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Agenda
• Disclaimer
• Roadmap:
– HSR basics
– Differences in the bankruptcy context
– Section 802.63 exemption

• PNO as a resource

2

HSR Basics
• 15 USC Section 18a(a) three prong test:
– Commerce
– Size of Transaction
– Size of Person

• If met, HSR filing must be made unless
exemption applies
– 16 CFR Parts 801, 802, 803
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HSR Basics: A Typical Filing
• Agreement
– Executed by the parties

• Affidavit
– Good faith intention to proceed with the
transaction

• HSR Form
– Ultimate Parent Entity (UPE) via control test
– Set price
– Finite deal description in Item 3(a)

• Thirty day waiting period
4

HSR in the Bankruptcy Context
• Often there are multiple bidders for the
same target
– PNO receives multiple filings for the same
target
– Stalking horse scenario can generate bids
– HSR provisions more flexible by necessity
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HSR in the Bankruptcy Context
• Agreement
– Often, there isn’t one
– Bankruptcy court order
– Sometimes bankruptcy court must order target
to file

• Submit copy of the court order with HSR
filing in lieu of agreement
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HSR in the Bankruptcy Context
• Affidavit
– The parties must attest to good faith intention to
proceed with proposed transaction upon
approval of bankruptcy court
– Otherwise, same requirements apply
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HSR in the Bankruptcy Context
• HSR Form
– Purchase price estimated as falling into one of
HSR threshold levels
– Item 3(a) should state transaction conditioned
upon approval by bankruptcy court
– UPE typically Debtor in Possession (DIP)
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HSR in the Bankruptcy Context
• Waiting period
– In 11 USC 363(b) transactions, fifteen day
waiting period
– No other provision of bankruptcy code receives
shorter waiting period
– Foreign bankruptcies do not receive shorter
waiting period
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Section 802.63 Exemption
“An acquisition of collateral or receivables, or
an acquisition in foreclosure, or upon
default, or in connection with the
establishment of a lease financing, or in
connection with a bona fide debt work-out
shall be exempt from the requirements of
the act if made by a creditor in a bona fide
credit transaction entered into in the
ordinary course of the creditor’s business.”
10

General Application of Section 802.63
• Creditor may normally rely on exemption to
foreclose on collateral or negotiate
acquisition of receivables or other assets
from debtor:
– Previous bona fide credit transaction; and
– In ordinary course of creditor’s business.
– Cannot be competitors

• If debtor’s obligation transferred to different
creditor, subsequent discharge of the debt
typically exempt
11

General Application of Section 802.63
• “Vulture Fund” exception
– Bankruptcy proceedings public;
– Obligation of the debtor or other creditor claims
acquired thereafter; and
– Buyer seeks to foreclose on collateral or
acquire other assets in satisfaction of the
acquired obligations

• Exemption does not apply
12

Section 802.63 in Bankruptcy
• Can apply to bankruptcy scenarios
• Upon reorganized debtor’s emergence from
bankruptcy
– Creditor debtor relationship
– Bona fide debt work-out

• Not available for liquidations of assets
while in bankruptcy
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Resources
• www.ftc.gov/bc/hsr
– HSR in general
– Specific guidance
• Informal interpretations
• Caveat to database

• PNO Staff
• Call or email with specific questions
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History of the Failing Company Doctrine
 The

failing company doctrine is a judicially created defense
to otherwise unlawful mergers and acquisitions.

 In

creating the doctrine, the Supreme Court emphasized
both


The social consequences of business failure on stcokholders,
creditors, and employees, and



That there would be little loss of competition if a corporation that
would otherwise fail was acquired by a competitor.

 Since

International Shoe, the doctrine has been developed
by both courts and the agencies.

© Hogan & Hartson LLP. All rights reserved.
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Elements of the Failing Company Doctrine
 As

the courts have articulated the doctrine, it has two
elements, and some courts have added a third element


The probability of imminent business failure




The unavailability of alternative purchasers with less
anticompetitive effect—even at a lower price




This element is not established if the firm is profitable or solvent, even
it has large losses or inefficient assets

One court said that efforts to find other buyers were not sufficient if
the seller did not use an investment banker to identify alternative
buyers

The failing firm could not be successfully reorganized

 The

merging parties bear the burden of proving all
elements.

© Hogan & Hartson LLP. All rights reserved.
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Merger Guidelines on the Failing Company
Doctrine
 Section

5.1 of the Merger Guidelines outlines four
elements


The acquired firm must be failing, i.e. unable to meet its financial
obligations in the near future



The acquired firm must be unable to reorganize in bankruptcy



The acquired firm must have made a good faith, unsuccessful
effort to sell to a less anticompetitive purchaser (e.g. using an
investment banker to identify other buyers)—even at a lower price



Absent the acquisition, the assets of the failing firm would exit the
market

 The

merging parties bear the burden of proof.

 The

elements are applied so stringently that few firms can
sustain the defense—it is rarely successful.

© Hogan & Hartson LLP. All rights reserved.
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General Dynamics Defense
 In

US v. General Dynamics, the Supreme Court found that a
merger was not unlawful because current combined market
shares did not accurately reflect the company’s future
competitive position since its coal reserves were being depleted.

 During

the 1970s, some courts used this language broadly when
one of the merging firms had financial weakness.

 Financial

weakness was termed the “flailing company defense”
and the agencies revised the Guidelines to limit it use.

 Section

3.21 recognizes that “recent or ongoing changes in the
market may indicate that the current market shares . . . either
understate or overstate a firm’s competitive significance.” This
is done as part of the competitive effects analysis.

© Hogan & Hartson LLP. All rights reserved.
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Recent Agency Statements on the Failing
Company Doctrine
 In

light of the economic crisis, new leadership at the
Antitrust Division has addressed these issues.

 AAG

Christine Varney has stated that “vigorous antitrust
enforcement must play a significant role in the government
response to the economic crisis to ensure that markets
remain competitive.”

 Economics

Deputy Carl Shapiro has stated that the current
economic crisis does not require a different test.

 FTC

Chairman Jon Leibowitz has indicated that
enforcement decisions would take the failing company
doctrine into account, but that the FTC will enforce the law
vigorously.

© Hogan & Hartson LLP. All rights reserved.
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Failing Company Doctrine in the EU
 European

Commission Merger Guidelines establish three
criteria for application of the failing firm or “rescue merger”
defense


The failing firm would be forced out of the market by financial
difficulties in the near future



There is no less anticompetitive purchaser



In the absence of a merger, the assets of the failing firm would
inevitably exit the market

 The

EU has stated that it will be applied only in
“exceptional circumstances.”

 The

parties bear the burden of proof.

© Hogan & Hartson LLP. All rights reserved.
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The Failing Firm Doctrine in the EU
 The

Commission has cleared only two mergers on the
basis of the doctrine—Kali and Salz and Eurodiol.

 The

EU also recognizes that current high market shares
may not accurately reflect the future competitive structure
of the market, i.e. a General Dynamics-like defense.

 Former

EU Commissioner Monti has described the
similarities of the US and EU approaches as an example of
convergence.

 Commissioner

Kroes has stated that although the
Commission will take the failing firm defense into account
where applicable, mergers will receive “just as intense
scrutiny” as before the economic crisis.

© Hogan & Hartson LLP. All rights reserved.
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Janet McDavid focuses on antitrust, competition, and trade regulation, with a particular emphasis on government
investigations, litigation, and antitrust policy issues.
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Washington, D.C.
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Phone: +1.202.637.8780
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Jan has been profiled in numerous international surveys and rankings and is widely recognized as a leading authority in
antitrust law. Most recently, she was named as "one of the finest antitrust lawyers around" and lauded for her "... very
good judgment and practical advice," by Who's Who Legal. Other industry authorities, such as Chambers USA, have
noted client praise for her strong ties to the government: "In terms of working with the agencies, she is terrific." Clients
say Jan "understands how business people operate" and describe her as "the cream of the crop" with "one of the best
reputations at the antitrust bar." Jan is also a frequent speaker on antitrust issues around the globe.
Jan is the author and co-author of many books and articles involving antitrust law, including the Antitrust Evidence
Handbook, Mergers & Acquisitions and Antitrust & Trade Associations Practice Guide, both published by the ABA
Antitrust Section; Proposed Reform of the EU Merger Regulation: A U.S. Perspective; Merger Review Processes in the
United States and the European Union: A Comparison; How to Avoid Negotiations on Second Requests; Globalization
and the EU; Globalization of Premerger Notification and Review: Practical Problems and Solutions; Antitrust Law:
Intersection with IP; Antitrust and IP: Joint Agency Hearings; The Defense of Mergers in the Defense Industry; Antitrust
Issues in Health Care Reform; and The 1992 Horizontal Merger Guidelines: A Practitioner's View of Key Issues in
Defending a Merger.
Jan is a Past Chair of the Section of Antitrust Law of the American Bar Association. She was a member of the Advisory
Team to the Transition Team for the Federal Trade Commission forObama Administration in 2008 and for the Bush
Administration in 2001, and was a member of the Transition Team for the FTC for the Clinton Administration in 1992.
She also served as Co-Chair of the ABA Antitrust Section's Transition Task Force, which provided advice on antitrust
issues to the Obama Administration. In 1993-94 and 1996-97, she was a member of Department of Defense Antitrust
Task Forces.

EDUCATION
J.D., Georgetown University Law Center, 1974
B.A., Northwestern University, 1971
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ANTITRUST ISSUES INVOLVING ACQUISITIONS OF FINANCIALLY
DISTRESSED COMPANIES
Janet L. McDavid
1
Hogan & Hartson LLP
A.

Introduction

As many commentators have noted, the “failing company doctrine” has persisted
2
despite its lack of a firm foundation and the continued criticism leveled against it. William
Baxter, former Assistant Attorney General of the Department of Justice Antitrust Division, once
3
declared that the “more one thinks about” the doctrine, “the less sense it makes.” But the
doctrine has survived, and courts still recognize it as a viable defense to antitrust liability in
horizontal mergers. Across the Atlantic, the European Competition Commission also recognizes
a failing company defense, albeit in modified form. Understanding the contours of the doctrine
in both the United States and Europe is therefore relevant to companies considering mergers,
particular in economically challenging times.
B.

The Failing Company Doctrine in the United States

The failing company doctrine is a judicially created defense, sanctioned by
5
Congress, against actions challenging otherwise unlawful mergers or acquisitions. The
6
Supreme Court first articulated the doctrine in International Shoe Co. v. FTC, which involved a
horizontal merger between two shoe manufacturers. The FTC had found that the merger violated
4

1
2

3
4
5

6

Adam Cooke, a summer associate at the firm, helped to update and revise this paper.
See, e.g., Richard D. Friedman, Untangling the Failing Company Doctrine, 64 TEX. L. REV. 1375
(1986).
William F. Baxter, Remarks: The Failing Firm Doctrine, 50 ANTITRUST L.J. 247, 248 (1982).
S. REP. NO. 81-1775, at 7 (1950); accord, H.R. REP. NO. 81-1191, at 6 (1949).
The failing company doctrine is applicable to mergers challenged under either Section 7 or Section 5 of the
FTC Act. See, e.g., Citizen Publishing Co. v. United States, 394 U.S. 131 (1969); United States Steel Corp. v.
FTC, 426 F.2d 592 (6th Cir. 1970). See also Janet McDavid, Failing Companies and the Antitrust Laws, 14 U.
MICH. J.L. REF. 229 (1981).
280 U.S. 291 (1930). An earlier version of the failing company doctrine was the basis for a 1917 circuit court
decision permitting the acquisition of a failing company in an action under Section 1 of the Sherman Act.
American Press Ass’n v. United States, 245 F. 91 (7th Cir. 1917).
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Section 7 of the Clayton Act, but the Supreme Court reversed on two grounds. First, the Court
found that the parties to the merger competed in separate markets, and that the merger would not
7
substantially lessen competition. The second basis for reversal was that the acquired company
8
faced “financial ruin.” The Court postulated two rationales for the creation of the failing
company doctrine. The first emphasized the social consequences of business failure, noting the
adverse impact on stockholders, creditors, employees, and others. The second rationale assumed
that little diminution of competition would occur if a corporation that otherwise would fail was
9
acquired even by a competitor.
1.

