
 

Cases in Business�and 
SocietyColumbia/HCA and 
the Medicare Fraud Scandal 
On July 16, 1997, hundreds of federal and state law 
enforcement agents descended on dozens of 
Columbia/HCA hospitals. Their target was evidence of 
Medicare fraud. Armed with 35 separate search warrants, 
the government investigators moved with military precision 
through medical offices, seizing documents and computer 
files. At Columbia Hendersonville Hospital, near Nashville, 
agents told employees to back away from their desks, then 
began hauling away boxes of laboratory billing records. At 
the headquarters of Columbia’s home care division in 
Winter Park, Florida, investigators brought in rented U-
Haul trucks to carry off seized papers. These scenes were 
repeated in community after community, in seven states. 
The raid involved a coordinated effort by the FBI and the 
criminal investigative units of the Department of Health 
and Human Services, Defense Department, U.S. Postal 
Service, and various state Medicaid agencies. An attorney -
specializing in health care fraud told the press in awe, “This 
is as big a case as the government’s ever done.” 
 The target of this massive government probe, 
Columbia/HCA Corporation, was at the time the largest 
health care company in the world. With more than 340 
hospitals under ownership, Columbia/HCA ran about 7 
percent of all U.S. hospitals, and close to half of all 



investor-owned hospitals, as well as hundreds of surgery 
centers, rehabilitation centers, and home health care 
programs. With 285,000 employees, Columbia/HCA was 
the ninth-largest employer in the country—bigger, for 
example, than either McDonald’s or General Electric. The 
health care titan brought in nearly $20 billion in revenue in 
1996, 36 percent of it from Medicare reimbursements. In 
Fortune’s survey that year, Columbia/ HCA had ranked as 
the most admired health care company; and the magazine 
had referred to its founder and CEO, Richard L. Scott—
then just 43 years old—as a “boy wonder.” 
 The federal agents were closed-mouthed about their 
operation, saying only that it was part of an ongoing probe. 
But the basic purpose of the investigation was well known 
to Columbia managers and to those both inside and outside 
the company who had followed the events of the previous 
few months. In April, the government had conducted a -
similar, although much more limited, raid on one of 
Columbia’s hospitals in El Paso, Texas; and over the past 
few months grand juries in several states had interviewed 
current and former Columbia employees. At issue were 
allegations that Columbia had encouraged its managers to 
defraud Medicare, the federal health insurance program for 
the elderly and disabled. Sources close to the investigation 
reported evidence that Columbia had, for example, inflated 
the seriousness of patients’ illnesses to increase 
reimbursements and shifted costs to programs that were 
more generously compensated by Medicare. Columbia had 
also been criticized for providing various inducements to 
doctors to refer patients to its hospitals, in violation of 
federal law. 



 In the face of the unfolding crisis, Columbia publicly 
maintained a stance of business as usual. Samuel A. Greco, 
vice president of financial operations, when asked about the 
company’s Medicare billing practices, simply said, “We 
hold ourselves to the highest standards.” Other than that, 
Columbia had no official comment. On the evening of July 
16, CEO Scott went ahead with a scheduled appearance on 
the Cable News Network show “Moneyline.” Questioned 
about the raids, Scott dismissed the subject with the 
comment, “It has not been a fun day. But as you know, 
government investigations are matter-of-fact in health 
care.” But investors were not buying it. In the first day of 
trading after the news, Columbia’s stock dropped 12 
percent, losing over $3 billion in market value. Behind the 
scenes, members of the company’s board urgently traded 
phone calls, trying to determine how best to respond to 
what promised to become the biggest health care fraud 
scandal in U.S. history. 
Richard L. Scott 
Richard L. “Rick” Scott, Columbia’s founder and chief 
executive, was born in 1953 in Kansas City, Missouri, into 
a working-class family. His father drove a truck; his mother 
clerked at J. C. Penney’s and sold encyclopedias door-to-
door. As a child, Scott was highly competitive. His mother 
later recalled that “if Rick didn’t win a game, he didn’t 
enjoy it.” Scott showed an early aptitude for 
entrepreneurship. While majoring in business at the 
University of Missouri, Scott, along with his mother and 
brother, purchased and successfully turned around two 
struggling doughnut shops. Scott went on to law school at 
Southern Methodist University. He then took a position as 



an attorney for a large Dallas law firm, where he developed 
a specialty in health care acquisitions. 
 But Scott wanted more from his career. In his work in 
the health care industry, Scott had come to the conclusion 
that with effective management, hospitals could be 
operated much more efficiently. He longed to acquire his 
own hospitals and turn them around, just as he had the two 
doughnut shops in college. With almost no capital and no 
experience in health care management, however, he had 
little credibility as a buyer. An early effort with two 
partners to buy a group of hospitals failed. In 1987, 
however, Scott got a break. Richard Rainwater, a Fort 
Worth financier and former adviser to the wealthy Bass 
brothers, was interested in starting a hospital company. 
Scott, then 34, was recommended to Rainwater by a mutual 
acquaintance as someone who was “young, smart, sharp, 
[and] aggressive.” The two men hit it off. Both believed, 
they later recalled, that struggling hospitals could be picked 
up cheaply and returned to profitability with the right 
management. Both shared a vision of a multiservice health 
care chain. Rainwater set up Scott in an office on the 20th 
floor of a building owned by the Bass brothers in Fort 
Worth and instructed him to start building a hospital 
company. 
 In November 1987, Scott wrote a thousand letters to 
prospective acquisitions. All rejected his overtures. “I tried 
everything. I called everybody. I flew all over the place,” 
Scott later recalled. Finally, he made contact with a group 
of doctors in El Paso who wanted to own their own 
hospital. Scott and Rainwater each put up $125,000 of their 
own personal funds, 110 doctors bought shares, and the 



group borrowed $65 million from Citicorp. So financed, in 
July 1988 the partnership purchased two down-at-the-heel 
hospitals in El Paso, Texas, from Healthtrust, a hospital 
chain that was divesting properties. Scott picked the name 
Columbia Hospital Corporation for the fledgling chain 
because, he later recalled, it sounded “formidable.” 
The Rise of Medicare 
The opportunity that Scott and Rainwater seized in 1987 
was created, in large part, by transformations in the health 
care industry that had been wrought by government policy 
and, specifically, by Medicare. 
 In 1965, Congress created Medicare to provide health 
benefits to Americans over the age of 65 and for the 
seriously disabled. Medicare consisted of two parts. Part A, 
which provided hospitalization insurance, was funded 
through a 2.9 percent payroll tax, borne equally by 
employees and employers. Part B, which covered doctor 
bills and outpatient expenses, was funded through 
insurance premiums and government revenues. Between 
1965 and 1980, expenditures on medical care in the United 
States rose from 6 to 9 percent of GNP. A number of 
factors were involved: growing numbers of people covered 
by both employer-sponsored and government insurance, the 
increasing use of expensive medical technologies, and a 
boom in hospital construction funded in part by the 
government. But perhaps the major factor was the lack of 
effective cost controls by either private or public health 
insurance providers. 
 At first, Medicare (like many other health insurers) 
had no effective cost controls. The program reimbursed 
doctors and other providers for any services deemed to be 



“usual, customary, and reasonable.” Hospitals were 
reimbursed on a cost plus basis, meaning that Medicare 
paid for the cost of service plus a fee for administrative 
overhead. This system of third-party reimbursement lacked 
any of the normal checks on consumption. Patients had no 
incentive to shop for value, and they often were completely 
unaware of the cost of services. Both doctors and hospitals 
had incentives to perform more procedures and provide 
more services. 
 In 1983, Congress passed the first significant effort to 
constrain Medicare costs. The old system of cost plus 
reimbursement was abandoned. In its place, Congress 
adopted a payment system based on diagnostic-related 
groups (DRGs), that is, groups of related diseases. Each of 
around 480 DRGs was coded and an amount specified for 
reimbursement. Under the DRG system, hospitals would be 
paid per admission, with the amount determined by the 
diagnosis, rather than per day or per service. This reform 
for the first time introduced significant incentives for 
hospitals to control costs. Outpatient providers (home 
health care, ambulatory surgery centers, and the like) 
continued to be paid on a fee-for-service basis, on the 
theory that outpatient services were generally cheaper than 
hospitalization and should therefore be encouraged. 
 The new DRG system helped check runaway 
Medicare costs, but it also hurt hospitals’ profitability. In 
1984, Medicare margins were 14 percent. By 1987, they 
had dropped to 5 percent. Many hospitals were 
hemorrhaging money. There were simply too many 
hospitals. Many were managed by executives unused to 
operating in a cost-constrained environment. To their 



shareholders, communities, and customers, many of these 
hospitals represented a problem. To Scott and Rainwater, 
they represented an opportunity—to buy health care 
properties inexpensively and use modern business methods 
to turn them into profit-making enterprises. 
Running a Marathon 
In his Fort Worth office, Scott worked on building a 
hospital empire, sketching proposed deals on his white, 
vinyl walls with colored markers with the zeal of a general 
going into battle. At first, he and Rainwater acquired 
hospitals one by one, mainly in Florida and Texas. By 
1990, Columbia owned 11 hospitals, with revenues of $290 
million, and was reported to be the 12th-fastest-growing 
company in the nation. That year, the company went 
public, for the first time selling shares of stock. As the 
company grew, its stock price rose quickly. After 1990, 
Columbia financed many of its deals through stock swaps 
in which it would trade its rapidly appreciating shares for 
the languishing stock of weaker hospitals. Columbia also 
raised capital by floating bonds. 
 By 1992, Columbia was buying, or trying to buy, 
almost everything in sight. A joke making the rounds 
among health care administrators at the time went like this: 
Have you gotten an acquisition letter from Columbia yet? 
It’s the letter that starts out, Dear Occupant. Columbia’s 
most notable acquisitions in the early 1990s included Basic 
American Medical (8 hospitals), Galen (75 hospitals), the 
Hospital Corporation of America (HCA) (97 hospitals), 
Medical Care America (a national chain of outpatient 
surgery centers and other outpatient facilities), and 
Healthtrust, Inc. (117 hospitals). In two years, 1994 to 



1996, Scott nearly tripled Columbia’s revenue, and profits 
were growing at close to 20 percent a year. But he did not 
feel the job was done. In 1995, Scott told a reporter, “I look 
at this as a marathon, and we’re very early in it.” 
 As a manager, Scott had a reputation for being 
extraordinarily hardworking. His habit was to rise at 5 
o’clock and exercise on a treadmill; he was in the office by 
6 o’clock. He was reputed to visit nearly 100 hospitals a 
year, send out scores of e-mails every day, and meet 
constantly with doctors, employees, and patients. Scott’s 
lifestyle bordered on the ascetic. He did not smoke or drink. 
His office, even after the string of acquisitions of the early 
1990s, remained modestly furnished with plastic laminated 
lamps and metal furniture. He was known to carefully save 
paper clips from his own mail. When asked by a reporter 
about his thrifty habits, Scott replied, “I don’t like to spend 
money. I don’t think I’m going to change.” 
“Health Care Has Never Worked Like This Before” 
Scott’s vision was to bring modern business practices to 
health care—a sector that had long been dominated by 
nonprofit institutions. The company’s slogan was “Health 
Care Has Never Worked Like This Before.” In its mission 
statement, Columbia concisely stated its strategic 
objectives: 
Columbia’s business strategy centers on working with physicians and other health care providers to 
develop comprehensive, integrated health care delivery networks in targeted markets. This strategy 
typically involves significant health care facility acquisition and consolidation activities. 

