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THE TELECOMMUNICATIONS EQUIPMENT RE-
SEARCH AND MANUFACTURING COMPETI-
TION ACT OF 1991

THURSDAY, FEBRUARY 28, 1991

U.S. SENATE,
SUBCOMMITTEE ON COMMUNICATIONS
OF THE COMMITTEE ON COMMERCE, SCIENCE,
AND TRANSPORTATION,
Washington, DC.

The subcommittee met, pursuant to notice, at 2:10 p.m., in room
SR-253, Russell Senate Office Building, Hon. Daniel Inouye (chair-
man of the subcommittee) presidin%:l

Staff members assigned to this hearing: John Windhausen and
Toni Cook, professional staff members; and Regina Keeney, minori-
ty professional staff member.

OPENING STATEMENT OF SENATOR INOUYE

Senator INOUYE. The Communications Subcommittee meets this
afternoon to receive testimony on S. 173, legislation introduced by
Chairman Hollings to alter the modification of final judgment by
repealing the communications manufacturing restriction on the
Bell operating companies. The full committee approved similar leg-
islation last Congress but that legislation was not considered by
the full Senate.

The chairman of our committee, Senator Hollings, believes that
the time has come to lift the communications manufacturing re-
striction and institute a new series of administrative safeguards
against anticompetitive behavior.

Because of the chairman’s longstanding and in-depth involve-
ment in telecommunication issues, I generally agree with his posi-
tion on most issues. Thus, I deeply regret that I find myself at
some odds with the chairman on this bill.

However, I continue to believe that on balance, the modified final
Ludgment is of great benefit to our telecommunications market, its

usinegses and users. Thousands of new manufacturers have en-
tered the market since the AT&T divestiture. As a result, consum-
ers have benefited from cheaper and more innovative equipment
and many new services.

The trade deficit in communications equipment has been reduced
from $2.6 billion in 1988 to $800 million in 1990 accordjng to the
Department of Commerce. In the area of research and develop-
ment, spending by U.S. companies, including the RBOC’s, has in-
creased, not decreased since divestiture.

¢

HeinOnline -- 15 Bernard D. Reams, Jr. & William H. Manz, Federal Telecommunications Law: A Legis ative History of the Telecommunications Act of
1996, Pub. L. No. 104-104, 110 Stat. 56 (1996) including the Communications Decency Act 1 1997



2

Further, we simply cannot ignore the regional Bell operating
companies’ incentives and capabilities to engage in anticompetitive
acts stemming from their control of the bottleneck over local tele-
phone equipment.

The recent violations of NYNEX and US West are only the latest
examples of the Bell companies’ potential to cross-subsidize and en-
gage in discriminatory pricing.

This hearing, however, gives all of us an opportunity to hear both
sides of the issue and raise any concerns that we may have. I am
pleased that we have a compromise proposal to discuss this after-
noon. I consider the proposal that has been put forth by the TIA,
i(;llile Ili?eCMA’ and NATA, to be a constructive step to resolving this

spute.

I recognize that the Bell comxﬁzﬁes do not believe that this pro-
posal goes far enough. I would like the Bell companies to respond
to the proposal and to indicate if there are any aspects of the pro-
posal that appeal to them.

For example, at last year’s hearing, one Bell company suggested
that their primary concerns were design and development, not with
fabrication. I would be interested to know whether this proposal
would address the Bell companies’ concern about design and devel-
opment. Rather than take up anymore time with my concerns, I
will raise the remaining issues in my questions.

Before I call upon the first witness of this hearing, I am pleased
to call upon our chairman, Senator Hollings.

OPENING STATEMENT OF SENATOR HOLLINGS

The CHAIRMAN. Thank you, Mr. Chairman. I thank you for set-
ting this hearing, and the members of the committee and subcom-
mittee for their interest, and in many instances, their support.

As you know, this is quite similar to the bill that we reported out
last year with a few alterations and we are ready to move on. And
as we move from the recession to the recovery, as we move from
the gulf war to the trade war, we find our opportunity here to put
some of the best institutions in all of America, in a competitive,
productive developing mold.

Let me emphasize what has really happened. We had grave mis-
givings from the experience of the old AT&T Bell system. I think
at one time, because I have been on the committee now, this is my
25th year, that we had 12 orders outstanding by the FCC that the
lawyers for those entities were getting around. Their representa-
tives were up here and had the votes. We could not get a bill
through, trying to deregulate, and otherwise. And the Department
of Justice finally took it over and then everyone agreed to the
modified final judgment.

And in that the intent was, look, let us not allow AT&T to take
over and preempt competition. What we are trying to do is develop
it. And therefore, we will bar them from going into advertising.
And we will bar them from long distance. And we will bar them
from manufacture.

And as I studied this particular matter, the restrictions on infor-
mation services and advertising, and the restriction on long dis-
tance, are well placed. But with respect to manufacturing, the in-
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tent has been totally thwarted by foreign competition, foreign in-
vestment, foreign takeovers.

There are aﬁgut 66 companies that have already been bought
out, hifh technology, American businesses by foreign firms. And
you only have to go to the patent office and see who is filing the
patents because there is no incentive for the Americans to invest,
to develop, to compete, to improve as long as they cannot make a
buck out of it. So, the Bell companies take their money and go to
Hungary to install a cellular system, or to Moscow, trying to put
in optic fibers from Moscow to Tokyo and everywhere else. They
are investing. They are not waiting around on the political Con-
gress to make a judgment. They have had to move on.

But unfortunately, this develops Europe, and South America, and
New Zealand. And we sit here, still on our own patois, thinking
that we are in control. We are in global competition and you just
cannot control these things. And if we can, certainly, bring our var-
ious Bell companies into the arena of research, and development,
and production, where there is no self-dealing, no cross-subsidiza-
tions, wholly owned entities then we will be able to compete in a
way that benefits the United States.

d now, particularly, with a viable Federal Communications
Commission that has an auditing system that was formerly lacking
in the use of computers, heretofore, the FCC can now account for
cost and so forth, to make sure that there is not any cross subsidi-
zation. We ought to move in that direction.

My understanding is that the administration supports this bill
with two misgivings. One with respect to the domestic content fea-
ture and the other, they would prefer that the FCC have the checks
with respect to cross subsidization and self-dealing and other
things of that kind, rather than it be written in the statute.

Let me just say that I understand what they are tryinf to get
after with respect to the matter of their opposition to the domestic
content. That is a lead that America had over the years after World
War II and it was going to work, I guess, for awhile. We were the
only industry, the only manufacturer that existed. We taxed our-
selves. The Marshall plan has worked and the leadership with
technology that has been distributed the world around has worked.
T%ley have gone capitalistic, democratic, and we are all happy
about it.

However, as we study it closely, we realize, of course, that the
United States is no longer setting the example. Rather MITI in
Japan has set the example. And now the Taiwanese, the folks in
Hong Kong, the folks down in Singapore, the folks in Korea, and
then in much extent as we watch EEC 1992 develop, realize that
their government subsidies, their government protections, their
government financing, and otherwise, are giving their firms a com-
parative advantage and the economic formula for today.

So, while we sit back here with our GATT, we should understand
that we have got to modify our arrangement with GATT, Senator.
But 60 percent of the clothing in this place is imported and if they
continue on with what they are proposing in GATT, all our clothing
will be foreign made by the year 2000.

Eighty-four percent of the shoes on the floor in this room are al-
ready imported. The electronics business is gone, as is the hand
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tool business. And now even the banks that used to sit back with
the service economy, the banking, insurance, and everything else
are facing t}g]reat;er oreign competition. The Government of Germa-
ny put in that bid for that contract out in Saudi Arabia some years
ago, and beat us out because the bank had put up the performance
bond. The bank was part of the business. That is the competition.

Now you can sit around and talk. How can we argue for free
trade in GATT if we include a domestic content provision in this
bill? I can tell you now, that argument is by the board. We live in
the real world. The GATT has not worked at all. And as they say,
market forces, that is it. Let the market forces operate.

d in that sense, when we make it to their economic interest,
then the Japanese will deal. I do not blame them for not negotiat-
ing before that. All the Europeans know that in order to remove
a barrier you have got to raise a barrier. That is the market force.
%’ha}.lt is the competition we talk of and then we will remove them

oth.

But if we sit around here like dreamers from Brookings, and talk
about theory, looking at things that work in reality and wonder
when it is going to work in theory, we will all sit around here with
nothing but politicians and news media. We do not import either
one of those yet. They are trying to figure out a way to import
them after 12 years. There is a limit initiative going on in the
country today because the people are getting angry with our rheto-
ric and no action and no result up here.

So, GATT is not working. It controls less than 20 percent of the
trade and we have got to move into the real global competition.
This will allow some of the finest entities in American business and
industry; namely our Bell companies, to come home, like old
George used to say in that 1972 race, and invest in their own peo-
ple, and with my communication workers, we have worked out a
formula here where 40 percent, at least, of the components must
be made domestically.

Now, I will never forget, just to be specific, when AT&T came
around with their switchboards, th%y did not realize that we were
going to look even closer. And we found out that old switchboard
was foreign. Everyone of those little computer chips in there were
made in Taiwan or other countries. And they were talking about
domestic manufacture.

I should know it well. I competed with Senator Hodges in North
Carolina 30 years ago. He won. He got Western Electric. But I won.
I got Eastman Kodak. Now his Western Electric is all over in
Singapore. It is gone. It is gone but not forgotten.

d so, I am trying to move along and I would appreciate your
help and T hope I can change your mind. I was not your classmate
at that night law school you struggled through. But I am a close
ﬁ;‘iiend of yours, Mr. Chairman. I hope you will give me consider-
ation.

Senator INOUYE. Senator Pressler.

OPENING STATEMENT OF SENATOR PRESSLER

Senator PRESSLER. Mr. Chairman, I am very pleased that we are
once again examinix‘lg the question of the Bell companies entering
the business of manufacturing telecommunications equipment.
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At last year’s markups, I said I had some concerns, but I did not
object. However, my concerns over the incentive for Bell operating
companies to engage in anticompetitive behavior were heightened
recently when Ué West admitted to four violations of a consent de-
cree and agreed to pay a fine of $10 million.

The Justice Department’s investigation found that US West had
engaged in anticompetitive behavior and discriminatory pricing. At
the same time, the Department dropped nine other investigations.
I think the case may bear directly on the legislation we are consid-
ering today. If we cannot control these monopolies under the exist-
ing restrictions, I am not sure we ought to be giving them more
freedom in new areas such as manufacturing. That is the heart of
my concern, and it is something I need to see much more informa-
tion on before making a final decision on this issue.

The US West experience has made me much more skeptical. Last
year, the consumer groups, senior citizens, small business manu-
facturers, State regulators, and individual ratepayers warned me
about exactly this type of behavior. I am beginning to see their
point,

A majority of my constituents are US West ratepayers. I received
numerous inquiries from South Dakotans asking questions about
this investigation. They are directly affected, and very concerned
about this case.

I have asked US West to provide records and some answers that
would detail a deseription of the four admitted violations and nine
other allegations that were dropped. I have also requested more de-
tailed information whether any of the admitted or alleged improper
activities involved the funds or personnel of regulated telephone
companies.

I did meet with the Justice Department yesterday on these mat-
ters. I did send a letter to US West which I wish to make a part
of the record. Just-before coming to this committee I received a
very brief, one-page nonanswer really, just offering a meeting., But
to satisfy me, I shall need some written responses to place in the
Congressional Record and also in the record of this committee, and
I feel that this committee needs to have more information on the
various matters surrounding that fine, the largest fine in history.

Mr. Chairman, I believe the fundamental premise of S. 173 is
that adequate safeguards can be built into the legislation to prohib-
it violations similar to those of US West. If the recent press ac-
counts of US West involvement in anticompetitive behavior are ac-
curate, that premise is much less compelling.

If we cannot control and better understand the extent of viola-
tions occurring today, how can we determine if the safeguards pro-
posed are adequate? How will consumers be affected? Are ratepay-
ers subsidizing these activities?

We do not know from any of the information that has been re-
leased so far, and that is why I have asked for more. Qur commit-
tee must rely on sketchy press reports and limited information that
the Department of Justice is allowed to release regarding its inves-
tigations.

Mr. Chairman, I would like to ask your assistance in getting an-
swers to these questions before we begin voting on this bill.
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I ask unanimous consent to submit for the record my letter to US
West and the company’s response. When they do do it, I would like
to make their response a part of the record along with some addi-
tional material. )

If we as a committee are to decide the telecommunications policy
of this Nation, we should have a full accounting of the effectiveness
of past regulations before we act. I am hoping these answers will
be foathcoming. I ask unanimous consent to place my letter into the
record.

Senator INOUYE. Without objection, so ordered.

[The information referred to follows:]

LETTERS FROM SENATOR PRESSLER TO MR. RICHARD MCCORMICK

FEBRUARY 26, 1991.

Mr. RICHARD MCCORMIC(I},
Chief Executive Officer, U.S. West, Inc., 7800 East Orchard Road, Suite 200, Engle-
wood, CO 80111

DEAR MR. McCoRMICK: Thank you for your letter in support of legislation to allow
US West to manufacture telecommunications equipment. We had understood that
US West was to present industry testimony but that you withdrew from consider-
ation in light of recent antitrust violation reports. I am disapgginted you will not
be present to address this issue. I believe it may have a direct bearing on the legis-
lation being considered.

I wanted to inquire about recent press accounts concerning consent decree viola-
tions by US West. These accounts indicate that US West has engaged in “anti-com-
petitive behavior,” “discriminatory pricing,” and other actions resulting in the larg-
est civil penalty ever levied in the history of the Justice Department’s Antitrust Di-
vision.

According to the partial reports thus far, it appears that US West has admitted
to four consent decree violations and that nine other violation investigations were
dropped as part of the settlement. The record ten million dollar fine imposed for the
four acknowledged violations and the initial press accounts of the other nine investi-
ﬁaﬁons which were dropped indicate that these thirteen violations are of a serious,

eliberate nature, rather than “inadvertent” actions.

Most of my constituents are US West ratepayers. I am deeply concerned about
the consumer impact of US West’s actions, and would appreciate further informa-
tion.

The Commerce Subcommittee on Communications is holding hearings on legisla-
tion that would lift certain decree restrictions, allowing your company to become di-
rectly involved in manufacturing. As you know, a fundamental premise of that legis-
lation is that adequate antitrust safeguards can be built into statutory language,
thus permitting the modification or removal of the line of business restrictions. If
the recent accounts of US West's involvement in anti-competitive behavior are accu-
rate, that premise is much less compelling. '

The reports in the US West case cast serious doubt on the ability of regulatory
authorities to prevent abuse of any additional freedom that maﬁnarise from new leg-
jslation. If we cannot adequately police the relatively bright lines set forth in the
consent decree, there will be much less enthusiasm for blurring these lines through
le%slation to partially remove line of business restrictions.

ut I do hasten to add that the information on this case is incomplete. I have
been very disappointed by the lack of complete information available in this ex-
tremely important case. I do not want to make fundamental policy decisions based
upon etchg'eoand incomplete press reports. I think it is important that the Commu-
nication Subcommittee act on the basis of a full understanding of the extent to
which US West has been in compliance with or violation of the consent decree, and
all information necessary to judge the relevance of those actions to the legislation
being considered. I hope that this desire for an open exchange of information and
ideas is one we both share.

Toward this end, I would like to review in greater detail the information and
background material associated with the thirteen counts listed against US West.
Therefore, it is requested that you please provide the following:

1. A detailed description of the four admitted violations and the nine other allega-
tions which were dropped. Please include copies of all documents submitted by US
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West’s representatives to the Department of Justice throughout its investigations
which characterize the violations and allegations set out in the enforcement order.
2. Information on whether any of the admitted or alleged improper activities in-
volved the funds or personnel of your regulated telephone companies. If so, please
g‘mvide data on the costs attributable to regulated investments and expenses in the

'ederal and in each state’s jurisdiction.

3. A listing of all disciplinary action taken or planned against the officers and em-
ployees of US West who are responsible for these offenses.

I'look forward to hearing from you in regard to this request prior to any Commit-
tee votes on the legislation. If March 6, 1991 i8 a reasonable time frame to prepare
the material, that would be optimal. This legislation will have a profound impact
on my constituents, Your specific antitrust case does, as well.

. Before I can support such legislation I need more information in order to judge
the relationship between the two, and whether the net impact on mdv constituents
is positive or negative. This letter and your response will be included in the record
of the Communication’s Subcommittee hearings on February 28, 1991.

Sincerely,
LARRY PRESSLER,
United States Senator.
FEBRUARY 28, 1991,
M. RicHARD D. MCCORMICK,
Presgdoelnlt,z US West, Inc.,, 7800 East Orchard Road, Suite 200, Englewood, CO

DeAR MR. McCoRMICK: Regarding your letter of today, let me assure you that I
read your press release and accompanying material delivered on February 15, 1991,
Nothing there answered the questions in my February 26 letter. I would appreciate
a written response to the concerns raised in my letter, and specific answers to the
specific questions.

Additionally, at today’s hearing the Justice Department confirmed that ratepayer
funds were involved in the violations. I would ap?reciate a detailed accounting of
the extent of that involvement, and the number of employees engaged in these ac-

tivities.
I would be glad to meet with you anytime. However, I think such a meeting would
be more constructive after we have a chance to review the information I requested

writing.
Finally, I was a bit concerned about the impression left by a private company pro-
osing a meeting for the Justice Department. I already have met with the Justice
eipa.rtment. They were professional and responsive.
look forward to a detailed response to the questions and concerns I raised on
behalf of my constituents, consumer groups, senior groups and small businesses.
Thank you.
incerely,
LARRY PRESSLER,
Unite States Senator.

LETTER FROM RICHARD D. MCCORMICK TO SENATOR PRESSLER

FEBRUARY 28, 1991,
The Honorable LARRY PRESSLER,
U.S. Senate, SH~133 Hart Senate Office Building
Washington, DC 20510-4101

DEAR SENATOR PRESSLER: I am in receipt of your letter of Februarﬁ 26, 1991, re-

esting the details of the recent settlement by US WEST with the Department of
fmtice. On February 15, 1991, the day of the settlement, a letter was delivered per-
sonally to your office from Laird Walker i}:ﬁlaining the nature of the settlement and
making an offer to provide additional details to you.

I now propose that Jim Smiley and I, together with representatives of the Depart-
ment of Justice meet with you to discuss the nature and terms of the settlement.
Jim and I are available on March 19, and, if representatives of the DOJ are agree-
able, we could spend whatever time would be necessary to make aiou comfortable
with the terms of the settlement and to assure you that South Dakota ratepayers
are not disadvantaged.
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I look forward to an opportunity to meet with you in the near future to discuss
your re ea:;ul
e ours,
S Dick MCCORMICK.

STATEMENT OF SENATOR PRESSLER

The following correspondence or any subsequent communication did not provide
answers to my central question on the amount of ratepayer funds expended in de-
veloping the thirteen lines of business in question.

LETTER FROM RICHARD D. MCCORMICK TO SENATOR PRESSLER

MARCH 4, 1991.
The Honorable LARRY PRESSLER,
U.S. Senate, 133 Hart Senate Office Building,
Washington, DC 205104101

DEAR SENATOR PRESSLER: In your letters of February 26 and 28, 1991, you asked
me to provide the answers to sets of questions about US WESTs agreement
with the U.S. Department of Justice. Specifically, you asked for:

1. Detailed descriptions of the 13 business activities that were part of the agree-
ment and copies of all documents submitted to the Department in the course of its
investigation.

2. Information on which of the activities involved the regulated telephone compa-
nies and a breakdown of the number of employees and the costs in state and federal
jurisdictions of these activities.

3. A discussion of any disciplinary actions taken or planned by US WEST.

I am able to respond in to your first and third sets of questions in this letter
and attachments.

We are working to compile the answers to your second group of questions, and
we will have a report for you bglgriday, .

As for the first part of your first set of questions, each of the 13 business activities
is described in the first attachment to this letter. As for the second part of your first
request, US WEST delivered to the Department some 900 boxes comprising about
1,450,000 paaﬁes of documents. Copies of these documents are maintained in Denver
and are available for your immediate inspection here, or in the very near future,
in Washington, D.C., whichever you prefer.

I understand that Laird Walker, our vice dpresident of Federal Relations, told Mr.
Schieffer ggiour office about the volume and location of the documents and that Mr.
Schieffer asked that we not deliver them at this time. He asked if, instead, we had
an index of the documents, We have transmittal letters and logs showing the range
of document numbers in each box, but they don’t describe or index them. These logs
are being reproduced and will be delivered to you this week.

As for the third set of questions, the four admitted violations were the subject of
vigorous debate between iIn US WEST and the Department for varying periods of
time. In other words, the violations resulted from differing interpretations of the
Modification of Final Judgment. It’s my feeling that the employees involved were
acting in good faith and were executing their responsibilities conscientiously. There-
fore, we have not disciplined any emfglo ees in these matters. The other nine activi-
ties we deny were violations and, er, assert that we never even engaged in
some of them.

US WEST recognizes that the Modification of Final Judgment is one of the most
important sets of rules governing our business and we have ensured that every
management emsl:i'lee in the company has read it and understands it. In additiong
we have provide managers with copies of an earlier agreement between in U

and the Department and have required that employees read it and under-
stand it. Finally, we are providing all managers with copies of the latest agreement
and requiring that they read it and understand it. In all cases, employees are told
that failure to comply with any of these sets of rules will result in disciplinary ac-
tion up to and including dismissal. .

Our main reason for entering into the agreement with the Department was to
avoid lengthy and costly litigation.

1 hope these responses to your questions—with the exception I noted earlier—are
satisfactory. Please let me know if you would like to meet in person to discuss these
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issues further. If you would, I will be in Washington and available to meet with you
this Wednesday afternoon, March 6, 1991.
Very truly yours,
RICHARD D. MCCORMICK.

ATTACHMENT I

Attached are specific descriptions of the four inadvertent violations: Sale of
Switching Services to GSA; Computer Facilities Management Services; Reverse Di-
rectory Services; and Operator Workstation.

The September 1985 Sale of Switching Service to GSA

US WEST was awarded a bid in September 1985 to provide private line switchin
services to the GSA in Denver, Albuquerque, Phoenix and Salt Lake City. AT&T,
an unsuccessful bidder, conzglained that the pricing of local t.axcha%;a1 facilities was
improper, contending that the US WEST service was priced according to rates for
Centrex services established by state regulatory bodies. AT&T alleged that those
rates were lower than the ones established by the Federal Communications Com-
mission for the use of local exchange facilities to connect AT&Ts interstate switch-
ing services.

pecifically, AT&T contended that for calls from the FTS network to numbers not
part of that network, the US WEST proposal treated the call as it would any call
made from a Centrex station. That is, as a simple local call, since the switching
service used b{ US WEST was part of the Centrex system. However, if such calls
were received by US WEST from AT&T's switching facilities, the calls were treated
in the same manner as any long distance call and access charges were assessed.

AT&T also complained that it was improper for US WEST to charge AT&T for
facilities between the AT&T private line switch and the US WEST Centrex switch,
unless US WEST imputed a charge to itself to “move” within the software of the
Centrex switch when the Centrex switch was used to provide both the private line
switching service and the traditional Centrex service, or to move within the US
WEST central office if two switching machines were used.

Prior to presenting its proposal to the GSA, US WEST carefully examined wheth-
er state Centrex prices of interstate CCSA prices were alzﬁlicable. Access tariffs
were still being developed by the telephone industry while the GSA bid was bein
formulated. There was much confusion as to what rules would be used to establis

rices.
P AT&T ultimately presented its complaint to Judge Greene, US WEST and other
divested Bell companies argued to the judge that the MFJ did not prohibit applying
different intrastate and interstate rates dependent upon the nature of the service
and whether an interstate or local exchange carrier was providing the service. In
a November 26, 1986 order, Judge Greene directed US ST to price the local ex-
change facilities the same, regardless of which company provided the switching
service.

The order was appealed to the Court of Appeals. The court affirmed Judge
Greene’s ruling, but, in its ﬁndinfs, the court speciﬁcall’y stated that the “relevant
sections of the MFJ are not entirely free from ambiguity.

As a result of the court’s ruling, US WEST repriced the services. (See description
of “Provision of Switchirég Services to GSA.”)

Subsequently, the FTS 2000 network replaced the services.

Computer Facilities Management Services

In 1986, US WEST acquired the outstanding stock of an Omaha company named
Applied Communications Incorporated. ACI was engaged in the development and
sale of software systems used for electronic funds transfer machines and other bank-
ing accounting systems, Before the purchase, US WEST examined the activities of
ACI and talked with ACTs managers. US WEST also provided the Department of
Justice with various documents describing ACPs business activities, including its se-
curities prospectus and its 10-K form. US WEST discussed these documents with
the department.

However, US WEST later became aware that one of the hundreds of worldwide
contracts ACI had outstanding involved the provision of & int-of-glxrchase network
at its gas stations in California. Customers would insert their credit cards into gas
pumps and would be automatically charged for the amount of gas they put into their
tanlks. The use of ACI personnel to manage this network made it a prohibited infor-
mation service.
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In November 1987, US WEST became aware of the unique nature of the ARCO
contract and took immediate steps to terminate the use of ACI personnel. There had
been not complaint by anyone and, until advised by US WEST, the department had
been unaware of the activity. Since then, ACI has not entered into any contracts
to provide personnel to actually operate data processing systems.

Reverse Directory Services

Prior to and after divestiture, Pacific Northwest Bell, Mountain Bell and North-
western Bell provided a variety of services involving the furnishing of customer ad-
dresses, an activity the department contended was not allowed by the MFJ. These
included respond.in% to to Directory Assistance for the address of a subscriber
and offering a database containing customer name, address and phone number that
could be accessed by a personal computer. Other services offered from time to time
included providing daily updates to subscriber address listings, and verifying the ac-
cgl!l'acy of address and phone numbers information contained on magnetic tapes of
other entities.

After discussions between US WEST and the deglartment as to whether such serv-
ices were permissible directory services or prohibited information services, US
WEST terminated all such services and, instead, sought a waiver of the MFJ, In
June 1989, Judge Greene granted US WEST a waiver to allow it to provide address-
es as part of its Directory Assistance services.

Operator Workstation

In 1986, US WEST acquired a company that developed software that would allow
an ordinary personal computer to be used to provide operator and Directory Assist-
ance services at a significantly lower cost than eqtﬁipment then available, US WEST
continued to develop the capabilities and offered the software and computers for sale
to other telephone companies.

In December 1987, Judge Greene issued an order deﬁninJg and interpretin%athe
scope of the manufacturing restriction contained in the MFJ. Within several gs
US WEST wrote to the department to clarify whether the activities of the US WE iy
entity (known as KEI) engaged in the operator workstation development raised MFJ
manufactuﬁn%issues.

Thereafter, US WEST fully described KET’s activities to the department in various
letters and memoranda, explaining that US WEST believed the waivers of the MFJ
allowing US WEST to provide co%ters and software encompassed KEI's activities.
Nevertheless, in April 1989, US ST determined, for business reasons, to termi-
nate the KEI activities, and so advised the department. The department told US
WEST in May 1989 that it had concluded that the development and provision of the
operator workstations were not allowed by the MFJ.

ATTACHMENT II

Following are descriptions for the nine activities, which we deny were violations
and, in one case, even deny having engaged in.

GSA Sales in Seattle

In late 1987, US WEST was awarded a contract to provide switching services to
the GSA in Seattle. AT&T contested the award before the GSA’s Contract Appeals
Board, but the board determined the contract had been properly awarded ang de-
nied AT&T’s appeal. No MFJ issues were included in this appeal.

Provision of Switching Services to GSA

This activity involved repricing the Denver, Albuquerque, Phoenix and Salt Lake
City switching services as a result of Judge Greene’s November 26, 19886, order, in
which he directed US WEST to price local exchange facilities the same regardfess
of whether AT&T, as an interstate carrier, or US WEST as aa intrastate carrier
gmvided the switching service, US WEST met with the Department of Justice after

udge Greene’s order and reviewed the proposed repricing. Justice concurred and
US WEST changed the billing for the services.

FTS 2000

This activity involved the pricing and provision by US WEST of its local exchange
service to various contractors who were submitting bids to the federal government
for services known as FTS 2000. FTS 2000 was designed to replace the FTS net-
work. No complaint or controve%was ever raised by anyone, including the Degart-
ment of Justice, regarding US ST activities associated with providing the local
exchanﬁe portions of FTS 2000.

The department did not request any documents and, as far as we know, did not
interview anyone on this subject. This activity was included by US WEST in settle-
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ment with the department’s concurrence, to include and conclude all aspects of GSA
in the settlement.

VuPoint Polling Service

This tariffed service was offered only on a trial basis and only in Phoenix, Seattle
and Des Moines between June 1987 and early 1989. The service would have allowed
a sponsor, such as a television station, to be assigned to two or more numbers, The
numbers could then be advertised, with instructions that by dialing a specific num-
ber, a caller could express a preference. US WEST would then tabulate the number
of calls and advise the sponsor, who could report the tabulations. US WEST planned
to charge either the cufl.(l)n' g party or the sponsor, at the direction of the sponsor.
Charges would have been based on usage.

The Department of Justice wrote US WEST on January 4, 1988, requesting an
explanation of VuPoint, specifically, whether it raised concerns under the informa-
tion services restriction of the MFJ. US WEST replied that the service as designed
to inform a subscriber of how many calls were received and that the activity was
no different than tabulating message units in usage sensitive locations and then dis-
playing such information on a customer’s bill.

A significant consideration to US WEST was the fact that VuPoint was designed
to make minimal use of the network through a network configuration that counted
call attempts in each central office. A particular call, therefore, would not have to
be transported to a central location for counting. For example, if a sponsor made
use of their e,l(}u.ipment for counting, every call made would have to be transported
to the sponsor’s premises. With VuPoint, calls would not leave a local exchantﬁe of-
fice. Instead, US WEST could count calls in each central office and transmit the to-
tals to a central point only once.

The Justice Department did not respond to US WEST’s exglanation until interrog-
atories were sent to US WEST in late 1988 requesting additional information.
WEST furnished answers to the interrogatories and, since that time, no further ac-
tion has been taken by the department. To the best of our knowledge and belief]
the provision of VuPoint did not violate the MFJ.

This activity was included in the settlement by US WEST because the department
had originally indicated it intended to inquire into this matter and to terminate for-
mally that inquiry. US WEST produced documents, but to our knowledge, the de-
partment did not interview any witnesses.

Talking Yellow Page Services

In August 1986, a Denver firm named Information Express was created to provide
Yellow Page- information over the tellef)hone under the name “Hello Yellow.”
While the firm had no financial ties with US WEST Direct, an informal marketing
agreement existed, whereby advertisers in US WESTs I_pi:rint;ed directories could pur-
chase a subscription to the Hello Yellow service. The Hello Yellow logo and a four-
digit number would then appear in an ad in the US WEST printed directory.

A directory user could read the printed ad, call the Hello Yellow operators and
receive extensive and updated information regarding the advertiser'’s services or
products. US WEST was interested in gathering information about whether such a
service was useful to directory readers and whether the value of our directory would
be enhanced by the Hello Yellow service.

In analﬁing this activity, US WEST relied in large part on an arrangement in
Minneapolis, in which US WEST’s cellular company had allowed an information
provider to install equipment in US WEST’s cellular switch, The information provid-
er could then provide information services to cellular customers. The Department
of Justice agreed that this activity was permitted under the MFJ, and thereafter
cited it as an example of what could be done under the MFJ to provide Bell Compa-
ny customers with information services.

Thus, US WEST believed it was engaged in virtually an identical activity by offer-
ing Hello Yellow the ability to place its logo and number in printed directory ads,
and by asking its print advertisers if they would be interested in making use of the
Hello Yellow capability.

The Department of Justice met with US WEST for the purpose of discussing this
activity on several occasions in 1987. Those meetings included the principals of In-
formation Express, one of whom was a former lawyer at the Department of Justice.
During much of the same time periogz the department was eng%‘ied in an investiﬁa-
tion of a somewhat similar activity offered directly by NYNEX. The department ulti-
mately concluded that NYNEX must stop providing the service.

In February 1988, US WEST decided to stop even the limited role it was engaged
in. The company believed that the department miilllt not agree that US WEST could
make its print customers aware of the Hello Yellow service while seeking to sell
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printed advertising. The other firm, Information Express, thereafter ceased to con-
tinue in business.

US WEST produced documents at the department’s request, but, to our knowl-
edgf,}, the department did not interview any witnesses. This activity was included
by US WES'Z[l in the settlement to conclude formally the department’s inquiry.

Payphone Sale Practices

A complaint was made to the Department of Justice by a comgeting public phone
provider regarding a bid proposal to an agency of the state of Colorado for phones
to be used by prison inmates. US WEST stated that interLATA calls using its
payphones were completed by AT&T. Only AT&T could provide the services neces-
sary to allow inmates to pay for calls by reverse charging arrangements or by the
gayment in coin. At that time, no other interexchange carrier was interested in of-
ering such capabilities.

US WEST demonstrated to the Justice Department that the state of Colorado un-
derstood that US WEST was neither holding itself out as havin%the ability to offer
interexchange services, nor providing any endorsement of AT&1’s services. Indeed,
AT&T entered into a se%ara’oe contract with the state to provide interexchange serv-
ices. The contract for public payphones was awarded to US WEST.

This activity was included in the settlement because the department had original-
ly indicated it intended to inquire into this matter and in order to terminate formal-
ly the inquiry. US WEST Ero uced documents, but the department did not interview
any employees, to US WEST's knowledge.

Tape Data Stacking Utility

Mountain Bell developed software for internal use called Tape Data Stacking Util-
jties (TDSU) that made more efficient use of tapes in a data processing center. The
development work was done in Mountain Bell's own data processing center for its
own needs, Seeing a need for this system in other companies, Mountain Bell entered
into licensing agreements with non-affiliated telephone companies and with non-af-
filiated non-telephone companies. It also entered into a relationship with a software
sales company named Alltran to solicit other potential purchasers of the software.

US WEST obtained a waiver of the MFJ to allow it and its telephone companies
to develop and sell software on May 13, 1986. This waiver allowed US T not
only to develop software, but also to sell software to any entity. Any sales of soft-
ware by the telephone companies, as distinct from sales by the rest of US WEST,
were restricted to other local exchange carriers.

However, sales of the TDSU software were made to a handful of companies in the
weeks prior to obtaining the software waiver. In addition, sales were made before
and after the waiver by Mountain Bell to non-telephone companies. Thus, in these
two respects, the department might have argued that the waiver was violated,

Us ST did not agree with such an interpretation, because it believed the sales
were ancillary to permitted activities, Thus at the time thei{ were made, the soft-
ware sales were deemed to be isolated sales of permitted software, which had been
developed not for public sale as a line of business, but rather, to facilitate the provi-
sion of local exchange services by reducing data processing costs.

The degartment never rendered a conclusion to these arguments. the obtaining
of the software waiver, together with the elimination of section II(DX3) of the De-
cree in September 1987 (which eliminated restrictions on sales by the telephone
companies), effectively brou%ht all sales thereafter in compliance. This activity was
included in the settlement by US WEST because the department had indicated it
intended to inguire into this matter and US WEST desired to terminate formally
the inquiry. Ul WES'I‘;V%roduced documents, but the department did not interview
any employees, to US WEST's knowledge.

Cellular Credit Card Phones

In 1984, US WEST’s New Vector Grouﬁ contacted three manufacturers seekin,
interest in manufacturing a cellular telephone set that would accept a credit car
Only one, a company called OKI, expressed interest. OKI then provided US WEST
with proposed specifications for the phone. US WEST offered comments on the pro-
posed design, and ultimately OKI manufactured and provided approximately 50
such phones to US WEST. They were placed on ferries, buses, limousines and in
portab‘}sﬁ)a hone kiosks.

US WEST believed strongly that its provision of standards for the interconnection
of the phone to its cellular network, including the provision of generic specifications
for the appearance of the phone, the volume levels that the phone should allow and
the functions of the feature buttons, were exactly the type of generic or functional
specifications Judge Greene has told the divested companies they could provide.
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The department has never disagreed with this conclusion. This was included in
the settlement by US WEST simply because the department had originally indicated
it intended to inquire into this matter and to terminate formally the inquiry. US
WEST produced Eocuments, but the department did not interview any employees,
to US WEST’s knowledge.

One-Call Notification Services

For more than 15 years, Northwestern Bell provided an underground utility loca-
tion service. Advertising, posted signs, and educational programs encouraged people
to call a number answered by Northwestern Bell employees. Northwestern Bell al-
lowed other utilities to share in their costs. In return, Northwestern Bell agreed to
notify affected utilities of planned excavations.

In late 1986, an unsuccessful bidder for the right to provide the Omaha notifica-
tion service complained to the Department of Justice that Northwestern’s provision
of the service violated the information services restriction in the MFJ. The depart-
ment and US WEST had numerous meetings to discuss this issue and the depart-
ment determined in March 1987 that US WEST should stop providing the service.

US WEST did not agree with the department, contending that the service was a
natural part of operating numerous underground facilities. In addition, US WEST
did not believe the sharing with other utilities constituted engaging in a line of busi-
ness under the MFJ. Nevertheless, US WEST decided that it would no longer an-
swer such calls, but would instead look to others to answer the calls and relay the
information. US WEST thereafter would simply pay its share of the expenses of the
service. US WEST terminated the service and so advised the Department of Justice.

However, we later learned that an employee in North Dakota had continued the
service beyond the termination date by several weeks to enable Continental Tele-
phone to arrange for an alternative to Northwestern Bell. The employee believed
such action was reasonable because it would prevent Continental exchanges from
being cut off from emergency services, if Continental’s facilities were damaged. The
service to Continental was terminated as soon as Continental secured substitute ar-
rangements.

In part because of the fact Northwestern Bell erroneously advised the department
that an activity had stopped, US WEST entered into the original CECO agreement.

STATEMENT OF SENATOR PRESSLER

On March 8, 1991 my office received five boxes of documents with no explanation
other than the following note. US West had indicated to my staff that an index of
what was to be contained in the boxes would be provided. But nothing was provided
in the boxes of documents that would assist me in determining the ratepayer im-
pact.

LETTER FROM LAIRD WALKER TO DAN NELSON AND KEVIN SCHIEFFER

MarcH 8, 1991.
DAN NELSON and KEVIN SCHIEFFER
Ofﬁczeogfz' g'enator Larry Pressler, 133 Hort Senate Office Building, Washington, DC

DaN AND KEVIN: Per our conversations, here are the Department of Justice logs
of the US WEST investigation which I promised you. Please be sure to call me if
you have any questions or need further information.

STATEMENT OF SENATOR PRESSLER

Subsequent attempts to obtain pertinent information to the central question were
frustrated, Using its own definition of “ratepayer impact,” US West determined that
none existed. Still, my question on the investment of ratepayer money remains un-
answered.
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LETTER FROM RICHARD D. MCCORMICK TO SENATOR PRESSLER

MaARcH 8, 1991.

The Honorable LARRY PRESSLER,
U.S. Senate, 133 Hart Senate Office Building,
Washington, DC 20510-4101

DEAR SENATOR PRESSLER: Enclosed please find the initial response to the second
set of questions you asked in your letters to me of February 26 and 28, 1991.

It is taking us longer to answer this set of questions because under normal regu-
latory accounting procedures no special accounts are created for activities such as
these. As a result, we now are deriving the data retroactively. The attached infor-
mation was developed from a variety of sources, including product managers’ data,
special studies and extrapolations based on sample periods.

As a result of the way these data were derived and the speed with which we com-
piled them, I would classify them as preliminary. We are continuing to study the
activities and to refine the data to reflect their impacts on ratepayers as accurately
as we can. I will provide you with another report on M 15.

I have divided the attachments to this report into two sections. The first one deals
with the revenues and e enses——bty jurisdiction—of the four activities that we ad-
mitted were technical violations of the Modification of Final Judgment. You will
note that for two of the activities—Provision of Computer Facilities Management
Services and Operator Workstations—there are no ratepayer impacts. These activi-
ties were carried out by unregulated subsidiaries and the expenses for them were

| not charged to ratepayers, but may have affected shareowners.

! In order for a business activity to affect ratepayers, two circamstances must occur.

! First, the activity would have to either make money or lose money in a given ju-
risdiction during a given time period.

Second, a ratemaﬂm' g proceeding in that jurisdiction must have used that period
of time a8 a “test year” for ratemaking purposes.

So, for Provision of switch Service to GSA, you can see that there was potential
for ratepayers in four states and the federal jurisdiction to have been affected, but
any effect would have been positive. Likewise, for Provision of Reverse Directory
Services, you can see that there was potential for ratepayers in all states and the

, federal jurisdiction to have been affected nﬁiatively.

‘ As for the second group of activities, P'd like to restate our assertion that we never

! engaged in some of them. As for the rest, we assert they weren't violations of the

‘ Decree and the Department of Justice acknowledges that it did not conclude they
violated the Decree. In this respect, I regard these other nine activities as part of

‘ the Elrocess of developing new products and services, some of which fail and some
of which succeed. This is a normal function of doing business.

Again, in the cases where there are no impacts listed, the activities either were
never undertaken by in US WEST or were undertaken by unregulated subsidiaries
and there would have been no impact on ratepayers, but may have affected
shareowners.

I hope this initial response to your questions is satisfactory.

ery truly yours,

RICHARD MCCORMICK.

LETTER FROM RICHARD D. MCCORMICK TO SENATOR PRESSLER

MarcH 15, 1991,
The Honorable LARRY PRESSLER,
U.S. Sencate, 133 Hart Senate Office Building,
Washington, DC 205104101

DEAR SENATOR PRESSLER: Enclosed please find our detailed response to the sec-
ond set of questions you asked in your letters to me to February 26 and 28, 1991.

As I told you in my March 8 letter, the earlier data were preliminary. The report
that follows is arranged in the same manner, but some of the footnotes to the tables
and some of the data in the tables are different.

In general, the differences are: First, we have further refined our analysis of the
impacts of Provision of Switch Service to GSA and Reverse Directory Services on
the intra- and interstate jurisdictions. Second, the expense figures for Provision of
Reverse Directory Services are larger. (I should note here that the changes in these
expense figures on the tables represent the net effect of several adjustments we've
made to the data.) There are no changes to the data concerning the nine services
that we assert did not violate the Modification of Final Judgment.
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Finally, the data in this package conform to the data we are supplying to the
FCC, which made some similar data requests.

I hoPe these responses to your questions have been satisfactory. I am sorry we
couldnt work out amngements to meet in Washington this week. I was set to come
in Thursday. However, I will be in Washington on Tuesday and Wednesday, March
19 and 20, and would be pleased to meet with you eoncerning your requests and
our responses if we can agree on a mutually convenient time.

ery truly yours,
hsiadd Richard McCormick.

Any impact on ratepayers pertaining to the activities included in the Department
of Justice settlement would apply only to the services provided by the regulated
telephone companies, e.g., switched services to the GSA and reverse directory serv-
ices, Ratepayer impacts would be limited to the inclusion of the related revenues,
expenses and investment in rate setting activities. Any investment continues to be
part of the rate base and is utilized in providing ongoing telephone services to the
company’s customers (ratepayers).

LETTER FROM SENATOR PRESSLER TO MR. RiICHARD MCcCORMICK

MarcH 15, 1991,
Mr. RIcHARD MCCORMICK,
Chief Executive Officer, US West, Inc.,
7800 East Orchard Road, Suite 200, Englewood, CO 80111

DEAR MR. MCCORMICK: just finished reviewing the material you forwarded con-
cerning my inquiry. The five boxes of paper had none of the organization, explana-
tion, or indexing as was previously agreed. Perhaps buried in there somewhere is
some relevant information. Perhaps there is not.

I am coming to recognize the frustration experienced by those who have in a much
more comprehensive manner than I attempted to get answers to questions on rate-
})ayer impact and anti-competitive behavior, I don’t want to prejudge at this stage.

am quickly getting a sense of the frustration expressed by Judge Green when he
noted that, “it is inescapable from this almost three-year history that US West has
been engaged in a systematic and calculated effort to frustrate the Department’s le-
gitimate demands for information, frequently by patently frivolous and usually dila-
tory maneuvers.” I hope that is not what is starting here.

Perhaps it is simply a difference of opinion. But none of the information supplied
answers my central question concerning ratepayer impact. By your very narrow def-
inition of effect on ratepayers I am not surprised to see why you would feel there
is little impact on ratepayers.

By ratepayer impact I mean to include any regulated companies, their employees,
and assets involved from the time of development to the conclusion of any activities
admitted to be illegal or investigated as such. I would appreciate a total impact fig-
ure and the amount of reimbursement to ratepayers for the expenses they incurred
in any activity under question. My concept of ratepayer impact is based on the phi-
losophy enunciated by Judge Green when he said, “to the extent that these compa-
nies perceive their new unregulated businesses as more exciting and more profitable
than the provision of local telephone service—as they obviously do—it is inevitable
that their managerial talents and financial resources will be diverted.”

I have directed Dan Nelson of my staff to meet with your representatives in an
attempt to obtain a better understanding of the information we requested. I hope
that will achieve meaningful results, and look forward to meeting you as soon as
we receive an answer to my original question.

Sincerely.
LARRY PRESSLER,
United States Senator.

1Privileged and Confidential Advice of Counsel submitted by Mr. McCormick was not repro-
ducible.
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LETTER FROM RICHARD MCCORMICK TO SENATOR PRESSLER

MARCH 18, 1991,

The Honorable LARRY PRESSLER,
U.S. Senate, 133 Hart Senate Office Building,
Washington, DC 20510

DEAR SENATOR PRESSLER: I would like to review the events that have transpired
since US WEST received your letters of February 26 and 28, 1991. Your letter of
February 26 asked US WEST to provide:

1. A detailed description of the four admitted violations and the nine other alleg;-
tions which were dropped, includinghall documents submitted by US WEST to the
Department of Justice throughout the investigations which characterize the viola-
tions and allegations set out in the enforcement order.

2. Information on whether any of the admitted or alleged improper activities in-
volved the funds or personnel of US WEST's regulated te ?hone companies, includ-
ing data on costs attributable to regulated investments and expenses in the Federal
and each state’s jurisdiction.

3. A hstmg of all disciplinary action taken or planned against the officers and em-
ployees of US WEST who are responsible for these offenses,

n March 4 and 15 US WEST provided to you detailed responses to your ques-
tions. On March 8 US WEST delivered to Kevin Schieffer of your staﬁ; all of the
documents he requested. Responses to your questions are summarized:

Detailed Descriptions and Documents Provided to the Depariment

On March 4 US WEST provided you with a detailed description of the 13 business
activities that were part of the agreement with the Department of Justice.

Kevin Schieffer of your staff indicated that he did not want US WEST to deliver
the 900 boxes containing 1,450,000 pages of documents that US WEST had submit-
ted to the Department of Justice. Associated with each box is a log and transmittal
letter that Scﬁieﬁ'er requested and was provided on March 8. I did note in my letter
of March 4 that the logs of the documents submitted by US WEST to the Depart-
l;nent: did not describe or index the documents themselves contained in the 900

0Xes.

