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Abstract

In 2023, both the US and Europe witnessed banking crises, notably involving Silicon Valley Bank and
Credit Suisse. Relevant authorities intervened to prevent contagion, and distressed banks were sold at
seemingly deflated prices. We identify three primary factors contributing to elevated profits in
distressed bank mergers, particularly in Europe: the absence of a robust backstop, ineffective use of
the bail-in tool in loss allocation, and a lack of competition among bidders during the sale of distressed
bank assets. These findings lead to concrete policy recommendations addressing backstop
mechanisms, bail-in debt, and the strengthening of auction-like settings in asset sales. In the longer
term, the European resolution framework and deposit guarantee system need to be transformed along

the lines of the FDIC.

l. Introduction

In March 2023, Silicon Valley Bank (SVB) experienced a sudden run on its uninsured deposits and, after
setting up a bridge bank, was put into receivership. Subsequently, two other regional US banks and
Credit Suisse in Switzerland experienced similar funding difficulties. The 2023 banking crisis in the US
and in Switzerland caught banking regulators around the world by surprise and led to discussions about

possible regulatory reform.

The starting point of our discussion is the observation made by the Financial Times after the rescues
in 2023 (Financial Times, 2023), that acquirers of distressed banks, such as SVB or Credit Suisse, appear

to make consistently high profits — in stark contrast to the near-zero profitability expected by acquirer

! This paper originates in a discussion at the CEPR Symposium in Paris, 9 December 2023, on “Banks’ excess
profitability when taking over a peer institution in resolution”.

* SAFE policy papers represent the authors’ personal opinions and do not necessarily reflect the views of the
Leibniz Institute for Financial Research SAFE or its staff.



in other, non-bank industries. Significant profits made by acquiring banks possibly come, in particular,

at the expense of creditors of the acquired institution, and possibly resolution funds and taxpayers.

We address three questions: First, how large were the gains made by acquirers in the 2023 banking
crisis? Second, is the asserted underpricing of distressed targets systematic, and can it be observed in
past resolution cases in Europe as well? Finally, can we do better, i.e., how can the resolution process

be organized to mitigate underpricing?

Background

In the spring of 2023, a number of banks experienced significant deposit outflows. This led to the
failure and takeover of three regional banks in the US and of Credit Suisse in Switzerland. In the US,
Silicon Valley Bank, Signature Bank, and First Republic Bank were acquired by First Citizens Bank, New
York Community Bankcorp, and JP Morgan, respectively, while in Switzerland Credit Suisse was

acquired by UBS.

These transactions resulted in significant losses to the shareholders and bondholders of the acquired
banks, and to the Federal Deposit Insurance Corporation (FDIC). Losses incurred by the FDIC are borne
by the deposit insurance system and ultimately passed on to the stakeholders of all American banks.
In the case of Credit Suisse, the risks were transferred to the Swiss taxpayers through state guarantees.
Shareholders in all four failed banks suffered total or near-total losses on their investments. In the case
of Credit Suisse, investors in subordinated bonds, specifically the "Additional Tier 1 (AT1)" capital,
suffered losses following a decision by the Swiss Financial Market Supervisory Authority (FINMA) to

write down these bonds.

While the owners and creditors of the failed banks suffered heavy losses, the owners of the acquiring
banks appear to have made significant gains instead. In an article published in June 2023 entitled “The
S44bn bailout bonanza”, the Financial Times (2023) referred to these resolution cases as “deals of a
century” for the four acquirers. This raises the question of whether the profits made by the acquiring
banks were excessive. In other words, did the pertinent resolution authorities “leave money on the
table”, money that would otherwise have been available to limit losses of the failing banks’ creditors

and other stakeholders?

The observation of high acquirer profitability in distressed bank sales is rather surprising, as it is
inconsistent with empirical evidence from other M&A transactions. In particular, it is well known that
in M&A transactions, target shareholders and their creditors tend to benefit, i.e. realise value gains,
during an acquisition process - while acquirers tend to lose money or perhaps just break even (see e.g.

Renneboog and Vansteenkiste, 2019). Given this evidence, what is the difference between the market



for distressed banks and the market for ordinary M&A? We argue that the market for banks in
resolution is different because resolution authorities typically have little time to arrange the sale of
distressed banks, because the market for distressed banks suffers from significant asymmetric
information and, more generally, may suffer from a lack of competition, and because the resolution

authority has a broader public interest mandate than the acquirer in an M&A transaction.

