarity clearly in the context of related acquisitions, and (2) the explicit consideration of the moderating role of a firm’s strategic profile and fit on the potential value to be gained via complementarity.



THEORIES AND HYPOTHESES Complementarity in acquisitions Although complementarity has been an important topic in many areas of strategy and organization research, including acquisition (Harrison et al., 1991), diversification (e.g., Harrison, Hall, and Nargundkar, 1993), strategic alliances (e.g., Gulati, Nohria, and Zaheer, 2000), and research and development (e.g., Mowery, Oxley, and Silverman, 1998), there is ambiguity about just what complementarity is. Sometimes simply defined in terms of differences, sometimes used interchangeably with related constructs such as economies of scope, there is a need for definitional clarity (Harrison et al., 2001). In the economics literature, assets are seen as complementary when increasing the magnitude of one asset generates superior returns from another asset (Milgrom and Roberts, 1995). Research in strategy has extended work from the economics tradition in a theoretically rich manner. Complementarity is a central construct in the resourcebased view of the firm (Barney, 1991; Wernerfelt, 1984), where it has been depicted in terms of assets (Tripsas, 1997), knowledge (Wang and Zajac, 2007), capabilities (Krishnan, Miller, and Judge, 1997), and technology (Teece, 1986). According to the resource-based view, complementarity arises when a combination of resources or capabilities that are different but mutually reinforcing Copyright  2009 John Wiley & Sons, Ltd.
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enables a firm to create value that it cannot create without such a combination (Helfat and Peteraf, 2003). Building on these literatures, and placing our discussion of complementarity in the context of corporate acquisition, we define acquisition complementarity as occurring when merging firms have different resources, capabilities, and/or strategies that can potentially be combined or reconfigured to create value that did not exist in either firm before the acquisition. This definition emphasizes the potential value-creation that results from resource combination, and avoids specifying complementarity in terms of any sort of performance outcome. This is important because it not only avoids a conceptual tautology, but it is also an explicit acknowledgement that superior performance only accrues to firms that effectively capture potential complementarities (Brandenburger and Stuart, 1996; Tanriverdi and Venkatraman, 2005). Further, our definition of acquisition complementarity extends beyond traditional definitions of economies of scope because, while economies of scope focuses primarily on cost savings derived from combining different businesses (Baumol and Braunstein, 1977), our definition recognizes that value creation in complementary acquisition arises not only from cost savings but also from other sources, such as revenue growth or increases in market share (Helfat, 1997). Although this point has not been clearly made in research to date on acquisition complementarity, it is essential to understanding the logic behind complementarity. Complementarity concerns differences, but differences that presumably can be exploited for mutual gain. Conceptually, differences in themselves have little apparent value to an acquiring firm because being different from a target does not guarantee that the acquirer can successfully reconfigure the resources of the combined firm to realize complementary benefits. Differences between merging firms are potentially value-creating only when there are opportunities to exploit those differences either by increasing returns to the same level of inputs, or by combining resources to create new or enhanced capabilities (Peteraf, 1993). Prior acquisition studies have generally relied on static organizational characteristics of merging firms—such as industry membership or resource ownership—to assess their relative strategic interdependencies. However, evidence from extant Strat. Mgmt. J., 30: 617–646 (2009) DOI: 10.1002/smj
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research increasingly suggests that value creation in acquisition does not arise so much from the interdependencies of resources of the merging firms as much as from how such interdependencies are managed (Haspeslagh and Jemison, 1991; Larsson and Finkelstein, 1999). Thus, we turn our attention to complementarities in strategies between merging firms. Specifically, we examine two key dimensions of a firm’s strategy—product strategy and market choice—that have been shown to be among the most important factors for acquisition success (e.g., Krishnan, Joshi, and Krishnan, 2004). Complementarity in product strategy Firms often use acquisitions to reconfigure its mix of products and services and/or to expand its product offerings to boost growth (Capron et al., 1998; Krishnan et al., 2004). When two firms merge, they can combine and reconfigure their products to create a combination of product portfolios that neither firm could create alone (Karim and Mitchell, 2000). According to the resource-based view, postacquisition resource redeployment and the resulting product mix are important sources of valuecreation in acquisitions, and complementary differences in product strategies between merging firms can enhance the consolidated firm’s chance of creating a product portfolio that may not be easily replicated by other firms (Barney, 1988; Helfat, 1997; Karim and Mitchell, 2000). Building on these theories, we propose that strategic complementarity, defined as the extent to which the product strategies of an acquirer and a target are different, will create value that was absent before the acquisition by allowing the merged firm to combine or reconfigure different resources and capabilities. A firm’s product strategy is particularly informative because its core products are at the heart of any firm’s strategy, and reflect an underlying pattern of past resource allocation and deployment (Barney, 1991; Peteraf, 1993).1 Hence, the product strategy of a firm implicitly captures the effects of a collection of resources that the firm has mobilized to execute their operations (Miller and Shamsie, 1996). Stated somewhat formally, product strategy reflects the pattern in a stream of decisions on the development 1 For ease of presentation, we use the term product strategy rather than product and service strategy.
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and deployment of resources and capabilities that delivers core products to customers (Mintzberg, 1978). Studying complementarity in product strategy brings us closer to understanding how complementarity creates value, and is more informative than a simple reliance on inert strategic characteristics that typically reflect resource expenditure alone. There are several different mechanisms by which strategic complementarity can be value creating. First, strategically complementary acquisitions can bring together a mix of products and services that yield a more complete business portfolio (Krishnan et al., 2004). This opens the door to bundling and cross-selling strategies, which both promote, and are enhanced by, market power (Adams and Yellen, 1976). For example, when First Federal Bank of California acquired Frontier State Bank in 2001, analysts reacted favorably to the deal partly because Frontier State had a robust presence in construction lending while First Federal had a strong lineup of real estate loan products. As the chief executive officer of First Federal said in an interview, ‘The activities of Frontier State Bank in construction lending will complement First Federal Bank of California’s real estate product offerings and further our development as a full service community bank’ (SNL Financial’s Bank M&A Weekly newsletter, 16 August, 2001). This combination created new opportunities to expand the customer base of the combined bank because they could cross-sell their construction and real estate loan products to their existing customers in the real estate development sector, as well as attract new customers with bundled products that could be more competitively priced than individual products. Thus, the combined firm would improve its competitive position in the marketplace by increasing market presence, improving cost structure, and offering better customer service options. The broader business portfolios that result from complementary acquisitions can also enhance the reputation of the acquiring firm by improving its status or market position (Dranove and Shanley, 1995). The literature on branding suggests that multiproduct firms can leverage their reputation by introducing new products that gain in luster by virtue of their association with the reputable parent (Milgrom and Roberts, 1986; Wernerfelt, 1988). This practice, often called umbrella branding, sends a signal about the quality of a newly Strat. Mgmt. J., 30: 617–646 (2009) DOI: 10.1002/smj



Strategic and Market Complementarity on Acquisition Performance introduced product, and increases customers’ willingness to pay higher prices by lowering customers’ perceived costs of purchasing that new product (Montgomery and Wernerfelt, 1992). Similarly, a firm’s strong reputation can enhance the appeal of a merging partner’s products to customers in a manner that would not otherwise have been likely. Thus, enhanced reputation and crossselling opportunities are mutually reinforcing and help the merged firm capture emerging business opportunities more effectively (e.g., Bodenhorn, 2003). Further, when a firm is missing an important complementary product, the negative reputational impact on existing business can be costly. Finally, strategic complementarity has advantages for acquirers that play out during integration, especially with respect to how knowledge is transferred between merging firms, as well as how employees perceive the impact of an acquisition on their own lives. An important benefit of strategic complementarity arises from the potential for knowledge sharing across organizations (Zollo and Singh, 2004). Research in organizational learning has suggested that firms can gain more knowledge from heterogeneous information sources than homogeneous sources (Haunschild and Sullivan, 2002). A target with complementarity products may promote organizational learning by introducing heterogeneous, yet relevant, knowledge and information to the merged firm, especially when the merging firms share the same task environment. Hence, a target firm may bring a knowledge base that is relevant but that does not already exist in the acquiring firm (Hoskisson and Busenitz, 2002). Complementary acquisitions bring together firms with different but compatible resources and product strategies. In contrast to acquisitions that are strictly about cost cutting and downsizing (Harrison et al., 2001; Larsson, 1990)—consequences that are less likely in complementary acquisitions precisely because of their greater emphasis on leveraging resources and strategies as opposed to seeking efficiencies by reducing redundancies and overlaps—strategic complementarity poses less of a threat to employees and managers of both firms. Under these conditions, employees and managers may be more supportive of integration efforts, increasing the odds that hoped-for synergies will be realized. Not incidentally, retention of managers is a virtual prerequisite to capturing learning (Cannella and Hambrick, 1993). Hence, strategic complementarity between merging partners may Copyright  2009 John Wiley & Sons, Ltd.
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create value for the firm not only by alleviating post-acquisition integration problems, but also by increasing post-acquisition performance through learning. Industry reports frequently provide anecdotal evidence that the complementary nature of the merging firms allows the combined firm to retain a significant portion of the acquired company’s talent (e.g., SNL Financial’s Bank M&A Weekly newsletter, 21 November, 2005). In sum, there are a variety of mechanisms through which strategic complementarity can be beneficial in M&A, leading to the first hypothesis: Hypothesis 1: Acquisition performance will be positively associated with strategic complementarity. Acquirer strategic focus and strategic complementarity While strategic complementarity in acquisitions is a potential source of synergistic gain, there may be some circumstances when the benefits of this type of complementarity are enhanced or restricted by the characteristics of the acquiring firm (Helfat and Peteraf, 2003). After all, acquiring firms with the requisite strategic profile to capitalize on an opportunity for synergy realization will be much more likely to turn that potential into reality. For example, an acquirer can create value through the acquisition of a target with complementary products that can be seamlessly integrated with the acquirer’s own products (Ahuja and Katila, 2001). However, if the acquirer fails to effectively integrate complementary products into its existing product mix, or does not have the relevant capabilities to manage such products, it may not be able to realize the potential synergistic gains. Despite this logic, the vast majority of research on acquisitions has not paid attention to how the strategic profiles of acquiring firms affect their ability to create value in acquisitions. Consistent with this view, King and his colleagues (2004) found in their meta-analysis that post-acquisition performance was moderated by a set of variables that has been unspecified in the extant empirical literature on acquisitions. They argued that the absence of moderating variables may be responsible for the mixed results reported by prior studies on post-acquisition performance, and called for more completely specified theories and models. Luo (1997) similarly proposed that the strategic Strat. Mgmt. J., 30: 617–646 (2009) DOI: 10.1002/smj
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traits of a partner in an interorganizational relationship will affect the extent of strategic fit. Other studies also suggested that value creation in acquisitions is substantially influenced by how potential strategic fit is managed and processed by the acquirer (Haspeslagh and Jemison, 1991; Pablo, 1994). Building on these ideas, we examine how the acquiring firm’s strategic focus affects its ability to create value from product strategy complementarity. Strategic focus, defined as the degree to which a firm’s business portfolio is concentrated on one or a few business areas, has long been recognized as one of the key indicators of a firm’s strategic and organizational profile (e.g., Miles and Snow, 1978). Strategic focus is particularly relevant to strategic complementarity because it entails crucial aspects of a firm’s product strategy, such as risk-taking propensity, resource allocation patterns, managerial capabilities, and growth orientation, which in turn significantly affect the firm’s ability to capitalize on complementarity in product strategy with its merging partner (Helfat and Eisenhardt, 2004). In addition, research on managerial attention suggests that what managers focus on could have a significant impact on resource allocation and capability building (Ocasio, 1997). The strategic focus of an acquirer is not only a good indicator of how managers of the firm currently distribute their attention among different managerial tasks, but also a potent predictor of how they will assign their priorities among alternative business opportunities emerging after an acquisition because managers tend to persist in their strategic behavior (Miller and Chen, 1994). Thus, the strategic focus of the acquirer can significantly affect the degree to which potential complementarity benefits are captured by influencing how resources of the merged firm are reallocated and reconfigured during postacquisition integration (Capron et al., 1998). We draw from resource-based, knowledge-based, and learning perspectives to develop theory on how strategic focus moderates the relationship between strategic complementarity and acquisition performance. Firms with high strategic focus are often characterized by (1) possession of efficient but narrowly focused strategic capabilities, (2) a tendency to take on more risk in pursuit of greater efficiency, and (3) growth through consolidation. On the other Copyright  2009 John Wiley & Sons, Ltd.