The company’s strategy had several key elements: 
Physician Partnerships 
One key element of Columbia’s strategy was doctor 
ownership. Typically, doctors would be offered an 
opportunity to invest up to $150,000 each when Columbia 



took over a hospital. Up to 20 percent of the hospital could 
be physician-owned. Several thousand doctors were given 
this offer, and many accepted. 
 Columbia’s practice changed the nature of the doctor–
hospital relationship. Historically, physicians referred 
patients to hospitals, practiced medicine there, gave orders 
to staff, used supplies, and even ordered equipment. 
However, they were not employees, nor did they have an 
ownership stake. Consequently, they had little incentive to 
hold down costs or to comply with managerial directives. 
Columbia changed all this. As Columbia shareholders, 
physicians were motivated to consider cost before 
demanding expensive medical equipment or supplies. 
Moreover, they had an incentive to refer patients to 
Columbia hospitals, rather than to competitors. As Scott 
explained, “If someone has an ownership interest in 
something, they take pride in that, and so they will try to 
have whatever impact they can.” 
Consolidation within Regional Markets 
A second element of Columbia’s strategy was acquisition 
and consolidation, sometimes referred to as horizontal 
integration. The company might purchase two or three 
hospitals in a single market, close the weakest one or two, 
and consolidate operations in a smaller number of facilities. 
The goal was higher occupancy rates. “This industry’s not 
any different than an airline industry or a ball bearing 
industry,” David Vandewater, Columbia’s president and 
chief operating officer, explained. “[If] you run at 40 
percent of capacity or 60 percent of capacity, you’re not 
getting the maximum value out of your assets.” For 
example, in Miami, Columbia took over Victoria Hospital 



and Cedars Medical Center, merged their operations, and 
saved $3 million a year. 
Vertical Integration 
In Scott’s vision, Columbia would become an integrated 
system of affiliated providers, offering a continuum of care, 
including general and acute hospital care, surgery, 
rehabilitation, physical therapy, mental health treatment, 
and home care. His objective was to offer managed care 
companies, preferred provider groups, and major employers 
“one-stop shopping”—a complete system of services within 
a regional market. Presumably, the arrangement would 
benefit patients as well, since continuity of care would 
improve. Many of Columbia’s acquisitions of outpatient 
surgery centers, home health care programs, and 
rehabilitation and physical therapy facilities in the early 
1990s were aimed at rounding out its networks within 
regional markets. 
Strict Cost Controls 
Within its system, Columbia implemented aggressive cost 
controls. One key tactic was to negotiate exclusive 
contracts with suppliers who were prepared to offer 
substantial discounts for the privilege of becoming 
Columbia’s sole vendor for everything from sutures to 
soda. For example, Columbia negotiated a five-year 
contract with General Electric to become its exclusive 
provider of CT scanners and MRI units, at very substantial 
savings. Under Scott’s direction, 95 percent of Columbia’s 
purchasing agreements were regional or national in scope; 
many of them were exclusive deals. The company claimed 
to save $300 million a year through such arrangements. 



 Columbia also pushed to control labor costs, often 
through staffing cuts. By 1996, Columbia had reduced 
labor costs (salary and benefits) in its hospitals to 39.7 
percent of total costs; the average in all investor-owned 
hospitals that year was 43.5 percent, and in nonprofit 
hospitals, 52 percent. 
Brand Identification 
A final element of the strategy was promoting the 
Columbia name as synonymous with quality care and 
efficient management. Managers and staff were expected to 
wear lapel pins with the Columbia logo (the letter C 
encased in two healing hands in a diamond shape). Scott 
insisted that all affiliated providers bear the Columbia 
name. In 1996, the company undertook an aggressive 
branding campaign, with the goal of becoming a household 
word “as familiar as Kellogg’s and Campbell’s soup.” A 
multimillion-dollar television advertising campaign 
featured a befuddled young man trying to figure out where 
to find a quality hospital. The ads were humorous and edgy. 
In one, the fellow stopped to ask a farmer, standing by his 
tractor, whom he would call if he were going to have a 
baby in Denver. The farmer paused, then deadpanned: “The 
six o’clock news.” 
High Expectations 
The management system Scott put in place was highly 
decentralized. Within each regional market, Columbia’s 
network of health care providers was put under the control 
of a single manager. As Scott explained, “The key is to 
give decision-making power to local management teams 
[and have them] act like a small company.” Columbia set 
an annual target for profit growth, typically 15 percent or 



higher. Regional administrators were given specific 
financial goals that integrated with the company’s overall 
objectives. These were recorded on printed scorecards that 
were distributed to each manager. 
 The company’s compensation system was structured 
to reward managers handsomely for meeting these goals. In 
general, executive compensation at Columbia was low, 
relative to the market. (Scott’s own base salary, $858,000 
in 1995, for example, was at least 20 percent lower than 
other health care executives at his level.) Bonuses, 
however, could be extremely generous; managers were able 
to as much as double their salaries by meeting or exceeding 
their financial targets. In 1995, 25 percent of Columbia 
managers received bonuses equal to 80 percent or more of 
their salaries; 30 percent, on the other hand, received no 
bonus. Explained one former Columbia vice president, 
“You have a highly decentralized system that grants a lot of 
autonomy to local and regional officers, and those officers 
have very significant monetary incentives tied to the net 
profitability of their markets.” 
 Columbia’s compensation system was quite unusual 
within the industry. Half of all hospitals at the time offered 
their managers no bonuses at all; most that did tied them to 
mortality rates and other measures of the quality of service 
rather than financial goals. 
 Columbia managers were under intense pressure, and 
not just from the carrot of attractive bonuses. The New York 
Times offered the following anecdote: 
Last August [1996], executives from Columbia’s Midwest division ordered [manager Mark E.] Singer and 
14 other department heads at Michael Reese Hospital and Medical Center in Chicago into the hospital 
boardroom to lambaste them, one by one, for failing to cut costs aggressively enough, recalled Mr. Singer, 
administrative director for medicine at the time. (His job has since been eliminated.) 



 Mr. Singer was stunned by his treatment. “My father 
owned and operated a millinery factory in the garment 
district, and I never witnessed such an extent of demeaning, 
debasing, and devaluing behavior in the tough street 
environment as I personally experienced on 29 August,” he 
wrote to the hospital’s chief operating officer. 
Managers who did not respond either to the inducements of 
a bonus or the humiliation of public criticism were 
summarily fired. In 1995, for example, 29 percent of 
Columbia administrators were replaced. 
 When asked about Columbia’s methods of motivating 
its managers, Scott responded, “Do I believe that people 
feel like there’s high expectations? Sure. But I’m not 
uncomfortable with that.” 
Health Care Fraud 
At the time of the FBI raids on Columbia/HCA, no one in 
either the government or the private sector had a very good 
idea of the extent of fraud in the health care system. 
According to the Medicare carrier’s manual, fraud was 
defined as “an intentional deception or misrepresentation 
which an individual or entity makes, knowing that the 
deception could result in some unauthorized benefit to the 
individual, the entity, or some other party.” A 1992 
Government Accounting Office (GAO) report estimated the 
percentage of the nation’s health care budget lost to fraud 
to be around 10 percent, roughly $100 billion a year. The 
GAO acknowledged, however, that this figure was just a 
guess. An academic analysis of health care fraud published 
in 1996 concluded that there was no way to know the 
extent of fraud, because it had not been systematically 
measured. 



 Experts have argued that health care fraud was 
particularly difficult to control for several reasons. One was 
the difficulty of determining what was fraud and what was 
not. Medicare rules were complicated and arcane; the 
regulatory manuals ran to upward of 45,000 pages. Many 
issues fell into a gray area. When was fraud actually fraud, 
and when was it merely aggressive billing or overzealous 
treatment by a well-meaning provider? 
 Moreover, unlike, for example, credit card fraud, 
health care fraud was often not self-revealing. A person 
whose credit card number was stolen would normally 
notice unusual charges on a monthly bill and promptly 
complain to the card issuer, who could then move to correct 
the problem. By contrast, under the Medicare program, 
patients normally received an explanation of medical 
benefits (EOMB) form itemizing charges only if a 
copayment was required or if a service was disallowed. In 
situations where a service was approved and paid, the 
patient normally never received an EOMB. Moreover, 
patients receiving an EOMB normally had little incentive to 
pay attention to specific charges, because they were rarely 
required to pay the full amount. 
 What happened when a beneficiary did complain—for 
example, that a service was billed that was not provided, or 
that a listed diagnosis was incorrect? According to an 
expert in health care fraud: 
If a [Medicare] beneficiary says a service, reported on an 
EOMB, was not provided as billed, the investigative unit 
mails a form or letter to the provider asking them to 
confirm that the service was, in fact, provided. Depending 
on the practice of the Medicare contractor, providers may 



be asked to provide medical records; in other cases they 
merely have to sign a declaration that the service was 
provided. Assuming the provider confirms the service, the 
unit then sends the complainant a letter explaining that the 
service has been confirmed. That is the end of the matter, 
unless the beneficiary chooses to appeal the finding. To a 
complaining beneficiary this makes the government appear 
extraordinarily stupid. Most beneficiaries drop their 
complaint at that stage, many of them no doubt feeling the 
government does not deserve any help. 
 Medicare fraud, in addition to being difficult to 
identify, had traditionally suffered from weak enforcement 
efforts. In the 1980s, as the government focused on ways to 
trim skyrocketing Medicare costs, regulatory budgets were 
cut. The result was fewer inspections and fewer audits. 
Actual criminal prosecution of hospital administrators in 
the 1980s and early 1990s was extremely rare. 
 All this began to change in the early 1990s, however. 
A series of congressional hearings, held in connection with 
the debate over health care reform, cast a spotlight on the 
extent of health care fraud. The alarm was raised that 
Medicare might actually go broke. Many legislators saw 
fraud recovery as a way to cut costs or to protect or even 
expand government health coverage. Although the Clinton 
health care reform proposals failed, several antifraud 
initiatives moved forward. In 1995, a five-state pilot 
program called Operation Restore Trust was undertaken; 
and in 1996 the Health Insurance Portability and 
Accountability Act (the Kennedy-Kassebaum bill) provided 
generous funding for new fraud control programs, mainly 



aimed at Medicare. These efforts provided millions of new 
funding dollars for government investigators. 
 Another development that strengthened prosecutors’ 
hands was new legal protections for whistle-blowers. In 
1986, Congress amended the federal False Claims Act 
(originally passed in 1863 to deter fraud during the Civil 
War) to allow individuals who sued government 
contractors for fraud to receive up to 30 percent of any 
amount recovered by the government. The law also 
provided protections against retaliation by employers. 
These provisions for the first time provided substantial 
incentives for individuals to reveal fraud by their 
employers. The number of whistle-blower lawsuits rose 
from just 33 in 1987 to 530 in 1997. In 1997, the 
government recovered $625 million as a result of whistle-
blower lawsuits. 
 At first, such lawsuits were directed primarily against 
defense contractors. Beginning in the early 1990s, however, 
the preferred target began to shift to health care. In 1996, 
for the first time the number of whistle-blower lawsuits in 
health care exceeded those in defense. “It has become a 
feeding frenzy,” said one attorney who specialized in 
defending health care companies. Although details were 
under wraps, it was reported that more than a dozen 
whistle-blowers at Columbia/HCA had come forward and 
were cooperating with government investigators at the time 
of the raids in July 1997. 
Investigating Columbia/HCA 
By the spring of 1997, several government investigations of 
possible Medicare fraud by Columbia/HCA—aided in 
some cases by inside information provided by whistle--



blowers—were moving forward. Grand juries were meeting 
in several states. The media was also looking into the story. 
On March 21 of that year, The New York Times published 
the first article in a series by the award-winning health care 
journalist Kurt Eichenwald. The Times, which had sources 
close to government investigators, provided important clues 
as to the issues that concerned Medicare regulators. The 
Times also reported the results of its own independent 
research into Columbia’s practices. 
 At issue in the investigations were several different 
possibly fraudulent practices by Columbia/HCA and its 
managers. These included the following practices. 
Upcoding 
The term upcoding refers to the practice of inflating the 
seriousness of a treated illness to receive a higher payment 
from Medicare, or another insurer. 
 Under its DRG system, Medicare paid a fixed amount 
for each of about 480 covered illnesses. Of course, 
conditions that were more difficult to treat generally 
received higher reimbursements. For example, a hospital 
might be paid $6,800 for treating a case of complex 
respiratory infection (the most severe respiratory illness), 
but only $3,150 for simple pneumonia (the least severe 
respiratory illness). If a hospital reported to Medicare that it 
had treated a patient for complex respiratory infection, 
when in fact the illness had been less serious, this would 
represent upcoding. This practice was outlawed under 
Medicare regulations. If upcoding were found, Medicare 
would seek restitution. In the case of a pattern of behavior, 
the government might prosecute for fraud. 



