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Chapter – VII

Managing Ethical, Legal and Reputation Risks

“The Indian market is a peculiar one because of the status of intellectual property. It’s not our intention to launch new drugs in the Indian market in the near future because it’s a pointless exercise. Any generic house could copy them and put them in the market place and sell them at a lower price. The dynamics of the market will not change until there are clear rules about intellectual property rights. So, for a company like ours, which is a prescription medicine-based company, India will become really attractive only when we get some I.P.R. protection.”

-Sir Richard Sykes, Chairman, Glaxo SmithKline

Understanding legal and ethical risks

In 1997, leading multinational pharmaceutical companies came under fire for overpricing AIDS medicines. With 20% of its population testing positive for AIDS, the South African government decided to allow import and production of cheap generic substitutes for patented products. Merck and other leading pharmaceutical companies complained that this was a clear violation of intellectual property rights. Initially, the US government supported them. But after a massive round of negative publicity, the government backed down. The pharmaceutical companies announced they would sell AIDS drugs at production cost in developing countries. This incident clearly brought out the pressures on companies, to accept high standards of social responsibility in today’s business environment.


Even though some people like the famous economist, Milton Friedman have argued that the only real aim of a company is to make profits, what needs to be understood is that without a strong ethical performance, profits would not be possible. Unethical companies face resistance and hostility from society. This builds up over a period of time and finally brings the company down.


Quite clearly, organisations have to develop a good understanding of the legal and ethical environment in which they operate. Violation of laws may result not only in penalties and other forms of government intervention but also damage the reputation of the company. Since the dividing line between illegal and ethical activities is very thin, it makes sense to cover them in the same chapter. Whatever be the differences between them, both can cause more damage to a company’s reputation, than any other risks covered in this book. 

Protecting the company’s image is the task all CEOs have to take seriously. In today’s competitive environment, any adverse impact on the company’s image can lead to a sharp decline in its competitive position. Hence, antitrust issues, public litigation/class action suits, product recalls, (to name a few of these risks) which have the potential to damage the company’s reputation must be handled carefully. This calls for a systematic, well planned approach that avoids knee jerk reactions and crisis management.


The regulation of business and risk management are closely related. Yet, it may not always be clear what constitutes compliance. Regulatory laws often give a lot of discretion to officials who form an opinion based on the organization’s commitment to regulatory objectives, its record of compliance, the quality of management and its capacity to comply. These are the considerations, which influence the decision to intervene in the company’s affairs. A proactive approach by companies based on a good understanding of how government officials tend to view things is very important in risk management. A distinction is drawn between government intervention on the basis of statutes and laws and that based on political considerations. In this chapter, the first type of risk is covered. The second type finds place in the chapter on Political risk. This chapter is not meant for explaining various legal provisions. Nor does it aim to explain the principles of business ethics in detail. Rather, it aims at sensitising the senior management to a special category of risks and to highlight the key strategic issues involved in managing them.

The crisis at Lloyd’s

Unethical and illegal practices can sometimes drive a company to the brink of bankruptcy. Consider the insurance giant, Lloyd’s of England. Founded in 1688 by insurance brokers and merchants at a London coffee house, Lloyd’s emerged as one of the top insurers in the world. It even insured the Titanic which sank in 1912. 


In 1969, 11 asbestos companies were sued by a dying worker for not adequately informing him about the hazards of handling the material. In 1973, a federal appeals court held the companies liable. His widow was awarded a compensation of $79,000. This opened the floodgates and many asbestos companies went bankrupt. Lloyd’s, the insurer of last resort faced a major financial set-back. 


By the late 1970s, Lloyd’s’ senior management knew that the company was facing a crisis, but apparently suppressed the news about asbestos and manipulated the books to show profits. Lloyd’s also persuaded the British parliament to grant it immunity from lawsuits by investors, except in cases of proven fraud. Meanwhile, the Bank of England, suspecting trouble, exerted its influence to have an outsider, Ian Hay Davison appointed as CEO in 1983. But Davison could not function efficiently, allegedly due to interference from the chairman, Peter Green. 


By the late 1980s, signs of trouble were becoming evident even as membership hit a peak of 34,000. Many investors began to withdraw. In 1991, Lloyd’s reported a loss of $980 million, which climbed to $3.85 billion in 1992 and to $4.4 billion in 1993. In 1996, Lloyd’s reached an agreement with its investors. A reinsurance company called Equitas was created to assume responsibility for Lloyd’s pre 1993 obligations. The settlement however, was seen as unstable and fragile. About 5% of Lloyd’s investors refused to sign the settlement which would have reduced and capped their debts in exchange for an undertaking to end all litigation. 


In early 2000, a twenty week trial began in which 220 investors accused Lloyd’s of fraud. Their main contention was that the insurance company had known about the asbestos liabilities way back in the 1970s but had concealed this while soliciting new investors.


They argued that Lloyd’s went hunting for Names (the acronym for Lloyd’s investors) to spread the huge asbestos liabilities over several investors. Hard data backed this argument. In the early 1970s, there were only about 7000 names but by the late 1980s, the number had crossed 30,000. Lloyd’s made it easier for new Names to join by changing rules and allowing them to pledge their homes as collateral for the policies they underwrote and for which they were personally liable. About 30 Names committed suicide between 1988 and 1992, as they faced financial ruin. The lawsuit sought damages up to $237 million.


In November 2000, Lloyd’s earned a reprieve when it was acquitted of fraud charges. However, it received a fresh set-back when, in August 2001, 220 Names were granted leave to appeal against the ruling. The hearings are expected to start in January 2002.

The growing importance of Ethics

Business Ethics is rapidly emerging as one of the most important disciplines of management. It has its roots in the writings of great philosophers such as Socrates and Confucius. But it came of age after the Wall Street scandals of the 1980s. In simple terms, it is coming to know what’s ‘right’ or ‘wrong’ in the workplace and doing what is ‘right’ in regard to products/services, relations with employees, relations with external stakeholders, etc. Most well managed companies have codes of conduct to guide the decision making processes of employees. Yet, many ethical dilemmas have to be resolved on a case-to-case basis and no general prescription can be offered. But whatever be the argument, organizations are realising that adopting an ethical approach has many advantages. Indeed, acting ethically may make the difference between survival and closure of an organization.

Nordstrom faces employee litigation
Nordstrom, the US retail chain is well known for its excellent customer service. The company expects its employees to go out of their way to do their best for the customer. This has created problems for the retailer on occasions. 


In 1989, the United Food & Commercial Workers union alleged that the staff had to work beyond office hours in activities such as writing ‘thank you’ notes, making home deliveries, tracking down special items over the phone and so on. The union charged that Nordstrom was indulging in unfair employer practices by not paying compensation for such work. A subsequent investigation by the Washington State Labor Department concluded that Nordstrom had indeed violated compensation norms and directed the company to pay employees for such work. Nordstrom initiated a claims process for unpaid work done by employees. Under a new policy, employees began to log all the hours worked. Nordstrom set aside $15 million for back pay claims. 


Nordstrom’s 1989 annual report made a forceful defense of the company’s position: “Our policy has always been to pay our employees for the work that they perform, and this policy has not changed over the years. Employee initiative and enthusiasm has always been important in servicing the needs of customers and we appreciate the efforts of our employees. They are the foundation of the company’s success. Some mistakes have been made in compensating our employees, and we are in the process of correcting them. We believe, however, that our sales employees are the highest paid in our industry. And we also believe that they will continue to provide the customer service that they have become known for because they enjoy themselves selling for the company and because they are rewarded for their efforts through commission on their sales”. 


The dispute between the union and Nordstrom resulted in an acrimonious debate on the merits and demerits of Nordstrom’s customer-oriented culture. While some employees pressed for compensation, others supported their employer. Meanwhile, Nordstrom’s shareholders filed a suit claiming that the company’s senior management had suppressed vital information, which had a major bearing on Nordstrom’s share price. As shareholders put pressure, Nordstrom agreed to pay $5 million in an out-of-court settlement. 


In January 1993, Nordstrom reached another out-of-court settlement, with the United Food & Commercial Workers Union. Existing and former Nordstrom employees who had worked at least 200 regular hours between 1987 and 1990 asked for compensation. Nordstrom paid about $5 million under the settlement.


Nordstrom’s image again came under attack when a union alleged that employees wore garments promoted by Nordstrom during working hours, and put the merchandise back on the rack, without cleaning. The state government sued Nordstrom for selling used merchandise at its Oregon stores. Without admitting any wrongdoing, Nordstrom settled the suit, paying the government, $25,000.


Other incidents have also sullied Nordstrom’s image. An employee filed a lawsuit on the grounds that the Nordstrom management had placed a hidden video camera in a small rest room for store workers. Nordstrom explained that the room was not meant for employee use, and that the video camera was meant to keep an eye on a safe containing high value merchandise. In 1992, some Afro-Americans filed a lawsuit complaining against discrimination in recruitment and promotion. A group called People Against Racism at Nordstrom (PARAN) was formed.

Consider Manville, the asbestos company which filed bankruptcy in 1992. Manville had known for years that asbestos inhalation resulted in lung diseases. But it concealed the information from affected employees and customers. Justice finally caught up and the company found itself facing 17,000 lawsuits. Around 80% of the company’s equity was eventually used to compensate the victims Manville had paid dearly for fooling itself into believing that it was cheaper to kill people than admit the dangers associated with asbestos.


Contrast this with Johnson & Johnson which faced a major ethical dilemma In 1982, when its Tylenol capsules, contaminated with cyanide led to several deaths in the Chicago area. Although the standard procedure would have been to recall only the contaminated lot, Vice Chairman David Collins felt the right thing to do was to recall the entire product line. Ultimately, the company was absolved of blame. To this day, the Tylenol recall remains a classic case study in business ethics. Johnson & Johnson was guided by one of its core values: “We believe our first responsibility is to the doctors, nurses and patients, to mothers and fathers, and all others who use our products and services… We are responsible to the communities in which we live and work and to the world community as well.” 


In the section that follows, we cover briefly the theoretical principles of ethics. A more detailed treatment can be found in a standard textbook on the subject.

Ethics in Action: The Raytheon Company

The Ratheon company encourages its employees to ask the following questions.

· Is the action legal?

· Is it right?

· Who will be affected?

· Does it fit Raytheon’s values?

· How will I feel afterwards?

· How would it look in the newspaper?

· Will it reflect poorly on the company?


Source: Workforce, December 1, 2000.

The growing importance of corporate governance
Ethics and corporate governance are closely related. Good governance implies that a corporation is run for the benefit of stakeholders. This requires accountability at all levels of the organization. The CEO should not have such unbridled authority that he can take major decisions without consulting the major shareholders. The board is the ultimate authority for decision-making within a corporation. Unfortunately, many boards, especially in India act like rubber stamps. They tend to endorse whatever the CEO decides. So, the composition of the board is very important. Luminaries, who have professional expertise in their respective fields must be invited as external directors. Board members, especially the non-executive directors should come well prepared and take part actively in meetings. To attract good people, companies must compensate their external directors well. They must also pay attention to disclosures. A strong grievance redressal mechanism for employees and customers is necessary. When ‘whistle blowing’ takes place, companies should not react in a hostile way. They must try to understand why whistle blowing has taken place and put in place structural remedies. The rewards for accepting high standards of corporate governance are handsome. This is reflected in the success of Infosys. Ultimately, good corporate governance cannot be enforced only by systems and procedures alone. Strong core values are also necessary. 

Legal risks faced by companies

The rise and rise of class action suits

A class action lawsuit is brought by or against someone on behalf of other persons with a similar grievance. The class is usually a group of plaintiffs but may also be a group of defendants. For example, plaintiffs injured by prescription drugs may sue all the manufacturers of the drug as a class action lawsuit if they have similar problems. Class action lawsuits
 constitute a major risk to companies in countries like the US. Such suits have the potential to force companies into bankruptcies through litigation costs and attorney fees even if they win the suits. 

Dow corning: Driven to bankruptcy by class action lawsuits

Dow Corning, a joint venture between Dow Chemical and Corning was set up in 1943. The company specialised in developing applications for silicone. By 1994, it was making some 8700 products, with sales of $2.2 billion. Breast implants constituted a relatively insignificant and less profitable product line.


In 1982, a lawyer, Dan Bolton filed a case on behalf of a client who complained of ruptured implant, chronic fatigue and joint pains. With the court’s mandate, Bolton visited Dow Corning (DC) and collected several documents to build a strong case against DC. Some internal memos at DC clearly indicated that the safety of the product had not been established beyond all doubt. Though there was no hard evidence that breast implants were harmful, the information collected was enough to persuade the court to award damages of $1.7 million. Later, an out-of-court settlement was reached for a smaller sum. 


Six years later, when Bolton fought on behalf of another client, Marian Hopkins, (who complained of a ruptured implant joint pain, fatigue and weight loss) he won again. This time, there was a terrific impact and the $7.34 million damages award become a rallying point for the plaintiffs. TV shows highlighting the problem prompted several women with the same problem to mobilise support for their cause. The federal government led by FDA Commissioner David Kassler also got involved. After examining the documents provided by Bolton, Kassler announced that the safety of breast implants had to be thoroughly investigated. Soon, thousands of lawsuits were filed.


Keith Mc Kinnon who became DC’s CEO in 1992 decided to withdraw from the breast-implant business, to convey the company’s concern for its customers. He also stepped up efforts to collect scientific evidence to prove the product was safe to use. As a defensive measure, DC also appointed lawyers to handle the mass-tort cases.


Meanwhile, with the number of breast implant cases having run into thousands, a decision was taken to consolidate them in an Alabama court. While consolidation saved time for DC, it also attracted more litigations as lawyers knew the initial work had been completed. Meanwhile, lawyers in Texas followed a different strategy to prevent the consolidation of cases. They used the implicit threat of several separate trials to extract money from companies. In one celebrated case against Bristol Myers Squibb, the jury awarded $25 million in damages. This case heightened the expectations among breast-implant victims and generated a new round of publicity. 


By early 1993, DC was facing a severe crisis, with the number of law suits having crossed 10,000. The company appointed a lawyer, David Bernick who convinced the jury in a trial in Colorado in May-June 1993 that there was no substantive proof that silicone caused any diseases. Bernick’s devastating cross examination thoroughly exposed a doctor who had been called as expert witness to testify against the company. 


Inspite of this legal victory, the number of lawsuits had grown so large that settlement was the only option for DC. In early 1994, DC announced it would pay $4 billion. Individual claimants would receive sums of money ranging from $200,000 to $2 million depending on their age and the severity of symptoms. The immediate payment was $1.2 billion by three different companies including DC. The remaining would be paid over 30 years. 