hand, firms with low strategic focus are characterized by (1) possession of a wider range of strategic capabilities, (2) a tendency to spread risks, and (3) growth through diversification. Whereby the more strategically focused firm will stick to a narrow band of product offerings and develop a small set of closely related capabilities, a firm with a more diffuse strategic focus will build a mix of capabilities across different products or services (Helfat and Peteraf, 2003). Firms with narrow strategic focus often perform well because of increasing returns to specialization (Baum, Li, and Usher, 2000), and/or because their narrow strategic objectives promote coordination among managers within a firm (Milgrom, Qian, and Roberts, 1991). In acquisition, these firms may also be able to identify complementary targets better because their narrow strategic focus may allow them to more accurately recognize their complementary needs.2 However, although such firms may be able to identify complementary targets more easily, they may not be well positioned to capitalize on the potential benefits of complementarity in product strategy because they often lack skills and capabilities required to manage diversity that is brought in by a target with substantially different product offerings. Indeed, acquisitions of complementary targets by focused firms often raise questions about the consistency of their strategy and run the risk of causing greater disruption by upending the established strategic direction of focused firms (Hitt et al., 2001). Because firms with highly focused strategy tend to motivate their managers to search for ways to increase profitability in their core activities (Rotemberg and Saloner, 1994), they are more inclined to stay focused after an acquisition and, hence, more likely to overlook business opportunities that are outside their core. For example, prior studies found that strategic similarities lead to greater asset divestiture of target firms (Capron, Mitchell, and Swaminathan, 2001). By doing so, they may achieve higher operating efficiency, but this will significantly limit their ability to capitalize on strategic complementarity. Research in organizational learning and change similarly suggested that firms that have accumulated high levels of resources and capabilities in a specific business domain are less likely to turn to new business opportunities (Kraatz and Zajac, 2001; Levinthal 2
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Strategic and Market Complementarity on Acquisition Performance and March, 1993). Thus, firms with narrow strategic focus may forgo emerging business opportunities to maintain alignment with their stated narrow objectives, incurring significant opportunity costs that can constrain future growth. Organizational slack and experience also play an important role in absorbing the disruption caused by the acquisition (Gary, 2005; Larsson and Finkelstein, 1999; Tan and Peng, 2003). Firms with a narrow strategic focus tend to adopt structures and practices that maximize operational efficiency and minimize organizational slack, and do not have much experience managing diverse products. In contrast, firms with a broader strategic focus tend to maintain a higher level of organizational slack, and have greater experience in managing product diversity. Although organizational slack may be deleterious to efficiency, it offers a buffer that absorbs shocks introduced by strategic and organizational changes that are likely to ensue in the process of integrating two firms with different product strategies (Hambrick and D’Aveni, 1988). It is also a source of innovation and facilitates organizational changes by motivating managers to explore new possibilities (March, 1991). Realizing synergistic benefits from strategic complementarity requires managers to cope with differences and to explore the opportunities the differences present, activities that are facilitated in firms with substantial organizational slack and managerial experience. Because firms with low strategic focus are exposed to managing more diverse resources, they can develop a broader range of skills that will be helpful in executing complementary acquisitions. The greater skill set of such firms in managing different assets may play a role in their ability to transfer expertise to the target, while at the same time learning from the target (DeLong, 2001; Harrison et al., 2001). Hence, firms with a broader strategic focus have a degree of built-in slack and experience necessary to take advantage of strategic complementarity (Khanna, Gulati, and Nohria, 1998). Taken together, we propose that firms with a lower, more diffuse, strategic focus are more likely to benefit from strategic complementarity than firms with a higher and tighter strategic focus, suggesting the following hypothesis on the moderating effect of acquirer strategic focus: Hypothesis 2: The interaction of strategic complementarity and acquirer strategic focus will be Copyright  2009 John Wiley & Sons, Ltd.
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negatively related to performance. Specifically, the lower the strategic focus, the more positive the relationship between strategic complementarity and acquisition performance. Complementarity in market choice Acquisitions that bring together firms competing in different geographic markets offer opportunities for creating value when the attributes of the market in which the target firm competes are different, but mutually reinforcing with the acquirer’s own market characteristics. This market complementarity can offer opportunities for value creation by allowing merging firms to exploit differences in their relative markets, and can provide benefits that go beyond the simple aggregation of the merging firms’ nonoverlapping geographic footprints and/or distribution network (Li and Greenwood, 2004; Zollo and Singh, 2004). Market complementarity derives from four mechanisms: (1) efficient resource allocation, (2) enhanced learning opportunities, (3) offsetting business cycles, and (4) easier post-acquisition integration. The first way in which market complementarity can be beneficial highlights the important role of relatedness in setting the context in which complementarity makes sense. Firms can enhance profitability and growth by channeling funds into the highest-return investments available to them, an opportunity that is especially salient when acquisitions move acquirers into markets with complementary attributes. In the banking context, market complementarity allows managers to effectively divert funds from one market to another (Shiers, 2002). For example, banks operating in a strong commercial lending market may enjoy higher profitability from high-rate, short-term business loans, but are subject to higher operational costs due to the added risk that comes with commercial lending and greater capital demands. In contrast, banks competing in a predominantly retail banking market may not generate the same profitability, but typically have higher deposit-to-lending ratios, which lower their costs of capital. Because deposits are the cheapest source of operating capital, banks with access to large deposit volumes enjoy significant cost advantages. When these two banks merge, the combined bank can utilize these resources more efficiently by channeling capital from the lower capital cost market to the market with greater profit Strat. Mgmt. J., 30: 617–646 (2009) DOI: 10.1002/smj
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opportunities. This allows the combined bank to cut operating costs, to increase revenues, and/or to achieve higher margins. This complementarity may create value for both firms and their customers: the cost savings can be passed on to customers in the form of lower prices for products and services that, in turn, attract more customers. Hence, the benefits of market complementarity arise not only from reducing location-specific business risk, but also from shifting resources between complementary markets that offer greater opportunities. Further, it also underscores that the relatedness of these firms enables such complementarity because this kind of synergistic benefit is hard to achieve unless the merging partners are in related businesses. Indeed, the track record of firms investing in highly unrelated businesses has not been exemplary (King et al., 2004), making this type of market complementarity particularly dependent on some degree of relatedness. Second, firm practices and strategies also vary in response to the demands of customers in different markets. By virtue of interacting and observing competitor firms (Haunschild and Miner, 1997; Levitt and March, 1988), managerial repertories are heavily influenced by specific business practices and even strategies in play in a particular market (Romanelli and Khessina, 2005). Hence, two firms operating in different markets will develop distinctive resources and capabilities. When these firms merge, learning opportunities allow each firm to expand its competitive repertoire, develop new ways of competing in its home markets, and improve its adaptability to new market environments. This enhanced exposure to new managerial skill sets is especially strong and relevant when the two merging firms focus on different, but complementary, markets. Third, because different markets are sometimes at different phases of the business cycle, geographic expansion offers acquirers opportunities to pool their exposure to a variety of geographic market portfolios, reducing their dependence on any one market. The value of geographic expansion is amplified when the acquirer and the target have complementary market characteristics that can offset a downturn in each other’s markets. For example, many banks in Texas focusing exclusively on their home market experienced financial difficulties in the latter half of the 1980s when the oil and real estate industries collapsed. Texas banks with Copyright  2009 John Wiley & Sons, Ltd.



lending operations in states with a significantly different business mix, however, helped to stem their severe losses on loans extended in Texas. Interestingly, a strong presence in a neighboring state, such as Oklahoma, did little to help Texas banks because banking operations there were also heavily oil and real estate-dependent (Gunther and Robinson, 1999). This potential market complementarity goes beyond the simple risk reduction because it indicates how acquisitions into other markets can help balance revenue-generating opportunities and threats emanating from business cycles, especially when market conditions in other markets are different but amenable to such activities. For example, firms operating in complementary markets can maximize their growth potential by channeling their funds from weak markets to strong markets. Finally, because each of these opportunities to enhance value via market complementarity does not involve downsizing and retrenchment, integration difficulties due to managerial and employee resistance is much less likely to develop than is often the case. Firms seeking complementary benefits depend more on leveraging the expertise of employees than they do on removing such expertise through downsizing—a practice that tends to engender greater resistance (Walsh, 1989). For example, when California-based Bank of the West acquired North Dakota-based Community First Bankshares, Inc. in 2004, the Bank of the West chief executive officer said in an interview, ‘Because there is virtually no geographic overlap in our branch structures, and each market caters substantial different clientele, this is a transaction that’s about building, not cutting.’ He went on to note that the two banks operated in nonoverlapping markets with different customer demographics, and hence, restructuring that would result in loss of expertise and human capital was not part of the integration plan (SNL Financial’s Bank M&A Weekly newsletter, 16 March 2004; italics added for emphasis). In sum, market complementarity can offer significant advantages for merging firms, an effect we expect to see reflected in acquisition performance.



