Notice on the application of the failing firm defence concept in the assessment of concentrations of undertakings
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I. Object and PURPOSE of the notice
1. The purpose of this Notice is to define the approach of the Office for the Protection of Competition (hereinafter “the Office”) to an assessment of concentration of undertakings in situations where failing firm defence is applied. For this purpose the Office (i) defines the failing firm defence concept and (ii) determines conditions which provide for the application of the defence in the assessment of impacts of concentrations of undertakings on competition
. 
2. The Office based this Notice on the experience gained by the European Commission in applying the failing firm defence in the assessment of concentrations of undertakings according to the formerly effective Council Regulation (EEC) No 4064/89 on the Control of Concentrations of Undertakings, and currently effective Council Regulation (EC) No 139/2004 on the Control of Concentrations between Undertakings, and the Office also took into account the practice of competition authorities of the United Kingdom of Great Britain and Northern Ireland, Canada and the United States of America. 
3. The Office intends to further develop the rules stipulated in the Notice and to continuously include newly acquired findings and information. 

4. Rules stipulated in the Notice are applicable under any economic and market conditions of the economy. 

5. The purpose of the Notice is to help the merging undertakings
 in the application of the failing firm defence in the course of the review of concentrations of undertakings carried out by the Office, which may result in an expeditious approval of the concentration.

6. Publication of the Notice will also contribute to a consistent and transparent application of the failing firm defence in individual cases of concentrations of undertakings, as a result of which the predictability of the Office’s action will be increased. 

7. Since the Office has not dealt with a case of concentration approved on the basis of the failing firm defence concept so far, the Office regards the clarification of the failing firm defence concept as fundamental. The Office further expresses its readiness to provide informal advice to merging undertakings. 

8. Primarily pre-notification contacts of merging undertakings with the Office can be viewed as a proper means to prevent problems brought by the application of the failing firm defence in cases of individual concentrations of undertakings
. Although pre-notification proceedings with the Office are voluntary, the Office considers their realization particulary important for merging undertakings intending to apply the failing firm defence in the proceedings. 
9. Pre-notification proceedings will then significantly contribute to prevention of ambiguities which may arise in the administrative proceedings and will help an expeditious approval of the concentration in which the defence is applied. This will at the same time facilitate the fulfilment of the above declared purpose of the Notice.
10. Pre-notification proceedings concerning the failing firm defence will typically include (i) whether in the give case use of failing firm defence comes into question, (ii) what conditions must be fulfilled for a successful application of the defence, and (iii) which data and documents can prove the fulfilment of conditions for an application of the defence. On the contrary, pre-notification proceedings will not include the final and binding statement of the Office to the impact of the given transaction on the competition in the market, and to the question whether the failing firm defence concept will be applied in the decision. 
II. deFINITION of failing firm defence 
11. The failing firm defence concept means a defence of an undertaking in serious economic difficulties taking part in a merger, after an implementation of which serious distortion to competition will occur. As a result of the application of this defence a concentration which would be otherwise prohibited (under “normal” circumstances), is approved.
12. The principle of failing firm defence is the declaration and demonstration of the fact that the acquired undertaking is in such serious economic difficulties that it is forced to terminate its activities and exit the market. 

13. The failing firm defence may be applied not only if serious economic difficulties threaten the acquired undertaking, but also the acquiring undertaking, or both the undertakings. 
14. The application of the failing firm defence concept comes into question only if a serious distortion to competition
 occurs after the concentration, on the other hand this concept cannot be applied to concentrations of undertakings in strongly competitive markets. It is thus clear that the number of cases in which the application of failing firm defence will come into question is low. 

15. From the economic point of view the main reasons for the undertakings being in serious economic difficulties, while it threatens that their assets would have to exit the market, are either (i) inefficient management, or (ii) an overall capacity surplus, eventually combination of both. In the former case it is necessary to compare the impact of the concentration consisting in the acquistion of a failing firm on competition with the impact of alternative solutions, including bunkcuptcy of the undertaking.  The Office may approve concentration only if the alternative solutions would be from the point of view of an impact on competition equally or more harmful. In the latter case the failing firm defence is acceptable only if the market in question does not provide sufficient capacities capable of satisfying the temporary decrease in supply (caused by the exist of the failing firm from the market). On the contrary, if other undertakings are able to compete in the market in order to cover the temporary decrease in supply, the exit of the failing firm from the market may constitute a more beneficial alternative for the competition environment. 

