Danielle Feingold and Josh Neumann

Increased Risk of Unwinding as Result of Extended Agency Review

Introduction

The Hart-Scott-Rodino (HSR) Act remains the backbone of antitrust enforcement in the
United States. Assuring that merging parties will not have an anticompetitive effect on the
market is essential for maintaining a fair and equitable marketplace.! The Federal Trade
Commission (FTC) and the Department of Justice have the shared responsibility of reviewing
transactions that meet a predetermined threshold in order to facilitate the standards set out in the
HSR Act.? In August of 2021, the FTC announced that the agency would begin instituting a
“warning letter” process because of a large increase of reported transactions that has led to a
resource constraint in which the agency is unable to properly review each transaction within the
original review waiting period.> The “warning letter” states that the proposed transaction can be
closed but the agency still has the opportunity to review and challenge the transaction for anti-
competitive effects in the future.* This process has subsequently resulted in uncertainty for
companies that report their transactions via the HSR Act.’

This article will begin with a brief history of the origins of the HSR Act and requirements
set forth in the Act. Next, this article will discuss the recent “warning letter” procedure enacted

by the FTC, highlighting the agency’s current and growing interest in preventing illegal mergers
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and resource constraints. Then, this article will analyze the repercussions that an unwinding of a
transaction could have on the parties involved, and lastly, propose procedural changes that the
FTC can enact to alleviate the current load of the agency’s merger reviews.

Background of the HSR Reporting System

Prior to the formation of the Hart-Scott-Rodino Act (HSR Act), mergers that could have
resulted in anticompetitive effects were often completed without government intervention.® In
order the begin to regulate these transactions, in 1908, Theodore Roosevelt and the
Commissioner of Corporations worked to create the Hepburn Bill which would have effectively
required large firms to provide advance notice of proposed mergers.” But, unfortunately, the bill
did not become law.® A few years later in 1914, Congress passed the Federal Trade Commission
(FTC) Act and Clayton Act which outlawed anticompetitive mergers but did not require a
premerger notification process.’

Decades later in 1976, three bills were introduced that were made to address the
shortcomings in the mechanisms of antitrust enforcement.!® The three bills address Department
of Justice (DOJ) civil investigative demands, established premerger notification, and created
parens patriae authority for state attorneys general.!! But in an act of procedural maneuvering,
Senator Hart and Representative Rodino moved the bill through Congress, resulting in the Hart-

Scott-Rodino Act.'? The HSR Act established that companies must file premerger notifications
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effective-premerger-review.
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with the FTC and the Antitrust Division of the DOJ for certain acquisitions that meet thresholds
that are updated annually.'3

The HSR Act receives its power from Section 7 of the Clayton Antitrust Act, which
prohibits mergers, acquisitions, and certain joint ventures where the effect may be to
substantially lessen competition.'* The most common forms of transactions that need to be
reported are acquisitions of voting securities, acquisitions of assets, acquisitions of control of a
non-corporate entity, mergers of corporate and non-corporate entities, formations of corporations
and non-corporate entities, and exclusive licenses for certain types of intellectual property.'> But
in order for these transactions to be reported, they must meet the three threshold tests for
required reporting.'® The first is the commerce test, which simply requires that either party is
engaged in commerce or in any activity affecting commerce to be satisfied.!” The second test is
the size of the parties test, which requires that one party has at least $202 million in total assets
or annual net sales, and the other party has to have at least $20.2 million in total assets or annual
net sales.!® The last test is the size of transaction test, which requires transactions that are valued

at $101 million or more are required to be reported.!” But if the transaction is valued at more
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than $403.9 million, then the transaction will be subject to premerger reporting requirements
regardless of the size of the parties test.?°

Once the report has been filed with the review agencies, there is a 30-day waiting period
during which either the FTC or the DOJ will review the transaction for anticompetitive effects as
described in Section 7 of the Clayton Act.2! The FTC and DOJ and will determine which agency
will review the transaction depending on what are of business the parties are in; this is called the
“clearance process”.?? But during that 30-day waiting period the reviewing agency can either
allow the initial waiting period to expire, terminate the waiting period prior to the end of the
waiting period (Early Termination or “ET”), or the review agency can issue a request for
additional information from each party (known as the “Second Request™).?* If the waiting period
expires or is terminated then the parties are free to close their deal, but if the agency issues a
Second Request which extends the waiting period a significant amount of time, this prevents the
companies from closing their deal until they have “substantially complied” with the Second
Request.?* The Second Request typically requires the parties to send business documents and
data that will inform the agency of the company’s products, services, market conditions, and
likely competitive effects of the merger.?

