UGA
NORWICH (FNT E FOR
I COMPETITION POLICY

The Bankruptcy Wildcard in Cartel Cases

by
Andreas Stephan

ESRC Centrefor Competition Policy & The Norwich Law Schooal,
University of East Anglia

CCP Working Paper 06-5

Abstract: Where fines are the only available sanction agaiastels there is a

trade-off between increased deterrence and theeased risk of insolvency.

Higher fines are unacceptable to the European Cesgriom because of the costs
and uncertainties associated with bankruptcy. Tleeseerns have led to the
emergence of a ‘financial constraints’ discount ahhis applied with a lack of

transparency and may be strongly influenced by Ele treaty objectives of

protecting employment and social justice. Such hagrtky discounts encourage
infringing firms to paint as gloomy a picture otthfinancial situation as possible
to reduce their cost of collusion. They also pravaartel members into raising
prices further, safe in the knowledge that they méver incur fines high enough
to threaten their financial viability. The existenim the US of a parallel ‘loose’

bankruptcy discount allows international infringifgms to cite sanctions

previously incurred in the US as grounds for ‘fio@h constraints’ in Europe.

The effect is lower fines to the detriment of ECedeence and international
enforcement.

March 2006 (1st draft January 2006)

JEL ClassificationL13; L41; K21; K42
Keywords:Cartels, Deterrence, Bankruptcy, EC, US



Acknowledgements:

I would like to thank the Arts & Humanities Resdaf@ouncil (UK) for funding my
doctoral studies. Also a special thanks to my suipers, Morten Hviid and Andrew
Scott, to the Director of the ESRC Centre for Cotitip@ Policy, Catherine Waddames,
and to the members of the CCP for their conversatamd support. The support of the
Economics and Social Research Council (UK) is grepefully acknowledged.

Contact details:

a.stephan@uea.ac.uk, ESRC Centre for CompetititinyP&niversity of East Anglia,
Norwich, NR4 7TJ, UK. www.ccp.uea.ac.uk t: +44 (@03 593715 f. + 44(0) 1603
591622

|SSN 1745-9648



Contents

Introduction

1. The Enforcement Problem: Deterrence

2. What does bankruptcy involve?

3. European Commission: The worry of making firnosbgist

4. ‘Financial Constraints’ consideration: a recexaemple

5. The discretion behind ‘financial constraints’

6. Playing Competition Authorities against eacheoth

Concluding Remarks

References

11

14

17

18

24

29

33



Introduction

Cartel policy in the EC currently suffers from axf@cement problem: In order to
achieve some level of effective deterrence, thetgars incurred by infringing firms,
given their probability of being detected, mustveeigh the illegal profits enjoyed from
the cartel. However the current regime falls whbr$ of this and, neither the probability
of detection, nor the sanctions imposed can befsigntly increased to make up for the
shortfall. Increasing investigations would be tostty, and an effective leniency policy
requires sanctions to be substantial enough tacmdn infringing firm into revealing a
cartel to the Commission in return for immunity.elproblem is that fines are the only
Community wide sanction available in the EC, arghbr fines would mean an increased
risk of the infringing firm becoming insolvent. Bhirade-off is unacceptable to the
European Commission because of the costs and amter$ associated with bankruptcy.
To ensure against them, the European Commissiodenatoped a ‘financial

constraints’ consideration in cartel cases thatadists fines already subject to the 10%
annual turnover cap, legislated for the protectibandertakings. The purpose of this
paper is to address a gap in existing researclsdgsaing how such bankruptcy discounts
are applied by the European Commission and whatbécy implications are for the

EC cartel enforcement regime in its pursuit of efffee deterrence.

Ostensibly the ‘financial constraints’ consideraticeflects a concern that high fines
might force an offending firm into insolvency. Hovex, the Commission’s wide
discretion and apparent lack of transparency inmaesiag these discounts are such that
factors external to competition policy, in part@uthe social objectives of the EC treaty,
may determine how they are granted. The US DepattwfeJustice appears to invoke
the ‘ability to pay’ exception of the US Sentenci@giidelines in cartel cases with a
similar lack of transparency, even where the ‘cargd viability of an organisation’ is
not ‘substantially jeopardized’ as required by gluedelines. There is evidence to suggest
that international infringing firms can take adwageg of these ‘loose’ bankruptcy
considerations to play competition authorities agiieach other in order to lower the
sanctions they incur. In particular, as US invedtans of international cartels normally

precede those of the EC, by the time an internatifimm faces punishment from the



European Commission, it is in a better positionatgue a danger of bankruptcy by

making reference to fines and settlements for pgidamages already incurred in the US.

These findings have three serious implicationsl&errence of cartels in Europe: Firstly,
the lack of transparency and clear criteria for lijoation of bankruptcy discounts
makes them open to abuse by firms who exaggerateftiancial difficulties. Secondly,
bankruptcy discounts essentially guarantee theiraged existence of an infringing firm
regardless of the severity of its offence. Thisvpies a cartel into increasing its
overcharge and committing to spend its illegalalgstofits without putting any aside for
the payment of fines — safe in the knowledge thatrapetition authority will never fine
them out of business. Thirdly, as fines are they @ainction available to the European
Commission, bankruptcy discounts have the effectediucing the cost of collusion,
widening the shortfall in deterrence and worseriimegEC enforcement problem. This is
not the case in the US where other sanctions, asdneble damages in private action

cases and imprisonment, exist which can be strengthinstead of fines.

The paper is split into six sections. Section k$oat the European enforcement problem
outlined above in more detail, explaining why itdsficult to raise the probability of
detection, the effect of a leniency programme ddneed to raise fines. Section 2 looks
at what bankruptcy actually involves for a firm.c8en 3 outlines why the European
Commission does not want infringing firms to becdma@krupt. Section 4 gives a recent
example of the EC ‘financial constraints’ discolmeing exercised. Section 5 discusses
the discretion behind the ‘financial constraintginsideration; identifying how it is
applied with a lack of transparency and consistereey well as considering the
importance of the social objectives of the EC fremtd how these may influence the
Commission’s exercise of cartel policy. Sectioménitifies how the Antitrust Division of
the US Department of Justice exercises its own togotgy discount with a similar lack
of transparency, this time under the veil of theapbargaining system, and the
implications this has for deterrence and for thesabof bankruptcy discounts in Europe.
Throughout this paper | refer to the treatmenthe German companygGL Carbon
A.G. and its US subsidiary, by both the EC and US, aseans of illustrating how
bankruptcy discounts worsen the European carteresinent problem.



1. The Enforcement Problem: Deterrence

Deterrence is a central aim of cartel policy. lingportant that as well as punishing firms
guilty of collusion in the present, the formatiohnew cartels in the future is prevented
and the harm they would cause avoided. This isusscghe cost of collusion that has
already occurred can never be fully recovered and s preferable for that cost to be
averted in the first place. On the assumption tiratindustry concerned is well informed
about cartel policy and of convictidnshe deterrence of a crime depends on the level of
sanctions faced by a guilty party and the probigbif detection (Wils 2005 Ch.8;
Landes 1983; Polinsky & Shavell 1998; Becker 19&®)timal deterrence is achieved
where the cost of collusion (the magnitude of taection and the likelihood of being
caught) outweighs the benefits of collusion (tHeg#l cartel profits}. Assuming that
current cartel policy falls short of optimal detsce (e.g. Huschelrath 2002), it is
strengthened when either sanctions or the probalmfi detection are increased. The
problem facing cartel enforcement in the EC is thah of these are effectively capped

and cannot be increased.