Hypothesis 3: Acquisition performance will be positively associated with market complementarity. Strat. Mgmt. J., 30: 617–646 (2009) DOI: 10.1002/smj



Strategic and Market Complementarity on Acquisition Performance Out-of-market acquisition experience and market complementarity When firms make acquisitions across geographic market boundaries, the substantive differences in customers and competitors unleash considerable uncertainty that the acquirer must now manage in a new environment (Baum et al., 2000). The longer this uncertainty persists, the more disruptive is the acquisition to ongoing routines and activities, putting a premium on the relatively timely transfer of knowledge between merging partners (Finkelstein and Haleblian, 2002). Successful realization of the benefits of market complementarity, then, is contingent upon the ability of acquiring firms to effectively transfer their skills and knowledge across geographic markets with different market characteristics. Since market complementarity is a bidirectional phenomenon, acquisition performance will also depend on the ability of acquiring firms to learn from target firms. This is a classic challenge for firms trying to integrate their valuecreating activities with those of other firms located outside their traditional market boundaries (Henisz and Delios, 2001). Given these difficulties, it follows that realizing synergies from market complementarity is about flexibility, quick adjustment, and reduction of uncertainty (Tallman and Phene, 2007). For acquirers to capitalize on market complementarity, they must know how to realize synergies and effectively integrate a target that operates in a market with substantially different market characteristics. The best source of information from which acquirers can learn to cope with the managerial challenges that emerge from market differences is their prior acquisition experience (Haleblian and Finkelstein, 1999; Hayward, 2002). The role of acquisition experience in M&A success and failure has been an important topic in recent M&A work; however these studies have consistently examined the main effects of experience on performance, and not the extent to which such experience might play a moderating role in a more complex model of acquisition performance (King et al., 2004). While prior studies have yielded mixed results on whether experience has positive performance implications in M&A (Hayward, 2002; Zollo and Singh, 2004), an important insight has emerged on what makes experience beneficial; general experience with M&As is not nearly as valuable as the lessons that emerge from Copyright  2009 John Wiley & Sons, Ltd.
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past M&As that fit a particular context (Haleblian and Finkelstein, 1999). Hence, understanding what might enhance the effects of market complementarity on acquisition performance, general experience, or experience with strictly in-market acquisitions, is unlikely to be as useful as out-ofmarket acquisition experience because the latter often call for skills that are different from those required for in-market acquisitions. For example, while the skills associated with coping with different state regulations are critical to successfully execute out-of-market acquisitions, they are not essential for in-market acquisitions. There are several ways in which out-of-market experience can be beneficial in realizing market complementarity. First, because out-of-market acquisitions and in-market acquisitions often follow different strategic logics, the characteristics of an attractive out-of-market target are not necessarily the same as those of an appealing inmarket target (Zollo and Singh, 2004). Thus, firms that acquire in-market targets develop valuable expertise, but such experience may not provide key knowledge needed to select attractive targets beyond the market border in which it has currency (Greve, 1999; Ingram and Baum, 1997). Out-ofmarket acquisition experience, on the other hand, can help firms improve their ability to effectively identify desirable targets in different markets. Second, to successfully create and capture value from out-of-market acquisitions, firms need to develop capabilities associated with integrating and managing a target operating in a market with substantially different characteristics (Henisz and Delios, 2001). Developing these capabilities is a complex task that involves learning how to efficiently assess the risk profile of various businesses, analyze socioeconomic conditions of a market, and maintain effective communication with key clients. Out-of-market acquisition experience provides opportunities to master these capabilities, which ultimately enhance firms’ ability to learn, and help them adapt quickly to a new environment (Levinthal and March, 1981; Zollo and Winter, 2002). Finally, the success of an acquisition made outside a firm’s traditional market boundary is significantly influenced by the acquiring firm’s ability to establish relationships with important parties in the new market, including customers, business partners, and local regulatory agencies. In particular, out-of-market acquisition experience provides Strat. Mgmt. J., 30: 617–646 (2009) DOI: 10.1002/smj
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better opportunities for firms to learn relationshipbuilding capabilities, which allow them to quickly absorb the existing customers of their targets, build a new customer base, and create a viable business network in the new market (Kane, 1996). Taken together, we argue that out-of-market acquisition experience provides opportunities to enhance acquiring firms’ capabilities of adapting to a new market environment by adding new knowledge to their existing mix of skills. Firms with strong learning abilities can adjust their strategies to the market conditions in which their target operates, making it less likely that they will have to give up some of the complementary opportunity for value creation by divesting the part of their target’s business they are less familiar with. Recent research from learning theory on how diverse, heterogeneous experience is more effective than narrow, homogeneous experience (Beckman and Haunschild, 2002; Jehn, Northcraft, and Neale, 1999) lends further credence to this point of view. In sum, out-of-market acquisition experience will help acquirers learn how to mobilize and combine their resources with their targets’ resources to reap the complementary benefits that their new market presents.



its territories (i.e., Puerto Rico, Virgin Islands, and Guam).3 We collected data from 1989 because it is the first year in which banks were allowed to make interstate acquisitions. Acquisitions of banks operating in a different state were almost nonexistent before the late 1980s because federal and most state regulators barred interstate banking operations. However, with the Competitive Equality Banking Act of 1987 (CEBA) and the Douglas Amendment to the Bank Holding Company Act (1987), barriers to out-of-state market entry were virtually eliminated, opening the door to interstate bank acquisitions (Kane, 1996). These changes fundamentally altered the meaning of acquisitions in the banking industry; thus, the year 1989 provides a natural starting point for this study. Data on acquisitions were collected from the M&A module of SNL Financial’s DataSource; security prices used in estimating the postannouncement market returns were obtained from the Center for Research in Securities Pricing. Demographic, strategic, and financial information on banking institutions were acquired from the Federal Reserve Board. Qualitative work process



Hypothesis 4: The interaction of out-of-market acquisition experience and market complementarity will be positive. Specifically, the greater the out-of-market acquisition experience, the more positive the relationship between market complementarity and acquisition performance.



METHODS Research setting: acquisitions in the U.S. banking industry Sample The sample for the study was the U.S. commercial banking industry from 1 January, 1989, to 31 December, 2001. We collected data on acquisitions made by all publicly traded banks and bank holding companies that reported to the Federal Reserve Board during this period, a total of 2,204 acquisitions made by 501 unique banking institutions. We did not include acquisitions that involved a target bank located outside the United States and Copyright  2009 John Wiley & Sons, Ltd.



Quantitative studies using large scale archival data are often criticized for lacking in contextual realism (Currall et al., 1999). If the theorized organizational and strategic processes do not actually occur or are not considered important in the selected empirical context, this raises questions about the validity of the findings. Complementing formal empirical models with a qualitative investigation of the research context is a good way of coping with this potential risk (McCall and Bobko, 1990). Thus, this study combines the richness of qualitative work with quantitative hypothesis testing to establish strong links among our theories, the realities of our research context, and statistical models (Kim and Miner, 2007; Yin and Zajac, 2004). Continuous, iterative exploratory qualitative work was conducted (Denzin and Lincoln, 1995; Eisenhardt, 1989; Strauss and Corbin, 1998). 3 Due to regulatory concerns, acquisitions of a bank located in a foreign country are rare. Further, the data from foreign banks are not directly comparable to those from U.S. banks. We included the U.S. subsidiaries of foreign banks because they are considered to be U.S. banks and are regulated by U.S. agencies.
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Strategic and Market Complementarity on Acquisition Performance We employed multiple qualitative research methods to inform our empirical models. We developed semi-structured interview protocols and conducted a series of interviews over a three-year period—from 2002 to 2005—with 11 senior-level managers from eight commercial banks with assets greater than $500 million that had completed at least one acquisition during the past three years, as well as with six industry experts who worked for either a government agency or a private research institution. The duration of each interview varied from 20 minutes to two hours. We asked openended questions designed to (1) probe the meaning of complementarity and other important research concepts in the banking industry, (2) inform our statistical modeling and empirical results by incorporating industry-specific conditions and idiosyncrasies, and (3) help understand and interpret our findings. Specific exchanges from these interviews are set forth in the following pages. We also performed a systematic review of banking industry reports and literature.
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The banking industry also provides a very comprehensive dataset, which is subject to less measurement error and enables us to examine complementarity in a more accurate, meaningful manner. Because the core products of most banking institutions are financial (e.g., loans), these key constructs are quite transparent in their financial statements and regulatory reports. Finally, a less obvious benefit of this setting is the rare occurrence of other interorganizational arrangements, such as strategic alliances, that banks might turn to as an alternative method of exploiting complementarities (Wang and Zajac, 2007). Regulatory concerns tend to limit interbank cooperation to correspondent banking—where one bank assists another by providing such services as moving funds or exchanging currencies. As such, alliances are an ineffective mechanism to realize complementarities, ensuring that banks seeking the benefits of complementarity are most likely to rely on acquisitions, the subject of this study. Complementarity in the banking industry



Sample features This setting provided fertile ground for testing our theories, as acquisitions have been an essential element of corporate strategy among banks throughout the time period of the study (Rhoades, 2000). Most prior acquisition studies used data on firms from multiple industries that, while enhancing generalizability, introduced threats to internal validity because of nontrivial differences in product and acquisition strategies across industries. This is particularly important in studies of acquisition complementarity, where a reliance on coarse industrylevel indicators can overlook industry-specific differences in product strategies that are critical to understanding whether complementarity is beneficial or not. It is very difficult to identify what different strategies might look like among firms in multiple industries. The single industry setting also allowed us to control for industry-specific idiosyncrasies in acquisitions. More importantly, commercial banking is a well-defined industry that is populated with relatively homogeneous firms, offering a research setting that fulfills the requirement of a related industry context in which to test ideas on complementarity. This high level of homogeneity among firms also rules out a number of extraneous factors that might be present in more heterogeneous populations. Copyright  2009 John Wiley & Sons, Ltd.



