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The financial and economic crisis has threatened the existence of
firms around the globe, resulting in the most significant restructuring of
industries in decades. In some cases, however, restructurings or other
typical corporate measures may not be enough for a firm to survive and
be competitive. Mergers and acquisitions are a plausible way for failing
or threatened firms to survive the initial crisis, regroup, and perhaps
build for a brighter future. The failing firm defence, or ‘rescue merger”,
has been developed in both American and European case law to enable
failing firms to merge together, or be acquired by a profitable firm, in a
transaction that would normally have been blocked by merger review as
being anticompetitive. The failing firm defence can be an important tool
for entrepreneurs and investors in seizing opportunities given the new
business landscape emerging from the current economic crisis: value can
occasionally be found in failing and poorly performing companies. While
Canada has a failing firm “factor” rather than ‘defence’, it has been of
very limited application in practice, and there is no guidance from the
courts regarding its application. Academic discussion regarding the
utility and application of the failing firm defence in light of relevant case
law is, however, found in the United States and Europe. Canadian com-
petition law can benefit from taking into account the lessons learned and
ongoing debates in these two jurisdictions. Indeed, revisions can be pro-
posed for the Canadian Merger Enforcement Guidelines, allowing for a
more vigorous yet still cautious consideration of the failing firm factor
in Canada. There is a general consensus that the competitively prefer-
able purchaser requirement of the defence contains an inherent bias
that may mislead competition authorities in identifying an alternative
purchaser that would pose a lower competitive threat than the proposed
acquiror. The issue of a rescue mergers effect on market entry and exit is
debated among academics, essentially examining the trade-off between
the preservation of assets and entry deterrence. Meanwhile, competition
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authorities should also take note of research suggesting that a firm may
have predatory intentions when first launching a rescue merger. Overall,
there appears to be a continued role for the failing firm defence in com-
petition law, and therefore the effectiveness of its general application and
content of its criteria must be continually assessed and refined.

La crise financiére et économique a menacé lexistence dentreprises
dans le monde entier, se traduisant par la plus importante restructura-
tion d’'industries depuis des décennies. Cependant, dans certains cas, les
restructurations ou autres mesures typiques prises par les entreprises
peuvent ne pas suffire pour assurer leur survie et leur compétitivité. Les
fusions et acquisitions sont un moyen plausible pour les entreprises en
sérieuse difficulté ou menacées afin de surmonter la crise de départ,
se ressaisir et, peut-étre construire un meilleur avenir. Largument de
Uentreprise en sérieuse difficulté, ou « fusion de sauvetage », a été élaborée
dans la jurisprudence, tant américaine queuropéenne pour permettre
aux entreprises en sérieuse difficulté de fusionner ou d'étre acquises
par une entreprise rentable dans le cadre d’une opération qui devrait
normalement étre bloquée par le processus d'examen des projets de fusi-
onnement, car contraire a la libre concurrence. Largument de l'entreprise
en sérieuse difficulté peut constituer un outil important pour les entrepre-
neurs et les investisseurs pour saisir les occasions qui leur sont fournies
par le nouvel environnement commercial suscité par la crise économique
actuelle : les sociétés qui vivent de sérieuses difficultés et ont de piétres
résultats peuvent parfois présenter une certaine valeur. Alors que le
Canada posséde un « facteur » plutot quun « argument » de l'entreprise
en sérieuse difficulté, dans les faits, son application a été trés limitée
et la jurisprudence noffre aucune assistance a cet égard. En revanche,
les Etats-Unis et I'Europe disposent d'une certaine doctrine, élaborée
a la lumiére de la jurisprudence pertinente, au sujet de lutilité et de
lapplication de largument de l'entreprise en sérieuse difficulté. Le droit
de la concurrence au Canada peut profiter de l'examen de l'expérience
et des débats en cours dans ces deux régions du monde. Dailleurs, on
pourrait proposer lapport de modifications au document canadien inti-
tulé Fusionnements, lignes directrices pour lapplication de la Loi, qui
autoriseraient un examen plus dynamique, mais néanmoins prudent,
du facteur de l'entreprise en sérieuse difficulté. On saccorde a penser que
l'exigence d'un acheteur préférable sur le plan de la concurrence contenue
dans largument comporte un parti pris inhérent qui pourrait conduire
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les autorités en matiére de concurrence a déterminer, de fagon erronée,
un autre acheteur qui poserait un risque concurrentiel inférieur a celui
de lacquéreur proposé. La question de l'effet d'une fusion de sauvetage
sur les accés et retraits du marché fait l'objet de discussions parmi les
universitaires qui se penchent essentiellement sur le pour et le contre du
sauvetage des actifs et de la prévention de laccés au marché. Ce faisant,
les autorités en matiére de concurrence devraient également tenir compte
des recherches suggérant quune entreprise pourrait avoir des intentions
prédatrices lorsquelle s'engage dans un processus de fusion de sauvetage.
De fagon générale, il semble que largument de l'entreprise en sérieuse dif-
ficulté puisse continuer a jouer un rile dans le droit de la concurrence.
Par conséquent, lefficacité de son application, en général, et le contenu
des critéres qu'il propose doivent constamment faire l'objet d une évalua-
tion et d’une mise au point.

Introduction

he financial and economic crisis has threatened the existence

of firms around the globe, and has had a particularly devas-

tating effect on the economies of the United States and the
European Union. Indeed, the global restructuring of industries may
represent the most significant economic change of the last decades.”
The marketplace is littered with companies on the verge of insolvency,
requiring tough business decisions to be made. One strategic response
for struggling firms and a means of implementing a successful debt
restructuring process is to combine in order to achieve necessary effi-
ciencies.® Mergers and acquisitions are a plausible way for failing or
threatened firms to survive an initial crisis, regroup, and perhaps build
for a profitable future. However, such transactions must first undergo
an increasingly difficult regulatory approval process.

Merger review by competition authorities is largely focused on deter-
mining whether a merger or proposed merger prevents or lessens, or is
likely to prevent or lessen, competition substantially. The two principal
components of any lessening or prevention of competition resulting
from a merger are: (i) the elimination of the actual or potential com-
petitive influence of the acquired firm; and (ii) the additional loss of
competition which can be attributed to the entrenched, enhanced,
or de novo market power of the acquiror. The failing firm defence has
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been developed in both American and European case law to enable
failing firms to merge together, or be acquired by a profitable firm, in a
transaction that would normally have been blocked by merger review
as being anticompetitive. The rationale behind the failing firm defence
is that the deterioration of the competitive structure of the market
would have occurred even in the absence of the merger through the
exit of the failing firm.> The loss of the failing firm's influence in the
market cannot be attributed to the merger, since a firm that is facing
certain and imminent financial failure will cease to exercise any com-
petitive influence in the market after its failure.® The merger allows
the company to survive, with its assets remaining within the market
and often adding necessary production. While antitrust law tradition-
ally maintains a disciplined focus on competitive effects, the interests
of shareholders, creditors, and employees cannot be entirely ignored
when dealing with corporate rescue, and their interests were arguably
of primary concern during the initial development of the failing firm
defence in US case law.

There was speculation by competition practitioners that the failing
firm defence would enjoy increased application during the current
economic crisis.” Given the depressed economy, it was predicted that
the number of mergers involving firms in financial difficulties and
invoking the defence would increase and competition authorities
would relax the defence’s stringent requirements.® To date, however,
this does not seem to be the case, at least in Europe.” The stringent
criteria of the failing firm defence in both the US and EU means very
few firms can successfully apply such a defence. While Canada uses a
failing firm “factor” in its competition legislation and merger review
guidelines rather than a formal “defence;’ it too has been of very limited
application in practice. A formal failing firm “defence” in the US and
Europe means that upon fulfillment of its criteria an absolute defence
exists, allowing the merger to proceed despite antitrust concerns. The
failing firm “factor” in Canada is just one of a number of factors that the
Competition Bureau considers in determining whether a merger has
prevented or lessened competition substantially, or is likely to do so.

The applicability of the failing firm defence, also known as a rescue
merger, is quite relevant given the new business landscape emerging
from the current economic crisis. Value can occasionally be found in
failing and poorly performing companies, and many legendary business



2014 CANADIAN COMPETITION LAW REVIEW 5

careers have been built on the turnaround and strategic acquisition of
such companies.' The failing firm defence may be an important tool
for entrepreneurs and investors in seizing any opportunities created
by the economic crisis. On the other hand, some industries may be
permanently declining; the failing firm defence may prove to be useful
in addressing the problem of distressed or declining industries as
well. A country’s economy may benefit, given that successful applica-
tion of the defence means that some or all of the assets of the failing
company are preserved and do not exit the market, often benefiting
consumer welfare. Continuity of service, product differentiation, and
most importantly employment are other factors to consider as well.
However, these considerations must be weighed against any possible
anticompetitive effects that may result from the rescue merger.

Lively discussion regarding the utility and application of the failing
firm defence, in addition to relevant case law, is found in the US
and Europe. Canadian competition law can benefit from taking into
account the lessons learned and ongoing discussion in these two juris-
dictions. The paper will begin with a brief introduction of the failing
firm defence and its rationale, followed by a discussion of its limited
application in Canada. The paper then provides a discussion of the
development of the failing firm defence in American and European
case law, along with the criteria now found in the respective horizontal
merger guidelines of the two jurisdictions.