 As part of its own investigation, The New York Times 
examined more than 30 million billing records of Columbia 
hospitals in Florida and Texas for 1995. Its analysis showed 
that 90 percent of the time, Columbia hospitals were more 
likely than other hospitals to bill for more highly 
compensated illnesses. One example was particularly 
striking. In 1992, as an independent hospital, Cedars 
Medical Center in Miami had billed just 31 percent of its 
cases of respiratory illness at the highest rate. After its 
takeover by Columbia, this figure jumped to 76 percent. 
 In response to these charges, vice president David 
Manning stated Columbia’s billing practices were “in 
complete adherence to all applicable federal laws.” The 
discrepancies between Columbia’s numbers and those of 
other hospitals simply reflected his company’s greater 
accuracy, he asserted. “We believe that Columbia is more 
efficient in accurately billing the Medicare program than 
are our competitors,” Manning stated. 
Cost Shifting 
Cost shifting occurs when a provider fraudulently shifts 
expenses from one program to another, for the purpose of 
increasing reimbursement. 
 One form of cost shifting allegedly committed by 
Columbia/HCA was reclassifying nonqualifying expenses 
so they would be covered by government insurance. For 
example, under federal rules, Medicare did not reimburse 
hospitals for sales, advertising, or promotional expenses. It 
did, however, reimburse providers for community 
education and patient care coordination, such as educating 
beneficiaries about available services or offering 
transitional support to patients newly discharged from the 



hospital. Federal investigators were looking into evidence 
that Columbia/HCA had routinely billed Medicare for the 
cost of “community educators” and “home care 
coordinators.” In fact, the government alleged, these 
employees’ actual duties were to act as sales 
representatives, promoting the company’s services to 
physicians and the general public. 
 Another form of cost shifting was moving expenses 
from one program to another that was compensated at a 
higher rate. For example, under Medicare rules, hospital 
fees were capped. However, outpatient services, such as 
home health care, were not. Thus, an integrated health care 
provider, like Columbia, might have a financial incentive to 
shift costs billed to Medicare from its hospitals to its home 
health care units. Analysis of billing records from Texas by 
The New York Times showed that post-hospital care cost 
Medicare 23 percent more at Columbia hospitals than at 
other hospitals in the state, even after adjusting for the 
severity of the illness. The Times estimated the cost to the 
taxpayer of the Texas overcharges to be $48 million for one 
year alone. In 1997, Columbia owned 590 home health care 
units in 30 states; together, these provided 5 percent of the 
company’s revenue. 
 Columbia defended its use of outpatient care, saying it 
cost Medicare less, not more. “It is not in any patient’s 
interest to be served in an acute-care setting when less--
intensive care is more appropriate,” a spokesman said. 
Unethical Tactics to Pressure Acquisition Targets 
Federal prosecutors were also looking into charges that 
Columbia used illegal inducements to officials of hospitals 
the company was trying to acquire, violating antibribery 



laws. Hospital managers told government investigators that 
they had been offered Super Bowl tickets, jobs, and 
payments for consulting never performed. 
Financial Relationships with Doctors 
Finally, the investigation also focused on whether or not 
doctor ownership had led doctors to refer patients to 
Columbia facilities even if another hospital was better 
equipped or could offer superior services for the patient’s 
condition. In an independent investigation of referral 
patterns, the Times found that a group of doctors who had 
recently invested in Columbia increased their admissions to 
Columbia hospitals by 13 percent, while their referrals to 
non-Columbia hospitals dropped 22 percent. Columbia 
criticized this study for bias and defended itself by saying 
that investments were too small to influence doctors’ 
decisions; and that in any case managed care plans, not 
doctors, were mainly responsible for choosing hospitals. 
Federal law barred doctors from referring patients to 
businesses such as home health care providers in which 
they had a financial interest, but the law did not bar referral 
to hospitals in which they had an interest. 
The Unfolding Crisis 
Even before the events of July 16 transpired, the April raid 
on the company’s El Paso hospital, the ongoing grand jury 
investigations, and the hard-hitting reporting of The New 
York Times’ Kurt Eichenwald gave Columbia executives 
ample warning that prosecutions for fraud, and probably 
criminal indictments, were brewing. 
 One of the most concerned of Columbia’s executives 
was Thomas F. Frist, Jr. Trained as an Air Force surgeon, 
Frist had founded the Hospital Corporation of America 



(HCA) in 1968 with his father, also a physician. Over the 
next two decades, HCA—headquartered in Nashville—
gradually built an extensive chain of hospitals, becoming 
for a time the largest hospital chain in the country. Frist 
became president of HCA in 1977 and CEO in 1982. In a 
profile of leading corporate executives published in 
Financial World, Frist was described as a “mild-mannered” 
family man with a penchant for fiscal conservatism and 
efficient provision of medical services. He was also known 
for his moral righteousness. Frist, like his father before 
him, “ran the business like you were taught in Sunday 
school,” recalled a former top executive of HCA. After 
HCA’s merger with Columbia in 1994, Frist had stepped 
down from his day-to-day management role, becoming vice 
chairman of Columbia’s board of directors and a member 
of the company’s three-person executive committee. 
 Insiders reported that as the crisis unfolded at 
Columbia, Frist became increasingly disenchanted with 
Scott’s leadership. Over a period of several months, he had 
urged Scott to tone down his aggressive management style, 
to little effect. In January 1997, according to one account, 
Frist had actually considered resigning from the board but 
had decided against doing so. Following the raid in El Paso 
in April, Frist and several other members of the board had 
expressed concern to Scott about the government 
investigation. Scott had responded, according to one 
insider, “by assuring the directors that the government had 
nothing on the company, that there were no problems, and 
that there had been similar investigations in the past that 
had simply fizzled.” 



 A few weeks later, Frist had written a nine-page letter 
to Scott, outlining the company’s problems and possible 
solutions. Scott never answered. “I didn’t know what to 
do,” Frist later recalled. “It was the most perplexing thing 
in my career.” On the July 4 weekend, Frist cut short a 
vacation in Aspen, saying he was too upset to relax. Frist 
flew to California, where he met privately with Richard 
Rainwater and his wife, Darla Moore. Rainwater, Scott’s 
original partner, and his wife were Columbia’s largest 
shareholders, with shares worth around a quarter billion 
dollars. Before her marriage to Rainwater in 1991, Moore 
had been a vice president of Chemical Bank and one of the 
top-paid female executives in the country; she had served 
on Columbia’s board between 1994 and 1996, when she 
resigned because of a potential conflict of interest. 
 According to a profile of Moore later published in 
Fortune, the threesome discussed several options for the 
troubled company and its chief executive. Rainwater later 
recalled his own position: 
Great executives make mistakes, and usually they recover. My hope was that Rick would alter his stance of 
righteous indignation. I felt he could carry on in the job. 

 Moore, however, was more troubled by Scott’s 
apparently nonchalant response to the government 
investigation. “Rick was disdainful,” she explained. “You 
don’t spit on Uncle Sam.” Moore advocated trying to 
negotiate a merger between Columbia and Tenet 
Healthcare, then the second-largest hospital chain. In this 
plan, Tenet’s CEO, Jeffrey Barbakow, would be offered the 
chairmanship of the combined company, allowing Scott to 
leave with dignity. Moore agreed to initiate private talks 
with Tenet. 



 Before this plan could be carried out, however, the 
events of July 16 forced the board’s hand. Columbia’s 
board of 10 directors consisted mainly of close associates 
of Scott’s, and the board had scant experience acting 
independently of management. In the past, board meetings 
had been limited to two hours. Typically, Scott would 
present a series of items and leave little time for debate. But 
this time, the directors agreed that something had to be 
done. Because it was midsummer, however, it was difficult 
to assemble the entire group right away. Finally, almost 
two weeks after the government raid, on July 24 at 4 p.m., 
the full board assembled, with Scott present, at Columbia’s 
Nashville headquarters. Everyone there knew that the board 
needed to respond without delay to the government’s 
massive Medicare fraud investigation. 
Discussion Questions 
1. In your opinion, what causal factors contributed most 
significantly to the Medicare fraud crisis at 
Columbia/HCA? In your answer, please discuss both 
external and internal factors. 
2. What do you think the board of directors of 
Columbia/HCA should do, as of the point the case ends? 
3. What changes in hospital management practices, 
government regulation, or stakeholder behavior, if any, 
would help prevent this kind of problem from occurring in 
the future at other health care institutions? 
On June 20, 1997, at a little after three in the afternoon, 
tobacco industry attorney Phil Carlton and Arizona attorney 
general Grant Woods emerged exhausted from a meeting 
room at the Park Hyatt Hotel in Washington, D.C. From 
inside the room—where negotiators for the tobacco 



industry, public health organizations, and state attorneys 
general had been engaged in days of nearly around-the-
clock talks—reporters waiting in the hall could hear 
applause, then whooping and whistling. Woods flashed a 
thumbs-up sign to the press corps. “We’ve got a deal,” he 
announced. 
 For weeks, the outcome of the delicate tobacco 
negotiations had been in doubt. Observers had called the 
talks “chaotic” and “fractious.” The talks had nearly broken 
down several times during the final few days, as 
negotiations foundered on the issues of document 
disclosure, government regulation, and whistle-blower 
protection. At one point, the attorney representing 20 of the 
32 states at the table had simply walked out and flown off 
in his Lear jet. But at the last moment, both sides had made 
key concessions, and an agreement was reached. 
 In many respects, the deal struck at the Park Hyatt was 
astonishing. The big tobacco companies had agreed to pay 
$369 billion over the next quarter century and to submit to 
federal regulations and broad restrictions on cigarette 
advertising. In exchange, many state lawsuits would be 
settled, and the industry would be protected from most 
future litigation. 
 Never before had the tobacco giants been willing to 
make such vast concessions to their opponents. And never 
before had prominent public health advocates been willing 
to endorse limits on how much money smokers with lung 
cancer and heart disease could recover from the tobacco 
industry. The tobacco deal, said Mike Moore, Mississippi 
attorney general and a lead negotiator—with a bit of 
enthusiastic redundancy—was “the most historic public-