Data on Costs Attributable to Regulated Investments or Expenses

On March 4, and then on March 15, US WEST provided you with data on the
costs attributable to reglated investments and expenses in the Federal and in each
state’s jurisdiction for the 13 business activities. The data includes the involvement
of the telephone company’s employees and assets from the time of development to
the conclusion of the activities.

For nine of the activities—Computer Facilities Managzment Services, Operator
Workstations, GSA sales to Seattle, Provision of Switch Service to GSA, FT. 2000,
Talking Yellow Pages, Payphone Sale Practices, and Cellular Credit Card Phones—
there were no adverse im&acts on ratepayers.

For the two activities that were admitted violations—Provision of Switch Service
to GSA, and Provision of Reverse Directory Services—the total costs attributable to
both the Federal and state jurisdictions were: Revenue: $6,368,989; Expense:
$8,608,475; Gross Investment: $4,655,735; Equivalent Employees: 38.

e activities of the nine that the Department drop%d from consideration, had
costs attributable to the regulated telephone company—VuPoint, Tape Data Stack-
ing Utility and One-Call Notification Service. The total costs attributable to the reg-
ulated telephone companies were: Revenue: $200,783; Expense: $2,038,377; Gross
Investment: $1,740,000 Equivalent Employees: 23.

Regarding the state of South Dakota, only Provision of The Reverse Directory had
costs attributable to the intrastate operations of US WEST Communications (for-
merly Northwestern Bell). Those costs were: Revenue: $7,670; Expense: $25,580.

None of the other 12 business activities had any costs attributable to US WEST
Communication’s intrastate Operations in South Dakota.

The last US WEST Communications rate case in South Dakota concluded in Ju(lf
of 1985, The rates that our customers have paid in South Dakota have never includ-
ed exgenses or investments attributable to any of the 13 activities in question.

As ] noted in my letter of March 4, the four admitted violations were the subject
of vigorous debate between US WEST and the Department for varying periods of
time, In other words, the violations resulted from differing interpretations of the
Modification of Final Judgment. It's my feeling that the employees involved were
acting in good faith and were executing their responsibilities conscientiously. There-
fore, we have not disciplined any employees in these matters. The other nine activi-
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ties we deny were violations and further, assert that we never even engaged in some

of them.
In each of my letters (February 26, March 4, and March 15) I offered to discuss
this issue. I offered to meet with you in Washi n on March 6 and 14, but your

staff was unable to confirm a definite time. I be in Washington on M 19
and 20, and if a mutually convenient time can be arranged, would like to discuss
this matter with you.

In the fourteen business days since US WEST received your February 26 letter,
more than 40 people have spent over 1,000 hours preparing our detailed response
to all of your questions and delivering all of the documents that you requested. I
believe we have satisfied both the letter and the spirit of your request.

Very truly yours,
RicHARD MCCORMICK.,

STATEMENT OF SENATOR PRESSLER

US WEST has yet to address the central question affecting ratepayers. I shall
continue trying. 'I'ﬁmuﬂ: this exercise I learned the kind of frustration that Judge
Green expressed when he said, “It is inescapable from this almost three-year history
that US West has been engaged in a systematic and calculated effort to frustrate
the Department’s legitimate demands for information, frequently by patently frivo-
lous and usually dilatory maneuvers.”

T hope they will be more forthcoming in the future.

LETTER FROM SENATOR PRESSLER TO RICHARD MCCORMICK

MarcH 18, 1991.
Mr. RicHARD MCCORMICK,
Pres%eznzt,z US West, Inc., 7800 East Orckard Road, Suite 200, Englewood, CO

DEAR RICHARD; I have received your letter of March 18th, I am very disappointed
at the lack of a direct response to my central question concerning ratepayer impact.
Your March 18th letter ignored my letter of March 15th. Let me restate for the
record the areas in which I feel your response is lacking:

1) The specific information I real‘.\ested concerning ratepayer impact on all thir-
teen activities remains unanswered. As described in my letter of March 16th, your
definition of the effect on ratepayers is unreasonably narrow. The question I had
is restated in the March 15th letter, which I think more reasonably defines ratepay-
er impact.

2) Contrary to your letter of March 18th, the requested documents were not deliv-
ered to my office. There is no letter with each box explaining the documents con-
tained therein. In fact, as stated in my March 15th letter, nothing in the informa-
tion received earlier provides useful guidance to the five boxes of paper.

3) Your March 18th response narrowed the scope of my original inquiry not only
biY your unreasonably narrow definition of ratepayer impact, but also by the number
of activities you addressed. I would ?lppreciate a response to my original inquiry.

Dan Nelson of my staff has conta your office seeking this information. We look
forward to your reply. ;
Sincerely,
LARRY PRESSLER,
Urited States Senator.

LETTER FROM SENATOR PRESSLER TO MR, ALFRED C. SIKES

MarcH 7, 1991.
The Honorable ALFRED C. SIKES,

Chairman, Federal Communications Commission,
1919 M Street, NW, Washington, DC 20554

DEAR MR. CHAIRMAN: ] appreciated your testimony at last week’s Senate Commu-
nications Subcommittee hearing on S.°173, a bill to permit the Bell Operating Com-
panies to manufacture and.provide communications equipment. As always, you gave
a clear and thoughtful presentation of many complicated issues.

At this hearing, Mr. James Rill, Assistant Attorney General, Antitrust Division
of the U.S. Department of Justice, indicated that he was confident that the US West
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telephone companies and their employees had been engaged in activities that were’
under investigation by the Department of Justice.

I am concerned about the impact that these US West activities may have had
upon US West telephone ratepayers. I would like you to examine the activities that
were reviewed by &e Department of Justice and to respond to the following ques-
tions:

1. How were rate-regulated US West teleghone companies and employees in-
volved in the activities that were investigated by the Department of Justice?

2. To what extent did these activities have an impact upon US West’s telephone
ratepayers?

3. at actions, if any, are you considering to remedy any harm to ratepayers
that may have resulted from these activities?

I ask that you coordinate this investigation with the Department of Justice. I look
forward to receiving your response to these questions by March 14th and will in-
clude them in the record of last week’s hearing.

Sincerely,

LARRY PRESSLER,
United States Senator.

LETTER FROM MR. ALFRED C. SIKES TO SENATOR PRESSLER

MarcH 18, 1991.

Honorable LARRY PRESSLER,
Subcommittee on Communications, Committee on Commerce, Science, and Transpor-
tation, U.S. Senate, 133 Hart Senate Office Building, Washingion, DC 20510

DEAR SENATOR PRESSLER: Thank you for your letter regarding the activities of US
West that were investigated by the Department of Justice for possible violations of
the Modification of Final Judgment J). We have reviewed with Justice officials
the Department’s extensive investigation into 13 activities of US West, including the
four activities which US West has admitted were MFJ violations. We have focused
in particular on the concern you expressed about whether these activities had any
impact on US West telephone ratepayers.

e four activities that violate the MFJ were 1) the provision of computer facili-
ties management services; 2) the manufacturing of operator work stations; 3) the
provision of private line switching services to the General Services Administration;
and 4) the provision of reverse directory services. The computer facilities manage-
ment activity was conducted by a non-telephone company subsidiag’ of US West
and, based on our review to date, appears to have had no impact on West’s tele-
phone ratepayers.

Similarly, the manufacturing of operator workstations was conducted by a non
telephone subsidiary and appears to have involved no telephone company em&}oy-
ees. Although that subsidiary did sell some operator work stations to a US West
telephone company, it does not appear that these sales had any impact on US West
telephone ratepayers. The total amount of the sales was relatively small—
$133,000—and the pricing afpears to have been in compliance with FCC rules for
transactions between a regulated telephone company and a non-regulated affiliate.

The other two admitted violations, i.e., the provision of switching services to the
General Services Administration and the provision of reverse directory services,
were conducted by US West telephone oomYanies, not by other subsidiaries of US
West, and involved telephone company employees. According to US West, the GSA
activities were profitable, though the reverse directory service apparently lost ap-
proximately $3 million during its brief period of operation. We plan to continue our
review of those activities involving the latter two MFJ violations to determine
whether they adversely affected US West ratepayers.

The other nine activities involving possible N&‘J violations were not investigated
to completion by the Department of Justice. Two again were conducted by non-tele-
phone subsidiaries and appear to have had no impact on tel?hone company emﬁloy-
ees or ratepayers. The other seven activities were conducted by US West telephone
companies. One of those activities, the VuPoint %)lling service, appears to have suf-
fered losses of approximately 5.5 to 2 million between 1987-89, according to US
West. We plan to review further each of those activities to determine whether they
adversely affected US West’s telephone ratepayers.

We will continue to examine these activities by US West. In addition to the en-
forcement action taken by the Department of Justice, the FCC has ample authority
to take independent enforcement action and to further ensure that, if any ratepay-
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ers are damaged, they can be made whole. We would be pleased to keep you and
the Subcommittee informed on our progress.
Sincerely,
ALFRED C. SIKES,
Chairman.

LETTER FROM JAMES F. RILL TO SENATOR PRESSLER

MarcH 15, 1991,

Honorable LARRY PRESSLER,
U.S. Senate,
Washington, DC 20510

DEAR SENATOR PRESSLER: During the hearing held on S. 173 by the Subcommittee
on Communications on February 28, 1991, I promised to provide additional informa-
tion, consistent with the Department’s confidentiality obligations, on the four admit-
ted US WEST decree violations and nine other US WEST decree compliance matters
covered by the Department’s recent $10 million civil penalty settlement entered by
the U.S. District Court for the District of Columbia. I enclose a summary we have
prepared of these 13 matters that I hope will be informative. Also enclosed is a body
of correspondence and other related materials concerning the matters described in
the summary. I hope these materials and the summary will be useful to you and
to the other members of the Subcommittee. The summary and the other materials
that T am enclosing are necessarily somewhat technical in nature, Therefore we will
be glad to go over these materials with you if that would be useful.

At the hearing, yon also requested general information regardi the
Departmentls other pending investigations of MFJ compliance. I also enclose a
summary we have prepared of these investigations that 1 hope will be useful and
informative. Again, we will be glad to further explain the technicalities of these
matters if such would be useful.

You also exgnessed particular concern at the hearing about the possible effect on
ratepayers of decree violations by in US WEST. As I noted at the hearing, the order
entered against in US WEST in the Dgartment’s MFJ proceeding expressly pro-
vides that no part of the $10 million penalty imposed on in US may be recov-
ered from ratepayers. The Department does not regulate in US WEST rates; such
regulation is under the jurisdiction of the FCC and state authorities. We have, how-
ever, been consulting with the FCC regFarding the concerns you expressed at the
hearing and have made available to the FCC materials provided to the Department
by US WEST. We will continue to assist the FCC in providing the information you
have requested as soon as possible.

I appreciate very much your interest in the Department’s decree compliance ef-

forts.
Sincerely,
JAMES F, RILL,
Assistant Attorney General.
SUMMARY OF THIRTEEN US WEST MFJ COMPLIANCE MATTERS COVERED BY $10 MILLION

SETTLEMENT

The following is the Department of Justice’s summary of the 13 US WEST mat-
ters covered by the $10 million civil penalty settlement entered by the U.S. District
Court for the District of Columbia.

1, GSA

US WEST, through Mountain Bell and US WEST Information Systems, Inc., re-
placed AT&T’s switching services for the governmentls private telephone network
in four cities: Denver, Colorado; Albuquerque, New Mexico; Phoenix, Arizona; and
Salt Lake City, Utah. In doing so, US T engaged in discriminatory pricing in
its charges to GSA for access to Mountain Bellls local telephone network and for
certain lines to connect switches used in conjunction with Mountain Bell’s switching
services. By such discriminatory pricing, US WEST engﬁﬁgd in conduct contrary to
the provisions of section 11(BX3) and Appendix B of the MFJ.
2. Reverse Directory Services

US WEST provided electronic reverse directory services. Using this service, a cus-
tomer provided a telephone number and US WEST then provided either the name

or the address associated with that number, While BOCs can provide the traditional
“white pages” in order to assist users in making telephone calls, they cannot provide
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any additional or related information without a waiver or they have offered a pro-
hibited information service. In addition, because the service was provided through-
out a BOC’s region, the interexchange telecommunications prohibition would be vio-
lated, absent a waiver.

The Department has twice concluded that US WEST has been offering reverse di-
rectory services in violation of the decree’s information services restriction and writ-
ten three enforcement letters to US WEST informing it of our views and instructin
it to cease the services. The first service we learned of was “Addressline,” offere
by Pacific Northwest Bell. The customer supplied the telephone number and the
PNB operator gave the customer the name or address and zip code. On June 25,
1985, and on March 28, 1986, we told PNB this violated the decree in letters to
PNB’s General Counsel. The June letter sets forth the Department’s reasoning.
After US WEST rececived the letter, it responded that the service was %rmitted
directory assistance service. A meeting between the Department, US ST and
other BOC representatives occurred in July 1985. The BOCs argued that they be-
lieved they could provide the service. One BOC, Ameritech, pointed out it had been
providing the service for over 30 years. (In June of 1986, Ameritech sought a waiver
to provide the services, which was granted in February of 1989.)

August 1986, we received a complaint from MCI that all three US WEST com-
panies were offering “Scantel,” a reverse directory service. Scantel was a gervice
that was developed in Mountain Bell and later provided by all three operating com-
panies. Scantel was offered as follows: a customer with a personal computer could
access (over telephone lines) a US WEST data base other than its directory assist-
ance data base.

In November, after the MCI complaint, US WEST lawyers met with the Depart-
ment. In May 1987, the Department wrote a letter to US WEST ordering that
Scantel be terminated. All three companies shut down Scantel in July of 1987.

In about June 1987, we received information that US WEST’s PNB subsidiary
was offering another reverse directory service, “Accusource.” This service was pro-
vided in a different manner. A customer sent a magnetic tape with a list of informa-
tion needed; PNB would update the tape and return it.

3. ACI

Applied Communications, Inc. (“ACI”) was acquired by US WEST in 1986. ACI
is a software company that makes software for transaction processing, éarimarily for
electronic funds transfer systems. US WEST was able to acquire ACI under the
“goftware” waiver.

While ACI, as a US WEST company, can be in the software business, ACI, howev-
er, was doing some processing related to a contract it had with ARCO to provide
“facilities management.” Under this contract, it provided hardware, personnel and
other support to operate ARCO1s computer and debit card system. The system al-
lowed customers to debit directly their bank accounts for purchases at ARCO gas
stations, Transactions from ARCO stations were sent via telephone lines to a com-

uter center for immediate approval or were sent to local bank networks for process-
ing. Files at the computer site operated by ACI were updated daily, and the transac-
tion information was sent to the banking institutions at the end of each business
g?g:l Such processing is an information service, prohibited by section 11(DX1) of the

In fc%nl of 1986, US WEST notified the Department that the comtpany planned
to purchase ACI and indicated that it would be involved in a review of its activities.
In May of 1986 in US WEST told the De{}artment that ACI was not engaged in any
prohibited activities. In November 1987, US WEST reviewed ACI’s contractual com-
mitments and determined that the ARCO arrangement violated the MFJ. On No-
vember 20, 1987, US WEST and the Department stipulated to a Civil Enforcement
Consent Order that created new procedures for review of in US WEST activities
that might violate the line-of-business restrictions and new procedures to train in
US WEST employees to comply with the MFJ. (See item 13, below.) In November
another complaint was made to the Department about the service. In February
1988, prior to any Departmental investigation, in US WEST voluntarily stopped pro-
viding the service to KRCO.

4. KEI

In 1986, US WEST bought a company called Knowledge Engineering, Inc. (“KEI”),
which had developed a workstation that increased the efficiency of telephone opera-
tors pmvidindg directory assistance and call assistance services. Over time, KEI de-
signed and developed new versions of its operator workstation product tailored to
specific uses and telecommunications switches and data bases.
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In June of 1987, the Dte})artment learned of KEIs activities and asked for an ex-
planation of its conduct. US WEST responded on June 22. We asked for additional
information in December of 1987 and then met with in US WEST in March of 1988.
US WEST argued that because the principal component of the workstation was soft-
ware and the other components were “off-the-shelf® parts, it was authorized under
its software waiver to develop and sell the product. It also argued that the sale of
the off-the-shelf parts was covered by its office equipment waiver. Finally, it argued
that its activities were not manufacturing, because it did not fabricate the computer
workstations, but merel%assembled the off-the-shelf components. The Department
concluded that while in US WEST did not fabricate the workstation, it did develop
mechanical drawings of an interface card used to connect the workstation to the
switch in the network, and it further developed operative prototypes. In August
1988 we asked for additional information. On April 18, 1989, we issued a visitorial
lette{. US WEST responded by producing three quarters of a million pages of docu-
ments.

On M:g 2, 1989, the Department informed in US WEST that KETs activities vio-
lated both the manufacturing prohibition and the prohibition on providing telecom-
municatiowgi ment (because the equipment was sold to telecommunications car-
riers), US stopped the activities on May 19, 1989.

USA Sales to Seattle (Other than DAPs)

In January 1987, US WEST Information Services and Pacific Northwest Bell were
involved in developing a Elr;posal to provide electronic tandem switching for the FTS
network in Seattle, Washington. The sale was part of a GSA procurement of new
switching services in 14 cities across the country. PNB proposed that the service be
provided using a digital switch to do the tandem switching. The local switch, howev-
er, was to be an analog switch, which meant that hardware facilities would have
been necessary to connect the local switch to the tandem switch. PNB decided not
to bill for the connecting facilities between the machines, but to “impute” the costs
of those facilities into its price for switching services.

This strategy was apgarently controversial because it could be viewed as discrimi-
natory, since AT&T and other customers were being billed tariff rates for functional-
ly %uivalent interconnection facilities. In this regard, a number of individuals with-
in US WEST expressed serious reservations about the legality of PNB’s decision,
given the MFJ Court’s November 26, 1986 Order finding that US WEST’s pricing
practices in the earlier sale to GSA were discriminatoxﬁ. PNB attorneys, however,
took the view that the November Order did not ob igate PNB to bill for the
intermachine facilities. Rather, they asserted it only obligated PNB to ensure that
the costs of providing the service were included in ’s evaluation of the costs of
providing the switching service. This concept was known as “imputation.”

6. Provision of Switching Services to GSA

This matter relates to the GSA investiﬁation, listed_above in item 1. It involved
the issue of whether US WEST had complied with the MFJ Court’s order of Novem-
ber 26, 1986. That order was issued after AT&T petitioned the Court for an order
declaring that US WEST’s methodology for pricing switching services in Denver, Al-
lallfqléerque, Phoenix, and Salt Lake City constituted discrimination in violation of

e decree.

In June 1987, US WEST adjusted its rates. It informed the Department of its ac-
tion in October 1987 and stated that the reduced switch price lowered its profit, but
that the service was still being provided above cost.

7. FTS 2000

In 1988 and 1989, US WEST participated in bids to provide the government a
new telecommunication system, which came to be known as FTS 2000. FTS 2000
was _to replace much of the federal government’s telecommunications network then
in place with more technololﬁically advanced switching devices and additional func-
tional capabilities. US WEST was to grovide certain switching services to one of the
companies submitting a bid to the Federal Government, Martin Marietta. That com-
pany, however, did not receive the contract.

8. Talking Yellow Pages

In 1985, US WEST’s PNB subsidiary offered a talkingafvellow page services called
“Telequest.” With this service, the customer called a local 7-digit number, asked for
a store or restaurant and received a customized announcement. On June 25, 1985
and on March 28, 1986 we wrote US WEST stating that this service was a prohibit-
ed information service and ordered US WEST to stop it. US WEST stopped the
Telequest service, as well as another service called Telesource offered by Northwest-
ern Bell, on April 10, 1986.
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In 1987, the Department learned that US WEST was offering another talking yel-
low pages service called Hello Yellow. US WEST, through its subsidiary US WEST
Directory, had a sales agency relationship with Information Express Compan
(“IEC”), which provided the ta‘l:zm' g yellow pages service. Hello Yellow was essentlaf‘ -
1y the same service as Telequest, but offered indirectly through an agent. Depart-
ment attorneys met with US WEST counsel in May of 1987 and indicated that the
practice violated the decree. .

9. VuPoint

US WEST Communications offered a service called the VuPoint polling service,
a network data collection service used by TV or radio program sponsors to survey
audiences for public opinion polls. Respondents would call a r to vote or ex-
press views (e.g., call 5565-0000 to vote yes; 565-9999 to vote no). US WEST received
the calls from the audience, counted them, and delivered them to the customer. The
service was terminated in early 1989,

The Department issued a visitorial letter on October 27, 1988 and received eight
and one-half boxes of documents. Our concern was that VuPoint was a prohibited
information service.

10. Tape Data Stacking Utility

US WEST’s Mountain Bell subsidiary developed a data storage software system
for itself called Tape Data Stacking Utility or SU”. After completion of the sys-
tem, employees believed that it would be commercially viable and began to market
it to companies that were not telecommunications carriers. At the time, a Bell Oper-
ating Company was only permitted to eng:g in exchange or exchange access Serv-
ices. A BOC was prohibited under the “catch-all” provision of section 11(DX3) from
providing any service not authorized by the decree. The catch-all provision was re-
moved from the decree in September 1987, almost 4 years ago. The Department
learned of this activity when the company that had entered a sales agency a%ree-
ment to sell the service, Alltran, Inc., complained that its agreement had been
wrongfully terminated. We issued a visitorial letter on October 27, 1988 and re-
ceived about 1,000 pages of documents.

11. Payphone Sales Practices

The Department received a complaint in June of 1988 from Telematic Corp. that
US WEST was favoring AT&T as a long distance carrier when it was tryin&lto sell

ayphones to various premises owners. Specifically, Telematic indicated that US
A T was suggesting, as part of its marketing pitch, that if the customer installs
the payphone and then subscribes to AT&T’s long distance service, he will receive
a portion of the long distance revenues. In May 1989, the Department sent US
Vg%ST a visitorial letter relating to its payphone practices, and received 11 boxes
of documents.

12. Cellular Credit Card Phones '

In 1985 US WEST entered into an agreement with OKI Telcomm, Inc. under
which OKI was to develop, design, engineer, manufacture, assemble, and/or service
a credit card accessible phone. The activity began in late 1985 and terminated in
anid-198’1;. We issued a visitorial letter on May 2, 1989 and received three boxes of

ocuments.

13. One Call

One call notification systems involve the provision of a single telephone number
for excavators to call in order to notify various utilities of their intent to excavate
in a particular geographic area. The one call center was acquiring and storing infor-
mation concerning the location of underground facilities such as telephone, gas,
power, and services in US WEST’s computer facilities. This creation of a data base
and transmission of the information it contained over telecommunications lines is
prohibited by the information services restriction.

In 1986 and 1987, US WEST, through Northwestern Bell, provided this service
in Nebraska, North and South Dakota, and Minnesota. In fact, the service continued
for some time after January 14, 1987 when the Department ordered US WEST to
discontinue it. In subsequent months, the Department undertook an exhaustive in-
vestigation of the activity, including sending US WEST a visitorial letter and taking
a number Of depositions. Eventually, the investigation was settled with the filing
in November 1987 of a Civil Enforcement Consent Order. That order created new
procedures for review of US WEST activities that might violate the line-of-business
restrictions and new procedures to train US WEST employees to comply with the
MFJ, and grovided for the payment of civil damages for violations of its terms. It
was entered by the Court on February 2, 1989.
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SUMMARY OF PENDING MFJ COMPLIANCE INVESTIGATIONS

The Department receives numerous complaints of alleged violations of the MFJ.
‘When a complaint is made, we routinely the BOC to justify the service or action
involved under the decree. After reviewing the BOC’s response, we decide whether
to pursue the complaint with an investigation. The following are summaries of the
matters that the Department is currently investigating:

1. A BOC allegedly selected the interexchange carrier that was to handle the cel-
lular traffic of users who were obtaining services from a provider in an area other
than their own (known as “roamers”). Selection of an interexchange carrier may be
an interexchange function that a BOC is prohibited from performing by the MFJ.

2. Providers of operator services complained that the manner in which the BOCs
provided billing and collection services for operator services violated the MFJ re-
quirement that BOCs not discriminate. The question is whether the BOCs are treat-
ing AT&T differently than theﬁ treat other providers of operator services.

3. A BOC subsidiary mey have constructed and operated paging facilities that
crossed a LATA boundary. A BOC may not provide interLATA services unless it ob-
tains a waiver of the MFJ.

4. Two BOCs were granted an exception to the LATA construction rules fo enable
them to provide services into “corridors” of territog in adjacent states that they
cannot otherwise serve. If the BOCs provided cellular services in those corridors
without obtaining waivers to do so, they may have been impermissibly providing
interexchange services.

5. BOC provision of certain digital network technology may violate the
interexchange services prohibition.

6. A BOC may have engaged in designing customer ‘premises equipment (“CPE”)
after the Court ruled that design activities were part of “manufacturing” that BOCs
may not do under the exception to Section 11(B) of the MFJ that permits the BOCs
to %rovide”, but not to “manufacture”, CPE.

7. Under the Plan of Reorganization developed by AT&T to implement divesti-
ture, some of AT&T's facilities continue to be located in buildin({gs owned by the
BOCs. Certain of those co-locations have been challenged by competing
interexchange carriers; the dispute also involves the FCC.

8. Development of the conéguter software intrinsic to the operation of a fiber optic
network may have violated the conditions of the waiver granted to the BOCs to de-
velop computer software.

9.” A BOC allegedly marketed and provided an interLATA 800 service without a
waiver, which would violate the interexchange restriction in the .

10. A BOC allegedly engaged in manufacturing in violation of the MFJ. If the
BOC provides computer “firmware”™—software that is intrinsic to the operation of a
piece of computer equipment—it could be involved in impermissible manufacturing.

Senator INOUYE. Senator Breaux.

OPENING STATEMENT OF SENATOR BREAUX

Senator BREAUX. Thank you, Mr. Chairman. Thank you for con-
vening these hearings.

I had told the distinguished Senator from South Carolina that I
chaired hearings this morning in this room and Senator Pressler
and I and the one witness and the one person in the audience were
the only people here. What a difference an afternoon makes.

Certainly the interest in the legislation that is authored by our
chairman that I have joined as a cosponsor is obvious by the turn-
out and the participation. I am look;rxliforward to hearing from the
witnesses, and particularly, quite frankly, interested in hearing the
testimony of AT&T.

It seems to me certainly in my State that they are engaged in
a campaign of misinformation and downright disinformation about
what the chairman’s legislation does. In my State, they have called
on their employees to reach out and touch this Senator and explain
to me how this bill will cost them their jobs.

I find that interesting, because while they are doing that now.
some of the bureaucrats in their headquarters in New Jersey and

HeinOnline -- 15 Bernard D. Reams, Jr. & William H. Manz, Federal Telecommunications Law: A Legislative History of the Telecommunications Act of
1996, Pub. L. No. 104-104, 110 Stat. 56 (1996) including the Communications Decency Act 23 1997



24

New York and other places have already touched the people of Lou-
isiana who used to work for them. They have touched them with
pink termination slips that were being issued faster than someone
could dial a 911 emergency number.

In my own State, the record has been replete over the years with
AT&T announcements of workers being dismissed. AT&T to lay off
385 workers, AT&T to cut 16,000 jobs nationally, 57 AT&T workers
laid off in Shreveport, 93 additional AT&T workers told they will
lose their jobs in Shreveport on May 5, AT&T to eliminate 154 local
jobs here in Shreveport.

One firing was held the week of Christmas vacation. When they
made their announcement, it was pretty clear what their intent
was. AT&T says they will lay off 330 workers at their plant in
Shreveport on {rlarch 30. Public phones will now be manufactured
for AT&T in Taiwan. The latest layoffs will leave the plant with
about 2,500 workers from a peak of 7,500 in 1974,

So, Mr. Chairman, if the issue is jobs, as AT&T tells their em-
ployees, you are right, it is jobs, and I would just suggest that this
Congress and particularly this committee cannot wait until the last
communication worker in America is left before we take action on
trying to create new communication jobs in this country, because
we do have the capacity, we do have the ability, and I think clearly
we can craft 2 mechanism which will be sure that there will be fair
competition and that there will not be cross-subsidies and that this
Egiscltgtion that the chairman has offered I think moves us in that

rection.

I note other studies that have been done, pointing out five AT&T
U.S. plants closing—closing—plus Shreveport, Louisiana, with over
60 percent of the jobs and %roduction capacity, moved to Singapore.
Itis a ’12318 issue. The problem is, the current situation is clearly
not working, This legislation would ensure that there will be more
communication jobs, and they will be American jobs, and I think
that is a very laudable goal.

ank you, Mr. Chairman.
Senator INOUYE. Thank you. Senator Exon.

"OPENING STATEMENT OF SENATOR EXON

Senator EXON. Mr. Chairman, thank you very much. I am going
to be in and out of these hearings today because I have meetings
over in the Armed Services Committee with regard to how we are
going to pay for the war in the gulf, and I will be back and forth.
I will make a few statements and be back in.

I think this is a very, very important hearing, and just by the
opening statements that have been made by my colleagues, it indi-
cates that this matter has generated a good deal of heat.

I would first say, I am not sure, whatever the decisions made on
this particular legislation as introduced by Senator Hollings, the
one main beneficial part of this bill is that theoretically it is going
to produce more jobs or else stop the loss of jobs overseas. That is
:he one redeeming part of the bill that I am somewhat attracted

0.

However, I have some questions overall on this, as we proceed.

I am not sure that this is the time for an all-out war over which

HeinOnline -- 15 Bernard D. Reams, Jr. & William H. Manz, Federal Telecommunications Law: A Legislative History of the Telecommunications Act of
1996, Pub. L. No. 104-104, 110 Stat. 56 (1996) including the Communications Decency Act 24 1997



25

of these two super giants—either AT&T or the regional Bells—are
going to make the most products in America.

Maybe this is the time to recognize once again and state that
there is a flight like never before of jobs from America abroad, and
I predict that that will be enhanced si%;liﬁcantly if the President
1a\./Ind his administration is successful with the free trade zone with

exico. )

If you are worried about the flight of jobs to Taiwan and Singa-
pore and Hong Kong and South Korea, just wait when they can fly
a little bit faster and bring the products back a little bit cheaper
with the cheap labor market in America.

So, as much as anything else, I think what we are debating
here—and there is a legitimate debate, and most of it I think if I
were an operator of AT&T or an ogerator in one of the regional
Bells I would be very much involved in this process, because it is
a struggle that is going on.

I will eventually vote on this matter what I think would be in
the best interests of the people and the workers of the United
States that I think are being absolutely crucified with the flight of
i'obs overseas for one reason, and that is the exploitation of cheap
abor, so as much as anything else this matter is all about cheap
l%bgr atgd how we are going to keep some of that labor in the Unit-
ed States.

I will be asking a question, and I would like at this time, Mr.
Chairman, since I might not be back at the time that it will be op-
portune to ask this question, I would like to have the question
asked of the regional Bells as to what their position is and what
they think of the recent happening in New York, where the New
York Public Service Commission has attempted to increase compe-
tition for local access services by establishing rules that will allow
competitive local access service providers to interconnect with the
Bell operating company network through allocation and connection
with the BOC central offices.

Senator INOUYE. Senator Burns.

OPENING STATEMENT OF SENATOR BURNS

Senator BURNS. Thank you, Mr. Chairman. I am also very thank-
ful that you did not call on me to follow our chairman of the full
committee. He is a tough act to follow.

I want to take this opportunity to commend the committee chair-
man, full committee, for Senator Hollings for making this commu-
nications the top Commerce Committee issue. And also, Senator
Inouye, the subcommittee chairman who has so speedii moved
these hearings along. Because I think as we go through this year,
the 102d Congress, we are going to see many pieces of legislation
that will deal with the infrastructure modernization of communica-
tions and this is but the first step.

So, I commend you for this hearing. I am looking forward to
hearing the testimony of my gfod friend, the FCC chairman, Mr.
Sikes. And of course NTIA director, Janice Obuchowski. And I
would ask unanimous consent so that we can hear these people,
téhhat. my full statement might be just entered in the record, Mr.

airman.
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As many of my colleagues know, last year I hosted two 3-day
telecommunications conferences and demonstrations in Helena and
Billings, MO, on “Information Age Technologies and Montana Eco-
nomic Development.”

As far as I am concerned, the two—technology and economic de-
velopment—are inextricably linked. For my State to prosper, for
rural America to survive, and for America to remain competitive in
the global economy, the long talked about promise of telecommuni-
ca&gnsdtechnology and the Information Age is going to have to be
realized.

we are today witnessing a transition from an industrial society,
in which wealth creation depended on processing of raw materials,
to an information society, in which wealth creation will depend on
the processing of information. The deployment of a modernized
telecommunications infrastructure is the engine that will drive eco-
nomic development in the Information Age of the 21st century, just
as waterway, railroads, highways, and airways were the engines of
economic development in the Agrarian and Industrial Ages of the
19th and 20th centuries.

As part of my conferences, a number of telecommunications com-
panies were invited to display their wares. We saw some pretty ex-
citing developments—two-way interactive video and audio distance
learning, rural medical applications, like high-definition medical
imaging, and emergency systems, to name just a few.

at has become very clear to me, in the short time I have been
in the Senate and a member of the Communications Subcommittee,
is that the only thing missing is a comprehensive and coherent set
of national communications policies to accommodate and spur this
telecommunications infrastructure modernization and Information
Age revolution.

As a first step in attempting to develop a scheme to spur tele-
communications infrastructure modernization, the issue being de-
bated at today’s hearin%—the issue of MFJ manufacturing re-
form—is a key piece of the overall communications policy agenda
which must be addressed by the subcommittee during this Con-

ess. As many of you know, I cosponsored and voted for S. 1981

ast year and I am an original cosponsor of this year’s bill, S. 178,

S. 173 is the first action this committee should take in putting
Congress back in charge of formulating national communications
policy. If our goal is telecommunications infrastructure moderniza-
tion, we should not have an unelected Federal judge making com-
munications policy for the entire country based not on what is best
from a communications perspective but what is essentially an anti-
trust determination.

I want to take this opportunity to thank and commend the dis-
tinguished full committee chairman, Senator Hollings, for making
communications the top Commerce Committee priority and for his
forwardlooking leadership on the issue before us today. I would
also like to thank the honorable subcommittee chairman, Senator
Inouye, for holding this hearing.

I look forward to the testimony of our distinguished witnesses—
in particular, my good friends, FCC Chairman Al Sikes and NTIA
Director Janice Obuchowski.

Thank you, again, Mr. Chairman.
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Senator INOUYE. Senator Gorton.

OPENING STATEMENT OF SENATOR GORTON

Senator GORTON. Mr. Chairman, while I voted for S. 1981 last
year, I admit that I had reservations about permitting the regional
Bell operating companies to manufacture telecommunications and
consumer premise equipment. Because of testimony that was pre-
sented to this committee last year, I was concerned that allowing
the RBOC’s to manufacture equipment might pose a threat to an
glreggy competitive, vibrant sector of the telecommunications in-

ustry.

Since last year’s hearing, I had sought the advice and opinions
of manufacturers of telecommunications equipment from Washing-
ton State. Contrary to my fears, the vast majority of the telecom-
munications businesses in my state favor the passage of S. 178. 1
would like to submit 10 letters for the record if I may. All of these
letters are from Washington State manufacturers who favor pas-
sage of this bill.

Senator INOUYE. Without objection.

Senator GORTON. I would like to mention briefly, some of the
comments in the letters I received. From Advanced Electronics Ap-
plications of Lynwood, and I quote, “The proposed legislation would
liberate companies such as AEA to participate in business partner-
ships with the Bell companies and the design and development of
telecommunications equipment.”

From LDEC Corp., also of Lynwood and I quote, “Competitive-
ness cannot and should not be legislated. Qur best customer, Boe-
ing, has virtuallly all of the capabilities, including fabrication of its
vendor base and could easily be our most serious competitor. But
the potential vendors to the telecommunications industry do not re-
quire or desire protection.”

From Applied Voice Technology of Kirkland, “We believe the re-
gional Bell operating companies to be an excellent source for out-
side capital financing and strategic partnerin%”

From ICOM of Bellview, “S. 173 would enable us to capitalize on
the financial strength and the network and customer know-how of
the Bell companies like US West. These assets, combined with our
manufacturing capability, would enable us to grow our business
and add new jobs to the Washington economy.”

Mr. Chairman, I believe in listening to my constituents. As these
letters indicate, small manufacturers from Washington State clear-
ly supgort the enactment of this bill. I am, as a consequence,
pleased to lend it my support.

Senator INOUYE. Thank you. Senator Packwood.

OPENING STATEMENT OF SENATOR PACKWOOD

Senator PACKWOOD. Thank you, Mr. Chairman, and let me con-
%ratulate Chairman Hollings for introducing this bill. Too often

ongress is inclined, if we can, to avoid controversial issues. And
I assume we could avoid this one forever if we wanted to leave it
with the court and never address it. And the time has come to ad-
dress it. And if there was not a champion that was willing to push
it, we never would.
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And I support, I think all of the objectives, save one, and that
is domestic content, of the chairman’s bill, I think the time has
come to allow the RBOC’s in the manufacturing. I think the compe-
tition between them will be good and the competition between
them and others that are not BOC’s will be good.

I know the danger, I know the arguments about cross subsidiza-
tion. Lord knows we have heard those so often in a whole variety
of matters before this committee, including transportation and oth-
ers, I am familiar with the argument about freezing out competi-
tors. I think those are issues that if they become serious problems,
can be addressed by this committee and met by this committee in
some fashion other than saying, we are not going to allow you into
manufacturing because we fear these dangers.

I do not know what I will do on final passage with the domestic
content provision still in it. I know it has been changed from last
year. But I sit there day after day on the Finance Committee, try-
ing to encourage in the GATT negotiations, the elimination of do-
mestic content. We tried to do it in the trade bill of 1989, world-
wide telecommunications competition and the elimination of domes-
tic content. And my heart and soul bend in the direction of world-
wide competition.

So, I will reserve my judgment until I see where we are at the
final end of this bill. But the thrust of it, in terms of allowing the
RBOC’s into the manufacturing process, I agree with and I again
congratulate our megachairman for having introduced this bill.

Senator INOUYE. Thank you. Senator Kerry of Massachusetts.

OPENING STATEMENT OF SENATOR KERRY

Senator KERRY, Mr. Chairman, I am glad we are here and hav-
ing this hearing. And I think that you and the major chairman, as
he is being called, I think that there are questions that, notwith-
standing last year’s effort, still do remain outstanding. And I think
the analysis of the bill is really extremely complex and it repre-
sents a major shift in policy.

Its passage, obviously, is going to have long-term consequence on
the overall communication structure of the country. And only on
one piece of it at a time when other things are happening in other
pieces of it that have enormous neutral impact. So, I am glad we
are going to have the chance to have yet more hearings and more
examination of it.

Senator Hollings’ proposal really challenges the basic assump-
tions on which we have been operating, about the entire telecom-
munications era, and I think it requires us to think about what the
structure of this new era of communication ought to properly be.

The foundation of the chairman’s proposal really rests on the as-
sumption that circumstances have, in fact, really changed since the
breakup of AT&T, And we are, ocbviously, all aware of the increased
competition. We are aware of jobs going abroad. We are aware of
some changes. And advancing product needs are forcing us to con-
sider the rationale of limiting the activities of seven or our largest
companies in the country. I think the 7 together are all in the top
35 corporations in America.
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And there are improved safeguards so that all of these things,
perhaps, ought to be tested against the original justification of the
judgment.

On the other hand, it seems to me that while it is clear that
some production efficiencies were lost when you broke up AT&T,
when you separated the manufacturing from other operations, it is
not altogether clear that the gains to both ratepayers and to other
manufacturers, who are now competing for the Bell’s business, has
not been greater. That the gains, in fact, have not been greater
than potentially the downside is.

And I think that is an analysis that we have to do. We have to
look beyond the interest of the competing companies to the broader
interest of both the country and the longer term picture of what
the communication structure of the future is going to look like.

And so I think we have to carefully examine the potential upside
that unleashing the Bells will bring us, versus the possible down-
side, as well as we can measure both of those. I have questions
about both of those, not resolved on them. But it seems to me that
the potential for combinations between one of the regionals and a
Siemens, or an NEC, or an Alcatel or somebody, would really con-
ceivably put that combination into something of a position which
is not unlike what we broke up originally when AT&T was manu-
facturing and working with Western Electric and so forth.

And it seems to me that that question has got to be looked at
very carefully, notwithstanding the safeguards that are in the bill.
And those safeguards about self-dealing and other things, are
strong and do make a difference.

I just, personally, am yet to be convinced about that and wonder
if the same compelling rationale for open competition and for let-
ting the regionals into the process of design and development as
well as manufacturing, for their needs, the same argument could
not be met with respect to local exchange competition. I am sure
we would meet with a very different response if we suggested that.

So, those are some of the questions I want to ask. I think this
is a very important hearing. I am particularly concerned that there
is a major revolution taking place in all of the communications in-
dustry, including, obviously, the demands of the information sys-
tem side, which I know you particularly are anxious to proceed out-
side of here and that is part of the purpose of being here.

What concerns me, Mr. Chairman, and I am very sensitive to
your approach on this and again, want to sit with you, but I am
worried that we may wind up doing some piecemeal legislating, af-
fecting the interest of segments of the communications industry,
which advantages those segments for a certain period of time.
Which may, in fact, have long term implications on the overall
makeup of this industry as we go into the next century.

And there are huge implications to that, as to all other aspects
of the communications industry. And I am not sure I understand
all those implications right now, as I sit here. In fact, I am con-
vinced I do not, but hope to before I vote on this. And I think that
is a part of what this inquiry is about.

I thank you.

HeinOnline -- 15 Bernard D. Reams, Jr. & William H. Manz, Federal Telecommunications Law: A Legislative History of the Telecommunications Act of
1996, Pub. L. No. 104-104, 110 Stat. 56 (1996) including the Communications Decency Act 29 1997



30

Senator INOUYE. Thank you very much. Senator Hollings and I
are very pleased to welcome to our committee proceedings, Senator
Kerrey of Nebraska. Would you care to say a few words?

STATEMENT OF HON. J. ROBERT KERREY, A U.S. SENATOR
FROM NEBRASKA

Senator KERREY. Mr. Chairman, I appreciate the chance to be
with you today. In 1985, as lead Governor for telecommunications
policy at the National Governors’ Association meeting in South
Carolina, I reached the conclusion that we should move expedi-
tiously to eliminate restrictions under the modified consent decree.
And I actually lost a battle in South Carolina where the National
G}r:)vemors’ Association was meeting in 1985 to make that policy
change.

Although I lost that battle, I am inclined to support this legisla-
tion as presented.

I would point out, however, that I do retain two points of signifi-
cant concern. One 1s that there are monopoly characteristics still
in place, with the regional Bell operating companies, the local car-
riers and with AT&T itself. Although I understand the FCC is try-
ing to develop a response to these monopoly characteristics, I must
declare my fundamental distrust of Government’s capacity to get
that job done and to respond quickly enough to prevent the anti-
competitive activity from causing significant damage to the tele-
communications industry.

My second concern is that I believe that technology has changed
so dramatically over the past 15 years that there really is not much
difference today between the major communication industries; that

. is, broadcast, common carrier, the producers, as well as the pub-
lishers. About the only difference left, really, is an ideological dis-
tinction that is reinforced by regulation.

I believe that one of the most difficult but important things that
we need to do as policymakers is to redefine the objectives of our
communications law. Otherwise, what we will allow is simply a
continuation of debates on issues such as this where you have one
entity trying to protect its market share against another entity
with its own market share, both of whom are understandably try-
ing to satisfy the desires of the shareholders for a return on equity.
And they will come before us, come before me, and talk about com-
petition. And I appreciate their desire for competition. But none-
theless, I find myself distrustful of their arguments.

So, Mr. Chairman, although I am inclined to support elimination
of the restrictions, I believe that we need to be on our guard
against what happens when we permit, as we are presently, signifi-
cant monopoly characteristics in the marketplace. We need to be
prepared to ask the question: What should be the objective of the
regulation in the first place?

enator INOUYE. All right, thank you very much. Being a prag-
matic politician, I suppose if I were wise, we would take our vote
right now. [Laughter.]

But I would hope that all of us will approach this matter with
an open mind and have a full and in-depth discussion of this mat-
ter before us and come to a rational conclusion.
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This afternoon we are most honored to have with us a very dis-
tinguished colleague from the House of Representatives, the Honor-
able Cardiss Collins.

Representative Collins, after servin%many years on the Telecom-
munications Subcommittee, is now the Chairperson of the Com-
merce Consumer Protection and Competitiveness Subcommittee.
She is the first woman to chair that subcommittee. And because of
her long association with telecommunications issues, she is ex-
tremely familiar with the implications of the measure we are con-
sidering this afternoon.

And on behalf of the committee, Madam Chairperson, we are
very happy to have you with us.

STATEMENT OF HON. CARDISS COLLINS, A U.S.
REPRESENTATIVE FROM ILLINOIS

Ms. CoLLINS. Thank you very much, Mr. Chairman.

I would like to thank you, Mr. Chairman, for giving me the op-
portunity to testify before your subcommittee. It is always a pleas-
ure and an honor to appear before this body.

For many g'ears now, I have worked to see that minority and
woman-owned small businesses are given an opportunity to partici-
pate in our national economg. As a member of the House Telecom-
munications and Finance Subcommittee, and as Chairwoman of the
Government Operations Subcommittee on Government Activities
and Transportation, I use the combined jurisdictions of these pan-
els to work dili%ently to help ensure equal access to contracts and
capital for small, disadvantaged businesses.

One of my largest undertakings was working with U.S. Sprint
and AT&T to ensure substantial representation of small businesses
in FTS-2000, the multibillion dollar project to upgrade the Federal
Government’s telephone system.

My interest in SDB, access to business opportunity with the re-
gional Bell operating companies is an outgrowth of my involvement
in telecommunications and minority business issues.

Let me say at the outset that I have not made a final decision
on support for S. 173—or any measure—ito lift the restrictions on
the Bell operating companies. However, I want to make clear my
interest regarding the legislation and its potential impact on mi-
nority and other small, disadvantaged businesses.

My concerns regarding the lifting of restrictions run along two
lines. First, I am interested in preserving the supplier and subcon-
tracting relationships that have developed between the Bell operat-
ing companies and SDB’s, should the restrictions be lifted.

And second, I am vitally interested in forging additional relation-
ships, such as increase availabili%nof venture capital and in-
gligz]a?’sed research and development ding for new and existing

’S.

The breakup of the Bell System, coupled with the deregulation
of telephone equipment, created unique opportunities for entrepre-
neurship. Prior to the divestiture, SDB’s found it difficult to con-
tract with the Bell System.

Since then, I am pleased to say, the number of opportunities has
increased significantly. The seven regional Bell operating compa-
nies are among the largest companies in our country annually buy-
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ing more goods and services than virtually any other seven aggre-
gate businesses in our Nation.