In the remainder, Section 2 takes a renewed look at the profit calculations for the US and Swiss
resolution cases in the 2023 banking crisis, based on two papers, Bertay and Huizinga (2023) and
Heider et al. (2023)), that were both commissioned by the European Parliament’s Committee on
Economic and Monetary Affairs (ECON). In addition, to be able to compare, this section examines the
profits made by acquiring banks in a set of takeovers of distressed banks in the European Union (EU)
that occurred since the implementation of the Bank Recovery and Resolution Directive (BRRD) in

January 2015.2

Section 3 considers whether evidence of considerable profits in bank resolutions implies that
resolution authorities have done a poor job, leaving money on the table. This section specifically
discusses whether resolution authorities’ foremost objective should be to minimize resolution costs,
and it discusses resolution tools available to resolution authorities to minimize resolution costs. In
addition, this section discusses some peculiarities of the European resolution framework, and what
policy makers can do to enhance competition in the market for distressed banks. Finally, Section 4
concludes and formulates a modest reform proposal by addressing backstop mechanisms, bail-in debt,

and the strengthening of auction-like settings in asset sales.

Il. Are profits for acquirers in resolution excessive?

1. Approaches to measuring profits in resolution cases

To see whether regulators are “leaving money on the table” in bank resolutions, one needs to compare
the price paid by the acquirer for the bank in resolution with its “true” value on the day prior to the

takeover. This is not a trivial task. Three estimation methods are commonly used:
Accounting-based approach: goodwill

Following the accounting approach, one can calculate the goodwill associated with the transaction,
which is defined as the purchase price minus the book value of the equity of the bank in resolution. If

the latter is higher than the former, the goodwill is negative (and called "badwill"), and the acquiring

2 Directive 2014/59/EU of the European Parliament and of the Council of 15 May 2014.
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bank realises an accounting gain on the transaction. While goodwill is an accounting item on the asset

side of the balance sheet, “badwill” is treated as an extraordinary gain on the liability side.

The bank’s equity value is calculated as the fair value of the assets acquired less the value of the
acquired liabilities at the time of the acquisition. Any inaccuracies in the valuation of the acquired
assets and liabilities will also result in an inaccurate accounting profit not reflecting, for instance,
integration costs and hidden unrealised future losses in the acquired portfolio and will require an
increase in risk-weighted capital ratios after the acquisition. The reported accounting profit can further
be imprecise, as it ignores the value of acquired customer relations, any synergy effects between the

two banks in the transaction, and any repercussions of the takeover for market concentration.
Market-based approach: abnormal returns over a short horizon

Short-term share price gains for the acquiring bank can be used as an estimate of the acquiring bank’s
profits, although they are an imperfect measure, as they may also reflect any reduced market stress
and uncertainty following a successful bank resolution. Short-term share price gains can be measured
as the cumulative abnormal return (CAR) relative to an industry-wide bank stock market benchmark.
CARs are defined as the differences between realized and expected returns over the event period. The
expected return is estimated by regressing the realized return on the benchmark over an extended

pre-event period.

This approach to measuring the acquiring bank’s gains has two main advantages: First, it is based on
the views of shareholders who are typically solely interested in the economic value of the bank.
Second, by cumulating the abnormal share price changes over a short period, typically a couple of
days, identification is reasonably assured, i.e., differential returns are likely to be driven by the takeover
event. Nevertheless, the estimation of excess gains can only be as reliable as the estimation of the
counterfactual, i.e., the benchmark return. The less transparent the acquired bank’s business model

is, the more difficult it is to find an appropriate benchmark, and the noisier is the CAR estimation.
Market-based approach: long-term returns

A second market-based approach is to examine the long-term share price performance of the acquirer.
Again, the performance needs to be calculated against a bank benchmark. This approach has the
advantage that it is more likely to capture all relevant information about the transition. However, this
comes at a price, as the acquirer’s long-term share price performance will also reflect all sorts of

idiosyncratic information about the acquirer that is unrelated to the prior transaction.



2. Marked-based results for distressed bank mergers in 2023

We can now revisit “(t)he $44bn bailout bonanza” (Financial Times, 2023) by looking at the accounting
and market gains of the four 2023 resolution cases mentioned before. Total accounting profits of the
acquirers are $44bn (see Table 1 for a breakdown by acquiring banks). Heider et al. (2023) evaluate

short-term and long-term market gains for these transactions as well.