health achievement in history.” Many thought the 
agreement would herald a new era in the relationship 
between the tobacco industry and its critics in government 
and the public health community, as well as provide a 
model for the settlement of mass liability cases. 
The U.S. Tobacco Industry 
In 1997, tobacco was one of the United States’ most 
profitable businesses, as well as one of its most 
controversial. 
 The U.S. cigarette industry was dominated by five 
companies, as shown in Table 1. The industry leader was 
Philip Morris Companies, Inc. The world’s largest tobacco 
company, Philip Morris controlled almost half of the U.S. 
market for cigarettes and owned the world’s second-most-
valuable brand, Marlboro (the most valuable brand was 
Coca-Cola). The company’s market value in 1996 was 
slightly under $107 billion. Although over half the 
company’s revenue came from the sale of tobacco 
products, Philip Morris also owned profitable real estate, 
financial services, and food and beverage businesses, 
including Kraft and Miller Brewing. 
 Second-ranked by U.S. market share was RJR Nabisco 
Holdings Corp. The company’s tobacco subsidiary, R.J. 
Reynolds, produced Camel, Winston, and Salem cigarettes, 
among others. The company’s food subsidiary, Nabisco, 
was a major producer of cereals, crackers, cookies, candy, 
gum, and other packaged food products. Although sales 
were split about evenly between tobacco and food products, 
most of the company’s profits came from cigarettes. 
 Bringing up the rear were three companies with 
smaller market shares. BAT Industries (formerly, British 



American Tobacco), based in Britain, was the owner of 
Brown & Williamson, maker of Lucky Strike and Kool 
cigarettes, with an 18 percent share. (BAT had acquired 
another U.S. company, American Tobacco, in 1995.) 
Loews Corporation, controlled by billionaire brothers 
Laurence and Robert Tisch, was a holding company that 
included CAN Financial (an insurance company) and the 
Loews Hotels. One of Loew’s smaller holdings was the 
Lorillard Tobacco Company, maker of Kent, Newport, and 
True cigarettes. 
 The smallest of the big five was Brooke Group Ltd. 
Brooke’s Liggett division (formerly Liggett & Myers) held 
about 2 percent of the U.S. market with its Chesterfield, 
L&M, Lark, and some discount varieties of cigarettes. 
Brooke’s chairman and CEO, Bennett LeBow, owned 57 
percent of the company. (UST Holdings—formerly U.S. 
Tobacco—was normally not included in the big five 
because it manufactured chewing tobacco and snuff rather 
than cigarettes.) 
 In the United States in 1997, 26 percent of adults 
smoked. Slightly more men (28 percent) than women (23 
percent) used cigarettes. 
 Domestic sales, however, were slipping, as they had 
for some time. At the peak of cigarette consumption in the 
United States in the early 1950s, fully half of American 
adults smoked; this percentage had been nearly halved in 
40 years. All major tobacco companies had responded by 
moving aggressively to expand overseas sales, especially in 
the booming overseas markets of Asia, Eastern Europe, 
South America, Africa, and the Middle East, where 
American brands had status and consumption was rising. 



This strategy was to a large degree successful; in 1996, 
total international tobacco sales were $296 billion (the 
United States accounted for less than 40 percent). 
 The cigarette industry was phenomenally profitable. 
Warren Buffett, the well-known investor, explained the 
matter simply: “I’ll tell you why I like the cigarette 
business,” he said. “It costs a penny to make. Sell it for a 
dollar. It’s addictive. And there’s fantastic brand loyalty.” 
 The tobacco industry was a major contributor to the 
U.S. economy. It added more than $55 billion annually to 
the gross domestic product. Federal, state, and local taxes 
collected from the sale of cigarettes and other tobacco 
products in the United States totaled $13.1 billion in 1996. 
The industry was also a major employer in some states. Of 
the approximately 700,000 people employed in growing, 
processing, transporting, marketing, and retailing tobacco 
and its products, most were concentrated in the 
southeastern states. These workers, of course, contributed 
to the economy through their spending and income taxes. 
Tobacco products, a major export, significantly improved 
the U.S. balance of trade. The industry spent $6.2 billion a 
year for advertising, a big boost to Madison Avenue, and 
kept legions of attorneys and public relations people 
employed. 
 The tobacco industry also imposed significant 
economic costs. The total annual costs of smoking-related 
illnesses were estimated by the Centers for Disease Control 
in 1996 to run around $50 billion. These costs included 
health care for persons with emphysema, lung cancer, heart 
failure, and other tobacco-related illnesses; and lost work 
time and reduced productivity of smokers. Some of these 



costs were borne by the federal government, and hence, 
indirectly, taxpayers, through Medicare and Medicaid. 
Annual state spending (through various state medical plans) 
on smoking-related health care varied by population, of 
course; to cite a few examples, the yearly tab was $250 
million in Florida, $240 million in Massachusetts, and $500 
million in West Virginia. Individuals also paid, both 
directly and through their insurance premiums. These 
figures did not include, of course, the incalculable costs of 
pain and grief suffered by victims and their families. On the 
other hand, one study—funded by the tobacco industry—
argued that smoking actually saved the U.S. health care 
system money, for the simple reason that many smokers 
died early, sparing the system the cost of caring for them in 
old age. 
Public Health Issues 
The adverse health effects of cigarettes had been well 
known in the public health community since the early 
1950s. Smokers are 10 to 20 times more likely to suffer 
from lung cancer than are persons who do not smoke. 
Among smokers, the number of cancers rises with the 
number of cigarettes smoked. Cigarette smoke has been 
linked with cancer in animal studies, and a specific 
chemical agent in tobacco tar, benzo(a)pyrene, has been 
found in experiments to cause cancerous mutations in 
human lung cells. In addition to causing lung cancer, 
cigarette smoking also causes a number of other ailments. 
Smokers are at higher risk for coronary heart disease, 
stroke, throat and bladder cancer, chronic bronchitis, and 
emphysema. Smoking by pregnant women retards fetal 



growth. Secondhand smoke can cause lung cancer and 
heart disease in healthy nonsmokers. 
 Smoking is the leading preventable cause of death in 
the United States. Each year, about 420,000 smokers and 
53,000 nonsmokers die from tobacco-related illnesses, 
many more times as many as die from all other preventable 
causes of death (alcohol, auto accidents, AIDS, suicide, 
homicide, and illegal drugs) combined. 
 Nicotine, the pharmacologically active component of 
tobacco, is highly addictive. A member of the alkaloid 
family, nicotine is chemically related to other well-known 
addictive substances, including cocaine, heroin, and 
morphine. In any given year, about a third of smokers try to 
quit; only about 10 percent succeed, mainly because of the 
effects of nicotine addiction. 
Smoking as a Pediatric Disease 
Dr. David Kessler, commissioner of the Food and Drug 
Administration, frequently referred to smoking as a 
“pediatric disease,” that is, a disease of children. 
 The reasons for Kessler’s somewhat startling assertion 
are that most people take up the cigarette habit in their 
teens. Among lifelong smokers, 90 percent began smoking 
by the time they were 18, and over half by the age of 14. 
The percentage of U.S. high-school students in 1995 who 
said they had smoked in the past month was 35 percent, up 
from 28 percent in 1991. 
 The reasons that smokers start in their teens are 
complex. Although nicotine is highly addictive, it does not 
promote an immediate physiological dependence as do 
heroin and some other drugs. Rather, nicotine addiction 
takes on average one or two years of smoking to become 



fully established. At the same time, the act of smoking 
itself, for many people, is not particularly pleasurable 
initially; beginning smokers report that cigarettes burn their 
throats, make them cough, and don’t taste particularly 
good. Who, then, sticks with the habit long enough to 
become hooked? The answer is: People in situations where 
peer pressures to smoke are strong and for whom peer 
influence is particularly compelling. Study after study has 
come to the same conclusion: Teens start smoking because 
their friends do. Once they’ve smoked regularly for a year 
or two, many find it extraordinarily difficult to quit, even if 
they want to. 
 Every day in the United States, 3,000 new young 
people take up the smoking habit. One out of three of them 
will die from tobacco-related illnesses, many in middle age. 
 From the perspective of the tobacco companies, these 
facts about how people start smoking present a vexing 
problem. Sales of cigarettes to minors are illegal, and 
tobacco companies would prefer not to break the law or to 
face the public disapproval caused by peddling an addictive 
substance to youngsters. However, the industry is also well 
aware that it loses customers all the time; 1.3 million 
smokers quit every year, and 420,000 die. Most 
replacement smokers will be recruited, if they are recruited 
at all, from the ranks of the young. 
 Moreover, brand loyalty is exceptionally high among 
smokers, so the cigarette a smoker begins with often 
remains his or her brand for life. Cigarette makers thus 
have a strong financial incentive to market their products to 
teens, even though it is publicly awkward—not to mention 
illegal—to do so. 



Lines of Defense 
Although smoking was well known to cause death and 
disease, for many years the tobacco industry maintained a 
remarkable record of defending itself against both lawsuits 
and government regulation. 
 Until 1996, the tobacco industry never lost a lawsuit 
brought by a smoker. The tobacco companies were well 
funded, hired top attorneys, and defended all lawsuits 
extremely vigorously. The industry consistently maintained 
that tobacco had not been proven to cause cancer or other 
diseases. After warning labels were introduced in 1965, the 
industry was also able to argue that smokers had been 
informed of the risk and had assumed those risks and the 
consequences. Most juries blamed the smoker for not 
having the willpower to quit. “The American people know 
smokers can and do quit, and they still believe in individual 
responsibility,” contended a press release distributed by 
R.J. Reynolds. 
 Moreover, the tobacco industry successfully used a 
variety of political strategies to block antismoking 
legislation and to thwart efforts to impose government 
regulation. The big five and their political organization, the 
Tobacco Institute, consistently donated large sums of 
money both to political parties and, through their political 
action committees, to individual candidates. Historically, 
the industry had funneled funds more or less equally to 
both major parties, but in the mid-1990s—following the 
Clinton administration’s stepped-up efforts to impose 
regulations on the industry—its support shifted notably to 
the Republicans. The industry’s 1996 contributions to 
political parties are shown in Table 2. That year, Philip 