While we developed a set of testable theorybased hypotheses on complementarity, our qualitative assessment enabled us to carefully consider whether these ideas were meaningful in the context we study, the U.S. banking industry. And in fact, our qualitative investigation confirmed that product strategy and geographic market are the most frequently cited sources of complementarity in the banking industry. Most of the bank managers and industry experts we interviewed (14 out of 17) chose these two factors as the most important bases for complementarity. For example, an M&A analyst we interviewed commented on how market complementarity is perceived in the banking industry: ‘Geographic complementarity is almost always mentioned when one bank acquires another. It reduces a bank’s dependence on a single locale, and gives the bank a better chance to grow and generate cash flow even when one of its markets slows down.’ With the advantage of a single-industry context and comprehensive banking data, it is possible to precisely identify the core product mix firms offer to customers, and hence, use this precision to develop fine-grained, meaningful measures of key constructs. In particular, the availability of complete loan portfolio data afforded an excellent opportunity to assess complementary Strat. Mgmt. J., 30: 617–646 (2009) DOI: 10.1002/smj
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differences in product strategy that goes beyond simple differences. Loans represent the core products of most banking institutions, and usually account for the major portion of a bank’s business and assets. The loan portfolio of a bank usually consists of a combination of the following eight types of loan products: (1) commercial real estate loans, (2) residential real estate loans, (3) commercial and industrial loans, (4) consumer loans, (5) agricultural loans, (6) depository institution loans, (7) foreign government loans, and (8) other minor loans and leases. The banking literature suggests that the loan portfolios of commercial banks closely reflect the banks’ product strategies as loans are the way in which product strategies are operationalized in the banking industry (e.g., Kao and Kallberg, 1994). Most of our informants (15 out of 17) also suggested that loan composition is the best way to identify other banks’ strategies and management styles. Since we used the loan portfolios of acquirers and targets to measure complementarity in product strategy, it was important to ensure that there was indeed complementarity among different loan types. Hence, we used qualitative data to understand the meaning of complementarity in the banking industry and validate our measures. Five common arguments emerged from our qualitative data. First, our informants indicated that acquiring banks closely examine the loan portfolios of their targets before an acquisition to predict potential gains from complementarity. Indeed, one banker said, ‘Potential synergies that come out of combining two banks can be predicted with reasonable accuracy if you know where to look. You first need to carefully look into your target’s business portfolio and see if it has strength where you are lacking.’ Second, more complementary opportunities are likely to arise when merging partners have a different business portfolio. Thirteen out of our 17 informants suggested that large differences in the loan mix between merging banks offer a better opportunity for the acquirer to realize synergistic gains from complementarity. For example, when two banks with different loan portfolios merge, the combined bank can have a more complete product portfolio, which can not only enhance the reputation of the bank, but also provide added convenience to customers (i.e., one-stop shopping). A banker whom we interviewed commented: ‘It is important to have a balanced business portfolio. Many of our loan products are linked. Having a Copyright  2009 John Wiley & Sons, Ltd.



strong reputation in one business can help you to do well in another business.’ Third, complementarity of loan types is a potential source of synergy because banks with strong positions in one category of loan often find opportunities to extend their influence in other loan types. For example, one bank executive told us, ‘Our small business [loan] clients often borrow from us to finance their business sites. They are complementary to each other. We are . . . trying to find a way to improve our market influence in commercial real estate [loans].’ Similarly, residential real estate loans and consumer loans are also highly complementary because mortgage loan customers often make consumer loans from the same bank using their homes as collateral. When a bank does not have complementary products, they could lose business opportunities. A senior manager at a regional bank in California we interviewed shared his experience: ‘We’ve built a strong presence in small business lending over the past 15 years, but our name in real estate is weak. Quite a few of our customers moved their business to our competitors [i.e., paid off their loans early and opened accounts with other banks] because, when they bought a new home, they got their mortgage from somewhere else and refinanced their [small business] loans [with those competitors] to consolidate their loans.’ Beyond this direct cross-selling potential, there are several other ways that a combination of different loan types can provide complementary benefits. For example, because different loan types are exposed to varying degrees of risk, profitability and growth potential, a bank with a diversified loan portfolio can more efficiently allocate their capital. Fourth, acquiring a target with complementary products offers an opportunity for an acquirer to learn new skills and capabilities, and banks actively seek out this opportunity. A senior manager from a large bank holding company located in the Midwest shared his views: ‘What you are acquiring in an acquisition—all the assets aside—is essentially your target’s know-how. For that reason, we try to search for someone who is good at doing what we are not.’ Finally, when banks with different product offerings merge, the integration process is less likely to give rise to the need for downsizing, which could result in loss of human capital and demoralized employees. An executive of a California bank acknowledged this point: ‘The target we acquired Strat. Mgmt. J., 30: 617–646 (2009) DOI: 10.1002/smj



Strategic and Market Complementarity on Acquisition Performance was an S&L. The bulk of its assets were tied to real estate lending. Because we had little presence in that market, we ended up keeping most of its former employees. We actually worked very hard on retention plans for the employees of the bank, including several of its top people. It helped us that their expertise and the local connections were incorporated into the new bank.’ Thus, acquisition of a bank with a different product portfolio not only helps post-acquisition integration, but also presents the acquiring firm with better opportunities to leverage the knowledge and capabilities of the acquired bank. In sum, the qualitative data played an important role in increasing our confidence that we were accurately capturing the essence of complementarity in this study, something that has been a challenge in previous studies that did not have access to the varied and rich data that qualitative analysis affords. Dependent variable The dependent variable, acquisition performance, was measured by calculating the cumulative abnormal return (CAR) using the event study methodology. The performance of an acquisition can be assessed by the security’s price change in response to the acquisition, and it is calculated as the difference between the observed return for a security and the normal return for the same security during the period around the acquisition. The magnitude of the CAR at the time of an acquisition announcement provides a measure of the impact of the acquisition on the value of the acquiring firm. A large body of prior studies has provided ample evidence that there is a strong correlation between the CAR and the longer-term realized firm performance. For example, Sirower (1997) found that acquirers’ short-term returns at the time of acquisition announcement were predictive of their longterm performance. Similar findings were reported by Healy, Palepu, and Ruback (1992) and Kaplan and Weisbach (1992), suggesting that markets provide reasonable forecasts of subsequent acquisition performance. Empirical literature in banking is also supportive of the idea that the market reaction at the time of acquisition announcement is a reasonable indicator of post-merger performance (e.g., Cornett and Tehranian, 1992; Houston, James, and Ryngaert, 2001). Copyright  2009 John Wiley & Sons, Ltd.
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We used the standard event study methodology with the following market model to calculate the CAR (Brown and Warner, 1985; Fama and French, 1992): CARi,(t1,t2) =



t2  t1
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(Ri,t − (αi + βi × Rm )),
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where ARi,t is the abnormal return for stock i at time t, Ri,t is the actual return on stock i at time t, and E(Ri,t ) is the calculated expected return for stock i at time t. The expected return is dependent on βi for systematic risk that correlates linearly to the average daily return Rm of the market portfolio in the inspection period (270 trading days before the acquisition announcement to 20 trading days after the acquisition announcement), and firm specific risk is contained in the parameter αi . Consistent with most prior research employing event study methodology (e.g., Capron and Pistre, 2002; Hayward, 2002), we estimated the market return (Rm ) from the returns for the combined major stock exchanges (i.e., New York Stock Exchange, American Stock Exchange, and NASDAQ). Since most investors make investment decisions by comparing the performance of securities of firms across multiple industries, this stock market index is appropriate in assessing the relative security performance of firms in our sample (Campbell, Lo, and MacKinlay, 1997). We used a market value-weighted return index in calculating the CAR to account for the effect of firm size on the security market (Fama and French, 1992). Further, following the suggestion of Oler, Harrison, and Allen (2007), we also estimated models using an industry-specific stock index that included returns only for firms in the commercial banking industry, since this benchmark implicitly controls for extraneous factors. The results obtained from these two indices were consistent. To determine the influence of an event on a firm, we computed the CAR to the acquiring firm for five trading days before to five trading days after the announcement of an acquisition event, a window that is frequently used to measure performance of bank acquisitions (e.g., Baradwaj, Dubofsky, and Fraser, 1992; James and Wier, 1987; Rhoades, 1994). The mean value of the CAR Strat. Mgmt. J., 30: 617–646 (2009) DOI: 10.1002/smj
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was −0.003, and a t-test indicated that the CAR was significantly different from zero. Our qualitative studies also suggested that this was an appropriate event window for banks because it allowed sufficient time for the market to react to important issues, including regulatory ones, while not being so long as to open the door to a variety of confounding effects. To examine the robustness of the results, we also estimated our models using two alternative event windows that have been frequently used in prior event studies (i.e., a shorter window of two trading days before and after the announcement date, and a longer window of five days before and fifteen days after the announcement date), and found consistent results, indicating that our findings were not artifacts of the event window. The CAR has been by far the most frequently used analytic approach for measuring acquisition performance in the field of strategic management (King et al., 2004) as well as in the banking literature (Rhoades, 1994).4 The CAR is also an appropriate performance measure for this study. Because financial reports are available only periodically, there is often a lengthy time gap between an acquisition and the next available financial results. During this time, many confounding factors other than the acquisition of interest may affect reported accounting returns. In particular, because many acquisitive banks in our sample made multiple acquisitions during a given year (representing over 60% of acquisitions in the sample), accounting data from financial reports cannot meaningfully distinguish the performance effects of individual acquisitions made in the same financial reporting period. Thus, it is extremely difficult to accurately isolate the effects of any specific acquisition—which this study’s hypotheses require—by comparing accounting returns over time. In contrast, the CAR could capture the performance of individual events during a short time period more effectively (Barber and Lyon, 1996). Our field data, as well as industry reports, also suggested that the short-term stock price changes after acquisition announcements are likely 4 We reviewed all studies that examined acquisition performance published in the five top management journals during the past 25 years; 32 of 46 studies (70%) used the CAR to measure acquisition performance. King et al. (2003), in their meta-analysis, reported that approximately 90 percent of the prior acquisition studies used the CAR as the dependent variable.
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to reflect the potential complementarities in products and markets between the merging partners. For example, a systematic review of the daily banking reports published by SNL Financials (146 issues for 2001) revealed that potential product and market complementarities are among the most important factors on which acquisition evaluations and purchase recommendations are based. A financial analyst whom we interviewed also put this in perspective by noting that ‘I have a long list of items I look into when evaluating a [acquisition] deal, but complementarities are at the very top of the list.’ Although the CAR is the most appropriate and practical measure of acquisition performance for this study, it has some limitations because it is the collective response of investors regarding the potential performance implications of an acquisition rather than realized benefits of the acquisition (Oler et al., 2007). Thus, we conducted a supplemental analysis in which we created a subsample of banks that completed only one acquisition in any given year (866 deals). This subsample was designed to eliminate multiple acquisitions by the same bank in the same year, hence facilitating the use of accounting measures of performance. We then estimated models using return on equity (ROE) as the dependent variable. In addition, we created alternative measures by aggregating and averaging the values of all the deals made by a bank in a given year, and estimated the models using ROE as the dependent variable. Results from these supplementary analyses were generally consistent with those reported in the study, providing support that the CAR is a reasonable indicator of the actual, realized firm performance through acquisition in our study context.5 Independent and moderating variables Strategic complementarity This variable measured the degree to which the product strategy of a target complements the product strategy of an acquirer, and was operationalized as the Mahalanobis distance (MD) in the loan portfolio between the acquirer and the target. The loan portfolio composition of a bank is captured in the 5 These results, however, should be evaluated with caution because of the nonsystematic nature of the sample.
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Commercial real estate loans  as % of total loans of banki   Residential real estate loans   as % of total loans of banki   Commercial and industrial loans   as % of total loans of banki   Consumer loans as % of total   loans of banki Li =   Agricultural loans as % of total   loans of banki   Depository institution loans as %   of total loans of banki   F oreign government loans as % of   total loans of banki  Other minor loans and leases as % of total loans of banki



              .            