The probability of detection can be raised by eitinereasing the antitrust authority’s
resources, allowing it to carry out more invesigadé, or by introducing an effective
leniency policy. Increasing the money spent onetartvestigations is difficult as a
competition authority has to allocate limited res@s between different areas of its
competition enforcement. Investigations also tente costly and time consuming (ICN
2005 p4). The cost of the extra investigations ssaegy in order to achieve a substantial
increase in detection rates might very well outwetige harm caused by the cartels that
would otherwise go uncaught. The cost of antitergbrcement is often overlooked, and
it is important to bear in mind that increasingedetnce will only be worthwhile if the

marginal cartel harm averted is greater than thegmal cost of increasing deterrence

! In a situation where there is little informatioma#lable about cartel policy, deterrence can orgy b
achieved through high probability of detection. Sk because it is only when companies get caungtit t
they and others operating in their industry becdniermed about policy (Ben-Shahar 1997), or start
believing that policy is being implemented.

% Theory of the firmassumes that a firm’s primary aim is to maximisfip The volume of corporate law
and antitrust prosecutions in the US and EU overl#ist ten years confirms that corporations wilt no
necessarily avoid an activity that is profitablmply because it is illegal. Instead, they will imtalise the
sanction imposed as a result of that illegalityaasost. (Posner 1998 p421; Hammond 2000) Hence this
cost must be high enough to make the illegalityrafitable if a firm is to desist from engaging in i



(Block & Sidak 1980). Introducing an effective lenty policy is a way of increasing the
probability of detection without requiring an inase in spending. Indeed, inviting firms
to step forward with evidence of an infringementreturn for immunity or a fine
discount shouldaveinvestigation time and resources. An effectivadeoy programme
will: provide immunity to the first member of a tarto step forward and reveal the
infringement; allow the availability of leniency @v after an investigation into an
industry has been opened; provide clear critendeniency applicants; and be applied
consistently by the competition authority (Hammo8604; Motta & Polo 2003;
Spagnolo 2003). However a leniency programme wily ®e effective in raising the rate
of detection if the full sanctions incurred by tteatel members beaten in the ‘race to the
Commission’ for leniency are sufficiently high. Shis because the incentive to come
forward must be substantial enough to induce alkarember into breaking the trust of
the collusive agreement and exposing the infringen{&pagnolo 2003; Hinloopen
2003). Where the full sanction is low, a firm wpltefer to continue colluding and either
risk being caught or only take advantage of theielery programme once an
investigation into its industry has been openedybere the cartel has failédt is for
this reason that a leniency programme in a caeghre that imposes low sanctions is
likely to increase the probability of prosecutiambstantially (firms apply for leniency
once investigation into their industry has operaa)will not have much of an affect on
the probability of detection (Huschelrath 2002).nkEke without the ability to increase
sanctions, the probability of detection is effeeljvcapped, even with the existence of a

leniency programmé.

Sanctions available in cartel policy include cogter fines, criminal fines and
imprisonment of individuals, and private enforcemdrese can be increased either by
raising a sanction (such as imposing higher fines)by introducing more sanctions
(such as the adoption of a criminal offence againdividuals). In order to achieve
optimal deterrence, sanctions must be increasedrtpensate for the fact that not every

cartel is caught and to ensure that the cost otdflasion outweighs the benefits. In the

® This is backed by a recent empirical study of 1886 Leniency Notice (Stephan 2005) which reveals
how most cartels revealed through leniency in t@ehave either failed before they were revealedyrer
international cartels that were uncovered and pugse in the US first.

* Spagnolo (2003) suggests that an alternative reap fprovide monetary rewards to revealing firms as
well as providing immunity from sanctions. Thesewdbbe financed using the fines collected from the
remaining cartel members. However, such a poligynigkely to be politically feasible, and will leawthe
firm receiving the reward with a substantial anfaimcompetitive advantage.



US cartel policy, a number of strong sanctionstexis well as substantial fines there is
the imprisonment of individuals and the availabilif damages to buyers of up to treble
the overcharge of the cartel. Connor (2005) fourad tlespite thpotentialin the US for
firms to pay between six and ten times the ‘illegaittel profits’ in fines and damages,
there is still under-deterrence in US cartel poli€is is partly because plea-bargains,
amnesty (leniency) applications and out of courttlesments reduce sanctions
substantially, but is also because Connor’'s assadsdoes not include the effect of
imprisonment because it is difficult to place a mi@any value on its impact as a sanction.
A criminal cartel offence involving jail time is iportant because it forces individuals
within a company to put their own interests beftirese of their employer. It is also
different from monetary sanctions because, whefieas can indemnify personal fines,
imprisonment is not so easy to compensate fos fossible that the deterrent effect of
sending company directors and senior managemgat fdls the shortfall in deterrence
that Connor identifies in his paper. The fact tbatmpany executives who are non-US
nationals have voluntarily flown to the US to sejai sentences as part of plea-bargain
agreements would certainly support this (Hammor@iL20

In the EC fines are the only available sanctiorer€hs very limited private enforcem@nt

and no criminal cartel offence exists on the Comitguavel. Some member states such
as Ireland and the UK have adopted criminal offerme the national level and others
may be in the process of doing so. However thesesalject to different legal tests and
procedures, and the majority of EU member states n@ such sanction at all (OECD
2005). Recent evidence even suggests that most enestdites, particularly the new
members in the east, are moving away from crimgaaictions and instead focusing on
leniency programmes and administrative fines (REg;& Anderson 2006). Increasing

fines is thus central to achieving some level ééaive deterrence in EC cartel policy.
In order for optimal deterrence to be achievechemEC enforcement regime, fines would
need to equal the net harm caused by a cartebadrefl according to how much less

® Although the Commission intends to make effortsriprove this — see for example Monti (2004) and
DG Comp’s Green Paper ‘Actions for damages’ (De@3)@vailable at:
http://europa.eu.int/comm/competition/antitrustériactions _for damages/index_en.hiwidited 10
January 2006)

® Fines have the advantage of being relatively esstto increase, with the exception of the inckasst

of type 1 errors (the wrongful punishment of innutgearties — Strandburg 2003). This might includaese

of a leniency programme by firms wishing to harreitttcompetitors. Where other sanctions exist, & ha
been argued that the use of fines should be exddbstfore more costly sanctions like imprisonmeat a




than one the probability of detection is (Lande83)9or put another way, by how much
the shortfall in detection rates is. However thiecifthat these increased fines might
have on firms and the industries in which they afeis a concern for the European

Commission.

Bryant & Eckard (1991) provide the only empiriclidy of the probability of a cartel
being detected and estimate it to be as low as &.§8ar (meaning that only 13% of
cartels are detected). This study is widely refeeeln appearing in a number of policy
documents including the White Paper that precededntroduction of a criminal offence
against individuals in the UK. Based on Bryant &&d'’s findings, Wils (2002 p39)
points out that where a cartel has achieved a 1@%k-op, has lasted for five years, and
there is a 0.16 probability of detection, detereesoguld not be achieved with fines below
150% of an undertaking’s annual turnover. BryanEé&kard’s paper is quite old and
should not be relied upon too much by virtue offd that it is the only empirical paper
of its kind. It is also important to allow for tip@sitive effect of a leniency programme as
the sanction increases. However, even if we asgbatethe unlawful profits from the
entire duration of the cartel only amount to 20%ofundertaking’s annual turnover and
that the probability of detection is 0.30, detecervould require a fine of over 60% of
annual turnover. The current cap on fines in thei€M0% of annual turnovérFines of

the level outlined by Wils will be necessary to gmnsate for the fact that the

implemented (Polinsky & Shavell 1998). For exampie, criminal prosecution of company directors will
involve the costs of incarceration and the legatsof securing convictions in court.