To supply the Bell operating companies with telecommunications
equipment and services, scores of minority suppliers have gone into
business and prospered, since the modification final judgment was
put in place. These suppliers include native Americans, Asian
Americans, Hispanic Americans, African Americans, and women,
They provide equipment, fire and burglar alarm systems, telephone
system installation, and scientific and technical services—just to
name a few. Dedicated to providing high-quality products and serv-
ice at competitive prices, they are top-notch and can compete with
anyone, when they are allowed to do so on equal footing.

As you consider S. 173 I hope you will carefully review the record
of performance and any risk to small and minority businesses such
as unfair product pricing and limited access to contracting informa-
tion if the Bell operating companies are allowed to manufacture.

Along these same lines, should instances of self-dealing and other
anticompetitive practices be attempted by the Bell operating com-
panies, they could preclude SDB’s from competing fairly with subsi-
dies of the Bell operating companies. Therefore, I concur with you
that strong safeguards are essential and should include separate
entity requirements for all Bell manufacturing activities as speci-
fied in S. 173 as well as the mandate that SDB’s and other contrac-
tors will be able to sell customer premise and other telecommunica-
tions equipment to the Bell operating companies at the same terms
and conditions applicable to Bell subsidiaries.

Now my second major concern is in providing added incentives
for the Bell operating companies to invest in small business ven-
tures which may arise to meet new business needs created should
MFJ restrictions be lifted.

The regional Bell companies represent over one-half of the tele-
communications assets in this country. If the manufacturing re-
striction is lifted it should be commensurate with provisions calling
for investment and research, design and development of products
manufactured by SDB’s, the establishment of venture capital
funds, and the creation of joint ventures between the Bell compa-
nies and minority entrepreneurs.

I want to commend you, Senator Hollings, for the provisions in
S. 173 requiring that the Bell operating companies conduct all
manufacturing activity in the United States, using only American-
made components, unless a good-faith effort to locate such a suppli-
er should fail.

I urge you too to incorporate provisions along a similar vein re-
garding small and minority-owned businesses. In addition, I think
two key provisions of 8. 173 are essential in developing and main-
taining the competition that this Congress and the marketplace
will demand.

First, the section in the bill calling for equal access to contracting
opportunities for manufacturers other than the Bell operating com-
pany’s own manufacturing affiliate; and second, the section man-
dating that Bell operating company purchases from their manufac-
turing affiliate must be done at the open market price.

I cannot stress enough how important an open, competitive bid-
ding process will be to SDB’s and other businesses.
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Senator Hollings, if there is any way that I can be of assistance
to you in addressing these issues I will be happy to do so. And
again, I want to thank you, Mr. Chairman, for allowing me to testi-
fy this afternoon.

Senator INOUYE. Madam Chairperson, I thank you extremely.
very much, for your wise words. Please be assured that we will
keeg your suggestions and recommendations in mind as we pro-
ceed. :

The CHAIRMAN. Thank you very much.

Senator INOUYE. We will have to stand in recess. We have a vote
pending at this moment.

[A brief recess was taken.]

Senator INOUYE. Our first panel will consist of the Hon. Alfred
C. Sikes, Chairman of the Federal Communications Commission;
the Hon, Janice Obuchowski, Assistant Secretary for Communica-
tions and Information, Department of Commerce; and Mr. James
Rill, Assistant Attorney General, Antitrust Division, Department of
Justice. Mr. Sikes.

STATEMENT OF HON. ALFRED C. SIKES, CHAIRMAN, FEDERAL
COMMUNICATIONS COMMISSION

Mr. SIKES. Thank you very much, Mr. Chairman. I am very
leased to be here, Thank you for fg'iving me this opportunity. I
ave a statement that I would ask for privilege to have placed in

the record, and will then deliver a very shortened version of that
statement.

Senator INOUYE. All statements will be made part of the record.

Mr. SIKES. Last May when I testified in support of S. 173’s pred-
ecessor, I emphasized the following points. First, the decree restric-
tions are outmoded and do not square with today’s competitive re-
alities. Second, there are in fact effective regulatory safeguards.
Third, this legislative initiative presents a fundamental choice. Are
we going to continue to rely on the Federal judiciary to make and
implement communications policy? Or on Congress and expert reg-
ulatory agencies?

Today, let me state, Mr. Chairman, that current regulatory safe-
guards are effective. This Commission has been committed to de-
veloping and enforcing sound rules to protect competition. These
safeguards include computer-based reporting and monitoring sys-
tems; new cost-accounting, auditing, and affiliate transaction rules;
network disclosure requirements; substantially greater FCC fines
and forfeitures authority; incentive-based or price-cap regulation;
and of course, there are many “private policemen.”

When the cumulative effect of all these safeguards is considered,
it is clear that, in fact, there is a very strong deterrent. If there
was an absence of potential improper activities, the numerous safe-

ds and enforcement activities would not exist. The fact that
there are fines, as earlier referred to, proves that these enforce-
ment activities are indeed working,

The number and effectiveness of FCC safeguards should also be
considered in light of the additional measures which S. 173 pro-
poses. As I will discuss later in my statement, Mr. Chairman, add-
ing new statutory requirements could frustrate the basic goal of
this bill, which is more U.S. manufacturing.
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We would welcome the chance, Mr. Chairman, to work with the
subcommittee and its staff to ensure that the legislation’s rules and
our rules are in harmony, and that we do not unintentionally cre-
ate a regulatory morass.

Let me also respond to the contention that permitting Bell com-
panies to manufacture will bring little new strength to the market-
place. I disagree with that contention. Not much more than a dec-
ade ago, it was the established telephone industry which was mak-
ing precisely that argument. Phone companies argued, as each of
you will recall, that no one else should be allowed into the equip-
ment or long-distance businesses, because they would not bring
anything into the market. Had the FCC or Congress accepted such
arguments back then, many companies which are now opposing S.
173 would not be in business, and the American public would have
been denied the benefits which competition has since brought.

Protecting firms in an industry from competition is not, and
should not, be U.S. policy. Government assessments regardin% who
will or will not contribute to the market, moreover, almost always
cargowith them a risk of broad error. They are precisely the kind
of Government actions which characterize most of the world’s
failed, centrally planned economies.

Our policies should not rest on requirements that would-be com-
petitors prove—before they are allowed into business—that they
will deliver. It is only the freedom to complete that truly ignites the
dynamics of business creation.

However, let me offer several additional thoughts. Smaller com-
panies which might enter into joint ventures, partnerships or
teaming arrangements with the Bell companies could gain new fi-
nancing options. Understandably, some companies already in the
market may not be interested in having their smaller competitors
gain those new financing options. But I think Congress needs to
consider both the potential entrants, as well as the established in-
cumbents.

I think it should also be noted, Mr, Chairman, that small compa-
nies overseas are already allowed to team with Bell companies to
design and manufacture, as long as it is for foreign markets. Small
American companies should have the same freedom to enlist Bell
companies’ support to compete in the American communications
equipment market. They should not be obliged, which seems to
have been the case, to look overseas for financial and technology
partners.

The current manufacturing restriction has also been construed
by the courts to place severe limits on the ability of Bell companies
and independent manufacturers to work together to research and
design new communications network equipment. Applied to the
Bell companies, which represent over one-half the resources of the
American telephone industry, such an extraordinarily restrictive
approach cannot help the country. So far as we can discern, the
United States is the only country in the world that severely re-
stricts the ability of its telephone companies to participate actively
in the design and development of new communications equipment.

The manufacturing restrictions foreclose the benefits of coopera-
tive synergy, and they do so at precisely the same time that ad-
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vances in the underlying technology promise quantum gains in new
customer service options and network development.

Finally, Mr. Chairman, let me address the fundamental public
policy choice which S. 173 presents; namely which part of Govern-
ment should be in charge. I believe strongly that communications
policy should be made iy Congress, and implemented by expert
regu atory agencies. . .

ound communications policy entails carefully balancing the di-
versity of interests that must be developed in a broad context, with
open processes, in which all can participate. Certain features of S.
173 continue to be of concern. Certain subsidiary requirements, for
example, may limit the beneficial flow of information among service
and product development and manufacturing operations.

Strict financial separation requirements, in our view, can be as
effective. However, in conclusion, Mr. Chairman, I would like to re-
state my support for the basics of this proposed legislation. While
I might have some reservations, I certainly look forward to working
affirmatively with the subcommittee to resolve any concerns.

I would like to commend you, Chairman Hollings, for your efforts
in standing ready to provide active assistance. Thank you.

[The prepared statement of Mr. Sikes follows:]

PREPARED STATEMENT OF MR. ALFRED C. SIKES
INTRODUCTION

Thank you for this opportunity to reiterate my support for legislation allowing the
Bell companies to engage in, manufacturing and related product development activi-
ties, subject to appropriate safeguards.

THREE KEY POINTS

Last May, I testified in support of S. 173’s predecessor. At that time, I emphasized
the following key points—which remain valid today:

¢ First, whatever reasons there might have been in 1982 for consent decree re-
strictions on Bell manufacturing, today’s market environment is significantly differ-
ent. If all the changes which have occurred are taken into account, the conclusion
will be reached that the restrictions are outmoded and do not square with today’s
competitive and regulatory realities.

s Second, one of the major and most significant differences today is that there
are, in fact, effective regulatory safeguards—in place and working., The FCC and
state commissions have adopted and implemented rules and procedures. Problems
should not arise, but, if they do, remedial action can and will be taken. And,

¢ Third, at the core of this legislative initiative lies a fundamental policy choice:
Are we going to continue to rely on the Federal Judiciary to make and implement
communications policy, or are we instead going to rely on Congress and expert regu-
latory agencies, operating under careful congressional oversight?

In my judgment, communications policymaking should be the responsibility of the
FCC and Congress, and not the courts.

ADEQUACY OF SAFEGUARDS

Today, let me state, Mr. Chairman, that current regulatory safeguards are effec-
tive. This Commission has been committed to developmﬁsan enforcing sound rules
to t%robeit competition. Claims that the FCC’s safeguards are ineffective are badly
outdate

Both in my previous statement, and on other occasions, I have reviewed these
safeguards in detail. To summarize today, however, they include:

. Soghisticated, computer-based reporting and monitoring systems. Systems such
as our “Automated Reporting and Management Information System” (A1¥MIS) let us
compare one firm's performance with its peers, and compare that with historical
trends. This serves as an “early warning” system.

¢ Stringent new cost-accounting, auditing, and affiliate transaction rules. These
prevent both anticompetitive cross-subsidies and ratepayer burdening.
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o Network disclosure requirements (ONA). These keep phone companies from
leveragin% control over essential communications facilities to gain unfair advantage
in unregulated equipment markets.

¢ Substantially greater FCC fines and forfeitures authority—up to $1 million per
offense—and a demonstrated willingness to use them, as warranted.

o Many “private policemen”—that is, competitors which can, and do, closely mon-
itor market developments, and provide us with information.

e Incentive-based, or “price cap” regulation, which reduces the chance of anticom-
petitive cost-shiﬁ:iné.

Deterrence, Mr. Chairman, is always a function of a number of factors. These in-
clude the ease of detection, the probability of complaints, the certainty of apprehen-
sion, the likelihood of enforcement proceedings, and the severity of any ultimate
sanctions,

When the cumulative effect of all these safeguards is considered, it is clear there
is in fact a very strong deterrent. Consequently, I believe the Subcommittee can be
confident that any risks associated with Bell company manufacturing are both man.
ageable and small.

The number and effectiveness of FCC safeguards should also be considered in
light of the additional measures which S. 173 proposes. As I will discuss later in
my statement, Mr. Chairman, I do have concerns that our safeguards, plus those
which this bill would establish, could place too many restrictions on potential Bell
company manufacturing. The result could be to blunt the basic purpose of this legis-
lation—namely, more competitive manufacturing.

In that regard, I would welcome the opporturity to review all of the FCC’s rules
in detail with the Subcommittee and its expert staff. Perhaps a fuller explanation
of 01}1’1' ruleg 3n our part would indicate why additional statutory requirements may
not be needed.

LIKELIHOOD OF POTENTIAL GAINS

Let me also respond to the contention that permitting Bell companies to engage
in manufacturing will bring little new strength to the marketplace.

To begin with, I disagree with that contention as a matter of general policy. Not
much more than a decade ago, it was the established telephone industry which was
making I}Jrec:izzely that argument in an effort to prevent compestition with its oper-
ations. Phone companies argued—as you and other Members of the Subcommittee
will certainly recall—that no one else should be allowed into the equipment or long-
distance business because they wouldn’t bring anything into the market.

Had the FCC or Congress accepted such arguments back then, many companies
which are now opposing S. 173 would probably not be in business. And, the Ameri-
i:)an p}l:blic would have been denied the benefits which competition has since

rought.

Prgtecting firms in an industry from competition is not and should not be U.S.
policy. Government assessments regarding who will or will not contribute to the
market, moreover, almost always carry with them a risk of broad error. They are
?recisely the kind of Government action which characterizes most of the world’s

ailed centrally planned economies.

Our policies in communications and, indeed, throughout the economy, should not
rest on requirements that would-be competitors prove from the cutset what they
might deliver.

BENETITS OI' CHANGE

In this particular context, I believe there would be benefits from changing the con-
sent decree manufacturing restrictions as they have been construed.

For example, smaller companiez—which might enter into joint ventures, partner-
ghips, or teaming arrangements with the Bell companiez—could gain nevs financing
options. Understandably, some companies already in the market may not be inter-
ested in having their smaller compstitors gain those new financing options. But I
think Congress needs to consider both the potential entrants as well as the estab-
lished incumbents.

The decree restrictions not only limit the Bell companies. They also restrict the
commercial freedom of virtually the entire U.S. communications manufacturing in-
dustry—which is prevented from entering into joint ventures with the Bell compa-

nies.

I believe that changing the decree’s manufacturing restrictions could yield signifi-
cﬁnt co$petitive dividends in terms of funding and supporting new competitors in
the market.
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I think it should also be noted, Mr. Chairman, that small companies overseas are
already allowed to team with Bell companies to design and manufacture—as long
as it is for foreign markets. Small American companies should have the same free-
dom to enlist Bell company su(fport to compete in the American communications
equipment market. They should not be obliged—as seems to have been the case—
to look overseas for financial and technology partners.

SYSTEM AND PRODUCT DESIGN AND DEVELOPMENT

The current manufacturing restriction has also been construed by the courts to
place severe limits on the ability of Bell companies and independent manufacturers
to work together to research and design new communications network equipment—
including some kinds of computer software.

If we pursued so restrictive an approach in other fields, airlines would not be al-
lowed to work with aircraft manufacturers to design new planes to meet their spe-
cific needs. Mass transit authorities would not be allowed to work with locomotive
or rolling stock manufacturers. Electric utilities would be barred from working with
generating plant suppliers. And, even the Defense Department would be barred

rom working with contractors to devel?:g weapons systems which meet their needs.

Applied to the Bell companies—which represent over half the resources of the
American telephone industry—such an extraordinary, restrictive approach cannot
help the country. For the practical effect is to prevent the companies with great ex-
Egrtise in how the telephone network ogerates from cooperating with firms with

owledge when it comes to designing and building equipment.

Let me also note, Mr. Chairman, that so far as we can discern, the United States
is the only country in the world that severely restricts the ability of its telephone
companies to participate actively in the design and development of new communica-
tions eqi‘lifment. Nippon Telegraph & Telephone Compang (NTT), British Telecom,
France Telecom, Germany’s new DBP Telekom, and Bell Canada are free from such
extraordinary restrictions. The same is true of AT&T, our largest long-distance car-
rier. Even where there are limitativns and safeguards, moreover, they are not de-
vised and administered by courts.

The current manufacturing restriction forecloses the benefits of cooperative syner-
gy—and it does so at precisely the same time that advances in the underlying tech-
nology promise quantum gains in new customer service options. Preventing Bell
companies from working with independent manufacturers may also undermine the
companion goals of encouraging the development of the public network and improv-
ing 1ts efficiency.

RELIANCE ON EXPERT AGENCIES

Mr. Chairman, let me now address the fundamental sublic policy choice which S.
173 presents—namelﬁwhich. part of Government should be in charge.

As I testified last May, I believe strongly that communications policy should be
made by Congress and implemented by expert regulatory agencies—as it has been
in most other regards for many years.

Sound communications policy entails carefully balancing a diversity of interests—
including, but not limited to, competitive issues. Communications policy has a direct
and immediate effect -on many Americans and American businesses. It must be de-
veloped in a broad context, through open processes in which all can participate.

Relying on Congress and expert a%ancies moreover, makes practical sense. In ad-
dition to vastly superior resources, the FCQ also has substantial in-house technical,
{l‘man%al, atr(l:% accounting expertise the Judiciary simply cannot—and should not—

ope to match.,
broad national, indeed global perspective; plus superior resources; and technical
expertise all add up to substantially greater capability to safeguard the public’s in-
terests on the part of Congress and expert agencies.

CONCERNS REGARDING 8. 173

Certain features of S, 173 continue to be ground for concern. Rigid separate sub-
sidiary requirements, for example, may limit the beneficial flow of information
among service, product development, and manufacturing operations. Strict financial
separation requirements, in our view, can be as effective in safeguarding the public
interest, without incurring the synergy losses that rigid separate subsidiary require-
ments can entail,

Placing special domestic content obligations on Bell affiliated manufacturing oper-
ations is another concern. Such a statutory irement would be unique. We be-
lieve Bell companies’ management should have the same flexibility which their com-
petitors in the competitive equipment business now enjoy.
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Finally, I have reservations requiring the FCC to prescribe regulations within the
180 days set forth in the draft statute. Assuming the desirability of such new FCC
regulations to begin with, developing them in a conscientious fashion which address-
es al&l:f the concerns likely to be advanced probably will to take longer than six
months.

CONCLUSION

In conclusion, Mr. Chairman, I support the basic thrust of this proposed legisla-
tion. As I testified last year, I believe it represents a fundamentally sound initiative
with much public interest potential. While I have reservations regarding certain fea-
tures of S. 173, we are prepared to work affirmatively with the Subcommittee to
resolve concerns. I also commend you, Mr. Chairman, for your efforts, and stand
ready to provide whatever assistance which we can.

Senator INOUYE. Thank you very much, Chairman Sikes and
may I call on Madam Secretary.

STATEMENT OF HON. JANICE OBUCHOWSKI, ASSISTANT SEC-
RETARY FOR COMMUNICATIONS AND INFORMATION, DE-
PARTMENT OF COMMERCE

Ms. OBUCHOWSKI. Mr. Chairman and members of the committee.
I would also like to request the privilege of submitting for the
record my more extended comments.

Senator INOUYE. Without objection, so ordered.

Ms. OBUCHOWSKI. I wish to outline the reasons that the adminis-
tration of President Bush supports the key elements of this legisla-
tion, but raises concerns about provisions dealing with domestic
content and domestic manufacturinf requirements. The principal
goal of the legislation, to permit Bell company entry into manufac-
tui'.ing, subject to effective safeguards, represents sound economic

olicy.
P This action will serve to promote competition, increase U.S. re-
search and development, and open up additional investment oppor-
tunities in telecommunications in the United States, while also en-
hancing U.S. global competitiveness.

The Bell companies are seven major United States firms with
substantial resources, both technical and financial, that can be ap-
plied to the advancement of the U.S. telecommunications and relat-
ed high-technology endeavors. These resources should be freed to
better serve the erican public, which means enabling the Bell
companies to participate in the manufacture of telecommunications
equipment as an adjunct to their provision of telecommunications
services to the vast majority of U.S. citizens.

Elimination of the manufacturing restriction would help promote
increased telecommunications research and development in this
country. This restriction hampers research and development, not
only for the Bell companies themselves, but also other entities de-
siring to work with them on the manufacture of telecommunica-
tions equipment.

Due to the consent decree’s artificial definitional boundaries be-
tween permissible and impermissible activities, the manufacturing
restriction has impaired the ability of the Bell companies to engage
efficiently in productive, innovative R&D efforts, either alone or
with others.

As an aside I would observe that the colleagues of the Bell com-
panies operating in other nations would not countenance the situa-
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tion where a lawyer becomes a part of every scientific research
team.

The R&D process is also important for infrastructure develop-
ment. By impeding the ability of the Bell companies to introduce
new telecommunications products and services, the consent decree
restriction undercuts a principal impetus for technical advances
that can spur improvements in the telecommunications infrastrue-

ture.

The goal, therefore, of enhancing U.S. global competitiveness will
be furthered by S. 173. In the current commercial environment,
where foreign-based firms have captured a significant share of U.S.
telecommunications equipment markets, we can no longer afford to
restrict the entry of seven of our largest telecommunications com-
panies, and thereby handicap the ability of the United States to ag-
gressively meet this competitive challenge.

In some cases, entrepreneurial U.S. companies have had to turn
to foreign-based firms as a source of funding or expertise. Thus, the
restriction is also artificially distorting trade and investment flows.

While the administration commends the initiative of Chairman
Hollings and the cosponsors of S, 173 in promoting a number of sig-
nificant U.S. policy goals, it is firmly opposed to the domestic con-
tent and the domestic manufacturing requirements.

Imposing such restriction would seriously undermine the admin-
istration’s fundamental goal of achieving free and open trade in
telecommunications e%uigment both here an abroad.

U.S. industry has had some success recently in increasing ex-
ports, with the result that the U.S. trade deficit has fallen from ap-
proximately $2.6 billion in 1988 to approximately $790 million in
1990. That is not good enough, but the trend is in the right direc-
tion. Including domestic content restrictions in the legislation
would give our for%iign trading partners a ready excuse to close the
door on U.S. manufactured goods at a time when the U.S. firms
have begun to turn the tide.

The administration is also concerned that including very specific
safeguards in the legislation may ultimately prove to be counter-
productive. The imposition of inflexible safeguards may reduce the
beneficial effects of Bell company entry into manufacturing. The
FCC, under the leadership of Chairman Sikes, has the authority
and can be relied upon to establish and enforce the appropriate
safeguards governing Bell company manufacturing activities.

Finally, the administration is concerned about the specific prohi-
bition on the ability of the Bell companies to enter joint manufac-
turing ventures with one another. To the extent that any antitrust
issues may stem from such joint ventures, they are better dealt
with under the antitrust authority of the Department of Justice.

To conclude, the administration believes that modification of the
AT&T consent decree to permit Bell comigany entry into manufac-
turing will have a significant, positive effect on the United States
telecommunications industry. It is time to resolve this controversy,
which has lingered too long in the courts, and to put Congress and
the executive branch firmly in the driver’s seat of setting the direc-
tion of telecommunications policy for this country. Such action will
permit U.S. manufacturing companies, including the Bell compa-
nies, to concentrate on the contributions they can make to enhance
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efficiency, spur competition, and introduce innovations into the now
global telecommunications equipment market.
ank you very much, Mr. Chairman.
[The prepared statement of Ms. Obuchowski follows:]

PREPARED STATEMENT OF MS. JANICE OBUCHOWSKI
INTRODUCTION

Thank you for this opportunity to testify on the issue of potential changes to the
ATE&T consent decree, and in particular, the proposal embodied in S. 178, introduced
by Chairman Hollings on January 14th this year. The Administration strongly sup-
ports permitting the Bell companies to engage in manufacturing activities subject
to effective safeguards. We therefore commend Chairman Hollings and his co-spon-
sors for making thic legislation a priority in the current session of the Congress.
The Adminiatration does have serious concerns about some aspects of the bill—in-
cluding the grrﬁvision dealing with domestic manufacturing and domestic content re-

uirements. The Administration opposes this provision as counterproductive, restric-
tive and eeriously undermining U.S. trade interests.

PRINCINAL BENEFITS OF BELL COMPANY ENTRY INTO MANUFACTUERING

The Administration believes it is vital that this legislation’s principal goal—to
permit Bell company entry into manufacturing—should pursuei This §o repre-
sents sound economic Bolicy that would promote compstition, increase U.S. research
and development (R&D), and open up additional investment opportunities in tele-
communications ventures in the United States. Additionally, by fostering an envi-
ronment where competition flourishes, the legislation will position U.S. companies
to be more compstitive globally.

We are convinced that entry of the Bell companies into manufacturing will further
these important objectives. The Bell companies represent a very significant U.S. re-
source that could be applied to the advancement of U.S. telecommunications and re-
lated high-technology endeavors. The Bell companies now provide local telephone
gervice to approximately 80 percent of the U.S. Fo ulation, and their aassets, in the
aggregate, represent & significant component o; e countiry’s telecommunications

ase.

In 1990, the seven Regional Bell companies had $79.7 billion in revenues and $8.5
billion in net income; and, as of year end 1990, they employed approximately
561,114 workers. We believe, that these significant resources should be geed to bet-
ter gerve the American public, which, in our view, means enabling the Bell compa-
nies to f;:oauﬂ:icipai:e in the manufacture of telecommunications equipment—for pur-
poses of this testimony, I include CPE in that term—as a natural adjunct to their
provision of telecommunications services.

BENEFITS OF INCREASED BELL COMPANY R&D

Elimination of the manufacturing restriction will help promote increazed telecom-
munications R&D in this country, and it should also have an impact on related in-
frastructure develzgment. A 1989 NTIA study found that this restriction hampers
R&D, not only for the Bell companies themselves, but aleo for other entities desiring
to work with the Bell companies to manufacture telecommunications equipment.
The restriction has impaired both the pace at which innovations are being brought
to the market and the overall cost of that process.

The definition of “manufacturing” has been construed by the decree court as per-
mitting the Bell companies to engage in the early steps of the manufacturing proc-
ess. As a result, they may undertake research that does not involve the design of
a ?eciﬁc product, but they may not engage in actual fabrication or ﬁmduct design
and development. Pursuant to the decree court’s interpretation, the Bell companies
have been permitted to define generic product features, but not to determine de-
tailed design specifications. Moreover, the decree court has ruled that software de-
sign and development is a grohibited manufacturing function if it involves “software
integral to equipment hardware, also known as firmware.” The need for constant
vigilance in applying these definitional boundaries needlessly injects a cumbersome
process into any manufacturing activities relying on Bell company input.

By creating artificial distinctions among steps in the manufacturing process,’ the
decree has, in effect, rendered the Bell companies free to do “basic research” but not
“research and dcvelopment.” This result not only disables the Bell companies from
directly investing in product-related innovative activities, but it impedes their abili-
ty to contribute constructively to the efforts of indepentient manufacturers of tele-
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communications equipment. The importance of such a contribution is recognized, in
fact, by the provision in S. 173 that would permit the Bell comganies to el?age in
close collaboration with any manufacturer with respect to the design and develop-
ment of hardware, software, or combinations thereof. Such collaboration is integral
to the R&D process. .

RELATIONSHIP OF R&D TO U.S. INFRASTRUCTURE DEVELOPMENT

Not only did NTIA conclude in its 1989 study that reform of the broad manufac-
turing restriction is likely to stimulate R&D, but also that such reform could poten-
tially accelerate new service developments. A primary output of the R&D process
is the introduction of new telecommunications products and services, which can
serve as the underlyinﬁeim tus to technical advances imEmving the telecommuni-
cations infrastructure. glﬁgtory barriers to R&D by the Bell companies reduce the

potential for these U.S. companies to spur such advances.
GLOBAL COMPETITIVENESS

The Administration supports the bill's goal of enhancing the economic growth and
international competitiveness of American industry. We are here today to evaluate
the desirability of the manufacturing restriction in view of current circumstances.
In the current environment, issues relating to the goal of maintaining and fosterin,
U.S. global competitiveness have become a high priority for U.S. policymakers, bo
in the Congress and in the Administration.

ile domestic companies, including AT&T, have long been the prime providers
of telecommunications equipment used in conjunction with U.S. telecommunications
networks, foreign-based firms have clearly obtained an increased share of these
markets. In this commercial environment, it appears that in continuini:o handica;
some of our largest telecommunications companies—by ﬁpmhibit:ing the Regional Be
coxgganies from entering manufacturing—we are, in effect, handicapping the ability
of the United States to meet aggressively the competitive challenge presented by
forei.gn commercial interests.

U.S. competitiveness could be fostered by permitting the Bell companies o serve
as a source of “seed” capital for smaller U.S. manufacturing companies, and also to
enter joint manufacturing ventures themselves. In some cases, entrepreneurial U.S.
companies have had to turn to foreign firms as a source of funding or expertise.
'ill‘hua, the consent decree restriction is artificially distorting trade and investment

ows.

THE ADMINISTRATION APPLAUDS THE INTRODUCTION OF S. 173

The Administration thus applauds the initiative of Senator Hollings and the co-
%ponsors of S. 173 in seeking to eliminate the AT&T Consent Decree restriction on

ell company entry into manufacturing. For the reasons indicated, we support this
measure as promoting a number of important U.S. policy goals that are vital to the
continued economic well-being of this nation.

OPPOSITION TO THE DOMESTIC CONTENT PROVISION
Nevertheless, we also wish to set out the reasons for the Administration’s firm

opposition to the domestic manufacturing and domestic content provision contained
in the bill. By requiring the Bell companies to manufacture only in the United
States, and to use only component parts manufactured here (subject to certain limit-
ed exceptions), the legislation would seriously undermine the Administration’s fun-
damental goal of achieving free and open trade in telecommunications equipment
markets both here and abroad.

We have seen some success in recent years in increasing exports of U.S. telecom-
munications equipment, with the result that the U.S, trade deficit in this area has
fallen over the last two years, from approximately $2.6 billion in 1988 to approxi-
mately $790 million in 1990. Domestic content requirements, like those in the bill,
would give our foreign trading %artners a ready excuse to close the door on U.S.
manufactured goods at a time when U.S. firms have begun to turn the tide. These
same trading partners have begun to liberalize their own markets, in certain cases
at the urging of the United States. Local content restrictions could give these coun-
tries a pretext for reversing these liberalizing moves, further hampering the U.S.
export effort.

oreover, domestic content restrictions act, in effect, as a ban on imports. Such
bans deny consumer choice, impose inflationary pressures on the economy, and may
unfairly put the Bell companies at a competitive disadvantage vis-a-vis other manu-
facturers not forced to operate under the same restrictions.
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The Administration also has serious questions about the trade policy implications
of the domestic manufacturing and domestic content requirements of the bill. This
provision raises severe concerns regarding U.S. compliance with our international
trade agreements, including the General Agreement on Trade and Tariffs (GATT),
the U.S.-Canada Free Trade Agreement (FTA) and bilateral investment agreements.
The provision also would undercut our U.S. negotiating position in various on-going
negotiations, which are at a critical juncture. We have already been advised by cer-
tain of our trading partners that they believe the provision violates our GATT obli-
gations. A finding of such a violation by a GATT dispute panel would obligate the
United States to remove the provision or to pay compensation to, or face retaliation
from, these trading partners.

SAFEGUARDS CAN PREVENT OR DETER POTENTIAL ABUSE

In weighing the potential benefits of Bell company entry into manufacturing, we
have also assessed arguments that there is the potential for anticompetitive conduct
due to Bell company control of most local exchange facilities. We agree with the au-
thors of S, 173 that a system of safeguards should meet concerns that the Bell com-
panies might engage in anticompetitive discrimination against competitors, or that
they might engage in unlawful cross-subsidies; however, we are also concerned that
imposition of unnecessary or inflexible safeguards may also reduce the beneficial ef-
fects of Bell company entry into manufacturing.

The authors of S. 173 have crafted a number of safeguards intended both to pre-
serve competition and to protect consumers from the impact of potential abuses. The
bill includes, for example, provisions that separate the Bell companies’ regulated op-
erations from their manufacturing ventures, prevent Bell company discrimination,
and seek to ensure necessary disclosures regarding Bell company networks will be
made to competitors. These provisions would be additional to existing FCC regula-
tions applying to Bell company conduct.

While the Administration agrees that additional safeguards may be warranted, in-
cluding specific regulatory provisions in the legislation creates serious risks. Such
provisions may inadvertently create implementation problems due to possible ambi-
guities and inconsistencies with the existing FCC framework, or they may prove in-
flexible and difficult to alter over time should modifications be deemed necessary.

We are confident that the FCC can be relied upon to successfully fulfill the task
of setting and enforcing any safeguards pertinent to Bell company manufacturing
activities. If additional safeguards are needed, the FCC currently has adequate au-
thority to develop appropriate rules and regulations. Any FCC action, of course, re-
mains subject to Congressional oversight, with the potential for the Congress to pro-
vide further directions if necessary. .

Even under such an approach, however, we are seriously concerned about the con-
cept of specifically prohibiting joint manufacturing activities between or among the
Bell companies, which is inconsistent with the bill's emphasis on increasing competi-
tion in the CPE and telecommunications equipment markets. To the extent that
there may be antitrust issues stemming from such joint ventures, the Department
of Justice has the necessary authority and is the appropriate entity to ensure com-
pliance with U.S. antitrust policies.

CONCLUSION

In conclusion, the Administration believes that modification of the AT&T Consent
Decree to permit Bell company entry into manufacturing will have a significant,
positive impact ¢+ vhe operation of the U.S. telecommunications industry. This im-
porcani growven wminstry will be better positioned to thrive and to serve the Ameri-
can public, as the United States strives to maintain its competitive edge globally.
It is time to resolve this controversy, which has lingered too long in the courts; and
it is time for the elected branches of our government—the Congress and the Execu-
tive branch—to set the direction of telecommunications policy for this country.

Action allowing Bell company manufacture of telecommunications equipment sub-
ject to effective safeguards will provide certainty to industry participants; and in so
doing, it will permit U.S. manufacturing companies—including the Bell companies—
to concentrate on the contributions they can make to enhance efficiency, spur com-
petition, and introduce innovations in these important global markets.

Senator INOUYE. Thank you very much, Madam Secretary. And
may I now call on General Rill.
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STATEMENT OF MR. JAMES RILL, ASSISTANT ATTORNEY
GENERAL, ANTITRUST DIVISION, DEPARTMENT OF JUSTICE

Mr. R, Thank f,'ou very much Mr. Chairman and members of
the subcommittee, 1 too, like my colleagues, have a prepared text
that I ask permission to have inserted in the record.

Senator INOUYE. Without objection.

Mr. RiLL. I appreciate the opportunity to appear before the sub-
committee today to participate in presenting the views of the ad-
ministration——

lSema})tor INOUYE. Could you move your microphone up close,
please?

Mr. RILL [continuing]. Certainly, Senator.—on S. 173. The ad-
ministration strongly supports the objectives and basic thrust of
this legislation. That is the removal of the line of business restric-
tion contained in the AT&T consent decree that prohibits the Bell
operating companies from designing, developing, or manufacturing
telecommunications equipment.

Our prepared statement sets forth the background and judicial
proceedings relating to the AT&T decree, so I will not presume on
the subcommittee’s time to describe them orally. We, the Depart-
ment of Justice, do endorse removal of both the information serv-
ices and manufacturing restrictions in the decree. The information
services issue is now pending before the U.S. District Court for the
District of Columbia. There are, however, no pending court pro-
ceedings to remove the overall manufacturing restrictions. Thus,
the administration supports legislation to remove the manufactur-
ing restrictions for the same reasons that we have sought judicial
removal of these restrictions. They are no longer necessary to pro-
tect comgetition. Worse, these restrictions are themselves anticom-
petitive because they prohibit BOC entry into telecommunications
equipment markets, and restrict BOC cooperation with independ-
ent suppliers in the design and development of telecommunication
products for use by the BOC’s and by others.

The telecommunications world of 1991 is very different from
what it was in 1982 when the decree was entered. In 1982, a single
entity, the Bell System, made the equipment purchasing decisions
for the lion’s share of all telecommunications equipment. Today,
the 7 BOC’s make individual decisions regarding their purchases of
telecommunications equipment. Other purchasers in these markets,
including private buyers and carriers not providing local exchange
service, also buy very substantial quantities of this equipment.
Thus, no single BOC’s purchasing decisions are likely to have anti-
competitive effects in the telecommunications equipment markets
as a whole.

Further, there are many competitive suppliers of equipment to
the BOC’s and other carriers and users as well. A BOC that manu-
factures some types of equipment may well purchase some of its
own produects, but it is unlikely to supply all of its own equipment
needs from internal sources. Partial vertical integration of this na-
ture is common in many industries, and is generally procompeti-
tive.

Moreover, certain types of equipment, such as network switches,
require such a substantial investment and involve such significant
economies of scale, that a BOC would need to sell outside its own
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siystem, to outside purchasers, in order to operate most efficiently
if it engaged in manufacturing. Thus, it would need to be skilled
and efficient in producing these types of equipment for outside cus-
tomers, and therefore, for inside use.

Further, as Chairman Sikes’ statement indicates, the concern
that a BOC might purchase inferior equipment or pay excessive
prices to its manufacturing affiliate at ratepayer expense is allevi-
ated by FCC regulations governing affiliate transactions, and by
changes in the marketplace, particularly the divestiture, and the
ability of regulators to make benchmark comparisons of BOC pur-
chasing activities. Nor is there any significant risk that the BOC’s
would injure competition by denying independent manufacturers
access to necessary information about local exchange networks. The
FCC’s rules provide for timely disclosure of network design infor-
mation to provide that access.

Removal of the manufacturing restriction therefore in all proba-
bility will have siinjﬁcant procompetitive benefits, It is critical that
the nation’s telephone companies be able to take advantage of and
participate in the rapid technological changes that affect this in-
dustry. Removal of the manufacturing restriction would permit the
BOC’s to design, or work more closely with independent manufac-
turers to design, equipment to best meet their own needs and those
of other carriers and customers. This in turn would facilitate the
efficient development and implementation of new services.

Removal of the manufacturing restriction would also permit
elimination of the current waiver process that is in effect under the
ATE&ET decree for such activities. That process currently delays, de-
ters, or frustrates outright the provision by the BOC’s of new prod-
ucts and imposes unnecessary burdens on the industry, the courts,
the American public, and not incidentally the Department of Jus-
tice. In light of the potential for significant competitive banefits if
the BOC's are permitied to enter telecommunications equipment
and CPE markets and the absence of significant risk of anticom-
petitive abuses, the administration believes that the manufacturing
restrictions should be eliminated as soon as possible.

In addition to lifting the manufacturing prohibition, S. 173 would
impose certain new statutory restrictions on BOC manufacturin
activities. While the administration endorses the bill’s objective an
principal thrust to guard against cross subsidization and anticom-
petitive discrimination, we are concerned that statutory provisions
mandating structural separation and requiring comparable oppor-
tunities in BOC purchasing decisions may not be necessary to
achieve this objective and could foreclose many of the procompeti-
tive benefits the hill seeks to provide.

As FCC Chairman Sikes has discussed in more detail, the Feder-
al Comraunications Commission has already developad and imple-
mented information disclosure and cost-accounting rules that di-
rectly address the issues of diserimination and cross-subsidization,
and it has the flexdbility to modify those regulations if necessary
to address any problems that could arise in the future.

In addition, the legislation would preclude joint manufacturing
ventures between two or more BOC’s manufacturing affiliates. The
Department of Justice thinks this provision is unwarranted since
the Antitrust Division will carefully scrutinize joint ventures in-

HeinOnline -- 15 Bernard D. Reams, Jr. & William H. Manz, Federal Telecommunications Law: A Legislative History of the Telecommunications Act of
1996, Pub. L. No. 104-104, 110 Stat. 56 (1996) including the Communications Decency Act 44 1997



45

volving_the BOC’s to ensure compliance with the antitrust laws
and will challenge any that are likely to injure competition. The
prohibition on joint ventures between BOC’s is also fundamentally
inconsistent with the bill’s objective of increasing competition in
telecommunications equipment markets and with other congres-
sional efforts proceeding simultaneously to reduce the antitrust
risk that may unnecessarily deter legitimate and procompetitive re-
search and production joint ventures.

Finally, as stated by Assistant Secretary Obuchowski, the admin-
istration opposes those provisions of S. 173 that would restrict the
BOC’s to manufacturing in the United States and require them to
afford less favorable treatment to foreign component suﬁpﬁers.
These restrictions are, we submit, inconsistent with the bill’s pro-
comgetitive goals in that thegr would limit the opportunity of the
BOC’s to engage in what could be efficiency-enhancing joint produc-
tion ventures that might expand, not contract, U.S. markets.

These provisions of the bill could also undermine the U.S. compe-
tition-oriented trade policy in several respects. Ambassador Hills
has stated that restrictions and preferences distort trade, discrimi-
nate against foreign goods, and create concern under our bilateral
investment agreements and other international accords. Ambassa-
dor Hills has also indicated that such provisions would undermine
U.S. efforts to obtain nondiscriminatory treatment of U.S. firms in
the GATT negotiations and other international negotiations.

That concludes my prepared statement. I want o reaffirm the
administration’s support for the objectives and the basic thrust of
the bill to lift the manufacturing restrictions currentlg imposed by
the AT&T decree on the Bell operating companies. And I would cer-
tainly be pleased to answer any questions that the subcommitiee
may have. Thank you.

[The prepared statement of Mr. Rill follows:]

PREPARED STATEMENT OF MR. JAMES F. RILL

1 am pleased to have the opportunity to appsar before the Subcommitizz teday
to present the views of the Administration on S, 173, “a bill to permit the B:1l Tele-
phone Companies to conduct research on, design, and manufacture telecommnnica-
tions equipment.” The Administration strongly supports the objective of this bill—
the removal of the line-of-business restriction contained in the ATET consent decres
that prohibits the Bell Operating Companies (“BOCs”) from designing, developing
or manufacturing telecommunications equipment.

Legislation removing the equipment manufacturing line-of-buziness restriction
would promote competition in an important ares of our economy. This restriction
no longer serves the compatitive purpose for which it was iropszed, and it czcludes
major U.S. telecoramunication firms from participating in the davelopment of prod-
ucts and services to zerve present and future telecommunication nezds. Ve are cou-
cerned, however, that some of the grovisions of 8. 173 may themszslves be unduly
restrictive and could interfere with the important policy objective of furthering
consumer welfare by increasing compatition in telecomraunications equipment mzi-
Lets. I hopa that our views will assist the Subcommitize in its delibsrations on fais
important legislation.

BACKGROUND

You are probably familiar with the judicial proceedings that led to and have per-
petuated the decree line-of-business restrictions, but it may be helpful for me %0
summarize them briefly. The consent decres was agreed to by the United States and
AT&T and approved by the court in 1982 to zettle a government antitrust care. In
that case, the United States had alleged that AT&T illegally used its monopoly
power in local exchange telephone service markets to injure compatition in the tele-
comrunications equipment and long-distance services markets. To remedy and pre-
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vent recurrence of that anticompetitive conduct, the decree required AT&T to divest
the BOCs with their monopolies on local telephone service. As a further prophylactic
measure, the decree prohibited the divested BOCs from providing long distance
services or information services, from manufacturing or providing telecommunica-
tions equipment, from manufacturing customer premises equipment (“GPE”) and
from providing any other product or service except exchange telephone services and
directories. For convenience, I will refer to the restrictions on felecommunications
equipment and GPE as the “manufacturing” or “equipment” restrictions.

1987, after conducting an extensive review of the decree restrictions, the De-
partment of Justice concluded that in light of technical, market and regulatory de-
velopments since the 1982 entry of the decree, she restrictions on BOC participation
in information services, manufacturing, and non-telecommunications businesses
were unnecessary and unduly restrictive of competition and efficiency. Thus we
asked the court to remove these restrictions as permitted under the decree. Judge
Greene removed the restriction on non-telecommunications activities and modified
the information services restriction to allow the BOCs to provide certain transmis-
sion-related “gateway” and storage and retrieval services. But he denied the United
States motion for removal of the manufacturing restriction as well as the BOC’s mo-
tions for removal of the manufacturing and long distance restrictions.

In April 1990, the United States Court of Appeals for the District of Columbia
Circuit affirmed the district court’s decision to retain the manufacturing and long
distance restrictions. The Court of Appeals, however, remanded for further proceed-
ings the question of removal of the information services restriction. The reason the
Court of Appeals remanded was that AT&T had not opposed removal of the informa-
tion services restriction. Since all parties to the decree consented to removal of that
restriction, the Court concluded that the question of removal should be governed by
a different and more lenient standard than the district court had used.

The information services motions have been briefed and are again before the dis-
trict court. In that proceeding, the Department strongly supports removal of the in-
formation services restriction, and we are hopeful that the judicial proceeding will
result in the elimination of that anticompetitive restriction. However, there are no
Rending court proceedings to remove the overall manufacturing restrictions, nor has
T&T altered its opposition to removal of those restrictions.

REMOVAL OF THE MANUFACTURING RESTRICTION

. The Administration supports legislation to remove the manufacturing restrictions
for the same reasons we have sought judicial removal of those restrictions. The
manufacturing restrictions are no longer necessary to protect competition, Worse,
these restrictions are themselves anticompetitive because thear Cpmhibit BOC en
into telecommunications equipment markets and restrict B colleboration wi
independent suﬁagliers in the design and development of telecommunication products
for use by the BOCs and others.

The telecommunications world of 1991 is very different from what it was in 1982,
when the decree was entered. In 1982, a single entity made the equipment purchas-
ing decisions for the lion’s share of all telecommunications equipment. Today, the

Cs meke individual decisions rega.rdini their purchases of telecommunications
equipment. Other purchasers in these markets, including private buyers and carri-
ers not providing local exchange service, also buy substantial quantities of such
equipment. Thus, no single BOC’s purchasing decisions are likely to have anticom-
petitive effects in telecommunications equipment markets as a whole.

Further, there are many competitive suppliers of equipment to the BOCs and
other carriers and users. A BOC that manufactures some ?ﬁaes of equipment may
well purchase its own products, but it is unlikely to supply all of its own equipment
needs. Such partial vertical integration is common in many industries and is gener-
ally procompetitive. The concern that a BOC might purchase inferior equipment
from or say excessive prices to its manufacturing affiliate at ratepayer expense is
alleviated by regulations governing affiliate transactions and by changes in the mar-
ketplace—particularly the divestiture and the ability of regulators to make bench-
mark comparisons of BOC purchasing activities. Under current regulation, federal
and state regulators can scrutinize and disallow excessive equipment costs and, if
necessary, could impose additional restrictions on BOC self-dealing. Moreover, as
FCC Chairman Sikes will discuss, strengthened Federal Communications Commis-
sion rules governing cost accounting and allocation alleviate the concern that the
BOCs will engage 1n anticompetitive cross-subsidization of unregulated activities
with ratepayer revenues.

Nor is there any significant risk that the BOCs would injure competition by deny-
ing independent manufacturers access to necessary information about local ex-
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change networks. The FCC’s rules provide for timely disclosure of network design
information, and current equipment manufacturers—especially AT&T and other
manufacturers that provide and continue to update BOC central office switches—
already play such a large role in BOC network design that they would likely become
aware of plans for major changes.

Moreover, any BOC entrant would face vigorous competition in equipment mar-
kets. A number of the current manufacturers cccupy strong positions in various
equipment markets, deriving in part from substantial economies of scale and scope.
Other equipment manufacturers are sizable firms that have strengthened their com-
petitive positions in recent years through growth, consolidation and integration.

Removal of the manufacturing restriction in all probability will have significant
procompetitive benefits, It is critical that the nation’s telephone companies be able
to take advantage of and participate in the rapid technological changes that affect
this industry. It is well-recognized that the BOCs would be formidable competitors
in the telecommunications equipment market, and they would be expected to apply
their conziderable expertise and efficiency in the development of innovative products
to the benefit of American consumers. Removal of the manufacturing restriction
would permit the BOCs to design or work more closely with independent manufac-
turers to design equipment fo best meet their own needs and those of other carriers
and customers. This in turn would facilitate the efficient development and imple-
mentation of new services especially exchange zervices to support the developing in-
formation service markets.

