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Investment bankers have been criticized in recent years for charging merger fees many consider excessive. The 

authors look at merger and acquisition activities and the fees that investment banking firms charged for these 

functions. This study, which measures the market imputed dollar gain in firms' stock prices, concludes that 

investment banks' fees represent compensation commensurate with the ensuing gains in stock prices. 

Investment banking firms have traditionally 
performed a number of key functions that en-
hance the liquidity and efficiency of U.S. capital 
markets. Underwriting, market-making, and ad-
vising corporations on capital structure, divi-
dend policy, mergers, acquisitions, and divest-
itures are among the diverse financial services 
that such firms provide. While other financial 
institutions offer many of these same services, 
the investment banks' specialization and exper-
tise in corporate financial matters, along with 
their position overlooking capital markets as a 
whole, give them a comparative advantage that 
permits them to command handsome fees. For 
example, the merger departments at three 
leading Wall Street investment banking firms-
Goldman, Sachs; First Boston; and Morgan 
Stanley—each are estimated to have earned 
about $200 million in merger fees during 1985.' 

In recent years, however, investment bankers' 
fees have increasingly been criticized as exces-
sive. In a development that both reflects and 
goads disenchantment with the fee structures at 
leading Wall Street firms, popular business 
publications have lambasted them in cover 
stories such as "Merger Fees That Bend the 
Mind" and "Wall Street's Overpaid Young Stars." 
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Reportedly, some major corporations may 
choose to bypass investment bankers altogeth-
er in future merger transactions in favor of a do-
it-yourself approach.2 Even so, since investment 
bankers' expert advice shields public cor-
porations' officers and boards from suits filed by 
dissenting shareholders under the business 
judgment rule, the demand for investment 
banking merger advice is unlikely to disappear. 

This article summarizes the authors' research 
on the role played by investment banks in mer-
gers and acquisitions, in particular focusing on 
the fees paid for such services.3 Based on a rep-
resentative sample of U.S. corporate mergers 
concluded between 1979 and 1985, the analysis 
reveals that the bankers' fees, though large in 
absolute terms, are only a small percentage of 
the economic value created by the mergers. 
This finding, while not conclusively demonstrat-
ing competitiveness, argues against any claim 
that the investment banks' merger fees are 
excessive in any economic sense. On average, 
when measured against the gain that the merger 
creates for the new entity (or against the pur-
chase price of the company), the fee approx-
imates that of a typical real estate transaction. 

The Merger Fee Contract 

The value of the services provided by invest-
ment banks should be the ultimate arbiter of 

2 ECONOMIC REVIEW, MARCH/APRIL 1988 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

March 1988



superstars fit this description. The athletes are 
paid regardless of their on-the-field perfor-
mance. Thus, the incentives to perform opti-
mally may be compromised. As a rational re-
sponse to this problem in merger markets, con-
tingent or performance contracts have come to 
be the most common form of merger fee con-
tract. 

Despite the predominance of contracts de-
signed to elicit bankers' optimum effort and 
despite the heavy reliance on investment bank-
ers' services, merger fees still may be out of 
kilter. This disproportion may be especially evi-
dent where merger fees are figured asymmet-
rically—that is, in contracts that include fixed as 
well as contingent components, or where sliding 
fee schedules are employed. A widely cited 
example of the latter, the so-called Lehman for-
mula, states that the merger fee equals 5 per-
cent of the first $ I million of the purchase price, 
plus 4 percent of the second mill ion, plus 3 per-
cent of the third million, plus 2 percent of the 
fourth million, plus I percent of the remainder. 

Since standard merger fee contract designs in 
no way preclude excessive merger fees, the 
value of the services investment bankers pro-
vide to buying and selling firms helps gauge 
whether their fees are fair. One measure of the 
worth of the bankers' activities in the merger 
and acquisitions market is the net economic 
value of the gain created or generated via 
mergers where the bankers act primarily as 

whethertheir merger fees are excessive. Clearly, 
investment bankers' services are considered 
worthwhile by the corporations that employ 
them. Otherwise, their lucrative fees would 
have seriously disadvantaged investment banks, 
enabling other financial services institutions to 
capture their merger- and acquisition-related 
activities. Since such services consistently ac-
count for a substantial portion of investment 
banks' revenues, one cannot conclude that the 
associated fees are not competitively priced. 