The MD between the column vector LAcquirer and the vector LT arget is calculated as: strategic complementarity  (LAcquirer − LT arget )T = , W −1 (LAcquirer − LT arget ) where W −1 is the inverse of the pooled covariance matrix. This variable directly taps into the distance in the mix of core product strategies between merging partners, providing a more accurate picture of the difference in product strategy between an acquirer and a target than the Euclidean distance (ED)—the measure that is most frequently used to capture differences in organizational dimensions. The ED provides a biased view of the difference between two firms’ product portfolios because it does not take into account possible correlations between the eight loan categories in calculating difference scores. A loan type is not completely independent of other loan types, so different loan types are not orthogonal and have varying degrees of correlation with each other. For example, because residential real estate loans and consumer real estate loans share similar characteristics and customers, banks with a large residential real estate loan portfolio also tend to have a sizable consumer loan business. The correlation between these two loan types is high (0.89). On the other hand, residential real estate loans and foreign government loans have a much lower correlation (0.24). Copyright  2009 John Wiley & Sons, Ltd.
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The correlations among the loan products raise a serious measurement issue if the ED is used (Robins and Wiersema, 2003). The MD addresses this measurement issue by taking into account the correlation-covariance matrix among the eight loan categories as well as the mean difference between the acquirer and the target (Kumar, Mahalanobis, and Juday, 2006). Further, the MD explicitly considers the underlying similarity among the product dimensions, and accurately captures not only the differences, but also the compatibility in the product portfolios between the merging firms, which is exactly what the concept of complementarity entails. Market complementarity This second type of complementarity measures the degree to which the characteristics of the target’s markets complement those of the acquirer’s existing markets. The mix of different types of loans in a market provides an accurate snapshot of banking market characteristics because it directly accounts for the various business opportunities that the market offers to banks competing in that environment. It also indirectly captures important socioeconomic characteristics of a market, such as customer demographics and industry composition. To measure the market-level loan mix, we collected comprehensive longitudinal loan data on all 27,937 commercial banking institutions in existence during our study period (1989–2001) and created market-level loan portfolios by aggregating the amount of each of the eight types of loans for all commercial banking institutions operating in the market where each acquirer and target was located during a given year. A bank’s geographic market was defined at the state-level. States are the appropriate unit for defining market boundaries because most banks in our sample are medium to large banks that are likely to have a branch network covering an entire state. Further, states have long served as market boundaries for banks because state regulators largely limited interstate banking activities until the 1990s. For banks that operated in more than one state, we identified all the states where they operated in the year in which they were involved in an acquisition, and aggregated the total value of the eight different types of loans in those states to create market-level loan portfolios. Strat. Mgmt. J., 30: 617–646 (2009) DOI: 10.1002/smj
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Market complementarity was operationalized as the MD between the loan portfolio of the acquirer’s markets and the loan portfolio of the target’s markets: market complementarity  (LAcquirer State − LT arget State )T , = W −1 (LAcquirer State − LT arget State ) where LAcquirer State and LT arget State are the column vectors that capture the loan composition of the acquirer’s state(s) and the target’s state, respectively. To examine the robustness of this measure, we created two alternative measures of market complementarity, and tested the consistency of the results. The banking literature suggests that the general socioeconomic market environment of a state is an important determinant of the opportunities and problems of banks in that state (e.g., Gunther and Moore, 2000). Hence, we developed an alternative measure of market complementarity using a general index of socioeconomic market environments—based on the 12 components of the state gross domestic product (GDP)—to capture differences in market characteristics across states.6 In addition, because the history of interstate banking is not long, even large banks operating in multiple states often focus almost exclusively on their primary markets.7 Hence, the second alternative measure was based on the loan portfolios of the acquirer’s primary market and the target’s primary market. These two alternative measures provided consistent results. Acquirer strategic focus This variable measured the degree of concentration in the core business portfolio of an acquirer. 6 The 12 components of the state GDP are: (1) agricultural, forestry, and fishing, (2) mining, gas, and oil, (3) construction, (4) durable goods manufacturing, (5) nondurable goods manufacturing, (6) transportation, public utilities, and communication, (7) wholesale trade, (8) retail trade, (9) finance and insurance, (10) real estate, (11) services, and (12) government. 7 Banks were not permitted to expand their branch networks beyond the state in which they were chartered until 1998, when the Riegle-Neal Interstate Banking and Branching Efficiency Act removed interstate branching barriers. Interstate acquisitions, the only way for banks to expand into other states before 1998, were also limited to bank holding companies. Thus, it is fair to say that most banks, except for very large bank holding companies, were focusing on their primary market during the study period even if they operated in multiple states.
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Because loans are at the heart of a bank’s operations, the distribution of loans across different loan categories captures the extent to which a bank is focused on a narrow or broad product portfolio, and closely corresponds to the pattern in which resources and managerial attention are allocated to different businesses. Acquirer strategic focus was operationalized as the log of Herfindahl-Hirschman index of the loan portfolio of an acquirer. Specifically, it was operationalized as a sum of the square of the amount of each loan type as a percent of the sum of all loans on the books of an acquirer: strategic f ocus = log







(loan typei



i



as % of total loans)2 . High scores on acquirer strategic focus signify a business portfolio that is heavily concentrated on a small number of loan types. Such banks are characterized by a strong emphasis on operational efficiency and specialization, and are not expected to be well placed to take advantage of complementary differences with targets. On the other hand, acquirers with a lower score on acquirer strategic focus have a more balanced portfolio across different types of loans. Their business portfolios more readily lend themselves to capitalizing on complementary benefits. Parenthetically, we note that while both acquirer strategic focus and strategic complementarity are based on product portfolio data, they are different both conceptually and empirically. Strategic focus is an aspect of a buyer’s strategic profile, and determined solely by the acquirer’s product strategy, but strategic complementarity is determined by the target’s product strategy as well as by the acquirer’s. In fact, the correlation between the measures is actually negative and small in magnitude (−0.11), consistent with the view that they are not systematically related. Out-of-market acquisition experience Our theory holds that banks with out-of-market acquisition experience are more capable of realizing the potential benefits of market complementarity. One industry expert we interviewed commented, ‘Banks with more interstate merger experience tend to be quicker in reorganizing the business and integrating the target. We also see less Strat. Mgmt. J., 30: 617–646 (2009) DOI: 10.1002/smj



Strategic and Market Complementarity on Acquisition Performance post-acquisition problems from them.’ In line with this logic, as well as prior studies on acquisition experience (e.g., Haleblian et al., 2006; Hayward, 2002), we operationalized out-of-market acquisition experience as the sum of the total number of acquisitions from 1988 to the year of the focal acquisition that a bank made outside the state in which its primary operations were located.8 The value of each experience was discounted by age and weighted by the geographic distance between the buyer and the target. Out-of-market acquisition experience of bank i at time t was operationalized as: out-of-market acquisition experienceit  out-of-state acquisition  it t   ×geographic distance   . =   age of experience 1988 The value of prior experience may depreciate over time as the conditions under which the experience was acquired change (Argote, 1999). Because there is often no theoretical basis on which to predict a priori the specific functional form of experience depreciation, prior studies generally used a prespecified functional form to account for experience depreciation (e.g., Darr, Argote, and Epple, 1995; Ingram and Baum, 1997). Similarly, we discounted the value of experience using the age of each experience, the most commonly used functional form of discounting past experience. In addition, acquiring and integrating a geographically remote target is likely to provide more relevant experience in managing market differences in acquisitions than a geographically proximate target. Thus, we weighted the value of each experience by multiplying the geographic distance between the buyer and the target. Thus, in this approach, the experience of acquiring a distant target is weighted more heavily than the experience 8 Another important role of out-of-market experience in this context is the direct applicability of the experience. For example, knowledge obtained from an acquisition of a bank in a state may be more directly applicable to an acquisition of a target in the same or neighboring states with similar market characteristics. To evaluate this idea, we created an alternative measure of outof-market acquisition experience measured as the total number of prior acquisitions that a bank made in the same broad geographic market area (i.e., FDIC-region) in which the focal acquisition was made. Results using this variable were consistent with our main findings, suggesting that direct applicability of out-of-market experience is also helpful in realizing market complementarity.
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of acquiring a proximate target. The geographic distance was calculated by the spherical distance between the two zip codes that defines the physical location of the headquarters of the merging partners (Sorenson and Stuart, 2001):9 geographic distance = 69.1 × (180/π)× arccos{sin(LATA ) × sin(LATT ) + cos(LATA ) × cos(LATT ) × cos(LONGA − LongT )}, where LATA and LATT are latitudes of zip codes of the acquirer and the target, and LONGA and LONGT are the longitudes of the zip codes of the acquirer and the target. Finally, the rationale for the 1988 start date requires some discussion. As we discussed in the research setting section, regulatory changes marked the onset of interstate acquisitions starting in 1988. These regulatory changes altered acquisition practices in such a significant way that acquirers’ historic acquisition experience quickly became outmoded. In light of all this, we started the clock on relevant out-of-market acquisition experience from 1988, the year in which the CEBA and the Douglas Amendment became effective. As one would expect, this variable represents their complete out-of-market experience for the vast majority of banks in the sample. Control variables Based on a systematic review of prior empirical studies on corporate acquisitions, we employed an extensive set of control variables designed to rule out potentially confounding factors that could influence acquisition performance. Seven variables were added to the model to control for characteristics of acquirers that could affect acquisition performance. Older and/or larger acquirers often have more resources, management skills, and legitimacy that are helpful in executing a successful acquisition. Two variables, acquirer age, which was measured by the number of years since the founding of an acquirer, and acquirer size, which was measured 9 It is possible that the characteristics of the banking environment are more important than geographic distance in determining the value of out-of-market acquisition experience. Thus, we also created an alternative measure that was weighted by the differences in the state-level loan portfolios between the buyer state and the target state (similar to the way in which market complementarity was measured), and obtained consistent results.
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by the total assets of an acquirer, were included in the model to control for these potential effects. Acquirer performance, which was measured by the return on assets of an acquirer, was added to control for the effects of acquirers’ overall financial performance on acquisition performance. There are two types of commercial banking institutions—commercial banks and thrifts (savings banks and savings and loan associations). Although extensive deregulation in the 1980s and 1990s eliminated much of the difference between the two forms by allowing thrifts to engage in business activities once considered to be the exclusive domain of commercial banks, there remain some substantial differences as they are governed by different regulatory agencies, funded by separate federal insurance funds, and serve different market segments. We included acquirer type, a dichotomous variable that was coded zero for commercial banks and one for thrifts, to control for any systematic difference between these two groups. Prior studies on corporate acquisitions suggested that acquirers’ slack resources can be beneficial for acquisition success because slack allows acquirers to buffer shocks introduced by an acquisition, and to support post-acquisition integration activities. The variable, acquirer slack resources, which was measured by the ratio of core deposits to the total assets of acquirers, was included to rule out this possibility. Acquisitions require considerable financial resources. Hence, acquirers that can efficiently finance their operations are more likely to be successful with their acquisition activities. This is particularly true for commercial banking institutions as their ability to procure low-cost funds is one of the most crucial determinants of their financial performance. We controlled for acquirer financing capability by using acquirers’ cost of funds, the total interest expense divided by average interest-bearing liabilities (the sum of deposits, federal funds purchased and repossessed commercial paper, mortgage debt, sub-debt, and other borrowed money). Finally, recent studies have also shown that overall acquisition experience can influence acquisition performance (e.g., Haleblian and Finkelstein, 1999; Hayward, 2002). We controlled for in-market acquisition experience, measured as the discounted sum of the number of in-market acquisitions that each bank in the sample made from 1978, the first year in which complete regulatory acquisition data on banks became available, to the focal acquisition. Copyright  2009 John Wiley & Sons, Ltd.