Removal of the manufacturing restriction also would permit elimination of the
current waiver process under the AT&T decree for such activities. That process cur-
rently delays, deters or frustrates outright the provision by the BOCs of new prod-
ucts and imposes unnecessary burdens on the industry, the Department, the courts
and the American public.

In light of the potential for significant competitive benefits if the BOCs are per-
mitted to enter telecommunications equipment and CPE markets and the absence
of significant risk of anticompetitive abuses, the Administration believes that the
manufacturing restrictions should be eliminated as soon as possible.

PROPOSED LEGISLATIVE RESTRICTIONS ON BOC MANUTACTURING

In addition to lifting the manufacturing prohibition, S. 373 would imposze new
statutory restrictions on BOC manufacturing activities. It would provide that a BOC
may engage in manufacturing only through an affiliate separate from the BOC’s op-
erating teiephone com%any: it would require the FCC to prescribe regulations re-
quiring that any Bell Telephone Com‘Pany that has a manufacturing affiliate pro-
vide other equipment manufacturers “opportunities to sell such equipment to such
Bell Telephone Company which are comparable to the opporfunities which such
company provides to its affiliates”; and it would require any manufacturing affiliate
to meke any telecommunications equipment that it manufactures available “without
discrimination” to any other local telephone carrier that does not have a manufac-
turing affiliate or that agrees to make available to the Bell Telephone Company any
equipment that it manufactures. S. 173 also would prohibit a BOC or its manufzac-
turing affiliate from engaging in any manufacturing joint venture with another BOC
or its manufacturing affiliate, and would require that all BOC manufacturing be
conducted in the United States and, subject to certain exceptions, using only United
States made component parts. We are seriously concerned with such statutory re-
strictions and conditions on BOC manufacturing.

The Administration endorses S. 173’s objective to guard against cross subsidiza-
tion and anticompetitive discrimination by the BOCs. We are concerned, however,
that statutory provisions mandating structural separation requirements may not be
necessary to achieve this objective and could foreclose many of the procompetitive
benefits the bill seeks to provide. As FCC Chairman Sikes will discuss in more de-
tail, the Federal Communications Commission has already developed and imple-
mented information disclosure and cost accounting rules that directly address the
issues of discrimination and cross-subsidization, and it could modify those regula-
tions if necessary to address any future problems. We are also concerned with new
FCC re%ulation of BOC purchasing decisions under a statutory “comparable oppor-
tunities” standard. Such regulation may be unnecessary to protect ratepayers or
com%etition. As we have noted, purchases from affiliates are already regulated, and
the BOCs have incentives to select appropriate products—whether from an affiliate
or an independent manufacturer. The proposed statutory “comgarable opportunities”
requirement could invite complaints from disgruntled potential Suppliers that could
consume enormous FCC resources and serve no real competitive purpose.
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We are also concerned with the bill’s provisions regarding the BOCs’ sale of equip-
ment to other local exchange carriers, BOC manufacturing affiliates usually
have incentives to make any equipment they manufacture available to as many cus-
tomers as possible. Moreover, such eqnuipment sales will take place in competitive
markets comprised of non-BOC as well as BOC manufacturers; thus there does not
appear to be good reason for governmental regulation.

e understand that there may be residual concerns about joint manufacturing ac-
tivities involving several BOCs. As the Administration has emphasized in connec-
tion with research and production joint ventures, however, joint ventures often en-
able their %a:'ticipants to compete more effectively in w&}oﬁal markets and provide
significant benefits to consumers. The Department will carefully scrutinize joint
ventures involvé:i the BOCs and will challenge any that are likelg}:o injure compe-
tition, but a blanket prohibition on such ventures is unwarranted. Such a prohibi-
tion is also fundamentally inconsistent with the bill’s objective of increasing compe-
tition in telecommunications equipment markets and with other Congressional ef-
forts to reduce antitrust risks that may deter legitimate and procompetitive re-
search and 1:groduction joint ventures.

Finally, the Administration opposes provisions of S. 173 that would restrict the
BOCs to manufacturing in the United States and require them to afford less favor-
able treatment to foreign component suppliers. These restrictions, too, are inconsist-
ent with the bill's procompetitive goals, and they could undermine the United States
competition-oriented trade policy in several respects. As Ambassador Hills has stat-
ed, such restrictions and preferences distort trade, discriminate against foreign

ods and create concern under our bilateral investment agreements and other
international accords.. As Ambassador Hills also indicated, such provisions would
undermine U.S. efforts to obtain nondiscriminatory treatment of U.S. firms in the
GATT negotiations and other international negotiations.

To summarize, the Administration strongly supports removal of the unnecess
and anticompetitive restrictions on BOC manufacture and provision of telecommuni-
cations equipment and manufacture of CPE. Now and in the foreseeable future, reg-
ulatory, technical and market factors effectively constrain any risk to competition;
thus, there is no reason to perpetuate an unusual prohibitory rule. Moreover, the
manufacturing restriction is contrary to our goal of a competitive and productive fu-
ture for these important global telecommunications markets. It imposes an anticom-
petitive brake on competition by seven major U.S. firms and thus impedes the effi-
cient development of new and improved ﬁmducts and services. However, the addi-
tional conditions S. 173 would impose on BOC manufacturing raise serious concerns;
they appear to be unnecessary and inconsistent with the bill's fundamental procom-
petitive objectives and with U.S, trade and comgetition policy.

This concludes my prepared statement. I would be happy to address any questions
that the Members of the Subcommittee may have.

Senator INOUYE. May I begin the questioning? Chairman Sikes,

recently three trade organizations circulated a compromise propos-

_al relating to the matter at issue at this moment. Have you studied
this proposal?

Mr. Sikes. I have not studied it. I have looked at it.

Senator INOUYE. Do you have any thoughts about it?

Mr. SxES. Yes. I think that it 1s short of what the bill intends
to encourage. I think its principal flaw is that it would block joint
ventures. A company with new products would perhaps need in-
creased capital and would approach a Bell operating company as
a potential venture partner. That joint venture would be blocked,
however, because that company would obviously intend to enter
into the fabrication part of the business.

I think it is also very difficult to be%iinn separating what you can
do and what you cannot do. I do not think we want our scientists
engineers, and product managers to have to carry around a legai
text to sort through what is or is not permissible. -

Finally, I think is stands on a faulty premise. I do not think Bell
operating companies can prefer customer premises equipment, ter-
minal equipment, if you will, manufactured by an enterprise in
which they have an interest because it is too competitive a market.

HeinOnline -- 15 Bernard D. Reams, Jr. & William H. Manz, Federal Telecommunications Law: A Legislative History of the Telecommunications Act of
1996, Pub. L. No. 104-104, 110 Stat. 56 (1996) including the Communications Decency Act 48 1997



49

People will not buy overpriced or underperforming merchandise. It
additionally has, under the price-cap form of regulation, an incen-
tive to buy the most efficient and productive network equipment.
Again, if it was favoring the fruits of its own enterprise, but those
were less efficient or less productive products, then it would again
be kind of shooting itself in the foot. So, I do not think that particu-
lar approach would be sound. .

Senator INOUYE. Madam Secretary, do you have additional
thoughts about this so-called compromise?

Ms. OBucHOwsKl. We have looked at it and were certainly
pleased to see that the companies involved have bzen looking at
modifying the manufacturing restriction. But again, I would agree
with Chairman Sikes that it does not go far enough. It basically
keeps these companies out of manufacturing, which again contin-
ues a situation where you have research scientists doing a lot of
line drawing., That would also inhibit investment. It would inhibit
acquisition of companies that are in manufacturing which has bsen
one of the problems that we have encountered.

Furthermore, as we read the compromise, it would only apply to
R&D done for internal consumption. And if you look at the trade
difficulties of the United States, one of the objectives we would
have in letting the Bell companies get into manufacturing wounld be
that they manufacture for export. And under this compromise as
we interpret it, that is not permissible.

Senator INOUYE. Mr. Rill, do you have anything to add?

Mr. RiLr. Mr. Chairman, I am completely in accord with Assist-
ant Secretary Obuchowski’s statement. In addition, I would add
that there is a factor of complexity involved in attempting to delin-
eate what would constitute manufacturing or fabrication contrasted
with what would constitute design, 2 matter which has involved
court participation to a greater extent than I think anyone, prob-
ably even the court, would like. So, I think there are complexities
there too that would militate against the compromise.

Senator INOUYE. Mr. Chairman, ever since AT&T lost the monop-
oly over the equipment market, thousands of new manufactures
have entered the market. And now, I gather that consumers benefit
from cheaper and more innovative telephones and new services.
And I think all of us will agree that our telephone system is the
best in the world. Cur trade deficit has gone down from $2.6 billion
in 1988 to $800 million in 1920, according to Department of Com-
merece. If it is doing so well, why should we change it?

Mr, SIkeEs, Well, I think that it was good that AT&T was broken
up. Maybe I am 2 minority in that respect. I think it did produce
a number of new companies, that is the circumstances that fol-
lowed the break up of AT&T. But we now have seven entities. This
bill certainly would not allow those seven to come back together.
We have a much changed market where it is truly an international
market. It is no longer specifically a domestic market. And I think
the disincentives for Bell operating companies to favor the fruits of
their own manufacturing enterprises are strong enough now that
there is just no potential for significant harm to the manufacturers
that have developed. The Bell operating companies, on the other
hand, offer a significant source of capital.
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We have seen over the last 3 or 4 years a number of small and
innovative companies purchased by foreign companies because they
have reached a certain stage in their maturity, and they have
needed significant capital to take their business into the next
stage. If I had to pick out a single reason for believing this is a
strongly needed piece of legislation, it would be that reason.

Senator INOUYE. Thank you very much. Senator Hollings.

The CHAIRMAN. Thank you, Mr. Chairman. I did not know the
recycled amendment that is going around would be characterized
as a compromise. The thrust of the bill is to allow the Bell compa-
nies to manufacture. And the so-called compromise is to absolutely
prevent them from manufacture. So, let us talk about the sabotage,
not the compromise. [Laughter.]

But that is not going to fly.

Now let me get Mr. Sikes to the meat of the coconut here with
relation to the misgiving of the FCC on page 3, section 227(c)(2)
where we say neither a Bell company, telephone company, or any
of its nonmanufacturing affiliates who perform sales, advertising,
installation, production, or maintenance operations for a manufac-
turing affiliate. And then in order to enforce that, over on page 9
in the section (e), it is 227(e), at the bottom of the page, line 17,
the commission shall prescribe regulations to carry these things
out. And again on the top of page 10, the commission prescribes
those regulations—I am not quite clear in my mind where you
think these provisions in the bills are that Mr. Rill says could fore-
close benefits or that these are new requirements that you alread
are equipped to do and that could frustrate the intent of the bill.
Elaborate on that and why.

I think these provisions are fundamental to the measure because
you have got to understand where we are coming from. We are
coming from an area where these companies formally did do just
those things, use their common carrier provision to engage in Mr.
Rill's antitrust activities. And then finally Mr. Rill caught them.
And according from the Senator from South Dakota, they are still
violating it. So, why not put it in the bill?

Mr. SIKes. Well, T think, first of all, that there are now rules that
protect against cross subsidization. I would not disagree with parts
of the language that you just reviewed. Probably the two areas
where I feel we can work closely to make sure that the rules in this
bill and our rules are harmonized—so we are not involved too
much in a kind of belts-and-suspenders regulatory regime—would
be in the area of protocol filings and also where there would be a
complete separate subsidiary requirement.

I worry when you have kind of total firewall that you lose the
potential for cooperative work between people who are on the oper-
ations side and people who are on the research and development
side, and then on up through the manufacturing process.

The CHAIRMAN. But the firewall, of course is from the common
carrier revenues.

Mr. SIKEs. That is right.

The CHAIRMAN. And we do not want the telephone rates to go up
to get them into further manufacture business.

Mr. SIKES. We absolutely need to keep that financial separation,
and with that I completely agree. But there are going to be in-
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stances where I think people working in various facets of a compa-
ny’s work benefit by working together.

The CHAIRMAN. Kladam ecretary, you were talking, and I was
trying to find it in your statement, to the effect that you said elimi-
nating the lawyer on each research team. You referred to eliminat-
ing the lawyers on the research team. Does this bill provide that?
Iam doingvgetter than what I thought. [Laughter.]

We can eliminate lawyers.

Ms. OBUCHOWSKI. As a member of the bar, maybe I should recon-
sider, but in the United States as the manufacturing restriction
now works, there are such fine lines that need to be drawn that
basically you do need researchers to be very closely involved with
lawyers to ensure that they do not step afog of the restriction. Our
perspective is in an economy that is in desperate need of increased
investment in R&D and as much innovation as possible, %rou really
do not want your most creative minds hamstrung by a lawyer on
each research team, which is the case at the moment.

The CHAIRMAN. I understand your misgiving relative to domestic
content, but now 40 years later in this trade aevelopment, and the
market is developing into a global competition among the various
governments—I heard way back that 40-some years ago that a Sen-
ator which I was not then, of course, Hollings, I can compete with
any company in Japan, but I cannot compete with the government.
And that is the similar situation today. And it is more so today.
So it is not us settintg a nice example.

I was a member of the High Y and liked to set nice examples and
all of that, but this is trade, this is market, this is money. And
when you have got money involved, you have got to make it in
their économic interest. And all of these others in the automobile
industry, whether it is the United Kingdom in Europe or the other,
they have got domestic content provisions. You are not opening any
market by the debate or the argument in GATT. GATT will do a
little bit on oranges or do something on cigarettes, and may get in-
tellectual property, but that is about all. They cannot get anything
fundamental that we have found.

So, rather than go overboard, I would rather in the real world
make sure that we are not accelerating the outflow of manufactur-
ing capability and technology. Now everyone is very proud of the
outcome of the gulf war due to our superiority of technology. So su-
perior that theﬁ' were operating in the dark, we were operating in
the light. We had infrared. We could see at night, we could see
through the clouds. We could hear all the conversations. And veri-
tably a world power against a Third World country, we can prevail
with an air force.

I do not think a single tank, U.S. tank, was hit in this war. I
am going to find out if I am correct, but my best information is a
tank of the United States or any of the other tanks, British,
French, or otherwise, Saudi, even got hit. And that is to the credit
of the technology.

Now there we are. The technology is what we need in communi-
cations in order to be competitive and improve our trade in commu-
nications, get the patents, get the development. And if you do not
have the incentive to manufacture, you are going to be losing out
there. And if we can get the domestic content in there and make
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sure that we do it here, then later on we can adjust. But that is
the only way it is going to open up the market.

This argument I have heard from the White House and otherwise
is it is going to ruin Ambassador Hills’ position in GATT. With all
respect for Ambassador Hills, we have been through more ambas-
sadors in trade. And we keep going out of business. And invariably,
as Pat Choate has testified before this committee, our trade repre-
sentatives have gone and represented the other side. So, we live in
the real world, and we have got to have a domestic manufacturing
provision to make sure we follow the intent of enhancing U.S. man-
ufacturing capability.

Senator Pressler, we have that letter of yours, and we have the
gentleman from the Justice Department here today.

Mr. Rill, I understand, for example, that your Justice Depart-
ment administered this particular proceeding that resulted in cer-
tain fines or penalties taken against U.S. West. And my distin-
guished colleague is interested in this matter, and I will let him
take over. I think he is the next Senator maybe in line for ques-
tions. He asked for a detailed description of the four admitted vio-
lations and nine other allegations that were dropped. He asked for
information on whether any of the admitted or alleged activities in-
volved funds of personnel of regulated telephone companies and a
listing of the disciplinary actions. Can ilou respond for us, please?

Mr. RiLL. Yes. Let me give you a little background on the man-
ner in which we go into a decree compliance investigation. Whether
it is by our own initiation or by a complaint from a competitor or
some ratepayer or injured party, we will conduct a preliminary in-
vestigation and then can proceed in any one of three ways.

We can issue civil investigative demands. We can exercise our
rights under the visitorial provisions of the decree. Or we can ask
that the matter be brought to the attention of a grand jury for in-
vestigative purposes. In this particular case, we investigated it in
a variety of manners with a variety of aspects of the issues that
were under our consideration.

For conduct to be susceptible to action under a decree, there has
to be a clear prohibitory provision in the decree. The party has to
have notice of it and the provision has to be violated. Now for a
criminal prosecution to occur, there also has to be the additional
element of willfulness. Criminal prosecution requires not only a
demonstration of that kind of intent, but also establishes a higher
standard in court—that is, the proof of intent and the other factors
must be demonstrated beyond a reasonable doubt. Whereas, in a
civil offense, as you know, we deal with a standard of only a pre-
ponderance of the evidence.

In this particular case, we reached a global settlement with U.S.
West of the four violations and nine other matters that were under
investigation. Our settlement resulted in a civil penalty which is
the largest ever entered in the history of the antitrust laws, $10
million. And that penalty was accepted by Judge Harold Greene,
who supervises the decree, a couple of weeks ago. In accepting the
penalty, Judge Greene indicated that this was a strong remedy
allllld, nL f?ct, congratulated the Department in being able to obtain
this relief.
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I want to make clear that in our investigation, as we looked at
all the factors available, it was our conclusion that we would not
be able to prove the element of intent that would have warranted
our going forward and prosecuting any of the violations for crimi-
nal sanctions.

We have made information available to Senator Pressler and his
staff. And we have other information that we will make available,.
There is a large volume of filings that we made in court that we
can make available. And to the extent that we can, we will make
all that information available.

As you can understand, we have to take a look at the statutory
limitations under which we operate and the limitations in the de-
cree with respect to confidentiality of information obtained under
the visitorial provisions of the decree. But we certainly want to be
as fully cooperative with the subcommittee as we can be.

With respect to the question of whether or not ratepayers—I
gather the question was whether employees of organizations whose
money is received from ratepayers were involved in any of the
practices, either those practices found to be violations or other
practices under investigation. I think the answer to that is prob-
ably yes. The operating companies that derive revenues from rate-
payers are very broadly engaged in the activities of U.S. West, as
for that matter are all operating companies.

Although I cannot cite particular names at this time or incidents,
1 am confident that employees of the specific operating companies
that receive revenues from ratepayers were involved in the conduct
that was under our review. Again, with respect fo any information
that we can make available, we certainly will.

The CHAIRMAN, I will let my distinguished colleague follow up at
this time.

Thank you, Mr. Chairman.

Senator INOUYE. Thank you.

Senator Pressler.

Senator PRESSLER. Thank you, Mr. Chairman. I shall follow up
somewhat on that, and I thank my colleague from South Carolina.
I handed him a copy of my letter as we were walking over to vois
and I thank him very much for joining me in that reguest.

I guess the reason for the letter is that there are certain things
that the Justice Department or the FCC cannot give out but I
think would be very useful, and my letter ouvtlines that, For exam-
ple, if indeed we have established that ratepayvers did, that if some
of the employees involved in U.S. West violations had their salariss
paid by the ratepayers, I guess the question is, Should not the rate-
paKTers be reimbursed for subsidizing illegal activity?

ow where do you stand on that?

Mr. RILL. Senator, we do not have authority in the Department
of Justice to set rates. That is an authority that would exist either
with the FCC for the origination or termination of interexchange
communications, or with the States for lecal eommunications. We
have the authority only to seck penalties that must be approved by
the court for decree violations.

The provision in this particular $10 million civil penalty that is
of relevance to your question is that none of that amouni may b2
allocated by U.S. West to its rate base, and thereby penalize rats-
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payers as a result of this violation. That is, they cannot raise the
rates to cover the $10 million penalty. But so far as setting rates
to reimburse ratepayers for the time of employees engaged in that
kind of conduct, that kind of remedy is beyond our jurisdiction.

Senator PRESSLER. If you and Mr. Sikes could both look further
into that. And also I look forward to a written answer from U.S.
West to the points I have raised in my letter, which as you said,
you cannot not.

Let me ask Mr. Sikes, what information can you make available
to this committee regarding complaints filed at the FCC regarding
any Bell Operating Company misconduct? I know you cannot state
the name of the company under your rules, or that is the way I
understand it. But what information can you make available to this
committee regarding complaints?

Mr. SIKES. Are you speaking of complaints where we have taken
action and the action has been finalized? Or are you speaking of
this U.S. West situation?

Senator PRESSLER. The activity in general.

Mr. SIKES. Generally speaking, we proceed with a complaint in-
vestigation and do not provide information on it until we have de-
cided whether to take action or not. As we take action, the bulk of
that data is made available to the public. I have our general coun-
sel here and there might be specific parts of the data that would
not be made public. But I will assure you that we would work with
you and make public anything that we are not legally prohibited
from disclosing.

Senator PRESSLER. I see we have a vote underway, but State reg-
.ulators tell me that they have concerns that, given the multi-State
nature of the Bell company operations, they will have difficulty in
enforcing this bill. Could you comment on this?

Mr. SIKES. We each—and I am speaking of the FCC on the inter-
state portion and the States on the intrastate portion—we each
have cost-accounting methods. Many of the States in the U.S. West
territory have price caps, which tends to temper, if not eliminate,
the incentives to shift costs into the regulated rate base. So I think
that we can, in fact, get into this and do it effectively.

Senator PRESSLER. How much additional funding would you esti-
mate would be needed by the FCC and the States to fulfill the reg-
ulatory responsibilities of this bill?

Mr, SIKES. We are doing the things today that the bill calls for,
with a couple of exceptions. And we have not provided CBO or
OMB, for that matter, with cost estimates on the specific excep-
tions. For example, there are provisions regarding protocol filings,
and o{,lher provisions. But again, we can provide cost data on that
as well.

Senator PRESSLER. Mr. Rill, I understand you cannot comment
on specific companies, but could you provide, for the record, an
analysis of all MFJ violations you are currently investigating with-
out mentioning specific companies?

Mr. RiLL. I think we can accommodate that in general terms,
Senator, to the extent that, as you indicate, we_are not able to
identify particular companies under investigation. I think the infor-
mation would be somewhat generic but we will certainly see what
we can get to you on it.
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Senator PRESSLER. Good. And I do very much appreciate Chair-
man Hollings’—I talked to him on the way over—assistance in get-
ting a written response, a thorough written response. I think the
committee needs a thorough written response to the issues I have
raised. And I know you cannot reveal all the things but I thank
you very much.

Mr. RiLL. We will certainly make available to you what we can,
Senator Pressler, from the public record material.

Senator INOUYE, Thank you very much.

Senator Burns.

Senator BUrRNS. We do have a vote on and I think we ought to
maybe lay the groundwork here so that we all know what we are
talking about, the ramifications of this bill.

Mr. Rill, T understand one of the activities that got U.S. West in
trouble involved a modification that they made in an IBM PC. U.S.
West worked with some small domestic manufacturers in Hawaii
and California to develop a circuit board that turned an IBM PC
into an operator services computer.

They got in trouble because they made it telecommunications
equipment. U.S. West, legally, could have made software that al-
lowed the IBM PC to run pac man games or an accounting
spreadsheet.

What U.S. West wanted to do would have allowed a small tele-
phone company to buy a significantly cheaper operator services
equipment that is available in the market. But U.S. West was
stopped from bringing this idea and this product to the market.

If this bill becomes law as written today, would U.S. West have
violated a manufacturer restriction?

Mr. RiLL. My understanding is, Senator Burns, it would not if
this bill were law at the time of the conduct. It is my understand-
ing that the practice that you refer to would not have violated the
restriction because there would not have been a restriction, and
therefore, U.S. West would have been free to undertake the
workstation modifications and conduct that was part of the decree
investigation.

Senator BUurNS. OK. Now let us take it one step further now.
What experiences have you had with the independent telephone
companies that are also—they are manufacturing their own equip-
ment and also they are using their own equipment. For instance,
once the Contel merger is complete, GTE will be larger than any
Bell company providing about 18 million lines. Yet GTE can manu-
facture equipment and has not been able to disseminate or destroy
their competitors—or decimate their competitors. They have not
put anybody out of business, have they, to you knowledge?

Mr. RILL. Not to my knowledge, Senator Burns. And I think obvi-
ously one of the features of the bill that makes us comfortable is
that it in no way removes our jurisdiction to challenge antitrust
violations where they occur. And I feel comfortable with the FCC
regulations, and also with the strong commitment of the Antitrust
Division to go after violations that might occur in the context of
any practice by any of the companies. But I am totalgr comfortable
that the combination of FCC regulation and continued antitrust ju-
risdiction would prevent the sort of practice that you refer to.
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And you are quite correct. We have not had any allegation of any
redatory or any other anticompetitive conduct on the part of the
rms that you are referring to.

Senator BUrNS. Thank you, Mr. Chairman. I probably have a
couple of other questions. I can get them answered by mail, though,
if you do not mind. And being as we are in the last stages of this
vote, maybe we should go do that.

Senator INOUYE, All right. Thank you very much. We will have
to stand in recess for a few moments.

[A brief recess was taken.]

Senator INOUYE. Let us have a little order, please, because we
have some important panels in addition to this important panel.
And our colleague from Louisiana can proceed.

Senator BREAUX. Thank igu, . Chairman, and I thank the
Eanel members. Let me ask Mr. Rill first. Let us take our thoughts

ack to about the time, 1982, when we were first talking about the
break up and the orders and the agreements ordering divestiture.
It is my recollection that very clearly the Department of Justice
was a key player in advocating the divestiture and a key player in
advocating the restrictions on the RBOC’s following the break up.

One of those restrictions that the Justice Department, as I un-
derstand, strongly supported was the prohibition on any manufac-
turing by the RBOC’s. Today gour testimony is in support of manu-
facturing for the RBOC’s. And I would like you to discuss why the
Justice Department has apparently done a 180-degree turnabout
and what their position is in light of the fact that the RBOC’s are
clearly still monopolies in their service areas?

Mr. RiLL. Thank you very much, Senator. I would be pleased to
discuss that issue. You are right in your premise that in 1982 the
Justice Department strongly supported the line-of-business restric-
tion on manufacturing. I t¥unk it is important to keep in mind,
Senator, that the decree itself contains a provision for the review
of those line-of-business restrictions both under section VIII(c) of
the decree which was put in by Judge Greene, providing for the
waiver process.

And also in Judge Greene’s opinion, he made note of our commit-
ment to undertake a triennial review of the restrictions and other
aspects of how the decree was working. And that, therefore, built
in the need to look at competitive conditions in the very fast devel-
gping telecommunications industry as it would be affected by the

ecree.

In 1987, that first triennial review was completed. Since the de-
cree did not become fully effective until 1984, that was a 3-year re-
view. The Department submitted a very comprehensive analysis
that was done under the leadership of Dr. Peter Huber in the so-
called Huber Report. And that report evaluated conditions then ob-
taining in the telecommunications industry. We have had the bene-
fit of er developments since then, particularly developments
with respect to the actual implementation of the cost accounting
and affiliate transaction rules and other rules by the Federal Com-
munications Commission.

So, rather than a 180-degree turn, I think our views have
evolved with the conditions in the industry, as contemplated by the
Department and as contemplated under the AT&T decree. And
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what we see are the results that we had hoped for with the divesti-
ture of the operating companies and the division of the operating
companies into seven regional companies. And what we have seen
there is that not any one company dominates the purchase market
for equipment. And no one company at the most would purchase
more than 15 percent of the equipment sold in the telecommunica-
tions industry in the United States. No one Bell operating company
could manufacture all of its equipment.

As to some equipment, the major switching equipment, a single
Bell would have to be able to sell it outside. It could not sustain
the scale economy selling it only inside, so it would have to bs very
efficient in making that equipment to market it.

We have seen a very strong, competitive manufacturing industry
develop. Of course, AT&T is the major player in that industry. And
we see stronger regulatory provisions being put into place now,
even different from 1987, being implemented by the FCC. You may
remember that in 1982, the FCC, under different leadership, differ-
ent rules, said that it had been unable to police cross-subsidization
and discrimination by the integrated Bell System. Chairman Sikes
has said today, as he has said before, that the FCC can police anti-
competitive discrimination and cross-subsidization.

So, for all those reasons we think that the industry has evolved,
and regulation has evolved so that the manufacturing restriction is
no longer necessary to insure a competitive manufacituring indus-
try, even if one assumes, which was our view in 1987, that the
local monopolies of intraexchange communications remain.

I want to add what I said just before the vote, that at the De-
partment of Justice we are making the commitment that we will
continue to be vigilant, as I am sure the FCC will. We will be con-
cerned with anticompetitive discrimination and we will pursue evi-
dence of illegal cross subsidization under the antitrust laws. And
we are confident that we will be able to play a strong role in pre-
venting violations of the antitrust laws should this legislation pass.

I am afraid that is a very long answer to %rlou question.

Senator BrREaUX. Well, 1 thank you for the answer. I think it is
very important to spell out what is different between 1982 and
1991 with regard to the perception of a changed position. And I ap-
preciate the answer.

One other followup to Chairman Sikes. Turn your attention of
page 9 of Chairman Hollings’ bill if you have it. And it is a section
dealing, down on line 17, where it says the Commisgsion shall pro-
scribe regulations requiring that any Bell telephone company
which has an affiliate that engages in any manufaciuring author-
ized by the bill shall do three things, essentially, they have listed.
And I would like you to tell me what is you interpretation of what
these requirements would mean?

No. 1, when it says that this affiliate shall provide for opportuni-
ties to sell such equipment to such Bell telephone companies which
are comparable to the opportunities which they provide which such
company provides its affiliate. What does that mean?

Mr. SIKES. Open procurement and essentially, I mean essential.
1 think that is a good, strong provision.

Senator BREAUX. That would mean that the Bell operating com-
pany would have to allow anyone to make an offer or a presenta-
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tion to them for the right to sell their equipment to the Bell operat-
ing company?

Mr. SIKEs. I think they are going to have to have procedures that
are set up, which they could then point to, to assure other manu-
facturers an opportunity to sell the kinds of equipment to them
that they are also making,

Senator BREAUX. What about subparagraph 2, that they should
not subsidize their manufacturing affiliate? How do you write regu-
lations to guarantee that that is done?

Mr. SIKES. We currently have, using cost accounting, joint cost
manuals which are annually updated and put out for public com-
ment. And it is those joint cost manuals that separate the costs,
distribute the costs, and that are aimed at making sure that the
costs of a competitive enterprise are not shifted into the rate base.

We then follow that up with staff audits, annual attestation au-
dits, and we also have an automated reporting system so that we
get data and are able to make benchmark comparisons. That is one
of the points that General Rill made. That is, because there are
now seven companies, you can make benchmark comparisons in
how costs are distributed. What we call the ARMIS system, an
automated reporting system, allows us to do that.

Senator BREAUX. What does subsection 3 mean to you when it
says they shall only purchase equipment from its manufacturing
affiliate at the open market price. What are we talking about with
that section?

Mr. Sikes. That again would mean that they cannot overpay.
And you know, we have affiliate transaction rules that go precisely
to that point.

Senator BREAUX. Assuming a Bell operating company looked at
a piece of equipment that was priced at maybe $5 a unit from their
affiliate and $2.50 from another competitor. And they bought the
unit from their own affiliate at the %5 price per unit. Does that
raise flags? Would that be allowed? Is that going to be a violation
or what does that mean? .

Mr. SIKES. It raises flags. And assumint%1 essentially technical
comparability, they would be in violation of the law.

Senator BREAUX. Thank you, Mr. Chairman.

Senator INOUYE. Senator Exon.

Senator EXoN. Mr. Chairman, thank you very much. I am sorry
that I have been tied up on another committee and I am pleased
to be back now, and I am very much interested in this whole proc-
ess. And I thank you once again for calling it.

I assume that all of the panel are fully aware of the proposition
that has been worked out by the New York Public Service Commis-
sion in an attempt to increase local competition by allowing some
coaxial cable people to tie into the Bell Central operating facilities.
Are you familiar with that proposition in New York? I assume that
was approved by you people before it went into effect?

Mr. SIKES. No, it was not.

Senator ExoN. Did that have to be or does it not have to be?

Mr. SikEs. No, it does not have to be.

Senator EXON. Are you familiar with the negotiations or how
that—in other words, if it is an arrangement of the local Bell oper-
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ating company with those who wanted to offer that particular serv-
ice. Is that correct?

Mr. SIkKEs. Well, it first of all, dealt with intrastate services, so
it was not under the jurisdiction of the FCC.

Senator EXON. But it would be if it went interstate?

Mr. SIKES. That is correct.

Senator EXON. Has that matter ever come up before any of your
agencies for consideration?

Mr. SIKES. Yes. We have a docket pending currently.

Senator ExXoN. Is this the first one?

Mr. SIXES. I am not sure it is the first one, but since I have been
chairman, it is the first one. Generally we refer to it as a metropoli-
tan fiber systems petition. They are essentially a transport compa-
ny providing fiber optic loops in large metropolitan areas. And they
would like to get access to more business.

Senator EXON. Sure.

Mr. SIKES. And the access is essentially controlled by the local
exchange carriers.

Senator EXON. And at least in this one case in New York City,
the Bell operating companies accepted the arrangement with the
installer of this system. Is that correct?

Mr. SIKES. I do not know all of the details of that. I presume the
New York Public Service Commission was heavily involved in that
and so it was not necessarily completely worked out by private par-
ties. Maybe Ms. Obuchowski knows more about the specific ar-
rangements.

Senator ExoN. As I understand the next step in that particular
proposition would not only be intrastate, but interstate. And if they
\Yeng to that kind of a system, it would come before the Commis-
sion?

Mr. SIKES. That is correct.

Senator ExoN. Has the Commission ever ruled on that particular
matter as of today?

Mr. SIKES. No.

Senator EXoN. It has not. Can you tell us anything about the
likely decision time as to whether or not you are even going to con-
sider it?

Mr, SIKES. We are going to consider it.

Senator EXON. The one that is presently before you.

Mr. SIKES. Yes, sir. We are considering it.

Senator EXoN. Do you have any timeframe as to when the deci-
sion will come down?

Mr. SIKES. This year, 1991.

Senator ExoN. Thank you, I have no further questions, Mr.
Chairman,

Senator INOUYE. Senator Danforth.

Senator DANFORTH. I want to congratulate both the chairmen for
holding this hearing and Senator Hollings for introducing this bill.
I had a point made to me by a friend of mine yesterday that I must
say caused me pause. He said this issue is airline deregulation all
over again. I supported airline deregulation and I have supported
this concept. But it does give me pause.

I want to just ask you, all three of you, I guess, if you could ex-
plain one thing to me. Back in 1987—Chairman Sikes, I think you
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were then the Assistant Secretary for Communications and Infor-
mation—at the Commerce Department. The NTIA’s trade report in
February 1987, said joint venturing between the Bell companies
and foreign manufacturers would likely cause significant harm to
American competitive technology and trade position and could pose
the threat of destroying this country’s indigenous central office
equipment manufacturing capacity. A very strong statement. The
threat of destroying this countries indigenous central office equip-
nllenj: 1p7anufactuﬁng capacity. What was the rationale for that con-
clusion?

Mr, SIKES. I recall that language specifically. The International
Trade Administration insisted that language be put in and it was
their theory, at least, that a Bell operating company would joint
venture with, say, a Siemens of Germany, or an Alcatel of France,
or an NEC of Japan. And, that would then assure a market here
for the fruits of that joint venture. They were worried that it would
therefore be harmful to, say, an AT&T or a Northern Telecom,
which while Canadian has a very major set of assets in this coun-

try.

1 think the risk of that happening has attenuated significantly.
I think the provisions in this law relating to open procurement, and
the incentive regulation adopted by the FCC, and in many of the
States, is in part an additional safeguard against that prospect.

Senator DANFORTH. Do you agree with that?

Ms. OBucHOWSKI. I think Chairman Sikes sums up the present
point of view. We see a very globalized market at present. That has
been an evolution throughout this decade. We see U.S. companies
p}?rticipating in joint ventures overseas and the converse also being
the case.

Senator DANFORTH. Let me just ask you a question. Let us say
Siemens and a Bell company entered into a joint venture. Where
would the Bell company buy its own equipment?

Ms. OBUCHOWSKI. I suppose it would depend on what the equip-
ment was.

Senator DANFORTH. If they were manufacturing—the joint ven-
ture was manufacturing the equipment.

Ms. OBUcHOWSKI. Well, they would have to follow under this bill
an open procurement.

Senator DANFORTH. Pardon?

Ms. OBUCHOWSKI [continuing]. Under the bill, if they were manu-
facturing equipment, they would have to follow an open procure-
ment regime. And I assume if they were manufacturing this equip-
ment and it was the best at the best price, they would procure from
themselves. If there was a better company out there with a better
deal, under this bill, they would have to buy it elsewhere.

Senator DANFORTH. Better than their own deal?

Ms. OBucHOWSKI. That is the way the bill is structured.

Senator DANFORTH, Mr. Rill, the Justice Department also took a
very strong position back in 1987 and said, joint ventures between
the Bell operating companies and foreign manufacturers would be
a national disaster of major proportions. Do you think that that na-
tional—well, first of all, is that still the position of the Justice De-
partment, or is that old hat?
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Mr. RILL. That is not the—that abstract statement is not the po-
sition of the administration or of the Department of Justice.

Senator DANFORTH. It was in 1987.

Mr. RiLL. I am aware of that, Senator Danforth. I think that
what we have now is an ability and an incentive and a propensity
to look at joint ventures as well as mergers and acquisitions on a
case by case basis and to take action to prevent those joint ven-
tures as well as mergers and acquisitions that would have an ad-
verse affect on competition in the United States.

Senator DANFORTH. Do you think, Mr, Rill, that say a Southwest-
ern Bell had a joint venture with Siemens to produce certain equip-
ment, and Southwestern Bell was in the business of purchasing the
equipment and the Germans were in the position of purchasing
that equipment, they would have a com%etitive advantage dealing
with their own companies? Generally, what would be the position
of the antitrust division? That that is fine?

Mr. RILL. They would certainly—no, I do not think we could an-
swer whether that was fine or malignant just from the broad state-
ment. We would have to know the terms of the venture, what the
equipment involved would be, what the potential market shares
were of the joint venture.

Senator DANFORTH. Are there competitive advantages inherent
in doinﬁIEusiness with yourself?

Mr L. There may be efficiency advantagas inherent in doing
business with yourself. To the extent that there is not a market
power concern, and there may be or may not be, depending on the
facts of a particular situation, we should be encouraging—we
should certainly not be standing in the way of vertical integration
that g:omises to produce efficiencies.

I think that one has to take a look at both the market power
issue, which would include an analysis of who else is making the
product, and what is the prospect of entry, as well as a sophisticat-
ed look at efficiency. -

Senator DANFORTH. If you are really talking about a product
where there are a lot of competitors and it is pretty well divided
up, the market is pretty well divided up, it is one thing. But here
we have a situation where there are these very large companies
and with tremendous economic resources. And you are saying back
in 1987, that joint ventures with foreign manufacturers would be
a national disaster of major proportions, has that national disaster
been fixed in this bill, or does the Justice Department have a dif-
ferent view than it had back in 1987?

Mr. RiLL. I think the view of the Justice Department today is
that we are capable of preventing joint production ventures which
have the prospect of creating or enhancing market power.

And to the extent that joint venture occurs that creates or en-
hances market power, we will go after it, and we will challenge it,
and we will try and prevent it from taking place. Whether we char-
acterize it as a national disaster or an anticompetitive transaction,
from our standpoint, is not of so much consequence.

In a market where there are big companies, there may also be
a number of big companies that are competing. And we are dealing
here with an abstract question. One would have to say that the sit-
uation may differ from, for example, CPE to switching companies.
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Senator DANFORTH. Could you tell me, I mean, I do not know.
You know antitrust.

Mr. RiLL. So do you, Senator.

Senator DANFORTH. I honestly do not. The only thing that I know
about antitrust is that Judge Bork was my antitrust teacher.

Mr. RiLL. We share that. Not formally, but certainly he is one
whose writings I have a great deal of respect for.

Senator DANFORTH. That was 30 years or so and I do not know
anything about it. Can you tell me what has happened since 1987
that has transformed a pending national disaster to something that
zhet'tfj';'liSﬁge Department supports to the point of showing up and

estifying?

Mr. RiLL. Senator Danforth, I can only say, because I was not in
the Government in 1987, I can say that today we have a strong,
I think sound, I hope rational merger and joint venture enforce-
ment program. In the last year, we brought more challenges to
mergers and acquisitions, I am told, than in any year since 1973.
I do not want to play a numbers game. So, I have some confidence
that we will have an ability to prevent national disasters in the
fm(’lm t?f anticompetitive joint ventures in the telecommunications
industry.

Senator DANFORTH. The antitrust division under the Bush ad-
il.linistration is more efficient than under the Reagan administra-

ion,

Mr. RiLL. Senator, I am not going to give a report card to me or
to the Reagan administration. I just think that we have a sound
enforcement program and we owe a great debt to the clarity and
force of the merger guidelines that were developed in the Reagan
administration,

Senator DANFORTH, Chairman Sikes why don’t you answer and
then I am going to drop it. It just seems to me that what we really
are talking about is competitiveness and that really dire things
were said back in 1987 by NTIA, by the Justice Department, and
by the Labor Department, which said that 18,000 to 27,000 jobs or
more would be loss if the manufacturing restriction were lifted.
And that something has happened, either in the way the bill has
been drafted or the way the antitrust division is set up or some-
thing in the meantime. And I just wanted to clarify that, I mean,
as far as all of you are concerned, I take it that the positions that
were taken in 1987 just do not hold true now.

Mr. SIXES. I would like to comment. First of all, I suspect that
was an overstated objection in 1987, but we now have affiliate
transaction rules. Those were used most recently in the NYNEX
case where the operating company overpaid for merchandise from
other of its affiliates.

We also have the benchmark data system where we can specifi-
cally look at what is being paid for lines, for circuit switching
equipment, and so forth. And I think that is a significantly im-
proved situation for policing the kind of conduct that might occur,
if say, Southwestern Bell and Siemens were in a joint venture.

Ms. OBUCHOWSKI. Just two quick points on that report. While
that statement was in the report, having reviewed the entire re-

ort, its general thrust is supportive of manufacturing entry, at
east in the R&D area, and very strongly supportive. So, even back
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in 1987, the thrust of that report was other than just that point
on Tjﬁint ventures.

e other point is that as an administration, we are always deal-
ing a little bit with the unknown, whether this is going to happen
or whether it is not going to happen. But we have become increas-
ingly concerned with the manufacturing base of this country. When
50 percent of the industry cannot be participating and foreign com-
panies are buying into our companies and forming such joint ven-
fures with our companies, you have to ask yourself, is there a less
restrictive alternative, We are confident that both the FCC under
Chairman Sikes and the Antitrust Division under Assistant Attor-
ney General Rill, can do the enforcement job concerned here.

Mr. RILL. Senator Danforth, I hope I am not communicating to
you or the tﬁanel any kind of attitude toward joint ventures that is
one other than vigilance with respect to mergers and joint ventures
that have the prospect for creatinior enhancing market power.

We will do our very best to seek them out and to prevent them.
And I think that with the additional information available from the
FCC’s improved regulations, we will be able to do an effective job
in that regard.

Senator DANFORTH. All I am saying is this. I do not really know
the answer to it. All I am saying is that Senator Hollings in his
bill, has raised the question of international trade. I generally op-
pose domestic content requirements. And as a matter of philosophy,
have done so many times in the past.

But it seems to me that we are entering into a very serious situa-
tion which was predicted in 1987 to be dire in the words of the pre-
vious administration. If you are now going to change your position
on joint ventures or say that somethin%has happened in the mean-
time to obviate the situation, and at the same time testify against
Senator Hollings, that, to me, says that you have solved, in your
own minds, an issue which was very serious in a different form in
1987. And is very serious as far as Senator Hollings is concerned.

Senator INOUYE. Senator Kerry.

Senator KERRY. Thank you, Mr. Chairman. Senator Danforth has
asked some questions along the lines that I also wanted to pursue.
But I would like to ask, first of all, for a long time Congress has
been admonished not to pick winners and losers and there has
been a philogophy that says, we do not pick winners and losers. Let
the marketplace do it.

In effect, what you are asking to do, it seems to me, is pick a
current winner, give them potential to be a bigger winner, and per-
haps create some losers. Can you tell me why we are not, in fact,
doing that, specifically?

I mean, if you take—we have got 7 of the top 35 corporations in
America, each of which it is acknowledged, still has the same bot-
tleneck tendencies that promoted the initial decree. And you are
suggesting that we ought to allow them to go into joint ventures
with Siemens, Alcatel, NEC, whomsoever, have the ability to sell,
as you say in a sort of competitive structure that we are going to
create, which I want to ask you some questions about, when 6,000
or so manufacturing companies have come on line in the last years.
ﬁnd as Senator Inouye said, the trade deficit appears to have come

own.
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If you take the low end of that deficit out, faxes, and answering

machines, and so forth, in effect we are at a surplus. So, why woul

we not simplg' be taking some of those 6,000 companies and saiing,

“Sor;i folks.” These bottleneck companies are now going to have

{.)he ility to be bigger, that they are going to compete. Say good-
ye.

Mr. SIKES. Are you directing that to me?

Senator KERRY. I am directing it first to you and then Ms.
Obuchowski.

Mr. SIKES. First of all, I would challenge the number 6,000. You
know, I reviewed before I came in, the TIA membership, which is,
I think, Telecommunications Industry of America. And 1t fell dra-
matically short of that, and many of the companies were American
subs of foreign companies.

Second, I think you will hear later in this hearing from a number
of small U.S. companies which would like to have the option to do
joint ventures with Bell operating companies because they have
reached a stage in their companies’ development where they need
capital to take the next step. So, I think that would enable those
companies. I think there would be a significant new source of ven-
ture capital.

And I think the thing we can say for sure is that without some
relief from the AT&T consent decree restrictions, what we have
done is we have put an absolute freeze on ideas, and on capital,
and on ingenuity coming out of the Bell operating companies. I just
do not think that is sound communications, or competitiveness, or
manufacturing policy.

Ms. OBUCHOWSKI. To amplify on the winners and losers point, we
are by no means here choosing winners and losers. What we are
trying to do, I believe, is apply an American precept. Let everybody
in and compete. We have no way to determine whether these com-
panies will be successful or not. But what we do know is that in
this country we have a deficit in R&D and we have a trade deficit.

Given that setting, in spite of the improvement, we still have a
trade deficit. From our vantage point, it is time to consider
unleashing these companies into this field.

Senator KERRY. When you say we still have a trade deficit, not
if you take out, as I said, those low-end items. If you take out the
faxes, answering machines, telephones, you do not have a deficit.
You have a surplus of $1.6 billion.

Ms. OBUCHOWSKI. As you know, this is one of our sunrise indus-
tries. This is one of the two or three industries that in this country
we are the most proud of, that we know we are extremely strong
in. So, the fact that we are sitting here saying to ourselves, the
trade deficit has diminished but still remains, is qust not good
enough. And the fact that we are saying that fax machines are part
of it, is also from our vantage point, not good enough.