An important element of the paper lies in the academic and prac-
titioner discussion regarding the appropriateness of the failing firm
defence criteria, its effect on incentives for market entry and entre-
preneurship and improvements that can be made. When asking a
competition authority" to approve the failing firm defence, evidence
must be provided that an alternate purchaser is not available to acquire
the troubled company instead, resulting in a less anticompetitive
merger. There is a general consensus that this competitively preferable
purchaser requirement of the defence contains an inherent bias that
may mislead competition authorities in identifying an alternative pur-
chaser that would pose a lower competitive threat than the proposed
acquiror. Appropriately adjusting this requirement could arguably
lead to a more accurate assessment of a rescue merger’s impact on
competition. Furthermore, competition authorities should be aware
of research concluding that the availability of the failing firm defence
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could encourage anticompetitive strategic behaviour (predation) by
firms. For instance, an acquiring firm could merge with a failing firm
using the failing firm defence, knowing that the initial rescue merger
will have the effect of subsequently inducing the failure and exit of its
competitor firms in the market. In this manner, a sophisticated firm
can abuse the failing firm defence to eventually monopolize the market.

Canada has very few contested merger cases, and neither the courts
nor the Competition Tribunal have addressed the failing firm factor.
Without such consideration or guidance from jurisprudence, the
Canadian Merger Enforcement Guidelines'> (MEGs) play a fundamen-
tal role in setting the terms of discussion between private parties and
the Competition Bureau with respect to failing firm policy. In order
to maintain credibility and effectiveness, the provisions in the MEGs
should reflect current practitioner and academic thought with respect
to the failing firm factor and its criteria.

Overall, there appears to be a continued role for the failing firm
defence in competition law, and therefore the effectiveness of its
general application and content of its criteria must be continually
reassessed and refined. The paper will conclude with proposals for
revisions to the MEGs that would allow for a more vigorous yet still
cautious consideration of the failing firm factor in Canada.'® Further-
more, Canadian counsel can take note of interesting developments
and research, perhaps ensuring that the lessons from this paper do not
remain academic for too long.

Brief Introduction of the Failing Firm Defence

The failing firm defence'’ operates as an exception to regular merger
review, providing that a merger involving a failing firm may proceed,
although under regular circumstances the transaction would have
been blocked by competition authorities because it would prevent or
lessen competition. The defence facilitates a process of debt restructur-
ing by removing an antitrust impediment, allowing firms to combine
in order to achieve competitively necessary efficiencies.”” A failing firm
within a booming industry or firms in a distressed industry will choose
to merge, acquire, or be acquired, or even spin-off a loss-making divi-
sion in order to enhance overall viability and profitability.'® The rescue
merger may enhance general welfare by increasing the efficiency of
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existing capacity, redeploying that capacity to socially more valued
uses, and even preserving jobs, among other social considerations."’
On economic grounds, the permitted merger may have beneficial
effects resulting from economies of scale,'® economies of scope', or
other efficiencies, so that prohibiting the deal could even be detrimen-
tal to competition.”® Although the failing firm defence does have social
implications, and one rationale for the defence is arguably to protect
the interests of creditors, employees, and stockholders,” antitrust law
generally holds no place for consideration of any public interest other
than competition itself, > and therefore this paper will focus on that
objective in examining the defence.

The basic requirement of the failing firm defence is to demonstrate
that the deterioration of the competitive structure that follows the
merger cannot be said to be caused by the merger itself because the
failing firm would exit the market in any case.”® The “lack of causal-
ity” between the merger and the possible worsening of the competitive
structure due to the merger is primordial in accepting a failing firm
defence.** Given that the future market structure would be equally
detrimental to competition irrespective of whether the deal is cleared
or blocked, there is no basis for prohibiting the merger.”® Relatively
little attention has been paid to failing firm rules in economic theory,
despite its policy relevance.” If the firm was allowed to fail, the assets
would have either been acquired by competing firms or forced to exit
the market. Applying the failing firm defence, the market power effects
are the same as if the failing firm were to exit, but there may be off-
setting benefits attributable to the assets remaining in the market. An
essential step in accepting a failing firm defence is the counterfactual
analysis, involving the comparison between the competitive condi-
tions occurring due to the merger and conditions that would prevail
if the merger were blocked.” Since a failing firm is involved, the pre-
merger conditions should not be used as a benchmark as it would be
used in a merger involving non-failing firms.*® The pre-merger condi-
tions may not prevail even if the merger were prohibited,” since the
failing firm would then exit the market.

The raison détre of the conditions found in the failing firm defence
is to prove the lack of causality between the merger and the worsening
competitive structure that it would otherwise create.* The conditions,
which are relatively similar across jurisdictions, are:
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+ Absent the merger, the failing firm will exit the market in the
near future as a result of its financial difficulties;

+ There is no feasible alternative transaction or reorganization
that is less anti-competitive than the proposed merger; and

+  Absent the merger, the assets of the failing firm would inevitably
exit the market.*

The merging parties use the above cumulative criteria to convince
a competition authority that the merger will lead to less (or no worse)
anticompetitive effects than a counterfactual scenario in which the
firm and its assets exit the market.*

Countries with a formal failing firm defence consider the test to
provide legal certainty. It yields outcomes that are broadly similar to
the outcomes that would obtain under the traditional causality test,*
and provides predictability for firms that are subject to merger control
regimes.* For countries without an explicit failing firm defence, such
as Canada, mergers involving a failing firm are reviewed using the stan-
dard causality test in merger control.®

The courts and competition authorities are very strict in ensuring
that companies invoking the failing firm defence are genuinely failing.
This means the company is insolvent, on the verge of insolvency, or in
imminent danger of financial collapse.* Furthermore, there should not
be another prospective purchaser for the failing company that would
pose a less severe danger to competition than the proposed merger
partner.”” The requirement to search for alternative purchasers places a
heavy burden on firms going through a crisis, and there is much debate
as to how much effort is required in such a search. Firms in financial
crisis have especially limited resources, and allocating these resources
to the most pressing needs and issues surrounding the company can
mean the difference between survival and failure.

Failing Firm “Factor” in Canada
Under Canadian merger review, section 93 of the Competition Act®®

lists the non-exhaustive factors which the Competition Tribunal can
consider in determining whether a merger will prevent or lessen
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competition substantially or is likely to do so. Two major themes
permeate this list of factors: the extent to which there is likely to be suf-
ficient competition remaining to ensure that competition is not likely
to be prevented or lessened substantially; and what, if any, competi-
tion may be lost by the merger.*® Section 93(b) of the Competition Act
considers “whether the business, or a part of the business, of a party to
the merger or proposed merger has failed or is likely to fail.* Therefore,
according to Canadian competition legislation, the fact that a firm is
failing is a factor rather than part of a formal defence in merger review.
This is arguably the major difference Canada has with the treatment of
the failing firm defence in the US and EU. Under the Competition Act,
the fact that a firm is failing is not treated as a defence to an other-
wise anti-competitive merger, but is assessed within, and as part of, the
competitive effects analysis of a proposed transaction.*!

However, Elliott and Dinning argue that the “factor” versus “defence”
concern is only an issue of semantics; although characterizing failing
firm as a factor may understate its full significance in merger analy-
sis.” “[B]ecause establishing the elements of the failing firm ‘factor’ is
in itself a sufficient basis to allow the merger, business failure functions
in practice largely like a defence.* Elliott and Dinning assert that the
MEGs implicitly recognize that business failure functions as a defence
by dedicating a distinct section of the MEGs (Part 13), separate from
the discussion of other section 93 factors.*

'The MEGs Part 13 — Failing Firms and Exiting Assets outline the Com-
petition Bureau’s analytical approach to claims made under subsection
93(b) of the Competition Act. The MEGs explicitly state that probable
business failure does not provide a defence for a merger that is likely
to prevent or lessen competition substantially.” Instead, the loss of the
actual or future competitive influence of a failing firm is not attributed
to the merger if imminent failure is probable and, in the absence of a
merger, the assets of the firm are likely to exit the relevant market.* A
firm will be considered failing if: it is insolvent or is likely to become
insolvent; it has initiated or is likely to initiate voluntary bankruptcy
proceedings; or it has been, or is likely to be, petitioned into bank-
ruptcy or receivership.”” The considerations regarding a failing firm are
also equally applicable to failure-related claims concerning a division
or a wholly-owned subsidiary.*
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Before clearing a merger involving a failing firm as not likely to result
in a substantial lessening or prevention of competition, the Bureau
must assess if any alternatives to the merger exist and are likely to result
in a materially greater level of competition than if the proposed merger
proceeds.” These alternatives include acquisition by a competitively
preferable purchaser, retrenchment/restructuring, and liquidation.

A competitively preferable purchaser must be willing to pay a price
which, net of the costs associated with making the sale, would be
greater than the proceeds that would flow from liquidation, less the
costs associated with such liquidation (referred to as the “net price
above liquidation value”).”® Where such a third party exists, it is
expected that if the proposed merger under review cannot be com-
pleted, the target will either seek to merge with that competitively
preferable purchaser, or remain in the market.>' The burden of showing
that no preferable purchaser exists is on the parties, and the Bureau
will review documents provided by the parties with respect to the
nature and extent of the “shop process.” To ensure that a fair oppor-
tunity to bid for the claimant’s business was available, the Bureau will
even engage in conversation with bidders and alleged bidders.” If the
Bureau is not satisfied that a thorough search for a competitively pref-
erable purchaser has been conducted, it will require the involvement
of an independent third party (i.e. investment dealer, trustee or broker)
to conduct such a search before the failing firm rationale is accepted.*
The Bureau has even secured orders to obtain documents relating to
the shop process from these third parties when necessary.”