16. The merging undertakings must invoke the failing firm defence for the Office to be able to apply the concept in the given case. The burden of proof regarding the fulfilment of conditions of the defence lies with the merging undertakings. 

17. The decision-making practice in the area of concentrations of undertakings
 formulated three cumulative conditions of the failing firm defence concept:

1. The failing firm would in the near future be forced out of the market because of financial difficulties if not taken over by another undertaking,

2. There is no less anti-competitive alternative than the concentration, and
3. In the absence of the concentration, the assets of the failing firm would inevitably exit the market
.

In case all the three conditions are fulfilled it is assumed that there is no causal relationship between the concentration and the serious distortion to competition after the concentration. 

18. The key requirement for a successful invocation of the failing firm defence on the part of merging undertakings is that there is no causal relationship between the concentration in question and the serious distortion to competition, or that the concentration in question will not lead to deterioration of competitive environment in the market. 
III. conditions for the application of the failing firm defence concept 
III.1.The failing firm would inevitably leave the market

19. The first condition of the failing firm defence concept is recognition of the fact that the failing firm would in the near future be inevitably forced out of the market if concentration had not been implemented. It is required that the economic problems of the failing firm were long-term and significant and affected the entire undertaking, not only a part of it. This condition is thus fulfilled if the firm in difficulties is really failing and not only ailing. 

20. In relation to the Act No. 182/2006 Coll., on Insolvency and its Solutions (the Insolvency Act), as amended, the Office assumes that a firm is failing in case it is insolvent or an insolvency is imminent, or insolvency proceedings have been initiated or its initiation is probable
. While assessing whether a firm is failing the Office shall consider particularly the following information and data:
· Audited accounts of the last accounting period,
· Anicipated cash flow,

· Whether any of the loans provided to the undertaking has been recalled, whether other loans or deposits with common interest rates have been declined and are inaccessible from other sources,

· Whether the undertaking constantly records an operational loss or a significant decrease in the value of business assets, 

· Whether the losses are accompanied by a weakening of the undertaking’s position in the market, 

· The extent to which the undertaking finances via leasing,

· Whether the undertaking´s debit score decreased significantly,

· Whether it is probable that the undertaking will be able to successfully solve its financial difficulties by reorganization or by voluntary settlement with its creditors. 

21. In case it appears that the difficulties may be solved via reorganization (restructuring), the condition of ‘no less anti-competitive alternative’ will not be fulfilled, which is the second condition for the application of the failing firm defence concept (see below).
22. Any other circumstances may be considered in the assessment of the concentration under the failing firm defence, such as capital intensity of the market, significant limitation of capacities, or inelasticity of demand.
III.2. The absence of a less anti-competitive alternative
23. The second condition of the failing firm defence concept – no less anti-competitive alternative, focuses on an assessment of the existence of a potential acquirer of the failing firm’s assets after it leaves the market. 
24. In order to solve its difficulties, the failing firm will consider particularly the following: restructuring, e.g. by modernization of its production capacities, decrease in operational costs, or limitation of redundant capacity.

25. If it shows that in the given case restructuring will not solve the difficulties, the undertaking can pursuit the option to find the right acquirer of the assets. The right acquirer is particularly an undertaking which is able to operate in the relevant market, which will not leave the market, and which is not a competitor of the failing firm. The easiest solution of the economic difficulties is thus a sale of the failing firm to such an acquirer which is not its competitor.
26. In case there is no appropriate acquirer of the failing firm’s assets, it shall be assessed whether it is not more beneficial for the competition to allow more undertakings to purchase the assets, or whether the exit of the failing firm’s assets from the market is more beneficial for the competition than the implementation of the proposed concentration. The exit of the failing firm from the market may be beneficial for example out of the following reasons:  it will enable an entry of potential competitors to the market or an expansion of activities of the existing competitors. 