Prior studies that examined acquisition performance rarely controlled for target attributes because they generally focused on the post-acquisition performance of the acquirer. However, in many acquisitions, the characteristics of the target might confer information on the potential of a deal to create valuable resource combinations (Cannella and Hambrick, 1993; Haspeslagh and Jemison, 1991). Hence, we included target performance, target financing capability, and target type in our analysis. A third set of control variables was used to account for various characteristics of the acquisition itself that could influence acquisition performance. The relative size of a target to an acquirer is a common control in acquisition studies, and has been shown to be positively related to acquirer abnormal returns (e.g., Asquith, Bruner, and Mullins, 1983; Fowler and Schmidt, 1989). Accordingly, we controlled for relative acquisition size, which was measured by the ratio of target assets to acquirer assets. Further, the acquisition literature suggests that acquiring a target of an equal size may result in systematically different outcomes due to political, financial, and regulatory implications that may not be captured by relative size (Wulf, 2004). We controlled for merger of equals, which was coded one if the target and the buyer are of equal size and zero otherwise. We adopted the merger of equals indicator classified by SNL Financial based on acquisition announcement statements. Acquiring a target with stock could dilute the value of the firm, consequently decreasing the stock price. The market may also interpret the use of equity as currency in acquisitions as an implicit admission that the stock is overvalued. Hence, we included stock consideration, measured as the percentage of an acquirer’s common stock paid for the equity of the target. Firm type similarity measures whether both the acquirer and the target are the same type of banking institution. This variable was coded one if both the acquirer and the target were of the same type, and zero otherwise. As noted, market complementarity was operationalized as a distance score between the aggregated loan portfolios of the two markets in which the acquirer and the target operated respectively. While this variable is intended to measure the potential complementarity benefits beyond simple geographic expansion, it also indirectly captures the effect of geographic market expansion that results from an acquisition. Hence, we included Strat. Mgmt. J., 30: 617–646 (2009) DOI: 10.1002/smj



Strategic and Market Complementarity on Acquisition Performance geographic expansion, which was coded one if the target was located outside the existing geographic market of the acquirer, and zero otherwise, to control for the effect of geographic expansion. Parenthetically, the inclusion of geographic expansion removes this effect from market complementarity, rendering this latter measure a more targeted assessment of complementarity. The geographic distance between an acquirer and a target may also affect acquisition performance by influencing the degree of post-acquisition integration, communication, and resource-sharing between partners (Sorenson and Audia, 2000). Thus, we controlled for the potential effects of geographic distance between the merging partners. Finally, we controlled for the potential effects of macroeconomic conditions on acquisition activity by including year dummy variables. Analysis Our data include 2,204 focal acquisition deals made by 501 banks from 1989 to 2001. Pooling repeated observations on the same firm violates the assumption of independence required for ordinary least squares regression, resulting in serial correlation of the model’s residuals. A within-group fixed-effects model, which is frequently used to control for firm fixed effects, was not appropriate for our data because 40 percent of the banks in the sample (201 out of 501 banks) made only a single acquisition during the study period, while serial acquirers made a large number of acquisitions. The use of a within-group fixed-effects model with panel data that are more cross-sectional in nature than longitudinal may not only result in less efficient estimators due to the large number of parameters being estimated, but it may also lead to estimation bias (Hsiao, 1986; Maddala, 1971). Specifically, the least squares dummy variables used in a within-group fixed effects model could cause an underestimation of the autoregressive coefficients, which is referred to as a Hurwicz bias, a serious estimation bias for short panels (Hsiao, 1986; Hurwicz, 1950). Hence, a randomeffects model is generally preferred for data of this type (Greene, 2003). We estimated random-effects generalized least squares (GLS) models, which correct for serial correlation of disturbances. Our data have unbalanced panels and uneven temporal spacing, which could result in poor estimation of autocorrelation Copyright  2009 John Wiley & Sons, Ltd.
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coefficients. Hence, we used the Swamy-Arora method for unbalanced panels derived by Baltagi and Chang (1994), which provides a precise small-sample adjustment. The Hausman specification test was performed to compare the estimators of the within-group fixed-effects model and the random-effects model, and the results indicated that there was no systematic difference in the estimated coefficients between the two models (χ 2 = 40.04), suggesting that the random-effects model is appropriate for the data (Hausman, 1978).



RESULTS Descriptive statistics and a correlation matrix for the variables used in the study are shown in Table 1. Correlations are in the low to moderate range. The moderate level of multicolinearity among variables may inflate standard errors and, consequently, result in less efficient parameter estimates. However, it would not introduce any bias in parameter estimation (Cohen and Cohen, 1983). We also performed a test to estimate the variance inflation factors (VIF) of our variables. The mean VIFs of the saturated model was 4.42, which is well below 10, a conventional value that is used to assess multicolinearity (Wooldridge, 2002). Table 2 reports the random-effects GLS estimates that predict acquisition performance. Model 1 included only control variables; Model 2 added the two moderating variables, acquirer strategic focus and out-of-market acquisition experience. Main effects were added in Model 3 to test Hypotheses 1 and 3, and interaction terms to test Hypotheses 2 and 4 were added in Model 4. The goodness of fit of the models was strong (e.g., R2 of Model 4 = 0.26), especially for an event study, and the addition of each set of variables significantly improved the model fit. Hypothesis 1 predicted that strategic complementarity and acquisition performance would be positively related. As Models 3 and 4 indicate, the coefficient for strategic complementarity was positive and significant, supporting this hypothesis. We argued in Hypothesis 2 that strategic complementarity would be more valuable for firms with less focused strategies. In line with these expectations, Model 4 indicates that the interaction term of acquirer strategic focus and strategic complementarity was negative and significant. To ensure that this result was consistent with our Strat. Mgmt. J., 30: 617–646 (2009) DOI: 10.1002/smj
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Table 1. Descriptive statistics and zero-order correlations of key variables (N = 2, 204)



1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21



11 12 13 14 15 16 17 18 19 20 21



Variables



Mean



SD



1



2



3



4



5



6



7



8



9



CAR Acquirer age (years) Acquirer size ($ Billions) Acquirer performance Acquirer type Acquirer slack resources Acquirer financing capability In-market acquisition experience Target performance Target type Target financing capability Relative acquisition size Merger of equals Stock consideration Firm type similarity Geographic expansion Geographic distance (00 miles) Acquirer strategic focus Out-of-market acq. experience Strategic complementarity Market complementarity



−0.003 27.03 14.30 1.21 0.92 0.69 4.63 1.72 1.03 0.80 4.44 0.13 0.02 0.73 0.83 0.49 2.52 7.94 15.63 13.62 6.16



0.07 23.50 29.50 0.42 0.27 0.10 1.08 2.08 0.70 0.40 0.92 0.21 0.13 0.42 0.38 0.50 4.13 0.39 32.32 31.64 13.19



−0.04 −0.07 −0.08 −0.01 0.02 0.29 −0.08 −0.09 −0.00 0.26 −0.06 0.05 −0.13 0.01 0.02 −0.00 −0.01 −0.07 0.07 −0.05



0.23 −0.10 −0.55 −0.39 0.06 0.06 0.02 −0.21 −0.01 0.00 0.02 −0.09 −0.04 −0.04 0.19 0.41 0.25 −0.04 0.09



0.13 0.10 −0.33 0.07 0.18 0.06 0.07 −0.05 −0.09 0.05 0.05 0.05 −0.01 0.47 −0.12 0.51 0.09 0.15



0.24 −0.01 −0.16 0.16 0.12 0.14 −0.11 0.00 −0.01 0.07 0.10 0.01 0.08 −0.18 0.15 0.02 0.02



0.32 −0.07 0.14 0.05 0.35 −0.06 −0.13 −0.05 0.12 0.12 0.05 0.11 −0.61 0.13 0.06 0.07



−0.17 0.03 −0.04 0.12 −0.01 −0.01 −0.04 0.01 0.05 0.00 −0.25 −0.26 −0.24 −0.05 −0.10



−0.05 −0.10 −0.05 0.56 0.01 −0.01 0.00 −0.03 0.00 0.05 −0.05 −0.01 0.11 0.02



0.13 0.08 −0.10 −0.17 −0.05 0.12 0.04 0.03 0.15 −0.11 0.36 −0.02 −0.01



0.14 −0.19 −0.06 0.01 0.14 0.09 0.09 0.11 −0.06 0.15 −0.02 0.04



14



15



16



17



18



Variables



10



11



12



Target financing capability Relative acquisition size Merger of equals Stock consideration Firm type similarity Geographic expansion Geographic distance (00 miles) Acquirer strategic focus Out-of-market acq. experience Strategic complementarity Market complementarity



−0.22 −0.13 −0.02 0.07 0.74 0.10 0.13 −0.26 0.12 0.03 0.05



0.08 0.03 0.06 −0.18 0.01 −0.09 −0.04 −0.12 0.04 0.03



0.54 0.03 −0.05 −0.07 −0.16 0.20 −0.21 0.00 −0.09



13



0.09 0.03 0.04 −0.03 0.03 0.08 −0.02 −0.02 0.10 0.12 0.09 −0.07 −0.12 −0.03 −0.11 −0.04 0.07 0.09 0.08 0.51 −0.10 0.03 −0.08 −0.01 −0.02 0.07 0.01 −0.04 0.05 0.04 0.20 0.25 0.15



19



20



0.18 0.01



0.05



Note: Correlations greater than 0.05 are significant at p < 0.01, and those greater than 0.042 are significant at p < 0.05.



logic, we created a three-dimensional graph that plotted the regression lines of acquisition performance on acquirer strategic focus and strategic complementarity within the data range corresponding to two standard deviations above and below the mean of each variable (Aiken and West, 1991). As Figure 1a depicts, strategic complementarity generally has a positive impact on acquisition performance, but the benefits of strategic complementarity decrease as the level of acquirer strategic focus increases. In fact, at very high levels of acquirer strategic focus, strategic complementarity actually has a negative impact on acquisition performance. Strongly supportive of Hypothesis 2, this result suggests that acquirers with low strategic focus Copyright  2009 John Wiley & Sons, Ltd.