" Buccirossi & Spagnolo (2005) suggest that fineshi§ magnitude based on deterrence models that
started with Becker (1968) overlook the ‘incento@mpatibility constraint’ in modern theory of oligoly

and collusion which states that “to achieve caetdbrcement the expected loss from being punisiyed b
partner cartel members in the future if detectedatihg [by them], must be higher than the gain from
cheating/undercutting the cartel today” (p26). idey for illegal multi-agent agreements like cartel be
sustainable, this and the simple Becker type @ofity must be satisfied simultaneously for every
member of the cartel. Currently, the incentive catilplity constraint is not utilised by cartel poyi
because firms that undercut their cartel (forcintpibreak up) broadly face the same sanctionhaset
which do not. Buccirossi & Spagnolo model a polidyere, in addition to an effective leniency polayd
monetary rewards for firms revealing cartels thiotige leniency programme, fines imposed on firnas th
have cheated the cartel are reduced in relatiothdse imposed on firms that have not cheated, thus
disrupting the incentive compatibility constraimdamaking cartels unsustainable. They estimatestint

a policy would require optimal deterrent fines thae¢ less than 10% of the traditional Becker irespir
levels outlined in this paper, and there would leeneed for criminal sanctions. However, as already
mentioned monetary rewards are unlikely to be joality feasible, and there are problems with prangd
fine discounts to cheating firms as the time betwaefirm cheating and a cartel ending may be short,
making it difficult to determine which firms chedtand which did not — clearly if there is an aduil

fine discount to be had, all firms will try to amgthey left the cartel early. This problem is comnpaed by

the fact that firms remaining in the cartel wilkdt destroying evidence as soon as a firm is dedect
cheating, in the knowledge that the cheating firithlve eligible for a fine discount, should they t&ught.
Moreover, despite their findings Buccirossi & Spalgp concede that fines in the EU and US need to be
“substantially increased” because they currentlysfsort of the optimum given current cartel policy



probability of detection, even if boosted by a &y programme, will be significantly
less than 100%. The sanction imposed (in the E&se,cthe fine) must thus go over and
beyond the harm caused in order to make up forshgtfall in detection. This was
recognised in Chapter 7 of the White Paper thatquted the Enterprise Act 2002 in the
UK and which makes reference to Bryant & EckarckelLthe US, the UK opted for a

criminal offence (now in force) to make up for tjep in deterrence.

In the absence of other sanctions such as the somprient of individuals, empirical
evidence suggests that if fines were increasedotional levels (such as those outlined
above), they would cause long term damage to aimgwfig firm’s financial viability or
undermine it altogether resulting in bankruptcy amdmore concentrated market
(Craycraftet al 1997, Polinsky & Shavell 2000). Moreover, if finbecome too high,
they can have an adverse affect on deterrenceagsighentered a cartel, firms might be
induced to incur excessive costs in an attemptdattoe high fines (Kobayashi 2001).

High fines might also be in conflict with EC priptes of proportionality.

The central enforcement problem facing EC competitpolicy is that both the
probability of detection and the sanction (finesd affectively capped, preventing the
strengthening of deterrence to bring it closeh®aptimum. The detection rate is capped
by limited resources and the fact that effectivedacy programs require high sanctions.
Fines are the only available sanction to the Comsimisand these are limited by a 10%
annual turnover ceiling and by a ‘financial constisl discount (identified later in this
paper) because imposing higher fines on infrindiingns increases the likelihood of
insolvency. Bankruptcy does not necessarily spellend of a firm and its consequences
will vary depending on the circumstances of a patir undertaking and of the industry
in which it operates. However, there a number stxassociated with bankruptcy which

make it an undesirable outcome for competition aritiles.
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2. What does bankruptcy involve?

The US and the member states of the European Uwppically have two distinct levels
of bankruptcy in recognition of the fact that a éesize-fits-all’ bankruptcy procedure
cannot be optimal because the circumstances of leackrupt firm will vary widely
(Povel 1999). The first and more severe procethwelves the dissolution of the firm,
with its assets liquidated under the supervisioa tfustee — in the US this is known as
‘Chapter 7’ of the Federal Bankruptcy Code. Theosd and less severe procedure
involves the firm being reorganised and is basedmmrexpectation that it has a viable

future — in the US this is known as ‘Chapter 1Inkraiptcy.

When firms liquidate under Chapter 7 bankruptcye fitoceeds from the liquidated
assets of the bankrupt firm are distributed betweesditors first and foremost.
According to theabsolute priority rulecreditors must be paid before the firm’s owners,
the shareholders, receive any of these proceedsy ktaditors are likely to be left out of
pocket and there are rarely any proceeds left ier shareholders (White 2005 p2).
However under the doctrine of limited liability th@ost that shareholders can lose is the
value of the shares that they hold in the bankfiapt, not their personal assets or shares
in other firms. Where Chapter 11 bankruptcy isdfjii¢he creditors are paid with the
firm’s future profits and shareholders retain sahéheir equity in the company — this is
normally negotiated with the creditors as parth@d firm’s reorganisation (White 2005
p2). The ‘US Trustee’ of the Justice Department appoint committees representing the
interests of the creditors and shareholders. Wgrkimth the company itself, a
reorganisation plan is arrived at that must be @ammt by the creditors, the shareholders
and by the court. However, the court has the pdawewerrule either party and impose a

reorganisation plan it feels is equitable.

With regard to the repercussions of Chapter 11 tgn&y for senior management, a
serious divergence exists between the US and keybaes of the EU such as the UK
and Germany. Whereas the US bankruptcy code hews téo favour the debtor,
bankruptcy codes in the UK and Germany tend touavbe creditor. The US code is
pro-debtor in that the pre-bankruptcy senior mamageg usually retain substantial
control over the company after Chapter 11 bankgypts ‘debtors-in-possession’.

11



Hypothetically, this might include individuals datéy involved in the cartel offence that
resulted in the firm being fined into bankruptcy time first place. The management
supervises the firm’s reorganisation, subject tmesmversight by the courts. Moreover,
these managers are normally given substantial langapower in the bankruptcy
procedure and are, for example, allowed to retaofitpble pre-bankruptcy contracts,
and (unlike firms not in bankruptcy) reject unptalfile contracts (White 2005 p8). They
can also force the renegotiation of lease contractsot pay interest on the firm’'s debts
and even have access to new financing from lenghcs get priority over the existing
creditors (Bower 2003). The rationale behind graptnanagement so much power in
US Chapter 11 bankruptcy is that nobody has a gé&tomcentive to make sure that a
firm has a future, than the directors who are whjiko find employment in another firm,
should their current firm fail (Cheffins 1997 p528) contrast, in the UK and Germany
this ‘soft’ bankruptcy (known as ‘Administration’nd ‘Vergleichsordnung’) is pro-
creditor and does not allow the management to rresm much power. The pre-
bankruptcy management is usually removed and amamagement is employed which
retains very little control of the company’'s day day running. The running of the
company is supervised by an administrator appoibyetthe court who must approve any
reorganisation plans. These ‘soft’ bankruptcy pediegs are rarely pursued in these
jurisdictions because they are complicated and resipe — this discourages creditors
from favouring them — and so they usually push liquidation instead, particularly
where a firm is not very large (Gladstone & Lee 3P9These differences between
Chapter 11 type bankruptcy procedures create difigs when multinational firms file
for bankruptcy, as their interests and creditonistax many different jurisdictions (see
Bliss 2003).

The aim of Chapter 11 bankruptcy is to keep firmnat tare fundamentally sound in
business, so as to avoid the costs associatedtatithliquidation. However, there have
been cases of firms attempting to abuse the gesepoavisions of US Chapter 11
bankruptcy. Following the imposition of a $135 moifl fine by the US Department of
Justice in spring 1998 for price-fixing in the gnép electrodes industry, the German
company, SGL Carbon AG, faced substantial privatgomas for treble damages. In
December 1998, SGL Carbon ordered its US subsid@ifile a voluntary Chapter 11
bankruptcy petition in the United States Districiu@ for Delaware. SGL made no secret

12



of the fact that it was using Chapter 11 bankrugtcyghield itself from civil antitrust

actions, citing it as the only factor leading ®fiting and, singling out antitrust plaintiffs
as the only creditors who would not receive fullym&nt. Shortly afterwards, SGL
Carbon Corp’s president, Wayne T. Burgess said press release, "SGL CARBON
Corporation is financially healthy... If we did noade [antitrust] claims for such
excessive amounts, we would not have had to file€Ctmapter 11. We expect to continue

our normal business operations.” It was also nbyethe court that:

[clontemporaneous with the press release, SGL A&@r@lan Robert Koehler conducted
a telephone conference call with securities amslystating that SGL Carbon was
"financially healthier" than before and denying thetitrust litigation was "starting to

have a material impact on [SGL Carbon's] ongoingragons in the sense that . . . [it
was] starting to lose market share." He also sttadSGL Carbon's Chapter 11 petition
was "fairly innovative [and] creative" because "al§uChapter 11 is used as protection

against serious insolvency or credit problems, tvligcnot the case [with SGL Carbon's

petition]."®
Strongly influenced by these public statements3th€ircuit Court of Appeal dismissed
SGL Carbon’s petition for Chapter 11 bankruptcgtieg that it was unnecessary, given
the healthy state of the firm and lack of ‘goodHain clearly using the filing to protect
itself from civil antitrust action. At this stage l@ast, SGL Carbon was not facing fines
and civil action of such magnitude as to threatendntire company’s solvency. What
remains to be seen is whether this SGL bankrupesg ¢s a one-off attempt that has been
overtly rejected by US courts, or whether less dniatattempts to use Chapter 11
bankruptcy as a shield from private actions for dges will be entertained in the future.
If the latter proves to be the case, then firmspmatentially use Chapter 11 bankruptcy to

deflect private damage actions, while largely amntig business as usual.