This settlement of course made sense only if the vast majority of the plaintiffs abandoned their suits and took the money. So, the lawyers who had negotiated the settlement went around the country trying to persuade other lawyers to commit their clients to the settlement by the opt-out deadline. Unfortunately for DC, there were too many opt-outs. The company realised that it could not keep settling individual suits indefinitely. It had already spent $400 million and committed another $2 billion. It was facing another 75 cases with 200 plaintiffs being represented. Finding it virtually impossible to handle such a situation, the company filed bankruptcy on May 15, 1995. President Gary Anderson
 regretted that the end had come at a time when scientific evidence seemed to be clearly emerging that there was no connection between the implants and the immune-system diseases that were being allegedly caused by the breast implants. 


To facilitate class action, the person filing the suit must satisfy the judge about the following:

1) The class is sufficiently large so that adding people as actual parties to a lawsuit is difficult. When there are only a few people, they can all be asked to appear in court and a class action suit may not be permitted.

2) Without the class action mechanism, the judge may have to rule on the same issue hundreds of times.

3) A few parties submit a representation, which will essentially involve the same legal and factual issues as the other members of the class.

4) The representative parties will fairly and adequately protect the interests of the class.


One of the first things in a class action suit is the court certification. The judge must accept the class action suit and decide who is in the class. This stage is hotly contested. Once the class has been certified, the advantage shifts decisively in favour of the plaintiffs. After the class is certified, all members must be identified and given notice of the suit. The named plaintiff is the only class member who actively gets involved in the process. Class members are kept informed from time to time till the ruling is passed.


In recent times, class action lawsuits have been used against companies as legal blackmail. Managing complicated class action lawsuits, involving several interested parties was earlier very difficult. Today, computerised databases can manage information effortlessly. Also lawyers have become very aggressive in countries like the US and actively solicit customer complaints by issuing advertisements. The situation became so bad that during the period 1985 to 1995, if a publicly traded company missed its earnings estimates and its stock price fell, it ran the risk of a class action law suit alleging fraud. In late 1995, the laws were amended to protect public companies if they issued inaccurate projections as long as they contained certain cautionary disclaimers.


When a number of cases are filed as parallel ‘tort
‘ claims making the same accusation about the product, they lead to mass torts. Faced with mass torts, many companies settle the litigation, to avoid the sheer volume of lawsuits. Mass torts litigations derive their strengths from raw numbers, not evidence. When plaintiffs’ lawyers can generate a large number of parallel lawsuits, the strength or weakness of the actual cases becomes irrelevant. The large number of lawsuits puts pressure on companies to plead for mercy. Otherwise they would have to expend substantial resources trying dozens of cases at a time, all across the country.

 
Fortune
 has provided various guidelines for companies to tackle mass torts:

· Claims should be contained early by picking the right cases to settle and the right ones to try.

· Attempts to consolidate the cases must be contested.

· Excellent relationship should be maintained with the press even if they are supporting the plaintiffs

· Geographic regions with a bias towards plaintiffs (such as Texas state in the US) should be dealt with differently. 


In August 2000
, Toysrus.com faced class action law suits that accused it of infringing on the personal privacy of visitors to its site. The charge against the company was that it had hidden identification codes on the computers of its customers to track their internet browsing habits. The company had not disclosed that it shared the personal information of customers with Coremetrics, a California based data analysis firm. According to some observers, if Toys RUs had disclosed this clearly, there would have been no legal action. But by not communicating to customers, clearly and unambiguously, Toysrus.com faced an avoidable legal risk. Fortunately for the company, it got away with a relatively light fine of $50,000 in the state of New Jersey, which announced its ruling on December 26, 2001. (It remains to be seen in which direction, the lawsuits pending in other states move). Toysrus.com also agreed to make its online privacy policy clearer to its customers. It announced it would tell customers when cookies were being placed on their hard drives and how to avoid receiving them.

The German pharmaceutical company, Bayer faced big problems in the US when 31 patients died after consuming its anti cholesterol drug, Baycol (generic name: Cerivastin). On August 8, 2001, the company withdrew the drug from the market. By the third week of August 2001, individual suits and suits seeking class action status had been filed in at least six districts of the US. Many more suits were expected. In addition to the federal cases, dozens of suits were filed in state courts, and plaintiffs’ lawyers expected the figure to grow into hundreds. Two law firms moved judicial panels to consolidate all the federal suits in one court to coordinate what promised to be a massive national litigation.

Product liability 

Product liability arises when a defective product causes injury to persons or damages property. The liability generally falls on the manufacturer. A person injured by a defective product can claim damages without having to prove that the manufacturer was negligent. The injured person must only furnish evidence that the product was defective when sold and the defect caused the injury. Class action suits ensure that many suppliers of the same product can be held liable according to their market share, if it is difficult to pinpoint the defect on one particular producer. In the US, under the ‘deep pocket’ principle, the company which can pay up is held liable.


In the US, product liability judgements often favour plaintiffs and include substantial awards for economic and non economic damages. In the EU, the Product Liability Directive sets out a general duty of product safety and requires manufacturers to give safety top priority while designing, manufacturing and distributing products. In Japan, the close relationship between government and industry has been cited as the main reason for the relatively small number of product liability litigations. The few cases filed have mostly been settled out of court or have ended in failure to the consumer. 


For many years, cigarette companies did not suffer any major reverses, except for a ban on advertising, mandatory warning labels and ban on smoking in flights. But in the 1990s, cigarette companies have faced a barrage of lawsuits. Public anger at the cigarette industry started intensifying in 1991, when studies revealed that RJR’s cartoon advertising figure, Joe Camel was almost as recognisable to six year olds as the popular Mickey Mouse. In August 1996, a jury ruled against a cigarette maker for the first time and awarded a compensation of $750,000 to the family of a Florida based victim. In 1997, tobacco companies agreed to eliminate vending machines, pay for treatment programs, reduce teenage smoking and pay $368.5 billion over 25 years to finance children’s health insurance, smoking cessation programs, treatment of sick smokers and compensatory damages. In return, they were granted limited immunity from civil suits and weak FDA supervision. (See case at the end of the chapter for more details).


Product liability claims have increased significantly in recent times. There are several reasons for this trend. Technological advances have made it easier to pinpoint defects and prove that the harm was caused by the product. Social attitudes towards claims have changed thanks to better awareness of the public’s right to press liability claims. The increased awareness has been fuelled by solicitors’ advertisements and extensive media coverage. Of course, in countries like India, customer protection still leaves a lot to be desired.


Even if companies buy product liability insurance, the insurance company is likely to insist on sound risk management procedures before offering its services. Where the liability is clear, the insurance company will settle the claim. Where it is disputed in a court, the insurance company will bear the cost of litigation till the court passes the ruling. Insurance will however, not compensate all the losses incurred. Moreover, the real damage is often to the brand name and the company’s reputation. Other costs arise due to the disruption of production, if the product has to be withdrawn or redesigned and valuable management time consumed in dealing with the problem.


So, companies need to manage product liability risks in a proactive way. Careful planning and reflection can help them to avoid faulty design, defective raw materials and inadequate safety mechanisms. A cross-functional approach to product design, development and manufacture can help. Documented quality control procedures such as ISO 9000 can pinpoint the gaps, which exist.

Managing product recalls

Companies can find themselves in trouble if they do not handle product recalls carefully. Take the example of Coke, which in June 1999, found itself facing a major crisis in Europe. News of contaminated Coke bottles was reported when 33 school children in Belgium became sick on June 8 after drinking the world’s most famous beverage bottled at an Antwerp plant. Later, 80 people in France were afflicted by intestinal problems, bringing the total number of those affected to about 250. European authorities quickly responded by imposing a ban on the sale of Coke. 17 million cases from five European countries were recalled and destroyed, marking the largest product recall in Coke’s history. Coke’s explanations of the problem were rejected by the European authorities. It was later found that workers at the Antwerp plant had failed to conduct a routine test to check the purity of the carbon dioxide used. Coke attempted to provide health and product test data to assure customers there were no serious problems. Many Coke officials visited Brussels. But the general feeling was that Coke’s response had been tardy and unsympathetic. Coke CEO Doug Ivester made a strategic blunder, when he delayed his visit to Europe, by more than a week after the crisis began. Between June 8 and June 28, Coke’s stock gradually fell from $67.75 to $61.06. Later, Ivester
 conceded that his company had to be more respectful towards government agencies. Though the ban was lifted shortly afterwards, Coke’s image continued to suffer. Analysts felt that with the eyes of the European regulatory authorities firmly on Coke, the company’s future expansion plans as well as consolidation of bottling operations in the continent would be threatened.


Another valid example is Ford. The company’s safety related problems with its best selling sport utility vehicle, Explorer, threaten to undermine seriously the company’s reputation. Following Firestone’s recall of 13 million tyres (standard equipment on the Explorer) last year, Ford recently announced a further recall of millions of tyres. These recalls are costing Ford billions of dollars and have sharply eroded its reputation. The common perception is that the safety problems with the Explorer are not solely on account of the tyres. Preliminary evidence has indicated that the Explorer spins and goes out of control more frequently than other comparable vehicles. Meanwhile, Ford’s external directors have decided to take legal advice to review whether they have any liability in shareholder lawsuits filed against Ford and its directors. This has been interpreted as a strong indictment of Ford’s management. Many analysts have made sale recommendations for Ford’s shares. The crisis has culminated in the resignation of Ford’s high profile CEO, Jacques Nasser.


 These examples indicate that problems relating to defective products must be identified early. Whether or not to recall the product depends on the nature of the defects and whether the problems can be attended to in the field. Recall procedures should be planned well in advance. Unfortunately, many companies continue to make ad hoc decisions in this regard.


A strategic approach to product recall implies a cross-functional approach spanning across planning, product development, logistics, information systems and pubic relations. Indeed, sound management of product recalls will not only ensure damage control but may even enhance the reputation of the company by impressing the general public about the good intentions of the company. Johnson & Johnson, mentioned earlier in the chapter, is a good example. 


 Like any other business activity, people hold the key to the effective management of a product recall situation. Employees should be made aware of the linkage between product recalls and customer satisfaction and should be encouraged to speak out whenever they notice any problem. A recall manual can be prepared and a team of managers identified to handle product recalls. When a crisis occurs, the team should make a quick assessment of the situation and decide on the scale of response – free repairs, selective recall or complete recall. 


While speed is important, a hasty recall decision without a proper investigation is not advisable. According to Smith and Thomas
: “Although delaying the recall of an unsafe product may increase the size and number of claims against the company-not to mention potentially endangering consumers and creating ill will – issuing a recall amounts to admitting that there is a problem and may open the door to a flood of lawsuits. The recall response team should weigh all the factors carefully before making a decision.” In 1993, Pepsi after investigating the contamination of its canned cola beverages decided that the blame lay elsewhere and decided against a recall. This turned out to be a wise decision.


Once a recall is announced, goals must be set for closure of the program. How to reintroduce the product in the market is another key issue. The recall process should be audited and documented to enhance organisational learning. The product development team should also make a detailed assessment of the technology behind the development process, reappraise quality control processes and identify opportunities for re-design, in anticipation of future problems.


The communications function plays a critical role during product recalls. All the stakeholders must be carefully identified and the company should communicate with them clearly. During the recall, the response team should keep customers properly informed and encourage them to exchange the defective product for a replacement. Black and Decker’s handling of defective coffee makers in 1988-89 is an outstanding example of excellent corporate communications during a crisis. Thanks to these efforts, Black and Decker generated tremendous customer goodwill.

Kodak runs into IPR problems

In April 1976, Kodak announced that it was entering the instant photography market, traditionally dominated by arch rival Polaroid. Kodak also indicated that it would license other companies to manufacture cameras using its instant film. Polaroid filed a suit against Kodak for infringent of 12 of its patents. It won the suit. In 1985, Kodak had to suspend sales of its instant cameras. By this time, Kodak had sold as many as 16.5 million units. Kodak which found itself facing a class action suit lodged in Illinois, offered its existing customers three options: a newly launched disk camera, $50 in coupons to purchase Kodak products or one Kodak share valued at $44.375. On May 16, 1988, a preliminary settlement of the class action suit was announced. Kodak set up a $150 million fund to compensate camera owners through a combination of cash and coupons. Soon, millions of camera owners registered their claims through toll free numbers. 3.4 million owners submitted valid claims, accounting for 25% of the 16.5 million who had purchased the cameras and were eligible for the compensation. On September 27, 1988, a modified version of the preliminary settlement was finally approved by the courts. Kodak had to pay owners between $50 and $70 in cash and coupons, depending on the type of camera they owned. The principle followed was to compensate each owner by an amount greater than the value of the camera at the time Kodak withdrew from the market. The coupons had to be redeemed by January 31, 1990. The final cost to Kodak was$ 193 million. This marked the end of the largest and most successful class action suit in the US, in terms of the number of people receiving compensation. 


Logistics and information systems have to be in place to facilitate an efficient product recall. The company should check whether the existing distribution system can handle the product recall. Mock recalls can be used to test whether the company can isolate product defects by batch, plant and process. 


According to Kenneth Homa, Vice President, Black and Decker
: “A recall is in the final analysis, a costly distraction from normal business routines caused by a failure in internal development and operating processes. Accordingly, every effort is made to avoid recall situations by continually evaluating quality standards and tightening process controls. But when the need arises, every possible effort is expended to execute recall most effectively by acting quickly, setting heroic return goals, assigning strong people to the teams, refusing to quit until the task is complete and recognising the people who get the job done. Anything less could jeopardize the Black & Decker brand franchise and unacceptably put one of the company’s key strategic assets at risk.”


Recalls can shatter customer confidence and disrupt relationships with other supply chain partners. They can also allow competitors to take advantage of the situation and invite government action. Yet if handled properly, product recalls can also be turned into a competitive advantage. Johnson & Johnson, mentioned earlier is a good example.

Safeguarding Intellectual property 

In almost every industry, with the growing importance of knowledge-based assets, Intellectual Property (IP) has moved into the centre stage. If managed well, IP can be a strategic weapon. If not, competitive advantage will be forgone quickly. Companies are taking patents more seriously than ever. This is reflected in the 36% increase in patents granted in the US from 124,068 in 1997 to 169,094 in 1999. Legal fees involved in filing a single patent in the US range from $10,000 to $15,000. Litigation and maintenance costs are estimated to be $250,000 over the life of a single patent. 


The crucial decision for companies is whether to patent or not. And if it is decided not to patent, what are the options to be pursued? Unnecessary patenting will cost a company millions of dollars. On the other hand, not patenting may lead to heavy costs in the form of litigation, product redesign and lost time in marketing. 


Many companies look at trade-secret protection as a substitute for patenting. Unfortunately, the high degree of employee mobility and the speed with which information gets disseminated makes it difficult to keep any innovation a secret for a substantial period of time. 