In the First Citizen Bank’s (FCB) acquisition of SVB, FCB's CAR during the event window was a
remarkable 68.7%, surpassing both rival bidders and the U.S. bank benchmark index KBW Nasdaq Bank
Index (KBW) by far (see Table 1). FCB's total return within the window was an impressive 68%, in stark

contrast to the benchmark's modest return of 2.2%.

Conversely, competing bidders PNC Bank and Citizens Bank, a subsidiary of Citizens Financial Group

(CFG), failed to generate positive CARs against the benchmark during the event window (see Figure 1).
Figure 1: Abnormal returns for First Citizen Bank, the acquirer of SVB
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Source: Yahoo, based on Heider et al (2023, Figure 3)

Similarly, in the acquisition of Signature Bank, New York Community Bank (NYCB) had a CAR of 31.5%,
while the unsuccessful bidders had CARs close to zero. NYCB's superior performance was consistently

observed in both short-term and long-term analyses, underlining that gains were not short-lived.

JP Morgan's acquisition of First Republic Bank generated a positive CAR of 2.8% (see Table 1). While
this CAR was lower than the CAR of the winning banks in the SVB and Signature Bank acquisitions, it is
important to note that JP Morgan, being a much larger institution than FCB and NYCB, showed a
divergence in CARs due to its much larger market capitalization. In absolute terms, JP Morgan's gain

was significantly larger.



The acquisition of Credit Suisse by UBS, orchestrated by FINMA, created considerable uncertainty due
to its hasty nature. UBS exhibited a positive CAR of 4.1%, signaling a favorable impact. Nevertheless,
due to the opacity of the negotiations and unknown risks of Credit Suisse, this result should be
interpreted with caution. A longer-term analysis until October 2023 shows UBS consistently

outperforming the benchmark index only from July 2023 onwards.

Comparing the economic gains among acquirers, JP Morgan led with a gain of $11.17 billion, followed
by FCB with $4.7 billion, UBS with $2.5 billion, and NYCB with $1.6 billion (see Tabe 1).2 The analysis of
the three US bank acquisitions shows that the economic gains for the acquirers’ shareholders are

surprisingly similar measured as a percentage of the assets acquired, ranging from 4.1% to 6.6%.

The acquisition of Credit Suisse by UBS stands out, as shareholders experienced minimal immediate
gains of 0.4% relative to acquired assets. As noted, this result might be driven by missing information
for shareholders during the event window. The strong outperformance of UBS from July 2023 onwards

strengthens this interpretation.

Table 1: Comparison of economic gains for acquirers

FCB NYCB JPM UBS
(SvB) (Signature) | (First Republic) | (Credit Suisse)
CAR 68.7% 31.5% 2.8% 4.1%
Market Capitalisation 6.9 50 398.8 61.9
of acquirer (in $Sbn)
CAR in $bn 4.7 1.6 11.2 2.5
FT accounting results (in $bn) 9.8 2.1 2.7 28.9
Total assets acquired (in Sbn) 72 38° 229° 575
Discount relative to acquired 6.6% 4.1% 4.9% 0.4%
assets

Source: Heider et al (2023, Table 1)

In summary, US acquirers secured failed bank assets at a 4-6% discount, with gains materializing

immediately after the auction and continuing to grow over the long term. In contrast, UBS’s share price

3 These gains were derived by multiplying the CAR with the acquirers' market capitalization before the event
window, representing a significant transfer to the acquiring banks' shareholders at the expense of the failed
institutions' equity and unsecured debt holders.

4 Value is already discounted by $ 16.5 bn. For more information see https://www.fdic.gov/news/press-
releases/2023/pr23023.html.

> Value is already discounted by $ 2.7 bn. For more information see https://www.fdic.gov/news/press-
releases/2023/pr23021.html.

® https://www.fdic.gov/news/press-releases/2023/pr23034.html.

6



did not significantly outperform until several months after the acquisition of Credit Suisse’, highlighting
the importance of certainty in the aftermath of failed bank acquisitions. Overall, the successful
acquirers in these four bank takeovers performed favorable in terms of both short-term and longer-
term returns, outperforming peers and benchmarks and implying substantial economic gains for the

acquiring banks’ shareholders in 2023.

3. European cases and results

For comparison with the recent US and Swiss experience, Bertay and Huizinga (2023) examine reported
accounting profits and short-term market gains from event studies for acquisitions of distressed banks
in the EU. The sample consists of banks that experienced some form of official intervention before
being taken over by another bank in the period following the implementation of the Bank Recovery

and Resolution Directive in 2015.