This entire process is required to determine whether a transaction can be cleared and

subsequently closed.?® The review agencies communication with the businesses allows them to
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close the deal without fear of the review agencies challenging the transactions in the future.?’
Since August of 2021, however, the FTC has been providing warning letters that create
uncertainty for companies undergoing a transaction as to whether their deal will be challenged
for anticompetitive effects in the future.

The Warning Letter Process

On August 3, 2021, the Federal Trade Commission (FTC) issued a statement that the
commission will now be issuing warning letters to some parties that reported their transactions
for review.?® The purpose of the warning letter is to inform the merging parties that the FTC’s
investigation will remain open even after the close of the HSR Act waiting period.?” The
statement issued by the FTC stated that these letters are being issued because of capacity and
resource constraints due to an increased amount of reported transactions.>® This tidal-wave of
merger filings has been straining the agency’s capacity to accurately and in a timely fashion,
investigate deals ahead of the statutory deadlines.’! In 2021, there has been a total of 4,130
merger notifications within the United States, compared to an average of 1,991 merger
notifications a year over the past six years.>?

Exemplifying the restraint faced by the Commission, in a January 2022 statement the

Bureau of Competition notes that the FTC and DOJ launched a public inquiry aimed at

)
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strengthening the agencies’ enforcement against a rising number of illegal mergers.** The recent
inquiry is designed to ensure that the merger guidelines, established to detect and prevent illegal
transactions, reflect the modern market in which industries are becoming less competitive and
more significantly concentrated.’* Mergers, whether legal or illegal based on the reporting
threshold value, may result in lessened consumer choice and increased decision-making by
powerful firms subject to the reporting requirements.**> In light of the growing number of filings,
the agencies have announced that parties subject to the HSR reporting requirements who receive
a warning letter will proceed at their own risk, while the FTC’s delayed investigations remain
open.3®

This warning letter process has left companies in a tricky position. The companies
subject to agency review of their proposed merger must choose whether to proceed with
transactions that have not been investigated to the full extent by the FTC and run the risk of
facing a challenge to the already consummated merger.?” In light of this predicament, these
companies are facing a multitude of complications that need to be accounted for.3

First is that there is an overall greater sense of uncertainty for companies that wish to
complete their mergers and begin operating their new business at the end of the initial HSR

waiting period.*® Traditionally, at the end of the 30-day waiting period, the parties would be able
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to close their deal with only a very small likelihood that the transaction would be challenged in
the future.** Now the FTC is explicitly stating that although the 30-day waiting period has
finished, the parties may close their deal but there is still a significantly larger chance that the
deal may be challenged.*! Additionally, this warning letter process allows for further delays in
the review process.*? Transactions that raise no substantive antitrust concerns can still expect to
see longer timelines until they fully receive a cleared notice from the FTC, which creates
hesitancy in closing the deal after the end of the 30-day waiting period.*?

Furthermore, parties will have to have an increased focus on antitrust-related deal
terms.** The parties will have to determine, in their transaction agreements, whether a warning
letter will have any effect on either the buyer’s ability to suspend the closing or the seller’s
ability to force the closing.*> It will be up to the discretion of the parties to determine whether
the possibility of a warning letter should be addressed within the transaction agreements prior to
the transaction filing their HSR report.*¢

Lastly, there will be a greater chance of consummated transactions having to unwind.*’
When review agencies like the FTC challenge a consummated merger, it will need to bring a
post-closing case that will be heard by an Administrative Law Judge employed by the FTC,

whose decisions will be reviewed de novo by the same Commissioners who had voted to bring
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the case in the first place.*® This process has led to the FTC having a fairly good track record in
the merger cases that it does bring.*® Even if the FTC’s challenge is not successful, the financial
impacts of the litigation on a mid-size buyer could add unexpected consequences to the deal.>°