(i.e., highly diffuse business portfolios) are more likely to harvest the benefits gained from strategic complementarity between an acquirer and a target than are acquirers with highly focused strategies. Hypothesis 3 predicted that market complementarity would be positively associated with acquisition performance. This hypothesis was not supported as the coefficient for market complementarity was negative and significant in Models 3 and 4. Hypothesis 4 predicted that the interaction between out-of-market acquisition experience and market complementarity would be significantly related to acquisition performance. The coefficient for the interaction term was positive and significant, consistent with our expectation. Figure 1b depicts this Strat. Mgmt. J., 30: 617–646 (2009) DOI: 10.1002/smj
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Random effects estimation on acquisition performance (N = 2, 204)



Variable



Model 1



Constant −0.0189 (0.026) Acquirer characteristics Acquirer age −0.0002∗ (.000) Acquirer size −0.1060 (.065) Acquirer performance 0.0006 (.004) Acquirer type −0.0123 (.008) Acquirer slack resources 0.0203 (.020) Acquirer financing capability 0.0017 (.002) In-market acq. experience −0.0014 (.001) Target characteristics Target performance −0.0025 (.002) Target type −0.0095† (.005) Target financing capability 0.0012 (.002) Deal characteristics Relative acquisition size −0.0533∗∗ (.008) Merger of equals 0.0695∗∗ (.011) Stock consideration −0.0156∗∗ (.003) Firm type similarity 0.0094† (.005) Geographic deal characteristics Geographic expansion 0.0017 (.003) Geographic distance 0.0002 (.004) Year dummy variables Year 1990 0.0301∗ (.015) Year 1991 0.0773∗∗ (.014) Year 1992 0.0706∗∗ (.013) (.012) Year 1993 0.0305∗ Year 1994 −0.0064 (.013) Year 1995 0.0077 (.013) Year 1996 0.0325∗∗ (.012) Year 1997 0.0413∗∗ (.012) Year 1998 0.0239† (.012) Year 1999 0.0094 (.013) Year 2000 −0.0038 (.013) Year 2001 0.0996∗∗ (.013) Moderating variables Acquirer strategic focus Out-of-market acq. Experience Strategic and market complimentarity Strategic complementarity Market complementarity Interaction effects Acquirer strategic focus x Strategic complementarity Out-of-market acq. exp x Market complementarity 2 R 0.2451 696.76∗∗ Wald χ 2 Note:



∗∗



637



Model 2



Model 3



−0.1108∗



(0.052) −0.1164∗



−0.0003∗∗ −0.0833 0.0012 −0.0054 0.0211 0.0013 −0.0012



(0.000) (0.068) (0.004) (0.009) (0.020) (0.002) (0.001)



−0.0022 −0.0097† 0.0011 −0.0538∗∗ 0.0687∗∗ −0.0153∗∗ 0.0095† 0.0018 0.0002



Model 4



(0.053) −0.1573∗∗



(0.055)



−0.0003∗∗ −0.0832 0.0010 −0.0028 0.0198 0.0012 −0.0011



(0.000) (0.068) (0.004) (0.009) (0.020) (0.002) (0.001)



(0.002) −0.0022 (0.005) −0.0103† (0.002) 0.0012



(0.002) −0.0024 (0.005) −0.0092† (0.002) 0.0013



(0.002) (0.005) (0.002)



(0.008) −0.0540∗∗ (0.011) 0.0675∗∗ (0.003) −0.0144∗∗ (0.005) 0.0099†



(0.008) −0.0537∗∗ (0.011) 0.0665∗∗ (0.003) −0.0143∗∗ (0.005) 0.0097†



(0.008) (0.011) (0.003) (0.005)



(0.003) (0.004)



(0.003) (0.004)



(0.003) (0.004)



−0.0002∗ −0.0890 0.0010 −0.0049 0.0215 0.0011 −0.0012



0.0026 0.0003



(0.000) (0.068) (0.004) (0.009) (0.020) (0.002) (0.001)



0.0031 0.0003



0.0307∗ 0.0757∗∗ 0.0642∗∗ 0.0224† −0.0152 −0.0015 0.0235† 0.0322∗ 0.0149 0.0004 −0.0135 0.0904∗∗



(0.015) 0.0320∗ (0.014) 0.0751∗∗ (0.014) 0.0653∗∗ (0.013) 0.0235† (0.013) −0.0144 (0.014) −0.0009 (0.013) 0.0243† (0.013) 0.0327∗ (0.013) 0.0161 (0.013) 0.0016 (0.014) −0.0120 (0.014) 0.0920∗∗



(0.015) 0.0345∗ (0.014) 0.0742∗∗ (0.014) 0.0667∗∗ (0.013) 0.0254∗ (0.013) −0.0125 (0.014) 0.0008 (0.013) 0.0259† (0.013) 0.0346∗∗ (0.013) 0.0176 (0.014) 0.0036 (0.014) −0.0104 (0.014) 0.0931∗∗



(0.015) (0.014) (0.014) (0.013) (0.013) (0.014) (0.013) (0.013) (0.013) (0.014) (0.014) (0.014)



0.0118∗ −0.0001



(0.006) 0.0122∗ (0.001) −0.0002



(0.006) 0.0168∗∗ (0.001) −0.0008



(0.006) (0.001)



0.0001∗ −0.0002†



(0.000) 0.0017∗ (0.001) −0.0003∗∗



(0.001) (0.000)



−0.0002∗



(0.000)



0.0001∗



(0.000)



0.2480 701.48∗∗



0.2515 710.90∗∗



0.2564 723.76∗∗



p < 0.01; ∗ p < 0.05; †p < 0.1; All significance tests are two-tailed. The values in parenthesis are standard errors.
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0.14



0.13



0.12



Figure 1a.



Interaction between strategic complementarity and acquirer strategic focus



0.005 0 –0.005 –0.01



Figure 1b.



Interaction between market complementarity and out-of-market acquisition experience



relationship. As predicted, market complementarity had a stronger positive effect at higher levels of out-of-market acquisition experience of acquirers. However, market complementarity had a detrimental effect on acquisition performance at low levels of out-of-market acquisition experience. These results are consistent with Hypothesis 4. Taken together, these findings suggest that market complementarity creates value for acquirers only when they have sufficient experience with integrating and managing a target located outside their traditional market, but it may hurt their performance when they do not have such experience. Copyright  2009 John Wiley & Sons, Ltd.



The results for some of the control variables are worth mentioning. The traditional measure of acquisition similarity—whether the acquirer and target were in the same subindustry group (firm type similarity, measured here in terms of banks versus thrifts)—was positively related to acquisition performance and marginally significant. Acquirer strategic focus was positively associated with acquisition performance, implying that operating efficiencies of a focused business portfolio are beneficial in acquisitions. Finally, the three deal characteristics variables, relative deal size, merger of equals, and stock consideration, were Strat. Mgmt. J., 30: 617–646 (2009) DOI: 10.1002/smj



Strategic and Market Complementarity on Acquisition Performance significantly related to acquisition performance in a manner consistent with prior acquisition studies.