Information on reported accounting profits is available for 10 acquisitions that are listed in Table 2.
These accounting profits (badwill) are positive (negative) for 7 (3) transactions in column 3. For
instance, Banco Santander reported negative profits of -248 million euros related to the acquisition of
Banco Popular Espanol in 2017. Column 4 provides information on reported accounting profits relative
to the assets of the acquired bank. The average accounting profits relative to acquired-bank assets are
about 2.9%. This figure is slightly higher than the corresponding average for the three recent US bank
acquisitions of 2.6%, while it is less than the 5.0% realized on the acquisition of Credit Suisse by UBS.
Overall, however, these data suggest that the accounting gains realized in EU acquisitions of distressed

banks are similar to the US and Swiss experience in the 2023 banking crisis.

Short-term market gains for the acquirers of distressed banks in the EU can be calculated for a sample
of 8 transactions. These short-term gains, relative to acquired-bank assets, are estimated as the
acquirer’s CAR over a two-week event window around the acquisition’s announcement date,
multiplied by the acquirer’s market capitalization just before the event window, and divided by
acquired-bank assets. The resulting average short-term market gain for the 8 transactions is around
3.0% (Bertay and Huizinga, 2023, Table 4). This figure is very similar to the average accounting gains
relative to acquired assets for distressed mergers in the EU of 2.9% in Table 2, and within the range of
analogous market discounts relative to assets during the 2023 banking crisis reported in Table 1. Thus,

substantial market gains for acquiring banks can be taken to be common in bank resolutions.

’ For more particularities of the Credit Suisse case and resulting policy recommendations see Lengwiler and Weder
di Mauro (2023).



Table 2. Accounting gains in acquisitions of distressed banks in the EU

Acquired bank Acquirer Badwill, | Badwill as % | Year Country

millions | of acquired

bank assets

(1) (2) (3) (4) (5) (6)
Aigis Banca Banca Ifis 2.9 0 2021 IT
Banca Carige BPER Banca 948.1 4.25 2022 IT
Banca Populare di Intesa Sanpaolo 363 0.58 2017 IT
Vicenza/Veneto Banca
Banco Internacional do Banco Santander Totta |327 2.49 2015 PT
Funchal
Banco Popular Espagnol Banco Santander -248 0 2017 ES
Cassa di Risparmio di Ferrara | BPER Banca 1909 |2.73 2017 IT
Idea Bank Bank Pekao SA -0.2 0 2021 PL
Panellinia Bank Piraeus Bank -4.6 0 2015 GR
Sberbank Croatia Croatian Postbank 135.2 |9.17 2022 HR
Sberbank Slovenia NLB 172.8 |10 2022 S|
Mean 188.7 2.92

Source: Bertay and Huizinga (2023, Table 3)

lll. The costs of resolution and resolution policies

The evidence in Section 2 suggests that acquirer profits in distressed bank mergers have generally been
positive and significant in both Europe and the US. Academic literature backs this statement and
provides different explanations. Granja (2013) examines how information availability influences
resolution costs for failed US banks, resolved by the FDIC through Purchase and Assumption (P&A)
transactions. The central hypothesis is that more comprehensive information about a failed bank at
the time of resolution reduces the acquirer's risk, resulting in lower resolution costs due to higher
acquisition prices. Giliberto and Varaiya (1989) show that in FDIC sealed-bid P&A transactions, the
presence of more competitors leads to higher bid levels from all bidders. Additionally, the bids align
with both the private-value model and a common value component, indicating significant agreement
between the FDIC and bidding banks on the value of the failed bank. Cowan and Salotti (2015) analyze
failed bank takeovers and show that stockholders of acquiring banks achieve an average CAR of 3.23%.
They conclude that acquiring firms benefit from substantial wealth transfers as the FDIC accepts bids
below the fair value of failed banks. Additionally, Granja et al. (2017) report that from 2007 to 2013,
the FDIC incurred an average cost of 28% of failed assets when selling a failed bank, although these
figures are not directly comparable—since the 28% reflects all losses reported by the FDIC and CARs

indicate gains for acquirers' shareholders.



We now broaden the view on the profitability of bank mergers by examining some institutional and
policy issues. We argue that key features of the market for distressed banks, such as severe time
pressure, asymmetric information and a lack of competition, make non-negligible profits achieved by

acquiring banks almost inevitable, but we consider potential policy options to help reduce these.