Senator KERRY. The trend line is in the direction you want to see
it in and it is really minimal at this point. The companies are
emerging already. I mean, this is where the manufacturing side
has made its advances, has it not?

Ms. OBUCHOWSKI. Sure. We want to see, and certainly Secretary
Mosbacher is working very hard to see that trend line completely
turn around. We think that with appropriate safeguards, those
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6,000 companies or however you want to count them, can remain
very aggressive in this market and in overseas markets.

But the real question is, whether you have about roughly $100
billion in cash, constantly steered away from R&D, how you see
these cash rich companies investing only 1.8 or 1.4 percent in R&D
in an industry where companies like NEC, Fujitsu, Alcatel, all com-
panies that have been mentioned today, are investing 10 percent
on average. So, that is the problem we are trying to address.

Senator KERRY. In the nondefense sector in communications in
1989, R&D rose by 8.3 percent and in 1990 it rose by 11-point-
something percent. I think you are not accurate there. There has
been an increase in R&D.

Ms. OBucHOWSKI. There has been an increase but in terms of the
Bell companies——

Senator KERRY. You said there was a growing deficit.

Ms. OBUCHOWSKI. There is a growing deficit in relation to where
other countries are operating. You have basically—

Senator KERRY. Those percentages are ahead of the 10 percent
you gave us that other countries are spending.

Ms. OBUCHOWSKI. I do not believe in general that is the case. In
general, when you look at the studies, even submitted by opponents
of this bill, overall investment in R&D has remained flat.

Mr. SIKEs. I think, also, if I might just add one thing. GTE is
now the Nation’s largest local exchange carrier. It has been for dec-
ades involved in manufacturing, and to my knowledge there has
not been egregious or significant harm to public interest. What we
are talking about is a bill that would let companies that are, in
fact, smaller than GTE, do the same thing GTE has been doing for
a long time.

Senator KERRY. In the bill, what concerns me a little bit is you
talked about the regulations that will be established to guaranty
opportunity for companies to sell the same products to a company
as it is manufacturing or joint venturing. And the paragraph in the
bill says that you are going to have to issue a regulation so that
they provide to other telecommunications equipment manufactur-
ers, opportunities to sell such equipment to itself or any of its affili-
ates which are comparable to the opportunities which it provides
to itself or any of its affiliates.

Now, I take it that is the regulation you are referring to that is
going to keep this open door. Is that accurate?

Mr. SIKES. I think the open door is going to be largely sustained
by market forces. IBM went out of the computer store business be-
cause it could not make it selling its own equipment. You just can-
not use, regardless of how powerful you are, your own equipment
in computer and communications markets these days, at least not
exclusively. So, I think market forces are going to largely keep it
open. But I think this regulation will help as well.

Senator KERRY. But what they tell me, what a lot of the Bells
tell me as they describe the need for this, is that there is a re-
straint now. T%e cannot do the design and sort of development
work necessary. Xnd there are such strict limits on research under
J udge Greene’s order that they have great difficulty satisfying their
needs.
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So, if we do this, they are then going to be able to design systems
according to their needs, which are so specific it seems to me, ac-
cording to those needs, that you could in fact, by virtue of that very
specific design requirement, exclude anybody else from being able
to provide a similar product. And in effect, create an exclusionary
process rather than a competitive process.

And I would assume, because they want to be able to buy from
themselves and sell to themselves, because that is the way you
make money, that the compulsion will be to have a design require-
ment that 1s not like anybody else so there is no one else in the
I%aﬂ?:et to be able to provide it to. So, how are you going to police
that?
thltl‘}lean, you say you are going to police that. How will you police

at? ,
kiI\I(Ilr. fSIKES. First of all, market forces are going to constrain that

nd of—

Senator KERRY. They are going to create the market for us.

Mr. SIKES. No. 1, they depend on interoperability. They absolute-
linal.re dependent. It is their plasma. Second, thTeﬁ cannot make
things just for themselves and make any money. They have got to
sell into the whole market, and they have got to sell into the inter-
national market. They cannot simply create their own market and
make a profit.

Senator KERRY. But if they are joint venturing, they have the
ability. I mean, this is what we went through a little bit with Beta
and VHS and so forth. It seems to me, maybe I am wrong, but I
can see the same kind of dynamic taking hold here.

Mr. SIKES. Also, the Senator’s bill, I think some of its provisions
are unnecessary because I think our rules, sustaining the funda-
mental value of interoperability, are sufficient. But Senator Hol-
lings’ bill has a provision that specifically calls for filing protocols
with the FCC and disgorging relevant network information.

Senator KERRY. Now when it says that you are going to try to
prohibit them from subsidizing the fully separated subsidiary with
revenues from the regulated telecommunication services, you are
viewing cross subsidy in that definition purely as capital that ac-
crues by virtue of the direct revenue from the exchange service it-
self; correct?

In other words, it is just the cashflow. But what about the ability
that they get to leverage capital by virtue of their overall asset
base that is, in effect, a reflection of the rate regulated status that
they have? Is that not, in effect, a cross subsidy?

Ms. OBUCHOWSKI. I guess if the point is their cost of capital, that
they, by virtue of being very stable companies, could have a lower
cost of capital. We are competing in a global marketplace for equip-
ment and NEC, Fujitsu, Alcatel, Siemens have some of the lowest
cost of capital in the world. And that is precisely why they are able
to compete.

So, I think any company that has a low cost of capital in the
United States, particularly where we are worried about high cost
of capital, I mean, assuming no cross-subsidization, should be en-
couraged. Certainly IBM and ITT have low cost of capital because
they are highly diversified and we say, great, go at it.
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Senator KERRY. I understand that but it seems to me that if you
are—I understand you are limited only to sort of direct revenues.
But on the other hand, their entire status, their entire power in the
marketplace, comes from a rate regulated, bottleneck status. And
it seems to me that that is inherently an advantage in reducing
their cost to capital against any other competitor in the market-
place. And the moment you permit them the joint venturing that
they will gain here, it seems to me, again, in this winner/loser
equation, that you are greatly disadvantaging, we are, by Govern-
ment edict, greatly disadvantaging people where I am not sure, and
I say I am not sure and I need to work this out more, but I am
not sgre that the imperatives for the original order have disap-
peared.

Ms. OBUCHOWSKI. Senator, I think your concerns about bottle-
necks are valid ones. And putting into place interconnection re-
quirements, cost allocation requirements, all those kinds of safe-
guards by the FCC address them. But on the cost of capital point,
I really think we would be looking for winners and losers if we
were looking at each different companK in the economy and saying,
well how come they have lower or higher cost of capital. Maybe we
fhould keep them out of businesses because their cost of capital is
ow.

And indeed, we are in an economy where, for example, NEC,
Northern Telecom, Siemens, all have very, relatively speaking,
lower costs of capital because they have protected markets to an
gxtent. And they are full and open to compete here in the United

tates.

So, by that measure, we cannot say, “Because a company is get-
ting a lower cost of capital for whatever reason, we do not want
them in manufacturing.” We sure do not want them cross-subsidiz-
ing. But I think a lower cost of capital, a stable capital source, is
really all to the good.

Mr. SIKES. One of the problems, Senator, is that State regulators
or the Federal Communications Commission would not allow the
companies to earn a rate of return if they put all the capital they
earned back into their regulated rate base. So, they have got to put
their capital elsewhere. And the question is, Do we want them to
put it in the insurance field, for the real estate field, or the tele-
communications field?

Ms. OBucHOWSKI. And I think this administration, for one, is
pretty concerned that, for example, the cable consumers of the
United Kingdom and France are the beneficiaries of the low cost
gf capital that the Bells now have, as opposed to our manufacturing

ase.

Senator KERRY. Would you support a safeguard that would bar
Bell joint ventures with those foreign firms whose home markets
are closed to our firms? I mean, if that is part of our goal here.

Mr. SIKES. Again, I would defer to the administration on the
trade policy dimension of that.

Senator KERRY. Let us go vote.

Senator INOUYE. We have another vote. I hope the witnesses will
remain here. Senator Pressler has a few more questions to ask, and
Senator Hollings.
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The CHAIRMAN. I think this panel has been unusually good. And
Madam Secretary, you are outstanding. I am going to have to learn
to pronounce Obuchowski.

Ms. OBUCHOWSKI. You got it right the first time.

[A brief recess was taken.]

Senator INOUYE. The committee is most grateful to this panel for
the patience that they have demonstrated all afternoon. I believe
this will be the last question.

Senator Pressler.

Senator PRESSLER. Mr. Chairman, I might just say that I walked
back over with Chairman Hollings—we have two chairmen—but I
suggested to him, and he seemed to concur, that we do need on this
U.S. West matter, to dig into that a little bit, to get the facts in
terms of the additional information. As I understand it the Justice
Department and the FCC can only give what is in the settlement.
But there were nine things that were dropped.

We have learned that rate employees were utilized in some of the
illegal activities, how the company transfers that money. None of
the fine, the $10 million fine, is supposed to be allocated toward
ratepaying people. It is somehow supposed to come from other
Sﬁurces, as I understand it. How the company is going to allocate
that.

I think since the amount of publicity that that huge fine got—
and it was the largest one in history—that before making a funda-
mental change in the way the BOC’s operate, it would behoove us
as a committee to have in writing answers to some of the ques-
tions. Chairman Hollings is going to try to get those, but also I
would suggest for your consideration, Mr. Chairman, the possibility
of having U.S. West here, the president, to have a hearing or part
of a hearing on this subject, to find out what exactly led to that
large fine, what steps have been taken to correct it and so forth.

I just wanted to ask the final questions. I have stated it correct-
ly: the Justice Department can only state what has been in the pa-
pers, which has been just the tip of the iceberg. But the company
could voluntarily discuss this.

Mr. RiLL. I think the company, certainly the company is not sub-
ject to the same limitations we are with respect to the company’s
own information. As I indicated, when we proceed either by civil
investigative demand, or by grand jury process, or by the visitorial
provisions of the AT&T decree, we are subject to confidentiality re-
strictions, as contained in the CID statute, the grand jury rules
and the court decree.

As I indicated, though, Senator, we will give you everything we
can, subject to those limitations, and look forward to cooperating
with you.

Senator PRESSLER. I commend the Justice Department. It did ev-
erything possible to try to prevent ratepayers from being penalized
for their company’s actions. But as a practical matter, all the
money is fungible, and there is no way to guaranty ratepayer funds
will be isolated. And I want to emphasize that none of my ques-
%ogsv%r originally raised with U.S. West have been answered by

.S. West.
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That is why I am trying to get to the bottom of this. I think it
is t;iimportant to the committee and important to this piece of legis-
ation.

Senator INOUYE. Thank you very much, and I thank all of you
very much. Our second panel this afternoon consists of the chair-
man and chief executive officer of Pacific Telesis Group, Mr. Sam
Ginn, the senior vice president of American Telephone and Tele-
graph, Mr. Jim G. Kilpatric.

I would like to advise one and all that I intend to chair this hear-
ing until we have heard from all the witnesses. So, all those who
have been scheduled to testify, you may have to miss your dinner
tonight. Mr. Ginn, welcome, sir.

STATEMENT OF SAM GINN, CHAIRMAN AND CEO, PACIFIC
TELESIS GROUP

Mr. GINN. Thank you Mr. Chairman and committee members.
Thank you for the opportunity to be here. The committee is to be
congratulated for stepping up to this very, very complex issue.

I would like to say that action taken along the lines contained
in the proposed legislation, I believe will have profound and posi-
tive effects on our industry, and also, by the way, the American
consumer.

Mr. Chairman, a couple of administrative items. Today I speak
for all seven regional companies. This may be the first time in his-
tory that we have all been together in such harmony. And I suspect
itlgoes not have much to do with the talents of the presenter, nor
the quality of the testimony, but the urgency and the importance
of the issue that we discuss today. Letters from the other six CEO’s
are on file with the committee.

Also supporting the legislation are institutions such as the Com-
munication Workers of America, the National Council of Senior
Citizens, the Association of the Deaf, the National Association of
the Develoi)ment of Organizations. And as you will hear later,
many small manufacturers across the United States are going to
tﬁll you that they see this legislation as entirely beneficial for
them.

So far you have heard from the policymakers at the Department
of Justice, the FCC and NTIA. I think it is important to note that
all have supported the thrust of the legislation. They have, I be-
lieve, stepped up to a number of concerns of the committee. It
should be reassuring to you that those charged with the enforce-
ment of regulations applied to the freed BOC’s believe they can
carry out their responsibilities in regard to self-dealing and cross-
subsidy in and the public interest.

Now to my testimony, and what I would like to do here in the
interests of time is simply give you an overview of my written testi-
mony. I essentially made four points.

No. 1, the manufacturing restriction weakens American competi-
tive capability in a very, very strategic industry. Second, it aggra-
vates the trade deficit. No. 3, it impacts the evolution of the infra-
structure of the telecommunications system in this country, and
that is terribly important, because that infrastructure is going to
feed out ability to compete globally in the next century.
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And last, the current restriction stifles innovation. Now I will
spend some time on this fourth point, because as a manager at-
tempting to stimulate a company which is faced with changing
technology, globalization of markets, regulatory restructure, an
the MFJ, I can tell you that you need all the creativit{ and innova-
tion from your people that you can possibly get. And I hope to con-
vince that the current MFJ prohibitions hinder our ability to be
creative and to innovate.

Let me take the first point, weakened American competitiveness.
And maybe it is more than a coincidence that some of the manufac-
turing restrictions, some of the best players are not in the game.
Our competitive advantage in the world market is eroding, We
have come to understand how markets get weakened. We have
seen it in autos, and we have seen it in steel, and we have seen
it in consumer electronics.

And with that understanding, why would we continue to have 60
percent of the assets of the telecommunications industry on the
sidelines—companies, incidentally, that know probably more about
customer wants and needs than any other telecommunications com-
panies in the country. They are out there every day, serving cus-
tomers one at a time.

Now, maybe we see a familiar pattern. Is erosion taking place at
the low end of the market? And what do we expect next? Would
we expect to see the same pattern as we have seen in automobiles
and consumer electronics? We need to contemplate that question.
Can we expect to see the same erosion in telecommunications in-
dustry? Will the erosion go upscale?

Well, my second point was the manufacturing restriction aigra-
vates fzorelgn trade deficits. Whatever face you put on it, we have
moved from a surplus prior to divestiture, to a deficit today. The
world’s leader should never find itself in a deficit position.

The third point that I made in my testimony is that telecom-
munications is the core of the Nation’s infrastructure, and the
foundation for providing American business the basis to compete in
the global economy. Now this is terribly important. What we are
talking about here is our ability to be a global competitor.

I cover in my written testimony what is halppening in Japan, and
it is awesome. Currently we enter this battle with the BOC’s not
being full participants. What we need to do is allow the Bell oper-
ating companies to participate in the innovation cycle.

This is an important concept. The innovation concept is the con-
tinuous process of identifying customer needs, and through re-
search, design, development, and production—translating those
needs into products and services. And it is clear to me that the big-
gest price we all have to pay in the RBOC’s not being able to play,
is that we cannot take full advantage of the innovation cycle.

Now let me further illustrate why this occurs. Now we talk about
manufacturing, and it is a very complicated issue. Most of us think
of manufacturing as fabrication or assembly. But that is not true
in the case of the MFJ. For example, production of software code
for switching systems is considered manufacturing,

Let me repeat that. Production of software code for switching
systems is considered manufacturing. That means that we cannot
upgrade the gut of our day-to-day phone business at will. Even if
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we see a unique need in California, we cannot touch it. We have
to go back to the manufacturers, and we have to operate off of their
priorities. And incidentally, their priorities are not, maybe, always
the same as ours.

Let me go to another part of our business, an example that per-
haps is easier to understand. For example, we believe that pay
phones of the future should have the capability to be interactive
with a customer—allow the customer access to data base informa-
tion, have that information printed out on site—a true public infor-
mation terminal. Now remember, we have the detailed knowledge
about coin phone reliability, their operation, their maintenance
problems, customer usage patterns and future application needed
to meet customer needs.

But because of the MFJ restrictions, we cannot design this prod-
uct, we cannot participate with others in setting detailed specifica-
tions, we cannot provide equity funding to a smart entrepreneurial
group %c:ing, and we cannot, of course, own our own facility to fab-
ricate the devices ourselves.
blInkt',l('iuth the innovation cycle that I referred to earlier has been

ocked.

Now let us take the whole issue of compliance. And I want you
to know on compliance, we take our responsibilities seriously. We
have drilled into our employees that they not only must follow the
law, but they must follow the spirit of the law. And we have de-
tailed instructions that everyone must read.

But I would like to read to you the instructions that I just hap-
pened to read on the plane preparing myself for this testimonfr,
that a Pacific Telesis employee must understand in order to comply
with the manufacturing restriction of the MFJ.

Pacific Telesis may not develop firmware or software integral to the functioning
of hardware for customer premise equipment, central office switchers, transmission
systems or other telecommunications equipment. For example, software generics for
stored program control central office switchers containing algorithms which make
the hardware work, are considered integral to the operation of the hardware. A rule
of thumb: software that is not sold separately from the hardware is probably soft-

ware ini'::ﬁral to the hardware. Warning: software that is sold separately, e.g. cer-
tain switch generic software, may be integral to the operation of the hardware.

Now, I was attemptin%to find the attorney that wrote that, but
then I began thinking about what was confronting that attorney,
and I decided could not improve on it myself.

So, I have to ask you, if you are an employee of our company,
and 1%ou are faced with that instruction, how innovative would you
be? My own view is that we cannot keep the Pacific Telesis Group
and the six other American corporations on the sidelines. What this
bill can do is help us translate these customer needs into new prod-
ucts and services that allow us to unleash the creative potential of
these companies, and thereby enabling our employees and the six
other RBOC employees—close to 500,000 people—to work more ef-
fectively and efficiently.

American standing in telecommunications is at risk. I think Sen-
ator Hollings has answered the question properly. This bill will
help save telecommunications from the fate of automobiles and
consumer electronics.

Thank you, sir.

[The prepared statement of Mr. Ginn follows:]
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PREPARED STATEMENT OF MR. SAM GINN

Thank you for the opportunity to appear before the Subcommittee today to discuss
legislation which is si{ujﬁcant to my corporation, to our industry, and to the Ameri-
can economy as a whole. . .

I would like to make four key points today. First, the restrictions of the MFJ, or
Modification of Final Judgment, weaken American competitiveness in a strategic in-
dustry: telecommunications. As a nation, we must ensure that telecommunications
does not experience the same fate that earlier befell our automobile, steel, and
consumer electronics industries.

Second, the restrictions aggravate the foreign trade deficit. You will doubtless
hear in this debate that the situation is improving. But the fact is, there remains
a massive trade deficit in telecommunications—compared to a surplus prior to dives-
titure. How much more could it improve if seven of our best telecommunications
companies were allowed to get off the bench?

Third, the MFJ stifles innovation. The restrictions prevent seven major American
corporations from participating in what I call the “innovation cycle”: the continuous
process of identifying customer needs and,.through research, design, development
and production, translating those needs into products and services. Consumers are
being deprived of products and services that could have been made available, were
it not for the MFJ restrictions.

inally, the absence of these products and services lowers productivity for Ameri-
can businesses—contributing to an overall reduction in our nation’s ability to com-
pete internationally. Today telecommunications is the core of the nation’s infrastruc-
ture and it is an important foundation for providing American business the basis
for competinaiin a global economy.

Let me elaborate on these themes. For many years the United States has enjoyed
the very best telecommunications system in the world. I believe that we still do. But
we risk losing that e(‘iﬁﬁ—at great risk to our overall economic competitiveness—un-
less we change now. What we’re really talking about today is the future—and laying
out a policy that will serve this nation well in the future.

The statistics tell where we are heading, unless we change our policy direction.
The United States’ trade balance in communications equipment has shifted from a
surplus of over $800 million in 1981 to a deficit of over $700 million in 1990, a dif-
ference of over $1.5 billion. Another illustration of the trend is that from 1984 to
1989, 66 American computer and telecommunications equipment companies were
bo%ﬁglt by or merged with foreign based firms.

at about research and development expenditures—a portent of our future com-
petitive edge? The Bell Operating Companies as a group spent 1.3 percent of their
sales on research, While not exactly comparable, the following gives the Committee
a sense of how much foreign firms are investing in their future: Germany’s Siemens
ipent 11.2 percent of their sales on R&D; Japan’s Fujitsu 10.3 percent; Sweden’s
ricsson 11.3 percent.

R&D spendmgnaffects the ability of U.S. firms to obtain patents for new telecom-
munications technologies. In 1980, U.S. inventors received 58 percent of the patents
awarded by the U.S. patent office; by 1988 this had fallen to 48 percent of the total.
Meanwhile, the percentage of such patents awarded to Japanese interests rose from
18 percent to 31 percent.

these striking differences? A major reason is the restrictions embodied in the
Modification of Final Judgment. Today we are examining only one of these: manu-
facturing. Ironically, at a time when American innovation i8 in question, seven
major American corporations cannot design, develop, or manufacture telecommuni-
cations equipment. And this problem arises not from a lack of technical capability
or commercial interest, but rather from regulatory and legal constraints on the in-
dustry.

The manufacturing restriction on the Bell Companies undermines U.S. competi-
tiveness by “sidelining” well over half of the U.S. telecommunications industry’s as-
sets. These companies have a strong and deep understanding of customer needs and
a clear ability to translate those needs into products and services. In preventing the
Bell companies from competing here at home, the manufacturing restriction gives
large, highly capitalized foreign companies added incentive to target the U.S, mar-
ket and exploit this competitive imbalance.,

This blunting of our competitive edge occurs at a time when telecommunications
has become the backbone of both the commercial and social infrastructures of the
21st century matching the role of the railroads in 19th century America and the
highways in the 20th century. At the time these systems were developed, few had
the foresight to imagine their potential benefits. Yet that infrastructure had a pro-
found impact not only on the productivity of our economy as a whole but on the
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quality of life for individual consumers. We must assure that the same will be true
of a modernized nationwide telecommunications network.

Other countries understand this. Japan has established a national priority to com-
pletely modernize its telecommunications network. They envision that the majority
of houscholds—not just businesses—will have access to high speed data, slow scan
video, high speed facsimile and videotext. To achieve this, they have committed over
billion to the task—a tagk they will complete in the next 25 years. The Japanese
have a keen understanding that this is a necessity for their economic system to be
preeminent in the 21st century. Their investment and their national policy direction
provide powerful incentives to that end.

We do not suggest that innovation in telecommunications is the sole answer to
American comgeetxtiveness, any more than it is to the Japanese. But in S. 173, Sena-
tor Hollings, Senator Danforth and the cosponsors of this bill have recognized the
significance of telecommunications, have determined to change current policy direc-
tion, and have taken a major step forward.

The restrictions of the consent decree have had a major adverse mﬁct on innova-
tion. Many people think of manufacturing in terms of an assembly line or fabrica-
tion, and may believe only that we cannot bend metal or assemble telephones. But
the ban has been interpreted far more broadly.

The court has construed the ban to exclude us from setting detailed specifications,
design and development of telecommunications equipment—even if undertaken
through a joint venture or minority partnership. The court has not confirmed wheth-
er we can participate in licensing or royalty arran%e;:ents. Incidentally-—and illus-
trative of another of our problems—this issue was first taken to the Department of
Justice in September 1986 and has been awaiting decision at the court since Janu-

1989.
ari‘,lot only can we not build a switch, under the court’s interpretation, we cannot
even write or modify the fundamental software for our network switches, which are
giant computers. We have experienced lengthy delays in getting new software for
network switches we already own; today we are captives of the switch manufactur-
ers. When we need improvements, we get them according to AT&T’s priorities.
Wouldn't a little competition from us be a good thing? .

Without the prospects of economic return, there is little incentive to engage in
market related research and development. And the ambiguity in the manufacturin,
restriction inhibits research in another way. We are confronted with the threat o
a contempt citation or severe financial penalties if we guess wrong about the bound-
ary between research and development. To a scientist or engineer, that distinction
is incomprehensible: the essence of the innovation process is the play of information
and ideas back and forth all along the path between basic research and marketing.

Effectively, we're prohibited from participating in what I refer to as the “Innova-
tion Cycle”: the continual process of designing and redesigning, then developing new

glicé\svare, new software, and the full range of products and services this process
yields.

Let me give you an example. With current technology, cellular capacity will be
exhausted in Los Angeles within a short time. We feel that current cellular equip-
ment manufacturers aren’t respondincinquickly enough to the problem. We're inter-
ested in exploring an alternative technology called spread spectrum which would
greatly increase capacity over the currently planned next generation of cellular tech-
nology. We'd be interested in joint venturing with a s entrepreneurial company
to solve the problem.

Yet our options are limited. Because of the MFJ’s manufacturing restriction, we're
unable to direct the development work of a cellular equipment manufacturer despite
our considerable expertise in cellular network design.

Another example is the coin phones of the future—which could be available now.
We have detailed knowledge about coin phone reliability, operations, maintenance
gvmblems, customer usage gattems and future applications to meet consumer needs.

ith that background we have convictions about what the public station of the fu-
ture should be about. It should have the capability to be interactive with the cus-
tomer, allow the customer access to data base information and have that informa-
tion printed out on site; a true public information terminal. We have the knowledge
to provide this now. i

ut because of the MFJ restriction, we can’t design and develop equipment for
a new consumer service that we are confident would enhance the quahlg of life for
its users. The innovation cycle has been blocked. The end result is that the delivery
of a clear customer benefit to the market is being delayed. These types of delays
and frustrations are repeated over and over and over again.

Our customers—your constituents—deserve more timely and efficient use of our
expertise and know-how. And so do our employees. I think it’s ironic indeed that
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the AT&T worker who comes up with a bright idea on the job can jump right on
it. But the worker who happens to work for a BOC is denied that opportunity to
innovate on the job.

An example: another customer ired a particular device in our central offices
called a bunching block. If trouble develops in the system, the bunching block can
remove part of the equi?ment from service without interrupting the total system.
Before divestiture, one of our empIO{ees ﬁgured out a way to make this work better
and save him time as well. The employee developed a design, which an outside man-
ufacturer used to manufacture the block. That evelotfment work by our employee—
had it occurred after divestiture-—could have resulted in discipline for the employee
at best and a contempt citation for the oomyany and the employee at worst.

So how do you suppose that person will feel the next time he has a creative idea?
And what about the customers who might have benefited from a more cost-effective
piece of equipment in our offices?

But there isn’t going to be much innovation on the job as long as our people are
intimidated by concern that they may be breaking the law—the MFJ. We have
drilled into all of our emgloyees that th? follow the letter and spirit of the MFJ.
And we have given them “simplified” guidelines. But just ask yourself, how innova-
tive would I be if I were told that:

“Pacific Telesis may not develop ‘firmware’ or software integral to the functioning
of hardware for customer premise equipment, central office switches, transmission
systems or other telecommunications equipment. For example, software generics for
stored program controlled central office switches containing afgorithms which make
the hardware work are considered software integral to the operation of hardware,
A Rule of Thumb: Software that is not sold separatelg from the hardware is prob-
ably software integral to the hardware. Warning: Software that is sold separatel
(e.g. certain switch generic software) may be integral to the operation of the hard-
ware.”

Add to that our repeated warnings to our employees that they face criminal sanc-
tions and company discipline if they cross the line and the answer is, I wouldn’t
dream of trying to innovate anything. And that is just one example from pages of
our own internal “simplified” guidelines.

For these reasons, 1 urge the Senate to pass S. 173. That is not to say that from
our point of view, this is an ideal bill. We have made many compromises. But ob-
taining this freedom, for our workers and for our customers, is so important to us
that we are willing to make compromises in order to make progress. But the over-
riding policy in the bill is absolutely the correct one. Put simply, the restrictions
must be removed.

My own view ig that this country can’t afford to keep Pacific Telesis Group and
six other American corporations on the sidelines. We need to unleash the creative

otential of our people in the field—people who work on a daily basis to solve mil-
ions of customers’ needs. Today, America can’t put that creative potential to full
use.

Is America’s standing in telecommunications at risk? Was our auto industry at
risk twenty years ago? Our steel industry? Our consumer electronics industry?

We were the world leader in each of these industries. We thought they were safe
from foreigﬁ competition. American superiority could be overcome.

Senator Hollings, Senator Danforth and the cosponsors of S. 173 have demonstrat-
ed more foresight. S. 173 recognizes the realities of the telecommunications market-
place, the economic challenges America faces.

I urge you to pass S. 173. The sooner you act, the sooner we can participate in
restoring America’s competitive edge.

Thank you.

Senator INOUYE. Thank you very much, Mr. Ginn.
Mr. Kilpatric.

STATEMENT OF JIM G. KILPATRIC, SENIOR VICE PRESIDENT,
AMERICAN TELEPHONE & TELEGRAPH

Mr. KiLpATRIC. Thank you, Mr. Chairman. I appreciate the op-
portunity to_testify on S. 173, an important legislative proposal,
which would significantly alter the competitive structure of the
telecommunications industry.

I emphasize that we share the goal of maintaining America’s
world leadership in telecommunications. But we believe that the
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goal can only be assured by retention of the current structural sep-
aration between the Bell companies’ local exchange monopolies and
the highly competitive equipment manufacturing market.

Since divestiture this separation has produced an equipment
market in which 5,000 or more manufacturers compete for at least
$75 billion in sales—a market that is characterized by easy market
entry, dynamic domestic and foreign economic growth, dramatic
technological development and ever-declining cost to consumers.

By way of illustration, in the 1980’s shipments of telecommunica-
tions equipment grew at a compound annual rate of 9.6 percent—
double the rate of manufactured goods as a whole. In 1990 the
growth rate was even higher, 11.6 percent.

Consequently, there is no need to remove the separation either
in order to enhance the country’s balance of trade position, to stim-
ulate U.S. technolo?ical advantage or to create a role for the Bell
companies in the telecommunications field.

To the contrary, our years of experience in this highly competi-
tive postdivestiture market, informed as it is by 20 or more years
of experience in trying to defend the very structural integration
which this legislation encourages, strongly indicates that repeal of
the manufacturing restriction would almost certainly destroy the
competitive market to the detriment of balances of trade and tech-
nological advancement.

Briefly addressing each of the three asserted reasons for the leg-
islation, first balance of trade.

The U.S. telecommunications equipment trade deficit has almost
disappeared, going from $2.6 billion in 1988 to approximately $800
million in 1990. More revealing, if the so-called low-end equip-
ment—telephones, faxes, answering machines and the like—is ex-
cluded, the deficit has gone from $100 million in 1988 to a surplus
of $1.89 billion in 1990.

As to the country’s technological position, last April Dr. Ian Ross,
president of Bell Labs, told this committee the United States has
the most effective, available, and affordable telephone system and
service in the world. In addition, U.S. manufacturers lead in the
world in developing high-end technology in an industry character-
ized by ever-expanding levels of research and development.

For example, the Bell System spent $1.5 billion in research and
development in 1981. The companies created out of the divestiture
of the Bell System spent over $3.65 billion in 1989. Since divesti-
ture, company-funded R&D investment by domestic telecommuni-
cations manufacturers has averaged 8.4 percent of the value of
their shipments, compared to only 6.6 percent in 1980.

Also many of the specific areas of AT&T Bell Labs research,
which Dr. Ross described have begun to come to fruition. And it is
not only AT&T’s research. The popular and business press docu-
ment on an almost daily major technological advancements b
large numbers of domestic manufacturers and researchers, includ-
iné Bellcore.

o, I would submit that no one seriously questions America’s
technological superiority. Now as to the role of the Bell companies
in the telecommunications equipment field, they rightly play a le-
gitimate role as users and purchasers. They help to set technical
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standards for the industry. Collectively they represent some 80 per-
cent of the market for exchange network equipment.

ain collectively, they represent well over 50 percent of the
market for cellular equipment, and given their role which the MFJ
permits as providers of customer premises equipment, they are a
substantial portion of that market as well.

Moreover, because they determine the characteristics of and
interconnection requirements of their networks—and thus what
products are compatible with it—they strongly influence the equip-
ment purchases of independent telephone companies and the fea-
tures and functions of every product to be used with the local net-
works, from telephone to computers to television transmission
equipment, for example.

It is a simple economic fact, no prospective supplier of network
equipment can hope to be successful unless it attracts some busi-
ness from a Bell company. And no prospective supplier of any other
telecommunications equipment can hope to be successful, unless it
can both obtain timely access to technical information about the
Bell network, and have its products succeed or fail on their own
merits, that is on their 111)rice and quality.

I am not here to bash the Bell companies. I respect their exper-
tise and their performance in their present multiple roles in this
field. I am only concerned if they become manufacturers while re-
taining their local service monopolies, the incentives and opportuni-
ties for anticompetitive conduct are unavoidable.

I come to that conclusion in considerable part based on the alle-
gations made against the Bell System’s integrated structure during
the litigation that led to the MFJ in the first place. Those claims
were that prospective manufacturers were deterred from competing
in three types of actions by the Bell companies.

The allegations were that one, they favored the in-house manu-
facturer with advanced access to technical information. Two, they
improperly subsidized design and development costs with local ex-
change revenues. And three, they conducted biased product evalua-
tions for procurement that favored in-house designs irrespective of
price and quality.

Whether or not those allegations were true, the perception that
the Bell System operated in this manner was apparently enough to
limit competitive entry and R&D investment as indicated by the
significant growth in these measures after the MFJ was an-
nounced.

We see no assertive benefits for the legislation which would in
any way offset these very serious risks to the current benefits of
competition, which experience teaches we should expect if it is

Thank you.
[The prepared statement of Mr. Kilpatric follows:]

PREPARED STATEMENT OF MR. JIM G. KILPATRIC

Mr. Chairman and members of the Subcommittee: My name is Jim G. Kilpatric,
I am Senior Vice President—Law of American Telephone and Telegraph Company
(“AT&T”). We appreciate the Subcommittee’s invitation to appear today to discuss
S. 173, The Telecommunications Equipment Research and Manufacturing Competi-
tion Act of 1991. This bill would e ate the AT&T Consent Decree (also known
as the Modification of Final Judgment or “MFJ”) prohibition against the manufac-
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ture of telecommunications equipment by the divested Bell Regional Holding Com-
anies (‘RHCs”) through affiliated companies. The FCC would administer and en-
orce newly-developed regulations intended to prevent abuses of the local telephone
service monopog.

I appreciate the opportunity to testify on this most important piece of legislation
which would significantly alter the basic structure of the telecommunications indus-
try. The issue before this Subcommittee is how best to assure that the United States
continues to maintain world leadership in telecommunications—how to ensure the
international competitiveness of this sector of American industry.

First, let me say that we all share Mr. Hollings’ goal of maintaining world leader-
ship in the U.S. telecommunications equipment manufacturing industry. We want
to produce the best products, provide the best service, and foster the best new tech-
nologies réﬁht here in America. This means we need an equipment manufacturing
industry that is characterized by competition, technological innovation, economic
growth, and declining costs for consumers.

For us those are not empty words. Since the breakup of the Bell System, AT&T
has faced vigorous competition in all our products and services. That was one of the
chief purposes of divestiture. For us, competing on quality, price, and service in our
markets drives our business and our determination to be a world leader.

Last year, when we testified before you, AT&T broadly addressed this question—
the role of the Decree in the telecommunications equipment markets. We also at-
tached comments on our nation’s telecommunications infrastructure filed with the
National Telecommunications and Information Administration (NTIA), describing
oug view on the right policies to insure a vigorous, competitive telecommunications
industry.

However, the debate here before your Subcommittee is not about that oal, which
we all share, ‘but how best to_achieve it. The ‘questions you are consi eri.n% have
been raised in years past, and have been the focus of numerous hearin , dozens
of pieces of legislation and countless legal proceedings. Do we maintain the current
structure, keeping the local monopoly segment of the industry controlled by the Bell
companies separated from the fully competitive manufacturing industry? Or do we
allow the Bell telephone companies to add manufacl:uring to their local monopoly,
and rely on heavy regulation to control potential problems'

The proposal before us, S. 173, would change the current structure and take the
latter course, allowing the Bell telephone companies to manufacture, while retaining
their local monopolies, and relying on regulation through the FCC to patrol for
abuses. We must ask, however, why is there this need for change? Just what is it
that needs fixing?

Today my testimony is divided into two parts. I will address the status of the tele-
communications equipment manufacturing industry and explore these questions:
What is the current outlook of the telecommunications equipment manufacturing in-
dustry and in what direction is it heading?
chWhag do the most recent statistics show? Does the data support the need for

ange?

Then I will focus on the consequences of allowing the Bell companies to manufac-
ture, as proposed by S. 173, and review these issues: What would be the effect on
other telecommunications equipment manufacturers if the Bell companies were re-
leased from the manufacturing prohibition in the Decree? What were the experi-
ences in the past, before divestiture, with regard to problems caused by monopoly
control of both the local bottlenecks and manufacturing? How would increased regu-
lation, as proposed in 8. 173, safeguard against potential abuses from cross-subsidi-
zation and other concerns? Would competition in telecommunications e ipment
manufacturing benefit from the entry of the Bell companies? What manu acturing
expertise do these companies bring to the table?

inally, I will close with how we believe the Bell companies can play an important
fitl)‘le éo igxéengthen American manufacturing. Such a role does not require legislation

eS. 173.

I. THE STATUS OF THE TELECOMMUNICATIONS EQUIPMENT INDUSTRY

Proponents of S, 173 seemingly have an understanding of the telecommunications
equipment manufacturing industry based on several erroneous assumptions: That
this part of the economy is on the brink of disaster, that America is losing its tech-
nological lead in communications, and that the evidence is that we have a signifi-
cant trade problem.

. Chairman, we and others in the manufacturing side of the industry profound-
ly disagree. We disagree not just on principle, but because the assumptions are sim-
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ply not correct. The statistics show a dynamic, vibrant industry. Let me share some
of the facts with you and the Members of the Subcommittee:

¢ In the decade of the 19808, communications shipments had a compound annual
growth rate of 9.6 percent, double the rate for manufactured goods as a whole. In
1990, even with the effect of the beginning of the recession, the growth rate for the
non-defense communications equipment sector was 11.6 percent.

¢ In 1989 and 1990 we witnessed a 70 percent drop in the trade deficit from 2.6
billion in 1988 to only $.8 billion in 1990. U.S. exports jumped sharply—a 29 per-
cent average annual growth rate for the same period. And, foreign imports leveled
off, increasing less than 2 percent in 1990.

¢ In the critical product category of switchin% equipment used in telecommunica-
tions networks, the U.S, trade surplus increased from $115 million in 1988 to $710
million in 1990, Mr. Chairman, this is an increase of over 500 percent in just a two
year period. T would characterize such growth as astonishing.

The largest trade association in the industry, the Telecommunications Information
Association (TIA) is also testifying regarding the health of our industry, and will no
doubt confirm and add to what I have told you.

AT&T came here last year, Mr., Chairman, and testified that this segment of the
manufacturing industry was healthy, competitive and frowing. A look at the latest
trade statistics alone will tell you that the American te ecommunications equipment
industry is healthy, competitive in world markets, and getting even stronger.

Ours is not an industry on the brink of disaster. The direction in which our tele-
communications equipment manufacturin industry is heading has shown a consist-
ent pattern of improvement, at the very heart of America’s ancial strength. The
data does not support a need for change.,

I am proud to say, unequivocally, that the U.S. telecommunications manufactur-
in% industr,}r is the best in the world. And, Mr. Chairman, our compauny is proud
to be part of it.

1. CONSEQUENCES OF ALLOWING THE BELL COMPANIES TO MANUFACTURE

Let me turn to the local telephone companies. Let me say first that I am not here
today to criticize the Bell companies. Those companies, al(n;f with GTE and the
1400 independent telephone companies which control the local networks are, with-
out question, the best at providing local service in the world. Indeed, they are the
envy of the world. Th?y have over a hundred years of experience in providing local
service, Their recard of quality service provision and telecommunications networking
expertise speaks for itself. They are sound companies, contributing importantly to
our telecommunications infrastructure.

Both of these industry segments, telecommunications equipment manufacturing
and local telephone service provision, are now performing well and ccoperatively.
We in the manufacturing sector, AT&T and literally thousands of other companies,
sell the telcos the equipment and technology with which they grovide the fine serv-
ice we all enjoy. Now the question is, what is to be gained by releasing the Bell
companies from the restrictions of the MFJ, rmittin%vthem to manufacture, and
increasing the regulation of the resulting combination? e, and many others in our
industry, think that it would not be helpful to manufacturing and could cause seri-
ous problems. Let me tell you why.

The three %rincipal i)roblems engendered by this bill are that the Bell companies,
by virtue of the control they have over the local monopoly network, are in a position
to recreate the problems of the past: to discriminate against existing manufacturers

providing preferential access to essential technical and engineering information
about the local exchange networks to their own affiliates, to purchase their own af-
filiates’ equipment regardless of the price or quality of competitor's products, and
to_cross-subsidize the cost of their own products with monopoly ratepayer money,

First, if S. 173 or a bill like it becomes law, the Bell companies would continue
to set their own technical or compatibility requirements (as they do now), and, fur-
ther, would have the opportunity and incentive not to communicate these require-
ments adequately or in a timely fashion to their competitors. That would give the
Bell Com&)anies’ own manufacturing affiliates a “headstart” and insuperable advan-
tages in designing equipment for use with the Bell controlled local exchanges. This
headstart would assure that their manufacturing affiliate would be the first to have
products on the market, uniquely designed to meet the Bell companies require-
ments. Beyond this, if the product’s development were to have been subsidized by
ratepayer funding of the Bell’s closely-related research and network engineering ac-
tivities, the product could appear to have a cost advantage which is, in fact, artifi-
cial and unfair. Regulatory authorities in the future, as in the past, wonld have
great difficulty with this set of problems. A massive set of regulatory rules and pro-
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ceedings in the past could not deal with these issues, and their return in a new form
would only add more regulations to the industry without spurring competition. S.
173 does not deal with these problems adequately, much less solve them.

What's more, if the Bell companies are permitted to manufacture their own e ip-
ment, what is the incentive for a non-Bell firm to invest in R&D and new techno gﬁy
in such a market? The incentive is much reduced if the non-Bell manufacturer risks
losing Bell sales to the Bell-affiliated manufacturer, regardless of the merits of the
sroducts. The health of the manufacturing industry as a whole would likely go into

ecline, because much of the growth in to y’s R&1) has been based on the assump-
tion that there will be no favoritism for an “in house” supplier.

Second, there are a whole array of problems connected to cross-subsidies, funds
derived from captive ratepayers, supporting the development of competitive prod-
ucts.

The Bell companies would have the same incentive the Bell System had to subsi-
dize the prices of manufactured e(}ui%?ent with the revenues from their monopoly
services. The Bell companies would be in a position to ag.mvide customer premise
equipment to their customers below cost and to conduct affiliate sales to themselves
at below-cost prices when necessary to ensure that the Bell products would be se-
lected. Specifically, the Bell companies would be in a position to charge or allocate
the engineering, research, product design and development expenses to the local
telephone affiliate by inclu 1? them in the rate base for local telephone services—
using means such as the Bell System’s License Contract which was alleged to be
a vehicle for allocating product development expense to the cost of research and net.
work engineering.

Problems of cross-subsidization and costs wrongly allocated to the ratepayer are
and have been the subject of FCC and public utility commission proceedings across
the country for many years, But, the regulatory commissions with the responsibility
to monitor what goes into the rate bases often confront a monumental task as they
wade through labyrinths of different accounts, rooms full of documents and data,
and an intricate series of judgments over allocation of costs. Time and again state
and federal regulators have complained about the difficulty of obtaining such infor-
mation from the Bell companies. Even if they were able to get all the data, second
guessing these judgments are difficult or impossible.

Given the reductions in budgets and staff at the FCC and the state commissions
to do what presently needs to be done and the elimination at divestiture of specific
procurement and manufacturing cost regulations, is it reasonable to expect regula-
tors at the state or the federal level to oversee an entirely new area; Bell manufac-
turers? We think not. There is no expertise in manufacturing at either the FCC or
the state commissions, and no history to believe they can acquire it. In fact, there
is m:i eﬁoxgxnﬁ;:sregulation of manufacturing anywhere in our economy today as pro-
pose . 173.

This bill would significantly increase regulation of the Bell companies and any af-
filiated manufacturers. We in the industry view this possibility with great alarm.
This creates problems; it does not offer a solution.

S. 178 thrusts an array of new regulatory requirements on an industry which is
now one of the most competitive in the world, and which does not currently need
such regulations. Regulation of carriers to reach an affiliated manufacturer never
ended the controversies before. The failure of this regulation was one of the reasons
we had the Bell Ssﬁstem breakup. The regulatory body that would be charged with
this behemoth tagk in S. 173 wonld be the Federal Communications Commission
(FCC). Roughly, three-fourths of the Bell assets are regulated at the state level. S.
173 would de facto increase the burdens that fall onto the state commissions, al-
ready operating under drastically reduced budgets and staff, We are skeptical that
anything other than a closed market could emerfe.

ird, as long as there is a ratepayer-funded local monopoly, there are major self-
dealing dangers for both ratepayers and nop-affiliated manufacturers. In the anti.
trust suit, the Justice Department claimed that when Western Electric’s “privileged
access to information [and other conduct] failed to foreclose competition”, the Bell
companieg would simply favor their affiliates’ products, even when better or less ex-
pensive alternatives were available from unaffiliated vendors. In episode after epi-
sode, the Justice Department charged this misconduct and alleged that the monopo-
ly character of the Bell-controlled local excha.nges gave them the ability to buy
%%uipment at inflated prices, to the detriment of competition and consumers alike,

e Justice Department argued such a use of vertical integration to “evade” rate

regulation and inflate consumers’ rates was a violation of the Sherman Act.

the Bell Companies take their manufacturing “in house”, as S. 173 would per-
mit, there is sound basis to fear a re-emergence of the self-dealing controversies of
the past. In other words, if your company is not the affiliated Bell company, that
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part of the market is closed to iou. Because the Bell companies control 70-80 per-
cent of the local network market in the U.S.—100 percent in their franchised
areas—it is apparent that this is a very large and real problem for independent
manufacturers.

But, let me be quite clear: when the monopoly power ends, when the local service
markets are as competitive as the long distance markets, we would have no objec-
tion to Bell companies entering manufacturing. We believe the major problems we
have discussed would be much less troublesome if the monopoly power dissipates.

This leads to yet another question: what competitive manufacturinf expertise do
the Bell companies bring to the table? They candidly admitted here last year that
they have none. The record contains a very clear statement on this subject by one
of the Bell CEOs, John Clendenin from BellSouth. In response to a question from
Senator Inou{e, in April 1990, Mr. Clendenin said, and I quote, “We have no exper-
tise in manufacturing”. Manufacturing in the Bell System was done by the Western
Electric Company, not the local telephone companies. That manufacturing expertise
remained with Western Electric following divestiture.

The Bell companies could hardly begin manufacturing high tech telecommunica-
tions mifment by starting their own operations from scratch. The only practical
appro or any company to enter this high-tech, capital intensive business would
be by acquiring or joint-venturing with an existing manufacturer. Since divestiture,
most if not all of the Bell companies have established separate alliances with vari-
ous large foreign manufacturers anxious to gain footholds in the U.S, If the Bell
companies were to joint-venture with their foreign partners, non-aligned U.S. manu-
facturers would lose out, with disastrous effects on U.S. trade.

