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Introduction to the Failing Firm Defense
 COVID Pandemic, Financial Hardship,
and Mergers
 Failing and Flailing Firm Defense
 Flexibility of Articulated Standards
 Purchase and Sale Agreement Tips
 But first we need to know something
about bankruptcy proceedings
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Bankruptcy - Overview

Chapter 7
 Trustee appointed to manage
process
 Marshals and sells assets
 Liquidation
 No authority to operate
business absent special
circumstances

Chapter 11
 Debtor/company operates
and manages process itself
 “True” reorganization versus
 “Liquidating” Chapter 11
 Oversight by Court and key
parties-in-interest
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Bankruptcy - 363 Sales
 Permits an outside the ordinary course sale of bankruptcy
estate property after “notice and a hearing.”
 Sales of a substantial portion of a debtor’s operating
assets/businesses covered by this provision.
 “363 sale” colloquially refers to a sale that occurs outside
the context of a confirmed chapter 11 reorganization plan.
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Bankruptcy 363 Sales
Statutory Requirements
 “free and clear of any interest” pursuant to
Section 363(f), but only if:

Practical Requirements
 Sound business reason for sale –
business judgment standard

− non-bankruptcy law permits free and
clear sale

 Notice and opportunity for parties-ininterest to object and be heard

− Lienholders consent

 Buyer acted in good faith; no collusion,
bid-rigging, etc.

− If a lien, the price is greater than the
aggregate value of all liens on the
property
− interest “is in bona fide dispute” OR
− “Such entity could be compelled, in a
legal or equitable proceeding, to accept
a money satisfaction of such interest”

 Reasonable price after reasonable
marketing effort
 Deferential standard does not apply to
insider sale

Bankruptcy 363 Sales: Typical Process
 Bid/Auction Procedures Motion and Motion to Sell
– Filed at case outset
– May or may not designate a “stalking horse” bidder
– Expedited scheduling – bankruptcy moves very fast

 Typical bid procedures
– Court approves process; auction if necessary
– Court then approves sale free and clear
– Can also carry out through a confirmed bankruptcy plan
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HSR Notification


Rule 802.63(a) of the HSR Act exempts certain acquisitions (of collateral, in foreclosure, on default) by a
creditor of equity or assets of a debtor not yet in bankruptcy.



The Bankruptcy Code allows for expedited timing and a reduced HSR burden only for transactions under §
363(b) of the Bankruptcy Code

Description

§ 363(b)
Sale

 Sale of some or all of a debtor’s assets upon motion
and hearing
 Can be done as part of Chapter 11 plan

HSR Process

Timing and
Burden
Advantages

 Liquidation sale of a debtor's nonexempt property

Chapter 7

 Bankruptcy trustee gathers and sells the debtor's
nonexempt assets and uses the proceeds of such
assets to pay creditors

No Difference

 Reorganization bankruptcy

Chapter 11
(other than 363(b)
sales)

 Debtor is able to negotiate with creditors to modify the
terms of debts and create a reorganization plan
without having to sell all assets

No Difference
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§ 363(b) Transaction HSR Differences
 Reportable acquisitions qualify for a shortened 15-day waiting period
(instead of 30 days)

Timing

 If Second Request is issued, the HSR waiting period expires 10 days
(instead of 30 days) after the acquiring UPE substantially complies with
the Second Request
 Second Request to the acquired person does not affect waiting period

Burden

 Only the acquiring UPE is obligated to comply with a Second Request
to start the second waiting period.
 The debtor is considered the acquired UPE

Other

 The debtor's HSR filing is submitted on its behalf by either of the
following:
− a trustee in bankruptcy; or
− a debtor-in-possession (DIP) under Chapter 11 of the Bankruptcy
Code.
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Merger Challenges in Court
In re Financial News Network (1991)
 FTC and state AGs had concerns over CNBC’s bid for Financial News Network in bankruptcy
proceedings
 FTC and state AGs appealed bankruptcy court’s jurisdiction over a merger challenge. The district
affirmed bankruptcy court’s jurisdiction because the FTC’s and AG’s “extensive involvement” in the
bankruptcy proceedings implicitly consented to the jurisdiction of the bankruptcy court
 The district court. held, “[t]he bankruptcy court is legally competent to resolve antitrust issues raised
by proceedings before it.”