Judicial Interpretation of the Failing Company Doctrine: Elements of
the Defense

Under the traditional formulation of the failing company doctrine, the acquiring
company must prove two elements: the probability of imminent business failure of the target
10
company and the unavailability of other purchasers with less anticompetitive impact. Some
courts have also added a third element—that the failing firm could not be reorganized
successfully. Courts have construed the requirements of the failing company defense narrowly.
The failing company doctrine is an affirmative defense, and the parties to the acquisition bear the
11
burden of proving that these conditions have been satisfied.
a.

Imminent Business Failure

The requirement of imminent business failure has been the subject of extensive
7
8

International Shoe, 280 U.S. at 298-99.
The Court in International Shoe stated:
In the light of the case thus disclosed of a corporation with resources so depleted and the prospect
of rehabilitation so remote that it faced the grave probability of a business failure with resulting
loss to its stockholders and injury to the communities where its plants were operated, we hold that
the purchase of its capital stock by a competitor (there being no other prospective purchaser), not
with a purpose to lessen competition, but to facilitate the accumulated business of the purchaser
and with the effect of mitigating seriously injurious consequences otherwise probable, is not in
contemplation of law prejudicial to the public and does not substantially lessen competition or
restrain commerce within the intent of the Clayton Act.
Id. at 302-03. For a discussion of the financial condition of the acquired company in International Shoe, see
Marc P. Blum, The Failing Company Doctrine, 16 B.C. INDUS. & COM. L. REV. 75, 76-81 (1974).

9

10

11

See Thomas J. Campbell, The Efficiency of the Failing Company Defense, 63 Tex. L. Rev. 251, 252 (1984)
(arguing that the defense is consistent with economic efficiency); Friedman, supra note 1, at 1377
(underscoring these two rationales as the “hardship” and “competitive” theories, respectively).
See, e.g., United States v. Greater Buffalo Press, Inc. 402 U.S. 549, 555 (1971) (acquisition by newspaper of
printing company that was profitable, but which owners chose to sell rather than modernize).
See Citizen Publishing Co. v. United States, 394 U.S. 131, 138-39 (1969); United States v. Third Nat’l Bank,
390 U.S. 171 (1968); F&M Schaefer Corp. v. C. Schmidt & Sons, 597 F.2d 814 (2d Cir. 1979); FTC v.
Harbour Group Investments, L.P., No. 09-2525, 1990 WL 198819, at *2 (D.D.C. Nov. 10, 1990). See also
PHILIP AREEDA & DONALD TURNER, ANTITRUST LAW ¶ 926 at 109 (1978).
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judicial interpretation. Courts have interpreted strictly the International Shoe requirement of
“grave probability of a business failure.” Courts have not been convinced that business failure is
12
13
imminent when a company continues to be profitable, is solvent, or has prospects of showing
14
a profit. Likewise, a showing that management of a viable company intends to go out of
15
16
business or liquidate, or that a company has either declining profits or large losses, is badly
17
18
managed, lacks capital for modernization, or has obsolete facilities, have been held to be
19
insufficient to prove this element of the defense. In short, courts have required that defendants
20
show a strong likelihood of business failure.

12
13

14

15

16

17

18
19

20

Greater Buffalo Press, Inc., 402 U.S. at 555; FTC v. University Health Inc., 938 F.2d 1206 (11th Cir. 1991).
FTC v. Food Town Stores, Inc., 539 F.2d 1339, 1345 (4th Cir. 1976) (company had substantial short-term
liabilities, but was solvent and operated at a profit); United States v. Pabst Brewing Co., 296 F. Supp. 994, 9991000 (E.D. Wis. 1969) (company with large losses was solvent and could obtain credit).
In re Papercraft Corp., 78 F.T.C. 1352, 1406-08 (1971) (company had operating losses and management
problems, but had significant sales and assets).
See, e.g., Heatransfer Corp. v. Volkswagenwerk, 553 F.2d 964, 983 (5th Cir. 1977) (central reason for selling
air conditioning unit was parent company’s desire to “get it off the company books before the ends of the fiscal
year”); Erie Sand & Gravel Co. v. FTC, 291 F.2d 279, 280 (3d Cir. 1961) (owners of profitable sand company,
which was a going concern, wanted to liquidate); United States v. Phillips Petroleum Co., 367 F. Supp. 1226,
1258-60 (C.D. Cal. 1973), aff’d per curiam, 418 U.S. 906 (1974) (parts of acquired company were profitable;
intention to go out of business irrelevant).
See, e.g., Citizen Publishing Co. v. United States, 394 U.S. 131, 133, 137 (1969); F & M Schaefer Corp. v.
C. Schmidt & Sons, Inc., 597 F.2d 814, 817 (2d Cir. 1979) (large losses and declining sales, but company was
rebuilding with support of creditors); Pabst Brewing Co., 297 F. Supp.at 999-1000 (declining market share and
sales, but company had substantial assets and sound credit rating); cf. In re Dean Foods Co., 70 F.T.C. 1146,
1272-84 (1966) (company was not failing despite declining sales because it was able to meet its short-term
debts and had operating profit).
United States v. American Technical Indus., Inc., 1974 Trade Cas. (CCH) ¶ 74,873 (M.D. Pa. 1974) (negative
cash balance and liabilities exceeded assets, but company operated at a profit in most years); cf.
Crown Zellerbach Corp. v. FTC, 296 F.2d 800, 831 (9th Cir. 1961), cert. denied, 370 U.S. 937 (1962) (death of
key officer involved in attempt to rehabilitate company).
United States v. Greater Buffalo Press, Inc., 402 U.S. 549, 555 (1971).
Pabst Brewing Co., 296 F. Supp. at 1001; Dean Foods Co., 70 F.T.C. 1146, 1280-81 (1966), modified,
395 F.2d 592, 606 (7th Cir. 1968).
For examples of when courts have found sufficient proof of likely business failure, see State of California v.
Sutter Health Sys., 130 F. Supp. 2d 1109, 1133-34 (N.D. Cal. 2001) (noting that company was unable to meet
its trade debt or assume more debt to meet its financial obligations); Reilly v. Hearst Corp., 107 F. Supp. 2d
1192, 1204-05 (N.D. Cal. 2000) (determining that newspaper was not economically viable as either a stand
alone product or as part of a joint enterprise and noting its substantial losses and circulation disadvantage); FTC
v. Great Lakes Chemical Corp., 528 F. Supp. 84, 95-96 (N.D. Ill. 1981) (citing target company’s environmental
problems, outmoded products, lack of necessary capital investment, lack of product research and development,
and high cost of production that exceeded sales prices); United States v. M.P.M., Inc., 397 F. Supp. 78, 98 (D.
Colo. 1975) (finding that virtual collapse of the enterprise was “imminent and inevitable”).
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b.

No Other Available Purchasers

The requirement that there be no other available purchasers has been the subject
of less judicial interpretation. The requirement is imposed to satisfy courts that no less
anticompetitive alternatives to the otherwise unlawful acquisition are available. Accordingly,
21
courts have required that the failing company actively seek alternative purchasers. As one
court stated, the failing company must show that it “undertook a well conceived and thorough
22
canvass of the industry such as to ferret out viable alternative partners for a merger.” One
failing company, for example, was held not to have made an adequate effort where it had failed
23
to utilize the services of an investment banker to attempt to locate other potential purchasers.
But when a company makes a serious and good faith effort to secure a buyer, courts find this
24
requirement to be satisfied.
c.

Dim Prospects of Reorganization
25

In 1969, in Citizens Publishing Co. v. United States, the Supreme Court implied
that inability to reorganize a failing company under the bankruptcy laws might constitute a third
requirement of the failing company doctrine. Some courts have imposed this condition upon
26
parties seeking to invoke the defense.
2.

Federal Agency Interpretation of the Failing Company Doctrine

The failing company doctrine is expressly recognized in the Merger Guidelines.
21

22
23

24

25

26

See, e.g., United States v. Greater Buffalo Press, Inc., 402 U.S. 549, 556 (1971); Golden Grain Macaroni Co. v.
FTC, 472 F.2d 882, 887 (9th Cir. 1972), cert. denied, 412 U.S. 918 (1973); FTC v. Harbour Group
Investments, No. 90-2525, 1990 WL 198819, at *3-4 (D.D.C. Nov. 19, 1990); United States v. Black & Decker
Mfg. Co., 430 F. Supp. 729, 781-82 (D. Md. 1976); United States v. M.P.M., Inc., 397 F. Supp. 78, 101-02 (D.
Colo. 1975); In re Retail Credit Co., 92 F.T.C. 1 (1978). But see United States v. Culbro Corp., 504 F. Supp.
661 (S.D.N.Y. 1981) (financial difficulties well-known, but no other offer was made).
Pabst Brewing Co., 296 F. Supp. at 1002.
Calnetics Corp. v. Volkswagen, 348 F. Supp. 606, 622 (C.D. Cal. 1972), rev’d on other grounds, 532 F.2d 674
(9th Cir. 1976).
See, e.g., Sutter Health Sys., 130 F. Supp. 2d at 1136 (concluding that the entity did make extensive good faith
efforts to secure purchasers, canvassing numerous potential buyers); Reilly, 107 F. Supp. 2d at 1205 (finding
that two major but unsuccessful sales efforts through a broker was sufficient effort to meet the requirement).
394 U.S. 131, 138 (1969). Citizen Publishing involved an unlawful joint operating agreement between two
newspapers. Following the Supreme Court’s decision, Congress passed the Newspaper Preservation Act,
15 U.S.C. §§ 1801-1804 (1976), which was designed to overrule Citizen Publishing. The Act created an
antitrust exemption for other existing joint operating agreements. It also permits future joint operating
agreements if one of the newspapers is “in probable danger of financial failure” and the Attorney General
determines that such an arrangement would effectuate the policy and purpose of the Act. 15 U.S.C. §§ 1802(5),
1803(b) (1976). See, e.g., Committee for an Independent P-I v. Hearst Corp., 704 F.2d 467, 473-74 (9th Cir.
1983) (interpreting the NPA).
See, e.g., United States Steel Corp. v. FTC, 426 F.2d 592, 608 (6th Cir. 1970) (finding that Citizen Publishing
required showing dim or nonexistent prospects of Chapter 11 reorganization).
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Section 5.1 of the Merger Guidelines outlines the four essential elements of the defense, based
27
largely on the traditional judicial formulation:
 The acquired firm must be failing, which is defined to mean that it is unable to
meet its financial obligations in the near future.
 The acquired firm must be unable to reorganize under Chapter 11 of the
28
Bankruptcy Code.
 The failing firm must have made an unsuccessful good faith effort to attract a
purchaser that would keep the assets in the market and posed less of a
29
competitive threat than the proposed purchaser. Such efforts typically
30
include use of an investment banker or broker to locate alternative buyers.
A less anticompetitive purchaser is preferred, even if it will pay a lower price
than another buyer.
 The Merger Guidelines have also developed a fourth element not contained in
the traditional judicial formulation: absent the acquisition, the assets of the
31
failing firm would soon exit the relevant market.
The failing company doctrine was one of the issues addressed in the FTC’s
Hearings on the Changing Nature of Competition in 1995, which resulted in the FTC Staff
Report, Anticipating the 21st Century: Competition Policy in the New High-Tech, Global
Marketplace (May 1996). Testimony during the FTC Hearings supported the view that the
defense was rarely applicable, and that the issues are best addressed as part of competitive
27

28

29

30

31

Accord, NAT’L ASS’N OF ATTORNEYS GEN. HORIZONAL MERGER GUIDELINES § 6. The D.C. Circuit remanded
a merger case to the FTC, finding that the parties had made a “colorable” showing of three elements of the
failing firm defense. Dr. Pepper/Seven-Up Cos. v. FTC, 991 F.2d 859, 865 (D.C. Cir. 1993). On remand, the
FTC again concluded that the requirements had not been satisfied.
The FTC has applied this requirement in several decisions. See, e.g., Pillsbury Co., 93 F.T.C. 966, 1031-33
(1979); Reichold Chems., Inc., 91 F.T.C. 246, 289-91 (1978), aff’d mem., 598 F.2d 616 (4th Cir. 1979); In re
Retail Credit Co., 92 F.T.C. 1 (1978) (inability to reorganize is a critical third element); United States Steel
Corp., 81 F.T.C. 629, 653 (1972); Papercraft Corp., 78 F.T.C. 1352, 1406-8 (1971).
See, e.g., FTC v. Harbour Group Investments, L.P., No. 09-2525, 1990 WL 198819, at *3-6 (D.D.C. Nov. 10,
1990); Pillsbury Co., 93 F.T.C. 966, 1032 (1979).
For example, in one case DOJ required that the failing company consider “any good faith offer from any
company capable of operating . . . [the failing firm] as a viable competitive entity regardless of how that offer
compares to the present offer.” Business Review Letter to Motorola, Inc., reprinted in [1969-1983 Transfer
Binder] Trade Reg. Rep. (CCH) ¶ 50,209 (1974). DOJ approved the acquisition after an investment banker
contacted 32 alternative purchasers, none of whom expressed an interest. Id.
Olin Corp. v. FTC, 986 F.2d 1295, 1307 (9th Cir. 1993) (upholding the FTC’s determination that plans to exit a
market and close plants did not satisfy the failing firm defense because there was ample evidence that without
the merger the assets would not have exited the market). In a recent ruling, the FTC dismissed the argument
that the impending exit of assets if there is not an acquisition constitutes a defense by itself. In re Chicago
Bridge & Iron Co., 2005 WL 120878 (FTC Jan. 6, 2005).
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32

effects analysis.