II1. CONCLUSION

If the Bell companies do not have manufactuﬁn&lexpertise, do they have skills
in telecommunications and networking? Certainly they do. And is there a role for
the Bell companies in manufacturing? Certainly there is. We need their considerable
expertise as users, purchasers and service providers so that we can produce even
better network and customer equipment. We need them to work closely with us and
others as we design and fabricate products. We need the telephone companies and
manufacturers to work together better as partners and the current indu: struc-
ture allows all this. We do not need legislation to do this. We do not need the tele-
phone companies to close markets and bring back regulation by becoming manufac-
turers. In short, we believe that S. 173, as presently written, presents the industry
with a great deal of risk and very little potential benefit. It will not do what it is
designed to do, namely, increase American international competitiveness.

Senator INOUYE. Thank you very much.

Mr. Ginn, much as we would like to assume that major corporate
bodies in this Nation are law abiding, I think the facts indicate
that when given the opportunity, corporate entities have been
known to violate laws, to violate provisions of court orders and
such. Recently we saw violations by NYNEX and U.S. West.
RBOC’s still maintain a monopoly position over local telephone use,
and the Government Accounting Office tells us that the FCC has
the capability of auditing telephone companies once every 16 years.

Do you believe that there is an incentive, and an ability on the
part of telephone companies to abuse their monopoly position?

Mr. GINN. Senator, I guess I have to start from a philosophical
level, and tell you that upon becoming chairman of Pacific Telesis
in 1988, the first speech I made to all the employees was on busi-
ness integrity. Because my greatest fear was that we would get
cat:ﬁht up in some kind of violation, and you can see how easy that
would be from what I read, and that we had a very special obliga-
tion, given the role that we play, to our customers.

Beyond that, I think it is sound business grinciple to be absolute-
ly within the fetter and spirit of the law, because in my business
if you violate the law, and customers begin to say that you are not
doing the job for them, what you find very quickly is that regula-
tors and legislators and consumers are on top of you in a minute.
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So, I would start all this with a basic premise that if you do not
have business integrity, then nothing else is likely to work proper-
ly. And so we have great incentives, I think, in my business and
I believe all the RBOC’s to follow the laws as best we can, because
it is in our business interests to do so.

Senator INOUYE. Opponents of this measure suggest that RBOC’s
have very little manufacturing experience, and therefore would
very likely either acquire manufacturing companies, or enter into
joint ventures. And the prime candidates for these joint ventures
would be in, all likelihood, foreign firms—and that this will in-
crease the foreign presence in the United States.

Furthermore, it would very likely result in having a monopoly
situation whereby you will manufacture and buy from yourselves
at inflated prices, and sell to other at deflated prices, and thereby
acquire a monopoiy.

Are these charges valid?

Mr. GINN. I do not think so. Let me start with the first one, man-
ufacturing expertise. You know in 1984, we had no expertise in cel-
lular network engineering. Yet today, 200 engineers from my com-
pany are engineering a cellular system for the Republic of Germa-
ny. So, we learned to grow.

But that is not the more important issue to me. The more impor-
tant issue is the innovation cycle, and let me go back to that, be-
cause I think it is important.

You see, we are out there with customers. We understand cus-
tomer needs. And what we need to be allowed to do is translate
those customer needs into products and services that satisfy the
consumer,

Now when you do not let us participate in that innovation cycle,
I think everybody loses. We lose. The consumer loses. Jobs are lost.
And our competitive position is lost. So, I think it is not a good ar-
gument to say, you do not have manufacturing expertise, because
that is not the issue. The issue is the innovation cycle, and being
able to translate what you see in the market to customer needs.

Now, you had some other issues I have forgotten, or did I answer
your question?

Senator INOUYE. That you will just manufacture and buy from
yourselves at inflated prices and sell to others at deflated prices.

Mr. GINN. Well, I think at least my reading of the proposed legis-
lation does a very, ver{{ good job of dealing with all the self-dealing
issues, so I do not think there is a possibility to do that.

Nor is there an incentive. I just want to assure you. You know
we have many affiliate transactions today involving the Bell oper-
ating company with other affiliates of Pacific Telesis. Those 1i-
ate transactions, I can assure you, are monitored extremely closely
by the California Public Utility Commission. As was also said, the
FCC monitors us, and any manufacturer that feels that they have
been disadvantaged can go see Mr. Rill.

I do not think there is any set of companies that gets more over-
sight than the regional Bell operating companies.

Senator INOUYE. Mr. Kilpatric, it has been suggested that this
bill is necessary, because the United States is losing its leadership
in the high-technology industries. For example, they maintain that
the regional Bells spend about 1.4 percent of their revenues on
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R&D, whereas comparable companies in Japan and Germany
spend over 8 percent.

They also point out that foreign manufacturers have increased
their U.S. market share from 17 to 21 percent over the past 5
years. That foreign manufacturers have purchased 66 high-technol-
ogy businesses over the past 5 years. And between 1980 and 1988
the percentage of U.S. patents awarded to U.S. companies dropped
from 58 to 48 percent. And the percentage of U.S. patents awarded
to Japanese companies rose from 18 to 31 percent.

Do you have any comments to make on those statistics?

Mr. KiLPATRIC. Yes, beginning with the comparable research and
development figures for Bell companies as compared to overseas.
The comparisons I have seen have usually been between a Bell
company, which provides a local exchange service, and an overseas
manufacturer.

It seems to me a more apt comparison would be between the Bell
operating companies providing local service here and a
bundesposte, for example, providing telephone service in Germany.
I do not have what those figures are, but it seems to me it is a
more apt comparison.

Turning to an increase in percentage of sales in this country by
overseas suppliers, a considerable part of that increase in foreign
sales here came at the expense of my corporation. I understand the
purpose the MFJ to be to drive down the market share for AT&T.

That occurred. But simultaneously with that these thousands of
new companies, new manufacturers, have arisen in the United
States. If we will give the decree enough time, it is already clear
that they are going to regain the sales in this country.

You ask about %urchases of high-tech firms by foreigners. That
is not a unique phenomenon to the telecommunications industry.
Perhaps 66 is too high, but I am not convinced that the provisions
of this legislation would change that. )

Finally on patents, it is very important to me to try to maintain
myself current on what is happening in patents, because so many
of the lawyers who work for me are at Bell Labs. Interesting thing
has happened since divestiture that has affected the philosophy of
patenting inventions.

When there was very little competition for the Bell System, every
invention by and large was put through the patent process. Be-
cause the pace of innovation in the system was considerably slower
than it is now. As we have faced increased competition, we have
shifted to patenting first those inventions which we expect to put
to commercial use in the marketplace, and if we can early on in
the process choose as between recent inventions, we will go with
the one that we know is going to be our flag carrier in a competi-
tive marketplace.

Some of the foreign countries you mentioned still are very much
in a situation where they do not fact very much internal competi-
tion. So ,it does not surprise me that there would be some differ-
ences. I am convinced that, for my company, our level of patents
is absolutely right for the market conditions that we confront.

Senator INOUYE. Thank you very much.

Senator Hollings.
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The CHAIRMAN. Thank Kou, Mr. Ginn. I reviewed your testimony
on last evening, and you have covered, under the chairman’s ques-
tioning, Chairman Inouye’s questioning, the part about the self-
dealing and the fact that it is just not good business, much less try-
ing to make a lot of money. So, I am going to pass with you, sir
because the hour is late and we got another panel right in behind

you.

And Mr. Kilpatric, of course there are 1,400 telephone companies
in the United States, and the seven Bells are the only ones pre-
vented from manufacturing. You have got 70 percent of the market,
and the m;\}y competition in a way you had there was GTE in man-
ufacture. Now you have got their manufacturers. Sprint is not in
it. MCI is not in it. And you are only one of eight on switching
equipment in the world. And you are the only U.S. participant.

Can I characterize your testimony to the committee as saying,
pl%ase help me keep my monopoly I have got here as a U.S. compa-
ny?

Mr. KiLPATRIC. No sir, absolutely not. In the first place, AT&T
does not have a monopoly in any of the markets in which it partici-

ates. The T0-percent figure is too high for any market we are in.
do not know the particular one to which you refer.

The CHAIRMAN. Long distance.

Mr. KiLPATRIC. Long distance, the more correct figure is in the
sixties for some parts of the business, barely above 50 for business.
So, it is very competitive, and it fluctuates often, as it should, given
the intentions of the decree. There is no other business that is de-
pendent on us as a sole source of supply for anything we supply,
as is true for manufacturers for the local exchange.

The CHAIRMAN. Well, I think my main concern here is not trying
to get a balance of trade, or watch the sense or the direction or
anythjnF else. More than anything else, I differ with you most re-
spectfully about the technological superiority.

We know differently. We continue to lose that, the train is totally
in the other direction there. We just got a technological victory
here, in Iraq, and I do not want to list all the items, but we have

ot them on the Defense Appropriations Subcommittee, which our

istinguished chairman chairs. And if it were not for certain ships
and everything else, you would not be hearing about Japanese
technology, by the way, that we do not have.

We depend on foreign manufacturers for a good bit of that Patri-
ot missile and that Tomahawk missile and several of the other
things that have been bantered about in the press. So, these are
the kind of things that bother me; we are losing technological supe-
riority position, if there is such a thin% at the present time, And
that 1s really the genesis, then, of this bill, we have the capability
to allow seven outstanding companies to come into the manufactur-
ing market, trlying to maintain that technology here in the United
States, as well as the jobs and manufacturing and everything else
of that kind.

You want to comment on that, Mr. Ginn?

Mr. GINN. I was just going to add to a comment that was made
about all their markets are competitive. I think what Mr. Kilpatric
said is true, but there is one slight modifier. Once an operating
company buys a central office switch, then through the life of that
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switch, the software that drives it gets revised, we call these gener-
ic updates. And there is no alternative supplier for that. You must
buy that company’s generics through the life of that system, which
can be up to 25 years. The MFJ, in effect, gives AT&T a monopoly
for the life of the switch. So, I think that needs to be added in the
context of what he said.

The CHAIRMAN. Thank you much, Mr. Chairman.

Senator INOUYE. Senator Pressler.

Senator PRESSLER. Thank you, Mr. Chairman. I shall ask most
of my questions for the record, because of the late hour. Mr.
Kilpatric, explain to me why AT&T objects to the Bell companies
being allowed ‘to manufacture telecommunications equipment, be-
cause of their involvement in a regulated phone market, when in
fact AT&T is also involved in a regulated phone market.

Mr. KiLPATRIC. It is not that they are engaged in a regulated
ghone market. It is that there is no competition for the local distri-

ution service which they provide.

Senator PRESSLER. OK, so you consider yourself in a different sit-
uation.

Mr. KiLPATRIC. Absolutely different.

Senator PreESSLER. OK. Mr. Ginn, I understand there is an
amendment being circulated that would allow the Bell companies
to be involved in all areas of manufacturing, except actually bend-
ing the metal. Is there any middle ground here?

Mr. GINN. Well, I just saw that a few moments ago, and I am
a little hesitant to give you my view on it. But in my general read-
ing of it, it just does not open a door to us. It does not allow us
to participate in the innovation cycle that I have mentioned three
or four times.

It is basically an empty proposal and if the idea is to take the
capabilities, the creativity and innovation of these Bell companies,
and have that translated into consumer products and services that
g‘eneﬁt consumers, I think that proposal pretty much undermines
1%.

Senator PRESSLER. Thank you, I have some additional questions;
I will submit them for the record.

Senator INOUYE. I will advise all of the witnesses that we may
be submitting additional questions, for your concern and consider-
ation. Senator Breaux?

Senator BREAUX. Thank you, Mr. Chairman, and thank the mem-
bers of the panel for being with us.

Mr. Kilpatric, when did AT&T reach the position of affirmatively
advocating and supporting a prohibition on the regional Bells en-
gaﬁng in manufacturing?

r. KILPATRIC. The original draft of the MFJ submitted to AT&T
by the Department of Justice in December of 1981 contained the
restriction on the Bells as to manufacturing. And as I recall the
cover letter, it said that the restriction is the reverse of the divesti-
ture itself. It will maintain the divestiture, and is not negotiable.

Senator BREAUX. And that is when AT&T started supporting it?

Mr. KILPATRIC. It was part of the transaction. The evolution of
the market since divestiture, with the increase in technology, the
increase in participants and the recognition that the reason most
of these new entrants have come around is because they believe the
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premise that there will not be an overhang of the market by the
provider of local service also entering into manufacturing. That
makes it all the clearer that that provision is correct.

Senator BREAUX. I am sorry. That confuses me, because I am
looking back at a hearing that the Federal Communications Com-
mission had back in 1982, a year after the time that you just spoke
to, in which Howard Trenens, who was your general counsel in that
time, was being questioned by Mark Fowler before the Federal
Communications Commission about the business restrictions that
were part of the 1981 agreement that you had just mentioned.

And Mr. Trenens, in response to Mark Fowler, said—and I would
ask you to comment on it after we get it on the record—Mr.
Trenens was saying, “We do not want restrictions on the Bell oper-
ating companies; that was not our idea.”

And he goes on to say, following up by Fowler about the restric-
tions, says, “Well, let me preface it again by sayin%that the restric-
ti(ln.rilstexga’;s not our idea. We would be happy to have them unre-
stricted.

And Fowler continues, saying, “Your position would be that you
would be happy to not have any restrictions?”’

And Trenens says, “Yes, sir, they were not our idea.”

And Mr. Foggerty, I guess, who was a commissioner at that time,
went ahead and asked additional questions about the business re-
strictions, and he asked Mr. Trenens again, saying, “I tend to agree
with you, Mr. Trenens, that no undue restrictions should be placed
on the companies, and f'ou by the same token, I was pleased to
hear that you did not volunteer to restrict the divested Bell operat-
ing companies from participating in these competitive enterprises.”

And he continues and says, “So I take it you would not object if
the commission should suggest to the court that that sort of restric-
tion should be removed from the BOC’s once divested.”

And Mr. Trenens says, “Not at all.”

Mr. Brown—Charles Brown, I guess—was asked that very ques-
tion before a national association of regulatory utility commission-
ers group, and he said that it was not our idea. And the question
was, well if the Justice Department agreed to eliminate those re-
strictions, would you agree. And the answer was, of course.

Well now, in 1991, the Justice Department agrees, and my ques-
tion is, I am confused as to AT&T’s change of position, apparently.

Mr. KILPATRIC. Let me see if I can explain. It is absolutely clear,
as I just indicated, they were not our idea. They were part of the
draft when it came. At the point when Mr. Brown was speaking be-
fore the trade association, and Mr, Trenens were speaking before
the FCC, they were, respectively, chairman and general counsel of
the Bell System.

They were dealing with a set of assets that the Bell System was
to split up. The terms and conditions of the agreement that had
been reached with the Department of Justice and which was then
before Judge Greene in the Tuniac proceedings, included the re-
strictions. We did not fail to understand the reason they were
there. But speaking as he was for all of the assets, if it had been
possible to get the arrangement without those restrictions, the Bell
System would have been happy to take it.
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Senator BREAUX. I think it clearly indicates that at one time, the
chairman of the board and the general counsel were saying before
the FCC that they had no problems with the business restrictions,
that if the Justice Department said they could be removed that you
would, in the words of Mr. Trenens at that time, have not at all,
no problems. Well, if Justice agreed to eliminate the restrictions,
would you agree? And the answer was, of course.

And I am just confused as to the position today. It does not seem
like you are in favor of that position.

Mr. KiLPATRIC. And not just AT&T. Since that time, a whole in-
dustry has been created with not just AT&T participating, but with
thousands of others. And so to reverse the premise upon which we
have made commitments, and investors have given us their where-
withal, and the same with many other corporations at this point,
seems to me to be much too late, particularly when there are no
perceivable benefits from the legislation.

Senator BREAUX. OK, let me ask a couple of other questions
shortly, in a short time frame. Dealing with jobs and manufactur-
ing, because that is the issue of the hearing, and ask you if the
statement is correct, and if it is not correct, please correct it for me,
because we are talking in a pamphlet that I have seen that says
as the source for this information, AT&T Annual Report to Share-
holders, and the AT&T Form 10-K reports. I am not too sure what
that is, but that is what they cited as a source.

And they say in talking about the decline in AT&T’s domestic
manufacturing since the divestiture, the statement is AT&T has
closed five production plants in Baltimore, MD, Cicero, IL, Indian-
apolis, IN, Kearney, NJ, and Winston-Salem, NC. Now, is that cor-
rect, or if it is not correct, please straighten it out for me.

Mr. KILPATRIC. It is correct.

Senator BREAUX. Another question I have to ask, and the source
for this is the same two sources that I read on the first line of the
previous question. In the statement there is some elaboration here,
now I am not asking about this, it says, rather than rebuild the
domestic plant and equipment, AT&T chose instead to go foreign.

But the question I want to ask is whether this is correct. Invest-
ing in major foreign joint production ventures based in Europe and
Asia, and four wholly owned separate manufacturing operations lo-
cated in Ireland, Hong Kong, Singapore, and Thailand.

What of that statement is not correct, if any of it is not correct?

Mr. KirpaTrIC. The sites you mentioned are, so far as I am
aware, places where AT&T has factories.

Senator BREAUX. OK, now make it more parochial from a Louisi-
ana standpoint. One of the articles one of the papers dealing with
your Shreveport installation in Shreveport, LA. It was an an-
nouncement I am reading from a newspaper article. It said that it
was an announcement, AT&T says it will lay off 330 workers at its
plant here by March 30. And the article continues. The layoffs are
the result of AT&T’s decision announced in 1988 to phase out the
manufacture of pay telephones in Shreveport. The public phones
will be manufactured for AT&T in Taiwan. The latest layoffs will
leave the plant with about 2,500 workers from a peak of 7,500
workers in 1974,
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The question I need you to comment on if you could, is the
amount of workers that they say was approximately 2,500 from a
peak of approximately 7,500 in 1974. Is that approximately correct
or incorrect?

Mr. KiLPATRIC. I cannot verify from my own knowledge. I would
be happy to provide that.

Senator BREAUX. Well, from your own knowledge, well maybe
%ou have no knowledge about it, it is not your area of personnel.

ut does that sound about the size of the reduction of the workers
in the Shreveport, LA plant?

Mr. KILPATRIC. I simply do not know, but I will find out.

Senator BREAUX. OK, because I said something in my opening
statement that it was a reduction of about 60 percent in the
Shreveport plant. This figures out about 66 percent, if it is correct.
I am not sure it is, because I am only quoting from newspaper re-
ports. Thank you. :

Mr. KILPATRIC. Senator, could I make a comment about plant re-
ductions and closings, and the reasons for them?

Senator BREAUX. I have heard the reasons. You are welcome to
restate them. I am just trying to verify whether they in fact oc-
curred or not.

Mr. KiLPATRIC. A big reason is the increased competition. As I
mentioned before, one of the purposes of the decree was to reduce
AT&T’s market simare, which necessarily means sales are reduced,
which means production is reduced.

Senator BREAUX, Well, let me ask you on that point, are you re-
ducing production? Or are you just reducing production in the
United States, if you are opening plants in Singapore, and in Tai-
wan and in Hong Kong and in Ireland. It sounds like you are not
reducing production; you are just reducing U.S. production.

Mr. KiLPATRIC. For the low-end equipment, I know of no manu-
facturers who are selling telephone sets in the United States who
are manufacturing them here, That is one reason for going abroad.

Another is, as we try to sell to overseas telephone administra-
tions, very often, one of the conditions of their considering our sales
pitch is that we open facilities in their countries.

Senator BREAUX. Well, how much of your offshore production is
sent back to the United States in terms of imports?

Mr. KiLPATRIC. I cannot give you the figure, but I will provide
it.
Senator BREAUX. Do you have an approximate idea?

Mr. KiLPATRIC. I do not.
Senator BREAUX. How much is the trade deficit in manufactur-

ing?

iir. KILPATRIC. The trade deficit?

Senator BREAUX. Yes, on telecommunications equipment?

Mr. KILPATRIC, For AT&T?

Senator BREAUX. Yes.

Mr. KiLPATRIC. I could provide that figure as well.

Senator BREAUX. OK.

Senator INOUYE. Senator Burns.

Senator BURNS. Thank you, Mr. Chairman,

Let us proceed along the line that Senator Pressler opened up
here just a little while ago. As you know, there are some proposed
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amendments or compromises that could possibly make this more
compatible to both parties that are concerned here, which is basi-
cally AT&T and the Bells.
T, Kilgatric, would AT&T be willing to live with legislation that
germits the Bell companies to participate fully in the design and
evelopment, but stop short of permitting the Bell companies to
fabricate the equipment? In other words, would you be willing to
accept the—I think it was a compromise circulated by the Digital
Equipment Corp. That was done last year, I think.

Mr. KiLPATRIC. Senator, the vast majority of the allegations
made against the Bell System in the antitrust suit brought by the
Department of Justice focused not on the fabrication part of the
manufacturing process, but on the design and development portion.
It is the least obvious phase and so hardest to detect, and I think
it is highly improbably that we could ever agree to that.

Senator BURNS. Mr. Ginn, you heard the question and his an-
swer. What is your view on Pacific Telesis and the Bell compa-
nies—are they willing to compromise?

Mr. GINN. Well, 1 opened my comments by saying that I am
speaking for six other partners, and I would hate to commit to
them at this moment about what we were willing to do and not
willing to do. But the thing that bothers me about that, I mean,
we can do research and produce functional specs today. So that is
not giving us anythin%.1

The whole issue is, how do you get your bait back? I mean, what
is the incentive for us to invest in research if there is no opportuni-
ty to earn margin on equipment that you sell? And the answer is,
you do not do the research if you do not have the opFortunity to
get your bait back, either through royalties, licensing fees, or sell-
ing the product. So that is why I called it empty.

ou know, if this turns out to be our national policy, nothing will
happen, notfling will happen.

Senator BURNs. Mr. Kilpatric, is it true that AT&T’s research
and development expenditure declined 8 percent last year? I was
following up on Mr. Kerry’s questioning over there. Is that a cor-
rect statement?

Mr. KILPATRIC. I believe it to be an incorrect statement.

Senator BURNS. Could you enlighten me on that?

Mr. KiLPATRIC. I do not have the final 1990 figures, but I would
be happy to supply them.

Senator BURNS. We will probably have a couple more questions,
because one thing leads to another, and we are going to miss sup-
per. I have never missed a meal, nor do I intend to. [Laughter.]

So that will comglete my questions. Thank you, Mr. Chairman,

Senator INOUYE. Senator Kerriy.

Senator KERRY. That is a hell of a preface to my rounds. I have
known pressure, but never such pressures as the stomach. I am
just going to ask a few—and Mr. Chairman, I know there is an-
other panel, and I do not want to keep everybody late either.

So, I gather we are going to leave the record open? So we can
submit questions?

Senator INOUYE. Yes.

Senator BURNS. Mr. Chairman, I have some stuff to submit for
the record, here. May I do it at this time? There are a couple of
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articles, “No Answering Machine”—came out of Business Week—
and the “Smarter Way to Manufacture.” I would like to have those
entered into the record.

[The material referred to follows:]

[Business Week, Dec. 3, 1990])
No ANSWERING MACHINE EVER LOOKED Like THIS

(By Joan O’C. Hamilton, Menlo Park, CA)

When American Telephone & Telegraph Co. engineers showed Product Manager
David Dubbs the digital workings for a snazzy new phone-answering machine, he
felt sure it could be a blockbuster. Trouble was, getting it ready for this Christmas
season meant Dubbs had to get the product designed, manufactured, and shipped
in less than a year.

Dubbs turned to frogdesign, where tackling unreasonable deadlines helps the firm
Jjustify some of the highest fees in the business. Dubbs spelled out his needs to De-
sign Director Daniel Harden in mid-December. Then he added, “We want mystery
and magic in it.”

The first 2 weeks of January, Harden and designer Paul Braund, who has since
left frog to start his own firm, locked themselves in a brainstorming rcom. In ses-
sions that dragged late into what from employees call “0-dark-hundred hours,”
Harden and Braund noodled, doodled, and sketched the possibilities.

FINE TUNING

As the choices narrowed, model makers joined in. The simple process of turning
sketches into 3-D forms helps shape design issues. In the first model phase, white-
foam forms are made, often assembled in hours by knife-wielding sculptors. By Jan-
uary 15, Harden and Braund carried seven foam-model options, including one con-
tributed by frogdesign Chairman Hartmut Esslinger, to a meeting with 156 AT&T
manufacturing engineers in Indianapolis. The engineers pronounced the designs
manufacturable. The stylistic elements wouldn't make the machine too difficult or
expensive to produce. The clear favorite of the AT&T crew was Braund’s vertical
concept, which came to him when he glanced at the portable compact-disk player
he had turned on its side on his desk to save space.

By January 31, frogdesign showed Dubbs another of its secret weapons: a fully
detailed scale model of the design. Early on, Esslinger invested in a state-of-the-art
computer-aided-design system hooked up to a computer-controlled milling machine.
Model makers sit at terminals in a dim room, precisely measuring specs. The push
of a button sends instructions to a robot arm that carves out perfectly scaled model
parts. Then, they are carefully painted with acrylic, making the models, which can
cost $1,000 to $10,000, almost indistinguishable from the finished product. Often
only when such a precise model is ready does a critical flaw or need for a change
become obvious, clients say.

Design approved, it was time for 6 months of necessary drudgery. An appealing
style is one thing, but it’s another to pack in components and make sure the design
works practically as well as visually. Harden became the liaison for Dubbs’ manu-
facturing engineers, and together they fine tuned the answering machine and
changed dimensions slightly to accommodate the inner workings. There were
changes: On the top of the machine, for example, one of the buttons is blue—a delib-
erate visual cue to draw the user’s eye to the most essential function, “play.” Engi-
neers raided their eyebrows, as it meant adding another tool to the manufacturing
process. Dubbs backed from.

The machine is being manufactured in Taiwan now. It will hit AT&T phone cen-
ters in time for Christmas and sell for $139. “I had a vision and this is absolutely
the right thing for us,” says Dubbs, who is so satisfied that he hired from to develop
a followup product. There’s one area, however, where even the creatively super-
charged frogdesigners could not sway staid old AT&T: The product’s name. Frog em-
ployees wanted to call it Flash. The phone company went with “AT&T digital an-
swering system 1337.”
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[Business Week, Apr. 30, 1990]
A SMARTER WAY To MANUFACTURE

(By Otis Port, Zachary Schiller, and Resa W. King)
HOW ‘CURRENT ENGINEERING' CAN REINVIGORATE AMERICAN INDUSTRY

At its new plant in Atlanta, NCR Corp. is trying an approach to product develog)-
ment that could put U.S. manufacturing back on a par with the Japanese—by
churning out better quality things faster and at lower cost. Like most manufactur-
ers, NCT used to develop products in a series of steps, starting with design and en-
gineering, then letting contracts for various materials, parts, and services, then fi-
nally going to production. Each step was largely independent of the others, and
changes made at any postdesign stage, especially after production started, caused
major traumas. The late fixes would ripple back through a project, causing every-
thing that had gone before to be reworked. That would delay the product and push
its costs through the ceiling. So NCR decided to test a new method: do everything
concurrently.

CLOSE QUARTERS

In Atlanta, where NCR makes terminals for checkout counters, the company tried
concurrent engineering for its latest machine. The work started in January 1987,
and the product rolled out 22 months later—one-half the normal time, The terminal
has 85 percent fewer parts than its predecessor and can be assembled in 2 minutes,
or one-fourth the time. That convinced NCR. It tore down the wall that separates
most design and manufacturing departments. Now, all the plant’s 100-0dd engineers
are located in a pool of identical cubicles. When a (froject starts up, the engineers
play musical cubicles, so the sgecialists involved in design, software, i:ardware, pur-
chasing, manufacturing, and field support all work side by side and compare notes
constantly. This makes for more synergy, curbs late fixes, and achieves what Wil-
liam R, Sprague, NCR’s senior manufacturing engineer in Atlanta, calls “the over-
ridincﬁzfactol”—getting products out on time.

NCR isn’t alone in switching to CE. American Telephone & Telegraph Co. latched
onto the concept when it redesigned its main phone-switching computers. The total
“cycle time” from conception to production was trimmed by more than one-half from
the normal 8 years, and manufacturing defects plunged as much as 87 percent,
Deere & Co. began using concurrent engineering in the late 1980’s and has slashed
the previous 7-year cycle time for construction and forestry equipment by 60 per-
cent, saving 30 percent of the usual development costs.

These are just 2 of the 11 case studies uncovered in a survey for the Pentagon
by the Institute for Defense Analysis, an Arlington, VA, researcher on defense in-
dustry issues. “The whole world is coming to the conclusion that something like this
must be done,” says Ramana Reddy, director of West Virginia University's 2-year-
old Concurrent Engineering Research Center, which is funded by the Defense De-
partment. By the year 2000, proponents befieve, few companies will remain un-
touched. And that will unleash the most wrenching cultural upheaval in manufac-
turing in 50 years.

The potential advantages of concurrent engineering have been recognized for dec-
ades. But earlier calls for it were thwarted by middle-management fiefdoms and by
the lack of computerized tools to spur cooperation between departments. Now that
such tools are emerging, top management is cracking down and forcing design and
manufacturing, in particular, to collaborate. More and more senior executives real-
ize that U.S. industry’s problem isn’t coming up with novel desiﬁﬁs, it’s getting prod-
ucts out the door. In the 1980’s, the hoped-fore antidote was billions spent on auto-
mating factories, where 85 percent of a product’s costs are incurred. “But we got
it backward,” says Aris Melissaratos, general manaﬁer of engineering and manufac-
turing operations for Westinghouse Electric Corp.’s Electronic Systems Group.

It turns out that no amount of faclx:rg' automation can compensate for a poor de-
sign. That’s because up to 90 percent of production costs are preordained by design
decisions made long before the blueprint reaches the shop floor. Left uncorrected,
overly complicated designs can cause devastating delays. In the fast-track electron-
ics sector, the accepted rule of thumb is that the first two manufacturers that get
a new-generation product to market lock up as much as 80 percent of the business.
And it’s crazy to risk losing that edge. McKinsey & Co. calculates that going 50 per-
cent over budget during development to get a product out on time reduces its total
froﬁts by only 4 percent. But staying on bggget and getting to market 6 months

ate reduces profits by one-third. “You can’t afford to miss the window,” says NCR's

HeinOnline -- 15 Bernard D. Reams, Jr. & William H. Manz, Federal Telecommunications Law: A Legislative History of the Telecommunications Act of
1996, Pub. L. No. 104-104, 110 Stat. 56 (1996) including the Communications Decency Act 90 1997



91

Sprague. With so much at stake, nothing is likely to head off CE. Not even middle
managers with empires to protect.

FORGOTTEN IDEA

The roots of all this trace back a decade, to when Japanese companies stunned
their U.S. rivals by spewing out products of ever higher quality at lower and lower
prices. Even more shocking were the reports of study groups just back from Japan:
Production lines often operated at quality levels 1,000 percent better than the best
comparable factories in the United States. This stemmed largely from the fact that
the Japanese—emulating the way American companies operated prior to World War
II—don’t have separate design and manufacturing functions. Their product engi-
neers are equally adept at both. And they tend to engineer quality into the manufac-
turixégfpmcess, while the United States relies on assembly line inspections to weed
out defects.

Alarmed, the leading U.S. electronics companies decided they had to make quan-
tum 'umﬁs in quality and cycle times. What they discovered is that “all roads lead
to a few keys to competitiveness,” says Terrance R. Ozan, director of manufacturing
consulting services at Ernst & Young. “If you cut through the buzzwords, the strate-
gic issue are time to market and quality, plus flexibility in responding to changing
customer needs and market forces—and then cost.”

But it’s a lot easier to recognize this than to get companies to change a style that
has become ingrained over the past 50 years. The present method of product devel-
opment is like a relay race. The rese and marketing department comes up with
a product idea and hands it off to design. Design engineers craft a blueprint and
a handbuilt prototype. Then, they throw the design “over the wall” to manufactur-
ing, where production engineers struggle to devise a way to bring the blueprint to
life. Often tgis proves so daunting that the blueprint has to be kicked back for revi-
sion, and the relay must be run again—and this can ha%pen over and over, Once
everything seems set, the purchasing department calls for bids on the necessary ma-
terials, parts, and factory e i%ment——stuﬁ‘ that can take months or even years to
get. Worst of all, a design glitch may turn up after all these wheels are in motion.
Then, everything grinds to a halt until yet another so-called engineering change
order is made,

Apart from wasting time, this approach fosters bureaucracy. Layers of jobs sprout
up around each departmental function, and the turf gets carefully marked out. Wil-
liam D. Christ, a senior consultant at United Research Co. in Morristown, NJ, re-
calls seeing this in 185 at RCA Corp.’s Consumer Electronics Division, which has
since been acquired by Thomson-CSFE of France. United Research consultants were
there to help speed up development of a new TV set. But Christ recalls how an RCA
design-manager professed to hate dealing with manufacturing engineers because
they invariably complained that if the designers would just get it right the first
time, there would not be so many costly changes. Besides, added the designer, his
groug was hardly to blame if manufacturing could not make what the designers pro-
posed.

At companies that are converting to CE, there’s no room anymore for such talk.
At Westinghouse’s Electronic Systems Group, for instance, both design and manu-
facturing have been put under one manager, Melissaratos. “Im the embodiment of
concurrent engineering,” he says. To help foster teamwork among both groups of en-
gineers, he has set up shop-floor laboratories. Qutfitted with the same equipment
that will be used for production, the labs are a meeting ground where CE teams
prove out their designs,

That’s just a preview of the changes in store throughout U.S. manufacturing. At
General Electric Co.’s appliance division, for example, up to 21 managers once had
to sign off on designs and changes. Now, only a few do. At Motorola Inc’s radio-
telephone plant in Schaumburg, IL, the management hierarchy has been trimmed
from seven tiers to no more than four, At Eastman Kodak Co., which is restructur-
ing for CE, too, cross-functional teams are working together more smoothly and me-
diating their own disputes in a fraction of the time that it once took.

“Instead of passing information from one level to the other, with management ap-
proval at each step, we now have teams that communicate electronically and make
decisions themselves,” says Elmer R. Noxon, director of Kodak’s engineering sys-
tems division. “It eliminates the organizational approval process.” Adds David G.
Hewitt, senior vice president of manufacturing technology at United Research: “The
really significant change comes from unleashing a company’s creative forces, which
had geen frustrated by ‘me think, you do’ hierarchies.”
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BRAINSTORMING

The transformation isn’t stopping at the door. Since every major product made in
the United States contains purchased parts, concurrent engineering must also en-
compass suppliers, notes H. Barry Bebb, a vice president at Xerox Corp. He adds
that outside parts account for over one-half the value added to Xerox’s copy ma-
chines. In such cases, suppliers must be brought in on day one, to get the same head
start as the rest of the product development team.

“Havin} the right relationship with your vendors is absolutely fundamental,” says
Edward J. Kfoury, president of IBM’s Industrial Sector Division. “If you hold your
vendor to the same standards (of t¢E.ua.lit:y, timeliness, and manufacturability), and
provide him with the same tools, then it doesn’t matter whether you do it or the
vendor does it. It becomes an economic decision”—who can do it best,

Using concurrent engineering to harness the ingenuity of America’s small manu-
facturers could spark an industrial renaissance. Small- and medium-size companies
are the backbone of U.S, industry. Everﬁulztiig manufacturer depends on them. Yet
most smaller companies lag a decade behind in adopting new manufacturing tech-
nology. To help bring them up to speed, the National Institute of Standards & Tech-
nology has mounted a campaign patterned after the Agriculture Department’s ex-
tension service. Combined with the missionary work of bigger companies, the result
could be a massive technology-transfer program. And that would provide American
industry with new sources of rich expertise, improving its ability to respond quickly
to market shifts.

The Japanese already know this. Customarily, they go to great lengths to help
suppliers strenichen their businesses—even though the supplier may then sell to a
rival producer. Ricoh Co., a leading builder of facsimile machines, actually put Azon
Corp., America’s top producer of blueprint paper, into the fax-paper business. First
Ricoh licensed its technology to the privately held Johnson City, NY, company.
Then, it trained Azon’s engineers in Japan. Azon cranked up production last au-
tumn, not as Ricoh’s captive supplier but as an independent producer. Normally,
even Japanese companies don’t go that far. But Ricoh could not find an American
ﬁapermaker that measured up to its standards for quality and 1productivity, and

eiji Endoh, chairman of its New Jersey-based U.S. ogration, felt it important to
domestically source more of the products Ricoh sells in the United States.

That doesn’t mean Ricoh will tolerate shoddy work, as Azon President William L.
Bordages found out. Though Azon has sold blueprint paper in JaKzan for 40 years,
Bordages was stunned by Ricoh’s demands. It sent teams to audit Azon’s production
methods and quality assurance procedures—plus its management gractices and fi-
nances. “We had to tell them things we don'’t even tell our mothers,” says Bordages.

But in the end, he adds, the exercise proved worthwhile, “We learned as much
from the paces they put us through—about how to make this a better company—
as they did about us.” Most U.S. companies that supply Japanese outposts in the
United States tell the same story. At first, the Japanese seem “unreasonable, in-
flexible, and relentless,” says one American executive. Then, it gradually becomes
clear that they are laying the foundation for a long-term relationship that will bene-
fit })oth parties. Ultimately, the U.S. suppliers wonder why their U.S. customers are
so lax.

SHAPE UP

Now, some are wising up, Motorola believes that suppliers should participate in
concurrent engineering projects—but only if they can match Motorola’s internal
standards for quality. the word went out from former Chairman Robert W.
Galvin: shape up by 1995, or kiss off future business with Motorola. To help suppli-
ers meet its goals, Motorola sends its engineers on inspection visits to audit their
progress on quality and help them over humps. Motorola doesn’t overlook anyone,
not even tiny Custom Rubber Co., a $2 million producer of rubber parts in Cleve-
land. Owner William H. Braun says Motorola engineers helped him set up a quality
assurance system, and they continue to monitor it. They don't just want zero de-
fects, says Braun, “they want to know why there are no defects.”

The latest computerized tools are meaking concurrent engineering much easier.
Computer-aided design (CAD) systems now capture, in three-dimensional models,
all the information needed by such “downstream” functions as purchasin% and man-
ufacturing. Ongoing efforts to standardize CAD data mean that it’s possible to work
on the same model with the various brands of CAD and computer-aided engineering
systems owned by a company and its suppliers. And new electronic data-manage-
ment systems assure that all team players use the latest version of the design, not
one that was updated hours or days earlier by another department. So, unlike a few
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ﬁears ago, it is now feasible to do concurrent engineering on a global scale, linking
undreds of engineers around the worl
One such extended family was honored last October with the Society of Manufac-
turing En%ineers’ annual award for excellencz in computer-integrated manufactur-
ing. Digital Equipment Corp.’s Storage & Information Management Group collected
the fprize for the network that produces its new hard-disk drive. Design is coordinat-
ed from the group’s Colorado Spl'in%s headquarters for final assembly that takes
lace in two clean rooms, one in Colorado Springs, the other in Kaufbeuren, West
rmany. Components arrive at the two sites from DEC plants in Arizona, Massa-
chugetts, and Puerto Rico. And the parts for those come from suppliers as far off
as China. “Concurrent engineering had to be part of the program,” says Charlotte
Frederick, product technology manager at the storage unit. Given the cost of the two
clean rooms—$50 million each—“we couldn’t afford to develop products that werent
manufacturable.”

TOOL KIT

Improved computer systems may even brin% CE to the biggest customer of all, the
Pentagon. It has been working since the mid-1980’s to convert its mountain of paper
into compact digital information. Michael F. McGrath, director of the Pentagon’s bil-
lion dollar Computer-aided Ae?uisitions Logistic Support (CALS) program, notes
that the cruiser Vincennes would ride 3% inches higher if it could jettison the 23
tons of a{‘aper documents relating to the care of the various systems. But CE is what
he’s really after, Already, new proposals and engineering designs must be submitted
to the Defense Department on computer tape or disks. “What CALS is bringinaﬁ to
the table,” says McGrath, “is the set of tools that lets you achieve the potential of
concurrent engineering.”

Indeed, our Pentagon gave CALS the green light, Lt. Gen. John M. “Mike Loh,
commander of the Aeronautical Systems Division (ASD), at Wright-Patterson Air
Force Pase, figured it was time for the next step. “We've got to raise the stature
of the manufactuﬁngband field-support communities to the level of design engineers,
who until now have been calling the shots.” To fet that message across, ASD plans
to “disestablish its existing organization,” says John C. Halpin, Loh’s deputy on en-
gineering and quality matters. The division’s 1,700 design and systems engineers
will be merged with several hundred manufacturing and maintenance engineers
now in other Air Force units. “ASD will lead by example, not just go out and try
to jawbone the contractors into adopting CE,” Halpin says.

alpin thinks that could take 7 to 10 years. That dovetails with the experience
of the CE pioneers. Even in small companies, recasting the corporate culture takes
5 years or more. But it has to be done, says Loh, because American industry is
“going to be in even deeper trouble in the 1980’s” if it doesn’t act scon—and keep
acting. “This is a never-ending journey,” says IBM’s Kfoury. “You must never get
to the point where you’re satisfied.” Since 1986, IBM has cut its cycle time for large
gystems in half, to less than 3 years, Yet Big Blue is far from content. The new &-
year goal, set by Chairman John F. Akers, is o be far better still.

Certainly, the overriding lesson learned from the Bﬁ;JSh to concurrent engineerin
is that America’s shortcomings in producinﬁ high-quality products inexpensively an
%atting them to market on time are largely the result of self-fulfilling prophecies.

ntil now, companies have assumed that since it seemed unlikely that functions as
different as design and manufacturing could work together, they should do their
jobs separately. And expecting things to get done right the first time, whether in
design or manufacturing, seemed too absurd to be realistic. As trivial as it may
sound, the remedy turns out to be really simple: aim higher.

Senator KERRY. Just a few quick questions, if I can.

Mr. Ginn, I was left hanging at the vote on a question I asked,
and I wondered what your reaction would be with respect to a bar
or safeguard on joint ventures with foreign firms when their home
market countries are closed to U.S. firms.

Mr. GINN. Well, I think it is a matter of balance that this com-
mittee has to think about. But I think you ought to understand
that every time you put a constraint on us, you take away from the
objectives, the goals of this legislation. You know, if you say we
cannot joint venture with another RBOC, then you lessen our abili-
ty to do things we could otherwise do. And so, if you say that we
cannot joint venture with someone from a country that does not
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allow our telecommunications equipment to be imported, to me that
ils gla%e policy of the United States. I would hope you would not
o that.

I would want you to understand that if you did it, you are lessen-

ing our capability to serve customers.
enator KERRY. Do you want to comment on that?

Mr. KiLrATRIC. No.

Senator KERRY. Again, I want to ask both of you some questions,
but you said one of the main reasons, or one of the most important
reasons that has been put forward for allowing the Bells into the
manufacturing is that they can provide capital to smaller compa-
nies, and the capital market would be enhanced.

But the U.S. capital market is generally assumed to be one of the
most efficient in the world. And I wonder why f'ou think that you
would be able to jud%;a the potential of the small company in a way
that the capital market would not be capable of doing right now.

Mr. GINN. Because we bring more than capital, because we bring
more than capital. Let me give an example. We are running out of
spectrum in Los Angeles on cellular. There are a number of compa-
nies that have new technologies that give us four times the capac-
ity. But they are small, they are entrepreneurial, they are
undercapitalized.

So it, when we come together, we bring what we bring to that
partnership, all of our knowledge about cellular, about customer
demand, about how the network operates. And we bring capital as
well, and they bring their innovative technology. It is a synergistic
thing that has a chance to work many, many times.

Matter of fact, my own view of what will happen is that you will
see far fewer big companies and big companies getting together in
joint ventures. How I see the world evolving is a company like
ours, we will bring market knowledge, market know-how, some
technical capability, and we will be looking for people who have en-
trepreneurial special knowledges where we can combine our capa-
bilities to serve a market need.

So, what I am going to predict, if this bill passes, is you will see
big companies working with many, many small companies. And I
thlui;k that is what you want. I think that is the objective of the leg-
islation.

Senator KERrRY. Now those other things that you bring to that
joint venture that you cited are the product of the sort of monopoly
status. And are inevitably, are they not, subsidized by the rate reg-
ulatory process?

. Mr. GINN. Well, in the case I just mentioned to you, no. Cellu-
ar—

Senator KERRY. Engineers would not be? Would engineers not be
designing conceivably——

Mr. GINN. No. No, no. Pactel Cellular is an entirely separate cor-
porate entity in a competitive market as AT&T is in a competitive
market. That example happened not to be in the Bell-regulated
telephone company.

Senator KERRY. What, just a last question, again, for you, that,
give me a sense of the market needs that you do not think have
really been developed, that are sort of crying out for development
beyond the spectrum that you talked about. ere do you see the
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market demanding somehow something that is not being met at
this time?

Mr. GINN. Let me talk in conceptual terms, because I think this
is a very important point. What I see happening in our industry
is markets are segmenting in finer and finer grain.

Now, if you look back, think about ATM’s and what a revolution
that has made in our society. Well, that was a synergistic process
of the banking industry working with the telecommunications in-
dustry in coming up with that product. And it met a very specific,
very specific customer need.

Now, I say that is how we are going to get productivity in the
future. And there are going to be thousands of opportunities in
major industries across the country, education, financial services,
whatever, where specific products and services get designeq to help
them do their work more efficiently.

I was talking to a Pacific Bell salesperson a few months ago. She,
they come from all over. She said, “I was just talkiniwith a fishing
fleet that works out of San Francisco. And what they would like
to do is they get their, they make their catch and they are looking
for a way to get that catch back into the system so the restaurants
can purchase the fish before they get back to port.”

Well, I would, I mean, I would never understand that as need,
but when you are working in an industry, you are working with
customers, there are many, many ways that (i,'ou innovate, that you
create, to help solve business problems. And what this bill would
do, I tilink, is allow the Bell operating companies to be real players
in that game.

Senator KERRY. Picking up on that, Mr. Kilpatric, the manufac-
turing portion of this is what has concerned me far more than, for
instance, the design and development portion. And, in fact, Mr.
Ginn and I met recently and we were talking about some of that.
And I accept the concept that there really are some inefficiencies
in the current system that they are laboring with.

And the judge has interpreted manufacturing in a way that in-
cludes design and development and so forth. Does that not really
cut the Bells off currently from product development, and therefore
create the inefficiencies that are being talked about?

Mr. KiLpaTrIC. Not nearly as much as I sometimes read. I be-
lieve that there is a great deal more freedom than the Bells are
now exercising in doing the basic research in development that
they are permitted to do, in creating the working relationship with
large and small manufacturers presently in the market.

My own company has conversations from time fo time with one
or more of the Bell companies who want something customized for
their use. The technology is there to do it. There is no question
about the deposit of technology that the company, the country has.
It is getting it implemented in the marketplace, and the biggest im-
pediment to that is a reservation that I perceive on the part of the
Bell companies to go ahead and make a commitment so that manu-
facturers can expend the funds and sell to them.