The retrenchment or restructuring of a failing firm may prevent
failure and enable it to survive as a competitor in the market. This
can be achieved by narrowing the scope of its operations, downsiz-
ing, or withdrawing from the sale of certain products or from certain
geographic areas. When it appears that the firm is likely to remain in
the market rather than sell to a competitively preferable purchaser or
liquidate, the Bureau must determine whether this alternative to the
proposed merger is likely to result in a materially greater level of com-
petition than if the proposed merger proceeds.*

If no competitively preferable purchasers are identified and there
is no feasible or likely retrenchment scenario, the Bureau assesses
whether liquidation of the firm is likely to result in a materially higher
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level of competition in the market than if the merger in question pro-
ceeds. Liquidation can facilitate entry by giving actual or potential
competitors the opportunity to compete for the failing firm’s custom-
ers or assets to a greater degree than if the failing firm merged with the
proposed acquiror.*

Although subsection 93(b) of the Competition Act has never been
considered by the Competition Tribunal,’” the failing firm factor has
been applied to a few mergers. The 1988 Wolverine Tube (Canada) Inc.
acquisition of Noranda Metal Industries Ltd. is an example of the appli-
cation of the failing firm analysis before the Bureau first formalized the
concept in the 1991 MEGs.*® Although they were the only two Cana-
dian manufacturers of seamless copper tubing, Noranda’s business
was not a sustainable stand-alone business. A competitively preferable
purchaser could not be found, and the only other alternative to the
proposed merger was to liquidate the business. The Bureau’s analysis
determined that liquidation would not likely facilitate future entry into
the Canadian market.”” The Bureau agreed to the merger, citing their
prediction that the seamless copper tube industry in Canada would
become a one-firm industry in any case and there would be significant
efficiency gains for Wolverine.®

The 1989 PWA-Wardair merger further reflected the Bureau’s consid-
eration of a yet to be formulated failing firm analysis. PWA, the parent
company of Canadian Airlines, proposed a merger with Wardair, given
the latter firm’s serious financial difficulties and likely failure. Alterna-
tive purchasers were not identified, and there were significant barriers
to entry, including regulatory restrictions on foreign carriers and slot
constraints at Pearson International Airport.®® Furthermore, liquida-
tion was not seen as a viable alternative, given that the assets would
have left the Canadian market due to excess capacity and the Wardair
fleet not being compatible with the fleets of other domestic airlines.*
The Bureau cleared the transaction as not likely to substantially lessen
competition, given Wardair’s position as a failing firm.®

In 1996, Canadian Pacific (CP)’s attempted acquisition of Cast North
America using the failing firm argument was rejected by the Bureau,
citing its staff opinion that Cast was not a failing business, or alter-
natively, that sale to a third party, liquidation, or retrenchment were
better options.** Furthermore, the Bureau charged the Royal Bank of
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Canada (RBC), who was acting as Cast’s financial advisor, with not
properly shopping Cast in the market before Cast made a failing firm
claim.%®

The Air Canada-Canadian Airlines merger would have been a cele-
brated example of the failing firm defence if a political decision had not
interfered with the normal functioning of competition law policy. To
this extent, the merger was a missed opportunity for the development
of our understanding of rescue mergers in Canada. The federal cabinet,
on the recommendation of the Minister of Transport, suspended
parts of the Competition Act for ninety days, from August 13, 1999 to
November 11, 1999. This was done in order to facilitate restructuring
alternatives for Air Canada and Canadian Airlines.*®® Therefore, merger
review for the transaction under the Competition Act only lasted a
month, unlike most mergers raising “complex issues.” Even though the
merged airline would account for ninety percent of domestic passen-
ger revenues, the Bureau determined that there was not likely to be a
competitively preferable purchaser and that the acquisition (with the
undertakings made by the parties) was preferable to the liquidation of
Canadian Airlines.”

Concerning the search for a competitively preferable purchaser, by
the time the Bureau conducted the merger review, there had already
been extensive canvassing of potential purchasers, especially during
the three months the Competition Act was suspended.®® Furthermore,
various policy recommendations were made to the Minister of Trans-
port, including increasing foreign ownership in airlines in Canada or
otherwise liberalizing airline competition in Canada. Had these rec-
ommendations been adopted, the landscape for assessing alternative
purchasers would have shifted significantly.®” This is an important
example of how rescue merger policy can have direct implications for
new entry into the market, especially foreign firms.

Although Air Canadas acquisition of Canadian Airlines would
have satisfied the failing firm test under competition law principles,
the merger was ultimately allowed under a broader public interest
standard employed by the Minister of Transport.” The Minister was
concerned that the Bureau’s approach to the failing firm analysis did
not adequately consider the broader public interest considerations,
and therefore the Competition Act and the Canada Transportation Act™



2014 CANADIAN COMPETITION LAW REVIEW 13

were amended to allow the Minister to override competition analysis
to effect broader public interest goals.” Indeed, consistent with com-
petition law doctrine, the failing firm factor in Canadian merger review
is not a mechanism to balance broad social interests against any less-
ening of competition associated with a proposed merger.”

The 2004 bid by Rogers Wireless Communications Inc. to acquire
Microcell Communications Inc. is another transaction in which the
Bureau grappled with issues relating to failing firms and competitive
weakness in the mobile wireless industry. Post-merger, Rogers, the
third largest firm, would combine with Microcell, the fourth largest
(albeit much smaller) firm, to create Canada’s largest firm measured
nationally by subscriber base.” The proposed merger raised compe-
tition issues with respect to the removal of Microcell as a vigorous
and effective competitor in the wireless market. The Bureau was con-
cerned with the impact of the transaction on coordinated behaviour
and whether Microcell could be considered a “maverick” in the mobile
wireless market.” As described in the MEGs, a maverick is a particu-
larly vigorous and effective competitor that can play a disruptive role
on coordinated behaviour, and thereby provide a strong stimulus to
competition in the market.”

The Bureau concluded that there was no increased risk of coor-
dinated effects with the removal of Microcell, as significant factors
existed pre-merger that constrained coordination. None of these con-
straining factors would be affected or diminished by the merger.”
Furthermore, to whatever extent Microcell may have played the role of
maverick in the past, it was unlikely to do so in the future given the very
significant constraints it faced.” One significant disadvantage faced by
Microcell was its inability to provide service bundles to its customers
based on product offerings from other markets (e.g. cable television,
wireless internet) that competitors could offer. Furthermore, Microcell
had a significantly smaller coverage area than its competitors.” The
Bureau undertook a detailed review of Microcell’s financial situation
to understand its current and future financial requirements. Although
the company had emerged in May 2003 from court protection under
the Companies’ Creditors Arrangement Act,* it was not considered a
“failing firm” under section 93(b) of the Competition Act.® However,
the Bureau recognized the significant challenges Microcell faced in
implementing its current business plan. The firm needed significant
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additional capital investment to support the increased load required
for a new wireless product offering, resulting in significant revisions
to its projected capital expenditure budget. This would place pres-
sure on its ability to support funding for next generation product and
service offerings, as well as other initiatives designed to allow Micro-
cell to effectively compete with the three larger wireless firms, who
themselves were investing heavily in newer generations of technology,
network enhancements, and product offerings.* Although Microcell
did not qualify as a failing firm, the Bureau was mindful of its future
competitive weakness, a significant factor in allowing the merger to
proceed. As will be discussed in transactions from the US and the EU,
although a firm may not qualify as a failing firm, competition authori-
ties may allow a merger to proceed when the current state of the firm
does not adequately reflect its future competitive weakness.

As previously mentioned, the lack of judicial consideration of the
failing firm defence in Canada means the MEGs arguably set the
grounds for discussion between private parties and the Competition
Bureau. Yet new thought regarding the application and effectiveness
of the failing firm factor and its criteria must find a way into these dis-
cussions for the MEGs to remain relevant. If new developments based
on academic consensus are introduced into the MEGs, perhaps rescue
mergers can find renewed life, providing more opportunities for entre-
preneurs to find value in the damaged business landscape emerging
from the economic crisis. Although there is currently no wide criticism
of the failing firm factor by the Canadian competition bar, develop-
ments in American and European case law and academia can offer
guidance in improving our approach to the concept of rescue mergers.

In order to provide context to the academic discussion regarding the
failing firm defence, a study of American and European case law and
the development of their respective failing firm defence criteria is nec-
essary. Nevertheless, it is the academic discussion that likely holds the
most value in possibly improving Canada’s approach to antitrust treat-
ment of failing firms.
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Development of the Failing Firm Defence in the US and EU
(i) United States

In the United States, the failing firm defence becomes relevant after a
merger has been found to be prima facie unlawful on ordinary concen-
tration-increasing grounds.* The defence is an exemption from what
would be a violation of section 7 of the Clayton Act,* which prohib-
its acquisitions that may substantially lessen competition or tend to
create a monopoly. Since the failing firm defence is viewed as being
absolute in the US (and Europe) when the requisite elements of the test
are proved, a more cautious approach to defining the test is required
than if facts pertaining to “failure” are simply to be “taken into account”
in analyzing a merger,* as they are in Canada.

The US Supreme Court first developed the failing firm defence in the
1930 case International Shoe Co. v. FTC.* The WH. McElwain Company
was in a dire financial situation, and International Shoe sought to pur-
chase the firm in order to secure additional factories, which it could
not itself build with sufficient speed to meet requirements. All other
alternatives for McElwain were speculative, and the decision-makers
at International Shoe and McElwain decided to pursue the acquisi-
tion.* In overruling the decision by the FTC to prevent the transaction,
Supreme Court Justice Sutherland 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 commun-
ities where its plants were operated, we hold that the purchase
of its capital stock by a competitor (there being no other pro-
spective 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. To
regard such a transaction as a violation of law [...] would ‘seem a
distempered view of purchase and result’.%
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International Shoe required two elements to satisfy the failing firm
defence: the acquired firm would go bankrupt but for the merger, and
the acquiror was the only available purchaser.* Interestingly, this deci-
sion clearly took into consideration the interests of the stockholders
and the public—interests outside the traditional scope of competition
law.

The Supreme Court later refined the failing firm criteria in Citizen
Publishing,”® which ultimately became very similar to the criteria
adopted in the US Horizontal Merger Guidelines.” The Court held that
an otherwise unlawful acquisition of a failing firm could be permitted
if three general requirements were met by those claiming the failing
firm defence:

(1) the acquiring company must show that the target is in
imminent danger of failure;

(2) the failing firm must have no realistic prospect for successful
reorganization; and

(3) the failing firm must show that it has made reasonable,
good-faith attempts to locate an alternative buyer and there
is no viable alternative purchaser that poses a less anti-
competitive risk.”