The Report concluded:
Because the defense may immunize an anticompetitive merger, its
narrow scope is appropriate. A failing firm’s assets, such as patents,
customer lists, or productive capacity, can be of immense competitive
significance, particularly if exploited by a more healthy firm.
Conceivably, a transaction that, consistent with the failing firm defense,
allows a leading competitor to acquire a failing firm’s assets may
enable the acquirer to extract profits that are above competitive levels.
As a practical matter, however, the failing firm defense rarely, if ever,
results in such an anticompetitive scenario. The failing firm criteria are
so stringent that extremely few mergers qualify for the defense. In
those limited cases, an acquisition of a failing firm will often be
procompetitive and maintain productive use of assets in an industry that
otherwise might suffer an output loss. Indeed, we are aware of no case
33
in which the defense sheltered an anticompetitive outcome.

As a result, the FTC Staff Report did not recommend any changes in the defense. In particular, it
concluded that it would not be appropriate to consider the social costs of business failure as an
34
element of the defense.
3.

Weakened Firm and General Dynamics Defenses
35

In United States v. General Dynamics Corp., the Supreme Court concluded that
the acquisition of a coal company did not violate Section 7, despite the fact that the acquisition
produced a company with a large market share in a concentrated industry. One of the factors the
Court emphasized was that in this case a large market share did not accurately reflect the
acquired company’s competitive power because its coal reserves were either depleted or
36
committed under long-term contracts. The acquired company’s future competitive weakness
undermined the government’s prima facie case. The Court made clear that mere competitive
weakness was not sufficient to prove the failing company defense because the acquired company
was both profitable and efficient. Rather, the Court determined that the acquisition would not
substantially lessen competition because present combined market shares did not accurately
37
reflect future competitive weakness. The Court stated in General Dynamics:
32

33
34
35
36
37

FEDERAL TRADE COMMISSION, ANTICIPATING THE 21ST CENTURY: COMPETITION POLICY IN THE NEW
HIGH-TECH, GLOBAL MARKETPLACE Ch. 3, 11-15 (1996), available at
http://www.ftc.gov/opp/global/report/gc_v1.pdf.
Id. at 15-16 (citations omitted).
Id. at 14-17 (citations omitted).
415 U.S. 486 (1974).
Id. at 503-04.
Id. at 507-08, 510-11.
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In Brown Shoe v. United States, we cautioned that statistics concerning
market share and concentration, while of great significance, were not
conclusive indicators of anticompetitive effects. Congress indicated
plainly that a merger had to be functionally viewed, in the context of its
particular industry. . . . Statistics reflecting the shares of the market
controlled by the industry leaders and the parties to the merger are, of
course, the primary index of market power; but only a further
examination of the particular market—its structure, history, and
probable future—can provide the appropriate setting for judging the
38
probable anticompetitive effect of the merger.
In General Dynamics, the Court did not intend to loosen the requirements of the
falling company doctrine. Indeed, the dicta in General Dynamics concerning the failing
39
company doctrine emphasized its traditional elements. The true significance of General
Dynamics is that the Court made a realistic evaluation of the competitive effect of the acquisition
of a company that was not a strong competitor, but was not failing.
Some lower courts not only accepted, but even expanded, the General Dynamics
defense. Some decisions have created a quasi-failing company defense for companies that are
40
merely faltering. In United States v. International Harvester Co., for example, the court held
that the acquisition did not violate Section 7 because the acquired company did not have
41
sufficient financial resources to compete effectively. A similar conclusion was reached in
42
United States v. Consolidated Foods Corp., where technological difficulties and limited
product variety had resulted in a decline in sales and an impaired ability to compete on the part
of the acquired company.
Not all decisions, however, followed the trend begun in International Harvester.
38

39

40
41

42

Id. at 498 (citations omitted). In contrast, in FTC v. Bass Bros. Enters., 1984-1 Trade Cas. (CCH) ¶ 66,041
(N.D. Ohio 1984), the court concluded that the supposedly failing firm had neither depleted its mineral
resources nor made bona fide efforts to seek less anticompetitive purchasers, and that, unlike General
Dynamics, its market share accurately reflected its future competitive significance.
Id. at 506-08. See also Irene R. Diamant, Note, The Failing Company Doctrine Since General Dynamics: More
than Excess Baggage, 47 FORDHAM L. REV., 872 (1979) (concluding that the failing firm defense and General
Dynamics defense are “totally distinct”).
564 F.2d 769, 774 (7th Cir. 1977).
In F & M Schaefer Corp. v. C. Schmidt & Sons, Inc., 597 F.2d 814 (2d Cir. 1979), the Second Circuit avoided
deciding whether to follow International Harvester by concluding that the acquired company was an effective
competitor. International Harvester was cited favorably in a district court decision, Lektro-Vend Corp. v.
Vendo Co., 500 F. Supp. 332 (N.D. Ill. 1980), aff’d, 660 F.2d 255 (7th Cir. 1981), cert. denied, 455 U.S. 921
(1982), where the court found that management problems undermined a company’s competitive position. Id. at
360-61. In affirming the district judge, the Seventh Circuit noted that the target’s “market position had been
steadily deteriorating in the years immediately preceding the acquisition.” 660 F.2d 255, 276 (1981).
455 F. Supp. 108 (E.D. Pa. 1978).
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Some lower courts faithfully applied General Dynamics in evaluating only competitive strengths
and weaknesses. Thus, in FTC v. University Health, Inc., the court rejected the merging
hospitals’ claim that one was a “weak company,” concluding that it would recognize such a
defense only if the hospital could show that its market share was likely to decline sufficiently to
43
44
undermine the FTC’s prima facie case. In FTC v. National Tea Co., the Eighth Circuit
applied General Dynamics in concluding that because the acquired company was an ineffective
competitor and likely to leave the market, its present market share inaccurately reflected its
future competitive position, and therefore the merger should not be enjoined. Similarly, in
45
United States v. Amax, Inc. the defendant argued that its costs were so high it might be forced
to leave the market and that, like General Dynamics, it lacked access to essential resources.
Although the court in Amax recognized the validity of the General Dynamics analysis, it
concluded that the test was not met, particularly because even under defendants’ assumed facts,
the merger would result in an unlawfully large market share.
The court in Kaiser Aluminum & Chem. Corp. v. FTC cautioned that financial
weakness, “while perhaps relevant in some cases, is probably the weakest ground of all for
46
justifying a merger.” According to the Eleventh Circuit in FTC v. University Health, this
47
defense would be credited “only in rare cases.” The FTC has expressly refused to follow
48
International Harvester.
43

44
45
46

47

48

938 F.2d 1206, 1220-21 (11th Cir. 1991). Accord Olin Corp. v. FTC, 986 F.2d 1295, 1307 (9th Cir. 1993);
FTC v. Tenet Healthcare Corp., 17 F. Supp. 2d 937, 947 (E.D. Mo. 1998) (finding that the target did not
qualify for defense because it enjoyed increasing profits, was able to service its debt, and was well positioned to
adapt to competitive pressures), rev’d on other grounds, 186 F.3d 1045 (8th Cir. 1999)..
603 F.2d 694 (8th Cir. 1979).
402 F. Supp. 956 (D. Conn. 1975).
652 F.2d 1324, 1339 (7th Cir. 1981) (but the court determined that the FTC had failed to properly apply the
General Dynamics framework, which it interpreted as a multi-factor inquiry not just a weak company defense).
See also FTC v. Whole Foods Market, Inc., 502 F. Supp. 2d 1, 49 (D.D.C. 2007) (quoting the same cautionary
language about the weakness of the flailing firm doctrine), rev’d on other grounds, 548 F.3d 1028 (D.C. Cir.
2008).
938 F.2d 1206, 1221 (11th Cir. 1991) (explaining further that these rare cases were “when defendant makes a
substantial showing that the acquired firm’s weaknesses, which cannot be resolved by any competitive means,
would cause that firm’s market share to reduce to a level that would undermine the government’s prima facie
case).
In re Pillsbury Co., 93 F.T.C. 966 (1979). Then-Commissioner Pitofsky wrote:
Inclusion of financial weakness as a separate factor or defense—other than in a failing company
situation, of course—raises serious antitrust policy problems. First there may be a sort of double
counting in that financial weaknesses may already be reflected in a market share of the troubled
company that is lower than it would have been but for the financial problems. Second, the issue
of financial weakness is extremely difficult to handle in court, and susceptible to invented claims
and vague expert testimony generating factual issues that the courts are not well equipped to
measure. Third, if all sorts of company “weaknesses” or structural market changes operating to
the disadvantage of particular companies, can overcome a prima facie case of illegality, then the
whole valuable trend in merger enforcement toward streamlining cases by concentrating on
properly measured market shares and concentration ratios will be undermined. This is not to say
that in a close case, financial weakness cannot be taken into account along with many other
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Section 3.21 of the Antitrust Division’s 1984 Merger Guidelines explicitly
recognized, as the Supreme Court had in General Dynamics, that current market conditions may
not accurately reflect future competition in an industry. Section 3.22 also explicitly recognized
that weakened financial conditions could affect a firm’s future competitive significance. In the
wake of General Dynamics, and to an even greater extent after the 1984 Merger Guidelines,
merging firms argued that virtually any kind of financial weakness created a “flailing firm
49
defense,” as it was termed by DOJ and the FTC.
This overuse or abuse led the agencies to elimination the “financial weakness”
language when they issued the 1992 Merger Guidelines. Nonetheless, the 1992 Merger
Guidelines retain the basic General Dynamics concept by recognizing that “recent or ongoing
changes in the market may indicate that the current market share of a particular firm either
understates or overstates the firm’s competitive significance. . . . The Agency will consider
reasonably predictable effects of recent or ongoing changes in market conditions in interpreting
50
market concentration and market share data.”
The FTC Hearings and FTC Staff Report also addressed the continued viability of
the General Dynamics defense, and concluded that it was appropriate to evaluate special
competitive conditions of “flailing firms” and distressed industries as part of a competitive
effects analysis:
[W]e believe that the correct analysis of mergers in near-failing firm,
failing division, and distressed industry situations is to have the agency
and the parties focus carefully on the likely competitive effects of the
transaction, rather than attempting to adjust the criteria of the failing
firm defense. . . . For firms that do not meet the defense’s narrow
criteria but are in a financially precarious position—although other
firms in the industry are relatively healthy—a competitive effects
approach enables the parties to argue that ongoing changes in the
market indicate that the current market share of the troubled firm
factors in predicting the market consequences of a merger, but rather that there ought not be a
broad “General Dynamics” defense that may be relied upon to overcome clear instances of
illegality based on market shares and concentration ratios.
Id. at 21,709. Accord, Kaiser Aluminum & Chemical Corp., [1976-1979 Transfer Binder] Trade Reg. Rep.
(CCH) ¶ 21,578 (F.T.C. 1979); Reichold Chemicals, Inc. 91 F.T.C. 246, 289-90 (1977), aff’d mem.,[19761979 Transfer Binder] Trade Reg. Rep. (CCH) ¶ 21,566 (4th Cir. 1979).
49

50

See, e.g., 60 Minutes with the Honorable Janet D. Steiger, Chairman, Federal Trade Commission, 61
ANTITRUST L.J. 187, 194 (1992); Arquit, Perspectives on the 1992 U.S. Government Horizontal Merger
Guidelines, 61 ANTITRUST L.J. 121 (1992). Cases in which a “flailing firm” defense under Section 3.21 of the
1984 Merger Guidelines was rejected include FTC v. University Health, Inc., 938 F.2d 1206, 1221 (11th Cir.
1991) (rejecting “weak company” defense); FTC v. Warner Communications, Inc., 742 F.2d 1156, 1164 (9th
Cir. 1984) (allowing defense for a firm that is not failing would undermine strict requirements of defense);
United States v. Rice Growers Ass’n, 1986-2 Trade Cas. (CCH) ¶ 67,287 (E.D. Cal. 1986) (plan to exit
business is not sufficient absent business failure).
U.S. Merger Guidelines § 1.521.
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overstates its future competitive significance and also overstates the
merger’s potential competitive concerns.
....
With respect to mergers in markets characterized by declining demand
or overcapacity, a competitive effects analysis is likewise the correct
51
vehicle for focusing on the relevant issues.
As a result, under the Merger Guidelines and the FTC Staff Report, it is still
possible to argue that a firm’s current market share does not reflect its future competitive
52
significance as a means of defending a proposed merger.
The defendants in FTC v. Arch Coal, Inc., decided in 2004, relied on just this
argument. They conceded that the target company’s financial condition was not so desperate
as to satisfy the traditional failing company defense, and instead asserted that its future prospects
and financial condition undermined the likelihood of substantial anticompetitive effects
54
stemming from the transaction. The district court agreed, stating that the target company’s past
55
and future competitive significance in the relevant market had “been far overstated.”
53

4.