Thus bankruptcy does not necessarily result irckbgure of a firm. Usually, a ‘soft’
form of bankruptcy involving the reorganisationtioé firm and its debts is also
available. However, the provisions of this soft kraiptcy are far more generous in the
US where Chapter 11 of the Federal Bankruptcy Qedelly allows the existing

management to retain considerable power over theatipg of the company and in the

® RE: SGL CARBON CORPORATION, Debtor. U.S® Eircuit Court of Appeals. 12.29.1999 Nos. 99-
5319 & 99-5382.
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renegotiation of the company’s debts. The examp&Gil. raises the question of
whether Chapter 11 bankruptcy in the US can eveubeessfully used as a shield
against cartel sanctions — for example by filingrimorganisation on the basis of a
number of debts, hidden amongst which are corpdirags and damage claims. If this is
possible then the competition authority and injysadies simply become another

creditor renegotiating a debt.

3. European Commission: the worry of making firms g 0 bust

The imposition of fines that risk driving compan®@st of business is not acceptable to
competition authorities for four main reasons. frieything that increases the risk of
bankruptcy imposes a social cost (see for exanfjych 2002). According to Posner
(1998 p405), this consists mainly of the transfemealth away from shareholders,

managers, employees and some creditors; the regulecessary use of lawyers and
bankers; reductions in efficiency of asset uset tmghose creditors who will not be

paid, and the cost to other firms who relied onlihekrupt firm as a customer. The fees
of professionals ‘needed’ for bankruptcy proceesdiadpne can run into hundreds of

millions of dollars (Bower 2003).

Secondly, if a company is forced out of busineks, industry in which it operates
becomes more concentrated and so the risk of cmtiu® the future may actually
increase as a result. There may also be the catedireffect of fewer companies causing
prices in the industry to rise (that is, by virtoé the fact that the market is more
concentrated, firms can enjoy benefits from thedilective market power through

parallel behaviour that does not necessitate alicéxqartel agreement).

Thirdly, the imposition of fines causing bankruptexould be politically unpopular.
Management, shareholders and individuals made ulogethbas a result of a firm being
fined out of business could all be expected to yoptvernment to legislate against such
high fines. There is a particular injustice in eayges suffering as a result of decisions
made by senior management when they are unlikelgatee directly benefited from
collusion, unlike their employers and sharehold@tseffins 1997 ch14). As discussed in

Section 5, promoting employment and social probectre two tasks that are central to

14



the EC treaty and which play a role in shaping hallvareas of policy including
competition are applied. Unlike most national cotitjpe authorities, the European

Commission is not entirely independent of the liedise.

Lastly, if a firm is allowed to go bankrupt, thearpes injured by the collusion will not
be able to recover damages. In the US the sentgigtielines (s.8.C.3.3) specifically
allow for a discount in fines where there is a dantpat the full fine will jeopardise a
firm’s ability to pay restitution to injured parie After bankruptcy the firm is liable first
and foremost to its corporate creditors, and —ubned above by reference to the SGL
case — firms may try to use Chapter 11 bankruptcthé US as a shield against civil

antitrust action.

The European Commission’s fear that fines mighpgedise a firm’s financial viability

is reflected in the 1998 ‘Guidelines on the methédetting fines imposed{henceforth
1998 guidelines’) which state that fines shouldamgusted according to a firm’s “real
ability to pay” (para. 6b). It is also reflectedthe longstanding 10% annual turnover cap

on fines originally contained in Article 15(2) okRBulation 17/62:

“[Fines must not exceed] ...10% of the turnover ia greceding business year of each of the undegskin

participating in the infringement”

In 1983 the Commission confirmed that “the figufel® per cent [contained in Article
15(2)] represents a maximum fixed for the protetid the undertaking” (Pioneer ECJ
appeal at 265)° This cap on fines has persisted over the yearsamed in both the
1998 guidelines and in Article 23(2) of the Modeation Regulatiott which replaced
Regulation 17/62. In the United States a cap ossfaiso exists, of up to 80% of affected
commerce, however this is less of an issue as athections exist which can be
increased instead of fines, if necessary. The probkith any cap on fines (where fines
are the only sanction) is that it can actually i cartels into raising prices further and

even prolong their duration. This is because, firm knows that the magnitude of its

° Guidelines on the method of setting fines impgsecuant to Article 15 (2) of Regulation No 17 and
Article 65 (5) of the ECSC Treaty (98/C 9/03)

1% Musique Diffusion Francaise SA, C. Melchers & Gigneer Electronic (Europe) NV and Pioneer High
Fidelity (GB) Limited v. E.C. Commissidases 100-103/80) [1983] 3 C.M.L.R. 221 — Foreaggal
discussion of Article 15(2) of Regulation 17/62¢ $aurse 1995.

1 Regulation 1/2003, OJ [2002] L1/1
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infringement has (in Europe) reached the equivat@ni0% of its annual turnover,
anything beyond that will not increase its lialyilin fines (Connor 2005 pl15). The

bankruptcy considerations identified in this papeyy serve to strengthen this effect.

Empirical studies (Craycraét al 1997, Thompson & Kaserman 2001) show that optimal
fines, those that fully punish and deter given pimlities of detection and absence of
other sanctions, would in most cases be well ireexof the 10% annual turnover cap.
Indeed, the Commission’s fears would be realisesuah fines would cause some firms
to go out of business. Unlike torts, a firm canimsure against antitrust fines imposed by
a competition authority and is forced to interralise fine as a cost. This cost may have
to be substantial enough to drive some firms oliusfiness to convince other firms that
the cost of collusion is too high (because the @bilty of detection is low, as discussed

in the first section of this paper). The costs afikruptcy have already been outlined.

However, fines that cause a firm to go out of bessnmay also be beneficial to
competition policy. Evidence contained in the tektEuropean Commission decisions
reveal that some uncovered cartels operated irstrida that suffered from overcapacity
and inefficiencies? A cartel may simply serve to prolong the life ofien that should
have been driven out of the industry by competifimm more efficient companies. It
may also be the case that collusion leads to highees which attracts over-entry into
the market, in which case exit from the market Wwédla natural consequence of breaking
the cartel down. Bankruptcy is important to theremoics of competition policy in this
respect. As less efficient firms are driven outtleé industry, average efficiency is
increased resulting in lower production costs amdel prices for consumers (White
2005 pl). Furthermore, if a firm has a viable fatbut simply cannot pay its debts after
the imposition of a high fine, it can always filer the lesser Chapter 11 type bankruptcy
under which the firm is simply reorganised with disbt repayments renegotiated, rather
than actually being liquidated (Posner 1998 p4@%).discussed in section 2, most
jurisdictions including Germany and the UK have tlewels of bankruptcy, with the
‘softer’ procedure allowing the company to contimygerating. Such softer procedures

exist in most European Jurisdictions as well athhenUS Despite these advantages, the

126, g Case COMP/C37.370Serbateg2005/493/EC] — two firms pulled out of the indysin the years
following the collapse of the cartel. See Stephads2
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potential costs of bankruptcy and the unpredictgbibf its outcome makes it an

unacceptable trade-off to increase in order toectbe gap in deterrence.