Morris was the top donor of “soft money” among all 
contributors. Collectively, the tobacco industry was 
responsible for $6.6 million to both parties, out of the $263 
million total for soft money contributions that year. 
 In addition, the industry provided financial support to 
a variety of advocacy groups and think tanks with interests 
allied to its own—for example, those opposing FDA 
regulatory authority, promoting smoker’s rights, and 
supporting free speech rights for advertisers. The industry’s 
powerful corporate lobby, the Tobacco Institute, vigorously 
promoted its point of view. Individual firms also 
maintained their own lobbying efforts; in 1996, for 
example, Philip Morris spent $19.6 million on its 
Washington, D.C., lobbying operation. 
 The industry-funded Council for Tobacco Research 
(founded in 1954 as the Tobacco Industry Research 
Committee) sponsored partisan research and publicized the 
industry’s contention that there was no proof that smoking 
caused cancer and heart disease. Commented the attorney 
for the National Center for Tobacco-Free Kids: “While [the 
industry’s] PR campaigns were a failure with the public, 
they accomplished something more important: They gave 
politicians cover for failing to act.” 
 Tobacco’s political and public relations efforts were 
remarkably successful. For many years, the industry 
succeeded in avoiding the regulation of nicotine, holding 
cigarette taxes to a moderate level, blocking many local 
antismoking ordinances, and retaining mildly worded 
warning labels. In instance after instance, the tobacco 
industry actually managed to turn apparent setbacks to its 
advantage. When Congress banned television advertising of 



cigarettes, it benefited existing brands because, without 
television, introducing new brands was prohibitively 
expensive. The TV ban also meant the end of mandated 
public interest antismoking television spots, ones that had 
been hurting sales. When Congress required warning labels 
on cigarette packs, the industry won a clause in the law that 
effectively blocked lawsuits, on the grounds consumers had 
been warned of the risks. When the government has levied 
taxes on cigarettes, tobacco companies have often raised 
prices and then blamed government intrusion. “Without 
exception, federal legislation designed to favor the public 
health has worked to the advantage of the industry,” 
commented tobacco policy expert Kenneth E. Warner. 
Chinks in the Industry’s Armor 
By the mid-1990s, however, tobacco’s invincibility was 
weakening, leading some of its key strategists to consider 
negotiating an agreement with its adversaries. Several 
factors contributed to the industry’s deteriorating position. 
Congress Holds Hearings 
In April 1994, the then-Democratic-controlled House of 
Representatives opened hearings on the health effects of 
tobacco. In testimony under oath, top executives of the 
tobacco industry assured Congress that their companies did 
not manipulate nor independently control the level of 
nicotine in cigarettes and that cigarettes did not cause 
cancer or other illnesses. The hearings served to focus 
public attention on the industry. The tobacco industry 
executives’ testimony was widely ridiculed; one survey 
later found that, when shown to the public, videotape of the 
tobacco chieftains swearing to tell the truth elicited “instant 
recognition and instant laughter.” Grand juries later 



considered whether tobacco executives illegally conspired 
to obstruct a congressional investigation. 
Industry Whistle-Blowers Come Forward 
Just a few weeks later, an industry whistle-blower made 
public some highly damaging internal company documents. 
Merrell Williams was a paralegal working for a law firm in 
Louisville, Kentucky, that had been hired by Brown & 
Williamson to review thousands of pages of company 
documents in connection with its legal defense. Williams, a 
longtime smoker of Kools who was suffering from heart 
disease, was shocked at what he saw. Over a several-month 
period, Williams smuggled documents out of the office and 
secretly copied them before returning the originals. 
 In May 1994, Williams mailed these documents to a 
prominent antitobacco researcher at the University of 
California–San Francisco, Dr. Stanton Glantz. Glantz 
subsequently posted the documents on the Internet. In July 
1995, Glantz and his colleagues published an initial review 
of the documents that provided strong evidence that Brown 
& Williamson was aware of the addictive nature of nicotine 
and of the health hazards of tobacco. 
 FDA Commissioner Kessler later stated that the 
publication of the B&W documents was “a major moment, 
beyond which all went in one direction. It was the first time 
we had anyone saying, ‘We are in the business of selling 
nicotine, which is an addictive drug.’ Before that, it was all 
indirect evidence.” 
 In November 1995, a second whistle-blower came 
forward. Dr. Jeffrey Wigand, chief of research for B&W 
from 1989 to 1993, gave a deposition in which he 
confirmed that the company had known that nicotine was 



addictive and had actively manipulated its levels in the final 
product. 
FDA Moves to Regulate Tobacco 
The B&W documents supplied the FDA with a new, and 
powerful, rationale for regulation. Under the Food, Drug, 
and Cosmetics Act, an article or substance is subject to -
regulation if it “affects the structure or function of the 
body.” The industry had always maintained that, as a 
natural product—not a drug or device—tobacco should not 
be controlled by the FDA. The industry’s apparent intent to 
cause addiction through the active manipulation of nicotine 
levels, however, seemed to qualify cigarettes as a drug-
delivery device and hence subject to regulation. 
 In August 1995, using this reasoning the FDA 
proposed far-reaching new rules that called for eliminating 
cigarette vending machines, billboard advertising near 
schools, and many forms of promotion aimed at young 
people, such as ads in youth-oriented magazines. The 
proposed rules also banned brand-name sponsorship of 
sporting events, the sale of tobacco-branded merchandise, 
and the distribution of free samples. 
 Within days, the tobacco industry and its allies in the 
advertising industry filed suit in North Carolina, claiming 
the FDA had no legal authority to regulate tobacco and that 
the proposed restrictions on cigarette advertising violated 
First Amendment rights. 
State Lawsuits Progress 
Several states brought lawsuits against the tobacco 
companies to recover the costs of health care for citizens 
with smoking-related illnesses. Mississippi was the first in 
1994; it was quickly followed by a slew of others. 



Eventually, 29 states mounted lawsuits. These cases 
gradually worked their way through the system, threatening 
the tobacco companies with the possibility of massive 
judgments and bad publicity. The Mississippi case was 
scheduled to go to trial in June 1997. 
Brown & Williamson Found Liable 
In August 1996, for the first time ever, the tobacco industry 
lost in court. Brown & Williamson Tobacco Corp. was 
ordered to pay a landmark $750,000 in a personal-injury 
case in Florida brought by a man who had contracted lung 
cancer after 25 years of smoking. The suit charged the 
tobacco industry with marketing a defective and dangerous 
product. Invoking the doctrine of strict liability, plaintiff’s 
attorneys had argued that the company should be held 
liable for damage done by its products whether or not they 
were aware of the potential dangers. This landmark 
decision threatened the tobacco industry, for the first time, 
with a flood of personal-injury lawsuits. 
Liggett Breaks Ranks 
In March 1996, the Liggett Group Inc.—the smallest and 
financially weakest of the major tobacco companies—
broke ranks, destroying the industry’s long-standing united 
front. As part of an effort to make Liggett more attractive 
as a possible acquisition, Bennet LeBow, CEO of Liggett’s 
owner, the Brooke Group, cut separate deals with class-
action lawyers and states then suing the tobacco companies. 
As part of the settlement, LeBow acknowledged that 
cigarettes were addictive and carcinogenic and said 
manufacturers had targeted youths under age 18 in their 
marketing. He also agreed to drop opposition to FDA 
regulation and to turn over documents that the state 



attorneys general believed would assist them in their 
litigation against the tobacco industry. 
Tobacco Becomes an Issue in the Presidential 
Campaign 
In the 1996 presidential campaign, tobacco regulation 
became a campaign issue. The Clinton administration 
focused on protecting children from the dangers of 
smoking. Senator Robert Dole, the Republican nominee, 
committed an apparent gaffe when he stated during an 
interview that he did not believe nicotine was addictive. By 
some accounts, the tobacco issue helped the Democrats win 
the presidential election. 
More Whistle-Blowers Come Forward 
In March 1997, the FDA released affidavits from three 
former Philip Morris employees that confirmed earlier 
allegations that their employer had deliberately 
manipulated nicotine levels in its cigarettes to ensure 
smokers got a nicotine jolt. One former scientist for the 
company stated: “Nicotine levels were routinely targeted 
and adjusted by Philip Morris�.�.�.�. Knowledge about 
the optimum range for nicotine in a cigarette was developed 
as a result of a great many years of investigation.” A former 
shift manager at a cigarette manufacturing plant in 
Richmond, Virginia, outlined for the FDA how Philip 
Morris carefully calibrated nicotine levels in a key 
production process. 
 Philip Morris responded to these allegations by 
denying that it manipulated the levels of nicotine in its 
tobacco products. To the contrary, the tobacco company 
described nicotine as a key component of taste: “At Philip 
Morris USA, we work hard to ensure the consistency and 



quality of our products—and quality control, no matter 
what the product or service, does not constitute 
‘manipulation.’” 
FDA Jurisdiction Upheld 
On April 25, 1997, a federal judge in North Carolina, 
acting in the industry’s lawsuit, upheld the FDA’s 
jurisdiction over tobacco. However, the court also ruled 
that the FDA had exceeded its authority when it banned 
certain forms of cigarette advertising, including billboard 
ads. 
The Negotiations 
The emergence of whistle-blowers and damaging internal 
documents, encroaching FDA regulation, successful 
smoker lawsuits, shifting public opinion, and a break in 
their own ranks combined to put great pressure on the 
tobacco companies. The industry was plainly concerned 
about the extent, and uncontrollability, of their liability for 
tobacco-related illnesses. For the first time, top executives 
of the leading tobacco companies began talking about a 
possible settlement. Cigarette makers “can’t continue in 
public as kind of an outlaw industry,” declared RJR 
Nabisco CEO Steven F. Goldstone. “A lot of forces are at 
work” favoring some broad settlement with industry 
adversaries, he noted. “In 1997, the most meaningful thing 
I can do is come to some solution [to] this problem.” 
 From the industry’s standpoint, a settlement held some 
attractions. Although any agreement would be extremely 
expensive, at least some of the costs could be passed on to 
consumers through higher prices. A deal would reduce the 
industry’s legal fees, then running around $600 million a 
year. Stock prices could rise as tobacco shares, long 



depressed by investor concern over potential liability, 
emerged from under a cloud of uncertainty. And in the 
United States at least, a public admission of the hazards of 
tobacco would free the industry to produce a new range of 
“safer” products, such as smoke-free or low-smoke 
cigarettes, those with lower concentrations of carcinogens, 
or even those designed to help smokers quit. 
 In April 1997, a group of state attorneys general, 
plaintiff attorneys, and representatives of all of the big five 
(except for Liggett, which had already settled) began the -
negotiations that led to the June 1997 deal. Also included in 
the talks were a few representatives of the public health 
community, including Matthew Myers, general counsel for 
the National Center for Tobacco-Free Kids. The White 
House was not directly involved, but Bruce Lindsey, a key 
presidential aide, monitored the talks closely as they 
proceeded. 
Terms of the Deal 
The June 20, 1997, settlement included the following 
provisions: 
• Tobacco industry payments. The tobacco industry 
would be required to pay $368.5 billion for the first 25 
years and then $15 billion a year indefinitely. Most of this 
money would go to the states, to compensate them for the 
cost of health care for persons with tobacco-related illness. 
Of this, $25 billion would go toward health care for 
uninsured children. Some funds would also finance 
antismoking education and advertising and enforcement of 
the settlement. Some (the percentage was not specified) 
would pay the fees of attorneys who negotiated the 
settlement. Passing these costs along to consumers would, 



by some estimates, result in a 62-cents-a-pack increase in 
the price of cigarettes. 
• Advertising. All billboard and outdoor advertising of 
tobacco products, the use of human and cartoon figures 
(such as “Joe Camel”) in ads, Internet advertising, product 
placements in movies and TV, brand-name sponsorship of 
sporting events, and brand-name promotional merchandise 
would be banned. Tobacco companies would be required to 
change their advertising to make it less appealing to 
children. 
• Warning labels. Warning labels on cigarette packs 
would include the statements “Cigarettes Are Addictive,” 
“Cigarettes Cause Cancer,” “Smoking Can Kill You,” and 
“Tobacco Smoke Causes Fatal Lung Disease in Non-
Smokers” in white lettering on a black background over 25 
percent of the top front of cigarette packs. 
• Government regulation of nicotine. The Food and 
Drug Administration would be allowed to regulate the 
quantity of nicotine in cigarettes. However, the FDA could 
not ban nicotine from cigarettes until 2009. Even then, in 
order to reduce nicotine yield, the FDA would have to 
prove its action would result in a “significant” overall 
reduction of health risks, was technologically feasible, and 
would not create a “significant” demand for more potent 
black market cigarettes. 
• Cap on liability. Tobacco companies would be 
protected from future litigation by a ban on punitive 
damages, class-action lawsuits, and consolidated litigation. 
The agreement would also settle the suits of 40 states and 
Puerto Rico, one class-action suit against the tobacco 
industry, and 16 others seeking certification. No money 