Investment banking merger contracts are of 
three basic types: ( 1 ) fixed-fee contracts, where 
fees are independent of the outcome of merger 
negotiations; (2) contracts where fees are con-
tingent on the successful conclusion of the mer-
ger and on the number of shares acquired; and 
(3) contracts where fees are contingent on the 
successful conclusion of the merger, on the 
price paid, and on the number of shares pur-
chased. Given that a fixed-fee contract guaran-
tees the banker's compensation even if the 
merger fails and regardless of his effort, such 
contracts may not be in the interest of the buy-
ing and selling firms. Such a situation poses 
what is known as a moral hazard problem, mean-
ing that the terms of the contract diminish the 
agent's (investment banker's) incentive to per-
form optimally. The moral hazard problem can 
manifest itself in any principal-agent relation-
ship. In professional sports, for example, the 
long-term guaranteed contracts awarded to 
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intermediaries for the acquiring and acquired 
firms. 

Investment bankers intermediate between 
the buyers and sellers of corporate assets in 
much the same manner as real estate agents do 
between the buyers and sellers of property. 
However, there are significant differences be-
tween the two agency relationships. From the 
viewpoint of this analysis, a notable difference 
is the structure of the agents' fee contracts. 
Realtors' fees, on both sides of the transaction, 
tend to be a straightforward percentage of the 
price of the property changing hands. Invest-
ment banking merger fees, by contrast, are 
seldom figured symmetrically, as was discussed 
above. Furthermore, even in cases where the 
fees do depend on the dollar size of the trans-
action, the empirical evidence does not support 
an exact relationship; that is, the frequently 
cited Lehman pricing formula does not hold in 
practice. Thus, it seems clear that excessive fees 
would correspond to the merger situation where 
the investment banker's fees exceed the sur-
plus generated by the transaction. 

The problem then is determining what eco-
nomic gain accrues to the combined firm that 
results from a given intermediated merger. This 
calculation appears difficult at best, in that the 
true value of a merger seems to be subjectively 
defined by the acquiring firms. Fortunately, 
modern financial theory offers a methodology, de-
scribed in the following sections, for obtaining 
an unbiased estimate of the incremental or ad-
ditional economic value created by a merger. 

The scope of analysis of investment bankers' 
fees presented here is confined to inter-
mediated mergers. Consequently, this study 
does not consider whether the net increase in 
value that ensues from banker-assisted mer-
gers exceeds that which would follow if firms 
identified targets and effected mergers on their 
own. Clearly, if firms could readily seek out mer-
ger candidates—the do-it-yourself approach— 
and achieve the same transactions more eco-
nomically, they would tend to bypass the invest-
ment bankers.4 

Measuring Merger Synergy 

Merging firms expect to realize some eco-
nomic surplus or gain as a consequence of joint 

production opportunities or economies of scale 
or scope. In other words, they anticipate that the 
merger will give rise to synergy that should 
translate into a net increase in the value of the 
combined entity over and above the values of 
the firms as separate entities. Thus, the merger 
creates value that neither firm could achieve on 
its own. 

An ideal measure of such synergy would be 
the increment in the value of the two firms 
anticipated prior to the merger. Since these ex 
ante data are unavailable (that is, they are 
private, subjective estimates), this increment is 
approximated by using the market imputed 
dollar gain in the firms' stock prices for each 
merger in the sample. The methodology used in 
this instance was originated by Paul Malatesta 
(1983) and adapted by others.5 To obtain mar-
ket imputed gains to the merging firms, the 
standard abnormal returns technique was used. 
This technique, based on Eugene Fama's (1976) 
market model and standard event study method-
ology, is explained in the accompanying box. 