DISCUSSION Research on M&As has been a central feature of work in strategic management for decades. Up until recently, however, the possibility that acquiring firms could generate value by exploiting complementarities with targets was hardly considered in the systematic empirical studies on acquisition with only a few notable exceptions (e.g., Harrison et al., 1991). To a large extent this was due to the dominance of the similarity perspective. The intuition behind the similarity logic is compelling—similar firms will have more in common, and hence can benefit by combining resources in some way. But what is missing from this common view is that similarity is not the same as fit, one of the most fundamental of all ideas in organizational study. Just because two firms are the same on some dimension does not mean that their strategies, or resources, necessarily fit together in some value-creating manner. The early work on complementarity in some ways fell into the same trap. Rather than focus on similarities, this work promoted the idea that two firms could complement each other by combining resources. However, just as similarity is not the same as fit, so too are differences not the same as fit. For complementary acquisitions to truly have the potential to create value, it is necessary to understand how a combination of different resources, assets, or strategies, fits together in some manner. In this study, we focus on product strategy as the embodiment of a firm’s underlying resources and capabilities, and suggest how the merging of two firms’ complementary product strategies offers opportunities for value creation. In addition to building and testing statistical models, we extensively probed our research ideas via a series of detailed interviews with executives and industry experts. Our qualitative data afforded us an opportunity to link the key measures used in the analysis and the theoretical constructs they are intended to capture. Without the qualitative component of this study, it would not be entirely clear whether the differences in product strategies between the merging firm go beyond simple differences and represents a reasonable proxy of complementarity (Yin and Zajac, 2004). Copyright  2009 John Wiley & Sons, Ltd.
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The results of the study are generally supportive of our theoretical predictions. Strategic complementarity is important for acquisition success. Combining product strategies to enhance complementary benefits creates value for acquirers. We also found that the level of strategic focus of acquiring firms moderated the relationship. A closer examination of the moderating effect revealed an interesting set of patterns: (1) strategic focus itself had a positive direct impact on acquisition performance; (2) banks with lower strategic focus (i.e., more diversified product portfolios) benefited more from strategic complementarity than banks with higher strategic focus (i.e., less diversified product portfolio); and (3) strategic complementarity improved performance at most levels—that is, low to moderately high levels—of strategic focus, but it had negative impacts at very high levels of strategic focus. From a theoretical standpoint, our findings are consistent with perspectives by researchers in the resource-based view (Wernerfelt, 1984) and organizational learning tradition (Argote, 1999). Banks with strong strategic focus are efficient because they are better positioned to achieve economies of scale, and do not have to maintain much organizational slack or redundancy. They can also identify complementary targets more easily because of this high strategic focus. In fact, the positive direct effect of strategic focus on acquisition performance may reflect high strategic focus firms’ ability to identify complementary targets. However, such firms lack diverse, heterogeneous capabilities, which may be valuable in integrating and managing targets with complementary product strategies. In addition, such knowledge and capabilities can promote organizational learning (Haunschild and Miner, 1997; March, 1999). Thus, while banks with low strategic focus may have lower operational efficiency than those with high strategic focus, their better learning capacity allows them greater opportunity to benefit from strategic complementarity. Our findings, however, did not provide support for market complementarity, which actually turned out to be negatively related to acquisition performance. One possibility is that market power gains or cost savings from intrastate acquisitions are more important than the potential benefits of market expansion. Alternatively, this result implies the potential benefits of market complementarity may be offset by the added complexity that comes Strat. Mgmt. J., 30: 617–646 (2009) DOI: 10.1002/smj
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with acquisitions that cross geographic boundaries, complexity that in the absence of specialized experience creates roadblocks to effective knowledge transfer between merging firms (Greve, 1999). This point is accentuated in the results for outof-market acquisition experience. To the extent that out-of-market acquisition experience captures the ability of an acquirer to move quickly after the deal is done, to maintain flexibility, and to be generally adaptive to a new business environment, it appears to be a critical capability for acquisition success, at least in the banking industry. Extending this notion to other merger contexts would be a valuable next step. Contributions to acquisition literature and future research This study contributes to the acquisition literature in several important ways. It is the first study to examine the effects of complementarities in product strategy and geographic market on acquisition performance, and to explicitly consider the moderating role of a firm’s strategic profile on the potential value to be gained via complementarity. This study is also one of the most extensive large sample studies of acquisitions, not only because of the sample size but because of the exhaustive data collection undertaken to capture some of the most important components of firm strategy. In addition, the qualitative dimension added a level of richness and context that was valuable in understanding just how firms in our sample think about acquisition, and how that translates into more conceptual understanding of M&As in general. By sample design, all firms were in the same industry. Within this related industry context, strategic complementarity was positively and significantly associated with acquisition performance. Hence, while being in the same industry may be important, it does not tell the whole story. Within the context of an acquisition between firms in similar industries, it is also possible for an acquirer to assess the degree of product strategy complementarity that may exist. This finding raises some critical issues for research on M&As. While it is possible to assess an acquisition in terms of the degree of similarity between industries, a deeper probing of the degree of complementarity in product strategies is informative as well. For example, recent diversification studies have shown that Copyright  2009 John Wiley & Sons, Ltd.



intra-industry diversification is advantageous precisely because the single-industry context facilitates resource sharing within and across a firm’s product lines (Li and Greenwood, 2004; Stern and Henderson, 2004). In multi-industry studies this problem is more complicated, but the same logic can still hold. Two firms may be in two very different industries, but their combination can still benefit from a sharing of resources or capabilities that make up each firm’s strategy. Empirically, this is a much bigger problem to uncover when studying acquisitions across industries since it requires an understanding of the key resources in those industries and how they might interact when pooled together. In all likelihood, a combination of qualitative and quantitative methods is desirable. Of course, such an inquiry is still quite rare, making the results of the present study particularly noteworthy. A second insight from our study is that similarity and complementarity should not be viewed as competing theories of acquisition performance. Acquisition performance is a function of creating synergy from both similarity and complementarity (Larsson and Finkelstein, 1999; Wang and Zajac, 2007), and we need to look at both in order to deepen our understanding of what determines acquisition performance. In some respects, the overarching theory is still one of fit, and fit can be accomplished via combining similar resources in some instances, and complementary resources in others. For example, when pharmaceutical firms merge, the pooling of research and development resources enables something close to critical mass in a world of genome research where the cost of new product development increases exponentially. At the same time, however, complementarities are possible by using the distribution channels of one firm to carry a wider selection of drugs from the other. This point brings up a particularly germane area of potential theoretical development, namely, how similar or dissimilar firms must be for complementarity to take hold. Given that acquisitions that take firms far afield from their core businesses tend not to be promising ventures (Prahalad and Bettis, 1986), it seems quite likely that two firms in different industries are not going to enjoy the same benefits from complementarity as two highly related firms. But the question remains, how related must these two firms be? With the present study as a start, we believe that the key issue is whether Strat. Mgmt. J., 30: 617–646 (2009) DOI: 10.1002/smj



Strategic and Market Complementarity on Acquisition Performance the assets, resources, or strategies of two firms are mutually reinforcing in the way we defined that term here. Resources, assets, or strategies are mutually reinforcing when they can potentially be combined or reconfigured to create value that did not exist in either firm before the combination. As is apparent from the meaning of ‘mutually reinforcing,’ context matters a great deal. Generic studies of acquisitions (or diversification for that matter) that compare Standard Industrial Classification codes but do not go any deeper in understanding the dynamics of strategy in an industry are particularly ill-suited to answer the question (Ramaswamy, 1997). Moving forward, one can imagine a study of a single industry that examines potential acquisition complementarity not only within the same industry, but also across a set of other industries that vary in their relatedness to the sample industry. In the financial service industry, for example, such a study might examine complementarity with banks, insurance companies, and specialty financial services firms. In a similar vein, just as deep understanding of a single industry context provides superior insights, so too might research be advanced by considering the importance of relatedness not so much for realizing complementarity in a general sense, but rather for specific types of complementarity. So, for example, in this study we noted how a strategy of channeling funds into higher-return investments in other markets is highly dependent on how related these new opportunities are to the core market of the acquirer. Perhaps further research can explore whether such benefits as bundling and cross-selling, or reputation, might be more fungible across a wider set of industries. In the banking industry, such a query might assess whether commercial banks’ recent forays into other financial services, such as insurance and investment banking, are being driven by a strategy of leveraging reputations and brand names (Jensen, 2003). In this study, we develop theory and empirically examine how complementarity can be beneficial to firms in the same industry, but we only hint at the boundary conditions to such a theory. The logical next step is to push the findings of the present study to the next level by tackling this important challenge. In this article, we studied one dimension of strategic complementarity—complementarity in product offerings—but there are other aspects of strategic complementarity that would be important Copyright  2009 John Wiley & Sons, Ltd.
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to investigate. In particular, functional complementarity (e.g., between research and distribution) is often cited as a source of potential benefit in pharmaceutical industry mergers whereby an acquirer can capitalize on a robust drug pipeline by pushing product through the target’s global distribution channels. While this was not the focus of the present study, clearly there are opportunities in further investigation of how complementary benefits may play out along other dimensions. This study is suggestive of other new avenues of research on M&As as well. Perhaps most prominent in this respect is the recognition that acquiring firm characteristics can enhance, or reduce, the likelihood of harvesting value from strategic complementarity. Not all acquiring firms are alike. This study is the first to show that the relationship between complementarity and acquisition performance is moderated by strategic attributes of acquiring firms (King et al., 2004). We have argued that the relationship between complementarity and acquisition performance may not be as straightforward as typically assumed, and that the inclusion of key moderators can be very informative. Certainly, the results reported here bear this out, but the broader insight for future research is that some organizations are better positioned to take advantage of particular strategies, such as acquisitions, and it is critical to identify such preexisting conditions that might make the difference between success and failure. Future research can go further by testing the moderating hypothesis for similar acquisitions as well as complementary acquisitions, and for target firms as much as acquiring firms. Are the moderators we studied here—strategic focus and out-of-market acquisition experience—also relevant when firms acquire similar targets? Are there other important moderators that should be examined? And perhaps there are attributes of targets that make them more amenable for complementary partnerships with acquiring firms. One might imagine that younger, smaller targets are less attuned to established routines and hence, more flexible in dealing with the preferences of acquirers, for example. The study of potential moderating influences on how complementarity, or similarity, affect acquisition performance would be a promising avenue for future research. While the single industry setting was invaluable in studying our research questions, this may Strat. Mgmt. J., 30: 617–646 (2009) DOI: 10.1002/smj
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limit the generalizability of our findings. In particular, the U.S. commercial banking industry experienced an industry consolidation through acquisitions during the study period, and industry experts generally predict this trend will continue. As the pool of available acquisition targets continues to decrease, finding a target with desirable complementary characteristics may become increasingly difficult. Thus, the ability to acquire repeatedly and profitably may be a transitory phenomenon following environmental disruption (i.e., regulatory changes). Further, the banking products are well defined, and identifying complementarity in product strategy is relatively easy. However, in other industries in which products are idiosyncratic and/or firm-specific, it will be more difficult to identify the degree of product complementarity. These factors may limit the generalizability of our findings. Future research on firms that did not experience industry consolidation would be helpful to uncover whether and how industry conditions affect firms’ ability to realize potential complementary benefits. A less obvious but important factor that could affect acquisition performance is the presence of an internal dedicated unit entrusted with the task of managing post-acquisition integration. This type of unit can be especially useful when an acquiring firm does not have the capabilities and skills needed to successfully integrate a target with complementary characteristics. Future research may want to probe more deeply into the role of such units, especially when strategic focus is high. For example, to what extent can business development groups enable even highly focused firms to capitalize on complementarity? Finally, while we elected to measure acquisition performance using the event study methodology, there are important research opportunities that arise when alternative conceptualizations are considered. Case study methods could allow more in-depth analysis of performance, not just in financial terms, but also with respect to new product bundling, perceptions of reputation, management retention, new customer metrics, and other direct indications of whether the specific sources of complementarity we identified were actually realized. Such in-depth studies might also reveal more about how knowledge transfer and learning processes work in organizations. Copyright  2009 John Wiley & Sons, Ltd.



CONCLUSION This study set out to investigate how complementarity affects acquisition performance. A primary goal was to develop theory to more precisely assess two important dimensions of complementarity—strategic and market—and to test how each affects acquisition success. In addition, and in contrast to previous empirical studies, we did not assume that all acquiring firms are necessarily well positioned to capitalize on complementarity, but rather tested that assumption at least with respect to strategic focus and out-of-market acquisition experience. For a research question that has been a dominant fixture in the strategic management literature for decades, hopefully this study offers suggestions for additional new, and exciting, lines of inquiry.
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