The criteria that emerged from Citizen Publishing rejected the non-
competition considerations that had been discussed in International
Shoe. The current Horizontal Merger Guidelines® largely follow the
failing firm defence criteria established by Citizen Publishing, although
it makes the ultimate test whether the assets of the failing firm would
otherwise exit the market.” This means that if the failing company
were liquidated, would other firms within the market buy these assets
piecemeal and keep them in the market, or would the assets not be
purchased and therefore exit the market? A liquidation that kept the
assets within the market, even if split up, would likely be less anticom-
petitive than if those assets were all transferred to a single firm with
market power.” On the other hand, allowing the firm to fail and liqui-
date risks inefficiently sacrificing the going-concern value of the firm®*
and losing any technical or productive achievements.”’
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The failing firm defence has been criticized, since it is very rarely
accepted by competition authorities in either the US or EU. It is often
proclaimed by both commentators® and occasionally a representative
of an enforcement agency to be a waste of litigants’ time.* Further-
more, it can greatly increase the institutional costs of evaluating a
merger.'” Since few failing firms can afford the delays in fully litigating
the failing firm issue, it has been argued that the defence only benefits
players with deep pockets and large interests to get the leverage in their
bargains with administrative agencies.'” However, recent examples in
the US demonstrate the continued value of the failing firm defence
in certain circumstances where a firm is bound to fail and requires a
rescue merger in order to keep its assets within the market.'® In 2011,
the Department of Justice accepted the failing firm defence in connec-
tion with Hercules Offshore Inc’s $172 million acquisition of the assets
of Seahawk Drilling Inc., giving it a post-merger share of an estimated
eighty percent of the drilling rigs used in the soft seabeds in the Gulf of
Mexico.'®

A Houston-based company founded in 2008, Seahawk operated
twenty shallow-water jackup drilling rigs, offering contract drilling to
the oil and natural gas exploration and production industry in the Gulf
of Mexico. Industry demand for these services declined drastically due
to the global financial crisis and the federal moratorium on offshore
drilling in the aftermath of the Deepwater Horizon (BP) disaster.'™
Liquidity problems forced Seahawk to consider strategic alterna-
tives, including seeking additional funding, recapitalization, the sale
of assets, or a sale or merger of the business. An investment banker
was retained, contacting more than one hundred potential merger
partners over a three-month period.'” Hercules, a global provider of
offshore contract drilling, liftboat, and inland barge services for explo-
ration and production companies, was ultimately determined to be
the only viable purchaser of Seahawk’s assets. An asset purchase agree-
ment was negotiated, and Seahawk subsequently filed for bankruptcy
on February 11, 2011.'%

Given the high concentration resulting from the merger, an exten-
sive merger review was likely, yet time was of critical importance to the
failing company. Seahawk had run out of cash, and would have been
forced into liquidation if the transaction was not quickly consum-
mated,'” likely forcing its assets out of the market.'” Since the assets
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were being purchased under section 363 of the Bankruptcy Code,'” a
shortened fifteen-day initial waiting period applied."® If the Depart-
ment of Justice had not finished its review by this time, it would have
had to issue a second request for information,"" which may have killed
the deal. In order to mitigate the risk of a protracted merger review,
counsel for Hercules pulled and refiled its notification after the first
fifteen days to provide the DOJ with an additional two weeks to review
the deal.'”> The DQJ expedited review and accepted the parties’ con-
tention that Seahawk was a failing firm. The Hart-Scott-Rodino'
pre-merger notification waiting period was terminated before the end
of the second fifteen-day waiting period, and the transaction was closed
shortly thereafter. The most contentious requirement in question, as is
often the case with the failing firm defence,"'* was the alternative pur-
chaser provision. Seahawk’s extensive shop of its assets and the lack of
aviable alternative purchaser were critical in obtaining approval from
the DOJ.'*

The American failing firm defence requires evidence that the assets
of the failing firm would otherwise exit the relevant market in the
absence of the proposed rescue merger. For this to be accepted, the
allegedly failing firm must be unable to: (1) meet its financial obliga-
tions in the near future; (2) reorganize successfully under Chapter 11
of the Bankruptcy Code; and (3) find a less anticompetitive purchaser
for the company or its assets."'® The concept, developed in US case law
and now formalized in the Horizontal Merger Guidelines, provides an
absolute defence to a merger that would otherwise violate section 7
of the Clayton Act as being anticompetitive. Although the criteria are
extremely stringent, and the failing firm defence is often raised in
inappropriate circumstances'” by creative (or desperate) counsel, it
continues to be relevant to genuinely failing firms whose assets would
exit the market without a rescue merger.

(ii) European Union

Article 2 of the European Community Merger Regulation'® (ECMR)
lists the substantive merger test upon which concentrations are
appraised as compatible with the common market, determining
whether a merger would “significantly impede effective competition
[...] in particular as a result of the creation or strengthening of a domi-
nant position."* The failing firm defence in Europe was developed and
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refined through case law, which led to the maturity of its doctrine and
formulation of the criteria in the 2004 Horizontal Merger Guidelines.'*
However, the defence has arguably been applied in a more restric-
tive manner than in the US. The failing firm defence was discussed
and established in the Kali und Salz'*' decision, concerning the joint
venture between Kali, Salz, and Treuhandanstalt (hereafter Treuhand),
involving the combination of the potash and rock salt activities of Kali
and Salz with Mitteldeutsche Kali AG (MdK). MdK was a state-owned
company of the former German Democratic Republic (East Germany),
whose sole shareholder Treuhand was given the mandate to restruc-
ture and privatize the former GDR’s state-owned enterprises.'”> MdK
was on the verge of bankruptcy due to the firm's operating structure
and a crisis in sales attributable primarily to the collapse of markets
in Eastern Europe.’” The rescue merger would create a monopoly,
giving the combination 98 percent in the German market for potash
products.'*

The parties argued that without the merger, MdK would be forced
out of the market, and its market share would essentially accrue to Kali
and Salz. Under these circumstances, it was argued that the dominant
market position of the acquiror should be permitted under the failing
firm defence.'® The Commission ruled that such a merger would not be
the cause of the deterioration of the market structure if the following
criteria were fulfilled:

+ the acquired undertaking would in the near future be forced out
of the market if not taken over by another undertaking;

+ the acquiring undertaking would take over the market share of
the acquired undertaking if it were forced out of the market;

+ thereis no less anticompetitive alternative purchaser.'*

This criteria being met by the parties, the Commission concluded
that the lack of causality between the concentration and the deteriora-
tion of the market structure meant that the merger, despite the creation
of a dominant position, was compatible with the common market.'*

The second criterion above, in which the acquiring firm should
absorb all the market share of the acquired undertaking if it were
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forced out of the market, was considered to be too restrictive by the
French government in its appeal against the Kali und Salz decision.'*
The Court of Justice of the European Communities upheld the Com-
mission’s failing firm analysis, holding that the criterion was intended
to ensure there was no causal link between the concentration and the
deterioration of the market structure.'”

Ultimately, the absorption of all the market share criterion was
indeed judged to be too restrictive in the BASF/Eurodiol/Pantochim™°
decision. In this case BASF could not be expected to absorb all the
market share of the failing Eurodiol, since its main competitors were
likely to gain market share as well. However, since the assets of the
failing firm were definitely going to exit the market in the absence of
the proposed transaction and most likely lead to a considerable dete-
rioration of market conditions, the Commission held that the situation
in BASF/Eurodiol/Pantochim equally merited the application of the
rescue merger concept.”” The Commission distinguished Kali und
Salz by noting the particularities of that case, including the fact that
the acquiring and failing firm exercised a duopoly, thereby ensuring
that the acquiror would have absorbed the market share of the failing
firm whether the merger had been permitted or not.”*> Consequently,
the absorption of all the market share of the failing firms (Eurodiol
and Pantochim) was no longer a required criterion of the failing firm
defence.

The Commission now had to establish new criteria for the failing
firm defence. The application of the two remaining criteria alone could
not rule out the possibility of the assets of the failing firms being pur-
chased by third parties in a bankruptcy sale. If the assets were taken
over by competitors in a bankruptcy sale the economic effects would be
similar to a takeover of the failing firms by an alternative purchaser.'*
Therefore, the Commission determined it necessary to replace the
absorption of all the market share criterion with the requirement of
establishing that the assets to be purchased would inevitably disap-
pear from the market in the absence of the rescue merger.'* The refined
failing firm defence emerging from the BASF case is as follows:

(a) theacquired undertaking would in the near future be forced
out of the market if not taken over by another undertaking;
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(b) there is no less anti-competitive alternative purchase; and

(c) theassets to be acquired would inevitably exit the market if
not taken over by another undertaking.'**

Overall, the application of the failing firm defence requires that the
deterioration of the competitive structure through the merger is at
least no worse than in the absence of the merger.'* The Commission’s
current position in connection with the defence, based on the criteria
established in BASF, can be found in sections 89-91 of the Horizontal
Merger Guidelines."’

The European failing firm defence evolved into nearly the same
defence existing in the US; the one difference being the US test requires
proof that the failing firm would not be able to reorganize successfully
under Chapter 11 of the Bankruptcy Code. Although the UK has applied
the failing firm defence five times since its formalization in its own
Merger Guidelines in 2003,"* Europe, until recently,” only had the Kali
und Salz and BASF examples as precedents of a successful failing firm
defence. Given the stringent criteria on both sides of the Atlantic, it is
important to look at the situation of companies that are declining and
have bleak prospects for the future, yet cannot qualify under the failing
firm defence. Having a strict failing firm defence, as in the US and
Europe, means certain companies will not be able to qualify for arescue
merger despite their bleak future prospects. Yet distressed industries
are one of the primary concerns of failing firm policy. As demonstrated
below, competition authorities have allowed such mergers to proceed
despite not qualifying under the failing firm defence.