Consequences of Unwinding a Consummated Transaction

An intended benefit of the premerger notification process for the merging parties is that
the parties would have ‘near-certainty’ that the FTC would not further attempt to unwind a
consummated transaction due to antitrust concerns, though this assumption is not automatically
true.’! This assurance that the merging party would not need to duplicate their compliance
efforts as part of an HSR investigation is in effect negated where the agency seeks to review and
unwind an already consummate merger. Even where merger review has resulted in divestiture of
the organizations in question, this remedy may have come either too late or were too small to
effectively address any anticompetitive issues to the extent expected from the Commission.>?

Beyond the lost assuredness that regulators would not review an already consummate
merger, the unwinding of a merger — whether it was initially reviewed as falling within the HSR
reporting threshold — can have major and otherwise costly consequences as to whether the
individual companies can survive post-unwinding. The unwinding of mergers challenged years
after consummation is met with growing difficulties in the breaking up and dividing of
operations and corporate assets in a manner that helps restore competition.>® Additionally, an

extended investigation into the merger long after it has already taken effect may dissuade market
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entrants from participating in the market due to increased uncertainty surrounding the market.>*
Dominant firms may avoid otherwise procompetitive mergers or transactions amid this growing
uncertainty concerning if they would be required to divest the acquired assets many years
following the completed transaction.>

As more time passes between consummation of and challenge to a merger, the more
difficult it becomes to divide combined assets, and the risk of consumer injury increases.>® For
example, the breakup of regional telephone systems via consent decree was successful namely
only due to the retention of interoperability and beneficial network effects following the breakup
and restructuring, allowing for the continued compatibility of the network services.>’” But where
an acquisition that was not subject to the HSR filing requirements was found to lead to higher
prices and lessen competition, the FTC has ordered a sale of the acquired assets to an approved

buyer.”® As recognized following the Commission’s decision, the FTC would normally prefer to
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address anticompetitive concerns prior to transaction consummation, as it can be increasingly
difficult to “unscramble the eggs™ after there is significant integration between the parties.>

As a remedial matter, when the agencies pursue the unwinding of a consummated
merger, they must prove that the “prospective benefits of unwinding...outweigh the prospective
harms, including the costs and inefficiencies that often arise from such de-integration.”®°
Ultimately, however, the Commission may pursue post-consummation review of a transaction —
either subject to or outside of the bounds of HSR reporting — where there is a concern that the
acquisition would lessen competition, raise prices, reduce innovation or when the transfer of

assets has an anticompetitive effect.®!

The agencies may do so in a variety of scenarios,
including but not limited to i) when mergers fell below the HSR threshold dollar amount, ii)
when they failed to obtain an injunction prior to the termination of the waiting period, and iii)
when a merger has already been cleared under the HSR process yet the agencies become aware
of information indicating the firms unlawfully proceeded through the clearance process or there
are other concerns relating to the competitive effect of the consummated merger.5? Tt is
considerable that Congress initially enacted the HSR Act in an attempt to allow for the
restoration of the competitive ‘status quo’ when unwinding a merger or requiring that operational
units either divest their acquired assets or face structural changes long after the parties are fully

integrated,® though the reporting process and increasing threshold value is often considered a

safe harbor for organizations that fall below that value.

59 Buyer Beware: FTC Orders Unwinding of a Consummated Transaction, CADWALADER (Nov. 7, 2019),
https://www.cadwalader.com/resources/clients-friends-memos/buyer-beware-ftc-orders-unwinding-of-a-
consummated-transaction

80 Muris, supra note 55.

6! Opinion of the Commission, In the Matter of Otto Bock HealthCare North America, Inc., Docket. No. 9378 (Nov.
1, 2019), https://www.ftc.gov/system/files/documents/cases/d09378commissionfinalopinion.pdf

62 Muris, supra note 55, at 33-34.

8 Id. at 47.

10



Proposal

In light of the FTC’s decision to extend their review of transactions beyond the waiting
period and the resulting increased authority to review and block transactions following their
consummation with the issuance of additional warning letters,** potential merging parties should
recognize that the HSR reporting threshold is no longer a safe harbor.®> Antitrust enforcement
agencies may seek to unwind acquisitions, mergers, and other transactions they believe to be
anticompetitive — even after consummation.®® Especially within recent years, the antitrust
agencies are increasingly focusing on the technology and healthcare sectors, noting that they are
using significant resources in the review of large mergers and related transactions that would fall
within the HSR reporting requirements.®’