Sample Data 

The sample of mergers for this study was 
derived from a number of public sources—the 
Wall Street journal Index, Mergers and Acqui-
sitions, Fortune, the Federal Trade Commission's 
Statistical Report on Mergers and Acquisitions, 
and the Conference Board's Announcements of 
Mergers and Acquisitions, among others. For 
the years 1979 through 1985, these publications 
reported more than 800 mergers. Many of the 
firms involved in these transactions were pri-
vate companies, and were therefore eliminated 
for lack of available data. In order to narrow the 
sample to mergers where comparable services 
were performed, truly hostile takeovers also 
were excluded from the sample as being atypi-
cal of the majority of investment banks' busi-
ness. Likewise, mergers for which investment 
bankers provided only fairness opinions or 
underwriting services were deleted. After this 
paring down of the sample, 125 mergers re-
mained. Information on the fees paid to the 
investment bankers was obtained from the 
proxy statements merging firms filed with the 
Securities and Exchange Commission. 
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The Idea behind Event Studies 

I ntu ition d ictates that the success of a m erger or 
acquisition should b e judged only after the finan-
cial performance of the combined firm is observed 
over a sufficient period of time. Recent results 
from financial economics, however, allow us to 
avoid this waiting period. J i l l l 

The theory of efficient markets holds that the 
market will accurately reflect the expected value 
of an acquisition—to the buying and selling stock-
holders alike—via changes in stock prices that 
occur immediately upon the first public announce-
ment of the impending transaction. (Due to infor-
mation leaks, some of the value may be captured 
before the announcement.) Whi le this thinking 
does not imply that the market's first response to 
the news is always correct, both theory and evi-
dence suggest that the initial stock price changes 
reflect an unbiased estimate. According to the 
efficient market hypothesis, market prices re-
spond in an unbiased manner to new information 
but not to old information. 

In using these concepts to gauge the financial 
synergy created by any true "news," economists 
employ a statistical technique known as the event 
study methodology.1 To measure accurately the 
market's assessment of a news event—the merger 
announcement, in this c a s e - t h e research first 
identifies the relationship between the return on 
a particular stock and the return on the overall 
stock market as represented by some market 
index. This exercise is carried out over a period of 
time during which the news does not affect the 
market price of the stock. Once this stock price-
stock market relationship is estimated, the actual 
returns on the stock throughout a time period 
around the announcement date are compared 
with those predicted by the historical relation-
ship to find the differences, which are termed the 
abnormal returns. Ata given point in time, say t ime 
t, stock returns should be sensitive to the release 
of new information. Information available before 
time t should not affect abnormal returns during 
this period; rather, the old information's influence 
should have been incorporated previously; 

To apply the event study methodology to the 
case of corporate mergers, the historical relation-
ship between the returns on the sample company 
stocks and the returns on the stock market overall 

was established by means of the following regres-
sion equation (the simple market model): 

UJ 
where Rjt is the return to firm i at t ime t, Rmt is the 
equally weighted return to the aggregate stock 
market at time t, uit is an independently and iden-
tically distributed random errorterm, anda (.andb (-
are estimated for each firm in the sample, employ-
ing a 260 trading-day span, from 280 days before 
the first public announcement of the merger to 20 
days before this announcement. Using these 
estimates, predicted returns for each firm / for 20 
days before and 5 days after the public announce-
ment date were generated. This t ime period was 
chosen in recognition of poss ib le information 
leaks about the merger before the public an-
nouncement date and lags in response after the 
announcement date. 

Abnormal returns were then calculated as the 
difference between actual and predicted returns: 

ARit = Rjt-ai-biRmt, (2) 
where a- and b(. are the statistical estimates of a,-
and bj from equation (1). These abnormal returns 
were then multiplied by the previous day's closing 
stock price, and by the number of shares 
outstanding, S f . ; , to obtain daily abnormal dollar 
returns, ADRjt: 

Bp*P*ft = ARitPt-, s,,i • (3) 
These daily abnormal dollar returns were then 
cumulated over the 25-day window around the 
public announcement date for each company: 

(4) 

Finally, the ADRs for the two merging firms 
were summed to obtain an estimate of the gain in 
each merger. 