And 1 simply believe that as long as the 7 Bells continue to have
a monopoly exchange service, it is not possible for them to be one
of 7,000 providers of telecommunications equipment. They will ab-
sorb all or nearly all or a very substantial portion of the others.
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So, it seems to me that so long as that local monopoly exists,
there really is a choice to be made. And the problem is that——

Senator KERRY. Well, do the safeguards that are created in here
in terms of who they can sell to and how and where, and the sepa-
rateness of the capitalization and so forth, not protect against that
kind of absorption?

Mr. KiLPATRIC. Every safeguard that I have read that is in this
legislation existed in the predivestiture period. I was practicing in
this industry for 14 years before divestiture. I have never heard a
state or federal regulator currently having the responsibility for
regulation of manufacturing ever say they had the wherewithal to
accomplish the task. To the contrary, they always say the opposite.

The problem with an introduction now of manufacturing by the
Bells is that we would inevitably have another round of this in-
tense dislocation that has occurred that has produced such things
as plant closings and downsizings.

And we would never have, as we might now, indeed I think we
clearly will, with the separation, a rising of new technologies and
new applications that will, over the course of time, probably the
decade of the 1990’s, allow us not only to reclaim those jobs but to
go far behind. )

Mr. GINN. I want to respond to that. I think {elecommunications
information technology is the industry of the 1990’s. This business
about putting other people out of business I cannot, I do not see
that. What I see is expanding markets. Seven companies out of
7,000, in my opinion, are, to the extent that they participate, are
going to help, not hurt. They are going to add to the creativity.
They are going to add to the innovation.

And we had better, because the infrastructure that we put in
place in this country—

Senator KERRY. I am sure they will add to the market, but these
are not just seven companies. These are seven very big companies,
with enormous capital available to them.

Mr. GINN. Yeah, and seven companies that——

Senator KERRY. Why would the absorption not take place then?
Why would the efficiencies of the marketplace for that kind of cap-
ital ?available not just wind up with acquisition, acquisition absorp-
tion?

Mr. GINN. Well, because we do not have unlimited capital.

Senator KERRY. It is not unlimited, but, I understand that.

Mr. GINN. As a matter of fact, we spend a lot of time prioritizing
our capital, and capital gets allocated basically on how it can, how,
what kind of return you can earn on it. And if you cannot earn de-
cent returns, then we would not be allocating capital just to acquire
other manufacturing companies. Not interested in that, do not
want to do it. My shareowners may have other ideas about who
ought to be the CEO if I did.-

Senator KeRrRY. Well, I have gone on longer than I meant to, Mr.
Chairman. I would like to just have the followup of some questions,
if I can, for the record. But I appreciate the distinctions you drew.

The CHAIRMAN [presiding].Very good.

Senator Exon.
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Senator EXON. Mr. Chairman, thank you very much. Mr. Ginn,
1s:lou are speaking for not only your organization, but the RBOC’s

ere today, is that correct?

Mr. GINN. Yes, sir.

Senator EXON. Let me ask the question in this manner. You take
it, from what I am hearing in listening to you, and disputed by Mr.
Kilpatrie, that you feel that, rather than hurting AT&T, the addi-
tional competition that the Bells would provide would be good for
the overall industry, including you and AT&T. Is that correct?

Mr. GINN. Yes, sir. I think the market is going to become more
robust, not less.

Senator EXON. What is your response to that, Mr, Kilpatric? I
cannot imagine that AT&T, as big and with the experience that
your organization has, with some of the most fabulous laboratories
and technicians in the world, would be concerned about that up-
start co(inpetition, that at one time bought almost everything that
you made.

Mr. KiLPATRIC. Senator, we would be happy to face any competi-
tion in a situation where we could get information about the local
network’s technical standards early enough to know, if we could be
sure that our price would not have to compete against a subsidized
price.

Take the example that Senator Danforth was using earlier today,
a joint venture between Southwestern Bell, as he put it, and Sie-
mens. If there were such a relationship, the opportunities for Sie-
mens employees and Southwestern Bell employees to be together
would be uncountable. That is the very reason they got together.

In those conversations, information would be passed about net-
work plans, 2 years, 5 years down the road. It is inevitable that
that kind of information would go back and forth. How would Gen-
eral Rill or a regulator know about that in time to protect the com-
petitive lfprocess. I am not worried about AT&T here, but the proc-
ess itself.

It is considerations like that that make us concerned, not about
facing Sam or any of his fellow CEQ’s, if we could do it on the mer-
its, when they do not have a monopoly local exchange.

Senator EXON. So, you are back to the basic situation, that you
believe that regardless of the barriers put up, that the Bells would
indeed be using their revenue from their operating companies to
provide unfair competition against AT&T. Is that what you are say-

ing?

%dr., KILPATRIC. Senator, they are honorable men, but the oppor-
tunities and the incentives to do so would be present, and the expe-
rience with regulation certainly did not work.

Senator EXON. Do you, Mr. Ginn, feel that the language in the
bill to try and protect American jobs, although opposed by the ad-
ministration, is a workable proposition? And do you believe that
you can say in full conviction here today that the Bells would be
in a position to abide by those rules and regulations as outlined?
And if not, do you think that the rules are written strong enough
so indeed the Justice Department might be able to move in, and
if you do not treat others unfairly?

. GINN. Well, let me answer——
Senator EXON. If you do treat others unfairly.
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Mr. GINN. Let me answer the easy one first. Whatever the rules
are, we will obey them. I found it fairly interesting in the last
panel. You essentially had before you the key people that regulate
us. You did not have the State regulators here who play a very ac-
tive day-to-day, detailed role.

And every one of those regulators and policy people said, “We do
not believe it is a problem. We do not believe it is a problem, and
w‘fb tl_gnlg we can do our job. We think we can do our job on cross-
subsidy.

As a matter of fact, as I think I remember their testimony, some
of them said, “We do not even need all the provisions, these self-
dealing provisions that you have got.”

Senator EXON. Because we have got the antitrust laws.

Mr. GINN. You have got the antitrust. We watch them all the
time; we think we do a good &'ob, and we do not think we need these
embedded in legislation. And I must say that I do worry that once
they get embedded in legislation, then it is going to be pretty hard
to get your attention on this matter for a very long time again.

And so I, if I had my druthers, I suppose I would support putting
more authority in the hands of the FCC. But we have said we sup-
port this bill, and we support it with its current provisions. There
are some issues that if we had written it, we would have written
it differently. But as I opened with, as my opening statement, we
support the bill, the seven regional companies support the bill.

Senator EXoN. Mr. Kilpatric, getting back to this job situation
how many, how many jobs has AT&T shipped out of the United
States in the last 10 years, manufacturingwise?

Mr. KiLPATRIC. Senator, I cannot give the figure here, but I will
provide it.

Senator EXoN. It has been a number, has it not?

Mr. KirpaTrIC. The number of jobs that have gone overseas to
replace jobs previously performed in the United States are not as
large as the questions here would seem to suggest. But I cannot
quantify it. I will do so. ,

Senator EXON. Well, I think that is very key to the situation. You
know, I think we are struggling to be fair to everyone up
here—

Mr. KILPATRIC. I understand.

Senator EXON [continuing]. And, you know, whether the adminis-
tration likes the job content, the protection features of all this or
not. That does not bother me. I do not care what they think of that.
They also want to open up a free trade zone with Mexico, and you
were here earlier, you heard what I said and felt about that.

America is going to have to wake up some time, and if we can
keep making it easier for AT&T or any other company to send jobs
overseas, it is ioing to come home to haunt us. It is going to start
a standard of living decline in America. And I am confident that
the free trade zone with Mexico, what if there was a disaster we
talked about earlier for America? I think that would be it.

But, in any event, I am very much concerned about the old cheap
labor business and the effect it has on our people.

Mr. KILPATRIC. Senator, I am not a fortune teller, certainly, and
I am not a technolo%ist. But it does seem to me that in those in-
stances where jobs have been put outside the United States in
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order to remain cost-competitive in highly competitive low-end jobs,
it is entirely possible that that level of technology at some point,
certainly in the decade, could be subsumed in higher level technolo-
gy if we could ever be clear how we are going to have a supply for
the network fgo forward.

So, a lot of this is not a consequence of divestiture. For example,
it was the FCC long before divestiture that allowed the connection
of plain old telephones to the network. That meant that folks did
not keep them in good repair anymore and they wanted a very low
price. And that kind of thing simply could not be manufactured
here. But that may not be the circumstance forever, given what is
happening with technology.

In those instances where we have placed jobs overseas in order
to open up a foreign market to our manufacturing, that is not a dis-
placement of jobs here. We were not selling there before. And so
we are hiring low——

Senator EXON. Yes, but you and many other companies, you
know, let us—you and many other companies are opening plants
overseas and making it and shipping it back in here and having
it used by the RBOC’s and everyone else. It is not just you. Is it
not a very popular thing to do today?

Mr, KILPATRIC. It is popular in those markets that were so com-
petitive we could not have remained in them if we had been manu-
facturing here, the ones that I have described and they have been
made part of the record——

Senator EXoN. And when you talk about being competitive, you
are talking about wage rates, are you not?

Mr. KiLPATRIC. That is certainly an element.

Senator ExoN. Well, I am Eoing to cite here a story very briefly
that this committee has heard before, but I have heard 3 or 4 years
ago, and Senator Hollings was along. We attended a Pacific Rim
meeting, and we went to a plant in Hong Kong. And when we got
through, we said:

How do your wage rates compare with here and those of your plants in the United
States? We only have one plant left in the United States, but in our plants over
here, compare apples and apples, $9.50 an hour at our one plant left in the United
States, $1.50 an hour here in Hong Kong, $1.50 in, for most, $1.50 in South Korea.
But in our brand new plant in Shanghai, China, where we use a lot of robots, it
is 25 cents an hour.

Now, sooner or later, the people of America are going to have to
understand that we cannot continue, in my view, to ship all of our
jobs overseas for cheap labor, and still go on and enjoy the stand-
ard of living that we have here in America. And that is a major
concern of mine and it is a major reason that I will, find I will
f)qlalke my determination one way or the other on this particular

ill.

Gentlemen, thank you very much.

Thank you, Mr. Chairman.

Senator INOUYE [presiding]. I have just one question. If this bill
becomes the law of the land, most assume that its impact will be
positive and profitable on the Bell operating companies. What will
be the impact on the operations on AT&T?

Mr. K1LPATRIC. That is hard to say because of the possibilities of
technological advancements and the economies that we would hope
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to put into our manufacturing plants. But obviously we have to
have a level of revenues in order to sustain research. I believe the
figure right now is approximately 50 percent of the Bell Labs’
budget comes from sales to the operating telephone companies.

So, my hope wauld be that the experience, if it occurs, would be
no worse than we have just gone through, where there might be
some dips in some product lines. But with sufficient revenues we
could have technologies and economies that would bring it back.

But the range of manufacturing activity for RBOC’s, which the
legislation would permit, is so all-encompassing, it is hard to see
if they were to avail themselves of the legislation to its maximum,
why there would not be a very substantial negative impact on the
whole industry, including AT&T.

Senator INOUYE. I would like to announce at this time that the
record will be kept open for 2 weeks, and witnesses, if they wish
to submit addendums or corrections or amendments, may feel free
to do so. Thank you very much, gentlemen.

Mr. KiLPATRIC. Thank you, sir.

Senator INOUYE. And now our final panel, consisting of the exec-
utive vice president of the Communication Workers of America, Ms.
Barbara J. Easterling; the general counsel of the Telecommunica-
tions Industry Association of Washington, Mr. Paul Vishny; the
president of Concept Communications of Dallas, TX, Mr. Stuart
Gibson; the president of Morse Security Group of Silmar, CA, Mr,
Michael S. Weinstock; and the president of National Association of
ngt.:ate Utility Consumer Advocates of Washington, Mr. Ronald J.

inz.

Ms. Easterling and aﬁentlemen, I thank you for the patience you
have demonstrated afternoon. May we assure you that, al-
though the hour is late, your testimony will be very seriously con-
sidered by all members of the committee. The issue before us is an
important one, and we will treat your testimony in that light.

May I first call upon Ms. Easterling?

STATEMENT OF BARBARA J. EASTERLING, EXECUTIVE VICE
PRESIDENT, COMMUNICATIONS WORKERS OF AMERICA

Ms. EASTERLING. Thank you. On behalf of the Communications
Workers of America, I am pleased to appear here to support S. 173,
which would allow the Bell operating companies to manufacture
equipment domestically. I would like to publicly thank Chairman
Hollings and his staff for helping to move the legislation along by
actively encouraging our union and the Bell operating companies to
meet to resolve our mutual problems with the bill,

Ever since the Bell operating com;}:lany manufacturing issue arose
several years ago, CWA’s position has consistently been that the
processes must be conducted domestically. We in this Nation have
seen far too many jobs exported in far too many industries, includ-
ing telecommunications, and we are very pleased that the BOC’s
have the courage to take a position that can only increase jobs here
in America.

In general, the bill runs in the same direction as H.R. 452, intro-
duced in January by Representative John Bryant of Texas, because
both bills create a positive incentive to the Bell companies to con-
duct their manufacturing in the United States. We construe the
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legislation as including bans on mere “screwdriver” manufacturing,
And we hope to discourage technological transfer and maquiladora-
style operations in Mexico, which have proven to be so popular
among the Fortune 500, including AT&T.

A few arguments against the domestic manufacturing require-
ment have surfaced. But you need only look at an AT&T circuit
board, which I have here today, to see why domestic content must
remain in the bill. A complete breakdown of its componernts, includ-
ing the box it was shipped in, will reveal 80 percent foreign con-
tent. With the naked eye, one can see more than 60 chips stamped
Taiwan or Japan. None of them is stamped, “Made in the U.S.A.”

This is contrary to AT&T’s testimony last year that 90 percent
of what it sells to any customer in the United States is manufac-
tured here. In my written statement, our numbers from the Bureau
of Labor Statistics showing the severe decline in U.S. telecommuni-
cations nonsupervisory manufacturing jobs from 1981 to mid-1990,
104,800 jobs are now down to 58,700 jobs, about a 50-percent loss.

And gentlemen, these are human beings. They are families that
we are talking about. Unfortunately, we do not often equate num-
bers and statistics to faces, many of whom may be among Ameri-
ca’s homeless. It has been too easily overlooked that the divestiture
of the American Telephone & Telegraph Co. still affects people, as
well as corporations, money, rate schedules, stock certificates, and
telephone equipment.

It is those people who are CWA’s only product, and the reason

- we are here today. It is also the reason CWA believes that legisla-
tion to provide rehire rights for ex-Bell System workers should be
included in any measure to restructure national telecommunica-
tions policy. C\%'JA feels that this bill will create opportunities for
AT&T, since the RBOC’s must try to find an American manufactur-
gx(') 1%%%re going overseas. AT&T can be that manufacturer.

Mr. Chairman, let me conclude by again commending Senator
Hollings and the cosponsors’ position to stand up and to be counted
with America’s workers, with CWA and the BOC’s, in essence to
say enough is enough, by keeping American manufacturing jobs in
America, and telephone equipment emblazoned with the label,
“Made in the U.S.A.”

Thank you.

[The prepared statement of Ms. Easterling follows:]

PREPARED STATEMENT OF BARBARA J. EASTERLING

On behalf of the Communications Workers of America (CWA), I am pleased to ap-
pear here to discuss your bill, 8. 173, which would allow the Bell Operating Comflit{
nies (BOCs) to manufacture equipment in the United States. Your bill would i
some restrictions imposed by the 1982 consent decree by which the old Bell System
was broken u%.l

Let me publicly thank Chairman Hollings and his staff for helping to move this
legislation along, by actively encouraginlﬁ our union and the BOCs to meet to resolve
our mutual problems with the earlier bill, S. 1981, as reported last May.

During the late summer of 1990, CWA and BOC representatives worked together
to resolve those major problems. We and the BOCs all were quite uncomfortable
with the “waiver provisions” of the bill, which called on the FGG to make rulings
on equipment manufacture matters. We and the BOCs fashioned new language to
resolve our problems with the 1990 bill's language.

.Our agreed-on intent was to enhance telecommunications equipment manufactur-
ing in the United States. We recognized that some needed items may not be avail-
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able in the domestic market and that therefore a realistic approach would lead away
from an “absolutist” set of rules banning any foreign content.

Ever since the BOC manufacturing issue arose severa;ﬁrears ago, CWA’s position
has been that the processes must be conducted domestically. We in this nation have
seen far too man&r jobs exported in far too many industries, now including telecom-
munications. And we are very pleased that the BOCs have the courage to take a
position that can only increase jobs here in America.

S. 173 provides for a2 domestic manufacturing process. In addition, the bill defines
the term “manufacture,” as originally set out by District Judge Harold H. Greene
in December 1987, and later affirmed by the U.S. Circuit Court of Appeals.

In preparing for this hearing, we have become aware that some of the equipment
supplier trade organizations have prepared materials to point to the existence of siz-
abfe “loopholes” in the domestic content and other features of this legislation. CWA
is grateful that these concerns have been brought forward. While we believe the al-
leged defects in the legislation may be overdrawn, we certainly urge the committee
to examine the comgstitors’ concerns and provide sufficient clarification to ensure
that the intent of CWA and the BOCs, as we agreed last summer, will be carried
forward in the statutory lan§uage and legislative history of S. 173.

We observe that in general your bill runs in the same direction as H.R. 452, intro-
duced in January by . John Bryant of Texas, That legislation also creates a posi-
tive incentive to the Bell and other telephone companies to conduct their manufac-
turing in the United States. We interpret your legislation as explicitly including
bans on mere “screwdriver” manufacturing. We hope to discourage further technolo-
gy transfer and “maquiladora”style operations in Mexico, which have proven so
popular among the Fortune 500.

e now are hearin&%'l some rather weak arguments against the domestic manufac-
turing requirement; allegedly it would violate some fuzzy trade agreement concepts.
The position of the Congress should be simply that the grant of authority to manu-
facture will carry certain responsibilities as necessary conditions. Domestic oper-
ations are as germane in this context as are requirements to avoid cross-subsid;
and predatory pricing and to continue “open” procurement of eﬁuipment. The AT&
divestiture was unwicely fashioned, since it fully %g(laned the United States market
without the necessary trade agreements to secure full “cash-register-ringing” access
to foreign markets.

We are keenly aware that some interests are either openly opposed or will waffle
when asked about domestic manufacturing and fabrication; some will merely state
the empff; words that they “would prefer” to see manufacturing within our nation.
Some will term a domesfic-manufacture requirement “counterproductive” without
aner logic or reason for that contention.

We know that a sizable imbalance in the telecommunications equipment trade ex-
ists, with the latest reliable numbers those for 1988—$3.3 billion in exports vs. $5.8
billion in imports. We have attempted to make sense of the 1989 figures reported
by the Department of Commerce, but have found that the counting system has been
radically changed.

What is very clear is that imported equipment means employment in other na-
tions on equipment that very well could and should be matﬁa ere. The Congress
needs to keep in mind whether sound public policy includes encouragement of fur-
ther dollar outflow due to telecommunications equipment purchases from overseas.
We believe that if a company wants to sell the equipment in the United States, it
should be made here. This policy simply mirrors that of Japan, Korea, and the Euro-
pean Community and others, the several so-called open-procurement agreements
notwithstanding.

We have secured some “hard” numbers from the Bureau of Labor Statistics to
show the decline in United States manufacturing non-supervisory employment of
the SIC 3661 telecommunications egui ment. For 1981, the jobs averaged 104,800.
Three years later, the number had ecfined to 93,700. At the end of 1987, the total
was 68,200. And the latest reliable number we have secured is 58,700 in May 1990.
That equates to nearly a 50% loss. Since BLS has changed its counting and report-
ing system, we are hesitant to cite numbers from later months. After the new count-
ing system has settled down, we hope to reconcile the old and new counting meth-

ods.

CWA firmly believes that legislation to provide rehire rights for ex-Bell i{stem
workers should be included in any legislative measure to restructure national tele-
communications policy.

It has been too easily overlooked that the divestiture of the American Telephone
and Telegraph Company (AT&T) still affects people as well as corporations, money,
rate schedules, stock certificates and telephone equipment.
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CWA looks forward to working with the committee on this legislation, including
improvements and clarifications found necessary.

WA has two major areas of interest in MFJ proceedings, both interrelated: infor-
mation services and telephone colxlzlzfpany entry into cable TV. The Union supports let-
ting the Bell comevanies provide information services, to hellp the industry accelerate
its development. We supported the 101st Congress cable-telco legislation, HLR. 2437
and Sen. Gore’s bill, S. 1068. We favor legislation on information services, if the cur-
rent district court remand proceedings do not yield progress in that area. We believe
the telephone companies can be effective service providers.

Senator INOUYE. Thank you very much, Ms. Easterling.
And now may I call upon Mr. Vishny?

STATEMENT OF PAUL VISHNY, GENERAL COUNSEL,
TELECOMMUNICATIONS INDUSTRY ASSOCIATION

Mr. VisaNY. Mr. Chairman and members of the subcommittee,
my name is Paul Vishny, and I am a lawyer practicing in Chicago.
I am general counsel of the Telecommunications Industry Associa-
tion, which is an association of over 500 manufacturers and suppli-
ers of telecommunications equipment.

As you know, our chairman, Mike Birck, was scheduled to testify
on behalf of the association, but because of the schedule change he
was unable to appear. I regret his absence, because he has practi-
cal, hands-on experience as the CEO of a company which began
only in 1975 and now exports 25 percent of its output, employs
2,200 American workers, and sells in excess of $200 million a year
in products.

I commend to you Mike’s written testimony, Mr. Chairman, and
request that it be made a part of the formal record.

enator INOUYE. Without objection.
[The prepared statement of Mr. Birck follows:]

PREPARED STATEMENT OF MR. MICHAEL J. BIRCK

My name is Michael Birck. I am the Chairman of the Telecommunications Indus-
try Association, a national trade association whose membership includes over 500
manufacturers and suppliers of all types of telecommunications equipment and re-
lated products. TIA’s members are located throughout the United States, and collec-
tively provide the bulk of the physical plant and associated products and services
used to support and improve the U.S. telecommunications network. In addition, TIA
members are involved on an ever-increasing basis in providing telecommunications
equipment and services in other developed and develc;pininations around the world,

I am also President and Chief Executive Officer of Tellabs, Inc. of Lisle, Iilinois
a manufacturer of high-technology telecommunications equipment for sale to local
telephone companies, interexchange carriers and other telecommunications provid-
ers, as well as private users. Tellabs was founded in 1975. Today it is a public com-
pqzﬁy with over 2,200 employees and annual sales for 1990 of approximately $211
million.

1 appreciate the opportunity to appear before the Subcommittee to convey to you
TIA’s views concerning S. 178 and the public policy issues raised by this legislation,
which would in effect remove the manufacturing “line of business” restriction im.
R?SEd on the divested Bell Operating Companies (BOCs) under the terms of the

odification of Final Judgment (MFJ), the consent decree entered in 1982, in settle-
ment of the government’s antitrust suit against the Bell System.

TIA su(faports C%ressional efforts to ensure that the line of business constraints
contained in the MI'J remain consistent with our national interest. TIA also sup-
ports S, 173's goal of enhancing this nation’s industrial competitiveness. However,
while Congress has both the right and the responsibility to review and alter the cur-
rent legal and regulatory framework to further the national interest, TIA continues
to believe that removal or substantial modification of the MFJ manufacturing re-
striction would have a significant adverse impact on competition, innovation,
consumer welfare, and the competitiveness of the U.S. equipment industry in do-
mestic and foreign telecommunications markets.
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BENEFICIAL IMPACT OF MFJ ON TELECOMMUNICATIONS EQUIPMENT INDUSTRY AND
CONSUMERS

TIA takes strong exception to the flawed premise which underlies S. 173, i.e., the
notion that the telecommunications equipment industry in the U.S. is “on the bri
of disaster” and that removal of the MFJ restriction is needed in order to “rescue”
the industry and make it globally competitive. In point of fact, the more competitive,
dynamic industry structure which has emerged under the MFJ has greatly strength-
ened the domestic telecom manufacturing sector, which today includes literally
thousands of firms, many of them among the world leaders in the development of
advanced telecommunications products.

As the attached statistical study of the post-divestiture U.S. telecom manufactur-
ing industry (Attachment A) vividly demonstrates, the MFJ has had an extremely
beneficial impact on the domestic manufacturing sector, on consumers of telecom-
munications equipment and services, and on the U.S. economy as a whole. Since di-
vestiture, equipment prices have declined—ma:ﬂnir instances dramatically—from pre-
divestiture levels, the quality of products in all areas has been greatly enhanced,
industry reseszch and development expenditures have risen, many new competitors
have entered the market, the efficiency and competitiveness of U.S. manufacturers
has increased, and there has been a proliferation of new and improved telecommuni-
cations products and services.

My own company’s experience since the divestiture provides a good illustration of
the beneficial impact of the MFJ within the domestic telecom ecBlipment industry.
Since 1982, the year the MFJ was approved and entered by the District Court, our
business has more than tripled, with annual sales revenue increasing from
$67,217,000 in 1982 to $211,046,00 in 1990. Building on the progress it has
achieved in developing and marketing state-of-the-art telecommunications products
in the U.S,, Tellabs’ is now in the process of expanding its efforts to penetrate tele-
communications markets outside the U.S. 1990, Tellabs international sales were
over $25 million, an increase of more than 125 percent over 1989 sales.

A number of companies which did not even exist prior to divestiture have since
emerged as viable competitors in U.S. equipment markets. As the attached industry
study indicates, the total number of domestic telecom manufacturers increased sub-
stantially between 1985 and 1988, with the industry’s 7.1 percent compound rate
of growth far exceeding the economy-wide average of 1.6 percent.

e interests of American business and residential consumers of telecom equip-
ment and related services have also been well-served under the MFJ. Price and non-
price competition (with respect to items such as warranty protection delivery sched-
ules, and after-sales service) has been very intense. During the immediate post-di-
vestiture period, prices for products purchased by the BOCs from Western Electric
(now AT&T Technologies) declined dramatically as the BOCs began to develop alter-
native sources of supply. For example, prior to divestiture, one of my company’s
products routinely used by local telephone companies sold for just under $1300 per
circuit. By 1986, the price for this product, which had been significantly improved
in the interim, was approximately $650 per circuit. The more competitive market-
place which has emerged under the MFJ continues to exert enormous downward
}messur_e on prices, forcing manufacturers to make maximum effort to control costs

or existing and newly-introduced products. Digital cross-connect equipment which
Tellabs introduced in 1985, at a list price of $1,800, is currently marketed at a dis-
counted price of just under 2700; a similar product which originally sold for $2,175
is now priced at just under $900. Moreover, each of these products has been signifi-
cantly upgraded to provide increased functionality.

In summary, the more open, dynamic environment created by the MFJ has yield-
ed significant growth, reduced prices, and increased innovation throughout the do-
mestic equipment industry, producing substantial benefits to American businesses,
consumers, and the 7J.S. economy.

IMPACT OF THE MFJ ON U.S. TRADE AND COMPETTTIVENESS

The strong (and rapidly improving) performance of the domestic telecom manufac-
turing industry in overseas markets provides Stmﬁﬁ corroboration for the proposi-
tion advanced most recent# (and eloquently) by Michael Porter in his book e
Competitive Advantage of Nations,” i.e., that vigorous domestic rivalry serves to fa-
cilitate the creation and maintenance of “competitive advantage” in an industry. The
emergence of a more open, intensely competitive equipment marketplace in the U.S.
has forced American manufacturers to become increasingly creative and efficient in
meeting the needs of their customers. As a result, U.S. manufacturers are now bet-
ter able to compete both domestically and in overseas markets.
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The American Eosition in international trade in telecommunications equipment is
stronger than it has been since before divestiture and continues to improve. As the
attached summary of data compiled by the Commerce Department (Attachment B)
demonstrates, the trade deficit for all types of communications equipment fell dra-
matically from a $1.9 billion deficit for 1989 to $792 million in 1990, ie., an im-
rovement of over $1.1 billion in one year. The 1990 figures reflect a sustantial
24.7 percent) increase in exports as compared with a much smaller (1.6 percent)
increase in imports. At this rate, the United States may well enjoy an overall trade
surplus in telecommunications equipment by mid-1991.
vernment trade figures reveal that the bulk of the remaining telecommunica-
tion trade deficit relates to “lower end” customer premises equipment, (e.g., tele-
phone handsets, facsimile machines, cordless phones). The rapid growth of imports
1n this area began well before the divestiture, following implementation by the FCC
of its Part 68 eclx(ulpment registration pm}ﬁ‘am. Significantly, while the more open,
competitive marketplace fostered by the J has provided opportunities to foreign,
as well as domestic equipment susfliers, the U.S. continues to maintain a trade sur-
plus in network swit?:ging and other high-technology telecommunications products.

Moreover, the trade surplus in high-technology telecom products—i.e., switches,
mobile communications equipment, transmission equipment, communications satel-
lite, fiber optics, and other sophisticated equipment—has_increased substantially
over the past several years, For high-end lﬁlroductss, the U.S. achieved a trade sur-
plus in 1990 of $2.3 billion, up from $1.1 billion in 1989.

Of particular interest, U.S. produces are becoming increasingly successful at ex-
porting even to countries with strong indigenous industries and markets historically
closed to U.S. producers. These include Germany, where U.S. exports increased 167

ercent comparing 1989 and 1990; France, where U.S. exports increased 25 percent;

aiwan, where U.S. exports increased 82 percent; Japan, where U.S. exports in-
creased 10 percent; and Canada, where U.S. exports also increased 43 percent. The
Erowing strength of domestic manufacturers in high-tech telecom equipment mar-

ets is reflected in the Commerce Department’s continually improving trade figures,
which show a reduction the overall U.S. balance of trade in telecommunications
equipment from $2.6 billion in 1988 to less than $.8 billion in 1990, despite contin-
ued declines in consumer and mass market product categories.

POSITIVE IMPACT OF MFJ ON INDUSTRY R&D INVESTMENT

Ta succeed in the highly competitive post-divestiture environment, U.S. manufac-
turers have had to become increasingly efficient, innovative, and quality-conscious.
The MFJ has provided tremendous opportunities for growth, by creating a new in-
dustry structure in which all manufacturers are able to compete on the merits of
their products for sales to the BOCs and other potential customers. These opportu-
nities, and challexﬁg‘s arising from the new, more competitive industry structure
bolstered by the MFJ have provided Tellabs and other U.S. manufacturers with
strong incentives to improve and expand their research and development programs.

Since the MFJ was adopted, Tellabs has increased its annual R&D commitment
from $3,697,000 (or 6.45 percent of total sales) in 1982 to $31,565,000 (approximate-
ly 15 percent of total sales) in 1990. Reports show that the industry’s overall ex-
penditures on R&D have also grown substantially under the MFJ, with communica-
tions company funded R&D rising from $1.8 billion in 1977 to $b.6 billion in 1987.
The efficiency of the industry’s aggregate R&D investment has also been enhanced
in the more competitive environment fostered by the MFJ.

This increased commitment to the development of new and improved telecom-
munications technology clearl¥ has paid significant dividends. From 1980 to 1988,
U.S. factory shipments of telecommunications equipment increased dramatically
fmr(rix $36.0 billion, to $74.2 billion in 1988, despite price reductions in all msjor
product areas.

BOC PARTICIPATION IN TECHNOLOGY DEVELOPMENT UNDER THE MFJ

The Bell Operating Companies contend that the MFJ manufacturing restriction
precludes them from making a significant contribution to the evolution of more effi-
cient and innovative telecommunications products designed to meet the increasingly
complex needs of the BOCs, other carriers, and end users. Nothing could be further
from the truth, .

Under the MFJ, the BOCs are permitted, and indeed encouraged, to play a major
role in the evolution of new telecommunications technologies, services, and equip-
ment. Appended to my testimony is a chart (Attachment C) which depicts the broad
range of technology and e%uhipment-related activities which the BOCs may engage
in under the MFJ. As the chart indicates, the manufacturing restriction in fact en-
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compasses a relatively narrow range of activities i.e., in general terms, the design
and}:)r fabrication of telecommunications equipment or CPE. Moreover, contrary to
the BOCs assertions, the MFJ does not bar them from engaging in an interactive
dialogue with manufacturers who are engaged in those facets of the equipment busi-
nesg which the BOCs are precluded from entering.

The MFJ permits the R%OCS themselves to engage in basic and applied research
into new technologies which may ultimately lead to improvements in telecommuni-
cations. Individually and through Bellcore, the BOCs are actively engaged in such
research. In addition, consistent with the terms of the MFJ, the BOCs are exten-
sively involved in network and systems engineering and a broad range of software
development activities. Through their procurement-related activities (e.g., establish-
ment of generic requirements, dissemination of network-related information critical
to the design of equipment for use in or connection to the BOCs’ networks, product
testing, quality assurance) and through their involvement in industry standard-set-
ting initiatives, the BOCs also have an enormous impact on the evolution of new
telecommunications equipment and CPE.

The siﬂaiﬁcant contribution which the BOCs and Bellcore have made, and contin-
ue to make, in the area of research and development under the MFJ is frequently
overlooked or given short shift by the BOCs, in their effort to build a case for remov-
al of the MFJ manufacturing restriction. The BOCs collectively spend well over a
billion dollars each year to support their own R&D activities. As the largest domes-
tic purchases of telecommunications equipment, each of the RBOCs also provides
substantial support for the R&D programs of an increasingly diverse group of small,
medium and large businesses engaged in manufacturing an ever-expanding array of
products designed to meet the diverse needs of the BOCs and their customers. More-
over, because they are precluded from telecommunications equipment manufactur-
ing, the BOCs have a strong incentive when making purchasing decisions to base
those decisions on the basis of cost and the quality of the product, rather than the
corporate affiliation of the supplier.

e RBOCs and their supporters have further suggested that the MFJ manufac-
turing restriction prevents the RBOCs from communicating with manufacturers
during the product design and development process to ensure that the products
which emerge correspond to the BOCs’ needs. TIA does not believe that the BOCs
are precluded from engafing in an ongoing constructive dialogue with their suppli-
ers. In point of fact, the level of cooperation and interaction between the BOCs and
equipment manufacturers—in the establishment of network standards, in the devel-
opment of generic specifications, in the technical analysis of products which have
been or may be purchased by the BOCs, and in addressing equl&&ment compatibility
problems as theiy arise—has increased substantially under the MFJ.,

Indeed, one of the principal benefits of the MFJ has been to create art atmosphere
in which the Bell Operating Companies have established a more cﬂsn cooperative
relationship with the entire equipment manufacturing community. the Vie-Presi-
dent of Technology Systems for Bellcore has observed, describing the progress
achieved by the industry since divestiture:

Not only have we solved the immediate problems of divestiture, but we have, as
an industry, moved well beyond our immediate post-divestiture circumstances. In
particular, we have seen major progress towards the opening of the telecommunica-
tions marketplace through a free flow of information on architectures, requirements,
and interfaces. The response has been an outpouring of products that Bellcore’s cli-
ents are using to w and evolve their networks, to provide existing services more
economically than heretofore and to provide new services * * *,

In January 1984, our supplier database contained 2000 companies; by January
1986, that number had grown to 4850, and now [in 1989] we have 9000 suppliers
in our database and 500 shelf feet of supplier information in our library * * *

The two-way communications that has been established between Bellcore and the
telecommunications supplier communi?' is one of the successes of divestiture.

This new relationship has broadened and deepened over time, as the BOCs have
become attuned to the benefits of working with a number of vendors to better define
their needs and to facilitate the development of products which meet those needs.
For example, a February 19, 1990 article in Communications Week described
Bellcore’s active participation in the removal of “one of the biggest stumbling blocks
in deploying intelligence in the public network®—i.e., the development of a viable
means of connecting two vendors’ central office switches to facilitate the transmis-
sion of ISDN calls using the new Signalling System 7 functionality—through the co-
operative efforts of Bellcore and the two vendors, AT&T Network Systems and
I‘P:rthem Telecom Inc. (Additional examples of increased cooperavion and interac-
tion between the RBOCs and manufacturers were cited in TIA’s testimony before
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g%% 18)11bcommittee at its May 9, 1990 hearing concerning S. 173’s predecessor, S.

Clearly, continued enhancement of the relationship between Bellcore, the BOCs,
and the vendor community at large works to the benefit of all parties. Without ques-
tions the ability of Bellcore and the BOCs to serve as “honest brokers” among com-
peting manufacturers has made the transition to a multi-vendor environment far
easier and more productive. To the bent that the relationship between the BOCs
and their suppliers can be improved or strengthened, without creating renewed in-
centives for discrimination among vendors and other anticompetitive behavior, TIA
is supportive of such efforts.

NEED TO RETAIN THE MFJ MANUFACTURING RESTRICTION

TIA believes that action can and should be taken by the Congress to enhance the
international competitiveness of U.S. manufacturers in telecommunications equip-
ment markets around the world. However, it would be a grave mistake for Congress
to conclude that removal of the MFJ prohibition constitutes a viable means of
achieving this objective.

Allowing Bell ‘perating Company entry into manufacturing will not enhance the
competitiveness of U.S. manufacturers in domestic or foreign markets. To the con-
trary, removal of the MFJ restriction would place at risk the continued leadership
of the U.S. in the most critical sector of the telecom equipment industry, i.e., the
malékets for advanced network switching equipment and related “high-end” telecom
products.

As industry analysts at the Commerce Department and in the private sector have
observed, the most predictable effect of removal of the MFJ manufacturing prohibi-
tion is the formation of RBOC joint ventures with foreign manufacturers, to the ex-
clusion of U.S. firms, in the strategically significant central office switch market
and, potentially, in other product areas as well, According to a March 5, 1990 report
in Communications Week, summarizing publicly available information concerning
filings by Bell Communications Rese , Inc. (“Bellcore”) under the National Coop-
erative Research Act of 1984, “almost half” of the 34 joint research ventures under-
taken by Bellcore over the preceding 5 year period were with foreign companies. A
1990 Department of Labor staff study focusing on the CO switch market concluded
that 18,000-27,000 U.S. jobs could be lost as a result of RBOC alliances with foreign
switch manufacturers. In addition, the formation of such alliances would inevitably
result in a ma{'or shift in BOC purchages away from domestic manufacturers (who
currently supply the vast majority of the RBOC’s telecom equipment needs) to the
BOC¢ foreign partners.

Even where the BOCs do not align themselves with foreign interests, renewed
foreclosure of domestic equipment markets will make it increasingly difficult for effi-
cient U.S. manufacturers which are not allied with a BOC to obtain the financial
support and volume of production they need to compete at home and abroad. In this
regard, it is important to recall that it is the independent U.S. manufacturers who
were the most aggressive exporters of telecom equipment prior to divestiture. By
contrast, the pre.divestiture, integrated AT&T, with its enormous BOC customer
base, had only the most limited experience exporting its products, despite its owner-
ship of the largest equipment manufacturer in the world. To the extent that compe-
tition in domestic e(ﬁxipment markets is skewed in favor of BOC-affiliated manufac-
turers, who may well be less efficient and less motivated to aggressively pursue op-
portunities to compete in foreign markets, the global competitiveness of U.S. indus-
try will be further undermined.

Indeed, the potential adverse impact of allowing BOG entry into manufacturing
is likely to be most pronounced for smaller manufacturers, the very group which the
BOCs argue would benefit from removal of the MFJ restriction. Many of these firms
have proven to be more aggressive, efficient, and innovative than their larger, more
well-established rivals, and have grown to a point where they are makinia signifi-
cant contribution to their local economies and to the competitiveness of the U.S. in
domestic and foreign equipment markets. Clearly, certain of these firms would be
attractive acquisition targets for the RBOCs, and would individually benefit from re-
moval of the MFJ manufacturing prohibition. It is equally clear, however, that those
smaller manufacturers and minority-owned firms that are not so favored or that
wish to retain their independence will find it far more difficult to survive, notwith-
standing the fact that they may be as efficient, or more efficient than BOC-affiliated
competitors. A return to closed markets could well be the death knell for all but the
chosen few, as investment capital is diverted to the BOCs’ preferred suppliers.

In assessing the validity of claims by the RBOCs that removal of the MFJ manu-
facturing prohibition would yield substantial benefits, it is important to recall the
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long history of antitrust litigation which led to imposition of the restriction in the
first instance. Entry of the E[FJ ended more than 30 years of controversy focusing
on the competitive problems associated with AT&T integration into adjacent, poten-
tially competitive equipment markets. The Justice Department’s 1949 antitrust com-
plaint focused almost exclusively on the Bell System’s efforts to impede competition
in the manufacture and sale of telecommunications equipment. In the 1974 litiga-
tion, in private antitrust suits, and in numerous proceedings conducted by state and
federal regulators, evidence was presented with respect to the BOCs participation
in a broad range of anticompetitive conduct, including biased equipment purchasin

ractices, discriminatory equipment interconnection requirements, and preferenti
information disclosure practices, as well as the cross-subsidization of equipment
prices from monopoly service revenues.

S. 173, in its current form, would permit the BOCs to become involved in all
phases of the manufacturing process, thereby giving them renewed incentives to en-
gage in the very practices which operated to ﬂ‘mit competition and inhibit innova-
tion throughout the telecom equipment industry for so many years prior to divesti-
ture. Indeed, more limited proposals which would allow the BOCs to engage “only”
in product design and other “pre-production” activities pose serious risks to competi-
tion and rategayer interests. In economic terms, fabrication is the least significant
facet of the telecom manufacturing business. Moreover, many of the most significant
opportunities for cross-subsidization through misallocation of R&D costs) and dis-
crimination in access to network-related information critical to the design of telecom
equifment) occur before the fabrication process takes place. Nor would limiting BOC
involvement to the product design and development phase eliminate the incentive
for biased purchasing practices and other behavior designed to favor equipment
which embodies or incorporates a BOC’s proprietary design specifications.

Even a single RBOC has the ability as well as the incentive to foreclose up to
15 percent of the U.S. market for many tﬂes of equipment, through self-dealing and
other forms of anticompetitive behavior. The collective impact of such behavior could
result in the foreclosure of more than 70 percent of the market. Nor can the poten-
tial for tacit cooperation or outright collusion among the regional companies be dis-
counted, particularly in light of Bellcore’s involvement in activities (eig., standards
development, product testing) which have a substantial impact on the ability of
manu[g.cturers and suppliers to design and market equipment to the BOCs.

In short, TIA continues to believe that the elimination or substantial modification
of the MFJ manufacturing restriction inevitably would undermine the cooperative
relationshi&f:‘vhich as developed between the BOCs and the supplier community
under the MFJ, and lead to a renewal of practices which operated to limit competi-
tion and stifle innovation in domestic telecom equipment markets prior to divesti-
ture.

“SAFEGUARDS” ISSUES

To its credit, S. 173 recognizes the need to address the threat to competition and
ratepayer interests posed by RBOC entry into manufacturing, and includes provi-
sions which would condition removal of the MFJ restriction on BOC compliance with
certain regulatory “safeguards”. However, significant concerns remain both with re-
spect to the scope and applicability of the proposed safeguards and as to their ade-

uacy to contain the substantial risks of cross-subsidization, self-dealing, and other
abuses which necessarily would attend BOC entry into the telecom manufacturing
business. Specific concerns presented by various of the proposed “safeguard” provi-
sions contained in S. 173 are described in Attachment D to my testimony.

Should the Subcommittee ultimately determine to proceed with legislation remov-
inﬁ\or substantially modifying the MFJ manufacturing prohibition, notwithstanding
T1A’s view that such action is both unnecessary and unwise, TIA would encourage
the Subcommittee to further refine and extend the “safeguards” included in S. 173
to include a variety of issues—e.g., federal/state jurisdictional issues; antitrust con-
cerns arising from a continuation of joint BOC involvement, through Be Core, in
product testing, standards development, and other areas which have a substantial
impact on the telecom manufacturing business—many of which are not ex}glicitly ad-
dressed in the bill at present. Appended to my testimony (Attachment E) is a de-
scription of various “safeguards” issues which should be addressed as part of any
effort to conﬁgi\re a comprehensive framework for BOC entry into manufacturing.

However, TiA strongly urges the Subcommittee, in assessing whether removal of
the MFJ restriction is appropriate, to carefully consider both the inherent limita-
tions of regulatory “safeguards,” no matter how comprehensive or well-crafted they
may be, as well as the substantial direct and indirect costs associated with efforts
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by regulators and private parties to control the potential for anticompetitive prac-
tices and other adverse effects arising from BOC entry into manufacturing.

Even with a separate subsidiary requirement, reﬁtﬂatory mechanisms can at best
merely constrain to some extent the ability of the BOCs to engage in cross-subsidi-
zation or discrimination; they do not eliminate the incentive of the BOCs, once inte-

ated into the competitive equipment manufacturing business, to engage in such

ehavior. Virtually all of the ragulatory devices which are now cited as “safeguards”
existed in one form or another prior to divestiture. In the equipment procurement
area alone, the FCC conducted a series of proceedings spanning several decades in
a vain effort to ensure that inde%endent suppliers were given full and fair opportu-
nity to compete for sales to the BOCs. The dramatic shift in BOC purchasing pat-
terns following divestiture vividly demonstrates the inability of federal and state
regulators to prevent discrimination by the BGCs in favor of an affiliated cross-sub-
sidization and discrimination in favor of its procurement subsidiary, Materiel Enter-
prises, over a four-year period following divestiture, make it clear that the risk of
such behavior remains both real and substantial. The Justice Department’s recent
report detailing a series of violations by US West of the MFJ non-discrimination
provisions, the manufacturing prohibition, and other line of business restrictions,
casts further doubt on the ability of regulatory authorities to prevent the BOCs from
abusing any additional freedom they might secure through the enactment of S, 173
or other similar legislation.

By severing the corporate tie between the divested Bell leerating Companies and
their affiliated manufacturer (Western Electric, now AT&T Technologies) and pro-
hibiting BOC reintegration into the manufacturing business, the MFJ has sharply
reduced, if not wholly eliminated the risks to competition and ratepayer interests
which the Justice Department, private litigants, state and federal regulators, and
the Congress attempted to contain prior to divestiture. TIA continues to believe that
regulatory “safeguards” simply cannot be as effective in ensuring a fully-competi-
tivel,le%;l[cbi%nt, dynamic equipment marketplace as the structural approach embodied
in the .

In addition, as the aforementioned 1990 Department of Labor staff study ob-
served, removal of the manufacturing restriction could have an enormous adverse
impact on domestic employment, as a result of RBOC alliances with foreign manu-
facturers. In its report, the DOL staff further noted that its estimate of potential
job losses focused solely on the production (i.e., fabrication) of equipment, and did
not take into account “potential adverse effects on employment in research and de-
velopment functions, much of which might be transferred abroad through RBOC
Jjoint ventures with foreign companies.”