A better option is defensive publishing, which enables a company to commercialise the innovation without patenting. By publishing details of the innovation anywhere in the world, one can prevent competitors from getting patents for the same technology at a later date. With one publication, the company can make the product anywhere in the world. 


Many companies patent their pioneering or radical innovations. However, if competitors patent the peripheral innovations needed to commercialise the radical innovation, it would create major problems for the pioneering company. So, a good strategy is to use defensive publishing for relatively minor innovations, which may not be worth patenting by themselves. 


If someone else has published something on the innovation before the patent application is filed, this can be disclosed. Once it is disclosed and given wide publicity, competitors will be unable to get patents. (If the document is in some other language, it should be translated into English and published). Another form of defensive publishing is to present information on the technology during a conference, whose proceedings are published in a visible forum, which is routinely accessed by patent examiners.


Defensive publishing can also be used in more aggressive ways. Technical details of a patent waiting for approval can be published. Other companies, not aware of the pending patent application, will be put to severe disadvantage when the patent actually comes through. Another strategy is to patent that part of the innovation that is most exclusive and publish what is necessary to boost sales of the patented part. Yet, another approach is to publish disclosures about both important and unimportant technologies and confuse competitors. 

Managing Anti-trust issues

Anti-trust laws aim to protect economic freedom and opportunity and provide a better deal to the customers by promoting competition in the market place. The basic premise of anti-trust laws is that increased competition leads to lower prices, better quality and more choice for customers. Anti-trust laws also aim at creating a level playing field and encouraging new entrants into the industry.

Communicating financial results: Lessons from America Online

Communicating with the investment community is an important task, which many companies do not take seriously. A good example is Tyco International which found its stock price crashing in October 1999, when a reputed analyst questioned its accounting practices. Tyco had failed to communicate clearly to analysts who had become confused about how the company accounted for its various acquisitions.


America Online (AOL) is a company which seems to have mastered the art of communicating to Wall Street. It has taken a lot of pains to ensure that the market understands its business model and how this is consistent with its accounting practices. In the early 1990s, AOL embarked on expensive marketing campaigns to popularise the use of the Internet. It capitalised these expenditures. Later, AOL’s revenue model changed its emphasis from user revenues to advertisements. In the third quarter of 1996, AOL announced it would no longer capitalise its marketing expenses and decided to take a charge of $385 million. 


AOL has also popularised the use of non-financial metrics that are considered important by analysts in evolving industries. In 1995, AOL began to report the anticipated member life of its subscribers. In 1997, it started to report the daily average use per member. By taking the lead, AOL could pick those metrics which favoured it. 


Senior managers should spend adequate time interacting with analysts and institutional investors. AOL was covered by 35 analysts in 1996 and nearly 60 in 1999. This was the result of the company holding almost twice as many conference calls as its peers, like Yahoo! 


AOL has consistently met or exceeded analysts’ expectations of its quarterly earnings. Only once during 1995-1998 did it record a shortfall but even then it was marginal and the company issued an early warning. Contrast this with Lucent, which in early 2000 missed its quarterly estimate and issued only a last minute warning. Then it set up aggressive financial targets which it could not quite achieve. Finally, CEO Rich McGinn lost his job.


Quite clearly, companies can gain a lot by being transparent about their strategy. Investors tend to be comfortable with the companies they understand. As Amy Hutton
 has put it: “Unlike war, in business there is almost never any long-term benefit to concealing a strategy and a competitive advantage that cannot be openly defended is unlikely to be sustainable. More often than not, companies that make it easy for analysts and investors to see where they are going, come out ahead”.


AOL’s equivalent in India is Infosys. Even though there is nothing to suggest that the company is technologically ahead of rivals like TCS, Satyam and Wipro, Infosys is unbeatable when it comes to financial reporting. Its disclosures and high level of transparency have endeared it to investors. 


Source: This box item draws heavily from the excellent article “Four rules for taking your 


message to Wall Street”, by Amy Hutton, Harvard Business Review, May 2001.

Most countries have laws which prohibit restrictions on entry into specific industries or markets; price-fixing agreements; ‘concerted practices’ (whereby firms rig markets through their behaviour but without entering into explicit agreements); exclusive distribution arrangements; and mergers and acquisitions that result in excessive market power. Different countries have put in place various measures to restrict anti competitive practices:

· Many countries are giving their anti-trust authorities the power to dismember quasi-monopoly groupings with retrospective efffect.

· Some countries have imposed specific quantified limits on business activity. French law, for example, prohibits any ‘concentration’ of businesses that controls more than 25 per cent of the sales, purchases or other transactions in a given market. A concentration is defined as any situation in which a company or group can directly or indirectly exercise a decisive influence on another company. 

· In some countries, there is automatic investigation of any company or group with a market share exceeding what is considered reasonable. 

· In many developed countries, all large-scale distribution agreements must be approved by the anti-trust authorities.

GE - Honeywell deal falls apart

In October 2000, General Electric (GE) finalised a deal to acquire Honeywell for $40 billion. Together the two companies offered a wide product range including aero engines, avionics products, small jet engines, under carriages, auxiliary units, brakes and leasing and other financial services. Legendary CEO Jack Welch announced that he was postponing his retirement plans to see the deal through. Welch had no doubts whatsoever about getting regulatory approval.


Trouble started when the European Commission (EC) announced on February 27, 2001 that it would conduct a full scale anti-trust enquiry in view of the merged entity’s tremendous market power. Even though the aircraft engine market was quite competitive, with players like Rolls-Royce and Pratt & Whitney, the EC felt that GE’s dominance could hurt competition in the long run and even lead to the exit of some players from the industry. Moreover, competitors who offered only engines would find themselves ill equipped to compete with GE’s bundled products. 


The EC competition commissioner, Mario Monti stipulated tough conditions including divestment of Honeywell’s avionics unit and dilution of GE’s stake in GE Capital. While GE had promised that its finance subsidiary, one of the two leading aircraft finance companies in the world, would behave responsibly, the EC insisted on a spin off. While GE was prepared to sell a part of the avionics business, the EC demanded much more. 


On May 8, 2001, Welch admitted that he had underestimated the difficulty in getting approval from the European authorities. On June 14, after a meeting in Brussels, Welch announced that the EC’s conditions were so restrictive that it would be very difficult for the deal to go through. On July 3, Monti confirmed that he would block the deal. 


Following the failure of the deal to come through, Honeywell CEO, Michael Bonsignore lost his job. Honeywell’s operational difficulties became more due to the attention drawn to the merger. It was left regretting its decision not to go ahead with an earlier, less ambitious plan to merge with United Technologies. GE had made a rival bid to steal the deal from United Technologies at the last moment.


Basic concepts of fair competition

Competition laws define market power, market dominance, and abuse of a dominant market position. ‘Market power’ means the ability of businesses to increase significantly the prices of their output without a decline in sales. Abuse of a dominant position occurs when a firm actually raises its prices to unjustifiably high levels. Market power may not necessarily damage economic welfare especially if it offsets other distortions in the economic structure of a country, e.g. if a monopoly invests its excessive profits in a nation where the capital markets cannot provide the funds necessary for major new ventures.


Assessment of market power also requires the definition of a ‘relevant market’, since a given level of sales will represent a larger proportion of a narrowly demarcated market than of one that is liberally defined. This has been an important issue in the Microsoft anti-trust case. Practical problems with the actual measurement of a relevant market include:

 
(a) defining ‘substitutable products’ 

 
(b) separating price movements attributable to market power from those due to inflation. 

 
(c) uncertainty about the entry of new firms into the market.


Different countries deal with the issue of relevant market differently. The US, for example, describes a relevant market as ‘the narrowest combination of a set of products and a geographic area such that if all the production capacity in that product set were owned by a single firm, that could profitably raise price by (usually) at least five per cent above a benchmark price for a significant non-transitory period
. In contrast, the European Commission defines the relevant market very broadly, as the market for ‘those products which are regarded as interchangeable or substitutable by the consumer, by reason of the products’ characteristics and their intended use. This allows the Commission to be as flexible as possible in its interpretation.

John H Shenefield and Irwin M Stelzer’s common sense guidelines on Anti-trust Laws

· Do not discuss prices with your competitors.

· Do not agree with your competitor to stay out of each other’s markets

· Feel free to join trade associations and to participate in activities that do not affect the vigour of your competition with your fellow members.

· Do not join forces with some of your competitors to the disadvantage of a few others. This is a grey area. Some forms of cooperation, such as joint research and development are permissible if their main purpose is to improve efficiency. Others are more questionable.

· Compete vigorously for all the business you can get. Price low if you are efficient. A large market share by itself is not bad.

· If you have some significant market power, consider the effect of any planned action on competitors.

· Feel free to suggest retail prices to dealers but do not coerce them to accept those prices.

· Restrictions on dealers to improve your ability to compete are acceptable. Thus, a non performing dealer’s services can be terminated but relevant documents should be kept in case a dispute arises later.

· Do not tie the sale of one product to another.

· Charge all customers the same price, unless the cost of serving them varies.

· Institute and support a vigorous, custom designed anti-trust compliance program.


Source: John K Shenefield and Irwin M Stelzer, “The Anti-trust laws, A primer,” Third edition, 


AEI Books, 1998


Intuitively, the number of firms within a specific industry sector and the market shares of each of these companies should indicate whether it is a case of market dominance. While the existence of a large number of competing firms with an even distribution of market shares gives prima facie evidence of the absence of a dominant position, a small number of competing firms with a few having large market shares does not necessarily imply dominance. Firms may have captured a large market share unintentionally, with competitors having the potential to increase their (initially low) market shares with a little more investment and effort.

Competition laws in the US

Some of the important antitrust statutes in the US are briefly covered below:


i)
Sherman Antitrust Act: American competition laws originated in the Sherman Act of 1890 that prohibited monopolies. The act, named after Senator John Sherman, from Ohio and who was earlier a Treasury Secretary, was drafted to rein in business tycoons like John D. Rockefeller. But the act did not have much impact on American business, until it was used by President Roosevelt to break up monopolies in the oil and railroad industries.


The Sherman Act marked the culmination of public concern about violation of free market principles by price-fixing cartels, the absence of competition in shipping and above all, the activities of the Standard Oil Company. The Act outlawed actions that restrained trade. (Many of these actions would not be regarded as controversial today). It also vaguely targeted companies that attempted to “monopolize” any part of trade and commerce. But it did not spell out when the legitimate pursuit of profits became an illegitimate monopoly. 


Currently under the Act, every contract, combination or conspiracy in restraint of trade or commerce is considered illegal. Individuals who attempt to monopolise, combine or conspire with anyone to monopolise trade can be convicted. The Sherman Act covers agreements among competitors to fix prices, rig bids and share business. A monopoly is considered to be unfair or unlawful if it has become the only supplier by suppressing competition. Only the US Department of Justice (DoJ)can bring criminal prosecution under the Sherman Act. 


ii)
Wilson Tariff Act: This applies to importers of goods into the US who restrain trade and make unfair attempts to increase prices.


iii)
Clayton Act: This was passed in 1914 and significantly amended in 1950. It prohibits mergers and acquisitions that are likely to lessen competition. Acquisitions above a certain size must be notified to the antitrust authorities. The Clayton Act considers price discrimination by companies across customers where such discrimination will create a monopoly or destroy or limit competition. It also examines attempts by companies to appoint exclusive dealers, i.e. dealers who stock only their goods and not those of competitors. It also imposes restrictions on multiple directorships that may lead to collusion and lesser competition.


iv)
International Antitrust Enforcement Act: This empowers the Attorney General of the US and the Federal Trade Commission (FTC) to assist foreign anti-trust authorities and enforce foreign anti-trust laws wherever applicable.


v)
Federal Trade Commission Act: This prohibits unfair methods of competition in interstate commerce. The Act does not however, carry any criminal penalties. The FTC has been set up to enforce the Act.

Implementation of anti-trust laws in the US

US anti trust laws can be enforced in three ways:

a)
Criminal or civil enforcement actions brought by the DoJ.

b)
Civil enforcement actions brought by the FTC.

c) 
Lawsuits brought by private parties.

Intel: Avoiding anti-trust litigation 

One company which has successfully handled potential anti trust problems and avoided adverse publicity and costly lawsuits is Intel. Much of this success has been attributed to Intel’s legendary former CEO, Andy Grove. 


As Intel’s growth accelerated in the mid 1980s, fuelled by the PC revolution, Grove decided to take a proactive approach towards potential anti-trust issues. Realising that the dividing line between acceptable and unacceptable conduct was thin, Intel decided to take necessary precautions. Strict instructions were given to employees not to discuss product and pricing strategies with competitors. Almost the entire executive staff was trained by the legal department, which started the practice of auditing employee files on a random basis. Whenever irregularities were found, the legal department investigated the source, suggested a remedy and updated its training program to prevent similar problems from recurring in the future. Intel also began to conduct mock anti-trust raids and cross-examine senior executives in front of the other staff.


The U.S. Federal Trade Commission (FTC) reviewed Intel’s activities twice during the 1990s but stopped short of taking any action. Though Intel signed a consent decree in 1999 about the use of its intellectual property. But Intel has by and large avoided long legal entanglements that other companies like IBM and Microsoft have found themselves in, over the past decade. 


Despite all these efforts, Intel cannot afford to be complacent. Due to its size, strength and large market share, regulators always keep the company under close watch. In 1997, three computer companies, Compaq, Digital Equipment and Intergraph alleged that Intel had withdrawn from them technical information and access to technology. The FTC pressed anti-trust charges against Intel in June 1998, on the grounds that the company had used monopoly power to bully customers (with whom it had patent disputes), by withholding crucial information from them. Ordinarily, a company could choose not to deal with any customer, but the rules were different if a company was a monopoly. The FTC also started investigations into whether Intel’s marketing subsidies to PC makers had given it an unfair advantage over its rivals. Another issue was whether Intel had unfairly used its market power in microprocessors to move into markets for other components.


Intel argued that it had the right to choose its business partners, and that it was merely using its intellectual property as a defensive competitive weapon. The FTC argued that Intel was abusing its monopoly power, and had to share details of its new products because computer-makers could not stay in business without the information. Intel handled its public relations well and many analysts felt the FTC would not be able to gather enough evidence to substantiate its charges. Their prediction turned out to be right.


The settlement on March 15, 1999 barred Intel from denying technical information to a company, with which it had a patent dispute. However, Intel could deny information to companies that took other aggressive actions against it. The ruling carefully avoided the controversial issues behind the case, whether Intel had a monopoly in the market for PC microprocessors, and whether its behavior toward the three companies was illegal. Grove’s successor, Craig Barrett expressed happiness at the settlement.


Even though Intel made some concessions, it wriggled out of a tight corner. By avoiding the risk of being formally labeled a monopoly, it avoided costly and damaging private lawsuits. Had it been attacked in the court room by hostile witnesses, Intel would have been at the receiving end. Quite clearly, by avoiding protracted litigation, Intel has proved that it is far better at managing anti-trust issues than Microsoft.