was given to plaintiffs in the 17 class-action suits. The 
agreement would ban class-action suits, consolidation of 
multiple suits, and punitive damages for past conduct. 
Medical bills and lost wages of individual claims would be 
paid from an annual $5 billion tobacco-company fund. 
Lawsuits by insurers to recover health care payouts linked 
to smoking would be restricted. Also, there would be a 
yearly cap on payments for settlements and judgments. 
• Access to children. Sale of cigarettes through vending 
machines would be outlawed, and a nationwide licensing 
system for tobacco retailers would be required to enable 
regulators to enforce the prohibition on access to minors. 
• Youth smoking. The tobacco industry would be 
subjected to fines if youth smoking did not drop 30 percent 
in 5 years, 50 percent in 7 years, and 60 percent in 10 years. 
There would be a penalty of $80 million per percentage 
point by which the target was missed. The annual fines 
would begin in 2002. The industry could petition for a 75 
percent refund of a fine if it could show it had acted in 
“good faith” and in full compliance with the agreement, 
pursued all reasonable measures, and did nothing to 
“undermine achievement of required results.” 
• Public smoking. Smoking in public places and most 
workplaces without separately ventilated smoking areas 
would be prohibited. However, restaurants, bars, casinos, 
and bingo parlors would be exempt. 
• Smoker assistance. Smokers would receive modest 
payments for smoking-cessation treatment and monitoring 
smoking-related illnesses. 
The Agreement Goes Up in Smoke 



The historic tobacco deal of 1997—perhaps the closest the 
tobacco industry would ever come to compromise with its 
adversaries—ultimately collapsed. 
 In order to go into effect, the tobacco deal required 
congressional approval, because in several critical respects 
it appeared on its face to contradict U.S. law. For one thing, 
the deal asserted FDA jurisdiction over tobacco. Although 
Commissioner Kessler had vigorously maintained that his 
agency had a mandate to regulate, on the grounds that 
nicotine was a drug and cigarettes were drug-delivery 
devices, the industry had disputed this in the courts. In 
addition, the immunity provisions of the settlement 
appeared to violate rights to due process by restricting the 
future rights of smokers to sue for damages. Enabling 
legislation was needed to clarify these important issues. 
 Congress, however, was unable to agree on the terms 
of the negotiated settlement. By the time a bill was 
introduced in early 1998, the amount of the payout had 
ballooned from $369 billion to more than $500 billion, and 
the protections against lawsuits sought by the industry had 
been removed. This package was unacceptable to the 
tobacco companies, which angrily withdrew their political 
support, and the deal promptly collapsed. 
 When the deal unraveled in Congress, the state 
attorneys general and the tobacco companies went back to 
the negotiating table, this time determined to craft a more 
modest settlement that would not require legislative 
approval. In November 1998, a group of 46 attorneys 
general announced a new deal under which the companies 
would pay a smaller, although still enormous, amount—
$206 billion—and agree to limited marketing restrictions 



that did not require legislation. The 1998 settlement, 
however, neither granted the government the right to 
regulate nor granted the industry immunity from future 
lawsuits by individuals or groups. (Later, the remaining 
states reached their own, separate agreements with the 
companies.) The states began receiving payouts under this 
agreement in 1999. 
 With the failure of the 1997 tobacco deal, the industry 
remained vulnerable to product liability lawsuits. Many 
continued to wind their way through the court system, and 
a number produced multimillion-dollar judgments against 
the tobacco makers. Most worrisome to the industry, 
however, was a class-action lawsuit brought on behalf of 
all Florida residents who had been injured by smoking. In 
July 1999, a jury in Miami found the top cigarette 
companies liable for causing lung cancer, heart disease, and 
other illnesses and several months later slapped them with a 
stunning $145 billion punitive damage award. The 
companies, of course, immediately appealed. Several went 
on record as saying that the judgment, if allowed to stand, 
could lead to their bankruptcy. The case was likely to 
spawn similar class actions in other states. 
 In the meantime, the debate over the regulation of 
tobacco products continued. Commissioner Kessler’s 1995 
tobacco regulations were ultimately overturned by the 
Supreme Court in 2000 on a 5–4 vote, in what some called 
the most important public health case in decades. In early 
2001, a commission appointed by President Clinton issued 
its conclusion that Congress ought to give the FDA the 
authority to regulate tobacco for health reasons and that the 
government should also compensate farmers who stopped 



growing the crop. Some in the industry, including Philip 
Morris, signaled a willingness to discuss the terms of 
possible government regulations. Incoming President Bush 
seemed receptive to the idea, saying during his campaign 
that the FDA should be given the authority to discourage 
teenage smoking. But in 2001, the quid pro quo at the heart 
of the original tobacco deal—that the industry would gain 
immunity from liability in exchange for submitting to tight 
government controls—remained illusory. 
Discussion Questions 
1. Who were the key stakeholders involved in, or 
affected by, the negotiations for a tobacco deal, and what 
were their central interests? To what degree were the 
interests of the various stakeholders met by the 1997 
settlement? By the 1998 settlement? 
2. Should the FDA regulate tobacco? What are the key 
arguments for and against involvement of the FDA in 
restricting or banning the sale or promotion of tobacco 
products? 
3. What mechanisms of political influence had the 
tobacco industry historically used? Do you believe that the 
tobacco industry influenced the public policy process 
legitimately, or did it have too much influence? 
4. Do you think it was ethical for the tobacco industry to 
continue to market cigarettes, even after evidence emerged 
that smoking caused lung cancer and other illnesses? Why 
or why not? In your answer, please refer to the three main 
methods of ethical analysis: utilitarianism, rights, and 
justice. 
5. Do you think new tobacco legislation is needed? If so, 
what would be the key elements of such legislation? 



In June 2000, Judge Thomas Penfield Jackson issued a 
stunning decision in the landmark antitrust trial of 
Microsoft Corporation: He ordered the software giant 
broken up into two separate companies. This ruling 
followed Judge Jackson’s findings of fact and findings of 
law, both of which strongly supported the government’s 
charges that Microsoft had violated antitrust law. A panel 
of federal judges heard the company’s appeal of Judge 
Jackson’s decisions in February 2001; eventually, the case 
was expected to end up before the nation’s highest court of 
appeal, the Supreme Court. The ultimate resolution of this 
ongoing dispute, many believed, would be a critical test of 
antitrust law in the new knowledge economy, where 
dominance of cyberspace and the computer desktop was as 
important as dominance of oil supplies and rail lines had 
been a century earlier. 
 Microsoft Corporation was one of the great business 
success stories of the information age. Founded in 1975 by 
Bill Gates, a computer whiz who had dropped out of 
Harvard, the company first made its mark by developing 
MS-DOS, an operating system that directs a computer’s 
inner workings. When IBM adopted MS-DOS for use in its 
personal computers (PCs), the program quickly became the 
industry standard. Microsoft later introduced an improved 
operating system, Windows, and branched out into 
applications software, developing word processing, 
spreadsheet, and other desktop programs, as well as its 
Web browser, Internet Explorer. The company also 
diversified into electronic commerce, interactive TV, and 
various Internet content ventures. By the late 1990s, 
Microsoft controlled over 90 percent of the market for all 



PC operating systems and was pulling in revenues of $19 
billion a year. Its market cap, nearly $470 billion at the time 
the trial began, made it the world’s second-most-valuable 
company, trailing only General Electric. Gates himself, 
with a net worth of approximately $100 billion in 1999, 
was the wealthiest person in the world. 
 The government’s antitrust case against Microsoft had 
begun in 1990 with a Federal Trade Commission 
investigation of allegations of collusion between Microsoft 
and IBM. The case was later taken over by the Department 
of Justice, which began looking into other possibly 
anticompetitive practices by the software company. In 
1994, Microsoft signed a consent decree with the 
government that, among other things, prohibited the 
company from requiring computer makers licensing 
Windows also to buy other Microsoft software. The 
investigation heated up again in 1997 when antitrust 
regulators charged that Microsoft had violated the consent 
decree by requiring computer makers to install Internet 
Explorer on their computers as a condition of licensing 
Windows 95. After several futile attempts to resolve the 
matter out of court, in May 1998 the Department of Justice, 
joined by 20 state attorneys general, brought a major 
antitrust case against Microsoft in federal court. The trial 
began in October 1998 and concluded in June 1999. The 
appeals process was not expected to conclude until 2002 at 
the earliest. 
Strategic Importance of the Browser 
The core argument in the government’s case was that 
Microsoft had attempted to use its dominance in the market 
for PC operating systems to leverage the competitive 



success of its Web browser, Internet Explorer. It had done 
so, even at considerable cost to itself in lost revenue and 
goodwill, because Gates and other top executives had 
become convinced that control of the browser was critical 
to Microsoft’s continued success. 
 Why was the browser of such strategic importance to 
Microsoft? By the mid-1990s, the Internet revolution was 
under way. The Internet referred to a global network of 
interconnected computers. This network enabled computer 
users to exchange electronic mail, files, and other 
documents. It also enabled them to access the World Wide 
Web, or simply Web for short, a massive collection of 
digitally stored information residing on servers throughout 
the world. As word of the Internet spread, more and more 
users wanted access to the information superhighway. 
 In December 1994, Netscape Corporation, a new 
company founded just months earlier by James Clark and 
Mark Andreesen, released its first product—a graphical 
browsing program called Navigator. Netscape Navigator 
was the first fully functional software that enabled PC users 
to access and view content on the World Wide Web. 
Navigator took off like a meteor. Within a year, around 40 
million copies of Navigator had been downloaded. By 
contrast, Microsoft was caught somewhat off guard by the 
booming popularity of the Internet. Although the company 
began work on its own browser in 1994, it did not release 
its first version of Internet Explorer (IE) until July 1995. By 
all accounts, IE was an inferior product. By mid-1996, 
Navigator had captured 87 percent of the market for Web-
browsing software; IE, by contrast, had less than 10 
percent. 