1. Should resolution authorities minimize resolution costs?

It is crucial to recognize that minimizing resolution costs is not a resolution objective per se, nor even
a resolution principle.® Similarly, the objective of the Resolution Authority is not to minimize negative
goodwill, but to preserve financial stability, and, in particular, to protect taxpayers by ensuring that

shareholders and creditors of the failing institution will bear the costs of failure.

Deciding on an effective resolution strategy requires a balanced approach that promotes financial
stability, taxpayer protection, and fair market competition. This is of course without prejudice to the
responsibility of authorities such as the central bank and the competition authority to contribute to
these objectives within their mandates. As discussed in more detail below, the resolution authority is

not alone and cooperation with other institutions throughout the process is crucial.

Any investor seeking to acquire a failed or failing institution decides based on limited information and
under high uncertainty. Observing a risk premium is consistent with these conditions. Moreover, while
the acquirer may have tried to price the risk correctly, it may take more than a few months for risks
and opportunities to materialise. It is therefore difficult to assess the appropriate risk premium at the

time of the resolution.

In addition, a potential acquirer must consider regulatory measures such as the increase in risk-
weighted capital ratios after the acquisition, integration costs and hidden unrealized future losses in

the acquired portfolio.

At the same time, a quick solution is needed to preserve value and financial stability. This is even more

important in the event of a liquidity crisis than in a solvency crisis.

Last but not least, it is important to remember that a sale requires a willing and qualified buyer® and

that the “fair value” in a sale transaction is the price a buyer is willing to pay, not a hypothetical value.

81n Europe, according to the BRRD preamble, the objective of the bank resolution regime is to “provide authorities
with a credible set of tools to intervene sufficiently early and quickly in an unsound or failing institution so as to
ensure the continuity of the institution’s critical financial and economic functions, while minimising the impact of
an institution’s failure on the economy and financial system.”

9 Any buyer needs to be acceptable to the banking supervisor, i.e. its solvency and liquidity position needs to be
sufficiently strong.



2. Resolution policies to confine profits for the acquirers

With regard to potential resolution policies, a judicious combination of ex-post measures, such as
transfer tools and bail-in, and ex-ante preparation through robust bail-inable liabilities (MREL) and

resolution planning is crucial.

Box 1: Elements of resolution policies

The resolution authority acts as a receiver to manage and dispose of the
assets of a failed bank. This legal function is only available for the FDIC as
Receivership the insolvency administrator, and not for the Single Resolution Board,
which is purely a resolution authority without deposit insurance or
insolvency administration.

Sale of business

A healthy institution purchases some or all of the assets and assumes some
(asset deal or share

or all of the liabilities of a failing bank. A resolution tool.

deal)

Purchase and Selling the business (or parts) of the failing bank to another bank. A

Assumption (P&A) resolution tool.

Bail-in Creditors and shareholders bear some of the loss by having their claims
reduced or converted into equity. A resolution tool.

Bridge bank A temporary bank established by the resolution authority to maintain

banking services for the customers of a failed bank. A resolution tool.

Problematic assets are separated from the rest of the bank to ensure that

Asset separation . . .
P the healthy part can continue operating. A resolution tool.

Winding down the operations and assets of a failed bank to pay off
Liquidation creditors in an orderly manner. Part of insolvency procedure — not
resolution.

There is no one-size-fits-all solution in resolution. While in recent years the “sale of business” has been
the preferred resolution approach, it should not be the sole focus in resolution planning, as it is always
depending on the existence of a willing and qualified buyer. Therefore, in its 2018 Principles on Bail-in
Execution, the Financial Stability Board (2018) focused primarily on a so called “open-bank-bail-in” to
stabilize a failing bank followed by deep restructuring. The use of a bridge bank is acknowledged as a
valuable tool, not least to buy time, but it should not be overlooked that it requires active management

and funding. There are no free lunches or magic wands in resolution.

Emphasizing the need for a diversified toolkit, incorporating bridge banks, bank transfers, and open
bank bail-in, is essential to maximize the Resolution Authority's negotiation bargaining position
(Baudino et al., 2023). Furthermore, a lengthy multiple bidding process may not be feasible when the

failure is triggered by liquidity stress and resolution is urgent to safeguard financial stability.

Although it is not the main topic of this note, it is worth stressing that a more predictable framework

for liquidity provision in resolution (LiR) by central banks could reduce resolution costs by giving
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stakeholders more control of time, thereby making fire sales less likely and limiting the risk of a deposit
run. In the US, the FDIC — as ultima ratio to preserve financial stability - has Treasury backing to provide
temporary liquidity support in resolution (Grund et al., 2020). In Europe, there is no such liquidity
lifeline. Progress has been made in areas such as better identification of pledgeable collateral in
resolution planning, but the discussion on LiR has been mired in controversies between the ECB and
governments on whether it is a fiscal or a monetary task, and in discussions within the Eurosystem
over whether LiR could be provided by the ECB or by the national central bank, at its own risk. In
particular, calls for the European Stability Mechanism to provide a backstop, similar to the US Treasury,

have not been taken up at the policy level.