Recent Agency Pronouncements and the Failing Company Doctrine
Going Forward

In March 2006, the FTC and DOJ promulgated the Commentary on the
Horizontal Merger Guidelines. The Commentary provides the agencies’ most recent
comprehensive interpretation of the Guidelines, but, as one onlooker has noted, it offers virtually
56
no explanation of the failing company defense. “Application of the Guidelines’ provisions
relating to failure and exiting assets is not discussed in the Commentary,” the agencies explain,
57
“because those provisions are very infrequently applied.” This justification confirms the
agencies’ narrow view the failing firm doctrine.
The recent economic downturn does not appear to have altered the opinion of the
51
52

53
54
55
56

57

FTC Staff Report, Ch. 3 at 18-19.
But the FTC still construes this defense narrowly. See, e.g., In re Evanston Northwestern Healthcare Corp.,
2007 WL 2286195 (FTC Aug. 6, 2007) (citing both Kaiser and Tenet Healthcare for this proposition).
329 F. Supp. 2d 109 (D.D.C. 2004).
Id. at 154.
Id. at 157.
Oliver Zhong, Note, The Failing Company Defense After the Commentary: Let it Go, 41 U. MICH. J.L REFORM
745, 748 (2008).
U.S. DEP’T OF JUSTICE & FED. TRADE COMM’N, COMMENTARY ON THE HORIZONTAL MERGER GUIDELINES 4
(2006), available at http://www.usdoj.gov/atr/public/guidelines/215247.pdf.
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agencies under the new administration. At a recent roundtable conference, Jon Leibowitz,
Chairman of the FTC, stated that his agency would vigorously enforce the antitrust laws in
58
merger cases, despite the economic crisis. He added that officials would of course “recognize
that sometimes we may be dealing with failing firms and take that into account, as antitrust laws
59
do.” Christine Varney, Assistant Attorney General of the DOJ Antitrust Division and former
partner at Hogan & Hartson, echoed Leibowitz in declaring that “vigorous antirust enforcement
must play a significant role in the Government’s response to economic crises to ensure that
60
markets remain competitive.”
Although Varney did not comment on the failing company doctrine, Carl Shapiro,
Deputy Assistant Attorney General for Economics in the Antitrust Division, addressed the issue
61
in remarks before an ABA Antitrust Symposium. He maintained that no evidence or
arguments indicated that the current economic situation required a fundamentally different test
62
for failing firms than the one outlined in Section 5 of the Merger Guidelines. The elements of
the defense, Shapiro stated, “are designed to identify those limited circumstances in which the
63
firm’s assets would exit the market but for the proposed acquisition.” Apart from the
traditional failing firm doctrine, Shapiro commented on the “flailing firm” defense, placing it
under the umbrella of efficiency defenses for a company that acquires a weak rival. The merging
parties would have to establish that efficiencies are substantial enough so that the merger does
64
not harm consumers. In short, U.S. authorities do not appear to have relaxed their
interpretations of the traditional failing firm or weakened firm defenses in light of the global
economic downturn.
C.

58

59
60

61

62

63
64

Failing Company Defense in the European Union

AMERICAN BAR ASSOCIATION, ROUNDTABLE CONFERENCE WITH ENFORCEMENT OFFICIALS 16 (2009), available
at http://www.abanet.org/antitrust/at-source/09/04/Apr09-EnforcerRT4-29f.pdf.
Id.
Christine Varney, Assistant Attorney General, Antitrust Division, U.S. Department of Justice, Remarks at the
Center for American Progress: Vigorous Antitrust Enforcement in this Challenging Era (May 11, 2009),
available at http://www.usdoj.gov/atr/public/speeches/245711.htm.
Carl Shapiro, Deputy Assistant Attorney General for Economics, Antitrust Division, U.S. Department of
Justice, Remarks at the ABA Antitrust Symposium: Competition Policy in Distress Industries (May 13, 2009),
available at http://www.usdoj.gov/atr/public/speeches/245857.htm.
Id. at 21 (citing Citizen Publishing Co.). Two Department of Justice economists drafted a research paper that
reached the same conclusion: requiring firms to satisfy the conditions outlined in the Merger Guidelines is
“appropriate even when the overall economy is going through very difficult times.” See KEN HEYER &
SHELDON KIMMEL, ECONOMIC ANALYSIS GROUP DISCUSSION PAPER, ANTITRUST DIVISION, U.S. DEPARTMENT
OF JUSTICE, MERGER REVIEW OF FIRMS IN FINANCIAL DISTRESS (2009), available at
http://www.usdoj.gov/atr/public/eag/244098.pdf.
Id.
Id. at 22.
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The European Commission has taken an approach to mergers and the failing
company defense similar to that adopted by U.S. agencies. Neelie Kroes, European
Commissioner for Competition Policy, commented in October 2008 that officials would take
“the failing firm defence[sic]” into account “where applicable” in light of evolving market
65
conditions. In March 2009 she emphasized that mergers would still receive “just as intense
66
scrutiny” as before the economic crisis.
1.

The Failing Company Defense Under the EU Guidelines

Promulgated in 2004, the Commission Guidelines for horizontal mergers
recognize the failing company defense. The defense, also referred to as the “failing firm
67
defense” or “rescue merger,” derives from Article 2(2) and 2(3) of the European Commission
68
Merger Regulation. Where it can be established that a merger will “not significantly impede
effective competition in the common market or in a substantial part of it,” the merger will be
69
“declared compatible with the common market.”
But, the Guidelines declare, only in “exceptional circumstances” will the
70
Commission evaluate whether or not the elements of the failing company defense are satisfied.
The “basic requirement” of the defense is that
65

66

67

68
69

Neelie Kroes, European Commissioner for Competition Policy, Speech at the European Parliament Economic
and Monetary Affairs Committee: Dealing With the Current Financial Crisis (Oct. 6, 2008), available at
http://europa.eu/rapid/pressReleasesAction.do?reference=SPEECH/08/498&format=HTML&aged=0&languag
e=EN&guiLanguage=en.
ROUNDTABLE CONFERENCE WITH ENFORCEMENT OFFICIALS, supra note 57, at 6. A recent article noted that the
New Zealand Commerce Commission recently finished drafting supplementary guidelines that outline how the
failing company defense will be analyzed. The Commission anticipates that more applications will utilize the
failing firm argument given the economic climate. But the Chair of the Commission, Mark Berry, commented
that the members would not relax their standards in such cases. The normal mode of analysis would still apply,
and the guidelines were issued to give businesses a clearer understanding of what supporting evidence they will
have to gather for the Commission. Commerce Commission Consults on “Failing Firms,” NAT’L BUS. REV.,
June 9, 2009, available at http://www.nbr.co.nz/horses-mouth/commerce-commission-consults-failing-firms.
See Case IV/M.308, Kali und Salz/MdK/Treuhand, 1993 ¶ 70; Case COMP/M.2314,
BASF/Eurodiol/Pantochim, 2001 ¶ 142.
Council Regulation (EC) No. 139/2004 of 20 January 2004.
Id. art. 3(2). The defense can apply even where a merger results in only one firm remaining in the market, as
was the case in Kali und Salz. Furthermore, where the failing firm defense applies, the Commission cannot
impose conditions for clearance of the merger because by definition the merger does not cause competitive
harm. The Court on appeal articulated this principle as follows:
Consequently, contrary to the French Government’s assertion, it is not possible without
contradicting that premise to require the Commission, with respect to the German market, to
attach any condition whatever to its declaration of the concentration’s compatibility.
See Joined Cases C-68/94 & C-30-95, French Republic v. EC Commission, 1998 E.C.R. I-1375 ¶ 124.

70

Guidelines on the Assessment of Horizontal Mergers under the Council Regulation on the Control of
Concentrations Between Undertakings, 2004 O.J. (C 31) 5-18, at ¶ 12.
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[T]he deterioration of the competitive structure that follows the
merger cannot be said to be caused by the merger. This will arise
where the competitive structure of the market would deteriorate to at
71
least the same extent in the absence of the merger.
More precisely, the EU Guidelines set forth the following three criteria for the
72
defense to apply:
 [T]he allegedly failing firm would in the near future be forced out of the
market because of financial difficulties if not taken over by another
undertaking;
 [T]here is no less anti-competitive alternative purchase than the notified
merger; and
 [I]n the absence of a merger, the assets of the failing firm would inevitably
73
exit the market.
2.

The Failing Company Defense and the Commission’s Practice

The first merger the Commission cleared explicitly on grounds of the failing
company defense was Kali und Salz. Although the defense has been raised in a handful of
decisions since then, the Commission has approved a merger based explicitly upon the failing
company defense in only one other case—Eurodiol. The Commission in Eurodiol approved the
acquisition of two Beligum chemical companies by BASF, a large enterprise involved in the
74
production and distribution of chemicals and other products. A Belgium court had placed the
targets under a pre-bankruptcy regime, and the Commission found that the two stricken chemical
75
companies would have been forced out of the market if they were not acquired. It also judged
that no less anticompetitive merger was possible; no other company had or was ready to submit
76
viable offers for the companies. The Commission further determined that the asserts to be
acquired in the merger would inevitably exit the market without the acquisition because a
different takeover or asset purchase was unlikely, particularly when additional time elapsed.
71
72
73

74
75
76

Id. ¶ 89.
Id. ¶ 90.
The final element—that the assets of the failing firm would inevitably exit the market—replaces the second
prong enunciated by the Commission in Kali und Salz: that “the acquiring undertaking would take over the
market share of the acquired undertaking if it were forced out of the market.” See ¶ 71. As a practical matter,
this prong could be met only in a merger to monopoly situation since in all other situations some customers of
the failing firm would go to market participants other than the acquiring firm. Although this prong has not been
formally eliminated, the Commission has acknowledged that as a practical matter it is too narrow. See, e.g.,
Case COMP/M.2876, Newscorp/Telepiù, 2003 ¶ 207.
Eurodiol ¶ 164.
Id. ¶ 5, 144-45.
Id. ¶ 146-48.

\\\DC - 090334/000660 - 2933821 v1

13

Under these conditions, the Commission concluded, deterioration of the competitive structure
77
would be less significant with the merger than in the absence of it.
The Commission’s decisional practice is therefore consistent with the EU
78
Guideline’s three-pronged test. It is also similar to the four-part test articulated in the U.S.
79
Merger Guidelines. Indeed, in 2001 former Commissioner Mario Monti described the failing
firm defense as “another area of recent convergence in relation to [EU and US] merger
80
control.”
The European Commission, like its U.S. counterparts, has set the bar for
81
application of the defense high. In addition to the prerequisite of “exceptional circumstances,”
82
the burden of proof lies with the parties seeking to invoke the failing company defense. And
under the Guidelines, the notifying parties must provide all relevant information to the
83
Commission “in due time.”
3.

Is There a Failing Division Defense in EU Merger Control?