DoJ attorneys work closely with the Federal Bureau of Investigation (FBI) and other investigative agencies to collect evidence. The DoJ can resort to court-authorised searches of a business, and monitor phone calls using secret listening devices. Follow on civil suits by state attorney generals and groups of customers are also encouraged. The DoJ is particularly severe on bid rigging and price fixing. These are considered to be the worst forms of anti competitive practices. In price fixing, two companies agree to raise prices or not to sell below a certain price. Bid rigging takes place when two or more companies pretend to be competitors but secretly agree not to bid against each other in tenders or agree on the level of their individual bids. DoJ has filed criminal cases against many milk and dairy product suppliers for bid rigging. The Anti-trust division noticed in the early 1980s, attempts to rig bids for supply of milk and dairy products to public schools, districts and other public institutions. The division began an investigation throughout the state of Florida and subsequently in other states in 1986. Subsequently, it filed several cases and imposed fines exceeding $70 million. 


Under anti-trust provisions, the US Federal government can break up a company, regulate its conduct, impose large fines/penalties and even imprison senior executives. Even if the company wins in the court, it would lose severely in terms of wasted resources, distracted management and a tarnished image. Some of the notable anti-trust cases have been AT&T, IBM and Microsoft. The DoJ won the case against AT&T and forced the company to split into so-called “Baby Bells” and “Ma Bell” (AT&T) the long-distance company. Against, IBM, the DoJ dropped proceedings after a protracted period of litigation. The Microsoft anti-trust case which started in 1998 has just reached the concluding phase. (See case at the end of this chapter).


Not all anti-trust rulings in the US have sounded logical. In the famous case against ALCOA in 1945, the judge declared, “the successful competitor, having been urged to compete, must not be turned upon when he wins.” But he contradicted himself in the next paragraph of the judgment when he concluded, “ALCOA insists that it never excluded competitors; but we can think of no more effective exclusion than progressively to embrace each new opportunity as it opened and to face every newcomer with new capacity already geared into a great organization, having the advantage of experience, trade connections and the elite of personnel.”


In the 1970s, many economists protested against the overly legalistic approach of the authorities. Many anti-trust actions, it was shown, had harmed American competitiveness and consumers’ interests, by undermining the efficiency of companies and the market mechanism. An indication that the government’s stand was changing came in 1982, when William Baxter, Ronald Reagan’s anti-trust chief, dropped the government’s investigation into IBM.


Anti-trust investigations in recent times have been much more professional and business like. In 1997, when Staples and Office Depot, two office supplies retail chains announced plans to merge, the FTC began investigations. It found that Staples’ prices were lower in cities where Office Depot also had a store compared to where it had none. Concluding that the deal would allow Staples to raise prices, the FTC blocked the merger.


In 1995, when America’s third-largest wholesale baker, Interstate Bakeries announced plans to acquire Continental Baking, the government collected various types of retail store data for different types of bread. Detailed mathematical analysis by DoJ’s economists revealed that the price of Interstate’s sliced white breads affected the sale of Continental’s Wonder Bread. Consequently, the authorities raised objections and Interstate had to sell off some of its bakeries and brands to get the approval. 

Merrill Lynch runs into problems

Investment bankers can learn many useful lessons from the experience of Merril Lynch following the collapse of the Orange County Investment Pool (OCIP). OCIP, a $7.4 billion fund, had received investments from 187 different municipal bodies including schools, cities, public agencies and pension funds. Merrill Lynch (ML) served as broker for the county. The county’s treasurer, Robert Citron had a reputation for earning consistently high returns for his investors. Citron essentially played on interest rate movements using highly leveraged portfolios. He used securities from OCIP as collateral for loans. With the loans he would buy more securities and so on. Citron built up a fund of $20 billion through heavy borrowings. His bet was that interest rates would not go up. If they did, the county would suffer a heavy loss. But apparently, this fact was not clearly communicated to the investing public.


In February 1994, the Federal Reserve began to hike interest rates. As the OCIP began to decline in value, the County issued a $600 million taxable note through ML. Citron used the money to buy more securities through ML. As interest rates continued to rise, the fund accumulated losses amounting to $1.5 billion by December, 1994. Shortly thereafter, the county defaulted on its first loans, followed by bankruptcy.


ML was immediately sued by several parties-- participants in the pool, private investors, county taxpayers, county bond holders and ML shareholders. Many argued that ML should not have been selling such risky securities to Citron without providing adequate warning. Citron had been very close to ML bond salesman Michael Stamenson. According to some estimates, the county had paid ML fees to the tune of $100 million in 1993 & 1994. The instruments purchased by Citron were built using advanced computer models. According to some analysts, it needed a knowledge of partial differential equations to manage the portfolio. Without ML’s technical skills, Citron would have found it impossible to price and hedge such a complicated portfolio. Citron apparently had placed a lot of trust in Stamenson and ML’s Chief Investment Strategist, Charles Clough, who had been supremely confident that interest rates could only decline. 


When the OCIP collapsed, ML denied any responsibility and claimed that it had warned Citron adequately about the risks involved in the investment. The county’s bond holders thought otherwise. Their lawsuit posed a simple question: if ML had warned Citron about the risks of his fund, why hadn’t they warned investors before selling them the county’s bonds? Meanwhile, the county’s lawyers, claimed that ML’s trades had been illegal considering the stated objectives of OCIP and the laws of the state. This opinion was endorsed by the decision by three major Wall Street banks, JP Morgan, Goldman Sachs and Bear Stearns, to stop doing business with Orange County.


In 1998, ML finally paid more than $400 million to Orange County for damages and $2 million to SEC for breaching its duty to inform investors adequately about the riskiness of the investments.


An important point to note about anti-trust intervention is that large companies cannot do many things which small companies can. So, large companies have to be particularly careful in avoiding anti-trust investigations. It is no surprise that many of Microsoft’s acquisitions in recent times have been small companies. The same is the case with Cisco, though the company has other reasons as well for targeting small companies. (See chapter IV). 

Competition laws in the European Union

Articles 85 and 86 of the Treaty of Rome which created the European Economic Community form the basis for competition policy in Western Europe. Regulation 4064/89 (1990) establishes the commission’s jurisdiction over mergers and acquisitions. The Treaty of Rome expressly forbids restrictive trade practices and monopolies which may interfere with trade within or between countries.


The primary goal of competition policies in Europe does not seem to be to encourage competition, as in the US. European politicians have traditionally believed in the social market mechanism. They have all along felt that market forces are not enough for equitable allocation of resources. The main goal in Europe, though not explicitly stated, is to encourage the formation of pan European corporate entities. The Commission recognises the need for Europe to possess large companies with economies of scale, that can compete effectively in world markets, especially with American corporations. Thus, in recent years, new regulations have been introduced which allow cross-frontier amalgamations. The authorities also encourage large firms to organise themselves on a Europe-wide basis. (Airbus is a good example). Taxes which discriminate against cross-frontier mergers (compared to mergers within a single country) have been largely abolished. and many legal barriers to international amalgamations of EU firms have been removed. European authorities also seem to apply double standards. They have been tough while investigating mergers involving American companies compared to those involving European companies. The recent GE-Honeywell merger is a good example.


EU anti-trust regulations are wide ranging, covering horizontal and vertical integration, market sharing agreements, retailing arrangements (Exclusive dealerships are not allowed), joint ventures, patents and trademarks, and franchise agreements. These regulations apply to services as well as goods.


Article 85 prohibits trade practices which prevent, restrict or distort competition. It primarily focuses on horizontal arrangements. Article 86 prohibits firms which occupy a dominant position in an EU market from abusing that position. It focusses on vertical arrangements. A dominant position is defined as one which enables an enterprise to limit competition by operating independently of its competitors and customers. (There have been cases where firms have increased their market shares by taking over competitors, or gained control over the supply of raw materials and then cut off supplies to competing firms). The Treaty of Rome defines the following business practices as abuses of a dominant position:

· Imposition of unfair prices for purchase of raw materials or for sale of final goods.

· Restrictions on production.

· Restrictions on distribution.

· Holding back technological development.

· Charging different prices to different consumers.

The Commission does not regard the following activities as violating Articles 85 and 86:

· Exchange of opinion or experience.

· Joint market research.

· Joint collection of trade and market statistics.

· Co-operation in the preparation of accounts, or in tax matters.

· Provision of trade credit.

· Joint debt collection.


Articles 85 and 86 are directly enforceable in each country. Mergers which have an impact on several European countries are investigated by the E.C. Other concentrations are typically examined by member states. However, there are exceptions. At the EU level, the Commission will investigate a complaint registered under either of these Articles and, if proven, will ask the firm involved to alter its behaviour. If it refuses, the Commission will issue a formal warning and if this fails to have the desired impact, the Commission will approach the European Court for a ruling. However, in the end, firms cannot be physically dismembered, only fined heavily. 

Legal risks in India

The peculiarities of the Indian legal system need to be understood to appreciate the nature of legal risks in India. In one sentence, the system favours the guilty and punishes the innocent. Currently, more than 26 million cases are stuck in Indian courts. On an average, it takes about 20 years to resolve a dispute. 


Consumer courts in India have some 300,000 pending cases. Heavy government involvement in litigation has also created problems. With about 65% of the cases involving the government, private citizens are virtually denied access to the legal mechanism. Not only that, in quite a few cases, the government is the litigant on both sides.


Ironically enough, at an individual level, Indians are not litigious. Many entitlements go uncontested. Unlike the US, the law of tort is virtually dead. Very few claims for damages are made for civil wrongs. Many Indian companies take full advantage of the loopholes in the system and use public interest litigations (the Indian equivalent of class action lawsuits) to checkmate rivals or to stall implementation of policies not to their liking.


The loopholes in the Indian legal system became thoroughly exposed after the Bhopal gas tragedy. The total compensation paid by Union Carbide to the Bhopal gas disaster victims was only $470 million. This amounted to about $500 on an average to each victim. In contrast, in the US, some victims of silicone breast implants, where the medical evidence of product liability was inconclusive, got compensation running into millions of dollars. (See earlier box item in this chapter). It is obvious that compensation paid to victims by companies for violation of safety norms, under Indian laws is peanuts.


The Union Law Minister, Arun Jaitley recently admitted
: “Judicial delays encourage commercial dishonesty and we are paying a heavy price for this. It’s only in India that you can issue a bad cheque and not be answerable for four years. You need new laws in the new economic order. The lethargy of the judicial process can actually set at naught what the market economy mechanism is trying to achieve.” 



Meanwhile, the Indian government is at last going ahead with new laws for the liberalised business environment. The Competition Bill, recently introduced in parliament by Jaitley, includes provisions relating to anti-competitive practices, abuse of dominance and mergers and acquisitions. It defines dominance of a market in relation to market size, number of players and import tariffs. Size by itself will not be presumed to be bad. But if size is used to distort the market, the competition authorities will intervene. As far as mergers and acquisitions are concerned, only deals involving a minimum asset size will be subject to mandatory scrutiny by the competition authorities.

Article 85 and 86 also incorporate a negative clearance doctrine. Firms can notify the commission that a concentration or a transaction might violate Article 85/86. In this way, firms can draw attention to an agreement that would otherwise escape the eyes of the commission. Companies that are merging can protect themselves from this time consuming and risky process by obtaining a letter of comfort from the commission. Such a letter though not legally binding is a clear indication that the commission is unlikely to nullify the transaction at a later date.

Competition Laws in Japan

Prior to American occupation, Japan did not have any formal competition policy. In 1946, Zaibatsu
 assets were frozen. The Deconcentration law of 1947 split large, monopolies into smaller companies. The Anti Monopoly Law which was passed in 1942 introduced policies which were stricter than the Sherman, Clayton and FTC Acts in the US. Cartels and monopolies were declared illegal. The Japan Fair Trade Commission (JFTC) was given the power to dissolve or break up dominant firms. Many of these stringent provisions were diluted after the occupation forces left Japan in 1952. The Ministry of International Trade and Industry (MITI) was given powers to encourage cartels where necessary. During the 1950s and 1960s, MITI made full use of its powers.


A 1977 amendment to the Anti-Monopoly Law tried to strengthen the provisions of the competition policy. However, as of 1991, JFTC had initiated only six cases involving monopolisation, the most recent one going back to 1972. MITI and JFTC disagree over the role of cartels. MITI is more powerful and even today, it is common to see cartels and unregulated keiretsu arrangements in Japan.


Unlike in the US, private enforcement of anti-monopoly laws is virtually non existent in Japan. And the government has traditionally been more concerned with international competitiveness than competition at home. Also, as mentioned earlier, JFTC is not as powerful as MITI. In the 1980s, JFTC’s decision to prosecute the directors of major oil refiners, who had formed a cartel. was overruled by the Tokyo High Court on the grounds that they were operating under MITI’s instructions. The Supreme Court declared the arrangement to be illegal but did not categorically state that the anti- monopoly laws took precedence over the administrative guidance issued by MITI.


The following are some of the anti-monopoly provisions currently in force in Japan:

· punitive fines to deter collusive conduct.

· reinstatement of JFTC responsibility to break up large corporations.

· criminal penalties for violation of anti-monopoly laws.

· price reporting systems to curb unfair practices when many suppliers increase prices simultaneously.

Competition laws in Emerging Markets

In China, tight state control of economic development and the absence of major, privately owned companies have obviated the need for competition laws at least till recently. India’s Monopoly and Restrictive Trade practices Act has been largely modelled after US and British laws. However, anti-trust enforcement does not seem to be high on the list of priorities of the Indian government. Many mergers are taking place, without even a semblance of objection from the anti-trust authorities. Recently, however, the government has proposed a competition law. Mexico also has various competition laws but enforcement has been weak, with no single dedicated agency to curb anti-competitive conduct. Posco and Samsung were recently fined for anti competitive practices in Korea, which is strengthening its anti-trust institutional framework. South Africa is also putting in place competition laws. 


Indonesia passed its first competition law in 1999. Malaysia has been drafting competition laws in recent times. Most Asian countries have given a low priority to anti-trust issues. Even the advanced Asian economies like Hong Kong and Singapore do not have adequate legal mechanisms against cartels. Indeed, many sectors of Singapore’s economy are dominated by government monopolies.

Understanding the legal risks in email marketing

Email marketing has become very popular in recent times. But the practice of sending unsolicited emails (Spam) has been resented by many customers. The Net being a very cost effective medium, email marketing cannot be avoided. The challenge for marketers is to send emails without violating laws.