The Commission’s 2023 proposal on bank crisis management and the deposit insurance framework
(CMDI) identifies weaknesses in resolution tools and advocates a comprehensive approach.
Broadening the range of cases covered by resolution helps avoid reliance on national insolvency
regimes, ensuring a more uniform, effective and bank-specific resolution process. Ensuring that failing
or likely to fail (FOLTF) will be declared timely, mandating the creation of virtual data rooms, and
promoting earlier engagement with supervisory and resolution authorities with enhanced powers are
crucial steps. Finally, making deposit insurance funds more readily available provides an additional

layer of financial stability.

Excellent cooperation between supervisors and resolution authorities is of paramount importance in
both going concern and (pre)resolution, in order to avoid delaying action or declaring a bank to be

failing or likely to fail prematurely.

As stated above, resolution planning is crucial, including planning for a “data-room”, as time in the run-
up to resolution might be very limited. Nevertheless, the need to find a swift solution will always limit

the time that potentially interested parties will have to assess the risk and conduct their due diligence.

3. European particularities

The EU resolution framework differs significantly from the US framework. Unlike the FDIC, the Single
Resolution Board (SRB) is not the receiver. In the Banking Union, the resolution decision is taken by
the SRB after the bank has been declared FOLTFX. In case the SRB considers resolution not necessary
to preserve financial stability the bank will go into national insolvency, a judicial process at member
state level, which in most cases will mean a break-up of the failing institution. But even in the case of

resolution, national insolvency remains relevant as counterfactual under the No Creditor Worse-off

19 The decision to declare a bank FOLTF is taken by the SRB in consultation with the ECB’s SSM.
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(NCWO) principle: no creditor should be worse off in resolution than in national insolvency.! This is
the safeguard built into the legal framework. Given the break-up and, potentially, the value
destruction in insolvency, resolution can be expected to deliver a superior outcome — without

sacrificing financial stability.

To maintain financial stability and to preserve value, resolution decisions need to be taken swiftly.
There is just the possibility of a 2-day moratorium enshrined in article 69 of the BRRD. Despite the
time pressure, the SRB is obliged to organize a fair and transparent sale process that takes all
circumstances into account. In the US, the FDIC's P&A transactions typically provide maximum
flexibility to bidders in an attempt to maximize proceeds. The flipside might be perceived
intransparency from the outside and complexity as portfolios need to be separated and managed by
the FDIC going forward. In some cases, a resolution may require a bridge bank to separate viable and

non-viable parts of the failing bank and the adequate funding and management of the bridge bank.

Given the fact that the failures in spring 2023 were caused by unsustainable liquidity outflows, it needs

to be reiterated that the Banking Union still lacks a (liquidity) backstop for the SRB.

4. Competition considerations

The preference for large banks as white knights in financial acquisitions presents a multi-faceted
challenge. While their abundance of internal resources, collateral, and diversified risk profiles make
them attractive candidates, their dominance poses significant drawbacks. Even with the full
enforcement of the BRRD, large acquirers exacerbate market concentration issues, hindering fair
competition. This is all the more so in Europe as tight time frames and a non-unified administrative
architecture relating to supervision, resolution and competition have tended to favor local
consolidation over cross-border transactions (for reasons such as reduced information asymmetry,
local political connections and personal networks). Moreover, market concentration may be only a
short-term fix and shift systemic risk into the future, raising even higher concerns about potential

rescue scenarios when these behemoth institutions face trouble.

To mitigate these challenges, proper enforcement of competition rules is key. Given the time frame,
the Competition Authority (which in the EU may be the European Commission or the national
authority, depending on the size and cross-border activity of the players) will in most cases grant a

temporary waiver allowing the acquisition to proceed swiftly, but it should then seriously review the

1 EU legislation requires that the “Board shall ensure that a fair, prudent and realistic valuation of the assets and
liabilities of an entity referred to in Article 2 is carried out by a person independent from any public authority,
including the Board and the national resolution authority, and from the entity concerned “ (Art. 20, para 1, BRRD).
In particular, the so-called “valuation 3” is the legal safeguard for equity holders and creditors that they are not
worse off in resolution than in insolvency (NCWO). Otherwise, they are entitled to compensation.
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merger by conducting thorough investigations of the combined market power of the new entity across
the markets where it operates, and as needed, implement remedies such as divestitures. Additionally,
exploring the internalization of antitrust considerations in the bidder pool selection, perhaps by giving
serious consideration to smaller banks, foreign institutions, or non-banks such as investment funds,
the resolution authority can take a proactive approach to address the competition concerns associated

with large acquirers.

