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Despite the unprecedented efforts and measures undertaken by governments across the world to mitigate the
economic impact of the COVID-19 pandemic, it is an unfortunate but inevitable outcome that a number of
businesses are going to fail. Some will file for bankruptcy, while others, seeing the handwriting on the wall, may
put themselves up for sale in an effort to avoid a bankruptcy filing. These business failures may present their
competitors who are able to successfully weather the economic storm with some acquisition opportunities that
might not otherwise be possible under antitrust laws. Below, we discuss the “failing firm” defense in merger
reviews and how it could increasingly come into play in the near future as a result of the economic impact of
COVID-19 and “cure” otherwise problematic acquisitions. We also discuss steps companies can take to improve
their chance of success in asserting the defense.

FAILING FIRM DEFENSE IN THE UNITED STATES

COVID-19 has not prompted the U.S. government to create any special antitrust rules for merger review. Rather,
the Merger Guidelines already used by the Department of Justice Antitrust Division and Federal Trade
Commission (the “Agencies”) in their merger review contain special provisions to deal with failing firms and even
failing divisions within firms." In general, the Merger Guidelines are designed to help the federal antitrust enforcers
identify acquisitions that would reduce competition — something that may happen when one competitor acquires
another, and there are not “enough” competitors remaining in the market. However, the Guidelines recognize that
if a company (or division) is going out of business anyway (e.g., because it cannot meet its financial obligations in
the near future and it would not be able to successfully reorganize under Chapter 11 of the Bankruptcy Act), then
its acquisition by a competitor is not going to lessen competition; the number of competitors is going to be
reduced by one in any event. This is referred to as the “failing firm” defense.

There is a wrinkle here: the failing company (or division) has to show that it made efforts to obtain reasonable
alternative offers, but often times, the only companies interested in acquiring a failing company are its competitors
— the ones who are already familiar with the market in which they compete. In that scenario, the question of
which suitor is the most desirable one from the standpoint of not reducing competition may not have a clear
answer.

The failing firm defense generally has a high burden of proof, but if met, it acts as a complete defense. For
companies unable to meet this burden, the Agencies recognize the “flailing firm” defense or “weakened
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competitor” defense. While the flailing firm defense is not absolute, it does offer an alternative where a company's
competitive position has declined or is likely to decline in the near future, but it may not go out of business.

FAILING FIRM DEFENSE IN EUROPE

The failing firm defense is also available in Europe. The EU merger control regime, which is largely mirrored in the
national laws of EU member states in this respect, expressly recognizes that an otherwise problematic merger
may nevertheless be compatible with EU competition law if one of the merging parties is a failing firm. The critical
factor is whether the market structure without the merger would be essentially no better than that which would
result from the proposed acquisition.

The so-called “failing firm defense,” although notoriously difficult to argue successfully, is expected to have a
renewed relevance in the current climate. For example, the UK's Competition and Markets Authority (CMA)
recently cleared an acquisition quoting the target's financial position caused by COVID-19 as the main factor
behind the regulator's decision. Although after its Phase 1 review the CMA was concerned that the transaction
could damage competition, it cleared the deal concluding that (i) the target's exit from the market was inevitable
without additional funding, and that (ii) the acquirer was in a unique position and only they would be willing and
able to provide such funding during the outbreak. Despite the CMA describing the circumstances as “wholly
unprecedented,” they are arguably only unprecedented when compared to the pre-COVID-19 market conditions,
with many more businesses currently being at risk of facing similar issues and having an extremely limited pool of
bidders with resources.

On 22 April 2020, the CMA in fact published guidance on how it is likely to approach failing firm claims specifically
in the context of the COVID-19 pandemic. The CMA essentially notes that it will use the existing framework and
will analyze these submissions in a fair and transparent way, regardless of whether the transaction has already
completed or not.

FINAL REMARKS

K&L Gates globally integrated antitrust and competition practice regularly counsels and represents clients in
merger transactions that face antitrust scrutiny, and uses that deep experience to not only help clients clear their
transactions with regulators across the globe, but to help clients position themselves as strong suitors for failing
competitors. Our antitrust practice members can help companies identify and steer clear of potential risks,
develop the failing firm defense, and/or prepare a company as a suitor to a failing firm. Getting antitrust counsel
involved early in the process — especially in a transaction that would greatly increase market concentration —
can help increase the chance of a successful clearance. Our global antitrust team stands ready to assist in any
way we can. If you have any questions or would like additional information, please contact a member of our
antitrust practice.

FOOTNOTES

" Horizontal Merger Guidelines §11.
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This publication/newsletter is for informational purposes and does not contain or convey legal advice. The
information herein should not be used or relied upon in regard to any particular facts or circumstances without first
consulting a lawyer. Any views expressed herein are those of the author(s) and not necessarily those of the law
firm's clients.
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