4. ‘Financial Constraints’ consideration: a recent example

The Commission’s worry of firms going out of bussseis real enough to warrant
discounts on the grounds of financial constrainanewhere the full fine is within the
10% cap. The Commission’s recent treatment of S@kb&Gh AG, provides a good
example of the application of a ‘financial congttai consideration. SGL was fined for
its involvement in three different cartel@raphite Electrodes(2001}°, Specialty
Graphited* (2002), andCarbon & Graphité® (2003).

In the Graphite Electrodeslecision, the Commission rejected arguments fré&h Snd

other companies concerning their ability to pay fihe, stating that “to take account of
the mere fact of an undertaking’s loss-making faalnsituation... would be tantamount
to conferring an unjustified competitive advantageundertakings least well adapted to
the conditions of the market”. In refusing to gaveliscount and in setting a fine of €80.2

million*® the Commission demonstrated a desire for effegisréishment and deterrence.

In both the 2002Specialty Graphitescartel and 2003Carbon & Graphite cartel

decisions, however, the Commission granted a 33odnt. In the latter case, it stated
that it “granted a 33% reduction of its fine foetheason that SGL is both undergoing
serious financial constraints and has relativelsendly been imposed two significant
fines by the Commission for participation in sinaméous cartel activities”. The final

fines were €27 million and €23.6 million respectively.

This “financial constraints” discount was grantedce despite the fact that SGL was a
founding member of all three cartels, was the @olypany in the graphite industry to be
involved in all three cartels, had been given a 30 increasein Specialty Graphites
for being the ringleader and had been a membdrea€arbon & Graphitecartel for its

'3 Commission Decision of 18 July 2001 — Case C.35@9 [2002] L 100/1

14 Commission Decision of 17 December 2002 — IP/02819

1> Commission Decision of 3 December 2003 — Case.85380J [2004] L 125/45
'® Reduced to €69.1 million on appeal

" Reduced to €18.45 million on appeal
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full duration of 11 years and 2 months. Furthermdhe decision to grant the 33%
discount cannot be said to be influenced by anwtgce-operation by SGL with the
Commission’s investigation; SGL did not reveal afiyhe three cartels, was not the first
firm to cooperate, and i@arbon & Graphitesvas one of the last.

The three cartels were broadly contemporaneousamibne were formed after the first
Commission fines were imposed. However Gmaphite ElectrodesSGL and others
continued colluding until 1998 despite the fact i@y were already under investigation
in the US and Canada. Furthermore, all three artanstituted very serious
infringements of Article 81, involving industriesovth over €1 billion per year in total
by the late 1990s. In the most serious of the {leeaphite ElectrodesSGL and UCAR
formed the cartel in the early 1990s at a time wihety controlled more than two thirds
of the industry. All three cartels were sophisechtind managed by the top level of the
companies. Yet, despite all this, the Commissidintf@ecessary to discount the fines by

a third in two out of three cases involving SGL dese of its financial constraints.

5. The Discretion behind ‘Financial Constraints’

The Commission’s ability to grant a discount fan&dncial constraints’ with very little
explanation as to how a figure like 33% is arriatds possible because of the very wide
discretion that it enjoys when making a decisiohisTwide discretion leads to a lack of
consistency and transparency in the way such ceratidns are applied. The availability
of a bankruptcy discount undermines the effectissra@ a cartel policy as actual levels
of fines are reduced, making it more likely thalliesion is profitable. Companies will be
tempted to abuse this discount so as to reduceosteof sanctions; in particular, where a
firm knows that the sanction will never be high eglo to threaten its financial viability,
there is an incentive for it to make the infringen&arger (raise prices further) as the
cost of collusion (the sanctions) is effectivelyppad in such a way as to guarantee the

undertaking’s continued existence.

18 See also Hviid & Stephan 2005
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This serves to strengthen Conner’s (2005) obsenvatiat any ceiling on fines will
provoke a worse infringement because the liabiitgffectively limited to the cap and so
it is in the interest of a cartel to increase tize f its infringement, as this will make the
capped fine (the cost of collusion) lower relatitee the cartel profits, making the
infringement itself more profitable. Moreover, tmelividuals organising the cartel, the
company directors and senior management, standitofgom making as much money
out of the cartel as possible mainly due to theated ‘control mechanisms’ which are
in place to ensure their interests coincide witbsthof the shareholders, such as linking

their salaries to the performance of the comparheffths 1997 p552).

Paragraph 1(b) of the 1998 guidelines states fhast fshould reflect the gravity and
duration of the cartel and should be set to “alletrech ensures that it has a sufficiently
deterrent effect”. What constitutes a “deterrerieaf is not based on a mathematical
formula or an economic model; instead, it rest&regton the Commission’s judgment.
This is illustrated by Garcia Bermudez (of DG COM®hen he noted that the
Commission granted a discount because of ‘finaraaktraints’ to SGL in th8pecialty
Graphites cartel because “...imposing the full amount of theefdid notappear
necessary in order to ensure effective deterreh¢emphasis added). The problem is
that whatappearsnecessary to the Commission may be influencedabtpfs that have
nothing to do with competition policy. The Commasj as a competition authority, is
not independent of the legislature and so politcxaisiderations may inform the way in
which the Commission arrives at its decisions, eflected in language like “specific

social context” included in the 1998 Guidelines distussed below.

Although the Commission can increase the basic fameount where there are
‘aggravating circumstances’ such as the “repeatéthgement of the same type by the
same undertaking(s)”, it also has very wide disoreto reduce fines. For example, the
guidelines provide for fines to be reduced wheerdhare ‘attenuating circumstances’.
However the list of such circumstances containetthénguidelines is not exhaustive and
ends with “other factors”. Financial difficultiesf @ company is not listed in the
guidelines as an attenuating circumstance. Howeparagraph 5(b) states that
“depending on the circumstances, account should tddeen of... the specific

characteristics of the undertakings in questionthed ability to pay in &pecific social

context and the fines should be adjusted accordingly’plessis added).
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To understand the importance of the ‘social contere must go back to the Treaty
establishing the European Community (Treaty of RorAdicle 3 sets out the activities
of the EC which includes “a system ensuring thahpetition in the Common Market is
not distorted”. However Article 2 states that, impiementing the policies outlined in Art
3, the Community shall have as its task (amongrejh#o promote throughout the
Community... a high level of employment and of sogiadtection”. The Commission is
a central EU institution, and though decisions maéageDG Comp may have the
protection of competition as their main aim, in Ex&@ng policy it must also negotiate,
and take account of the other objectives of thepean Union. For example, the Merger
Control Regulatiof states that the Commission must apply policy “imitthe general
framework of the achievement of the fundamentagctbjes referred to in Article 2” and
it was recognised by the Court of First Instancél@stlé/Perrief (27 April 1995 Case
T-96/92) that this could include the Commissionirigkinto consideration “the social
effects [of merger decisions] if they are liabledffect adversely the social objectives
referred to in Article 2 of the Treaty. The Commagssmay therefore have to ascertain
whether the concentration is liable to have conseges, even if only indirectly, for the
position of the employees in the undertakings iesgjon, such as to affect the level or
conditions of employment in the Community or a $abgal part of it” (par. 28 — see
also McGowan & Cini 1999).

The importance of social objectives in EC cartdigyowas confirmed by the Court of
First Instance last year in th@raphite Electrodesappeaf® After stating that the
Commission is notequiredto take into account the financial situation ofiaftinging
firm (par. 370), the CFl went on to say that thieility to pay’ attenuating circumstance
contained in paragraph 5(b) of the 1998 guidelite@splies only in a specific social
context consisting of the consequences which paymérthe fine would have, in
particular, by leading to an increase in unemplayihe deterioration in the economic

sectors upstream and downstream of the undertakingerned” (recital 371).