In the broader context of financial stability versus competition, the usual pursuits of (ex-post) efficiency
by central banks, following crisis events, have contrasted with competition authorities' proactive

efforts for ex-ante efficiency.

In many countries, antitrust intervention in financial services was historically not welcomed by central
banks. The emergence of the BRRD from DG COMP’s State Aid guidelines in 2013, featuring a junior
creditors bail-in requirement, exemplifies the intersection of these divergent approaches. Over time,
there has been a noteworthy convergence, with more frequent antitrust intervention in finance (with
landmark decisions such as imposed caps on credit card interchange fees or fines on banks colluding
on Libor) and central banks acknowledging the merits of opening financial ecosystems to harness
innovation (such as opening the payment services to non-banks under the PSD2 directive). In addition,
recognizing the risks associated with entities deemed "Too Big to Fail" achieves some convergence with
competition authorities’ concern about market power. Nevertheless, the current landscape, marked
by consolidation trends, poses a potential test to the achieved convergence, demanding vigilant
scrutiny to maintain a delicate equilibrium between financial stability and the promotion of healthy

market competition.

IV. Conclusion and recommendation

Persistent and significant profits by financial institutions that acquire other banks in situations of
sudden distress raise eyebrows of observers and the general public: Have administrators exerted the
necessary effort to protect wealth of creditors and owners of the distressed institution? And that of

taxpayers who in many cases came to the rescue when distress hit the bank?

Substantial gains on the acquisition of banks in resolution are the norm. This holds true for market-
and accounting-based valuation methods and for US and European cases. These findings run counter
to the conventional wisdom that profits in M&As are made by target shareholders rather than the

acquirer.

12 See Vives (2016) for a discussion of the trade-offs between stability and competition in banking.
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In this study we have reported further evidence in favor of the positive acquisition profit hypothesis,
and we see three potential reasons for this outcome. First, a lacking backstop aggravates the time
pressure under which the search for an acquirer takes place when a run on bank assets is under way,
second, insufficient market discipline via bail-in debt and, third, the limited number of bidders and

often just a singular bidder for the distressed bank’s assets in resolution and liquidation.
We will discuss these three arguments in more detail, with an eye to policy proposals:
Strengthening a backstop, thereby alleviating time pressure.

It is a common argument in bank distress situations that failing banks leave the supervisor at most a
few hours over a weekend to find a buyer of bank assets. The reason is that, on Monday morning, after
markets re-open, a run is expected on bank assets when the remaining holders of short-term bank
liabilities, such as wholesale depositors, withdraw their monies at once. The run, in turn, is a

consequence of banks’ sequential service constraint subject to limited liquid funds.

The above description points at a straightforward solution: protect the depositor in question against a
loss of wealth by some form of government guarantee. For example, offer unlimited deposit insurance
backed by credible, usually public funds. This has been the case in some recent cases of bank runs.
Unlimited deposit protection could also be supplied ex-ante, with or without accounting for full cost

premiums.

However, comprehensive deposit insurance is at least controversial among regulators and the general
public, because of moral hazard concerns. Fully protected depositors, they argue, have no incentive in
monitoring the banks they invest in, and as a consequence, market discipline will tend to vanish unless
it can be substituted through other means. A reasonable compromise, which we support, is to
somewhat broaden depositor coverage, encompassing transactional accounts of firms and
households, but leaving out some larger creditors, such as wholesale financiers and individuals beyond
some higher account balance. This would leave a run on the banks as a credible deterrent to excessive

risk taking intact, while reducing some of its unintended costs.