 DOJ has since been able to challenge two mergers in district court.
− U.S. v. Tribune Publishing Company (2016) (C.D. Cal.). DOJ secured a
temporary restraining order in district court a day after Tribune, publisher of
the L.A. Times, emerged as the winning bidder in bankruptcy court for
Freedom, publisher of two competing local newspapers.
− U.S. v. SunGard Data Systems, Inc. and Comdisco, Inc. (D.D.C). DOJ
challenged (unsuccessfully) SunGuard’s acquisition of Comdisco in D.D.C
thought Comdisco was in bankruptcy court in N.D. Ill.
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Future Effects of a Merger
 Standard: “may be substantially to
lessen competition, or to tend to
create a monopoly.”
 Emphasis on “future effect of the
merger.”
(Brown Shoe Co. v. United States, 370 U.S. 294, 332 (1962))

 “Most merger analysis is necessarily
predictive, requiring an assessment of
what will likely happen if a merger
proceeds as compared to what will
likely happen if it does not.”
(DOJ/FTC, Horizontal Merger Guidelines § 1 (2010))
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The Failing Firm Defense
A Long History
 Product of the Great Depression
 International Shoe Co. v. FTC, 280 U.S. 291 (1930).
 Recognized by the DOJ/FTC Horizontal Merger Guidelines
 A complete defense with stringent criteria.
Requirements
 Would be unable to meet its financial obligations in the near
future;
 Would not be able to reorganize successfully under Chapter 11 of
the Bankruptcy Act; and
 Has made unsuccessful good faith efforts to elicit reasonable
alternative offers that would keep its assets in the relevant market
and pose a less-severe danger to competition than does the
proposed merger.
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Failing Firm Requirements
Inability to meet
obligations

Inability to
Reorganize

No More
Competitive Buyer

Look to past financial
performance to try to
determine future ability
to meet obligations

Has company
attempted to resolve its
debts with creditors?

A genuine search for
alternative buyer is
required.

Declining sales and net What course of action
Any offer to purchase
losses are not sufficient will creditors take in the the assets of the failing
absence of a merger?
firm for a price above
the liquidation value of
those assets.”
If a firm is in a failing
position due to
mismanagement that
could be corrected, it
may not meet this
criteria.

Could the firm could
emerge from
bankruptcy after
discharging its debt?
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United States v. Energy Solutions, Inc.
 Low-level radioactive waste disposal
services
 In 2015, WCS’s then parent agreed to enter
into exclusive negotiations with Energy
Solutions Inc.
 The merger agreement included prohibitions
on the target:
– furnishing non-public company information to
any person
– participating in discussions or negotiations
regarding an alternative transaction
– soliciting or initiating an alternative transaction.
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United States v. Energy Solutions, Inc.
(continued)
 The DOJ sued to enjoin alleging merger to
monopoly in 36 states
 Parties asserted a failing firm defense
– WCS was losing money
– would likely shut down if the deal were blocked

 Court rejected the parties’ defense
– merger agreement’s “no shop” provisions showed no
good faith effort to find an alternative buyer.
– “[WCS parent] engaged in a single bidder process
and then agreed to several deal protection devices
that have made it impossible to entertain other offers.”
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The FTC Bureau of Competition
Pandemic Blog Post
 “[W]e have not relaxed, and will not relax, the
intensity of our scrutiny or the vigor of our
enforcement efforts.”
 “[T]he Bureau rarely finds that the facts support a
failing firm argument.”
 “[Y]ou had better actually be failing, and able to
prove it.”
 “Candor before the agency remains paramount, and
it has been striking to see firms that were
condemned as failing rise like a phoenix from the
ashes once the proposed transaction was
abandoned in light of our competition concerns.”
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Flailing Firm Defense
 Alternative to the failing firm defense:
focuses on the flailing firm’s future ability to
compete even if it will not go out of business.
 Not a complete defense: the court will still
consider lingering anticompetitive effects
 Origin of the defense: U.S. v General
Dynamics
– Analysis of firm’s “future ability to compete.” ,
– Where a party is no longer able to “compete
effectively,” any structural presumption that the
transaction substantially lessens competition
must accede to a more realistic assessment of
future conditions.
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Boeing/McDonnell Douglas
 Boeing acquired McDonnell Douglas
Corporation (MDC) after an FTC antitrust
review.
 Three large civil aircraft manufacturers:
Boeing, MDC and Airbus.
– MDC had recently introduced the MD-95 to the
civil market. But could only attract one
customer.

 MDC had also been one of three companies
vying for the next generation fighter jet in
the Joint Strike Fighter program: Boeing,
MDC and Lockheed Martin
– MDC was eliminated from the fighter jet
competition.

 MDC argued it was a flailing company.
– The Federal Trade Commission accepted the
argument.
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Failing vs. Flailing
 Wait a minute!
– Isn’t a failing firm always a flailing firm?
– Why ever argue failing firm when you can
argue flailing firm?