The FTC’s decision to issue more warning letters following the termination of the
waiting period has been seen as the Commission seeking an unapproved and unintended de facto
extension of their own deadlines,’® potentially indicating a lack of resources available for the
increasing number of filings the agency must review. Merging or merged parties, however, may
consider the increasing issuance of warning letters superficial because the agency would still
need to go to court to challenge a consummated merger, and would continue to face the high

evidentiary burden associated with such litigation.®’
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In 2020, the threshold values of the size of transaction and size of the parties tests were
set at $94 million and $184 million, respectively, which have both increased by the largest dollar
amount (to $101 million and $202 million) seen over the past decade.”® Of the 3,710 disclosed
transactions reported to the agency in 2021, nearly 1,800 of these transactions fell above the
threshold value and thus required extensive review by the FTC.”! The HSR thresholds for the
size-of-transaction and size-of-parties tests are adjusted annually to account for changes in the
Gross National Product.”? Thus, further adjustment to the HSR reporting thresholds may help to
relieve the surmounting burden placed upon the agency by decreasing the number of transactions
that are required to be reported under the HSR Act, thereby preventing the necessity of using
warning letters to extend the timeframe for agency review.

While an increase in the value of the reporting threshold is recommended, helping to
reduce the number of filings the FTC must review and spend considerable resources to do so,
this increase could simultaneously result in a greater number of anticompetitive transactions
proceeding without agency review. However, merging institutions have recently started to
include language relating to the possibility of warning letters in their agreements and merger
filings, hoping to warn potential investors of this possibility of agency action during their review
of the transaction.” In addition to the institutional response to the FTC’s statement, some
experts contend that the potential increase in number of warning letters prepared by the agency is

of little import — the threat of post-closing action “may lack the teeth” to have a significant

70 J, Mark Gidley et al., FTC Announces Annual Changes to HSR Thresholds (2022), WHITE & CASE (Jan. 21,
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impact on the transactions.”* An increase in warning letters after the close of the warning period
may simply be the agency’s attempt to put parties on notice of their concerns about specific
conduct, though the agency has always had the ability to fully investigate deals in advance of the
applicable deadline.”

Thus, the FTC’s notice of the change to the warning letter process may do nothing more
than be of concern to the merging institutions, as the change in the agency’s policy does not
afford them greater time to review transactions and the agency has many other ways by which
they can prevent potentially anticompetitive transactions from proceeding.”® Alternatively,
increasing the threshold value of the reporting requirement would lessen the total number of
transactions requiring review, and would more substantially provide the FTC with the ability to
better review each reported transaction due to the minimization of resource and capacity
constraints felt by the agency.”’

Conclusion

The Federal Trade Commission’s recent update to their warning letter process, as part of
the larger Hart-Scott-Rodino Act merger review policy, has resulted in significant uncertainty for
merging institutions or companies who must report their transactions to the Commission.”® The
announcement that the FTC could continue to review transactions for anticompetitive effect after

the termination of the waiting period and after consummation of the merger, however, does not

74 Matthew Perlman, FTC Merger Warning Letters Seen As Largely Superficial, LAW360 (Aug. 18, 2021, 5:05 PM)
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give the agency any new or additional time to complete their review.” Instead, this article
proposes an increase to the value of the reporting thresholds (within both the size of the parties
and size of transaction tests) to reduce the burden the FTC faces in reviewing the ‘tidal wave’ of
merger filings over the past year.

An increase to the reporting threshold would provide the Commission with fewer filings
to review, lessen the need to issue warning letters after the termination of the waiting period, and
could also reduce the number of transactions closed prematurely, thereby allowing the agency
more time to conduct a comprehensive review. In terms of the warning letters, however,
merging organizations should continue to “proceed at your own risk” and should adjust the
language of their filings to account for the uncertainty surrounding the significance of and

potential impacts of the Commission’s updated policy.®°
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