The mergers cleared to date by the European Commission on the basis of the
failing company defense involve circumstances where the respective selling entity could not

77

78
79
80

81
82

83

Eurodiol ¶ 163. In addition, the notified mergers that followed the dissolution of Andersen have some
similarities to the failing firm defense. In Case COMP/M.2810, Deloitte & Touche/Andersen (UK), 2002 and
Case COMP/M.2816, Ernst & Young France/Andersen France, 2002, the Commission initially expressed
concerns that the mergers might lead to collective dominance. However, the Commission dismissed its
concerns after determining that the mergers were not the cause of the deterioration in the structure of
competition but rather that the dissolution of the target firms was inevitable. The Commission did not apply its
three-pronged test for the application of the failing firm defense. In that respect these mergers may be more in
line with the types of cases discussed below in regard to the “General Dynamics defense.” The fact that these
decisions do not neatly fit under the failing firm defense may explain why the Commission deleted its reference
to them in the failing firm section of the Guidelines even though they had appeared in the Draft Guidelines. See
EU Guidelines ¶ 87.
See Eurodiol ¶ 142; Newscorp ¶¶ 207-08.
See U.S. Merger Guidelines § 5.1.
Mario, Monti, European Commissioner for Competition Policy, Speech at the American Bar Association
General Counsel Roundtable: Antitrust in the U.S. and Europe: A History of Converence (Nov. 14 2001)
(noting further that the Commission had widened the application of the defense to where it was “much closer”
to the U.S. approach), available at
http://europa.eu/rapid/pressReleasesAction.do?reference=SPEECH/01/540&format=HTML&aged=0&languag
e=EN&guiLanguage=en.
EU Guidelines ¶ 12. See also Case No IV/M.1221, Rewe/Meinl, 1999 ¶ 64.
Case IV/M.993, Bertelsmann/Kirch/Premiere, 1998 ¶ 70. In this decision, the Commission noted that the
“burden of proof of a missing link of causality lies with the merging firm.”
EU Guidelines ¶ 91.
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84

subsidize the losses of the failing firm. This begs the question of whether the failing firm
defense can apply in a situation where the target company itself is failing but its parent company
is solvent and has the financial capacity to support its distressed subsidiary. The U.S. Merger
85
Guidelines refer to this situation as a “failing division” scenario. But the EU Guidelines do not
address the failing division defense.
In Bertelsmann, the Commission stated that while in theory the failing division
defense could apply to its evaluation of a merger, “particularly high standards must be set for
establishing that the conditions for a defence on the grounds of lack of a causal link have been
86
met.” In Rewe/Meinl, the Commission described the burden of trying to prove the lack of
87
causality in these cases as an “especially heavy” one.
The Commission has noted that it will not apply the defense to a situation where
the management of a parent company seeks to divest a business on grounds that the business is
88
not living up to its expectations. This can apply even where the firm is sustaining substantial
89
loses. The fact that management has kept the business operating in contemplation of the
90
transaction is not sufficient evidence of the inevitability of its exit from the market.
4.

Is There a General Dynamics Defense in EU Merger Control?

Although it has not explicitly referred to a General Dynamics defense, the
European Commission has recognized that high market shares and/or concentration levels may
not accurately reflect the future competitive structure of the market or the merged entity’s

84

85
86
87
88
89

90

In Kali und Salz the seller of Mitteldeutsche Kali AG (MdK), the failing firm, was Treuhandanstalt, a state
owned body mandated to restructure the former German Democratic Republic. That Treuhandanstalt could not
subsidize MdK was confirmed by the Court on grounds that it would amount to unlawful state aid. See Societe
Commerciale es Potasses et de l’Azore (SCPA) v. Commission, 1998, E.C.R. I-1375 ¶ 118). In Eurodiol, the
vendor of the two failing firms was itself subject to bankruptcy proceedings in Italy.
See U.S. Merger Guidelines § 5.2.
See Bertelsmann ¶ 71.
Rewe ¶ 65.
Newscorp ¶ 214.
For example, in Bertelsmann, the Commission did not accept that the failing division defense was available
notwithstanding that Kirch’s subsidiary, DF 1, was losing DEM 500 million to 2 billion. The Commission
adopted a similar approach in Newscorp, notwithstanding that Stream, which in that case was the acquirer’s
failing subsidiary had been losing significant sums of money and a study by a third party was presented to the
Commission to substantiate this. See ¶ 214. News Corporation had argued that it needed to acquire Telepiù
and to merge it with its Stream subsidiary since it was only through the ability to capture synergistic savings
that the business could be profitable.
Newscorp ¶¶ 213-14.
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position in that market.

91

For example, it may be that demand for a particular product is anticipated to
significantly decrease in the short-to-medium term. Provided that the merging parties could not
leverage their significant position on the declining market to an emerging market, the
Commission may be prepared to find that such a merger could not result in a significant
92
impediment to effective competition. Alternatively, it may be that the merging party’s
situation has changed so dramatically that its past market share does not reflect its future
93
competitive position, and there is no prospect that it will recover. In these cases, the
Commission has taken into account factors other than market shares and/or concentration levels,
since such levels were considered not to accurately reflect the structure of competition likely to
exist following completion of the merger.

91

92

93

The EU Guidelines state that the Commission can take into account future changes to the market when
assessing competitive structure and/or the merging parties’ market shares. EU Guidelines ¶¶ 9, 15.
For example, Case COMP/M.3014, Logica/CMG, 2002 involved a merger between the number one and number
two suppliers of hardware, software, and related services for short messaging service (SMS) in the mobile
messaging services market. Following the merger, a combined Logica/CMG would have a market share of 7580% and would be significantly larger than the next largest competitors in the market. Despite the merged
entity’s combined market share, the Commission cleared the merger (in Phase I) based largely on its view of the
future state of competition for SMS services. The Commission was satisfied that SMS would be replaced by
multimedia messaging services over the next five years, and coupled along with the structure of competition,
the merged entity would not be in a position to exercise market power.
See, e.g., the conditions present in Deloitte & Touche and Ernst & Young France.
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Overview of Process
 Concurrent Jurisdiction with Bankruptcy Court § 363
Process
 Timing issues are critical
 Rapid substantive engagement with agency staff to facilitate
15 day review or to narrow scope of potential second
request
 Protect/limit damage to bankrupt party’s business
 Multiple Party Dynamics: competing interests of creditors,
sellers and potential purchasers
 Need to allocate risk: Creditors/Sellers want highest bid with
lowest risk, rapid closing, and significant contractual
protections─ Buyer may want flexibility to walk away
1

Antitrust Risk Shifting Clauses
 Apportions risk and establishes obligations to potential
competition issues raised by transaction
 Spectrum of Obligations: Ranging from basic efforts (simple
filing obligations and general efforts to obtain clearance) to
complex covenant provisions (information sharing
requirements, divestiture obligations, deadlines, breakup
fees)
 Variety of ways to approach, no “one size fits all”—fact
specific to the antitrust risks and various mechanisms can
work in tandem

2

Antitrust Risk Shifting Clauses (Continued)
Different interests and goals of buyers, sellers, creditors—
affects how to approach risk shifting
Buyer wants:
 Force seller to cooperate in antitrust defense
 Sufficient time to achieve best possible antitrust outcome
without being forced to make premature, or economically
untenable concessions to government
 Ability to exit if government makes unacceptable divestiture
demands or decides to litigate

3

Antitrust Risk Shifting Clauses (Continued)
Sellers and Creditors want:
 Retain benefit of bargain: avoid going though second sale
process as “damaged goods” if first deal craters or gets tied
up in antitrust review
 Adequate compensation for added risk: Creditors/sellers
would only select a high-risk buyer over an antitrust “sure
thing” if economics justified; Both want premium purchase
price and completion guarantees
 Cash deals: seller’s only goal is consummating and
cashing out at highest price ASAP; no concern (except
among continuing executives) that merged entity going
forward may be damaged by excessive divestitures; but
seller also doesn’t want to “scare away” top bidder or other
bidders by making “excessive” contract demands
4

Common Antitrust Risk Shifting Provisions
Cooperation Clauses – requires coordination of parties
to achieve consistency in clearance efforts (white paper
submissions, joint meetings with agencies, keeping each
other apprised of investigations)
“Best Efforts” Clauses – commercially reasonable
efforts or reasonable best efforts to satisfy clearance
obligations
– Can include ticking fees to incent buyer to obtain
approval on aggressive timeframe

5

Antitrust Risk Shifting Provisions
Divestiture Obligations – heavily negotiated based on
antitrust analysis; fact specific to the potential antitrust issues;
can have implications if present in agreement
 Can be specified as particular assets, % value of
transaction, capped to certain $ amount
 Extreme “Hell or high water” – “Do what it takes” to satisfy
the authorities’ antitrust concerns
 Signals divestiture tolerance
 Side letter agreement issues

6

Antitrust Risk Shifting Provisions (Continued)
Termination Clauses
 Walk Away Provisions
 Reverse Breakup Fees – payment to target company for
Buyer’s failure to secure clearance within prescribed
timeframe

7

Engaging with the Agencies in Bankruptcy Deals
 Pre-filing engagement to frame the issues
 Submission of key deal documents and other necessary
materials for antitrust analysis
 Narrow defenses with high burden of persuasion –
information asymmetries exist
 Potential skepticism, need to provide agency staff access

to key materials
 Provide specific contemporaneous and historical financial

information

 Bankruptcy or Reorganization does not automatically
satisfy failing firm.

8

Proving Distress to the Agencies
For the Seller
 Contemporaneously document all decision making and
purported rationales regarding a potential restructuring or
termination of operations, or other strategic alternatives
 Maintain all documents relating to potential prospects for
bankruptcy reorganization or liquidation
 Expose the assets to the marketplace to allow maximum
arms-length bidding interest
 Document and present detailed historical information
indicating financial losses, cost increases, customer losses,
or other contributing factors resulting in significant
deteriorations in overall firm performance
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Going South: Procedural and Substantive Aspects
of Acquiring Troubled Firms
Mark J. Botti and David T. Blonder
The economic downturn that started in the sub prime mortgage industry
has cascaded into the biggest global economic crisis since the 1930s. Each day
seems to bring more bad news — another industry or company bailout, massive
layoffs, quarterly loss announcements, or impending economic failure.
Governments are under tremendous pressure to respond quickly to this
synchronized global economic meltdown by taking action to restore liquidity and
confidence in global financial markets, and by pursuing spending programs to
stimulate the economy. Many governments have adopted extraordinary measures
to prevent further deterioration and financial ruin of numerous sectors of the
economy, particularly banking. However, the crisis is far from over and may still
be spreading.
One potential ally of governments in this financial crisis may be
companies with healthy balance sheets that are able to engage in strategic mergers
or acquisitions that reinvigorate otherwise destabilized businesses. Some
commentators are predicting an upsurge in acquisitions by strong firms of
troubled companies and distressed assets.1
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How will the antitrust authorities respond to such deals? Although it is
doubtless still early in the economic crisis, there have already been a number of
small and large distressed company mergers and acquisitions (M&A) requiring
antitrust regulatory approval. These deals have obviously not been reviewed in a
public policy vacuum, and the preliminary indications are that the antitrust
enforcement agencies have sufficient flexibility to clear certain acquisitions of
failed or distressed companies very quickly.
This article first provides an overview of the evolving government policy
environment, highlights the bailout initiatives taken in both the US and the EU to
address the economic crisis, and discusses how government ownership of
acquisition targets and the overall economic crisis may influence prospective
antitrust enforcement.
The article then examines both antitrust law and strategy and addresses the
following key questions: What legal defenses are potentially available for

1

See Kenneth Klee and Suzanne Stevens, Distressed Deals: Here Come the Strategics, The Deal,
March 8, 2009, at 30 (noting that acquisitions of distressed and bankrupt targets have gone
mainstream, with increasing involvement by strategic buyers).
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otherwise presumptively anticompetitive acquisitions of distressed companies?
How have these defenses fared in recent transactions? What strategies should be
considered by antitrust counsel in approaching and handling acquisitions
involving distressed companies?