The Quasi-failing Firm Defence and Distressed Industries

A firm may be destined to exit the market even though insolvency
or bankruptcy is unlikely. Financial failure results from the inability
to pay debts as they mature, and this can be due to many reasons.'”
Due to the inability of proving impending insolvency or bankruptcy,
or that the firm will exit the market in the near future due to financial
difficulties, the failing firm defence cannot be used by owners prefer-
ring to sell their firm rather than undertake a prospectively profitable
modernization. However, if alternative modes of revival are not avail-
able or had reasonably been rejected by the firm, then the firm may
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properly be classified as failing.'"' Although it is extremely challenging
to convince the courts that failure can be established without immi-
nent insolvency,'** a few instances have been accepted by courts in the
US and EU whereby an otherwise anticompetitive merger was allowed
to proceed despite the rejection of a formal failing firm defence. This
lends credence to Mason and Weeds' (contested) position, touched
upon in the academic discussion below, that a more lenient merger
policy for rescue mergers should be adopted.

General Dynamics'*® demonstrated the US Supreme Court’s willing-
ness to make a realistic evaluation of antitrust concerns in a merger
involving a firm that was neither failing nor a strong competitor. The
Government brought an action requiring the divestiture of a strip
mining coal operation which had been acquired by a deep shaft coal
mining corporation. The Supreme Court upheld the decision of the
District Court rejecting the action, stating that while the government’s
statistical evidence supported the finding of undue concentration,
other pertinent factors affecting the coal industry and business in
question required a ruling that the acquisition would not substantially
lessen competition. The acquisition was ruled not to violate section
7 of the Clayton Act despite the merger producing a company with a
large market share in an already concentrated industry.'* The com-
pany’s large market share did not reflect its competitive condition, as
its coal reserves were either depleted or committed under long-term
contracts.'”® Furthermore, the acquired entity would not meaningfully
contribute to further competition since it possessed neither the capa-
bility to obtain more strip reserves nor the expertise to develop its deep
reserves.'* In this manner, the company’s future competitive weakness
undermined the government’s prima facie statistical case.'” Although
mere competitive weakness was not sufficient to prove the failing firm
defence since the acquired company was both profitable and efficient,
the court determined that the acquisition would not substantially
lessen competition.'*®

The approach taken in General Dynamics became known as the “flail-
ing;” “quasi-failing,” or “weakened firm” defence. The defence applies to
target firms that are not in immediate danger of insolvency or market
exit, yet are unlikely to represent a significant competitive constraint
in the future due to financial and/or economic weakness.'* The major
outcome is that current market conditions may not accurately reflect
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future competition in an industry, and this line of thought was fol-
lowed in other decisions such as US v International Harvester Co."*® and
FTC v Arch Coal Inc.'® In Europe, the Newscorp/Telepit'™ decision is
regarded as giving rise to a quasi-failing firm defence similar to the
concept developed in General Dynamics.”® The Commission cleared a
merger between Telepili and Stream, two competing satellite operators
in the Italian pay-TV market, despite a near monopoly being created
and the failing division defence not being accepted. Stream was con-
trolled by Newscorp and Telecom Italia. Telepitt and Stream both
incurred heavy losses from 1991 to 2001, and Newscorp argued that
in the absence of the merger, it was likely to close Stream, and thereby
argued for merger approval under the failing firm defence.'** Newscorp
was relying on the failure of its division that was part of the acquiring
company (rather than the target, which is the usual situation)."®® The
Commission declared that “[t]he importance of proving lack of causal-
ity is even greater in the case of a claimed ‘failing division’, which is

actually the acquiring company.'*

The Commission held that the criteria for the failing firm defence
had not been met, yet added:

[T]he risk of Stream exiting the market, if it were to material-
ise, would be a factor to take into account when assessing the
present merger. The Commission further considers that an
authorisation of the merger subject to appropriate conditions will
be more beneficial to consumers than a disruption caused by a
potential closure of Stream.'*”

The above reasoning can be described as one in which a merger to
near monopoly as amended by the commitments was less harmful to
consumers than the counterfactual, in which there was a risk that
Stream would exit the market, giving Telepili a monopoly.'* The merger
was therefore approved on the basis of a counterfactual analysis,
taking account of the customer benefits brought about by the commit-
ments," including the regulatory regime (behavioural undertakings)
that would bind the merged entity going forward.'®® The Commission
was pragmatic in accepting that a regulated “quasi-monopoly” in
Italian pay-TV was better than the most likely alternative absent the
merger: Stream filing for bankruptcy, current providers and consumers
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suffering from the disruption, and Telepili emerging as an unregulated
de facto monopolist.*®*

General Dynamics, Newscorp/Telepiti, and the previously discussed
2004 merger in Canada between Rogers and Microcell are examples of
transactions in which the requirements of the failing firm defence have
not been met, and yet the proposed mergers were allowed to proceed,
taking into account the competitive weakness of the firms, realities of
the market, and consumer welfare. The competition authorities were
mindful that due to the future competitive weakness of the firms, allow-
ing the proposed mergers would not substantially lessen competition.
There may indeed be instances, particularly with respect to distressed
industries, where a flexible application of the failing firm defence can
produce the best outcome for consumer welfare.

Academic Discussion regarding the Effectiveness of the Failing
Firm Defence: What can Canada Learn?

Now that a sufficient basis for the development of the failing firm
defence has been established, an examination of the academic discus-
sion regarding the effectiveness of the defence can be set out. These
lessons and considerations, in light of the case law discussion, may be
useful to both the Competition Bureau and the Canadian competition
bar, and may eventually prompt discussion about possible revisions
to Canada’s Merger Enforcement Guidelines. The same analysis may
provide legal counsel with possible avenues of dialogue or negotiation
with the Bureau when dealing with a potential failing firm case. The
main topics of discussion include: the competitively preferable pur-
chaser requirement, implications for market entry and exit, the failing
firm defence promoting strategic behaviour and predation by firms,
the role of rescue mergers in declining markets, and finally, the incen-
tives that motivate a healthy firm to acquire a failing firm via a rescue
merger. It is important to note that the academic critiques of the failing
firm defence only address competition law concerns, consistent with
the scope of this paper.

(i) Competitively Preferable Purchaser Requirement

The most important requirement for the failing firm defence to date,
at least in the United States and arguably Canada, is the requirement



2014 CANADIAN COMPETITION LAW REVIEW 25

for a failing firm to search for a less anticompetitive purchaser. This
is often the main battlefield on which a failing firm defence is won
or lost.'® In a mid-2009 application, this requirement was debated
between the Bureau and an applicant. The Bureau received sufficient
evidence that firm failure was likely and imminent, yet disagreed with
the applicant regarding whether an appropriate “shop” had been con-
ducted to identify a possible competitively preferable purchaser.'** The
Bureau then identified a third party whose purchase of the troubled
firm was likely to result in a materially higher level of competition in
a substantial part of the market. The third party was willing and able
to offer a net price above liquidation value, indicating to the Bureau
that in the absence of the proposed transaction, the acquiree was not
likely to exit the market given this desirable alternative to liquidation.
Moreover, the alternative purchaser was a new entrant into the rele-
vant market, whereas the proposed acquiror was a competitor of the
failing firm, thereby raising serious competition concerns. The Bureau
conducted interviews and determined that enough time remained for
a transaction to be concluded with the alternative purchaser, and a
transaction was ultimately consummated.'®

However, academics challenge what actually constitutes a com-
petitively preferable purchaser on several grounds. How should small
differences in purchase price offers between the proposed acquiror
and the alternative purchaser be dealt with? Furthermore, what if an
alternative purchaser ultimately plans (unknown to the competition
authority at the time) to take the assets and exit the market anyway?
Even the size of the proposed acquiror and alternative purchaser
seem to affect the efficiencies that can be gained from such a merger,
ultimately influencing consumer welfare. Areeda and Hovenkamp
even challenge the need that a search be required for a/l failing firm
mergers. Instead, as discussed below, they propose that varying proof
requirements are appropriate; elements of the failing firm defence may
adequately be varied depending on the competitive danger proposed
by a merger.'®®

In determining whether an alternative buyer exists, competition
authorities require that a shop be made of the alleged failing firm, and
if necessary, that bids are collected in relative secrecy and assessed.'*
In short, there is an auction where firms simultaneously post bids and
the competition authority decides which firm can obtain the assets.'"’
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As discussed below, there may be inherent problems with this process,
given that the failing firm defence criteria may systematically prefer
alternative purchasers that may offer less efficiencies and therefore
arguably less beneficial to competition and consumer welfare.'®®

Persson investigates the welfare consequences of the failing firm
defence using two specific Cournot models in an oligopoly setting. The
failing firm defence is shown to work reasonably well from a consumer
surplus perspective — unless the acquiring firm in the industry is too
small. Persson demonstrates that the failing firm defence “implies
that small firms can preempt acquisitions that would lead to a higher
producer surplus (and consumer surplus) due to a ‘least danger to com-
petition’ (LDC) condition,'* i.e. there must be no alternative buyer who
might cause less harm to competition.” A buyer who might cause less
danger to competition is often interpreted as a buyer with a smaller
market share. Therefore, the LDC condition present in the failing firm
defence of both the US and Europe implies that smaller, and possibly
less efficient, firms are favoured in the bidding process.'”