 Microsoft viewed the success of Navigator as a serious 
challenge. Up until that point, most applications software 
was written for Windows, because it was the leading 
operating system. Developing new applications was very 
expensive. If a competing operating system, such as OS/2, 
did not have a large base of users, it was hard to write 
applications for it profitably. Because Windows ran on 
about 90 percent of all PCs, it attracted the attention of 
most software developers. This, in turn, tended to reinforce 
Windows’ market position, because most PC users wanted 
an operating system that ran available software. In technical 
language, this was called an applications barrier to entry, 
or ABE. It was difficult for other operating systems, like 
OS/2, to mount a credible challenge to Windows, for the 
simple reason that fewer applications were written for it. 
The ABE was a kind of charmed circle that tended to 
reinforce the dominance of an already dominant product. 
 The success of Navigator posed a serious threat to this 
charmed circle. The browser was designed to run “on top 
of” the operating system. In the process, it became a kind 
of middle-level platform on which applications software 
could run. As the usage of Navigator increased, Microsoft 
feared it would become increasingly popular as a platform 
for software developers, who would write directly for 
Navigator, bypassing Windows. Since Netscape could be 
used with any operating system, not just Windows, this 
would undermine the applications barrier to entry and, 
potentially, Microsoft’s dominance. 
 Evidence presented at the trial suggested that by early 
1995 Microsoft was becoming increasingly worried about 
Netscape. In an important May 1995 internal memo, titled 



“The Internet Tidal Wave,” Gates stated that “a new 
competitor ‘born’ on the Internet is Netscape.�.�.�. [They 
are] pursuing a multiplatform strategy where they move the 
key API [applications programming interface] into the 
client to commoditize the underlying operating system.” In 
lay terms, this meant that software written directly for 
Navigator could run on any operating system, so PC users 
were less likely to need Windows to run the software 
applications they wanted. Gates, and other top Microsoft 
executives, were deeply concerned that they might be 
facing an inflection point, a critical moment when the entire 
basis of competition in the industry shifted, as it had earlier 
with the rise of personal computers. Microsoft did not want 
to be left behind. 
The Government’s Argument 
The government’s central argument in the trial was that 
from 1995 on Microsoft had in effect used its monopoly 
power in operating systems to protect its applications 
barrier to entry. It did this by using its dominance in the 
market for PC operating systems to leverage the 
competitive success of its browser product, Internet 
Explorer, at Navigator’s expense. In his written decision, 
Judge Jackson found that Microsoft had taken three key 
anticompetitive actions: 
• Microsoft had attempted to divide the market with 
Netscape. This effort was unsuccessful. 
• Microsoft had used its operating system monopoly to 
compel its business partners to promote Internet Explorer, 
to restrict their ability to promote Navigator, and had taken 
other measures to increase use of IE at Navigator’s 
expense. 



• Microsoft had integrated Internet Explorer into 
Windows, made it difficult to uninstall, and made using 
Windows with Navigator inherently unstable. 
 All three of these actions were potential violations of 
the Sherman Antitrust Act, the law under which the case 
had been brought. Passed in 1890, the Sherman Act was the 
earliest and most important of U.S. antitrust laws. Sections 
1 and 2 of the act prohibited monopolies, combinations, or 
conspiracies to restrain commerce. The main goals of the 
law were to promote open and fair competition and to 
protect consumers. 
Microsoft as a Monopoly 
Judge Jackson’s first finding was that Microsoft did, in 
fact, enjoy monopoly power in the relevant market. Factual 
evidence showed, the judge said, that Microsoft supplied 
the operating systems for at least 95 percent of all Intel-
compatible PCs worldwide and that this market share was 
“dominant, persistent, and increasing.” In a key test, 
Jackson found that Microsoft was able to charge any price 
it wanted for Windows without fear of reducing demand. 
Dividing the Market with Netscape 
The government alleged, and the judge agreed, that 
Microsoft had tried to divide the market for Web-browser 
software with Netscape in 1995. At a critical meeting on 
June 21 at Netscape’s offices in California, executives of 
the two companies met to discuss their business 
relationship. According to government witnesses, 
Microsoft made an illegal offer to divide the market for 
browsers. If Netscape restricted Navigator to Macintosh, 
UNIX, and earlier versions of the Windows operating 
systems (leaving Windows 95 and subsequent versions to 



IE), Microsoft would give Netscape access to technical 
information and status as a preferred vendor. Netscape, 
seeing a threat to its self-interest, refused the offer. 
Microsoft subsequently withheld technical information 
Netscape needed to develop a version of Navigator for 
Windows 95 until October, two months after its release, 
delaying the availability of the Navigator upgrade during 
the critical holiday selling season. 
Restrictive Contracts with Business Partners 
The judge also found that Microsoft had used its operating 
systems monopoly to force computer makers, chip makers, 
Internet service and content providers, and other business 
partners to sign restrictive contracts. These contracts 
required them to support Microsoft products, or shun 
others’ products, in order to obtain licenses for Windows or 
other benefits from Microsoft. Among the anticompetitive 
actions cited by the judge were the following. 
Intel 
Intel was the largest maker of chips—microprocessors for 
personal computers—in the world. Its relationship with 
Microsoft was so close that the most commonly configured 
PC, running Windows on an Intel chip, was referred to as a 
“Wintel” computer. In early 1995, Intel was in the process 
of developing a technology called native signal processing 
(NSP), designed to enhance the video and graphics 
performance of its microprocessors. Microsoft was 
concerned that NSP could be used by other software 
developers as a platform for writing their own multimedia 
programs, which could then be ported to different operating 
systems, making consumers less dependent on Windows. In 
August 1995, Microsoft threatened to withdraw technical 



support for Intel’s next generation of chips unless it halted 
development of NSP technology. Intel quickly acceded to 
Microsoft’s demand. 
Compaq 
Microsoft threatened some computer makers—called 
original equipment manufacturers, or OEMs—that it would 
terminate their license to install Windows if they removed 
Microsoft programs from or added others’ programs to the 
desktop or Start menu. For example, in late 1995 Compaq 
began to ship its Presario PCs with the icons for Microsoft 
Network (MSN) and Internet Explorer removed and with 
icons for America Online and Spry (an Internet service 
provider that came with Navigator) on the desktop. 
Compaq’s reason was that it believed these products were 
more popular with its customers. In May 1996, after 
lodging several complaints, Microsoft notified Compaq that 
it intended to terminate Compaq’s license for Windows if it 
did not restore MSN and IE to their original positions on 
the desktop. Compaq immediately capitulated and agreed to 
install IE as the default browser. The judge concluded, “In 
its confrontation with Compaq, Microsoft demonstrated 
that it was prepared to go to the brink of losing all 
Windows sales through its highest-volume OEM partner in 
order to enforce its prohibition against removing 
Microsoft’s Internet-related icons from the Windows 
desktop.” 
Apple 
In June 1997, Microsoft threatened to cancel Mac Office, 
Microsoft’s office suite written for Apple computers, unless 
Apple agreed to bundle IE with its operating software and 
to make it the default browser. Apple complied. The judge 



concluded that Apple had switched its allegiance from 
Navigator to IE not because Microsoft’s product was 
superior or its customers preferred it but out of fear of 
losing Mac Office, critical software for many of its 
customers. 
IBM PC Company 

The IBM PC Company, a division of IBM, made and sold 
its own line of personal computers, including some that ran 
on Windows. Other divisions of IBM developed software, 
including some programs—like OS/2 and SmartSuite—that 
competed with Microsoft products. The judge found that in 
an effort to pressure IBM to back off from promoting its 
own competing software, Microsoft charged the IBM PC 
Company higher prices for Windows, delayed granting a 
license for Windows 95, refused to endorse IBM PCs, and 
withheld key technical support. At one point, Microsoft had 
also offered an inducement—settlement of a disputed 
outstanding royalties audit—if IBM complied with its 
wishes. IBM estimated that it had lost hundreds of millions 
of dollars in business because of Microsoft’s actions. 
America Online 

Microsoft offered to feature AOL in a folder on its desktop, 
if AOL adopted Internet Explorer and limited the 
distribution and promotion of Netscape. In March 1996, 
AOL agreed to these terms. 
Hewlett-Packard 

Many OEMs developed splash screens that appeared when 
a new PC was turned on for the first time. These screens 
displayed the computer maker’s own brand and then 
proceeded to a series of introductory programs that helped 
the user register the computer, choose desired 
configurations, and learn how to use the new system, 



before the Windows desktop was displayed. According to 
evidence presented at trial, some Microsoft licenses 
prohibited OEMs from modifying the initial Windows boot 
sequence. One of the OEMs most severely impacted by 
these restrictions was Hewlett-Packard, which experienced 
an increase in returns and customer support calls after 
removing its splash screen. In March 1997, HP’s manager 
of research and development sent a letter to Microsoft, 
demanding, “We must have more ability to decide how our 
system is presented to our end users. If we had a choice of 
another supplier, based on your actions in this area, I assure 
you [that you] would not be our supplier of choice.” 
 Evidence showed that Microsoft made use of the 
carrot, as well as the stick, in its dealings with its business 
partners. For example, when Compaq agreed to promote IE 
exclusively, Microsoft rewarded the company with a price 
for Windows significantly lower than the price charged 
other OEMs. The company paid AOL for every user who 
converted to access software that included IE. Microsoft 
also gave away for free to Internet access providers (IAPs) 
both Internet Explorer and a set of programs that made it 
easy for IAPs to provide IE to their subscribers. A 
condition of the license was that the IAP would make IE its 
preferred browser. 
Linking Products 
The judge found that another key strategy used by 
Microsoft was to bundle Internet Explorer with Windows 
for sale as a single product. It did this initially by refusing 
to license Windows 95 without IE and, later, by developing 
Windows 98 as an integrated product that included both the 
operating system and the browser. Linking the two -



programs made computer makers less likely to preinstall 
Navigator, since it would be redundant with a browser 
already on the system. Some evidence also suggested that 
Microsoft had tried to design Windows so that it would not 
work smoothly with Navigator. In an internal memo from 
late 1995, Brad Chase, a top Microsoft executive, had said, 
“We will bind the shell [operating system] to the Internet 
Explorer, so that running any other browser is a jolting 
experience.” 
 Under antitrust law, linking products or services 
illegally is called tying. For example, if an automobile 
manufacturer required a car buyer to purchase a long-term 
service contract as a condition of the purchase, this would 
be an illegal tie. Generally, tying occurs when a company 
bundles a less popular product with a more popular product 
for the sole purpose of increasing its sales. In his findings 
of fact, the judge argued that the browser and the operating 
system were separate products with distinct functions, and 
there was no technical justification for integrating them. 
Moreover, he argued, integration hurt customers who 
wanted Windows without a browser, such as businesses 
that needed the operating system but did not want their 
employees surfing the Web at work, or simply those who 
wished to use less computer memory. 
Microsoft’s Success 
Microsoft’s efforts to increase the market share of IE, at 
Netscape’s expense, by all accounts were almost 
completely successful. By early 1998, only 4 out of 60 
OEM “subchannels” (computer configurations) carried 
Navigator as the default browser; the rest carried Internet 
Explorer. Although the absolute numbers of Navigator 



users continued to rise (since the total number of people 
browsing the Web was going up), Navigator’s share of the 
market fell from close to 90 percent in early 1996 to the 
mid-50s by July 1998. During the same period, IE’s share 
rose to between 45 and 50 percent. Within a two-year 
period, Microsoft had in effect turned the tide on Netscape. 
The judge opined that the main reason for Microsoft’s 
success was not the superiority of Internet Explorer but 
rather that the company had “devoted its monopoly power 
and monopoly profits to precisely this end.” The effect of 
all this on consumers, the judge concluded, was “that some 
innovations that would truly benefit consumers never 
happen for the sole reason that they do not coincide with 
Microsoft’s self-interest.” 
Microsoft’s Defense 
In a statement issued immediately after Judge Jackson 
announced his findings of fact, Gates said, “We 
respectfully disagree with a number of the court’s 
Microsoft findings, and believe the American legal system 
ultimately will affirm that Microsoft’s actions and 
innovations were fair and legal, and have brought 
tremendous benefits to consumers, our industry and to the 
United States economy.” 
 Throughout the trial and in the subsequent appeal, 
Microsoft vigorously defended itself against the 
government’s charges. The central points in the company’s 
defense were these: 
• Microsoft’s actions did not harm consumers—a key 
test in antitrust law. On the contrary, consumers benefited 
from falling prices and continual technical innovation. 