In the US, Congress has passed various anti-spamming bills. The Unsolicited Commercial Electronic Mail Act of 1999, requires all unsolicited commercial email messages to be labelled as such. Senders have to be given the option not to receive messages. Consumers can sue marketers who send emails to customers after they opt out. The bill authorises the FTC to maintain a list of people who do not want to receive email. Marketers who send emails to people on the FTC list can be sued. Many states in the US have also passed laws regulating spams. 


To get the most out of email marketing, without the attendant risks, companies would do well to remember the following:

· Send emails preferably to people who have agreed in advance to receive such messages.

· Disclose the sender’s name, return email address and a valid toll free phone number.

· Explicitly mention that the receiver can opt out if he or she is not interested.

· Use subject lines that clearly indicate the nature of the email message.

· Take care to ensure that local laws are complied with.

Concluding Notes

A sound appreciation of the contemporary legal and ethical environment has become a critical success factor for all companies. Care should be taken by companies to ensure that they stay within the spirit of the law and uphold high ethical standards. Companies which pursue illegal or unethical practices will sooner or later find themselves in trouble. Ethical misconduct by management can be extremely costly for individual companies and society as a whole. Building an ethical company is not cheap or easy. But an ethical company rests on a solid foundation, can avert crises, is in a better position to build a cadre of loyal stakeholders and generate better results in the long run. An important point to be mentioned here is that companies may have good intentions but if they do not handle their public relations well, their actions can be misinterpreted. Thus, a company could be spending lots of money on product recalls or on out-of-court settlements but if it does a poor job of communicating with its stakeholders, it might still find itself out of favour with the society at large. Thus, product recalls, class action law suits and antitrust issues need to be handled with a considerable amount of commercial savvy, diplomacy and good public relations.

Case 7.1 - Microsoft faces anti-trust intervention

Introduction

The Microsoft antitrust case has been the most celebrated one in recent times. The petition, filed by the US Department of Justice (DoJ) in October 1997, contended that Microsoft had used its dominant position for pursuing anti competitive strategies. After several hearings, rulings and appeals, the antitrust case reached its climax in June 2000. Judge Thomas Penfield Jackson decided to split Microsoft into two separate companies, one devoted to the Windows operating system and the other to application software such as Microsoft Office. 


The outlook for Microsoft, which appealed against Jackson’s ruling, improved significantly after George Bush, a Republican, was elected president in early 2001. On June 28, 2001, a Federal Appeal Court overturned the split ruling. It however, agreed to the lower court’s conclusions that Microsoft did have a monopoly in computer operating systems and this monopoly power had violated US antitrust laws. 


On August 7, 2001, Microsoft requested the US Supreme Court to vacate all legal rulings made by the trial judge against the company. On September 6, the DoJ observed that it would not seek the breakup of Microsoft nor would it pursue the issue of whether it was illegal for Microsoft to bundle its Internet Explorer with Windows operating system. In early September, the DoJ announced that it would drop the charges against Microsoft. In November, it reached a settlement with the company. But the dispute continues with six states who want sterner action against Microsoft. The Microsoft case has raised several intriguing issues. What is the meaning of market dominance in an industry characterized by fast changing technology? If several features are bundled together for the convenience of a customer, is it an unfair practice? Is it an unfair practice to give away any product free?

A long history of litigation (FTC)

The Federal Trade Commission (FTC) began to watch Microsoft closely when in November 1989, it announced it was teaming up with IBM to launch a more powerful version of OS/2 and a less powerful version of Windows. The FTC felt that the companies were trying to limit competition between their operating systems. However, before it could take action, the partnership came apart and Microsoft started working on Windows 3.0. Consequently, the DoJ refused to authorize a full FTC investigation.


In the early 1990s, the FTC decided to focus on Microsoft’s Disk Operating System (DOS). The decision was greatly influenced by Microsoft’s attempt to acquire Novell in late 1989 and in early 1992. A Microsoft-Novell merger would have allowed Microsoft to dominate the networking segment of the computer industry. After more than three years of depositions and studying thousands of pages of Microsoft’s internal documents, the FTC decided against any anti-trust action.


The DoJ took over the case from FTC in August 1993. Microsoft’s rivals in the software industry had charged that the software giant used its dominant position in operating systems software to boost the sales of its application software like Microsoft Word. PC manufacturers were apparently being pressurised to install Microsoft application software as a condition for installing its operating system software. Hardware manufacturers were given steep discounts for installing operating systems and applications software together. This practice referred to as tying was considered to limit competition. Another allegation against Microsoft was that by giving huge discounts to the manufacturers, who purchased the operating system in bulk, Microsoft effectively forced them into exclusive deals.


To resolve the dispute, Microsoft finalised a consent decree with the DoJ in July 1994. Without admitting guilt for any of the alleged offences, the company agreed:

· not to engage in a number of practices including tying, 

· to stop granting large discounts to licensees if they paid a royalty per processor or computer shipped, 

· to abandon long-term contracts that committed computer vendors to buying software several years in advance, 

· to end its policy of strict non-disclosure agreements with independent applications software developers, 

· not to withhold information on new products from competitors or customers, although it retained the right not to license or publish its source code.


In February 1995, Federal Judge Stanley Sporkin refused to ratify the DoJ’s settlement. He felt that the agreement was too narrow, applied to only future practices and did nothing to remedy Microsoft’s domination in the operating systems business. In particular, the judge was concerned about the fact that the agreement did not deal with Microsoft’s practice of pre-announcing new products and consequently deterring the sales of competing products. The judge opined that the agreement did not deal with Microsoft’s ability to take advantage of its near-monopoly in operating systems, to dominate the applications software business. As a result, Microsoft’s business practices again drew attention. Anti-trust proceedings against the company began in 1997. But before we get to the proceedings, it is necessary to understand how the growth of the Internet influenced Microsoft’s competitive strategy.
Microsoft vs. Sun Microsystems
Even as Microsoft was the unchallenged leader in PC software, the rapid growth of the Internet brought about a fundamental transformation of the software industry. The growth of the Internet threatened Microsoft’s competitive position, both in the operating system and application software businesses. Standards were being set and accepted, well outside Microsoft’s sphere of influence. Java, which was introduced by Sun Microsystems (Sun) in 1995, was the fastest application platform in the history of computing and ran on a range of devices from small cell-phones to large enterprise servers. It became the de facto platform for e-business solutions. Java reduced switching costs, i.e. the costs incurred while moving from one platform to another. It threatened Microsoft’s monopoly in desktop operating systems because it could be used to develop applications and products on non-Windows platforms.


Microsoft obtained a licence for Java technology from Sun in 1996. The deal was that it would deliver only compatible implementations of the technology. Later on, Microsoft developed and distributed incompatible implementations, which could run only on Windows.


On October 7, 1997, Sun filed a lawsuit in a US District Court against Microsoft, for breaching its contractual obligation to deliver compatible applications and sought an injunction to prevent Microsoft from misusing the Java CompatibleTM logo. Sun also sought to prevent Microsoft from misleading Java developers and to prevent them from delivering anything but fully compatible Java technology implementations. It also charged Microsoft with trademark infringement, false advertising, breach of contract and unfair competition.


 A Java licensee had to pass Java compatibility tests. Microsoft’s Internet Explorer 4.0 browser and its software development kit for Java failed the test. This failure was later confirmed by two independent technical experts. Applications written, using Microsoft’s development tools, could not run on other operating systems such as MacOS, UNIX, or other browsers such as Netscape Navigator. Conversely, applications written using Sun’s Java Development Kit that ran on MacOS, UNIX and Netscape Navigator could not be executed on Internet Explorer 4.0. Sun argued that the value of Java technology depended heavily on the credibility of its promise to do everything possible to enable the products with the Java CompatibleTM logo to be capable of delivering ‘Write Once, Run Anywhere™’ performance. On October 14, 1997, Sun filed an amended complaint and pressed for damages to the tune of $35 million.


On March 24, 1998, District Court Judge Ronald M. Whyte ruled that Microsoft’s actions would destroy the cross-platform compatibility of the Java programming environment. Microsoft’s use of the Java CompatibleTM logo implied that its software products implemented the Java technology in a manner approved by Sun. But this was not so. Judge Whyte barred Microsoft from using Sun’s Java CompatibleTM trademark, directly or indirectly for promoting its products until each such product passed the Sun test. The judge also ordered Microsoft to remove the Java CompatibleTM trademark from those products. 


On January 23, 2001, Sun and Microsoft settled the lawsuit. Microsoft agreed to pay Sun $20 million, terminate the licence agreement, and accept a permanent injunction against the unauthorized use of Sun’s Java compatible trademark. In order to protect the developers, who had used Microsoft’s version of Java technology, Sun licensed Microsoft to distribute its existing versions, provided that all future versions of such products conformed to Sun’s compatibility tests.

The Browser war

One of the major charges against Microsoft was the use of unfair practices in the internet browser market, against a much smaller rival, Nestscape. To understand the nature and implication of this accusation, it is necessary to understand how the market for browsers developed. 


The Internet, which originated in 1969 in a Department of Defence project, was meant to provide a computer network that would work even after a nuclear attack. Computers on the network could communicate directly with each other without having to go through a central point. If one computer went down, the remaining computers would still be able to communicate with each other.


A chronology of the key events

October 1997 – The DoJ sues Microsoft, alleging that the software maker required computer manufacturers to ship Microsoft’s Internet Explorer Web browser on PCs loaded with Windows 95. Attorney General Janet Reno asks a Federal Court to impose penalties of $1 mn per day.

January 22, 1998 – Microsoft reaches a partial settlement with the DoJ that allows PC manufacturers to remove or hide its Internet software on new versions of Windows 95. Meanwhile, Netscape announces plans to give its browser away free.

May 18, 1998 – Regulators from the DoJ and 20 states launch one of the biggest anti-trust cases of the century, accusing Microsoft of using its dominance in computer software to drive competitors out of business. The filing comes after negotiations between the government and Microsoft officials break down.

October 19, 1998 – The anti-trust trial suit against Microsoft begins. Lead Justice Department attorney David Boies uses internal company documents to contradict Bill Gates’ statements in a videotaped deposition that he was not aware of a controversial 1995 meeting with Netscape executives.
March 29, 1999 – Microsoft reorganizes its operations into four separate divisions. Company officials emphasise that the restructuring is unrelated to the antitrust case.

November 5, 1999 – US District Court judge rules that Microsoft holds monopoly power in the market for PC operating systems, and the company’s actions harm consumers.

November 19, 1999 – Federal Appeals judge, Richard Posner is appointed a mediator to handle the negotiations between Microsoft and the government.

January 13, 2000 – Microsoft Chairman Bill Gates hands over the day-to-day management of the software company to Steve Ballmer as part of a corporate reshuffling that will allow Gates to focus on long-term strategies.

April 1, 2000 – Judge Posner announces the end of negotiations between Microsoft and the government after four months of talks, setting the stage for a verdict by Judge Jackson.

April 3, 2000 – Judge Jackson rules Microsoft has violated the nation’s anti-trust laws by using its monopoly power in PC operating systems to stifle competition.

April 28, 2000 – The DoJ and a group of state Attorneys General ask Judge Jackson to split Microsoft into two separate companies; one devoted to the Windows operating system and the second to Microsoft’s popular software applications such as Microsoft Office.

June 7, 2000 – Judge Jackson issues final ruling, calling for Microsoft to be split into two companies, one for the Windows operating system and other for its Internet and other businesses.

September 26, 2000 – The Supreme Court declines to consider the government’s bid to break up the software maker, choosing instead to send the case to a lower Court.

February 26, 2001 – Microsoft and the government square off during the first day of the two-day hearing on Microsoft’s appeal of Judge Jackson’s breakup order before seven judges of the US Court of Appeals in the District of Columbia.

February 27, 2001 – The two-day hearing concludes with Microsoft attorneys arguing that Judge Jackson’s order was motivated by a desire to punish the company and suggests that his statements in the media following that order showed that it was biased and based on his own personal feelings about the company and its top executives.

June 28, 2001 – US Court of Appeals for the District of Columbia reverses Judge Jackson’s ruling to split Microsoft. The Appeals court remands the case to a new judge and passes strictures on Judge Jackson for showing partiality.

July 11, 2001 – Microsoft says it will give PC manufacturers more flexibility in configuring desktop versions of its Windows operating system.

July 12, 2001 – New Mexico becomes the first state to resolve anti-trust charges against Microsoft, which agrees to pay the state’s attorney fees and costs.

July 13, 2001 – The DoJ asks for the Microsoft anti-trust case to be taken up by a new District Court Judge immediately, but says it does not intend to seek a rehearing before the Court of Appeals or to seek Supreme Court review of the case at this stage. 

September 2001: DoJ announces it is dropping tying charges against Microsoft.

November 2, 2001: DoJ announces it has reached a settlement with Microsoft. Later, six states opt out as they favour more stern action against Microsoft.


Growth of the Internet had taken off after the design of HyperText Markup Language (HTML) by Tim Berners-Lee, a researcher in Geneva, Switzerland. HTML allowed graphics, sound clips or any other multimedia to be embedded in a document and could be used to link a document with any other document on any other computer. Berners-Lee distributed the HTML specifications free of charge over the Internet. Soon other programmers began building HTML pages and linking them to each other. This collection of pages was later named as the World Wide Web. The only difficulty in using the Web was that the user had to be familiar with the UNIX code and its commands. 


To make the internet more user friendly, Marc Andreessen and his friend Eric Bina, who were students at National Center for Supercomputing Application (NCSA), University of Illinois, developed an Internet ‘Browser’ called Mosaic. In April 1994, Andreessen and Jim Clark formed a company, which was renamed Mosaic Communications. On October 14, 1994, they made their first browser, called Mosaic Netscape, available free on the company’s website. Later, when a dispute arose with the University of Illinois, 
Clark changed the name of the company to Netscape and agreed to pay the university $2.2 million in damages, plus an additional amount of about $1.4 million depending on the licensing deals it would finalize with other companies for its browser. In total, Netscape paid a sum of $2.7 million, which was split between the University and its exclusive distributor, Spyglass. Netscape could distribute its browser without obtaining a licence from either Spyglass or the University. 


In the beginning, Microsoft had not given much importance to the Internet. Later, in an internal memo, titled ‘The Tidal Wave’
, Gates emphasized the significance of the Internet, “I want to make it clear that our focus on the Internet is critical to every part of our business. The Internet is the most important single development to come along since the IBM PC was introduced in 1981. It is even more important than the arrival of Graphical User Interface (GUI). The PC analogy is apt for many reasons. The PC wasn’t perfect. Aspects of the PC were arbitrary or even poor. However, a phenomenon grew up around the IBM PC that made it a key element of everything that would happen for the next 15 years. Companies that tried to fight the PC standard often had good reasons for doing so, but they failed because the phenomenon overcame any weakness that resisters identified.” 