I. Overall Considerations: Government Ownership and General
Economic Distress
A. United States
In the United States, the government’s efforts to deal with the financial
crisis began with the Troubled Assets Relief Program (“TARP”), created by the
Emergency Economic Stabilization Act of 2008. This law authorized the
Treasury Department to spend up to $700 billion to purchase distressed assets,
especially mortgage-backed securities, and to inject additional capital into banks.2
Subsequently, in February 2009, President Obama signed into law the American
Reinvestment and Recovery Act, which authorizes even more spending to
stimulate the economy in the wake of the economic downturn.3 In conjunction
with these measures, the federal government has engaged in “de facto
nationalization” of large financial institutions such as Citigroup, by acquiring
significant, and in some instances, controlling equity stakes. More such
nationalization may be on the horizon, with other large institutions deemed “too
big to fail” on the government watch list for possible intervention.
As an overall matter, how might the economic crisis and bailout actions of
the federal government affect antitrust enforcement? At one level bailouts are
“antitrust neutral.” Voting securities acquisitions by the Treasury Department are
clearly exempt from HSR Act reporting requirements.4 However, these
acquisitions could have significant future antitrust implications.
1. Implications of Government Ownership of Acquisition Targets
An interesting question arises whether government controlled or partially
controlled entities, such as Citigroup, cease to be “persons” within the meaning of
the Sherman Act, thereby rendering them immune from antitrust liability. Case
law often refers to this as the “federal instrumentality doctrine.” It is clear that the
United States, its agencies and officials are absolutely immune from antitrust
liability under the doctrine of sovereign immunity.5 This immunity may also
2

See Emergency Economic Stabilization Act of 2008, Pub. L. No. 110-343, 122 Stat. 3765
(2008), available at http://frwebgate.access.gpo.gov/cgibin/getdoc.cgi?dbname=110_
cong_public_laws&docid =f:publ343.110.
3

See http://www.recovery.gov.

4

See Post of Manfred Gabriel, Antitrust Review, http://www.antitrustreview.com/ archives/1574
(discussing applicability of HSR exemptions).
5

See Sea-Land Serv. Inc. v. Alaska R.R., 659 F.2d 243, 246 (D.C. Cir. 1981).
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apply to private entities, depending “on the extent to which the federal
government or its agencies directly own and/or exercise plenary control over the
entity in question.”6 The government has taken equity stakes in companies, and
there are significant restrictions being placed on bailout recipients. On the other
hand, treasury officials have repeatedly stressed that they have no intention of
nationalizing U.S. banks. The courts have not yet addressed any government
ownership/control antitrust defenses in the current crisis, but the broader the
TARP bailouts extend, the more likely such issues will arise.
2. General Economic Distress: Appalachian Coals Redux?
Historical precedent demonstrates that the financial crisis in and of itself is
not a green light to an anticompetitive merger. Antitrust regulators had to
confront the weakened financial condition of individual firms in the context of a
merger in the depression-era Appalachian Coals7 case, which involved the coal
industry at a time of severe economic distress. Competing coal producers formed
a new corporation as their selling agent with the authority to set prices for almost
73% of the commercial production in the immediate region where they mined.8
The Government challenged the deal, alleging that the corporation eliminated
competition among coal producers and controlled bituminous coal prices in many
interstate markets.9 Despite the government’s objections, the court found no
Sherman Act violation, and no injunction was issued.10 While the Court was very
solicitous regarding the national economic crisis, it also found that most of the
defendants’ coal was marketed in another, highly competitive region, and that
given the vast volume of coal reserves potentially available to the market, there
was no basis to conclude that competition anywhere would be negatively
impacted by the operation of their plan.11
In the end, Appalachian Coals provides little comfort to merging parties
who are seeking expedited merger approval rather than success after a lengthy
court battle. Instead, a careful reading of the opinion serves as a reminder that in
the current financial crisis merging parties need to do something more than simply
refer generally to the crisis to obtain antitrust clearance.

6

See Name.Space, Inc. v Network Solutions, Inc. 202 F.3d 573, 581 (2d Cir. 2000).

7

Appalachian Coals, Inc. v. United States, 288 U.S. 344 (1933). Important to the court’s decision
was an analysis of the severe financial distress facing the industry as a whole, with capacity far
outstripping demand, and the consolidating producers facing substantial competition for a large
volume of their sales.

8

Id. at 357.

9

Id. at 358.

10

Id. at 378.

11

Id.
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Since Appalachian Coals, U.S. courts and antitrust agencies have
developed a number of specific doctrines (discussed below) to evaluate the
relevance of economic distress to merger antitrust review. Similar doctrines have
been adopted either formally or through informal practice in other jurisdictions.12
In the past, these potential antitrust defenses have typically been narrowly
interpreted in the context of specific mergers, and the defenses have been
unsuccessful more often than not. Will the antitrust enforcement agencies be
more open to such defenses in the current global economic crisis?
Will the
agencies show some antitrust enforcement flexibility in light of competing
broader public policy concerns or initiatives outside of the realm of competition?
As the economic news seems to worsen each day, it is not inconceivable that the
crisis will color the perceptions of antitrust regulators regarding the potential
viability of these defenses in particular cases.
In a recent speech before the New York Bar Association, Commissioner
Rosch seemed to acknowledge that this was occurring. He observed:
The Commission has already been faced with not just a
failing firm argument, but an actual failing firm in one industry in
the last month and a half. The most the agency could do was
explain to the bankruptcy court which of the two bidders for the
failed firms’ assets appeared to be the least anticompetitive
(though both appeared anticompetitive). As almost always
happens in these situations, the more anticompetitive firm offered
more money for the assets to the bankruptcy court, and the court
approved that buyer. The result will probably be reduced output,
higher prices, less innovation and fewer jobs, but there is nothing
the antitrust enforcement agencies can do about it. (emphasis
added). This is not a good result, and underscores the need to
closely analyze the financial conditions of all firms involved when
we review mergers—the resulting merged entity as well as
remaining competitors.13
It is safe to assume that these remarks do not mean that the FTC is
throwing in the towel. Rather, given the increasing relevance of failing firm
defenses, agency staff will likely be even more careful and rigorous in evaluating
whether the requirements of the defenses are met.

12

See, e.g. What are the Criteria that Need to be Satisfied for the Failing Firm Defence to Apply?
http://www.concurrences.com/rubrique.php3?id_rubrique=626&lang=en (providing an overview
of jurisdictions that have failing firm defenses).

13

See J. Thomas Rosch, Implications of the Financial Meltdown for the FTC, Remarks before the
New York State Bar Association (Jan. 29, 2009), available at http://www.ftc.gov/speeches/rosch/
090129financialcrisisny barspeech.pdf [hereinafter Rosch Speech].
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Commissioner Rosch made an important point regarding proving ease of
entry, which typically assumes ready availability of capital. With constriction of
credit markets, he commented that such proof may be more difficult.14
Commissioner Rosch also mentioned that constricted credit availability may
make it more difficult for merging parties to find acceptable divestiture buyers,
potentially resulting in more consent decrees contingent on identification of upfront acceptable buyers, and thus, ultimately, more blocked mergers due to “lack
of an effective fix.”
At the Antitrust Division, more aggressive merger enforcement is almost
certain under new Assistant Attorney General Christine Varney. At her
confirmation hearing before the Senate Judiciary Committee on March 10, 2009,
she was warmly welcomed by Committee members eager to reverse the prior
administration’s “record of passivity and at times even hostility towards antitrust
enforcement.” Senator Kohl asked the AAG-designate about the severe economic
recession, the substantial pressures it has put on many industries to consolidate,
the appropriate approach to mergers and acquisitions in the banking or other
troubled industries using TARP funds,15 and what the Assistant Attorney General
should do to ensure that antitrust policy would play a role in the Obama
administration’s economic restructuring efforts. Ms Varney replied by
questioning some of the previous administration’s merger enforcement decisions,
commenting that “from the outside those looked like mergers in horizontal
markets that one wonders why they were not challenged. I can assure you, that if
I am confirmed to the Department of Justice Antitrust Division, the law will be
vigorously enforced. Horizontal mergers will be thoroughly examined and, where
they lead to impermissible consolidation and concentration, they will be
16
blocked.”
It obviously remains to be seen whether President Obama’s campaign
promise to “step up review of merger activity and take effective action to stop or
restructure those mergers that are likely to harm consumer welfare”17 will be

14

See Rosch Speech at 10.

15

Antitrust commentators have also raised policy concerns about TARP funds being used for
acquisitions resulting in industry consolidation. See Memorandum on the Proposed Acquisition
By Pfizer of Wyeth, American Antitrust Institute (Feb 11, 2009) (noting that $22.5 billion of loans
would be granted by four banks who have received TARP injections of at least $95 billion plus
credit guarantees (as of January 28) of $345 billion), available at
http://www.antitrustinstitute.org/archives/files/PfizerWyeth%20AAI%20memo.2.11.09_02142009
0933.pdf.
16

See Executive Nominations: Hearing before the S. Judiciary Comm., 112th Cong. (2009)
(Testimony of Christine A. Varney) available at http://judiciary.senate.gov/hearings/
testimony.cfm?id=3700&wit_id=7670.
17

See Statement of Barack Obama for the American Antitrust Institute, available at
http://www.antitrustinstitute.org/archives/files/aai-%20Presidential%20campaign%20%20Obama%209-07_092720071759.pdf.
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affected by the financial crisis. 18 It is simply too early to tell, for example,
whether the lightning fast tracking and clearance of mergers that occurred in the
banking industry might spill over into other industries. Experts predict the
economy will remain weak through 2009 and possibly longer.19 The persistent,
economic crisis will surely give the antitrust agencies multiple opportunities to
consider whether and how to integrate considerations relating to the economic
crisis into merger enforcement decisions.
B. Europe
In September and October of 2008 as the credit crisis in the banking
markets intensified, EU member states implemented unprecedented bailouts of
financial sector businesses, often on a country-wide basis. In November 2008 the
European Commission adopted a European Recovery Plan to help pull Europe,
and particularly its banks, out of the financial crisis. The various measures and
support schemes of support that have been developed and implemented are
subject to continuing strict oversight from the European Commission.20
The European Commission has the authority to intercede in individual
country bailout efforts through its State aid notification policy (a mechanism that
does not exist in the U.S.). The Commission has applied that authority in a
flexible manner and, for example, granted approval to EU member states to help
ensure the long term viability of the European banking sector.21 State aid is also
currently being expanded to aid the automotive sector.22 The Commission has
further published a variety of communications to guide member states, to ensure

18

See Michael Orey, Obama Appoints Antitrust Chief, BusinessWeek, Jan. 22, 2009, available at
http://www.businessweek.com/bwdaily/dnflash/content/jan2009/db20090122_987212.htm?chan=t
op+news_top+news+index+-+temp_news+%2B+analysis (commenting on potential tougher
enforcement stance and noting the economic crisis “may require a recalibration of those plans.
With so many businesses financially hobbled, regulators may feel pressure to approve deals they
would ordinarily oppose.”); see also Andrew Ross Sorkin, Why Obama Must Say ‘Yes’ to Deals,
N.Y. Times, Nov. 11, 2008, available at http://dealbook.blogs.nytimes.com /2008/11/11/whyobama-may-say-yes-to-deals.
19

Jeannine Versa, Forecasters: Economy Worse in '09, better in '10, Associated Press, Feb. 23,
2009 available at http://news.yahoo.com/s/ap/troubled_economy;
_ylt=AqIoArTLjigHRYxjMMukkHYDW7oF.
20

The details of European bailout efforts are quite complex. Only a brief overview is provided
herein, in order to discuss potential impact on near term merger control decisions.

21

See Press Release, Brussels European Council, State Aid: Overview of National Measures
Adopted as a Response to the Financial and Economic Crisis (Feb. 16, 2009), available at
http://europa.eu/rapid/pressReleasesAction.do?reference=MEMO/09/67&format=HTML&aged=0
&language=EN&guiLanguage=en.
22

See Press Release, Brussels European Council, EU Support to Fight the Crisis in the
Automotive Sector, (Feb, 25, 2009), available at http://europa.eu/rapid/
pressReleasesAction.do?reference=IP/09/318&format=HTML&aged=0&language=EN&guiLang
uage=en.
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that proposed programs comport with EU competition law. They cover the
application of State aid rules to measures taken in relation to financial
institutions,23 recapitalization,24 and access to finance,25 and many have since
been amended to adapt to the evolving crisis. As a result, the State aid rules have
reemerged to a role of prominence in EU competition policy.
The overall policy objective of State aid control is to ensure that
government interventions do not distort competition and intra-community trade
within the European Union. The rules are designed to maintain a level playing
field for European businesses by controlling the manner in which state resources
are made available. In the face of mounting pressure surrounding the massive
bailouts, EC Commissioner Neelie Kroes has remained firm and stated her resolve
that the Commission’s primary objective is to ensure that competition does not
suffer. In the context of the banking bailouts, she stated:
I prefer that we take structural measures that clear balance
sheets, restructure or wind down banks and allow the
survivors to resume lending without looking back. This is
the clearest path to both financial stability of the sector and
viability of its major players. This is much better than
contemplating mergers between troubled banks.26
On another occasion, she said:
We need to be flexible on procedures — yes — but not on
principle. The temporary and targeted aid measures in the
EU address the new market failures in the provision of

23

Communication from the Commission — The Application of State Aid Rules to Measures
Taken in Relation to Financial Institutions in the Context of the Current Global Financial Crisis,
2008 O.J. (C270/02), available at http://eur-lex.europa.eu/LexUriServ/
LexUriServ.do?uri=OJ:C:2008:270:0008: 0014:EN:PDF.
24

Communication from the Commission — The Recapitalisation of Financial Institutions in the
Current Financial Crisis: Limitation of Aid to the Minimum Necessary and Safeguards Against
Undue Distortions of Competition, 2008 O.J. (C10/03), available at http://eurlex.europa.eu/LexUriServ/ LexUriServ.do?uri=OJ:C:2009:010:0002:0010:EN:PDF.
25

Communication from the Commission — Temporary Framework for State Aid Measures to
Support Access to Finance in the Current Financial and Economic Crisis 2008 O.J. (C16/01),
available at http://eur-lex.europa.eu/LexUriServ/
LexUriServ.do?uri=OJ:C:2009:016:0001:0009:EN:PDF.