Note 

'See Brown and Warner (1985) or Schwert (1981) for a 
detailed description. 

Rn= a , + b,Rmt + ü 

j5 
ADRj = Z ADRh 

t=-20 
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Note that this study comprehends a wide 
variety of mergers, from acquisition of tiny com-
panies to mergers of giants. As Table 1 illus-
trates, purchase prices ranged from $34 million 
to nearly $6 billion, and associated fees collect-
ed by investment bankers ran the gamut from 
approximately $100,000 to $20 million. To put 
these data in proper perspective, Table 2 com-
pares the fees charged in the sample mergers 
with the incremental economic value these trans-
actions created. 

Fees paid to investment bankers for their 
assistance in mergers and acquisitions averaged 
6.6 percent of the merger-generated gains. The 
large standard deviation indicates that this ratio 
varied greatly. However, in only 3 of 125 cases 
did this fee-to-gain ratio exceed 1; that is, the 
investment banker's fee exceeded the market 
imputed value of the merger. Moreover, the 
value of the gains in these three cases averaged 
only $3.24 million, in sharp contrast with the 
overall average of $86.1 million. For a com-
parison, Table 2 also displays fees as a propor-
tion of the price paid for the acquired firm. 
According to this measure, the fee averages less 
than 1 percent of the transaction price, with a 
maximum value of only 3.4 percent. 

Conclusion 

Merger fees for this sample of mergers in 
which investment bankers provided compar-
able services average only 6.6 percent of the 
economic gain created by the associated mer-
gers. The authors find no evidence that these 
fees should be labeled excessive. In fact, com-
pared with other agency fee contracts, these 
charges appear to be quite legitimate. Further-
more, since contingency contracts, which predi-
cate the investment banker's fee on successful 
completion of the merger and on other factors, 
are used almost exclusively today, it is reason-
able to infer that investment bankers exert ef-
forts in behalf of the firms that hire them. 

For these reasons, firms contemplating a do-
it-yourself approach simply because fees charged 

Table 1. 
Summary of Sample Merger Data 

Mean Minimum Maximum 
Value Standard Value Value 

(million $) Deviation (million $) (million $) 

Fee 4.99 4.31 .10 20.00 
Gain 86.12 210.61 -689.16 748.02 
Purchase 
Price 835.68 10,004.90 34.50 5,773.10 

Table 2. 
Investment Bankers' Fees 

Relative to Merger-Generated Gain* 

Mean Standard Maximum 
Value Deviation Value 

Fee/Gain .066 .488 4.152 
Fee/Price .009 .007 .034 

* All values expressed as proportions. 

by professional merger intermediaries appear 
excessive would do well to scrutinize the costs 
and benefits of self-search. Investment banker 
merger fees that may at first glance seem dis-
proportionately steep in fact are more likely to 
represent fair compensation. 

Clearly, this examination of the data does not 
decide the issue of whether firms comtemplat-
ing mergers or acquisitions should rely on in-
vestment bankers to act as intermediaries or 
should act on their own behalf. What has been 
shown is that firms which do utilize or rely on 
investment bankers in mergers are, on average, 
not paying excessive or unreasonable fees for 
the services provided. Further research is neces-
sary to determine more completely the overall 
contribution of investment bankers to merger 
market activity. 
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Notes 

'See Petre (1986). 
2Ibid. 
3The results presented in this article were taken from a com-

prehensive analysis of merger market efficiency conduct-
ed by Hunter and Walker (1987). 

4Data suggest, however, that such firms are still likely to 
engage investment bankers for fairness opinions to pro-
tect against shareholder lawsuits brought under the busi-
ness judgment rule. In analyzing more than 300 mergers 

between public companies over the period 1979-85, it was 
found that in the majority of unintermediated mergers 
those firms did purchase a fairness opinion. The fairness 
opinion is simply a statement from an investment banker 
that the value negotiated by merging firms' management is 
reasonable or fair, based on the banker's expert judg-
ment. 

5See also Dennis and McConnell (1986) and You, Caves, 
Smith, and Henry (1985). 
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