The consumer surplus objective and the total surplus objective, i.e.
the sum of consumer and producer surpluses, are the two main objec-
tives of competition law that Persson focuses on in his study.'” It is
accepted that the small firm may not necessarily be the most preferred
buyer, since the producer surplus might be higher if a larger firm
obtains the assets.'” Persson argues the LDC condition might also
prevent the most consumer surplus enhancing acquisition from taking
place:

To see this, consider a situation where the smallest firm’s cost
savings from obtaining the failing firm's assets are very small.
Thus, the smallest firm would not be willing to pay a great deal
for the assets, if these would otherwise exit. Furthermore, assume
that a larger firm would substantially reduce its variable costs if
obtainingthe assets. Let the cost savings be solarge that the larger
firm expandsits output so that the market price will be lower than
if the smallest firm obtains the assets. The smallest firm’s profit
will then substantially decrease, however, and consequently, it
will be willing to pay for preventing the larger firm from obtaining
the assets. The LDC condition implies that this could be achieved
by the small firm simply by overbidding the outside firm.'"
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Therefore, when competition authorities have a preference for
smaller firms purchasing the failing firm target, in some situations,
this may prevent a large firm from reducing costs substantially, thereby
lowering market prices and ultimately benefiting consumer surplus.

Kokkoris and Olivares-Caminal also criticize the alternative
purchaser requirement. The current policy of the defence may system-
atically prefer alternative purchasers that are unlikely to offer the same
efficiencies that a competitive purchaser can offer.'” For this reason,
competition authorities should consider whether the alternative pur-
chaser has the capability of running the acquired firm competitively,
which may entail injections of capital to ensure the viability of the
failing firm."”® Furthermore, the alternative purchaser is only required
to make a “reasonable offer” in order to be selected as the purchaser
posing a less severe danger to competition. “Any offer to purchase the
assets of the failing firm for a price above the liquidation value of those
assets will be regarded as a reasonable alternative offer. Liquidation
value is the highest value the assets could command for use outside
the relevant market.'” In this manner, an alternative purchaser need
only offer more than the liquidation value in order to gain control of
the assets, despite the proposed purchaser perhaps being better able
to improve the efficiency of the failing firm."”® Kokkoris and Olivares-
Caminal argue that by rating the least anticompetitive alternative in
terms of liquidation value, the failing firm defence criteria is biased in
favour of non-market participants, ignoring the potential efficiencies a
competitor purchaser may offer.

While competitor purchasers usually offer higher bids than out-of-
market firms due to the market-power premium, it is possible that this
price difference includes an efficiency premium as well. It is often hard
to separate them, and overestimating the market-power premium
means underestimating the efficiency premium. Kokkoris and Olivares-
Caminal argue that the willingness of the acquiror to buy a company
that is heading towards failure justifies placing more emphasis on the
efficiency premium.'”

The shop process may be commercially difficult for a failing firm as
well. Asking the firm to enter into a beauty parade before its competi-
tors may harm its ability to sell on the market and accelerate exit. Time
and resources are extremely limited and precious for a failing firm,
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and devoting these to an alternative purchaser search further diverts
resources away from more productive activities'® often crucial to the
survival of the firm. Requiring a failing firm to make a public request for
offers is likely unreasonable, since widespread disclosure of the firm’s
serious difficulties may lead to a rapid decline in market share and
thereby the firm’s value to potential acquirors.'® Additionally, search
requirements for a competitively preferable purchaser can be suscep-
tible to rent-seeking behaviour by competitors whose interests are not
aligned with those of customers. Competitors can indicate interest in
assets with little cost and no commitment, even if they do not have a
sincere interest or ability to act. A third party with an interest in delay-
ing the merger could bid in bad faith, with the goal of extending the
merger review, perhaps to the point of triggering a liquidation of the
distressed company.'®? So how should the competitively preferable pur-
chaser requirement be altered, if at all? The purpose of the search is to
identify if there indeed exists another purchaser that will satisfy the
interests protected by the failing firm defence, yet pose a less signifi-
cant threat to competition.'s®

Areeda and Hovenkamp suggest that the elements of the failing firm
defence may appropriately be varied depending on the competitive
danger posed by a merger. When competition concerns are low, proof
that one of the merging firms is failing is sufficient in itself. However,
in cases where the probabilities of competitive harm appear more sub-
stantial, proof that no preferred purchasers exist or that survival from
reorganization proceedings is improbable should be required from the
applicant parties.'®

Areeda and Hovenkamp provide an outline for a variation approach
that has not been applied in case law, and suggest that the failing firm
defence be deemed established:

(1) merely by proofthat a firm is “failing” where the post-merger
HHI'® is less than 1800 and the HHI increment caused by
the merger is less than 100; or where the post-merger HHI
exceeds 1800 but the merger adds fewer than 50 points to the
HHI

(2) by proof that a firm is “failing” and that there are no “pre-
ferred” purchasers where the post-merger HHI falls between
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1000 and 1800 and the merger adds more than 100 points;
or where the post-merger HHI exceeds 1800 and the merger
adds more than 50 points.

(3) by additional proof that the firm faces liquidation when the
HHI numbers are significantly higher than the numbers
given in (2), particularly where the post-merger HHI is sig-
nificantly higher than 1800, and the merger adds significantly
more than 100 points. This classification would include all

cases where the merger produces a monopolist or dominant
ﬁrm 186

By adding threshold elements to the failing firm analysis, the require-
ments needed to fulfill the failing firm defence can be adjusted to match
the perceived competitive threat. Furthermore, it is argued that since
the thresholds are not firmly established in law, when a merger with
a failing firm is modestly above the threshold in (1), an “adjustment”
sufficient to bring it below the threshold would not be unreasonable.
Little would be lost and administrative simplification would be gained
by making impending failure a sufficient defence in these cases.'®
However, the Areeda and Hovenkamp varying proof requirements
approach and HHI thresholds refer to the old US Merger Guidelines
before they were revised in 2010, and therefore require updating. Addi-
tionally, the HHI thresholds would need to be adjusted to take into
account the size of the Canadian market.

Even when an alternative purchaser is identified should it automati-
cally be given “preferred” status simply because competition concerns
seem to be lower? The value of the bid, whether a material difference
exists between the bids of the proposed and alternative purchaser, and
the alternative purchaser’s intended use of the failing firm’s assets are
all important considerations.

Non-material differences in market share between the proposed and
alternative purchaser should not be determinative in awarding the
alternative purchaser the preferred status. Areeda and Hovenkamp
suggest that an alternative purchaser should be deemed preferred only
ifthe HHI increase under the alternative acquisition is at least 50 points
less than the HHI under the challenged acquisition.'® They further
argue that a preferred purchaser is one who would remain in the given
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market with the assets.'® If the preferred purchaser withdrew from the
market using the failing firm’s assets elsewhere, the consequences for
the market are similar to liquidation; the competitive gain being wider
dispersal of the failing firm's customers among the remaining rivals,
yet costing the proposed acquiror any advantages from the proposed
merger. Instead, a proposal by an alternative purchaser to withdraw
the assets from the market is actually evidence that the failing firm
indeed faces liquidation, that the proposed acquiror would not gain
any substantial advantage from the acquisition, and that accordingly
the alternative purchaser should not be preferred. '

Areeda and Hovenkamp do not however suggest that the alterna-
tive purchaser must agree to keep all the assets in that market, nor
that commitments (or undertakings) to remain in the market for a
specified time are appropriate since circumstances may change. The
requirement can only be that the acquiror intends to remain.'*! This
suggestion has implications for the market entry/exit aspect of the
failing firm defence. Entrepreneurial activity requires that efficient
market entry and exit avenues are available to both short- and long-
term investors; the failing firm defence, its policy and criteria, directly
affect how failing firms may exit and non-market firms may enter a
new market.

Although the academics offer different insight on the problems with
the competitively preferable purchaser requirement, there is consen-
sus that the status quo is not appropriate. Persson demonstrates that
the ‘least danger to competition’ (LDC) condition implies that smaller,
and possibly less efficient firms are favoured in the bidding process.
The LDC condition may prevent the most consumer surplus enhanc-
ing acquisition from taking place; competition authorities having a
preference for smaller firms purchasing the failing firm target may
prevent a large firm from reducing costs substantially, thereby low-
ering market prices and ultimately benefiting consumer welfare.
Kokkoris and Olivares-Caminal add that the competitively preferable
purchaser requirement may systematically prefer alternative purchas-
ers that are unlikely to offer the same efficiencies that a competitive
purchaser can offer. Furthermore, by rating the least anti-competitive
purchaser in terms of liquidation value, the requirement is biased in
favour of non-market participants, again ignoring the efficiencies that
a competitive purchaser may offer. Areeda and Hovenkamp’s suggested
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outline for a variable approach based on the HHI index has not yet
been applied in case law, but perhaps offers a flexible approach that
would be welcome by both the Competition Bureau and competition
bar. Considering that the competitively preferable purchaser require-
ment is the main battlefield on which the failing firm defence is won or
lost, not to mention that a “shop” process is commercially difficult for
a failing firm to undertake, appropriate changes to the MEGs may lead
to greater application of the failing firm defence in Canada. Therefore,
the Competition Bureau and/or competition bar could start with this
requirement in proposals for revisions to the MEGs.