26

See Neelie Kroes, Address at Kangaroo Group Breakfast Debate, European Parliament, (Feb.
19, 2009) available at http://europa.eu/rapid/pressReleasesAction.do?reference=SPEECH/
09/68&format=HTML&aged= 0&language=EN&guiLanguage=en.
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credit using our existing principles. Flexibility does not
mean throwing out the rules.27

Although these statements come in the context of the EU’s State aid
reforms, it seems unlikely the Commission would compartmentalize this analysis
and limit it only to State aid, when faced with the prospect of a potential
onslaught of distressed firm arguments in mergers. In the EU, the failing firm
buzzword is in the air and member state political pressure may be mounting in
Brussels as industries are failing. In fact, Neelie Kroes spoke of the possibility of
increased merger activity as a result of the fallout and restated the Commission’s
long-standing position on the use of the failing firm defenses. She stated that the
Commission would take into account economic conditions in determining the
applicability of the failing firm defense, permit takeovers to be implemented
without having to wait for the Commission’s approval in cases where there is
urgency and where there were no ”a priori” competition concerns, and grant
derogations from waiting period standstill obligations in appropriate cases,
pending an ultimate determination of the proceedings. 28 While she believes that
“two turkeys do not make an eagle,” her statements suggest that distressed firm
defenses will be asserted and carefully considered in European merger control
proceedings.29

II. Antitrust Enforcement Process and Substance
A. The Importance of Timing in Distressed Transactions
In circumstances where a failing firm type argument is going to be
advanced, parties in a hurry are generally well advised to come fully prepared to
frame the issues and address them directly with agencies, even prior to the agency
clearance process if in the US, or through pre-notification contacts in the EU or
other member states. As part of this process, before filing and approaching the
agencies, companies need to marshal detailed information necessary to educate
antitrust agency staff regarding key issues and to communicate specific reasons
underlying the need for expeditious review and approval. At a minimum, parties
should furnish key deal documents, strategic plans, market studies and other

27

See Neelie Kroes, The Road to Recovery, Address at 105th Meeting of the OECD Competition
Committee, (Feb. 17, 2009), available at http://europa.eu/rapid/
pressReleasesAction.do?reference=SPEECH%2F09%2F63&format=HTML&aged=0&language=
EN&guiLanguage=en.
28

See Neelie Kroes, Dealing with the Current Financial Crisis, Remarks before the Economic and
Monetary Affairs Committee, European Parliament, (Oct. 6, 2008), available at http://europa.eu/
rapid/pressReleasesAction.do?reference=SPEECH/08/498&format=HTML&aged=0&language=E
N&guiLanguage=en.
29

See Neelie Kroes, Address at Kangaroo Group Breakfast Debate, European Parliament, (Feb.
19, 2009) available at http://europa.eu/rapid/pressReleasesAction.do?reference=SPEECH/
09/68&format=HTML&aged= 0&language=EN&guiLanguage=en.
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competitive data, historical financial information, and lists of significant
customers. They should also strongly consider offering up strategic business
personnel to make presentations and respond to staff questions. A sure
prescription for delay is simply to file the necessary documents and wait for the
agencies to respond.
United States antitrust agencies have historically attempted to respond to
legitimate needs for expedition in merger review (e.g., hostile tender offers or
where financing is at risk), and they regularly grant early termination of the HartScott waiting period where antitrust problems are absent or can be resolved with
minimal investigation. For small transactions that are not antitrust-sensitive, early
termination is routinely granted in two to three weeks. However, for large and
complex transactions, even if early termination is granted because no antitrust
problems are present, termination often does not occur until very late in the 30day period, or may even not occur until late in a second 30-day period following a
“withdrawal and refile” procedure to avoid a second request.30
Fortunately, the agencies’ track record thus far in the current crisis
indicates that they have been diligent in clearing even extremely large mergers
involving distressed firms on an expedited, and sometimes extremely expedited,
basis. Recent illustrative examples include Wells Fargo & Company’s $12.7
billion acquisition of Wachovia Corporation, which was cleared by antitrust
regulators one day after it was announced, and the grant of early termination
within four days of filing for Mitsubishi UFJ Financial Group’s $9 billion equity
investment in Morgan Stanley for a 21% interest in the company.
Similarly, in the EU, the European Commission cleared the UK
government’s bailout package for mortgage lender Bradford & Bingley in less
than a day, and granted a derogation from the waiting period in the follow-on
transaction involving clearance of Banco Santander’s acquisition of Bradford and
Bingley’s UK retail account deposits.31 In most cases, however, the Commission
has been very conservative in its approach and fairly reluctant to grant
derogations. Merging parties generally need to have no, or only minor,
competitive horizontal overlaps. However, where the target is in immediate
danger of insolvency (e.g., within a few weeks), a strong case for derogation can
be made. Fortunately, the Commission has flexibility in this process and has the
discretion to grant a partial derogation, customizing it to permit the purchaser to
take management control of the failing or failed business without acquiring
ownership of the shares or otherwise exercising strategic control.

30

See generally 16 C.F.R. 803 (2006).

31

The only area of overlap between the parties was in mortgage lending. However, the market
shares of the merged entity on the UK mortgage market would remain below 20%, with a
relatively small increment resulting from the merger and the Commission assumed that Abbey
would reinvest in the business and return the business to premerger levels. Moreover, Abbey
would continue to face a number of competitors.
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A word of caution: the well-publicized instances of rapid merger clearance
do not signal that antitrust agencies are turning a blind eye to anticompetitive
mergers or that the ordinary rules are going out the window. Rather, the lesson is
that the financial crisis is an important factor driving the agencies to take a quick
look at certain deals. Merging parties still need to rapidly marshal facts and
arguments demonstrating that an acquisition of a distressed competitor is not
anticompetitive.
B. Distressed Firm Defenses in the Antitrust Review Process
1. United States
U.S. courts and antitrust enforcement agencies have developed three
related sets of principles under which the troubled nature of a target firm could
serve as a partial or complete merger antitrust defense: (1) the failing firm
defense, (2) the General Dynamics defense, and (3) the flailing firm defense.
a. Failing Firm Defense
The Supreme Court’s decision in Citizen Publishing Co. v. United States32
is a leading case discussing the elements of the failing firm defense. In 1940, the
city of Tucson, Arizona had only two vigorously competitive daily newspapers:
the Citizen, an evening paper, and the Star, both a daily and Sunday paper. The
Citizen had sustained repeated annual losses.33 After new owners purchased the
Citizen and tried unsuccessfully to reinvigorate the newspaper, they subsequently
negotiated a 25-year joint operating agreement with the Star, forming Tucson
Newspapers, Inc. (“TNI”),34 the effective purpose which was to end any
commercial competition between the newspapers. To that end, three types of
controls were imposed: (1) price fixing via the joint establishment of subscription
and commercial advertising rates; (2) profit pooling among and distribution to
TNI’s principals pursuant to an agreed-upon ratio; and (3) the foreclosure of
competing publishing operations within the Tucson metropolitan area pursuant to
an agreement not to compete between stockholders, officers and executives of the
companies forming TNI.35
At trial, the parties asserted a failing company defense but it was rejected
because at the time the parties entered the joint selling arrangement, the owners of
the Citizen were not contemplating a liquidation, never sought to sell the

32

394 U.S. 131 (1969).

33

Id. at 133.

34

Id.

35

Id. at 134.
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newspaper, and there was no evidence that entering into the joint agreement was
Citizen’s only viable alternative.36
The Supreme Court affirmed,37 but in doing so held that a merger between
the two newspapers would not have been unlawful if one of the companies was
“failing,” and satisfied the following criteria: (1) the company was in imminent
danger of failure, (2) the failing company had no realistic prospect for a
successful reorganization and (3) there was no viable alternative purchaser that
posed a less anticompetitive risk. It sustained the district court’s factual findings,
noting that at the time of the arrangement, the Citizen was not on the verge of
going out of business, nor was there a serious probability at that time that it would
terminate its business and liquidate its assets, but for entering into the
agreement.38 The agreement was not the “last straw at which the Citizen
grasped.”39
The failing firm defense is recognized by many (but not all) antitrust
authorities, including those in the United States, the European Commission, and
many EU Member States.40 The central element of the defense is that, if a
company’s assets would exit the market but for the acquisition, stopping the
acquisition will not protect any future competition. In assessing whether failure is
truly imminent, the agencies will consider the company’s finances and working
capital at the time of the transaction, business and cash flow on a historical basis,
as well as access to available capital from financial institutions.
b. General Dynamics Defense
Where a target firm is struggling but cannot meet the strict requirements of
the “failing firm” defense, parties may have a General Dynamics defense.41 In
that case, the Supreme Court concluded that, even if a company was not going to
exit the market, if it completely lacked the resources to engage in new
competition in the future (as opposed to merely fulfilling existing contractual
commitments), acquisition of that company would not be unlawful despite its high
historic market shares.

36

Id. at 137.

37

Id.

38

Id.

39

Id. Although now the Citizen may be about to take that last grasp. See Sale Deadline Passes,
'Tucson Citizen' Likely to Quit in March, Associated Press, Feb 20, 2009, available at
http://www.azcentral.com/news/ articles/2009/02/20/20090220tucson-citizen0220-ON.html.
40

See, e.g., U.S. Dept. of Justice and Federal Trade Commission, Horizontal Merger Guidelines ¶
5-5.2 (1997 rev.) [hereinafter Guidelines]; Restatement of OFT’s Position Regarding Acquisitions
of ‘Failing Firms’; available at http://www.oft.gov.uk/shared_oft/business_leaflets/general/
oft1047.pdf.
41

United States v. Gen. Dynamics Corp., 415 U.S. 486 (1974).
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In General Dynamics, a case involving the production and sale of coal,
much of the government’s evidence challenging the acquisition consisted of past
production statistics showing that in certain geographic markets, the coal industry
was concentrated among a small number of large producers, that market
concentration was increasing, and that the acquisition would materially enlarge
the acquiring company’s market share and contribute to the trend toward
concentration.42 The district court rejected these claims, finding that coal had
become increasingly noneconomic relative to other sources of energy (e.g., oil
and natural gas) and had lost share as a result.43 The presence of long-term, fixed
price requirements contracts under which the coal was sold also was compelling
to the court,44 because “such sales do not represent the exercise of competitive
power, but rather the obligation to fulfill previously negotiated contracts at a
previously fixed price.”45
The Supreme Court agreed that the acquired firm had no future
competitive significance because it had previously committed all its coal reserves
under long term contracts and had no further coal reserves to sell, and thus it had
no ability to compete for new customers.46 The Court observed that although an
acquired firm’s previous annual sales were normally a relevant predictor of future
competitive strength, past sales did not “as a matter of logic give a proper picture
of a company’s future ability to compete.”47 Other factors, such as the “structure,
history and probable future of the relevant product market” should be
considered.48 The better measure of the acquired coal company’s ability to
compete for future contracts, said the Court, was measured by the size of its
uncommitted reserves, rather than its past production.49
c. Flailing Firm Defense
Lastly, there is the so-called “flailing firm” defense, which is often
invoked as a General Dynamics “variant,” where a merging company is in
financial distress, but it is not actually exiting the market and would likely have
some competitive influence going forward (unlike the factual situation in General
Dynamics). The argument is that the company is in such a weakened state that its
competitive influence is reduced to the point that its elimination from the market
will not have a significant impact.