19 Regulation 4064/89, now superseded by RegulaB®&i2D04

20 Judgment of the Court of First Instance (Secondnilier, extended composition) of 27 April 1995 .
Comit Central d'Entreprise de la SotiGinirale des Grandes Sources and others v Commissidineof
European Communitie€ase T-96/92.

2L Judgement of the Court of First Instance of 29ilA2004. Tokai Carbon and Others v Commission of
European Communitiedoined Cases T-236/01, T-239/01, T-244/01, T-2ba#d T-252/01
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In setting fines, as well as having this mandatedasider the ‘social context’, the
Commission also has strong incentives to listenthi® arguments of lobbyists and
member state governments. J. From (2002) explhatsthis is due to the Commission’s
long standing crisis of legitimacy. Unlike the Depaent of Justice which is a strong
institution within a nation, the Commission’s legiacy is derived from treaties and
agreements that exist between governments. He stsgtieat the Commission tries to
enhance its legitimacy by carefully allocating n@®es to cases that will have the most
impact and also by “allowing all relevant actorgess to the decision making process”
by taking their concerns into account (p223). Theesers might include interest groups,
governments, and even European Commissioners lga&ifurther the interests of their
native member states (McGowan & Cini 1999, p188&e Thvolvement of these actors
inevitably forces the Commission to play closeeftibn to the social objectives of the

EC, when exercising competition policy.

The wide discretion driven by “other factors” are t‘'social context” has two effects.
First, it facilitates a lack of transparency intthee Commission makes fine discounts on
vague and unclear grounds such as “financial caim$’, without giving a satisfactory
explanation of the grounds for those discounts.sTuboth itsSpecialty Graphiteand
Carbon & Graphitesdecisions the Commission failed to explain whynafncial
constraints’ discounts were given even after SGguments that it wasnable to pay
under paragraph 5(b) of the guidelines were reje@econdly, the wide discretion leads
to a lack of consistency between decisions, asbeaseen in the following examples
which all concern attempts by firms to gain finsadiunts on the grounds of financial

constraints:

21



Table 1 — Apparent Inconsistencies in Commissiondi3ons

ALLOY The Commission accepted the deep crisis in which the industry found
SURCHARGE (1998) | itself as being a mitigating circumstance, granting a 30% discount of
the basic amount to one firm and a 10% discount to the others.

FETTCSA (2000) The Commission rejected arguments of financial constraints, stating,
“The individual financial situation of a participant in an infringement
cannot entail a diminution in the amount of its fine?,

“...DSR-Senator argues that its actual financial situation limits its
ability to pay. In particular DSR-Senator argues that the imposition of a
fine of 13.75 million in the TACA decision has caused serious damage
to an already precarious position. The imposition of a further fine
would increase the risk of bankruptcy with all the attendant negative
consequences” — Commission rejected this, saying that fines did not
threaten company’s financial viability. DSR-Senator survived the fine
without going out of business.

AMINO ACIDS Sewon was allowed to pay the fine in instalments because it had

(2001) demonstrated an inability to pay the fines all at once (par 438).

INTERBREW & The Commission rejected arguments of financial constraints, stating

ALKEN-MAES “The fact that an undertaking suffers a loss, moreover, does not mean

(2001) that it has derived no advantage from an infringement of the
competition rules, since that advantage may consist in a reduction of
its losses”

GRAPHITE The Commission rejected arguments from SGL for a reduced fine

ELECTRODES because of financial constraints

(2001)

AUSTRIAN BANKS The Commission rejected arguments from companies asking that fines
(2002) be reduced because of serious difficulties in their industry and the fact
that the cartel never actually made any money.

SPECIALTY SGL receives 33% discount because of ‘financial constraints’ and
GRAPHITES (2002) previous fine

CARBON & SGL receives 33% discount because of ‘financial constraints’ and
GRAPHITE (2003) previous fines

In the first two cases, it appears that the Comionsgs willing to grant fine discounts

where an industry is in crisis, but not where adivildual firm is in crisis because this
would confer an unfair advantage on that individuah regardless of its financial status.
This is supported by its findings in Interbrew Atk®laes, Graphite Electrodes and
Austrian Banks and is a view that has thus far hgdreld by the Court of First Instance

and the Court of Justice:

22 |n response to arguments from Cho Yang in 2000B27Commission Decision #0ctober 2000
Case C34.018Far East Trade Tariff Charges and Surcharges AgeeifFETTCSA) OJ [2000] L268
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“It is settled case law that the Commission isnegjuired, when determining the amount of the fiogake
into account the poor financial situation of an emaking concerned, since recognition of such an
obligation would be tantamount to giving an unjfisti competitive advantage to undertakings leadt we

adapted to market conditioh&®

However, the Commission seems to take a differéaw yn Amino Acids, Specialty
Graphites and Carbon & Graphites where discountsth@n grounds of financial
constraints were granted to individual firms. Thehtem is that it is not easy to
reconcile the statement madelmerbrew & Alken Maesvith the 33% discount given
twice to one of the worst offenders in the grapbdeels. These inconsistencies between
the Commission’s treatment of infringing firms ohing to be experiencing financial
difficulties may simply be a symptom of the exeecisf wide discretion, as the
Commission responds to particular circumstancea oase by case basis. However, this
does not justify the lack of transparency in theislens to grant discounts on such
grounds. Even if these decisions are purely drivgrconcerns over employment and
social protection, giving detailed reasoning ta thiifect would at least limit the scope for
abuse of such discounts by firms exaggerating theancial difficulties behind the
scenes in the knowledge that such discounts will gnanted without detailed

justifications being published in final Commissidecisions.

The ‘financial constraints’ discounts as appliedtbg European Commission, with its
wide discretion and obligation to consider the ababjectives of the EC treaty, has two
important implications for cartel policy in Europiirstly, this discount further reduces
fines already below the 10% annual turnover cagkering the deterrent effect of cartel
policy because it has the effect of reducing thecsan. This widens the enforcement
problem in EC cartel policy as, unlike in the Uditgtates, there is no other sanction on a
community level that can be strengthened to conmgien®r the loss of sanction that
occurs as a result ‘financial constraints’ discguecondly, the lack of transparency and
absence of clear criteria for firms wishing to taldvantage of ‘financial constraints’ in

principle makes abuse of the Commission’s disandbip infringing firms more likely.

% Case T-9/9HFB v Commissiofi2002] ECR I1-1487 recital 596 — (Joined Case326102/82, 104/82,
108/82 and 110/82 IA@nd Others v Commissiqgh983] ECR 3369, par 54 and 55; Case T-31%/@keby
Board v CommissiofiLl998] ECR 11-1331, Par 75 and 76; aBdso Espafiola v Commissjqrar 316)
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6. Playing Competition Authorities against each oth er

The fear of imposing fines that lead to bankrupscgne that every competition authority
in the world has to contend with, especially asdirbecome stiffer in an attempt to
strengthen deterrence. As a result, exceptionsingf policy exist to safeguard against
insolvency by reducing fines imposed on firms ciagnto be undergoing financial
difficulties. This includes the US which arguablgshone of the most sophisticated
competition policies in the world. As with the Epean ‘financial constraints’ discounts,
the US Department of Justice grants discounts maaner that lacks transparency,
cloaked by the secretive nature of the plea-barggstem, and which is sometimes
invoked for the benefit of firms that would not ettvise become insolvent. The
combination of loose bankruptcy discounts in the &€l the US have the effect of
reducing fines imposed on infringing firms and nmakithem open to abuse by

international firms. This is particularly detrimahto deterrence in Europe.