In another memo, called ‘Next Steps’, Gates wrote
, “A number of people have championed embracing TCP/IP, hyperlinking, HTML and building clients, tools and servers that compete on the Internet. However, we still have a lot to do. I want every product plan to go overboard on Internet features.”


When Spyglass approached Microsoft for the licence of Mosaic in September 1994, Microsoft was not interested, since it planned to develop its own browser. In October 1994, however, after Netscape browser was launched free to people, Microsoft changed its mind, presumably influenced by IBM’s decision to put a browser called Warp in its newly developed operating system. Among the many new features, available in Warp and not available in Microsoft’s Windows, was a web browsing software. Although Windows had more than 50 million users and OS/2 (IBM’s operating system) had only 4 million users, Gates was still worried. 


Microsoft estimated that it would take six months to one year to develop a browser, whereas by licensing Mosaic, the task could be completed within a couple of months. Microsoft made it clear to Spyglass that it was interested in a browser only for Windows 95 and it was not in favor of a royalty agreement. When the negotiations ended, Microsoft agreed to pay $2 million to Spyglass. Microsoft got a single copy of Mosaic code, very limited distribution rights and the permission to use the code to build a browser only for Windows 95 and Windows NT. Microsoft used the Mosaic code to develop its Internet Explorer. 


In the late summer of 1995, Microsoft launched Windows 95, which quickly became the leading desktop operating system. 90 percent of computers manufactured in 1997 were sold with Windows 95 reinstalled. Microsoft decided to package Internet Explorer with Windows 95, at no additional cost to customers.

Anti-trust proceedings 

In October 1997, the DoJ and 18 states filed a suit against Microsoft for forcing computer manufacturers to install Internet Explorer when they bought Windows 95 and effectively preventing them from Netscape’s Navigator browser. This violated the earlier consent decree’s ban on tying. The suit also alleged that Microsoft’s agreements with computer manufacturers and online service providers, prevented rival Netscape from distributing Navigator. Microsoft argued that Internet Explorer was integrated into Windows 95 and could not be sold separately without undermining the operating system. District Judge Thomas Penfield Jackson, after consulting technical experts, ruled that Microsoft had to offer computer manufacturers the option of installing a version of Windows 95 without the browser. 


Microsoft’s response to the ruling was unsatisfactory. The DoJ sought contempt charges against the company for effectively seeking to scuttle Jackson’s order. A hearing in January 1998 resolved the contempt charge. Microsoft was allowed to distribute the bundled package as long as it offered a version that did not display the Internet Explorer icon on the PC screen when it was turned on.


Meanwhile, Microsoft continued its public relations efforts to explain why bundling the browser with Windows made sense. Gates
 argued that Windows had succeeded because of its low-price, high-volume business model. Consumers liked Windows’ price/value proposition and had bought upgrades, even though their original operating system was satisfactory. At virtually the same price, the number of features in Windows had increased dramatically, due to Microsoft’s enormous investment in R&D. Moreover, the Web-browsing technology had been integrated into Windows 95, well before Netscape was even formed, and long before it shipped its first browser in October 1994. Gates also argued that the launch of the next version, Windows 98 had no bearing on the competitive rivalry with Netscape’s Navigator. Windows 98 had been designed from scratch as a single product that performed a variety of functions, including Web browsing. If the Web browsing feature was removed from Windows 98, the operating system would not function in an optimal way.


On November 15, 1999, Judge Jackson ruled that Microsoft had crossed the line, when it used Windows in a predatory way to protect its monopoly. He maintained that Microsoft had originally developed the Explorer as a separate software, and had bundled the browser later. Providing the Explorer free of cost was an anti-competitive practice as it became hard for Netscape to persuade Windows users to buy the Navigator. 


Judge Jackson concluded that Microsoft’s aggressive strategies could crush smaller rivals. Moreover, bundling a Web browser into Windows 98 had slowed down the operating system, increased the likelihood of a crash and made it easier for viruses to infiltrate the computer from the Internet. The implication was that, Microsoft was even willing to diminish the quality of its products, to protect its monopoly. 


Some of the other important points in Judge Jackson’s November, 1999 ruling were:
· Microsoft was simply using the ‘innovation’ argument to extend the Windows monopoly into an Internet browser monopoly. 

· Microsoft helped its own application software division by giving it preferred access to the complex Windows source code. Microsoft did not give equal access to the source code, to programmers outside Microsoft. 

· When IBM insisted on developing products that Microsoft saw as a threat, Microsoft withheld technical support and raised the price that it charged IBM, for Windows.


Gates responded to the court’s verdict
, “It’s a shame... The case involves one competitor, Netscape that has got the government to act on its behalf. The irony is that Netscape was bought for $10 billion by the dominant online provider [AOL]. Netscape shareholders did super well, consumers did super well, and what we did with Windows is what we should be doing, because people want Internet support in the operating system.”


Microsoft enlisted the support of many luminaries to explain its point of view. Its lead witness and famous economist, Richard Schmalensee, testified that as a monopolist, Microsoft would have charged at least 16 times as much for Windows than it actually did. The Microsoft camp also pointed out that the market had to be defined more broadly as competition was emerging in various forms. Computers might run on free, open source software, or might use the Internet as a platform for running applications like word processing and email, making Windows obsolete. It argued that the company had not harmed consumers and the judge had failed to appreciate the dynamic nature of the software industry in which any dominant position was short-lived.


In spite of these forceful arguments, what put Microsoft on the defensive were a few internal memos prepared in 1996. Jim Allchin, a senior vice-president, had mentioned
, “If you agree that Windows is a huge asset, then it follows quickly that we are not investing sufficiently in finding ways to tie IE and Windows together. Memphis (the in-house name for Windows 98) must be a simple upgrade, but most importantly it must be a killer on OEM (PC manufacturers) shipments so that Netscape never gets a chance on these systems.”


Another memo by Paul Maritz, Microsoft group vice president
, mentioned, “We are going to cut off their air supply. Everything they are selling, we are going to give away free.” Another Microsoft executive, Christian Wildfeuer
 had written, “It will be very hard to increase browser share on the merits of Internet Explorer alone. It will be more important to leverage the operating system asset to make people use Internet Explorer instead of Navigator.”


In April 2000, the DoJ and the States recommended breaking up Microsoft into two companies, one for operating systems and the other for application software. They added that the two companies should not be allowed to cooperate in any way for 10 years. Gates could choose one company to manage and to hold stock in – while competing with the other company.


Gates responded that the benefits of developing operating systems and application software together would increase, as new intelligent devices emerged. He mentioned
, “Real-time collaboration is the cornerstone of software development. Microsoft takes the best thinking among its application software developers and shares it with its Windows developers... Windows never would have gained popularity and reached critical mass without the benefits of innovative, user-friendly technologies developed by our Office team.” Gates announced that Microsoft would appeal against the District Court decision.


In its defence, Microsoft argued that Windows was not a monopoly in an era, where alternatives to PCs were emerging. Its related operating system, Windows CE, was not able to acquire market share against Palm, which controlled 79 percent of the market for personal digital assistants. In spite of aggressive bundling with Windows, Microsoft’s online service, MSN, had about three million subscribers, far less than the 22 million users of America Online.


Judge Jackson felt that with the available data it was purely hypothetical what a profit-maximizing firm with monopoly power would charge for Windows 98. On June 7, 2000, Judge Jackson issued his ruling to split Microsoft into two companies.


Microsoft felt itself forced into a tight corner. It renewed its efforts to put forward its point of view. In a powerful article “The Economics of the Microsoft Antitrust case in the United States: An updated post trial primer”, written in October, 2000, Schmalensee (along with David S Evans of National Economic Research Associates) raised some intriguing points in support of Microsoft:

· Microsoft’s marketing strategy could not be compared with that of IBM, Apple and Sun, which bundled hardware and software.

· Consumers were free to delete icons from the desktop. So, this was not as important an issue as it was being made out to be.

· Large businesses usually erased pre-installed software and loaded whatever applications they felt were necessary.

· Microsoft’s offer of Windows 95 without a browser had been accepted only by Packard Bell/NEC.

· By the time the antitrust trial started in the fall of 1998, every popular operating system offered a free browser.

· Microsoft faced competition from innovative, well capitalised firms like Sony, which offered personal digital assistants and game machines which could be used to browse the internet using other operating systems.

· Adding features at no extra charge made sense because making features optional would defeat the core value proposition of a standard platform for software developers.

· Splitting the company into two would increase the price of Windows because it could no longer be subsidised by profits from the sales of Windows-based applications.


On June 28, 2001, the Appeals Court set aside the decision of Judge Jackson to split Microsoft. The court however ruled that Microsoft held a monopoly in PC operating system software, and that the monopoly was not threatened by rapid changes in the computer industry. It announced that the mingling of other software with Windows was anti-competitive. The Court, however, ruled that the principle of ‘per se’ applied by Jackson to prove that Microsoft had unlawfully tied its browser with Windows was inappropriate. This rule automatically considered tying of two products to be illegal as it reduced consumer choice. Given the dynamic nature of the software industry, a different standard called rule-of-reason was more appropriate. Each case of tying had to be considered individually, taking into account any possible benefits to consumers, such as lower costs. The Appeals Court also ruled that Judge Jackson had conducted himself improperly in the case, giving the impression that he was biased against Microsoft. It passed strictures on Jackson
, “We vacate the judgement on remedies, because the trial judge engaged in impermissible ex parte contacts by holding secret interviews with the members of the media and made numerous offensive comments about Microsoft officials in public statements outside the Courtroom, giving rise to an appearance of impartiality.” The judge remanded the case to the District Court for reassignment to a different trial judge for further proceedings. 

Current scenario

As time progressed, things seemed to be moving in Microsoft’s favour. In early September 2001, the DoJ announced that it was dropping the bundling (or tying) charge against Microsoft. It would use the conduct remedies recommended by Judge Penfield Jackson as the starting point. Among the issues, it would focus on, were:

· Prohibiting restrictive contracts with PC manufacturers, and deals such as asking computer manufacturers to keep specific icons and programs on the Windows desktop.

· Sharing of technical information with rival software makers,

· Creation of an independent oversight board by Microsoft (This board would report to the DoJ).


In another related development, six attorneys general involved in the Microsoft antitrust case sent a letter to Microsoft CEO Steve Ballmer, in late September 2001, expressing their concerns about Microsoft’s latest Windows XP operating system. Microsoft accused arch rival AOL of being behind the anti-XP campaign.


Meanwhile, US District Judge Colleen Kollar–Kotelly, appointed in place of Judge Jackson, announced she had broad discretion to impose wide-ranging penalties on Microsoft. The judge indicated that she had been given a free hand to impose behavioral remedies. She however, wanted both sides to conduct intense negotiations to arrive at a settlement, failing which she would appoint a mediator.


On October 14, Judge Kollar-Kotelly appointed Eric Green, a professor at Boston University to work on an alternative dispute resolution proposal outside the court room. The judge gave Green time till November 2, to reach an out of court settlement.


On November 2, the DoJ announced it had reached a settlement with Microsoft. The software giant would share more details of its operating system with other software firms. While computer manufacturers could work freely with other developers, without worrying about retaliation from Microsoft. Microsoft would not enforce agreements demanding exclusive support of its software. A panel of three independent onsite full-time computer experts would help enforce the settlement. The settlement seemed to protect Microsoft’s ability to include new features in Windows. Microsoft, however, would have to alter its latest product, Windows XP launched in late October 2001, to comply with the new regulations. The main provisions of the November 2 settlement are given below: 

Middleware: Microsoft to disclose technical data to help competitors make middleware, those programs which facilitate interaction between the hardware and the software as well as the equivalent Microsoft technology that is integrated with Windows.

PC desktops: PC manufacturers to have greater freedom to ship machines without Microsoft middleware, and to hide icons to activate Microsoft’s middleware. Microsoft should not retaliate against them.

Uniform licensing: Microsoft to establish standard royalties and licensing terms for the 20 largest computer makers.

Exclusivity: Microsoft not to enter into agreements that require exclusive support or development of Microsoft software.

Intellectual property: Microsoft to license patents, copyrights or other intellectual property to let computer makers and software developers exercise rights under the agreement.

Oversight: A three-member panel located at Microsoft headquarters, with staff and access to Microsoft’s records, to monitor compliance with the settlement and review complaints.

Servers: Microsoft to disclose specifications to help competing server software communicate with Windows on a PC as well as Microsoft server programs do.


Gates commented on the settlement
, “ While this decree will place significant restrictions on our business, we believe this is a fair and reasonable settlement that will be good for consumers, good for the high tech industry and good for the economy.”


Out 
of the 18 states, which were the plaintiffs in the complaint, six opted not to sign the settlement agreement as they were in favor of more stringent restrictions. Under US antitrust laws, the states are free to continue to push for even tougher sanctions in their lawsuits through federal courts.

Case 7.2 - Intel Pentium Recall

Introduction

A stitch in time saves nine. So goes the saying. This simple truth was overlooked by Intel, the microprocessor giant. In November 1994, Intel found itself facing angry customers, who demanded replacement of their faulty Pentium microprocessor. Intel had initially reacted by stating that the problem was minor and would not affect most customers. For quite sometime, Intel continued to maintain its rigid posture. But when IBM halted shipments of PCs containing the Pentium, Intel realised it was on the brink of a major crisis. The company spent $475 million on recalling the chips as part of its no questions – asked return policy. The Pentium recall episode has some important lessons to offer in strategic product recall management. 

Early history

Intel was founded in 1968 by two visionaries, Robert Noyce and Gordon Moore. The company rapidly emerged as one of the leading manufacturers of memory chips in the world. But in the wake of a serious threat from Japanese manufacturers in the late 1970s and the early 1980s, Intel decided to stop manufacturing memory chips and concentrated only on microprocessors. From then, Intel with its X86 series went on to dominate the microprocessor market. 


Intel’s emergence as the world’s largest microprocessor manufacturer was facilitated by its decision to start manufacturing the chip sets and the motherboards
. Earlier, computer manufacturers had to procure these items from various manufacturers. They could not provide the latest technology to the consumers as quickly as they wanted.. The introduction of chip sets and motherboards helped manufacturers to introduce new products in the market much faster. As the popularity of these chip sets and motherboards increased, Intel’s sales multiplied.


By controlling the motherboard business, Intel began to dictate both the pace and the price of the technology. Most computer manufacturers were unable to differentiate their hardware and competed on price. Intel’s move reduced their profit margins, so there was some initial resistance. Later, leading manufacturers like Compaq, IBM and Hewlett Packard accepted the chip sets and motherboards. 


Gordon Moore, one of the founders of Intel had propounded a theory that the number of transistors on a microprocessor would double every two years. This philosophy transformed Intel into a highly technology-oriented, innovation-based company. Andrew S. Grove, who later became the CEO, explained the role of constant blockbuster technological innovations,
 “We either deliver something that’s going to appeal to the next 100 million people who want computers, and to the next 50 million who want to replace their computers with something else, or we won’t grow.”