 The courts are not clear. This is my take:
– A flailing firm, sometimes called a “weakened
competitor” is unlikely to be a significant
future competitor.
– A failing firm, might be a competitive
presence in the future by reorganizing under
Chapter 11 or by selling itself to a firm
outside the market that could cover its
financial obligations.
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Failing vs. Flailing: Boeing/MDC
MDC Was Not a Failing Firm
 MDC could meet its financial
obligations.
 MDC could have continued in the
business indefinitely.

MDC Was a Weakened Competitor
 MDC could not offer robust
competition to Boeing and other
competitors.
 A non-competing acquirer could
not have changed MDC’s
competitive destiny.

Two Refinery Acquisitions

Acquisition 1
 Refiner sought to acquire only nearby refinery
 Target was scheduled to close but for the
acquisition
 No substantial search for a buyer
 Flailing and failing arguments plus substantial out
of state competition
 FTC closed after a preliminary investigation

Acquisition 2
 Refiner sought to acquire equipment from a
nearby refinery
 Seller planned to close irrespective of equipment
sale.
 No search for an alternative buyer
 Seller planned to importing refined product
 FTC staff believed that prices would rise, but
concluded that effect was the inevitable result of
the closure, not the acquisition
 Closed investigation without taking any action
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Enforcer Flexibility?
 Enforcers and courts say failing and flailing
defenses should be strictly and rarely applied
– FTC said requirements are “stringent”
– Courts said defenses apply in “rare cases”

 But enforcers and courts have been receptive
to defenses in variety of circumstances
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Failing Firm Flexibility: CentraCare/SCMG
 FTC accepted failing firm and conduct terms to allow acquisition
– CentraCare and SCMG two largest medical providers in market
– SCMG physicians threatened to leave, worsening its poor financial health
– CentraCare was only buyer for entirety of SCMG physicians
– FTC required releases and incentives for physicians to remain in market

 A practical solution to mitigate effects of acquisition of an almost
failing firm
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Flailing Firm Flexibility: T-Mobile/Sprint
 Court accepted “weakened competitor” defense to rebut
anticompetitive effects
– Sprint not at risk of imminent failure
– Business decisions could limit Sprint’s ability to improve network and
maintain customers
– Little analysis of financial resources and alternatives to merger

 Court relied on predictions of future investment and customer
perception in rapidly evolving market
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Flexibility During Pandemic: DFA/Dean
Foods
 Transaction proposed in 2019 but faced antitrust
challenges
– Two largest U.S. processors of milk.
– Delrahim: “serious risk of anticompetitive harm.”

 Expedited bankruptcy merger and clearance
– Chapter 11 bankruptcy with 11-day sale process
– DFA only bidder for most assets
– April 5: Bankruptcy approval (subject to DOJ clearance)
– May 1: DOJ clearance, minimal divestiture and conduct
terms

 DOJ noted preservation of food supply and
worsening financial conditions due to pandemic
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Failing/Flailing Firms and the Pandemic

 Traditional assessments take time
 Company that has lost most of its business has no time to prove
requirements
 Lack of alternative buyers during crisis
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Advocating Common Sense
 Good advocacy can convince
the agencies to use common
sense
– To be flexible about the
shopping requirement
– To consider the acquired firm’s
impact on future competition
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Drafting and Negotiation Best Practices
 Developing Negotiation Strategy
 Risk Shifting Provisions
– Efforts Standards
•

Specific timelines

– Filing Fee Allocation
– Cooperation Provisions
– Divestiture Obligations/Limitations
– Litigation Obligations/Limitations
– Pre-Closing Restrictions
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Drafting and Negotiation Best Practices
 Break Up Fees
– Reverse Break Up Fee
– Ticking Fee
– Alternatives
•

Facebook/WhatsApp

•

AT&T/Leap Wireless

 Closing Conditions
 Termination Provisions

 Bolstering the failing firm
defense through
transaction process
– Record building
•

Consider all strategic
alternatives

– Shop target
•

Price vs. antitrust risk

– Take care with exclusivity presigning
– Carefully structure deal
protection devices
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Disclaimer
Comments heard on this webinar recording are for informational purposes and should not be construed as
legal advice regarding any specific facts or circumstances. Listeners should not act upon the information
provided on this recording without first consulting with a lawyer directly. The opinions expressed on this
recording are those of participants appearing on the program and do not necessarily reflect those of the firm.
For more information about our practices and experience please visit bakerlaw.com.
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