The Department of Justice and the US courts follbe United States Sentencing
Commission Guidelines. These have minimum fine irequents for organisations
involved in offences such as collusion. Howevergoading to U.S.C. 88C3.3(a)(b), the
court can agree to reduce a fine below this mininkewel where there is a danger that
imposing such a high fine would impair the firmisilay to make restitution to victims
or if the firm demonstrates an inability to payttfiae,

“Provided that the reduction... shall not be more than neocgs® avoid substantially jeopardizing the

continued viability of the organization”

On the 1¥ June 1999, as part of the plea bargain reached with SGlitéoinvolvement
in Graphite Electrodesthe DOJ told the court “the agreed upon fine Ebdllion] is
below the minimum of the United States Sentencingd€ines (USSG) fine range due
to SGL AG’s inability to pay a higher fine”. In aididn, the DOJ allowed SGL to pay its
fine in five yearly instalments and “...respectfulhgquested] that the court waive the
requirement for interest due to SGL AG'’s inability pay”. Similar deals invoking the
‘inability to pay’ exception were reached with UCAR($110 million), DUCOA®

24U.S.A. v SGL Carbon Aktiengesellsch&itiminal No. 99-244, US District Court, Pennsylia
%5 U.S.A v UCAR International In€riminal No 98-177 18 April 1999, US District Court, Pennsylvania;
U.S.A. v MITSUBISHI Corporatioi€riminal No 00-033, 19 April 2001
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($500,000) and TOKAI ($110 millioA). Shortly after incurring the US fine, SGL
Carbon AG’s US subsidiary unsuccessfully filed fGhapter 11 bankruptcy. (as
discussed in Section 2). In dismissing the petjttbe 3 Circuit Court of Appeals noted
that it was unnecessary as the firm was not in memi danger of becoming insolvent
despite the impending civil antitrust actions.l#canoted that there was no evidence that
the criminal and civil action had caused damagehécompany’s business relatidfis.
Thus SGL was granted an ‘ability to pay’ discoumere though the failed bankruptcy
petition suggests that the firm’s ‘continued vidlilwas not otherwise ‘substantially
jeopardised’ by the fines and civil action claimsvas incurring, contrary to the criteria

necessary for such a discount to be granted aczptdithe Sentencing Guidelin®s.

A more recent example illustrates how competit@myers have picked up on the loose
application of this bankruptcy discount. In May 308 plea-bargain was reached by the
DOJ in which Hynix Semiconductor Inc pleaded guiitythe price fixing of DRAM
computer chips and agreed to pay $185 million. Bu&nability to pay’, the fine was
reduced and is to be paid over five years intdrest This is despite the fact that Hynix
is about to spend $250 million on a business verituChina (Mutchnik & Casamassima
2005 at p4). As with the SGL case, the DOJ doeprmtide details of why the ‘inability
to pay’ concession was granted and “signals theDilrision might be more flexible and
tolerant of creative solutions to reduce finandiairdens on slow-poke defendants”
sending the message to antitrust lawyers that titmu your client’s financial picture

may just have a silver lining” (Mutchnik & Casamiasa 2005 at p4).

The loose application of the *ability to pay’ discd and its lack of transparency may be
due to two reasons. Firstly, the DOJ may be showimugeasing flexibility in the

discounts’ application to encourage more firms tone forward and claim amnesty

26.S.A v DUCOA, L.PCriminal No 3-02CR0029IN, 30September 1999, US District Court, Texas
2U.S.A v TOKAI Carbon Co. LtdGriminal No 99-233 18 May 1999, US District Court. Pennsylvania

8 Re SGL Carbon Corporatioff &ir., 12.29.1999 at 19

% In addition to its failed petition for Ch11 banktay, further doubt is cast over SGL'’s alleged ficial
difficulties by the fact when the company was sam&d by the European Commission a few years later,
in Graphite Electrode$2001),Specialty Graphite§2002) andCarbon & Graphite(2003) — it faced a total
fine of €131.5 million (before appeals) and inthlee cases the Commission found SGL wasunableto
pay under paragraph 5(b) of the 1998 fine guidslin¢ghe two 33% discounts for ‘financial constraint
were instead granted to SGL under “other factdfsiithermore, SGL, as well as UCAR and TOKAI (who
received lower fines) were by virtue of Article itbe Commission decisions required to pay thesfine
full within three months of the decision.
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(leniency). So where a firm is not the first to eforward and misses out on immunity,
it can still rely on an extra discount or flexibylin the payment of a fine through *ability
to pay’ interest free payments. However makingagier for fines to be reduced, lowers
the expected cost of collusion making the endgaes $evere for infringing firms and
making collusion more likely. As discussed in Satl a leniency programme will only
be effective where the full sanction imposed ishhegough to entice firms to breach the
trust of the cartel. Indeed the minimum fine sethxy Sentencing Guidelines serves this
purpose, but the ‘ability to pay’ exception allowgo be ignored. Secondly, it may be
that the ‘ability to pay exception is used by th®J as a bargaining tool in its plea-
bargain process — after all it is argued behindsedio doors during plea-bargain
negotiations and then announced before a DistmctriCfor approval without a detailed
explanation of why it is justified. This would suegy that the extent to which the DOJ is
willing to recommend that a company has an ‘ingpito pay’ (resulting in it paying
fines that are below the minimum required by time fyuidelines) may simply depend on
that company’s bargaining skills or on how much it has spent on the lawyers and
negotiators sent to the DOJ to strike a deal (Giddb1998)>°

As with the EC ‘financial constraints’ consideratjahe fact that the ‘ability to pay’
discount is granted even where a firm is not il deager of bankruptcy, and without
any transparency as to how the discount is cakdlat qualified, leaves it open to abuse
by infringing firms wishing to lower the cost of lagsion. This issue is particularly
significant given that a big unexpected item toAgten off (such as a fine) can always
be presented as bringing a firm within the bourfdasmlvency if it is not provided for in
advance. Thus the existence of a loosely applie#rbatcy discount actually creates an
incentive for firms not to put money aside whennforg a cartel for the purposes of
paying fines and restitution if caught, but rattiex less prepared a firm can present itself

as being financially, the greater the scope focalisited fines.

%It remains to be seen what impact, if any, theSureme Court decision Wnited States v Bookét24
U.S. Supreme Court 2531, Jan 12 2005] will havetida procedure. Prior to this decision, the US
Sentencing Guidelines (despite their name) werdibgnon courts. In Booker they were declared adyiso
giving judges the discretion to challenge sentemtgermined from the Guidelines. The Department of
Justice is hoping that sentencing matters will ri@nasiness as usual (Hammond 2005). However, it is
possible that courts’ ability to reduce fines beltve minimum set by the Guidelines will encourage
infringing firms to take their chances with a judgentencing them, rather than reaching a plea tmarga
with the DOJ.
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The real significance of these uncertain bankruplisgounts in different jurisdictions is
that international firms guilty of collusion, caake advantage of these and use them to
play competition authorities against each othehlie result that the fines incurred are
further reduced, as illustrated by the example GILSIt is noted in the European

Commission’'sGraphite Electrodeslecision that,

“SGL had negotiated a very substantial reductiontia U.S. criminal fine... [and is] acting in a
contradictory manner in securing a reduction in dppropriate fine in the United States by referetace
likely penalties in the Community and then claiminghe latter jurisdiction that it should not hebgect to

any fine at all™*".

However, SGL was apparently successful in takingaathge of the discretion that exists
in both jurisdictions to reduce fines on the grasied financial difficulty with the result
that it paid fines in the US that were below theaimum required by the US guidelines

and by receiving a 33% discount from the Europeam@ission twice.

Figure 2 below shows SGL'’s share prices betweeroliact 1995 and October 2005.
During the period of collusion share prices inceshsubstantially reaching a high of
€102 on the 221 October 1997. Following the opening of investigasi by US and EU
authorities, the collapse of tl@&raphite ElectrodesndSpecialty Graphitesartels, and
the imminent agreement to pay $135 million to ti id fines, share prices dropped to
€27 by 18 March 1999. A recovery in share prices in 2000 imaye been helped by the
final stages of collusion in th€arbon & Graphitescartel before its collapse and may
also reflect an underestimation of how high Europ€ammission fines would be (for
this was prévitaminsand coincided with a substantial increase in thealer of cartel
investigations and levels of fines imposed). Follay the €80 million Graphite
Electrodefine by the Commission, along with the other twagoing investigations,
share prices dropped to a low of €5.50 on 25/112p@@rhaps suggesting that concerns
about SGL’s financial situation were by this stagell-founded. Share prices have
settled at around €10 since the end of collusiah the end of periods of investigation

and fines.