The launch of the Pentium

By the early 1990s, Intel had become the largest microprocessor manufacturer in the world, with revenues of more than $10 bn and a market share of more than 80 percent. Its X86 series processors had established an overwhelming market dominance.


Intel began volume production of its advanced chip, called Pentium, in 1993 at four manufacturing plants specially erected for this purpose. The company had invested nearly $5 bn on the development of the chip. The USPs of the Pentium chip were its computational capabilities and speed, areas where Intel had been trying to compete with computer workstation manufacturers such as Sun Microsystems, Hewlett-Packard and Silicon Graphics. The chip had more than 3.3 million transistors and a processing speed up to 100 MIPS (million instructions per second). 


In mid-1994, Intel launched the Pentium chip with fanfare at a price of $587. The company also launched a $150 mn advertising campaign, which aimed at encouraging customers to buy the Pentium chip. It aggressively promoted the logo ‘Intel Inside’. 

The floating-point error

On June 13, 1994, while working on a problem, Thomas Nicely, a mathematics professor at Lynchburg College, noticed that his Pentium-based PC had generated a mistake in calculation. After months of rechecking, on October 24, Nicely called Intel and informed it about the problem. Intel did not initially attach much importance to the complaint. Nicely discussed the problem with his colleagues and asked them to check his calculations. The colleagues described the problem on “comp.sys.intel”, an Internet bulletin, from where the news was communicated to thousands of people. Besides, Nicely’s findings were also published as a front-page article in the November 7 issue of Electrical Engineering Times. As scientists and engineers started discussion groups on the Internet, the news spread. 


Intel processors used an algorithm called SRT, which used a table of 2048 values for ensuring accuracy in the division process. Subsequent investigations by Intel scientists revealed that a programmer had not entered five of the answers. Whenever two numbers, which were related to the five missing entries were used in a division, the microprocessor gave a faulty result. 


Intel officials had apparently known about the problem for many months before it became public, but felt that it was not important enough to merit any serious attention. As Grove explained,
 “We were already familiar with this problem, having encountered it several months earlier. At first, we were very concerned about this, so we mounted a major study to try to understand the problem. We found the results assuring. For instance, they (the results) meant that an average spreadsheet user would run into the problem only once every 27,000 years of spreadsheet use. So while we created and tested ways to correct the defect, we went about our business.” In a 31-page report, Intel explained that the problem was insignificant and all users would not be affected by the problem. The company by then, had shipped approximately two million Pentium processors.

The crisis worsens

Intel’s earlier processors, the 386 and the 486, also had serious bugs and had been recalled in many cases. In the case of the Pentium problem, Intel decided to set up a toll-free number and offer a replacement to customers, who could prove that their work required big calculations. Grove explained
: “The replacement policy was based on Intel’s assessment of the problem. People, whose use pattern suggested that they might do a lot of division, got their chips replaced. Other users we tried to reassure them through our studies and our analyses, offering to send them a white paper we wrote on this subject. After the first week or so, this dual approach seemed to be working reasonably well. The daily call volumes were decreasing, we were gearing to refine our replacement procedure. All tangible indicators – from computer sales to replacement requests – showed that we were managing to work our way through this problem.” 


Meanwhile, IBM scientists challenged Intel’s findings and claimed that the problem was serious. They felt that the error occurred as frequently as once in 100 million calculations against the claim of once in nine billion calculations by Intel. For some users, the error could occur once in 24 days. IBM also argued that many users performed calculations for nearly 15 minutes per day, significantly more than what was mentioned in Intel’s white paper.


As the controversy gained momentum, Grove maintained a defiant posture
, “You can always contrive the situations where errors would come. If you know where a meteor would land, you can go there and get hit. We have no evidence of increased probability of encountering the flaw.” But many analysts felt Intel was being too aggressive. According to Business Week
, “Intel’s response to the Pentium problem was a classic Andy Grove – by turns relentlessly aggressive, coldly analytical and angrily defiant. He explained that, by Intel’s calculations, the problem occurs too rarely to concern any but the most demanding scientists.” 


The turning point, in the episode seemed to come when IBM decided to stop dispatch of Pentium-based computers. Richard Thoman, a senior vice-president, explained
, “The action was stimulated by growing customer concern that Pentium-related problems were more frequent than previously estimated. Many of our customers have indicated concern since the Pentium flaw occured. We have conducted our own tests and concluded that the risk of error is significantly higher than previously thought and warrants this action.” IBM announced it would resume shipments upon customer and business partner request and would share its analysis with customers on the Internet and help them in their own specific risk assessments. The company also indicated that it would replace flawed Pentium chips at no extra cost to its customers and work with Intel to help resolve the problem as quickly as possible. In short, IBM seemed to have pulled off a PR coup at the expense of Intel.


Although other computer manufacturers like Compaq and Hewlett Packard did not stop shipments of Pentium-based computers, IBM’s decision had a significant impact on the market. As Andy Grove admitted
, “IBM’s action was a significant one because, well, they are IBM. Although in recent years, IBM has not been the power they once were in the PC business, they did originate the IBM PC and by choosing to base it on Intel’s technology, they made Intel’s microprocessors preeminent. For most of the thirteen years since the PC’s inception, IBM has been the most important player in the industry. So their action got a lot of attention.” 


After IBM’s announcement, consumers, who had been satisfied by Intel’s earlier explanation, again started calling the company for a replacement and Intel was back on the defensive. Software companies also gave a new twist to the problem. Microsoft and Lotus responded to IBM’s charges by releasing ‘software patches’, which enabled the spreadsheet software to perform calculations bypassing the Pentium flaw. MathWorks, a leading technical computing environment provider, started distribution of a software specifically designed to compensate the flaw in the Pentium hardware. MathWorks also posted a description of the technique on the Internet so that users of Pentium-based systems could incorporate it in other software. 

Recall of Pentium chips

Although Intel had earlier decided that it would not provide a replacement to all its customers, IBM’s manoeuvre and the negative publicity forced it to change its stand. Grove issued a public apology for the inconvenience caused to customers. The company set aside $475 mn (half its annual R&D budget or five years worth of the Pentium’s advertisement expenses) to cover the costs of the replacement. It announced that it would offer a no-questions-asked exchange to the customers who owned a flawed Pentium. 


Intel set up an emergency call center to handle the rush of customers who would ask for a replacement. It promised to replace the processor within 60 to 90 days. Intel put in place a logistics system to track the hundreds of thousands of chips coming and going. It cancelled the usual Christmas shutdown at its factories and discarded much of the old, defective inventory.


Customers were required to make a deposit of $500 to $1,000 as a charge on their credit cards to guarantee the return of the flawed chip. The charge was made void by Intel after the receipt of the flawed chip. Intel provided an illustrated manual to help customers change the microprocessor themselves. It also made arrangements with computer service firms to handle replacements for the customers who needed assistance. 

Concluding notes

Various reasons have been offered for Intel’s failure to deal with the Pentium chip problem effectively. Earlier, consumers had not paid much attention to who manufactured the processor in their PC. But after the aggressive Intel Inside campaign, consumers had become aware of Intel and could relate to the company and the product. So, when the problem was made public, the consumers realised that they were also affected. 


The inept handling of the crisis by Intel officials, especially Andy Grove aggravated the problem. According to Arthur Rock, an Intel board member,
 “We shouldn’t have taken the arrogant attitude Andy did.” Ian Mitroff, Director of Center for Crisis Management at the University of Southern California commented,
 “This is Richard Nixon school of crisis management: stonewall. Their technology may be in the Systems Age but their management thinking is in Stone Age.” William W. Lattin, a former Intel vice president, said,
 “Andy’s analytical approach is his tremendous strength – and at times, a weakness. Not everything with human beings is done with the accuracy of electrons.” Many consumers felt that by not making the flaw public, in spite of knowing about it much earlier, the company had cheated them. Intel’s stand that the problem would not affect all the consumers and hence no blanket replacement would be made, seemed to irritate them.


Looking back, it is clear that the Intel should have responded to the problem by an early announcement and by releasing software that could have dealt with the problem. Alternately, it could have announced a prompt recall and replacement program. Intel had overestimated its quality control and inspection capabilities and underestimated the customer reaction. It also did not foresee the possibility of industry veterans like IBM taking advantage of the crisis.


Intel, however, seemed to have learnt its lessons. In early 1995, in an unprecedented move, the microprocessor giant published a full list of the known bugs in the Pentium chip. It contained details of dozens of bugs including the floating-point error. Publishing the bug list helped Intel in two ways. It put pressure on the competition, notably Motorola and AMD, to publish their own bug lists. It also served as a reminder to computer users that a microprocessor without bugs was not a realistic expectation.

Case 7.3 - American cigarette companies face legal action

By 1954, medical evidence linking cigarette smoking to lung cancer was emerging. American cigarette companies continued their efforts to assure smokers through newspaper advertisements that the evidence was not convincing. Their aggressive public-relations efforts protected the industry from litigation for more than a decade.


In 1964-1965, the US cigarette industry sensed the distinct possibility of individual states imposing their own health-warning labels. It worked out an agreement with the federal government, which mandated a national label for cigarette packs. 


In 1969, there was a surge of public concern about the prevalence of cigarette ads on radio and television, which led to FTC-mandated anti-smoking announcements. The tobacco industry reached another deal with the government and withdrew advertisements from radio and TV. It began to spend heavily on print advertisements and other promotions outside the electronic media. 


Between 1954 and 1995, cigarette companies successfully concluded more than 500 lawsuits. Between 1995 and July 1997, more than 700 lawsuits were filed with only one resulting in a plaintiff’s verdict. That was later reversed on appeal. The cigarette companies overwhelmed most cases with legal expertise and confusing medical testimony. Many private personal-injury suits failed to establish that the industry was liable for the plaintiff’s tobacco-related illness. The companies argued that the victims had decided to smoke knowing fully well that tobacco was addictive and damaged health. 


In April 1994, a group of lawyers filed a massive, well-financed, class-action suit known as the Castano case, named after its primary victim. In May, Mississippi Attorney General Mike Moore filed a suit against the tobacco companies, seeking to recoup nearly a billion dollars that would be spent on treating the victims of smoking-related illness. Moore’s counterparts in other states also filed similar suits. 


Over the next three years, the legal assaults on tobacco companies continued. In 1996, a federal appeals court dismissed the Castano class-action suit, but many small cases were quickly filed at the state level. 

In 1997, in a stunning setback for the U.S. tobacco industry, Liggett, the smallest cigarette company in the US, admitted that smoking was addictive and caused cancer and claimed that the industry intentionally targeted young people. These were the allegations that U.S. tobacco companies had all along steadfastly denied. In a historic settlement involving 22 states, Liggett agreed to label its cigarettes as addictive. Liggett also pledged to turn over thousands of confidential documents to the states and to allow its employees to testify in lawsuits against the other major U.S. tobacco companies, Philip Morris, R. J. Reynolds, Lorillard and Brown & Williamson. 


Anti-smoking lobbyists and state authorities were jubilant at Liggett’s confession and Moore declared
, “This will bring the tobacco companies to their knees.” In the agreement, the company promised that it would pay roughly 12 percent of its pretax income over the next 25 years to help class-action plaintiffs quit smoking and to compensate various states for their treatment expenditures. Liggett also vowed to curb cigarette ads and promotions aimed at minors and to turn over documents and files relating to the industry’s nicotine research. 


The settlement between the Liggett Group and the attorneys general of 22 states became the prototype for a grand agreement involving all the major tobacco companies. On June 20, 1997, Moore announced that tobacco companies had agreed to eliminate vending machines, to restrict the usage of Joe Camel
 and other strategic advertising devices, to pay for treatment programs, to strengthen warning labels and to dramatically reduce teenage smoking. The companies would pay an estimated $368.5 billion over the next 25 years in return for limited immunity from civil suits and weak FDA supervision. 


Some critics felt the proposal, though seemingly harsh, favored the cigarette industry in several ways. The companies could pay the penalties simply by raising the price of cigarettes. Most smokers were addicted and would be ready to pay higher prices. The industry also seemed to have gained immunity from future legal or legislative woes, particularly from the threat of individual and class action lawsuits. In addition, they would save billions of dollars yearly in advertising and marketing fees. The companies could also exploit markets in developing and underdeveloped countries. The concessions made by the cigarette companies were not significant because the two mascots, the Marlboro Man and Joe Camel, in any case, did not have much of a future in America. The new FDA rules, scheduled to take effect in August 1998, would, in any case, have restricted billboard ads to black-and-white text without any pictures or cartoons. No tobacco billboards of any kind would have been permitted within 1,000 feet of schools or playgrounds. Advertisement restrictions would have covered publications with youth readership of more than 15 percent.

A bill, drafted by Senator John McCain to implement the settlement received support from the White House and several major public health organizations. But it came under fire from the congress and the senate who said it did not punish tobacco companies enough. After several weeks of amendments including the one that removed the immunity provisions, proponents of the bill could not muster the 60 votes required to wind up the debate. Almost a year after the preliminary agreement between the states and the tobacco companies had been announced, the McCain bill seemed ineffective and was abandoned. 


Towards the end of 1998, the five cigarette companies and the government reached the ‘Master Settlement Agreement’ (MSA). Reynolds, Philip Morris, Brown & Williamson, Liggett Group, and Lorillard agreed to pay $206 billion over 25 years to 46 states, and to abide by the new FDA regulations. The health bill for the industry was reduced from $368.5 billion to $206 billion, as this agreement neither provided companies limited immunity from suits nor protected them from legal penalties in future.

Two years after the settlement, the tobacco industry seemed to be flourishing. According to a report by the FTC, the five tobacco companies spent a record $8.24 billion on advertising just a year after the agreement was signed. Although the companies stopped using outdoor billboards, they stepped up other publicity activities such as retail store displays and print advertising. 

But in 2001, cigarette companies were fighting two crucial court cases that had the potential to result in major restrictions on their marketing activities. The first case, Lorillard Tobacco Co. vs. Thomas F. Reilly, Attorney General of Massachusetts, under the consideration of the U.S. Supreme Court, will decide whether state and local governments can enact their own cigarette advertising restrictions for retail stores that go beyond the landmark 1998 Master Settlement. The judgment on the case is still pending. In the second set of cases, state judges have been asked to rule on detailed interpretations of the broad legal language in the MSA, because cigarette companies seem to have found ways to skirt the agreement’s cigarette marketing rules. One of these cases, California vs. R.J. Reynolds Tobacco Holdings Inc., has objected to the company’s controversial cigarette marketing policy that placed big-budget, full-page cigarette ads in magazines with millions of readers under age 18.