To be clear, the elephant in the room remains a potent receivership process, as realized by the FDIC in
the US market. This institution is financially capable —but legally not obliged - to take over a failing
bank’s assets and liabilities, because of its access to a last resort public fund, e.g. via a dedicated central
bank credit line. Moreover, the FDIC combines the deposit guarantee function with the resolution
function as receiver in the event of bank failure. This is not the case in the European banking union,
where this function is split between the SRB at the European level, more than 20 national deposit
guarantee schemes and national insolvency procedures. This fragmentation requires extensive

cooperation among authorities, which consumes unnecessary time and adds further difficulties to the
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time-constrained resolution process (see also Beck et al., 2022; Véron, 2024). A different suggestion
would be to devise an entirely new regime specifically for cross-border groups with unified supervision,
to replace the diversity of national rules that govern the resolution process today (Angeloni et al.,
2024). Similarly, a common European regime could be applied to large banks, in contrast to current

practice (Acharya et al., 2024).

As far as the SRB is concerned, it would benefit greatly from a last resort public backstop similar to the
FDIC to enhance the credibility and effectiveness of its bank resolution framework. A public backstop
provides a financial safety net that ensures sufficient funds are available to manage the orderly
resolution of failing banks, thereby preventing broader financial instability. This instills confidence
among depositors and investors, as they know that there is a reliable mechanism to support troubled
banks without solely relying on private sector solutions, which may be inadequate during systemic

crises.

We are convinced that an FDIC-type of institution would be a game-changer in Europe’s financial
architecture, rendering the filigree framework of recovery and resolution much more credible than it

is today.

In line with our take on a FDIC-like institutional strengthening, bridge banks are another valuable tool
that can serve as a credible option, enhancing the bargaining power of the SRB during bank resolutions.
By temporarily transferring a failing bank's assets and operations to a bridge bank, in a legally safe way,
the SRB ensures continuity of essential services and stabilizes the situation. This strategic move buys

time and reduces the pressure to sell assets quickly at potentially unfavorable prices.

Consequently, the SRB can negotiate from a position of strength, seeking better terms from potential
buyers or investors. The bridge bank option thus mitigates immediate market disruptions and

preserves value, allowing for a more controlled and beneficial resolution process.
Fostering market discipline

The route to market discipline, much favored by European policymakers after the GFC, rests on the
assumed incentive effects of bail-in debt, a newly created class of mandatory hybrid debt that ranks
just above equity, and below all other debt instruments on bank balance sheets. If several side
conditions are met, bail-in debt credibly bears default risk. Holders of these instruments will have a
proper incentive to price debt adequately, eliminating moral hazard. By internalizing risk seeking

incentives, the proper use of bail-in debt contributes to market discipline in banking.

To enhance the use of bail-in debt, policy makers should focus on improving the functioning of the

bail-in debt market, raising its credibility as a loss absorbing debt instrument. This requires, among
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other things, ensuring that bail-in debt ends up in the portfolios of investors that are capable of loss

absorption, and that have the capacity and willingness to play an active role in disciplining banks.
Increasing competition between bidders

The third route to better pricing of distressed bank assets relies on the sale process of bank assets
itself, in reality often implemented via fire sales. Selling bank assets in a rush will typically lead to
inferior prices, not least because more distant potential bidders find it hard to estimate prices when
the assets are perceived as being opaque. Thus, reducing opacity and improving the ability to run
auction-like processes (see Asimakopoulos and Troger, 2024) will likely raise sell prices and lower loss

given default.

The path to increased competition in distressed asset sales, therefore, can use different instruments.
The most straightforward argument relies on transparency, making detailed and trusted information
about bank asset quality readily available when distress sets in. The necessary data sets have to be
collected and stored in a way that allows quick access by potential bidders if the time is ripe, i.e. if

distress is ongoing.

To run time-constrained auctions as effectively as possible, the SRB or, more practically, each individual
bank by itself needs to set up a data room, where necessary information about banks can be shared
directly with potential acquirers. Potential acquirers need to be screened well before an event, so that
for every bank, a list of potential acquirers exists upfront. To account for competition considerations,
this list should contain not just large banks, but also smaller banks and non-bank financial institutions.
The banks’ readiness to set up and update such data rooms at short notice needs to be regularly tested

by the SRB via its onsite inspections.

Finally, addressing the lack of a robust backstop for the SRB, promoting market discipline through bail-
in debt and implementing designs that increase the number of bidders are essential to prevent
taxpayer-funded bailouts, ensure that a bank’s owners and creditors, not the public, bear the costs of

failures, and enhance the overall stability of the European banking system.

Furthermore, transitioning from the current system, which includes a European resolution authority,
national deposit guarantee systems, and insolvency procedures, to a European framework similar to

the FDIC would be a significant advancement.

By addressing these gaps within the BRRD framework, we can enhance financial resilience and bolster

confidence in the sector's ability to manage crises more effectively.
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