27. In case it is proven that the situation of the failing firm cannot be solved by the above mentioned alternative measures, the Office shall consider the second condition of application of the failing firm defence concept fulfilled.

28. It follows that individual ways of solution to economic difficulties of the undertaking applying the defence must be assessed from the point of view of their impacts on competition environment in the market. 

III.3. Inevitable exit of the failing firm´s assets from the market
29. In order to prove the third condition of the failing firm defence concept – in the absence of the concentration, the assets of the failing firm would inevitably exit the market
 – the merging parties must demonstrate the unlikelihood of a takeover and a subsequent operation of the failing firm´s assets by a third party after the realization of insolvency proceedings. 
30. While assessing this condition of the failing firm defence concept the Office shall further consider whether the exit of the failing firm’s assets from the market may lead to a deterioration of competition conditions in the market, particulary to the detriment of consumers. 

31. The likelihood of the failing firm’s assets (e.g. as production capacities for products supplied to the market) exiting the market or remaining there, thus whether it is likely or not that after the realization of insolvency proceedings the failing firm’s assets will be overtaken by a third party, may be in individual cases assessed with consideration of the following facts (i) time necessary for the takeover of production capacities, (ii) obligations resulting from relevant law for the eventual third party as an alternative acquirer, (iii) costs associated with resumption of the operation of production capacities in case these have been temporarily shut down, (iv) economic feasibility of production capacities operation as several mutually independent units compared to a situation in which it is from an economic point of view more efficient to operate these production capacities as one integrated unit.

32. Assessment of these facts then allows the Office to decide whether the takeover of the failing firm’s assets by a third party is feasible in the given case (thus whether an alternative to the proposed concentration of undertakings will be chosen), or whether the only possible acquirer of the assets (to prevent exit of the assets from the market) is the acquiring undertaking in the framework of the proposed concentration of undertakings. 

V. failing firm defence in decision-making practice of the office
33. Although the Office has not dealt with a case of concentration approved on the basis of the failing firm defence concept application so far, it is possible to identify cases in its decision-making practice in which the defence, or its elements, have been raised.  

34. One example is the case No. S 128/02 Baring Communications/Vision Networks – the concentration of the second and the third player in the cable television market. The Office took into consideration the fact that the present owner of the acquired company did not have further interest in operating the cable television business in the Czech Republic, which could have led to the exit of the acquired company from the market. Moreover, the unsuccessful effort to sell the acquired company in the period prior to the concentration was considered. 

� See Notice on the concept of concentrations of undertakings: http://www.compet.cz/en/competition/guidelines-and-documents/


� See Notice on the concept of concentrations of undertakings: http://www.compet.cz/en/competition/guidelines-and-documents/


� See Notice on the pre-notification contacts with merging parties: http://www.compet.cz/fileadmin/user_upload/Sekce_HS/Pre-notification_cotacts_mergers.doc


� A serious distortion to competition may occur typically as a result of creation or strengthening of a dominant position, however, the failing firm defence concept may be applied also in situations in which the serious distortion to competition has other form, e.g. creation and strengthening of collective dominance (coordinated effects), or non-collusive oligopoly (unilateral effects). 


� The failing firm defence concept and conditions of its application were developed in the decision-making practice of the European Commission and it has been taken over by competition authorities of the EU member states. Conditions of application of the failing firm defence concept are formulated in the decision of the European Commission in case M.2314 BASF/Pantochim/Eurodial, in which the European Commission developed its practice of application of the failing firm defence concept based on the decision in case M.358 Kali+Salz/MdK/Treuhand, confirmed by the ECJ judgement, French Republic/Commission and SCPA/Commission (Kali+Salz) [1998] ECR I/1375.


� The third condition implies that in the application of the failing firm defence it is necessary to compare the situation which would be in the market after the concentration with the situation which would be in the market in the absence of the concentration. 


� In this regard it is possible to mention that the assessed condition will be fulfilled for example in case when there is no purchaser for the failing firm in the period immediately prior to the imminent insolvency proceedings. 


� Market share of the undertaking forced to exit the market would then be dispersed among individual undertakings active in the given market or entering the given market, including the undertaking which is to acquire the failing firm’s assets within the proposed concentration. 