In January 2001, Canada joined hands with the US government when the state of British Columbia, renewed its legal battle seeking damages for the cost of treating smoking-related diseases. The lawsuit, accused the industry of knowingly distributing a dangerous product and added that the negative impact of smoking on health could not be overstated. The complaint was nearly identical to a lawsuit the province had filed against the industry in the previous year. A judge had rejected that suit on constitutional grounds because of the way it classified defendants seeking damages. The lawsuit did not ask for a specific amount in damages, but the province claimed that its public health care system had spent about Canadian $500 million ($334 million) every year to treat diseases such as lung cancer and emphysema.

 Case 7.4 -UTI Bank and Global Trust Bank: 

Insider trading allegations block merger

In January 2001, UTI Bank and Global Trust Bank (GTB), two leading private sector banks in India, agreed to merge to form UTI Global Bank. The merger would be completed by February 28. The new bank, UTI Global Bank, would present its first balance sheet on March 31, 2001. UTI Global would have a balance sheet size of Rs.20,000 crore, capital adequacy in excess of 11 per cent and a network of more than 150 branches and 321 ATMs. 


P. J. Nayak, Chairman, UTI Bank would be the Chairman and Managing Director of UTI Global. The board of directors of UTI Global would have eight members from UTI (UTI Bank’s parent company) and four from GTB. Shareholders of GTB would get nine shares of UTI Bank for every four GTB shares they held. The swap ratio was worked out on the basis of four parameters, the weighted EPS, adjusted book value of the shares, the six-month average market price as stipulated by SEBI and average maintainable profits. 

Nayak expressed confidence that integration would not be much of a problem as the two banks had a similar work culture. The two banks used the same technology platform, Bank 2000 of Infosys. Moreover, they complemented each other in different market segments. UTI Bank was very strong in corporate banking by virtue of its parentage while GTB was strong in retail banking, customer service and products, where UTI Bank was weak. 

Following the sudden announcement of the merger, many GTB employees, especially in the middle and top levels, aired their anger against the management for not informing them in advance about the merger. GTB employees were drawing higher salaries compared to those of their counter parts in UTI Bank. GTB chairman and managing director, Ramesh Gelli assured his employees that no person would suffer due to the merger and that every one would be absorbed in appropriate positions. 


Meanwhile, India’s Central Bank, the Reserve Bank of India (RBI) asked the country’s stock market regulator, the Securities and Exchange Board of India (SEBI) to conduct an investigation to find out whether the GTB stock price had been manipulated. There were clear indications that the bank had lent heavily to stockbrokers. Some Rs.150 crores had gone to Ketan Parekh, a leading stockbroker in Mumbai. SEBI suspected insider trading by Parekh. A preliminary investigation concluded that Parekh’s associates and two corporate groups were involved in propping up the GTB stock price ahead of the merger. The stock, which had languished in the range Rs.35-40 till the end of 1999, seemed to have been energized by Parekh’s entry in early 2000. 


The RBI was also upset with GTB for not conforming to prudential banking norms. In the first three years since its formation in 1994, GTB had an exposure in excess of 55 per cent to the jewellery and diamond business, earning it the sobriquet of the ‘diamond merchant’s bank’. In 1996, the Indian Banks Association and RBI censured GTB for unfair banking practices that lured depositors with gift schemes. In February 1999, RBI hauled it up for excessive exposure to the stock markets (14.5 per cent in the year ended March 2000). 

GTB’s asset quality was also suspected to be below par and RBI was not satisfied with the provision it maintained for non- performing assets. During the financial year 1999-2000, the bank wrote off Rs.93.23 crore towards NPA and arrived at a gross NPA of Rs.49.33 crore. From this it made a provision of Rs. 21.47 crore and arrived at a net NPA of Rs.27.86 crore or 0.86 per cent. But the RBI estimated the NPAs to be far higher than this, possibly in the region of 8-10 per cent. Gelli commented
, “There will be a divergence between a bank’s view on the quality of an asset and that of RBI, and the Reserve Bank could be assessing a higher NPA number. But it’s not 8 or 10 per cent, I can assure you.” According to some sources, the RBI insisted on a provision of Rs120 crore for the fiscal year 2000-2001. 


Valuation of GTB assets (and consequently the calculation of the swap ratio) also became a controversial issue. The recommendation of SBI Capital Services, which had earlier calculated the swap ratio as nine shares of UTI Bank for four shares of GTB, on multiple factors became the bone of contention. The swap ratio was recalculated by Deloitte Haskin Sells (DHS), which reached the same conclusion of 9 shares of UTI Bank to 4 shares of GTB. The DHS report clearly indicated that the share price considered for the computation, ignoring the periods when the GTB stock price was high, would still not alter the final swap ratio. Further, the price of GTB through the period of negotiation actually moved down from Rs.91 on December 18, 2000 to Rs.80.25 on January 23, 2001, the date of announcement of merger. Despite this, there were indications that the share prices had been propped up to obtain a more favorable swap ratio for GTB shareholders.

Some analysts pointed out that Gelli’s personal interests had prompted the merger. Gelli’s elder son, Girish had joined GTB a year and a half back (after resigning from the Norwest Advantage Fund in the US) to steer GTB’s foray into insurance. When RBI turned down GTB’s application to enter the insurance business, Gelli became interested in a merger with UTI Bank.



On April 4, 2001, the GTB board unanimously resolved to withdraw from the merger. Shares of GTB fell as much as 15.90 percent after the UTI chairman mentioned that the merger had been put on hold because of allegations of insider trading. GTB’s credit rating was downgraded by CRISIL.


The collapse of the merger talks meant a lot for both GTB and Gelli. Had the merger gone through, Gelli would have got himself the insurance business of the new UTI Global Bank, a good valuation, and a place on the board for the other promoters of GTB. He would have also received a 16 percent stake in the new bank. Instead, Gelli found himself under attack and was forced to step down as Chairman & Managing Director of GTB. R S Hugar was appointed as the new Chairman.

Note 7.5 - A Primer on Law, Ethics 

and Corporate Governance

General Principles of Law

Basic Features of Law in Any Society

The basic features of law are the same across nations. Laws aim at preserving the social order, and specify the penalties for actions that violate such order. They also provide a broad model of conduct and indicate what types of conduct are unacceptable. Laws also establish property and other rights in a society. This reduces uncertainty and facilitates economic, political and social exchange. Laws combine the views of different segments of society into one common set of enforceable rules. 


In most countries, laws are not static. Usually as a result of a compromise among conflicting ideas, laws tend to change over time. People in a society may agree on the need for laws but may differ on what the laws should be and how they should be implemented. These differences arise from the different values and beliefs that different segments of society consider to be important. It is the culture, customs, and history of a society that makes both the structure and the implementation of laws different in different countries.

Types of Law in Different Parts of the World

There are at least three broadly different types of law, prevalent in different parts of the world: common law, civil law, and religious law.


Common law is built on tradition and the notion of stare decisis (“let the decision stand”) or, the notion of precedence. It assumes that it is not possible to codify every possible contingency, and lays out certain general statutory principles. These principles are used by courts to interpret, reinterpret, and apply the law as it gets refined over time. Courts in the common law system generally place a great deal of emphasis on precedence and recognise traditional customs and practices. Common law seeks to achieve consistency in the application of laws in the nation. Most of the Anglo-American countries, follow the common law system.

 
Civil law is a systematic collection of laws, rules and regulations enacted by the government. Here, the courts tend to follow statutes that are intended to cover every possible contingency. The basic premise is that contingencies can be specified, and that courts have an insignificant role to play in interpreting the law. The job of the courts is to apply the law. Most countries in continental Europe, (for example, France, Germany, and Spain) follow the system of civil law. Countries in the Far East, such as Japan, South Korea, and Taiwan, also generally follow civil law, although with a less codified version compared to continental Europe.

 Many countries notably the Islamic nations, follow religious law. This is based on sacred texts, religious tenets, and interpretations of these texts and tenets by the clergy. It usually covers all aspects of life, from dress codes to business contracts. Most countries that have religious laws usually have some form of civil law. Rarely do religious laws and common laws go together.


There are some important differences between the common and civil law systems in the way that trials take place and rulings are made. In civil law systems, the right to a civil jury does not exist. Courtroom arguments tend to be less adversarial. Contingency fees for lawyers are not allowed (or are considered unethical). If plaintiffs sue, they must keep in mind the costs of litigation. Also, there are typically court-imposed limits on damages. Punitive damages, or more generally, non economic damages for factors such as pain, suffering and anguish are not permitted. Class action suits
 are not allowed.

Other classifications of Law

Criminal and civil law: Criminal laws deal with “wrongs done to society,” while civil law deals with wrongs done to individuals in a society. Violation of criminal law results in fines to the state or imprisonment while infringement of civil law results in payments to the affected party. Usually, violations, by corporations, tend to be infringements of both civil and criminal law.

Substantive and procedural law: Substantive law deals with the content of law, while procedural laws deal with the implementation of the law, for example, how the notice is served notice or how the trial is conducted.

Public and private law: Public law is enacted by the state, while private law is the set of rules agreed upon by any two (or more) private individuals or groups. Public law is statutory and includes laws embodied in documents such as the constitution, as well as in the various codified laws at the federal, state, and local levels. Private law is created by parties to a private contract but such contracts must be consistent with the principles of public law in any society. Many of the dealings that a corporation has with its stakeholders (employment contracts, warranties to customers, contracts with debt holders, and the like) fall in the purview of private law.

General Principles of Ethics

Eternal law

This principle argues that there is an eternal law framed by God and as incorporated in the scriptures. Religious leaders emphasise that the state of the law is unchanging and that rights and duties are obvious. For example, if we are loved, then we must love others. A good way of putting this is the Christian principle: Do unto others as you would have others do unto you. Problems with eternal law include the numerous interpretations and the tendency to interpret them based on circumstances.

Teleological Perspective

According to teleological systems of ethical behavior, whether a behavior is right or wrong can be judged by the consequences of those actions. Essentially the good or bad that results from an action determines whether the act is right or wrong. So, the focus is on the outcome and not the intent of individual actions. The objective is to create the greatest amount of benefit for the largest number of people. Perhaps the most widely known teleological system is utilitarianism.


Utilitarianism is often described as “the greatest good for the greatest number.” It evaluates actions in terms of the consequences that result “in the greatest good.” The good consequences of an action are determined by the aggregate preferences of those affected by the action. Within the utilitarian perspective, the ethical choice would be to choose the alternative that results in the greatest good. To save time and avoid the need to evaluate the outcomes of all actions, utilitarians often recommend simplifying rules. These rules like “always tell the truth” can be logically shown to lead to the most beneficial outcomes. There are two broad approaches in utilitarianism. In ‘Act’ utilitarianism, the decision maker needs to understand how the greater good or utility can be achieved. In ‘rule’ utilitarianism, individuals act according to rules based on utility. 

Deontological Perspective

The word deontology is derived from the Greek word for duty. According to the deontological system whether a behavior is right or wrong should be judged independent of consequences. The theory emphasises that the moral worth of an action cannot be dependent on the outcome as outcomes are indefinite and uncertain at the time the decision is made. From a deontological perspective, one can deduce principles that have moral standing. Motives in addition to consequences must be considered in determining if an action is right or wrong. This theory emphasises that if we have good intentions, we will act in ways that will lead to the best outcomes. These ways should be looked upon as duties rather than as choices. In deontological theory, truthfulness and honesty are duties we owe others while in teleological theory, they are merely actions that lead to the greatest benefit for society.

 Perhaps the best-known deontological system is that developed by Immanuel Kant. He proposed a simple test; ask whether you would be willing to have everyone in the world, faced with similar circumstances, forced to act in the same way. The act is good only if all, without exception, perform the same act or reach the same decision, given similar circumstances. Kant also stressed that other people should be treated with dignity and respect.


Kantian ethics, and other deontological systems deal with the issue of rights. For Kant, the basis of all specific rights stems from freedom and autonomy. For example, the rights of free speech and conscience must be granted; otherwise a person cannot be an autonomous entity.


Kantian approaches apply to various rights – right to privacy and confidentiality of personal information, right to feedback, right to be treated equally without discrimination, the right to ‘family-friendly’ practices, the right to speak out against wrong-doing, etc.


Most deontological systems, fail to explain why a principle or right should be respected or given a moral standing. Often, rights are defended in terms of the negative consequences that their violation would produce. This is simply using a teleological system to defend a deontological system. Also, most deontological systems do not provide sufficient guidance as to which action to pursue when differing rights come into conflict.

Distributive Justice

Proposed by John Rawls, this theory is based primarily on one value, justice. According to Rawls, conflicts in society take place because people are concerned about the just distribution of benefits. According to this theory, the distribution of benefits could be unequal, but the inequalities have to work for the benefit of all. This would be possible if they help in some measure the least advantaged, who would then continue to contribute and cooperate. Acts can be considered to be right and just if they lead to greater cooperation by members of the society. One drawback with this method is that individual efforts such as entrepreneurship, which involve risk are ignored. 

Personal liberty

This theory developed by Robert Nozick is based on a single value, liberty. Any institution or law that violates individual liberty, even if it results in greater happiness for others, is considered unjust. Cooperation comes about through exchange of goods and services. Such exchanges must be voluntary. Any exchange that is non voluntary or based on coercive means is unjust.


We conclude this section by understanding what ethics means at the level of the corporation. According to Mark Pastin
, ethical organizations are: 

a) at ease interacting with different stakeholders.

b) obsessed with fairness.

c) characterised by individual rather than collective responsibility.

d) those which see their activities in terms of purpose.

Ethical Auditing

An ethical audit is nothing but a systematic process of collecting and documenting information regarding the company’s ethical climate. Ethical auditing aims to measure the internal and external consistency of an organization’s values. It serves two functions – monitoring accountability and transparency towards shareholders and ensuring compliance with the ethical objectives of the organisation. By building an ethical profile, a company can reflect on the way it does business and how its internal and external reputation, are getting affected in the process. It helps to clarify the company’s values, understand whether social expectations are being met and gives the stakeholders an opportunity to explain what they expect from the company. The audit helps a company to understand whether it has a clearly defined set of values and whether these values are being consistently applied across situations and regions. It also enables the company to scan the environment and identify issues, which may provoke social activists. Accordingly, the company can take corrective action and in some cases even involve these groups in the decision making process. 


An ethical book keeping system can be used to collect data systematically about the organization’s ethical behaviour. It can document information related to complaints from stakeholders, employee grievances about discrimination in the work place, fines for unethical behaviour, etc. If properly conducted, an ethical audit should identify the actual, as opposed to desirable organizational values and also provide a general direction for the development of desirable values in the future. 


A written code of ethics cannot be institutionalized unless leaders show their respect for individuals and the organization by sending the right signals. Thus, a code of ethics and model behaviour on the part of the leaders are both vital in the building of an ethical organization.
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