(i) Implications for Market Entry and Exit

The effect of the failing firm defence on issues of market entry and
exit is debated among scholars with no clear answer to date. The issue
of entry deterrence is a crucial matter for competition authorities to
assess during merger review. Fedele and Tognoni determine through
their economic modeling that entry is deterred if a failing firm defence
merger is approved. The study focuses on the asset exit requirement of
the European failing firm defence, assessing potential anticompetitive
effects of a horizontal merger on entry in a Cournot oligopoly model
with a failing firm."*

Returning to BASF/Eurodiol/Pantochim,"” the Commission decided
that preservation of the assets in the industry justified the use of a
rescue merger; absent the merger, the exit of Eurodiol and Pantochim
assets would have caused a capacity shortage for products already
under tight capacity constraints. Initial compensation for this capacity
would have been impossible, and a strong price increase was likely to
result given the capacity constraints and almost inelastic demand for
those products. A rescue merger was required to preserve the assets,
resulting in a better competitive structure than if the merger were
prohibited.'**

Fedele and Tognoni study this trade-off between preservation of
assets and entry deterrence, arguing that competition authorities
should consider the potential efficiency gain resulting from a merger
against the risk that a merged entity will use those efficiencies to
monopolize the market in the long-run.'® The study concludes that a
rescue merger resulting in an incumbent owning a significant amount
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of capacity increases the height of entry barriers because the merged
firm can increase output at a lower marginal cost. This reduces pro-
spective profits of new entrants and can harm consumer welfare when
entry is actually deterred.'*®

Mason and Weeds studied the failing firm defence’s influence on entry
and ultimately overall entrepreneurial activity. Rational entrants into a
market consider possible exit routes should profitability prove poor.
Mason and Weeds argue that a more lenient merger policy would be
beneficial by facilitating exit and thus raising the value of entry, which
can stimulate entry sufficiently that welfare is increased overall."”” In
this manner, merger policy has an impact on ex ante decisions, such
as market entry or expansion, affecting competition in the long run.
Ex post, horizontal mergers result in increased concentration and
reduce consumer surplus, yet the possibility of future merger raises the
expected value of entry. Competition is then increased through firms’
increased willingness to enter or expand. Mason and Weeds find the
optimal merger policy balances the welfare loss from concentration ex
post with the welfare gain from entry ex ante."® This would entail clear-
ing some mergers that would normally cause a substantial lessening
of competition (SLC). They argue that this could be interpreted as an
extension of the failing firm defence to include ailing as well as immi-
nently failing firms. Whereas the failing firm defence is interpreted
strictly, the optimal policy in their model takes the form of a low, but
positive, profitability threshold below which a merger is to be permit-
ted despite having a negative impact on post-merger competition.'”
This research could give added weight to the quasi-failing firm defence
emerging from General Dynamics and Newscorp/Telepiti, thereby per-
mitting mergers of firms that are not quite failing yet perceived to be
uncompetitive for the future.

Mason and Weeds highlight the importance of prospective exit routes
for investors and entrepreneurs. These exit routes include acquisitions
by abuyer within the same industry,*® highlighting an important policy
aspect of the failing firm defence. The identification of exit routes is an
important aspect of the due diligence process that venture capitalists
undertake before entering a market. Given that these investors often
seek to cash in on a project within three to five years, and that their
investments initially do not earn positive cash flows, exit is an impor-
tant method in which to realize a return. Data®' supports the view that
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acquisition by an industry player is a very common exit route in both
the US and Europe, illustrating the importance of failing firm defence
policy on market entry and entrepreneurialism.

Mason and Weeds' advocation of a more lenient merger review
policy to encourage entry and entrepreneurialism is heavily contested
by Heyer and Kimmel, who argue that such a policy would instead
encourage inefficient entry decisions. Entry behaviour is based on
potential entrants’ expected profits.>®? Offering a cheap exit route and
limiting their costs via a lenient application of the failing firm defence
may truncate the losses an entrant would expect to incur upon failure.
This would artificially reduce the cost of entry, perhaps encouraging
entry by inefficient competitors. Furthermore, this could skew entry
decisions towards markets where investors expect a more lenient
failing firm defence, thereby distorting normal market functioning.*”®

A lenient approach could also promote inefficient exit decisions.
A desirable feature of a competitive economy is that it leads to the
exit of inefficient firms, ensuring that production is conducted at the
minimum possible cost. During times when funding is scarce, e.g. an
economic crisis, it is important that funds get to the companies with
greater growth opportunities. A narrow application of the failing firm
defence is arguably necessary to weed out weak and inefficient firms
and foster long-term growth.***

There is no consensus among researchers as to the effects the failing
firm defence has on issues such as entry and entrepreneurialism. The
findings by Mason and Weeds will surely encounter strong opposition
from competition authorities, who are known to have a bias towards
preventing type II errors in merger policy, even at the expense of com-
mitting more type I errors.”” Type I errors refer to prohibition decisions
involving mergers that in reality would not have caused anticompeti-
tive effects, even possibly contributing to increased competition. Type
IT errors refer to decisions approving mergers that ultimately caused
harm to competition. Type I errors are often considered more serious
than type II errors in merger control.”” More research will be needed
to support Mason and Weeds’ position before merger policy gravi-
tates towards their viewpoint. Considering the lack of consensus with
respect to the effect of the failing firm defence on market entry and exit,
no recommendations can currently be made with respect to proposed
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changes to the MEGs. However, the research of Fedele and Tognoni,
Mason and Weeds, and Heyer and Kimmel, can offer possible avenues
of negotiation with the Bureau. Rescue mergers are very fact specific
and the research of the above scholars is based on economic modeling;
it is uncertain as to whose research may be most applicable to a future
failing firm defence scenario.

(iii) Failing Firm Defence Promoting Strategic
Behaviour and Predation

Another concern is that the availability of the failing firm defence can
promote strategic anticompetitive merger behaviour by firms. Vascon-
celos argues that when the failing firm defence is available, firms can
strategically embark on a merger that causes other firms to fail, and
then buy out the failing outsider firm(s), leading to a monopolization
of the industry. He concludes that in some circumstances, a consumer-
surplus-maximizing market structure cannot be achieved if the failing
firm defence concept is available, whereas it can if the concept is ruled
out.”” The paper arguably offers a theoretical explanation of why com-
petition authorities are so reluctant to accept the failing firm defence
in the merger control process.”®

The study reveals important findings on the dynamic of the policy of
a competition authority towards horizontal mergers:

First among these is that if the merger policy is focused on the
effects of a single merger proposal, the FFD may enhance con-
sumer-surplus for certain parameter values, but be counter-
productive for others. In particular, the possibility under the
FFD regime of firms embarking on a two-step merger that leads
to a monopoly market structure implies that, under certain cir-
cumstances, a consumer-surplus-maximizing market structure
cannot be achieved if the FFD concept is available, whereas it
can if the FFD concept is ruled out. Secondly, and perhaps most
importantly, a more dynamic view of sequential mergers shows
that the FFD rule can only affect consumer-surplus negatively.
In other words, the FFD rule can only have a negative influence.

The use of the FFD in the present context is still of benefit to
consumers because industry specific capital (which enhances
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firm efficiency) remains in the industry rather than leaving it.
However, because merger policy cannot be fully contingent on
the strategies of the firms, the FFD can also trigger strategic
mergers that become profitable because of subsequent rescue
mergers, and end up being counterproductive. Thus, if the FFD
were not an option, other mergers associated with a higher
consumer-surplus would take place, which provides a theor-
etical rationale for the fact that ‘competition authorities have in
several cases shown some reluctance to accept the failing firm

defense’ 2®

Vascancelos” key argument is that if merger policy allows rescue
mergers to proceed ex post under the failing firm defence, this would
influence the ex ante merger incentives of firms.*'° Firms may initially
embark on mergers with the strategic knowledge that rivals would be
vulnerable to a subsequent rescue merger due to a weak financial posi-
tion. Specific merger patterns can be used to induce rival firms that
were assumed to be viable in the initial industry structure to fail.*!!
Due to this counterproductive possibility, Vasconcelos advocates that
it is important to ensure that the strategic adoption of specific merger
patterns by an acquiror at an early stage is not the reason the target
firm involved in a rescue merger is failing.*'* While most research has
focused on the immediate competitive impact of a rescue merger,
Vasconcelos offers needed insight into the long-term implications
underlying failing firm defence policy.

(iv) Rescue Mergers in Declining Markets

Declining markets offer an important example of the failing firm
defence’s continuing relevance in competition law policy, especially
given the speed with which new technologies can render certain
industries or businesses obsolete. Bouckaert, Kort, and Petrova study
the strategic and welfare effects of the failing firm defence in declining
oligopolistic markets. In a declining market, the least efficient firms
become insolvent as a result of decreasing demand. This leaves the
failing firm with the option of leaving the market or being acquired.
The study demonstrates that the acquisition of the insolvent firm using
the failing firm defence increases total welfare whenever horizontal
product differentiation is sufficiently high and the rescue merger does
not result in a monopoly.*® Furthermore, the solvent firms prefer the
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clearing of the rescue merger to the failing firm exiting the market. The
merger effect of the failing firm defence relaxes overall competition,
despite the fact that the exit of a failing firm elevates the prices and
profits of all remaining firms.*"

Consumers benefit from the rescue merger as well when consumer
surplus from maintained product variety outweighs the higher prices
resulting from the clearing of the rescue merger. This occurs when
product differentiation is sufficiently important and the rescue merger
does not result in a monopoly. Importantly, the study confirms that the
failing firm defence does not alter the break-even point of the solvent
firms.””® In declining markets, the firms’ revenues are larger after the
merger, but as the market declines further, profits decrease again over
time. Ultimately, the least efficient firm will still exit the market at some
point in time. How long the merger will last and which firm will exit
first from a market with a merged firm is determined by the firms’ total
profits.”'® The failing firm defence may be an important tool in dealing
with declining industries, as technology and global competition may
have eliminated the raison d’étre of certain industries. The failing firm
defence may be an effective private sector solution (or band-aid) to a
problem that often requires government intervention and subsidies.