42

Id. at 494.

43

Id. at 499.

44

Id.

45

Id. at 501.

46

Id. at 507-509.

47

Id. at 501.

48

Id. at 498.

49

Id. at 501.
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The defense has met with some degree of formal skepticism and resistance
from the antitrust enforcement agencies and is not incorporated explicitly into the
Merger Guidelines. Some courts, moreover, have failed to recognize the flailing
firm defense as an appropriate expansion of the failing firm defense. A recent
example of this occurred in United States v. UPM-Kymmene Oyj50 a merger
between Raflatac, Inc. (“Raflatac”), a subsidiary of UPM-Kymmene Oyj
(“UPM”), and Morgan Adhesive Company (“MACtac”), two competing
manufacturers of labelstock products. The court distinguished the “weakened
competitor” argument from the failing firm and failing division defenses. UPM
and MACtac were the second and third largest North American producers of bulk
labelstock, each possessing approximately between 8% to 12% share in the sales
of different types of bulk paper labelstock.51 However, the transaction would
have left Rafalatac, and fellow labelstock manufacturer Avery Dennison, with
about 70% of the sales of certain kinds of labelstock, with only fringe competitors
remaining. This would result in changed and aligned incentives among the various
labelstock manufacturers, resulting in harm to competition.
The parties urged the court to consider the “weakened” and “declining”
competitiveness of MACtac,52 arguing that MACtac was an ineffective
competitor, and its sales had declined consistently and this trend had reversed
itself only very recently.53 MACtac’s parent was also not satisfied with its
returns, was limiting its investment, and had previously received a much higher
price offer than was being sought in the current deal.54 The government asserted
that while these weakened firm factors could be considered by the court, it could
not be the primary justification for permitting a merger and “should not vitiate the
standards for the failing firm or failing division defense.”55
The court agreed and found that the company’s failure or ineffectiveness
was rooted more in generalized “economic conditions or management errors that
were made in a good faith attempt to perform well.”56 MACtac, while viable, was
non-competitive simply because its parent company had decided not to compete.57
To allow such conduct to be used to justify an otherwise anti-competitive merger
appeared to be bad policy and the court concluded that the MACtac’s “declining

50

U.S. v. UPM-Kymmene Oyj, No. 03 C2528, 2003 U.S. Dist. LEXIS 12820 (ND Ill., July 25,
2003)
51

See Complaint at *22-23, UPM-Kymmene OYJ, No. 03-C2528, 2003 WL 21781902 (N.D. Ill.
July 25, 2003).
52

Id. at *29-30.

53

Id.

54

Id.

55

Id. at *29.

56

Id. at *30.

57

Id.
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condition will either be reversed or its slack will be taken up by other producers—
the existing price competition will be diminished little or not at all.”58
However, in FTC v. Arch Coal, Inc.,59 where the government sought to
enjoin an acquisition in the coal industry, the weakened financial condition of the
target played a more significant role, even where it was not a complete defense.
The merging parties argued that Triton Coal, the acquired company, was
essentially a failing firm, and that Triton’s high market share overstated its true
competitive significance. The court rejected the failing firm defense, but found
that Triton was still a weakened competitor with no meaningful prospects for
improvement because of its high production costs, low coal reserves, and the
uncertainty surrounding its ability to acquire additional reserves or attract another
purchaser.60 The court therefore denied the FTC’s request for a preliminary
injunction, finding that Triton’s competitive significance was far less than its
existing market share might have otherwise indicated.61
2. European Union
Since the onset of the financial crisis, no published European Commission
decisions have referenced any significant assertions of distressed firm defenses.
Moreover, the failing firm defense is not explicitly recognized in the European
Merger Control Regulation.62 Distressed firm defenses have nonetheless been
employed in some earlier cases, albeit sparingly, and some Commission
statements have been supportive.63 The Commission has indicated, for example,
that a merger would not be deemed anticompetitive where the acquirer could
show that it would likely capture the target’s market share in any event, absent the
merger. Further, in BASF/Eurodiol Pantochim,64 although the Commission noted
that the market share of the financially troubled target company would probably
be distributed among competitors if the target were allowed to fail, it observed
that certain production capacity would be lost permanently if the merger did not
take place. Although BASF would have a 70 percent market share posttransaction the Commission cleared the merger on the basis that it would have
less of a harmful impact than if the companies completely exited.
3. United Kingdom

58

Id. at *36.

59

329 F. Supp. 2d 109, 146-47 (D.D.C. 2004).

60

Id. at 155-157.

61

Id. at 157-59.

62

See Monti/Russeva, Failing Firms in the Framework of the EC Merger Control Regulation,
1999-4 Eur. L. Rev. 38.
63

See, e.g.,SCPA/Kali + Salz-MdK, 1998 ECR I-1375.

64

Case COMP/M.2314, 2002 O.J. (L132/45).
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Recent events in the UK provide some interesting additional data points
that may serve as a bellwether indicator of possible re-emergence of distressed
firm arguments in the EU.
On December 18, 2008, the UK Office of Fair Trading (OFT) restated its
policy regarding the failing firm defense, presumably in response to increased
confidential informal inquiries and in anticipation of its increased use. Paralleling
the classic failing firm defense in the United States, the OFT said it would clear a
merger based on “failing firm” claims where compelling evidence demonstrates
that (1) the business in question would inevitably have exited the market with no
serious prospect of being reorganized, and (2) there is no realistic and
substantially less anti-competitive alternative to the merger.
The OFT will take account of prevailing economic and market conditions
when assessing evidence put forward by merging parties. In particular, those
conditions will be relevant to an evaluation of evidence on the inevitability of a
business exiting the market (for example, because of cash flow difficulties or an
inability to raise capital), and the realistic availability of alternative purchasers for
an exiting business.
The Stilton Merger
The most recent UK case involving the failing firm defense was the
Competition Commission’s (“Commission”) January 14, 2009 clearance of the
merger between Stilton cheese producers Long Clawson and Millway.65 The OFT
found that the merger combined two of the only three mainstream suppliers
responsible for the vast majority of sales, and gave Long Clawson more than 50
per cent of the total UK market.66 It referred the completed acquisition to the
Competition Commission for further investigation on the basis of unilateral and
coordinated theories of harm.67
The Commission found a loss of competition post-merger, but did not
consider it substantial when compared with the situation absent the merger,
finding that Millway would have exited the market after Christmas 2008, the peak

65

The OFT considered that although Millway had been struggling, it was not necessarily “a spent
force.” Millway still maintained its UK and supermarket contracts, and the OFT believed that
Long Clawson, Milway’s largest competitor, was not the only conceivable purchaser of the assets.
The OFT concluded that Long Clawson’s purchase of Millway would result in the most highly
concentrated market outcome possible and that any purchaser apart from Long Clawson (and
T&T, another substantial producer) would not raise such competition concerns.
66

See Completed acquisition by Long Clawson Dairy Limited of Millway Limited (Oct. 8, 2008),
available at http://www.oft.gov.uk/advice_and_resources/resource_base/Mergers_home/
decisions/2008/Long-clawson2.
67

Id.
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season.68 However, Millway incurred years of financial and customer losses due
to various production problems. It had depended on parent company support for
years and could not restructure itself to become economically viable or find a less
anti-competitive buyer. For these reasons, the Commission approved the deal.
The Lloyds HBOS Merger
The even more remarkable (and arguably anomalous) indicator of a more
lenient, if not panicked, approach to merger control, is the UK clearance of the
Lloyds TSB Group plc (“Lloyds”) acquisition of HBOS plc (“HBOS”), which
occurred in the fall of 2008. In October 2008, the UK Enterprise Act was
amended to add new public interest intervention grounds regarding the stability of
the UK financial system. The revised legislation permitted the Secretary of State
in exceptional circumstances to circumvent the usual competition review by
issuing an “intervention notice,” whereby the OFT would report directly to the
Secretary of State on competition issues in lieu of referral to the UK Competition
Commission. This provision was employed to fast track and clear the
Lloyds/HBOS deal over which the OFT had exhibited clear competition concerns.
On October 24, 2008, the OFT published its report to the Secretary of
State finding a substantial lessening of competition in relation to personal current
accounts (PCAs), banking services for small and medium sized enterprises
(SMEs) and mortgages. The OFT’s analysis of the merged company indicated
that the combined banks would have 30% of PCAs, the same share in mortgages,
and 40-50% of small business services in Scotland.69
The Secretary of State bypassed the OFT and did not refer the acquisition
to the Competition Commission,70 stating he was “satisfied that on balance the
public interest is best served by allowing this merger to proceed without a
reference to the Competition Commission.”71
From a competition enforcement standpoint, the means used to effect the
result in the Lloyds/HBOS deal appears to be an outlier in terms of the
representative types of responses that we can expect going forward. If the Lloyds
deal had been subject to EC merger control, the UK government would have been
unable to intervene, and public interest considerations would not have trumped

68

See Long Clawson Dairy Limited/Millway Merger Inquiry (Jan. 14, 2009) available at
http://www.competition-commission.org.uk/rep_pub/reports/2009/fulltext/541.pdf.

69

See Anticipated acquisition by Lloyds TSB plc of HBOS plc, Report to the Secretary of State
for Business Enterprise and Regulatory Reform (Oct. 24,. 2008) available at
http://www.oft.gov.uk/ shared_oft/press_release_attachments/LLloydstsb.pdf.
70

See Peter Mandelson Gives Regulatory Clearance to Lloyds TSB Merger with HBOS (Oct. 31,
2008) available at http://nds.coi.gov.uk/environment/
fullDetail.asp?ReleaseID=382908&NewsAreaID= 2&NavigatedFromDepartment=True.
71
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the competition assessment. In the US, where such a framework doesn’t exist, it
seems unlikely that similar measures will be taken in an attempt to displace the
antitrust agencies’ role in conducting a competitive assessment in distressed
transactions. At least that is the hope publicly expressed by some in the
enforcement community.72

III. Proving Distress
Despite the firm, but fairly noncommittal, tone taken by the enforcement
agencies in public statements with respect to the effect of the economic crisis on
merger enforcement, the various failing company defenses remain an important, if
not formal, aspect of agency merger investigations. For example, the U.S. Merger
Guidelines provide that changing market conditions should be considered in
evaluating a firm’s future competitive significance.73 Nonetheless, merging
parties have to recognize that to be successful, something more than mere
recitation that one of the merging firms is “flailing” is required. The parties must
bring forward real, independently verifiable facts to show that the “flailing” firm
is not a significant competitive factor in the market.
Failing firm arguments are “easily the subject of self serving
speculation—relatively easily alleged, but difficult given the information
asymmetries, to verify independently.”74 Disparities often exist between parties
and antitrust enforcement agencies with regard to accessing credible information
necessary to proving up this defense. Given the potential skepticism of agency
staff evaluating these claims, it is important for parties to produce
contemporaneous data and ordinary course documents so an independent
determination can be made whether the thresholds of the defenses may be met.
Regardless of the jurisdiction, candor with agency staff and transparency in the
process is essential.
We believe that, while the global antitrust agencies might adhere to the
letter of their policy views, the current worldwide economic crisis will cause them
to be more receptive to the factual proposition that a merging company is flailing
or failing and thus has little true competitive significance. Moreover, global
antitrust agencies will undoubtedly be sensitive to any effects of the merger on the
broader economy.

72

See Rosch Speech at 12-13 (commenting that antitrust agencies taking into account financial
consideration of the merged entity will help to solve the current crisis).
73

See, e.g., Guidelines at ¶1.521 (“The Agency will consider reasonably predictable effects of
recent or ongoing changes in market conditions in interpreting market concentration and market
share data.”).
74

See U.K. Office of Fair Trading, Restatement of OFT’s Position Regarding Acquisitions of
‘Failing Firms,’ OFT1047 (2008) at 3, available at
http://www.oft.gov.uk/shared_oft/business_leaflets/general/oft1047.pdf.

19

THE THRESHOLD

Volume IX, Number 2, Spring 2009

Merger control rules will likely continue to be applied in a more flexible
manner to account for the difficult and extraordinary circumstances that
companies are facing during these troubling economic times. The existence of the
economic crisis is not something global antitrust authorities are likely to question,
and its very real impact on the financial viability of many companies is not open
to debate. Thus, while the credit crunch and financial crisis will not radically
change competition policy, merging parties who have well-grounded factual
arguments that one of them is failing or distressed should encounter an openminded and sympathetic audience in the antitrust agencies.
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