 Contrary to behavior expected of a monopolist, 
Microsoft had not raised prices on most of its products. 
During the 1990s, the price of Windows had remained low 
(an upgrade to Windows 98, for instance, retailed at $89) 
and relatively stable, at the same time that the product’s 
functionality had greatly improved. The prices of Microsoft 
applications software, such as MS Office, had fallen 
sharply. In some cases, software had been given away for 
free—as in the case of IE, which was essentially provided 
as a free enhancement in Windows 98. The 1990s had also 
witnessed a stream of innovative new products and 
services, including interactive TV, electronic commerce 
sites, Web-portal MSN, and business productivity software. 
• Microsoft did not possess monopoly power. Market 
dominance in an intellectual property industry, like 
software, was inherently unstable. 
 Although Windows had a dominant share of the 
market for PC operating systems, Microsoft did not possess 
monopoly power—that is, the power that could be expected 
to flow from its market share. The reason, the company 
argued, was that high technology was different in important 
ways from old-line brick-and-mortar industries. Barriers to 
entry were few. Good ideas, unlike oil reserves or railroad 
tracks, could not be monopolized. All that was needed to 
compete in software was brains and entrepreneurial zeal. 
“In the computer software industry,” Gates once noted, 
“rapid and unpredictable changes constantly create new 
market opportunities and threaten the position of existing 
competitors.” In addition, unlike, say, a car or a washing 
machine, software did not wear out. Thus, in order to 
continue to sell products, Microsoft had to innovate 



continually, to give its existing customers reason to 
purchase an upgrade. 
 Moreover, the rapid evolution of technology 
constantly threatened Microsoft’s dominance. For example, 
by the late 1990s, the rise of information appliances, such 
as smart phones and palm-held computers, promised a time 
when users would not have to use a desktop PC to access 
the Internet. Rival operating systems—like Linux, a variant 
of Unix that had 16 percent of the computer server market 
by 1998—threatened someday to supplant Windows. Sun 
Microsystems’ Java had potential to become a platform for 
developing software that could run on any system, not just 
Microsoft’s. Microsoft particularly pointed to AOL’s 
acquisition of Netscape in November 1998 as evidence of 
the inherent instability of market dominance in the 
technology sector. William Neukom, Microsoft’s attorney, 
said at the time, “This�.�.�.�deal pulls the rug out from 
under the government. It proves indisputably that no 
company can control the supply of technology.” 
• The company had a right to compete vigorously. 
Much of the behavior described in court was standard 
practice in the industry and not a violation of antitrust law. 
 Microsoft contested the government’s interpretation of 
its interactions with various business partners. For example, 
the company viewed its meeting with Netscape in June 
1995 as “a standard meeting between two companies 
exploring the possibility of forging a strategic partnership 
in some areas of their business, while continuing to 
compete in others.” It asserted that its agreements with 
various Internet service providers and content providers, 
such as AOL, were “cross-promotional 



agreements�.�.�.�[in which] Microsoft helps promote 
and distribute the other company’s products and services, 
while the other company helps promote and distribute 
Microsoft’s products and services.” Microsoft maintained 
that its exclusive contracts with OEMs were perfectly legal 
and that in any case Netscape had many other distribution 
channels for Navigator, including free downloads off the 
Internet for anyone who wanted to use the product. 
• The purpose of bundling Internet Explorer with 
Windows was not to thwart Netscape but rather to enhance 
the operating system for the benefit of the user. 
 Microsoft argued that integration benefited the user. 
An integrated product ran faster, and the parts worked 
better together. It avoided the redundancy and waste of 
memory that would result from a browser installed on top 
of a separate operating system. It kept the price down. It 
enabled users to view local data (on a hard drive or local 
network) and remote data (on the Internet) consistently. 
Moreover, Microsoft maintained that it began designing the 
browser into the operating system well before it even 
became aware of Netscape as a potential competitor. 
• Internet Explorer’s increasing market share, relative to 
Navigator’s, was the result not of anticompetitive practices 
but of the technical merits of the Microsoft product. 
 Over the period of time analyzed in the trial, Microsoft 
worked assiduously to make Internet Explorer more 
competitive by improving the product. From 1995, the 
company invested large sums—more than $100 million a 
year—to upgrade its browser. By 1999, more than 1,000 
programmers were working full-time on the product. 
Around $30 million a year was spent to market the 



program. By late 1997, many reviewers thought IE was as 
good as, if not better than, Navigator. The improvement in 
Microsoft’s browser led many Internet service and content 
providers to switch from Navigator to IE. For example, 
America Online adopted IE in 1996 not because Microsoft 
offered AOL placement on the desktop, as the government 
claimed, but because AOL preferred IE’s modular 
architecture. 
• Any government effort to restrict Microsoft would be 
poor public policy. 
 The software industry was a major provider of jobs, 
growing two and a half times faster than the U.S. economy 
overall in the 1990s. Microsoft products had improved 
business productivity across the entire economy. The 
company’s dominance in operating systems software had 
helped the U.S. balance of trade and contributed to the 
emergence of the United States as a world technology 
leader. For the U.S. government to punish Microsoft would 
be self-destructive. 
Possible Remedies 
Judge Jackson’s order that the company be broken up was 
just one of several possible outcomes. The appeals court 
had the authority to overturn this remedy and to replace it 
with another, if it found a breakup was not justified by the 
evidence. (It could also throw out the government’s entire 
case, but this was considered unlikely.) 
 The remedy that Judge Jackson proposed was 
structural: the government would order Microsoft broken 
up into several smaller entities. In a horizontal breakup, 
which Judge Jackson favored, the company would be split 
into two separate businesses, with operating systems in one 



company and software applications and Internet products 
and services in the other. This kind of breakup would 
prevent Microsoft from leveraging its monopoly in 
operating systems to benefit its other products like IE, a 
key issue in the antitrust case. However, it would not end 
the Windows monopoly, which gave rise to the suit in the 
first place. Moreover, informal collaboration among the 
new companies, based on their long shared history, might 
compromise their independence. Presumably, many shares 
of stock would have to be liquidated or converted by 
employee shareholders, possibly roiling the markets. 
 In a vertical breakup, another possible option, the 
company would be divided into several “Baby Bills,” 
smaller companies of equal stature, each launched with the 
same properties and functions. (The term “Baby Bills” was 
a sly reference both to Gates’s name and to the Baby Bells, 
regional telephone operating companies spun off when the 
AT&T monopoly was broken up by government regulators 
in 1982.) A vertical breakup would produce competing 
products in each category, presumably leading to greater 
innovation and lower prices. This solution had a number of 
drawbacks, however. It would lead to incompatible 
operating systems, undermining the advantage of a single 
industry standard. Unlike AT&T, which was split on the 
basis of geographic region, Microsoft had no obvious basis 
on which to make a vertical division. Teams would have to 
be broken up, destroying valuable long-term working 
relationships. The division of assets, such as contracts with 
OEMs, among the Baby Bills would inevitably be messy 
and disputatious. 



 A hybrid structural remedy, would combine elements 
of both horizontal and vertical breakups. For example, 
Microsoft could be split into two or three operating systems 
companies and one other company that would retain all 
other assets. This solution would generate competition in 
operating systems while avoiding the problems of dividing 
the applications and Internet businesses. 
 Another set of solutions focused on intellectual 
property rights. In one scenario, Microsoft would be forced 
to auction rights to the Windows source code to other 
companies, such as Sun Microsystems or IBM. This would 
generate competition in operating systems, without the 
problems inherent in a Microsoft breakup. The key 
drawback to this solution was that, by all accounts, none of 
the possible bidders were interested. “We wouldn’t bid on 
it,” said the general counsel of Sun, noting that all the 
programmers who understood the code lived in Seattle, 
“their average salary is $400,000 and they don’t want to 
move.” 
 In another scenario, the government would require 
Microsoft simply to publish either the entire Windows code 
or parts of it, enabling other firms to develop competing 
versions of Windows or to hook their applications onto 
Microsoft’s platform. But even a free giveaway seemed 
problematical. Steven Salop, an antitrust expert, 
commented, “The source code is not well documented. It’s 
not like the recipe for New Coke.” Without technical 
support from Microsoft, many companies would be unable 
to put the code to good use, even if it were free. 
 A final set of solutions clustered under the heading of 
conduct, or behavioral, remedies. In this approach, the 



government would write and enforce rules of conduct for 
Microsoft. For example, the government could prohibit any 
contracts with OEMs that conditioned a Windows license 
on anything other than price. If Microsoft tried to withhold 
a license from an OEM that installed Netscape or devised 
its own splash screen, for instance, it would be in violation 
and subject to fines or other sanctions. Such a remedy 
could block specific anticompetitive behaviors, while 
avoiding the difficulties of a breakup. Some commentators 
criticized this approach, however. For one thing, it had 
been tried earlier and had failed. For another, it would 
require ongoing government intervention in the relations 
between Microsoft and its business partners, setting a bad 
precedent for intrusive regulation of high-technology 
industry. Even Eric Schmidt, CEO of Novell, a frequent 
competitor, commented, “I don’t think anyone’s in favor of 
a [government] Department of Microsoft Management.” 
 One remedy that was out of bounds was a monetary 
penalty, not permitted in a government antitrust case of this 
type. However, in the wake of the judge’s rulings, many 
attorneys stepped forward to file suit against Microsoft on 
behalf of private clients, claiming that the company’s 
actions had injured customers and competitors. These suits 
potentially threatened Microsoft with billions of dollars in 
damages. 
The Case Proceeds 
In 2001, some observers thought that the tide had turned in 
Microsoft’s favor in the long-running antitrust case. The 
new Republican administration in Washington hinted that it 
might take a softer line on antitrust enforcement. Many 
observers thought that the hearing before the court of 



appeals had not gone well for the government, and that the 
judges seemed sympathetic to Microsoft’s arguments and 
disinclined to uphold Judge Jackson’s breakup order. If the 
appeals court ruled largely or even partly in Microsoft’s 
favor, this might create an opening for a negotiated 
settlement between the company and the government. But 
others thought this unlikely. Even if the Department of 
Justice was disposed to settle the case, the federal 
government had been joined in the suit by 18 states and the 
District of Columbia. Some of the states were bound to 
press on all the way to the Supreme Court, with or without 
the support of the Department of Justice. As for Microsoft, 
the company was unlikely to agree to any settlement that 
undercut what one top company executive called its “core 
value, the soul of our company, and that is the freedom to 
innovate and design products as we see fit.” 
Discussion Questions 
1. The U.S. government charged that Microsoft had violated antitrust law. Microsoft disagreed. Do 
you agree with the U.S. government, or with Microsoft? In answering this question, you may wish to 
address two issues. Was Microsoft a monopoly? Did it use its monopoly to compete unfairly against other 
companies? 

2. Examine the various remedies possible in this case. In 
light of the strength of the various parties’ positions in the 
case, what remedy would you advocate, and why? 
3. Do you believe that contemporary antitrust law is 
appropriate to today’s economy? Why or why not? If not, 
in what ways should the law be changed to better fit 
contemporary society? 
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