(v) Merger Incentives for using the Failing Firm Defence

Little has been said about the actual motivation for a healthy firm
to acquire a failing firm. The incentives for merger are shown to be
quite different than those behind the merger of two healthy firms.
Bouckaert and Kort investigate whether firms competing on prices
or quantities have an incentive to acquire a failing firm or not. While
there is a private incentive for two profitable firms to merge whenever
each firm’s profits increase as a result of the merger, this does not hold
true for a merger with a failing firm. They find that remaining profit-
able firms have no strategic incentives to acquire the failing firm; they
prefer the failing firm to disappear from the market instead of rescuing
it. This result implies that other reasons such as important economies
of scope®" in their fixed and variable operation costs must be looked at
to explain why healthy firms merge with failing firms using the failing
firm defence. Bouckaert and Kort also find that there is a consumer
welfare incentive to merge with a failing firm if goods are sufficiently
heterogeneous. This is due to rescue mergers maintaining product
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variety and lowering prices as compared to a market structure without
the failing firm .*'®

(vi) OECD Recommendations

The 2009 OECD Roundtable proposed an alternative failing firm
defence test. The Effects-Based Alternative involves a two stage effects-
based counterfactual analysis to assess the competitive effects of
mergers involving failing firms. During the first stage, competition
agencies would assess evidence presented by merging parties, their
competitors, and customers to determine what the most likely coun-
terfactual scenario is without any presumptions. Second, competition
authorities would compare the post-merger and the counterfactual sce-
narios, deciding which scenario proved best for competition. Mergers
would be approved without remedies only if the post-merger scenario
proved superior.?"’

The Canadian submission to the 2009 OECD Roundtable contained
an interesting proposal for the need to coordinate the definition and
application of the failing firm concept in multi-jurisdictional cases.”*
Considering that the definition and assessment of the failing firm
criteria is highly similar across jurisdictions, competition authori-
ties could coordinate efforts in failing firm assessments in order to
accommodate the tight timeframe and urgency surrounding such an
application. Furthermore, such coordination could decrease the pos-
sibility that different jurisdictions reach different conclusions with
respect to a failing firm defence application made by a global firm.
Given the precedent of the Boeing/McDonnell Douglas™' merger and
the different conclusions reached by the Federal Trade Commission
(FTC) and the European Commission,”” such coordination could
increase certainty for business and decrease the prospect of incon-
sistent results. With this goal, competition authorities can align their
respective frameworks, communicate the details of their assessments
and preliminary conclusions, and share conclusions regarding alter-
natives to the merger and determinations of competitively preferable
purchasers.”” Furthermore, given the failing firm defence’s applicability
to market entry, coordination between competition authorities could
also be helpful in identifying foreign firms that may have an interest in
entering a market via the rescue merger of an incumbent. A failing firm
does not have the resources to search the entire globe for a suitor, and
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therefore such coordination would be of benefit to all jurisdictions. The
Canadian OECD proposal will certainly be more applicable during the
global restructuring of companies facing both multinationals and local
players over the next decade.

(vii) Summary

The academic discussion reveals there is still much to learn about
the application of the failing firm defence. Although there is a consen-
sus that the selection of alternative purchasers is currently biased, the
debate regarding market entry and exit, effects on entrepreneurial-
ism, predatory behaviour, and the role of rescue mergers in declining
markets is quite lively. Nevertheless, these developments are available
for parties to discuss with the Competition Bureau; some can even be
introduced into the MEGs, either as formal provisions, footnotes, or
even appendices. The academic literature seems to show that the appli-
cability of the failing firm defence should be highly sensitive to the facts
of each case, but does suggest which facts are most relevant in analy-
sis. Although the failing firm defence has neither been considered by
Canadian courts nor the Competition Tribunal, debating revisions to
the MEGs promotes the exchange of new ideas and encourages further
legal and economic research. Most of the current economic research
with respect to rescue mergers is from Europe. Both Canada and the
United States should perhaps encourage more economic research in
this area, given its importance to our understanding of rescue mergers,
the need for research specific to the North American market, and
relevance of the failing firm defence in possibly giving struggling busi-
nesses and industries an avenue to emerge from the current economic
crisis.

Conclusions

This paper has argued that there appears to be a continued role for
the failing firm defence in competition law, although its current crite-
ria likely need to be adjusted. Canada differs from the US and Europe
in that it has a failing firm “factor” rather than absolute “defence”
However, as suggested by Elliott and Dinning, this is arguably only an
issue of semantics.” US and European criteria evolved out of case law;
Canada will unlikely have the same opportunity to litigate the appli-
cation of the failing firm defence. The failing firm factor in the MEGs
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needs to be frequently updated given the absence of case law continu-
ally developing rescue merger doctrine. Furthermore, a formal defence
requires extremely stringent standards, whereas a factor approach can
be a bit more flexible. In light of the quasi-failing firm examples in US
and European case law, along with the research by Mason and Weeds
advocating for a more lenient merger policy for rescue mergers to
encourage market entry and entrepreneurialism, a bit of flexibility may
be welcomed by both parties and the Competition Bureau. Case law
can be extremely constraining, and parties may feel more confident in
negotiating with the Bureau, rather than taking their chances with the
uncertainty of court. Furthermore, litigating issues before the courts
can be extremely expensive and time consuming;: luxuries that most
failing firms cannot afford. Meanwhile, competition authorities, includ-
ing the Competition Bureau, are quite sensitive and accommodating
to the timing pressures faced by parties. If the MEGs are continually
updated to reflect contemporary thought on rescue merger applica-
tion, Canada’s “factor” approach may have many advantages over the
formal “defence” approach in the US and Europe. In this manner, novel
arguments can be made by the parties, while granting the Bureau
freedom to manoeuvre since the MEGs are non-binding,

The Hercules rescue merger of Seahawk in 2010 demonstrates the
continued applicability of the failing firm defence, especially for indus-
tries that may have experienced a shock, such as the drilling industry
in the Gulf of Mexico following the BP disaster. The failing firm defence
also can be applied to declining industries, and the research of Bouck-
aert, Kort, and Petrova demonstrates that rescue mergers of a failing
incumbent are favoured by solvent firms in that declining industry.
Although a rescue merger may lead to higher prices, consumers often
benefit overall from the maintained product variety. Bouckaert and
Kort, in a separate study, demonstrate that healthy firms pursue a
rescue merger for non-strategic reasons, and therefore economies of
scope®” in fixed and variable operational costs can be argued to be the
real incentive behind a rescue merger.

A general consensus for change is called for in the competitively
preferable purchaser requirement of the failing firm defence. As dem-
onstrated by Persson, the “least danger to competition” (LDC) element
of the failing firm defence may indeed prefer alternate purchasers that
are smaller and potentially less efficient than the proposed acquiror.
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The LDC condition may prevent the most consumer surplus enhanc-
ing acquisition from taking place, inconsistent with competition law’s
mandate to improve and protect consumer welfare. The Bureau should
take into account this preference in assessing the benefits of purchases
by such firms before placing demands on a failing firm to search for a
competitively preferable purchaser, and in actually giving a third party
the status of a “preferred” purchaser.

Areeda and Hovenkamps proposal that varying proof require-
ments be introduced into the failing firm defence should certainly be
looked into by the Bureau. All mergers implicating a failing firm will
not raise the same competitive dangers, and therefore the failing firm
defence can be varied to address the level of competitive threat raised
by a proposed rescue merger. While the HHI thresholds would need
to be adjusted to reflect the size of the Canadian market, Areeda and
Hovenkamp’s proposal®®*® would incorporate a threshold element into
the failing firm defence, using HHI as the measuring tool as to which
mergers require particular proof requirements of the failing firm
defence. HHI can also be a means of comparing the bids of the pro-
posed acquiror and an alternative purchaser, thereby giving the Bureau
more credibility in determining whether the proposed acquisition or
alternative acquisition should prevail. Since the MEGs do not bind the
Bureau, new ideas can be conservatively tested through their introduc-
tion in the MEGs. In fact, ideas can even be introduced into the MEGs
through footnotes. Consistent with past practice, new draft MEGs will
likely be sent out for comment by the competition bar before finalizing
them.

The failing firm defence’s influence on market entry and exit requires
more research, as there is no consensus among academics. The
trade-off between the preservation of assets and entry deterrence, as
identified by Fedele and Tognoni, is an essential relationship that must
be considered in merger review of failing firms. Mason and Weeds’
position that a more lenient merger policy will lead to greater market
entry and entrepreneurialism will require more academic support
before being accepted. However, their research may lend credence to
allowing mergers of more quasi-failing firms to proceed in the future.
Perhaps the MEGs should include provisions regarding the assessment
of market entry and exit in Part 13 - Failing Firms and Exiting Assets.
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This would at least make it easier to get the Bureau to take such policy
issues into account when assessing a rescue merger application.

The Competition Bureau should be aware that Vasconcelos’ research
forewarns that the availability of the failing firm defence can promote
predation. Firms can undertake a rescue merger with the strategic
knowledge that it may induce failure in market competitors, thereby
threatening the monopolization of the market in the future. For this
reason, the Bureau should look carefully at the incentives motivating
an acquiror to undertake a rescue merger and ensure that the above-
mentioned specific merger patterns are not the true reason behind
the transaction. A provision could be formalized within the MEGs to
guard against this predation threat, or at least minimize its possibil-
ity by putting the onus on the rescue merger applicant to demonstrate
that it is not motivated by predation. Undertakings could be another
way in which to guard against the threat of predation.

Overall, the failing firm defence seems to maintain its relevance
as an exception to an otherwise anticompetitive merger. It is to be
used in exceptional circumstances only, and the difficulty in meeting
its criteria reflects this reality. Given that the alternative purchaser
requirement is the most contested aspect of the failing firm defence
and there seems to be a consensus in academia as to its weakness, the
Bureau and the competition bar can start discussing possible revisions
to this criterion as a starting point in improving the application of the
rescue merger concept. Given the speed in which firms may go from a
profitable business to failure, not to mention the pressures of technol-
ogy advancements, globalization, and threats of external shocks (e.g.
natural disasters or accidents), the failing firm defence needs to be
given renewed credibility in order to ensure that it can be effectively
applied in the global restructuring of business.
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