3 Supra,FN 13, Par. 181
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Figure 2%

SGL Carbon AG Share Prices 1995-2005

$135 million — May 1999 CARBON & GRAPHITES — Dec 1999
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EC Fine
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The example of SGL exemplifies how the availabitifythese bankruptcy considerations
worsens the EC enforcement problem and is alsointsital to international
enforcement against hardcore cartels. Firstly, S case is typical of international
cartels prosecuted in the last ten years in treatd8 has a first mover advantage usually
opening its investigation and imposing fines befitie European Commission (Stephan
2005). This leaves the EC enforcement regime witeeaous problem of political
economy: by the time an international firm facesipbment by the Commission it will
already have incurred fines and civil action formages in the US and sometimes
Canada. This makes it easier for that firm to preseself as undergoing financial
difficulties, playing on concerns about unemploymeand social justice within the EU,
perhaps by scaremongering about factories closiitly ssulting mass redundancies.
Consequently, it is easier for an internationahfito gain discounts on the grounds of

financial constraints even where the full fines Wionot seriously threaten their financial

%2 Share price data acquired from SGL's website://www.sglcarbon.dévisited 10 December 2005)
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viability or even exceed the illegal profits enjdyeuring the period of collusion.
Secondly, lower fines resulting from bankruptcy siderations are not a problem in the
US where other sanctions exist, but widen the gageterrence in the EC by reducing
the only sanction available to the Commission, afféctively reducing the cost of
collusion. Lastly, hard-core international carteidy face serious sanctions in a handful
of jurisdictions. Thus the potential for bankruptmynsiderations to be used in those few
jurisdictions to reduce the levels of fines impgsetiens the more serious problem of
punishing and deterring international cartels.

Concluding Remarks

EC cartel policy currently faces an enforcementbfmm: deterrence cannot be
strengthened because the probability of detectimhlavels of sanctions are effectively
capped. Detecting more infringements through irewdanvestigations is costly and an
effective leniency programme requires a high sanctivith which to entice cartel
members into providing evidence of an infringementhe Commission in return for
immunity. Fines are the only EC sanction availadmethe Community level and these
cannot be increased because of fears that highes fvill cause bankruptcy, with the
costs and uncertainties associated with it. Thereafment problem is made worse by the
existence of bankruptcy discounts in the EC and Wise which ostensibly have the
purpose of protecting firms from fines that woultherwise threaten their continued
financial viability, averting the costs of bankrapt In practice however such discounts

are detrimental to enforcement in three respects:

Firstly the wide discretion and lack of transpasenwith which the European

Commission grants ‘financial constraints’ discoulei@ves them open to abuse with the
result that fines, already within the 10% annuahdwer cap, are reduced even where
there is no real danger of bankruptcy. Moreoveg,ithportance of the social objectives
of the European Treaty as well as the Commissidesre to increase its credibility as an
institution, raises concerns as to whether theaffeial constraints’ discount can be
applied equally or fairly to all infringing firmsThis is because the protection of

employment and social justice dictates that firnih Warger operations and work forces

29



within the European Union are more likely to reeea/ fine discount on the grounds of
financial constraints because it is easier for themrgue that fines will have an adverse
effect in a ‘social context’. The similarly flexdland unclear manner in which the US
Department of Justice applies the ‘ability to payteption to the Sentencing Guidelines
allows international firms to reduce fines in th€ Eurther by attempting to play
competition authorities against each other. As b\M&stigations of international cartels
normally precede those of the EC, by the time aermational firm faces punishment
from the European Commission, it is in a betteritgms to argue the danger of
bankruptcy by making reference to fines and setlds for private damages already
incurred in the US, as demonstrated by the exaofiBGL.

The scope for international firms to play competitiauthorities against each other and
lower fines is of particular significance to a muahger enforcement problem than that
faced by the EC. Many hardcore cartels operatenat®nally yet only a handful of
jurisdictions impose significant sanctions for eaidffences (the strongest enforcement
regimes exist in the US, EC, and Canada). This @oypounds the problem that
international cartels face proportionately far deratanctions relative to their offence
than those incurred by cartels which only operatibiov the EU or US making them
more profitable and thus more likely (OECD 2002)isTis particularly so because such
behaviour goes unpunished in most parts of thedworl

Secondly the existence of any safeguards againgrigatcy create a strong incentive for
firms to prepare as poorly as they can for potéritres when committing a cartel

infringement, safe in the knowledge that a comjpetiauthority will never impose fines

upon them that will drive them out of business.eled the gloomier the financial picture
they paint, the lower the fines they are likely it@ur. Such safeguards essentially
amount to an even lower cap on fines, compoundimgnGr’'s (2005) observation (made
in reference to the 10% annual turnover cap) thel $mits to fines may provoke cartels
into increasing their infringement so that theirtebprofits are greater in proportion to

their (effectively) capped liability.

Thirdly, by reducing fines already within the 10%naal turnover cap, bankruptcy
discounts have the effect of lowering the sanctifersed by infringing firms and

widening the EC enforcement problem outlined inti®ecl of this paper. As fines are
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the only Community wide sanction, anything thatuses them essentially lowers the
cost of collusion to an infringing party (relatit@ potential cartel profits) and so makes
an infringement more likel§? This is not the case in the US where, unlike theoBean
Commission, the DOJ has other sanctions in itsnatséhat can be increased to
compensate for any reduction in fines. As well las a@vailability of treble damages in
civil antitrust actions, a particularly strong saoe in the US is the imprisonment of
individuals. Fox (2005) points out that imprisonmédmas such a deterrent effect on
company directors that many executives of colludings approach the DOJ and say
“Fine me as much as you want, but don’'t send mjaitb— however, they never walk
through the door and say “send me to jail for aglas you want but don’t fine me”. As
part of the DOJ'SGraphite Electrodesnvestigations two UCAR executives were jailed
for seventeen months and nine months respectivelyaaotal of seven other executives
were prosecuted and personally fined. This may ltavepensated for the fact UCAR
received a fine discount and so deterrence fopthrposes of US cartel policy was not

undermined in the way that it might have been smEC.

The findings of this paper have important policyplivations for the EC cartel
enforcement regime. Whereas fines need to be isedean order to achieve effective
deterrence, bankruptcy discounts have the effeatrofling deterrence in Europe by
lowering them, reducing the cost of collusion. Imler to overcome this obstacle, the
European Commission needs to strengthen privateaarhent and consider introducing
community wide criminal fines and imprisonment aflividuals directly involved in
cartel infringements. Currently private antitrustians are still weak in the EC and
criminal cartel offences only exist on a membetestavel in a few jurisdictions. They
are not harmonised or fully coordinated and norgweember state has one. Moreover,
Article 23(5) of Regulation 1/2003 specifically t&s that decisions regarding Article 81
are not to be of a criminal nature. The effectige of a criminal offence in the EC would
require harmonisation of the offences on the natitevel as well as the coordination of
leniency policies and the availability of a “oneystshop” for leniency applicants. If

private enforcement remains weak and a communitie wriminal cartel offence is not

% The infringement may actually have been profitablthe fine does not reflect the harm caused (in
particular the illegal cartel profits enjoyed dwithe infringement) and the low probability of dsien. If
this is the case then there is no deterrence eafotmation of new cartels in the future remainstiwohile
despite the existence of cartel policy (Chemtob0200

% Supra,FN5
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possible, then the Commission should at least kedr cand strict criteria for the

application of bankruptcy discounts, explaining vehthe protection of employment and
social justice has influenced their decision anly gnanting such discounts where there
IS a strong justification. Fines need to be incedaly as much as possible in order to
strengthen deterrence and a strong first step wbeltb remove the statutory 10% of

annual turnover cap on fines.
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