While the “domestic content” afrovision included in proposed Section 227(c}3)
ﬂ.\ﬁ'gorts to address the potential adverse employment J.mglact of eliminating the

manufacturing restriction, a review of this provision indicates that the “protec-
tion” afforded by this proposed “safeguard” to U.S. employment interests may be
wholly illusory. (A more detailed critique of this section is included in Attachment
D to my testimoleé.‘) In addition, S. 178 fails to address potential negative impact
of removing the MFJ manufacturing restriction on domestic R&D and on U.S. trade
policy objectives. Specific areas of concern include the following:

e S. 178 includes a “grandfather” provision which leaves the RBOCs free to man-
ufacture telecom equipment outside the U.S., using foreign components and technol-
ogy, for sale in overseas markets.

e The “safeguard” provisions included in S. 173 would not preclude an RBOC
from entering into commercial arrangements with a foreign manufacturer which
would allow the RBOC to share in e(glgment sales revenues derived from the for-
eign suppliers offshore fabrication and R&D activities, including revenue generated
through the BOCs’ own equipment purchases.

¢ The bill's proposed “domestic content” provision contains an exemption which
specifically allows the BOCs’ “manufacturing affiliates” to use intellectual property
resulting from R&D activities conducted outside the U.S.

This latter provision, if enacted, would serve to further facilitate the formation of
alliances between the RBOCs and foreign manufacturers, in which the foreign firm
would develop a technology or product and license the resulting intellectual prope
to the RBO(?B manufacturing affiliate. Under such arrangements, the BOC affili-
ate’s role might well be limited to the final assembly of equipment for sale in the
U.S. The formation of alliances of this nature would allow foreign suppliers to in-
crease their market share and profits at the expense of U.S. firms, and hand foreign
manufacturers a leading role in the evolution of technology critical to our nation’s
telecommunications infrastructure.
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LEGISLATIVE ALTERNATIVES

It is clear that the total cost of removing the MFJ restrictions on entry by the
Bell Operating Companies info manufacturing is potentially enormous. The overall
“price tag” for MFJ relief is not limited to the direct costs which would be incurred
by federal and state regulators, antitrust authorities, and private litigants in their
efforts to control anticompetitive behavior by the BOCs; it also includes the more
indirect but no less significant costs arising from such practices, which served to
sharply reduce the overall efficiency, dynamism, and comgzczitiveness of the U.S.
equipment indusiry prior to divestiture. TIA urges the Subcommittee to carefully
weigh these costs, along with the tremendous industry growth and other economic
benefits which the MFJ hes produced, in considering whether it is truly in the na-
tionsl interest to chart a “new” course for the industry which inevitably will lead
us once again down an all too familiar and dangerous path,

In addition, to the extent that the underlying gurpose of S. 173 is to enhance the
ability of the domestic telecom manufacturing industry to compete on a global basis,
TIA would urges the Committee to adopt a more comprehensive approach, one
which seeks to preserve the more dynamic and competitive industry structure which
has emerged in recent years, while addressing a broad range of issues each of which
has a significant impact on the enhancement of our nation’s telecommunications re-
sources and the global competitiveness of U.S. industry. TIA’s specific recommenda-
tions for government action include the following:

e the continuation of efforts to secure increased opportunities for U.S. equipment
manufacturers to compete on a fair and equal basis in foreign telecommunications
markets, through bilateral and multilateral negotiations and, where negotiations
fail to yield results, through appropriate action under the Omnibus Trade and Com-
petitiveness Act of 1988 and other relevant laws;

e continued funding of EXIMBANK’s Direct and Intermedisry Credit programs,
with present funding increased if at all possible and blended with “soft” loans from
AID to support export initiatives by U.S. firms;

e revision of export control and licensing policies, with a view towards eliminat-
ing unnecessary restrictions which serve to penalize U.S, firms in global competi-
tion;

¢ adoption of a permanent tax credit for research and development expenditures;

¢ carefully targeted use of government funds to encourage tge formation of con-
sortia for “middle ground” or “generic” technology projects in HDTV and other new
technology areas;

e reintroduction of an investment tax credit and a graduated capital gains tax;

o continuation of efforts to reduce the budget deficit and achieve a balanced
budget, as a means of reducing the cost of capital needed to fund efforts by U.S,
manufacturers to expand production and develop new technologies.

In addition, the Congress might wish to consider legislation which, rather than
increasing the Bell Operating Companies’ opportunities for misconduct, seeks in-
stead to encourage the emergence of meaningful, market-based constraints on the
BOCs’ ability to abuse their monopoly power, through the introduction of competi-
tion into the local telephone business. f(gproperly implemented, such an approach
might ultimately provide a viable basis for permitting BOC entry into the telecom
manufacturing business, by reducing the need to rely on elaborate, costly, and
unproven regulatory “safeguards”.

plementation of some or all of the foregoing recommendations would do far
more to promote the competitiveness of U.S. businesses in telecommunications and
other areas, at far less risk to our nation’s economy, than would the adoption of leg-
islation granting the BOCs relief from the MFJ manufacturing restriction, whi
has served to increase competition, stimulate innovation, expand consumer choice,
and facilitate substantial growth and enhanced efficiency throughout the U.S, equip-
ment industry.

Again, thank you for the opportunity to appear before the Subcommittee. I would
be pleased to answer any questions you might have.

Mr. VisHNY. We support, of course, the stated goal of this pro-
posed legislation, that of enhancing this Nation’s industrial com-
petitiveness and its competitive position. We believe, however, that
the legislation, if enacted, would have a significant adverse impact
on consumer welfare, on competitiveness, and, most particularly for
us, the competitiveness of the U.S. equipment industry, in both the
domestic and foreign telecommunications market.
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The telecommunications equipment market in the United States
is a vigorous, creative, innovative, productive, and important indus-
tij. It does not stand on the brink of disaster. Since divestiture,
which gave rise to much of the membership of our association, we
have seen an increase in R&D expenditures. We have seen new en-
tries in the market. We have seen new manufacturers enter the
American scene to a degree greater than for manufacturing gener-
ally in other sectors of our economy. We have seen prices of prod-
ucts fall, new products available for the benefit of the consumer,
and equipment available from, of course, a wider range of suppli-
ers.

Much has been said about preserving America’s competitiveness
in terms of export and foreign markets. This is our goal as well.
But what has happened is that, contrary to so many other sectors
in the U.S. economy, the trade deficit in telecommunications has
fallen drastically in the past year. In addition to that, the leading
edge technology in telecommunications has brought to this country
a trade surplus which continues.

Our industry is not an endangered species. It is a vigorous indus-
try which continues to deserve your support. Placing these compa-
nies, many of whom who have come into existence only in the past
several years, at the mercy of a situation which existed
predivestiture, is not, we submit, in the best interest of this indus-
try, of the consumer, or of the United States.

Further, we share the opinions of those who do not have confi-
dence in the regulatory system to enforce, to police, and to impose
the safeguards that are generally envisioned.

I note with interest a report that appeared in Communications
Daily today that this view is shared by a number of State regula-
tors who have expressed their concern about the ability of State
regulatory bodies to enforce such safeguards.

We believe that the situation cannot change and should not
change until such time as there is a change in the reality which
gave rise to the restrictions in the first place. That is, a change in
the BOC’s ability to abuse their monopoly power which continues
to exist through the introduction of competition in the local tele-
phone business.

When that competition is in place, and when that situation has
changed, and when the local bottleneck no longer exists, that will
be time, I think, to address the removal of the restrictions. Thank
you.

Senator INOUYE. Thank you very much.

Mr. Gibson.

STATEMENT OF STUART GIBSON, PRESIDENT AND CHIEF EX-
ECUTIVE OFFICER, CONCEPT COMMUNICATIONS OF DAL-
LAS, TX

Mr. GIBSON. Mr. Chairman and members of the committee, I am
Stuart Gibson, president and chief executive officer of Concept
Communications of Dallas, TX. I thank you for the opportunity to
offer my views on this very important legislation.,

I hope the Senate will pass this legislation. It is a necessary part
of a national telecommunications policy, and it is an essential step
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to removing the restraints that are inhibiting growth and innova-
tion in telecommunications. .

As the president of a small, research and development manufac-
turing company, I am all too familiar with these restraints and
how they continue to frustrate efforts to move this country into the
21st century. In my testimony, I will attempt to show how small
manufacturinﬁ companies are hurt by the MFJ ban against manu-
facturing by the Bell operating companies.

But in order to understand how small manufacturers are hurt,
it is first important to understand the extraordinary scope of the
MFJ’s ban afainst manufacturing by the Bell operating companies.
Stated simply, the MFJ prohibits the Bell operating companies
from any involvement in any aspect of manufacturing, By prohibit-
ing the Bell companies from engaging in any aspect of the telecom-
munications manufacturing process, the MFJ implicitly restricts
the business activities of every telecommunications manufacturer
in this counhgv.

In every industry but telecommunications, a manufacturer is free
to structure business relationships with a customer in a way that
makes sense for it and for its customers. But in the telecommunica-
tions manufacturing industry, this is not so. Instead, independent
telecommunications manufacturers are required by the MFJ to
limit their business relationships with the Bell operating compa-
nies to arm’s-length dealings because any closer relationship be-
tween a manufacturer and a Bell operating company involves the
Bell as a participant in some form of manufacturing.

Let me show, by presenting two examples, how the MFJ ban
against Bell participation in manufacturing hurts independent
manufacturers like my company. First, let us assume that a small
manufacturing company has identified an idea for a new telecom-
munications product to improve telephone service for the average
citizen. But the manufacturer does not know how to design the
product in such a way that it will work efficiently with the tele-
phone company who will use it.

For example, should the product be designed so that it can be in-
corporated into the telephone’s central office switch? Should it be
placed on the customer premise? Or will it work on other areas in
the network? Without close consultation with the telephone compa-
nfy that will use the product, the manufacturer may have no way
of knowing the answer to this and thousands of other small ques-
tions and details when they design this product.

In any other industry, a manufacturer could readily deal with his
potential customer, deal with these questions and work with that
customer from the very conception of the product to the final man-
ufacturing. This is not so because of the MFJ.

In the second illustration, let us assume that a telecommunica-
tions manufacturing company has come up with a new idea to im-
prove telephone service, and that the manufacturer needs $5 mil-
lion to complete research and development for that product. It is
natural that they would go to someone involved in the telecom-
munications industry.

But not in this country. They cannot go to seven of the largest
telecommunication manufacturers in this country for any form of
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research and development funding because that funding is consid-
ered part of manufacturing.

Mr. Chairman, my own company has been handicapped by the
MFJ. A couple of years ago, our company was approached by U.S.
West with an idea that would take our product and integrate it
with one of their products. There were preliminary discussions, and
then it was determined that we could not work together.

We could not, because those early stages in the research and de-
velopment are considered part of manufacturing, and because of
MFJ, U.S. West was not allowed to work with us.

Although I am here today only on my behalf, I suspect there is
a large number of small telecommunications manufacturers who
agree with the primary point that I am trying to make in my testi-
monﬁ]—namely that barring the Bell companies from involvement
in this manufacturing process hurts small, telecommunications
manufacturing companies.

In fact, I am aware of at least 31 small manufacturing companies
who already have gone on record in support of allowing the Bell
companies to participate in the manufacturing process.

Letters from some of these have already been included in my tes-
timony. As you review these letters, I think you will agree that the
stories these companies tell are consistent with the concerns that
I have raised. You will learn, for example, that one manufacturing
company, Protocol Engines, apparently found that the barriers im-
posed by the MFJ toward the manufacturing/customer collabora-
tion were so severe, that they discontinued manufacturing products
for the public telephone network, and are now dealing with private
corporate telecommunications.

You will also read about Synogram Corp., which found it neces-
sary to sell a substantial part of its equity to a foreign communica-
tions company after serious efforts to raise this equity from two
1]?/1%‘}] operating companies failed because of the bar placed by the

Collaborative ventures, especially in research and development,
are a trend throul;gglout the electronics industry, because the proc-
ess of developing high-technology products is very expensive, It re-
quires the specialized talents of companies with different kinds of
expertise. U.S. companies now spend 31 percent of their semicon-
ductor research and development budgets through technical alli-
ances. It is ironic that, while the ability to engage in collaborative
ventures is of growing imgortance in the electronics industry, gen-
erally, close collaboration between telecommunications manufactur-
ers and the largest purchasers of telecommunications products is
unlawful.

My own company has a substantial alliance with Harris Corp.
Under this alliance, we are developing a product which will be mu-
tually marketed and distributed. The product requires close col-
laboration, from the early stages in design, through final fabrica-
tion. If Harris Corp. were a Bell operating company, this form of
reasonable, highly qroductive, and mutually beneficial relationship
would not be possible.

One final point before I conclude. There has been some discus-
sion here today regarding a compromise proposal, which would
allow the Bell operating companies to engage in some limited form
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of research and development but deny them the right to engage in
fabrication. I believe this is an absurdity.

Manufacturing is composed of basic design, applied design, proto-
type manufacture, and ultimate fabrication. To dissect these into
individual parts is to cripple the entire process. I also have troubles
with the term, “fabrication.” What does that mean? Where does it
begin? When does it end? My company as a standard routine takes
its product and makes a small run after it has gone through the
first prototype. that run inevitably goes back to research and devel-
opment, Will I be denied that?

I am concerned that if the compromise were to be accepted, I
would be sitting here a few years from now, debating the same sub-
ject all over again.

I would like to conclude by quoting Edward Roberts, the David
Sarnoff Professor of Management of Technology, at the Sloan
School at MIT. “In the United States, we have too much political
behavior, mixed in with attem{)ts to advance technology. They are
not so different from the problems the Japanese encountered and
solved. ;‘\nd maybe we will solve them, too, if we get desperate
enough.

Gentlemen, 1 suggest that the time for desperation has arrived.
The MFJ has denied all telecommunications manufacturers—small
medium, and large—the critical involvement in the resources and
the expertise of 7 of the 50 largest comganies in the United States.
I urge you to hesitate, and to consider the implications of maintain-
ing the status quo, and of not securing a meaningful place in the
21st century.

Thank you very much.

[The prepared statement of Mr. Gibson follows:]

PREPARED STATEMENT OF MR. STUART M. GiBsoN III

Mr. Chairman and members of the committee, I am Stuart M. Gibson, president
and chief executive officer of Concept Communications Incorporated of Dallas,
Texas. I thank you for the osoeporhm“i'tlzﬁ to offer my views on the important legisla-
tion before you. I hope the Senate will pass this legislation. It is a necessary part
of a national telecommunications policy, and it is an essential step toward removing
thg restraints that are inhibiting growth and innovation in our telecommunications
industry.

As the President of a small research and development and manufacturing compa-
n{\ir_, I am all-too-familiar with these restraints and how they continue to frustrate
efforts to carry the U.S. into the twenti-fu*st century,

In my testimony, I will attempt to show how small manufacturing companies are
hurt by the ban in the MFJ against manufacturing by Bell Operating Companies.
But in order to understand how small manufacturers are hurt, it is first important
to understand the extraordinary breadth of the MFJ’s ban against manufacturing
by the Bell Operating Companies. Stated simply, the MFJ prohibits the Bell Compa-
nies from involvement in aspect of the manufacturing process.

By prohibiting the Bell Companies from engaging in aspect of the telecommunica-
tions manufacturing process, the MFJ implicitly restricts the business activities of
telecommunications manufacturer in Amerijca. In eveq industry but telecommunica-
tions, a manufacturer is free to structure business relationships with its customers
in the way that makes sensge for it and its customers. But in the telecommunications
manufacturing industry, this is not so. Instead, independent telecornmunications
manufacturers are rehired by the MFJ to limit their business relationships with the
Bell Operating Companies to arms-length dealings because any closer relationship
between a manufacturer and a Bell Operating Company involves the Bell Company
as a participant in some aspect of the manufacturing process.

Let me show, by presenting two different examples, how the MFJ ban against Bell
particiﬁation in manufacturing hurts independent manufacturing companies like
mine. First, let us assume a small manufacturing company has identified an idea
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for a new telecommunications product to improve telephone service for the average
citizen, but the manufacturer doesn’t know how to design that product in a way that
is most efficient for the telephone companies who will use it. For example, should
the product be designed so that it can be incorporated into the telephone company’s
central office switch, .or should it be designed to be placed in the telephone compa-
ny’s transmission network? Without close consultation with the telephone company
that will use the product, the manufacturer may have no way of knowing the an-
swer to this and thousands of other details about how to design the new %;oduct
to meet the telephone industry needs in the most efficient way possible. ang
other industry, the manufacturer could simply go to its customers and work wit!
them directly on these product design questions, but as a telecommunications manu-
facturer, this close collaboration is unlawful because if Bell Company en%ineers help
the manufacturer design the product, the Bell Company itself is involved in the
manufacturing process.

Now let me present a second illustration of how small telecommunications manu-
facturing companies are hurt by the MFJ’s ban against Bell participation in the
manufacturing process. Assume that an entrepreneurial manufacturing company
has an idea for a new telecommunications product that will img)rove telephone serv-
ice for the average American, but the manufacturer needs $6 million to complete
R&D in order to develop this product. If the company were in any industry other
than telecommunications, it could go to a customer, present the customer with the
idea, and seek R&D funding from the customer to help develop the product. As a
telecommunications manufacturer, the MFJ bars almost every conceivable type of
R&D funding arrangement the manufacturer might consider to enter with the seven
céompanigs who may be the manufacturer’s largest customers—the Bell Operating

ompanies.

Mr. Cheirman, my own company has been handicapped by the MFJ because my
company was unable to develop a close working relationships with the Bell Operat-
ing om‘fanies. A couple of years GFO’ U.S. West approached us with a video confer-
encing idea. Neither we nor U.S, West was able to produce this product without the
other’s help. U.S, West believed that there was a mass market for the product. How-
ever, due to the MFJ, we were unable to work with U.S. West in the necessary way
required to bring our mutual ideas together, because such collaboration would have
involved U.S. West in the manufacturing process. Had we been able to work togeth-
er, we could have develoged a product that would have benefited both coxtx:};anies
and the public. Instead, the economic health of our company was unnecessarily and
adversely affected.

Although I am here today to testify only on behalf my own company, I suspect
that a very large number of small telecommunications manufacturing companies
would agree with the nma.ﬁr int that I am trying to mske in this testimony;
namely, that barring the Bell Companies from involvement in the manufacturing
process hurts small telecommunications manufacturing companies.

In fact, I am aware of at least 31 small manufacturing companies who already
have gone on record in %}p&)ﬂ: of allowing the Bell Companies to participate in the
manufacturing process. With your permission, I would like to include in the record
of this hearing letters which have been written by many of these companies.

As you review these letters, I think you will agree that the stories these compa-
nies tell are consistent with the concerns I have raised. You will learn, for example,
that one manufacturiﬁ%company, Protocol Engines, apparently found that the bar-
riers imposed by the MFJ to manufacturer/customer collaboration are so severe that
it discontinued manufacturing products for the public telephone network in order
to focus on developing products for private corporate communications networks
where such collaboration is allowed.

You will read about another company—Centigram Corp. which found it necessary
to sell a substantial part of its equity to foreign communications companies after
serious efforts to find a way to raise equity capital from two Bell Companies failed
because of the bar against Bell participation in the manufacturing process.

Collaborative ventures, especially in research and development, are a trend
throughout the electronics industries because the process of developing high technol-
ogy products is very expensive and reguims the specialized talents of companies
with different kinds of expertise. United States companies now spend 31 percent of
their semi-conductor research and development bud%;ats through technical alliances.
It is ironic that, while the ability to engage in collaborative ventures is of growing
importance in the electronics industries generally, close collaboration between tele-
communications manufacturers and the largest purchasers of telecommunications
products is unlawful.

My own company has a substantial alliance with the Harris Corporation. Under
this alliance, we are able to develop a product that we will mutually market and
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distribute. The product re&ires a close interaction from the earliest design deci-
sions through that end of the manufacturing process. If Harris Corporation were a
Bell Operating Company, this sort of reasonable, highly productive, and mutually
beneficial relationship would not be possible.

One final point before I conclude. Some opponents of the bill before this Commit-
tee have suggested that they might not object if Congress passed legislation allow-
ing the Bell Companies to engage in limited kinds of R&D while continuing to keep
them out of all other aspects of the manufacturing process. With all due respect,
any attempt to £eparate R&D from the rest of the manufacturing process—by allow-
ing Bell participation in the forrer but not the latter—is absurd! Normal product
development involves basic research, applied regearch, and probotylps fabrication. To
state artificially that some of these phases are off limits is to cripple the entire proc-
ess and to introduce serious inefficiencies. It will not work.

I would like to conclude by quoting from Edward B. Roberts, the David F. Sarnoff
Professor of Management of Technology at the Sloan School at MIT:

“In the United States we have too much political behavior mixed in with attempts
to advance technology. They are not so different from the problems the Japanese
encountsred, and solved. And maybe we will solve them too, if' we get desperate
enough,

Gentlemen, I suggest that the time for desperation is here. The MFJ has denied
all telecommunications manufacturers—small, medium and large—the crifical in-
volvement in resources and expertise of seven of the SO largest companies in the
United States. I urge you to hesitate and consider the im&lications of maintaining
the status quo and not securing a meaningful plece for the United States in the
twenty-first century.

Senator INOUYE. Thank you very much, Mr. Gibson.
May I now call on Mr, Weinstock?

STATEMENT CF MICHAEL S. WEINSTOCK, PRESIDENT, MORSE
SECURITY GROUP

Mr. WEINSTOCK. Thank you. My name is Michael Weinstock. I
am president of Morse Security Group, and I manufacture a line
of alarm equipment.

I am here today cn behalf of the Alarm Industry Communica-
tions Committee, which represents both the manufacturers and
dealers who sell, install, maintain, and monitor burglar and fire
alarm systems. Our industry is comprised of over 350 domestic
alarm equipment manufacturers, employing 15,000 people, with

oss sales in 1990 of $780 miilion. Approximately 90 percent of
the alarm equipment installed in this country is manufactured
here in the United States by small businesses. We export nearly
one-third, or $240 million of what we produce.

Furthermore, our manufacturers supply nearly 13,000 alarm
dealers who employ some 120,000 workers. We urge the committee
to keep in mind the vital role our industr)"ﬂin protecting life, safe?,
and property of millions of Americans. We urge you to carefully
weight the alleged benefits of the BOC entry against the potential
real damage to consumers and our industry.

As an industry, we support the aims of S. 173 and believe we al-
ready meet them. We are already highly developed, competitive,
and the undisputed world leader in alarm technological innovation
and production. Routinely the Japanese and Europeans purchase
their alarm products here from us. The alarm industry’s extreme
dependence on the local telephone exchange makes us highly vul-
nerable to unfair competitive activities.

The vast majority of our alarm systems simply do not operate
without the telephone network. And as small businesses, it is pro-
hibitively expensive for us to continually challenge BOC intercon-
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nection and pricing abuses. If the MFJ manufacturing restrictions
are lifted, we believe we will be subject to increased BOC abuse.

If the BOC’s were permitted to manufacture alarm equipment,
the incentive to sell and install would be irresistible. This not only
threatens the manufacturers, but also the dealers who service
alarm equipment. Prompt and reliable service, which ensures pro-
tection, is extremely marketable. BOC control of the local exchange
provides them with opportunities to create dela%s or outright refus-
al of equipment hookups, as well as unreasonable delay i provid-
ing service, while at the same time denying that they have the
ability to identify and repair breaks in service.

BOC entry into manufacturing will provide added incentives to
manipulate their control of the networks. In my own company’s ex-
perience, the introduction of a bridge, which would have allowed
alarm companies to poll or interrogate protected premises efficient-
ly was denied. Initially, my new technology was favorably received
by my customers and approved léy Pacific Bell.

Later the Bell System refused to deploy the technology because
of allefed problems, each of which we addressed and proved
groundless. I came to learn that AT&T was developing a similar
product which the{nwere urging the Bell companies to buy from
Western Electric. Ultimately, AT&T’s product failed, and we be-
lieve our product would have been successful, but the window of
opportunity passed us by during the 8 years of costly litigation.

We strongly believe that irreparable harm will come to the alarm
industry, if the provisions of S. 173 were to apply to us, and urge
the committee to consider providing us with an exemption, much
as you did in 1982.

urthermore, we have carefully reviewed the bill, and have a
number of suggestions, which are more fully explained in my for-
mal written testimony, which I have submitted to the committee.

First, the legislation should prohibit the sales of affiliated manu-
factured equipment within the service area of a BOC. Second, the
use of the Bell logo and the name should be prohibited to the BOC
affiliates. Their use is extremely marketable and unavailable to
anyone else. Current FCC fines are insufficient. Unlawful profit
should be returned to ratepayers and competitors. Fourth, the bill
should require 12 months public notice of proposed interconnection
changes. Fifth, to protect small businesses the FCC should be re-
quired to adjudicate a complaint within 45 days. Failure to do so
should result in the relief requested. Sixth, we propose the CBO be
instructed to estimate the cost of adequately administering S. 173,
restrictions should not be lifted until 6 months after those funds
are aggropriated.

Finally in conclusion, because the alarm industry is already
meeting the goals of S. 173 and is comprised of predominantly
small businesses which are unusually to BOC anticompetitive ac-
tivity, we urge the committee to include an exemption for the
alarm industry. The exemption should cover manufacturers who
are involved in the manufacture of equipment designed to protect
life, safety, and property, and where more than 75 percent of the
companies are small manufacturers as defined by SBA, and where
foreign manufactured components do not exceed 25 percent of the
aggregate equipment sales in the United States.
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We believe such standards for an exemption are consistent with
the goal of S. 178 and will ensure that a thriving, competitive do-
mestic manufacturing industry will not inadvertently be dismem-
bered or destroyed.

Thank you very much. -

[The prepared statement of Mr. Weinstock follows:]

PREPARED STATEMENT OF MR. MICHAEL S. WEINSTOCK

Good Afternoon. My name is Michael S. Weinstock, President of Morse Security
Group or Sg'lmar, California. My company manufactures equipment utilized by the
burglar and fire alarm industry, both domestically and internationallxi I am here
today representing the Alarm Industry Communications Committee (AICC), which
is comprised of the Security Industry Association ($1A) (representing manufacturers
of alarm equipment), the National Burglar and Fire Alarm Association (NBFAA)
and the Central station Alarm Association (CSAA). These latter two organizations
represent dealers who sell, install, maintain and monitor alarm systems.

As a threshold matter, we ask Congress to recognize the vital role played by our
industry in the protection of life, safety, and property in the United States. The pub-
lic safety services provided by the Alarm Industry, and the real damage that may
be inflicted upon our industry and the public it serves by lifting Modified Final
Judgment J) restrictions on manufacturing, should be carefully weighed against
the hypothetical gains that some predict may occur if the alarm manufacturing re-
strictions are lifted, as proposed in S. 173. Moreover, the threat to the Alarm Indus-
try is exacerbated by the fact that the overwhelming majority of alarm manufactur-
ers, and companies who sell, install, maintain, and monitor alarm equipment, are
small businesses possessing limited resources to fend off and survive anticompeti-
tive conduct by the Bell Operating Companies (BOCs).

The AICC supports the goals of S.173 to promote further domestic telecommunica-
tions manufacturing. However, we cannot help but note that the Alarm Industry,
operating under the current framework, alrea ﬁmeets the aims of the bill. Alarm
manufacturing in the U.S. has long been a well developed and highly competitive
industry; indeed, some analysts believe that it ig already over-saturated. Currently,
there are approximately 350 companies manufacturing alarm ipment in this
country; they employ over 15,000 American workers. Even though the vast majority

* of these companies are small businesses, in 1990, the industry produced alarm
equipment worth approximately $780 million dollars. Nearly a third of that—or ap-
proximately $240 mﬁh‘on—was exported overseas.! Unquestionably, existinghﬁmeri-
can alarm equipment manufacturers are the world in product design and technologi-
cal innovation. Routinely, the J%panese purchase alarm equipment from American
manufacturers. Likewise, most of the panel boxes installed in European homes and
businesses to send “break-in” or fire signals to central stations are of American de-
sigf-:\ld and usually of American manuf: .

rthermore, these 350 manufacturers supply nearly 13,000 American companies
engaged in the sale, installation, maintenance and monitoring of alarm equipment.
These companies employ over 120,000 workers in the United States.

Perhaps the most striking fact is that approximately 90 percent of the alarm
equipment installed in this country is also manufactured here. In short, American
companies have historically dominated the world’s alarm industry. There is simply
no evidence that our preeminent position is seriously challenged by foreign competi-

tors.

Against this industry background, })roposals to allow the BOCs into alarm manu-
facturing or monitoring deserve careful scrutiny. As recognized by the Department
of Justice’s own expert, Dr. Peter Huber,? the Alarm Industry is extremely depend-
ent upon interconnection with the monopoly services and facilities provided by the
BOCs. According to Dr. Huber, 90 percent of the burglar and fire alarm systems
installed to protect commercial premises are connected to_central monitoring sta-
tions by dedicated private lines provided by BOCs and other local exchange tele-
phone companies, Dr. Huber also estimated that 95 percent of monitored residential
alarm systems are connected to central monitoring stations via local switched tele-
phone lines. As a result of their dependence upon bottleneck telephone facilities,

11“1£u~es supplied by William S. Cunningham, The Hallcrest Report II: Private Security
Trends 1970-2000, which was commissioned by the National Institute of Justice, a research arm
of the U.S, Department of Justice,

2Peter W. Huber, The Geodesic Network: 1987 Report On Competition in the Telephone Indus-
try at 13.1-13.11 (January, 1987).
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alarm companies are extremely vulnerable to discriminatory limitations of access to
telephone facilities and other types of unfair competition from the BOCs. For exam-
ple, delays in BOC response to alarm company orders for installation of necessary
new tevlflfhone lines, as well as slow or unsatisfactory BOC maintenance of existin
lines, will directly cielay or disrupt the service of alarm oom%any customers. BO
changes in the protocols and technical standards governing their lines will render
existing alarm equipment obsolete, or subject it to expensive modification. Substan-
tial increases during recent years in BOC charges for dedicated private lines have
directly and siifd.ﬁcantly increased alarm company expenses. Finally, it should be
noted that Dr. Huber found the potential for BOG cross-subsidization of alarm oper-
ations was high for sales, marketing, installation, and monitoring activities, and
moderate for dedicated private line and derived local channel services.

The vulnerability of alarm companies is heightened by the fact that, as small
businesses, it is extremely costly for us to monitor BOC activities, and to prosecute
complaints against them for anticompetitive acts before the FCC and the courts.

arm Industry concerns about BOC discrimination, self dealing and cross-subsi-
dization are not hypothetical. In my own company’s experience, the BOCs’ control
of the public network delayed the introduction of a securig innovation that would
have substantially improved alarm technology at the time. Specifically, my company
developed a “bridge” in conjunction with one of the Bell Companies that would have
allowed alarm companies to “poll” or interrogate protected premises on a very effi-
cient basis. This innovation occurred in the early 1970s and initially was received
favorably our alarm company customers. Scon r the Bell companies almost uni-
formly claimed there were “problems” with this technolog{ and thus refused to de-
plo&r it. When our company addressed each Bell company objection to the technolo,
and proved it to be baseless, new objections surfaced. Later we learned that AT
was developing a uproduct to compete with our compav%y‘s product which the Bell
companies were & stmn%ly “encouraged” to buy from Western Electric. At the end,
the AT&T product was a failure in the alarm industrg' while in our view our compa-
ny’s product would have succeeded, but the window of opportunity passed us by dur-
ing the ensuing eight years of litigation. Needless to say, my company was forced
to incur substantial expenses and legal fees as a result of this anticompetitive strat-
egKlto compete with our equipment.

ore anticompetitive Bell company strategies later surfaced that indicated that
not just my comgany, but the entire domestic burglar and fire alarm industry, was
the target of AT&T and the Bell companies. Part of this strategy included attempts
to dramatically raise the cost of private line facilities utilized by the alarm industry
intended to “migrate” alarm companies off of facilities (i.e. to induce customers to
relinquish private lines through rate increases) long utilized by us, Several state
public utility commissions uncovered this strategy. For instance, in 1982, the Penn-
sylvania Public Utility commission found: “the evidence is clear that the repricing
and restructuring program for private lines is strongly directed to a migration strat-
egy, intended to migrate customers to use of new products eminently to be marketed

Similarly, in 1982, the Public Utilities Commission of Ohio found: “the entry of
AT&T and Ohio Bell into the home security business (* * * a foregone conclusion
at this point in time * * *) may help to ex(leain some of the underlying reasons for
the l;at*e levels proposed in the cost methodology used for pricing private line serv-
ices ?

The Illinois Commerce Commission similarly found that the Bell companies pri-
vate line costing strategies were for an ulterior motive. The Commission concluded
that the objective of this program was to: “allow AT&T to enter the alarm industry
with products and services attractively priced compared to those by the alarm com-
Banies”. Published federal court decisions describe this program, as project

Y.

Although the divestiture of the Bell System from AT&T has since occurred, it is
important to recognize that none of these anticomFetitive strategies could have been
accomplished without the help and complicity of the BOCs and, indeed arbitrary
BOC manipulation of the network today continues to plague the alarm industﬁ

The Alarm Industry also has experienced ongoing problems with service disrup-
tions of the BOC facilities which we must use. In many instances, the BOCs have
acted extremely slowly to identify the causes of service interruptions and problems
which alarm companies have reported to them. As a result, alarm companies have
often been forced to locate and report the sources of service disruptions to the BOCs,
and then have had to wait further unreasonably long periods for the BOCs to get
around to making the necessary repairs.

These are the experiences of the Alarm Industry in an environment without the
BOCs competing against us. If they were manufacturing and selling their own
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alarm equipment, I am firmly convinced that they would have every reason to make
it even more difficult for the industry to receive prompt installation and mainte-
nance, adequate numbers of dedicated private lines, quality service, and reasonable
rates. No matter how well intentioned the FCC might be, BOC manipulation of the
availability, reliability, and cost of the interconnection facilities neededﬁy alarm
companies would be extremely difficult for the FCC to discover and stop. Moreover,
even where this could be accomplished, the intervening delays and costs would crip-
ple small alarm companies competing with the BOCs.

In addition, given that most new purchases of alarm equipment come from exist-
ing customers and from new homes and businesses, the BOCs have an unfair ad-
vantage over alarm companies through their ready access to Customer Proprietary
Network Information (CPNI). CPNI can easily identify for a BOC which households
and businesses are or were customers of a alarm service. Moreover, the BOCs can
discover almost immediately new residents and businesses locating within their
service areas, since obtaining phone service is an essential initial step for new resi-
dents and businesses. BOC access to this information provides them and their affili-
ates with an insurmountable marketing advantage.

BOC entry into manufacturing will also provide added incentives for them to
make sudden changes in network interfaces, thereby rendering non-BOC manufac-
tured eg:ipmen’c obsolete. One recent example illustrates this point. In the mid
1980’s, the BOCs, with the permission of the FCC, introduced a new alarm service
known as “derived channel]” technolo?. This technology allows an additional signal
to be “derived” or piggy-backed over the customer’s existing telephone line, and then
to be routed to the alarm company to provide alarm information. Unlike a regular
telephone circuit, information going over the derived channel only transmits alarm
signals and has the same high grade security characteristics of dedicated private
lines. The initial cost of such a system for an alarm monitoring company can be sub-
stantial. However, alarm companies made the investment in this state of the art
technology based upon BOC representations that the technology would be available
over the long term, and because the system offers certain advantages over dedicated

es.

Recently, Ameritech, which was a leader in offering this technology, suddenly an-
nounced that it will be discontinued. The threatened discontinuation of this service
will render obsolete investments in eguipment that both the alarm monitoring com-
panies and their customers have made—at a cost of millions of dollars. In Chicago
alone, the existing service provided by just one alarm dealer to approximately 1,100
customers is in jeopardy.

This arbitrary manipulation of the telephone network will only get worse if the
BOCs are manufacturing equipment that depends on their telephone networks for
interconnection. The BOCs wilf have every incentive to make sure that new genera-
tions of equipment manufactured by them will require different protocols and inter-
connection requirements. In so doing, they will render obsolete the equipment of ex-
isting alarm manufacturers. A well-funded BOC manufacturing affiliate will have
the resources to respond to frequently changing BOC technical requirements; a
small existing alarm meancfacturer in many cases will not.

The Alarm Industry is also concerned that, no matter how well-crafted and well-
intended the safeguards of S. 173 may be, an underfunded and undermanned FCC
cannot possibly fulfill the monitoring and enforcement responsibilities that will be
imposed upon it by the bill. We have reviewed the FCC’s budgets for the ten-year
period from 1980 to 1989. Despite receiving considerable new responsibilities during
the decade, the FCC budget (on a CPI adjusted basis) was only é)](.)ﬂ million greater
in 1989 ($77.8 million) than in 1980 ($76.1 million). [An analysis substantiating our
findings is attached.]

SPECIFIC COMMENTS ON 8. 173

Notwithstanding our concerns about continued unfair BOC practices, the historic
inability of the FCC to regulate the BOCs, and the absence of discernible benefits
to America’s alarm consumers, we recognize that S. 173 is a good faith effort to
allow the BOCs into manufacturing. At the same time, the Committee should be
commended for its efforts to telecommunications manufacturing in this country.
However, we stronglg believe that irreparable harm will come to the alarm industry
if the provisions of S. 173 were to apply to us and urge the Committee to consider
providing us with an exemption. With that in mind, we strongly believe that there
are a number of areas where the bill needs to be improved to ensure fair competi-
tion should the MFJ restrictions on alarm manufacturing be lifted.
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The Legislation Should Prohibit Self-Dealing in Manufacturing

The historical abuses by AT&T and the divested BOCs in the equipment manufac-
turing sector are a matter of record in the MFJ proceeding. Prior to divestiture, the
BOCs purchased almost exclusively from Western Electric Company, often for rea-
sons unrelated to price or quality. Since divestiture, the dramatic increase in tele-
communications equipment suppliers indicates the extent to which the discriminato-
ry self-dealing of the AT&T/B&S system had previously suppressed competition. In-
deed, this discriminatory self-dealing has continued in the post-divestiture world, as
evidenced by the FCC’s recent fine of NYNEX for its abuse of affiliated (and unregu-
lated) equipment supply relationships. AICC submits that the appropriate way to
Erotect against discriminatory BOC self dealing with affiliates is to prohibit the

OCs from buying telecommunication equipment manufactured by their affiliates.

Prokhibition of Affiliate Manufacturing Sales Within a BOC'’s Service Area

The principle of prohibiting self-dealing also applies to a prohibition on the sale
within a BOC’s service area of equipment manufactured by its affiliates. We believe
such activity would result in less, rather than more, choice for the consumer. If the
BOCs are allowed to manufacture, their manufacturing affiliates will, under the
umbrella of the Bell logo, market their et‘;"uliﬁment to the exclusion of other alarm
suppliers, and the parent Bell company will have incentives to engage in subtle
anticompetitive manipulation of the network to enhance their affiliates marketing
ability. Since alarm manufacturing is already an over saturated industry, entry by
the BOCs will at best only shift jobs away from existing manufacturers toward the
BOC alarm manufacturing affiliate. This shift of jobs will do nothing to add to Gross
National Product, but result in unemployment for displaced workers in the
alarm manufacturing segment, Ultimately, the concentration of this manufacturing
capacity will reduce choices available to the consumer, and will hamper innovation
in the marketplace.

A prohibition on sales by a alarm manufacturing affiliate, within the BOC service
area, will significantly reduce the likelihood of anticompetitive abuses which would
arise between the BOCs and their non-regulated affiliates.

We therefore urge that a safeguard be added to the bill that prohibits a manufac-
turing affiliate from selling equipment within its BOC parent’s service area.

Use of the Bell Logo And Name

The current legislation will allow use of the Bell loge and name in non-regulated
activities permitted by the bill. The Bell logo and name represent approximately 100
years of goodwill funded by monopoly ratepayers. As such, the BOCs’ unregulated
manufacturing and information service operations would enjoy a distinct, competi-
tive advantage merely by use of the Bell name and logo. A level playing field would
require the prohibition of the use of the Bell logo and name in unregulated activi-
ties.

Penalties and Fines -

The current draft legislation assumes that existing penalties are sufficient to
deter unfair BOC conduct in manufacturing markets. However, the current statuto-
ry fines that may be levied for violations for the Communications Act are not suffi-
cient to deter anticompetitive BOC activity, in view of the substantial, non-regulated
profits that are available through unfair manipulation of the BOCs’ monopoly net-
work. The alarm industry proposes that the legislation be strengthened in order to
require that any and all unlawful BOC profits from unfair manipulation of regulat-
ed or unregulated operations be returned to the ratepayers and/or competitors. In
addition, the BOCs should be fined an amount equal to their unlawful profits. The
offending BOCs also should be barred from the competitive activity involved for a
period of 25 years. Finally, the legislation should make clear that the FCC's regula-
tion of the BOCs will not shield the BOCs from existing antitrust laws.

Public Notice Should Be Required For BOC Protocols and Interconnection Informa-
tion

The legislation currently requires that each BOC maintain and file with the FCC
information on protocol and technical interconnection. The legislation does not pro-
vide for notice to the public that this important information has been filed with the
FCC. Because manufacturing markets are extremely sensitive to the time within
which network information is received, the legislation should explicitly require pub-
lic notice, and should specify a time period before the network changes may become
effective. We would propose a reasonable time frame to be one year.
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Good Faith Effort to Obtain Equivalent Component Parts

We are concerned by the “good faith effort” standard contained within the bill that
allows a BOC affiliate to obtain parts from outside the United States. The FCC is

iven the authority to ascertain whether a BOC has made sufficient efforts to find

omestic components if it wishes to rely on up to 40 percent foreign components in
its manufacturing process. However, it is our understanding that the FCC, to date,
has consistently shied away from making qualitative judgments of this sort. Given
the FCCs¢' history in this respect, we think the Committee, should provide more de-
tailed legislative guidelines. For instance, does good faith effort mean the compo-
nents cannot be found in this country? or, does it mean that the component cannot
be found in this country at a price as low as it could be found in a low wage country
outside the U.S.? Experience with the BOCs tells us that they will act strictly ac-
cordinghto their economic interests to maximize profits; this would naturally include
g:e' ability to purchase up to 40 percent of their component parts overseas if it suits

eir purposes.

Indeed, prior to the AT&T breakup, a major focus of the BOCs’ activity was spent
Jjustifying the fact that almost of their telecommunications and switching gear was
purchased from Western Electric Company. The or%anization devoted to justifying
these self-dealing purchases was known as the Bell System Purchased Products Di-
vision (BSPPD). Now that the corporate I ink has been severed between the BOCs
and Western Electric, BOC acquisition of non-Western equipment has occurred at
levels that belie BSPPD’s earlier claims that affiliated transactions between the
BOCs and Western Electric were based purely on price and quality considerations.
Thus, we believe that in order to avoid abuse in this area, Congress must define
what the standards are for a “good faith effort” in order to prevent a return to the
vertically ix:ltsﬁrated monopoly that existed 1prior to the divestiture,

We are similarly concerned that the legislation limits the cost of components man-
ufactured outside the United States, to 40 percent of the aggregate of telecommuni-
cations and customer premises equipment manufactured b{ any given BOC affiliate.
The legislation, as currently dra; J‘: does nothing to prohibit the gaming of the sys-
tem by the placing of several product lines, some expensive, some not so expensive,
under any given subsidiary. Thus, if expensive switching equipment is included in
a subsidiary which sells alarm equipment, 35 percent of switching components could
come from overseas, while there would be nothing to prohibit 100 percent of alarm
equipment from being manufactured overseas. We would suggest that the standard
apply to each product line individually, and not to the aggregate of equipment sold
in the United States by any BOC.

Non-discrimination in sales of equipment

I noted with interest the provision of S.178 which requires a given Bell affiliate
to make available, without discrimination or self-preference as to price, delivery,
terms or conditions, to all local carriers, any telecommunications e%uipment manu-
factured by such affiliate as long as this was done on a reciprocal basis. It is com-
mendable that the Committee is concerned with protecting the access of local ex-
changes to the equipment manufactured by an affiliate of a BOC. But I also find
it strange that nowhere in the legislation does a similar protection appear for non-
local exchange companies who might wish to purchase Bell manufactured equip-
ment. Shouldn’t a local alarm company which is involved in the sale, installation
and maintenance of alarm equipment be allowed non-discriminatory access to equip-
ment manufactured by a Bell affiliate? This is especially critical to the survival of
individual alarm companies, if as I fear, entry by the Bells into alarm manufactur-
ing will translate into a significantly diminished number of alarm suppliers.

Streamlined Complaint Process—45 days adjudication

S. 173 signiﬁcant}ﬂlbmadens the jurisdiction and responsibilities of an already re-
source-short FCC. The added responsibility of policing BOC affiliates entering a
myriad of telecommunications manufacturing product lines will certainly result in
even further strains on the FCC’s ability to carry out its mandates.

The proposed safeguards in the bill will mean nothing to alarm manufacturers
and those who sell and install alarm equipment if they can not get the FCC to act
on their specific allegations of Bell abuses. As a predominantly small business in-
dustry, we are especially vulnerable to financial losses that would result from any
extended period in which an anticompetitive activity is allowed to continue, Thus,
we would suggest that the FCC be required to adjudicate a complaint within 45
days. Any longer period would result in irreparable losses which would in turn put
many smaller alarm companies out of business. Failure to ensure speedy resolution
%o%arges of unfair competition will invite only further predatory activity by the

s,
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In addition, to insure that the BOCs understand that Congress is serious sbout
the safeguards and prohibitions in S. 178, the relief requested in a complaint should
be awarded by the FCC if it fails to resolve a complaint within 45 days. Without
such protection, Congress will be leaving many small businessmen extremely vul-
nerable to BOC abuses.

FCC Resources

The alarm industry strongly believes that S. 173 has failed to address one of the
cornerstone issues involved in allowing BOC entry into manufacturing. As we have
previously stated, the FCC on a CPI adjusted basis, had only $1.7 million more in
1989 than it had a decade ago to_discharge its sii::iﬁcantly expanded responsibil-
ities. S. 173 will only add to the FCC’s responsibilities, and could wreak havoc in
certain telecommunications markets unless adequate funding is provided. Congress
has a responsibility to assure com{)anies placed at risk by this legislation, that the
necessary funds are made available to the FCC. Thus, we would propose that the
Congressional Budget Office (CBO) be given the responsibility to estimate the cost
to the FCC of adequately administering S. 173, and that the line of business restric-
tions not be lifted until six months r the necessary funds have been aﬁpro Ti-
ated. This six month grace pericd is only a bare minimum for providing the FCC
sufficient time to hire and train staff.

CONCLUSION

In conclusion, while the Alarm Industry commends Senator Hollings on seekin,
to promote domestic manufacturing, we believe that the princiﬂles and goals of S.
173 have already been realized by our industry. We are a well developed, highly
competitive, domestic manufacturing industry which provides jobs in this country.
In addition, we are the world’s leaders in alarm techno}gﬁy and innovation, and as
an industry we are responsible for significant exports. Thus, there exists little ra-
tionale and justification for lifting the line of business restrictions on alarm manu-
facturing or for that matter alarm monitoring services.

Because we are gredominately small businesses which are usually dependent
upon the local telephone exchange for the delivery of our service and highly suscep-
tible to anticompetitive abuses by the BOCs, we strongly believe that we should be
exempted from any lifting of the MFJ manufacturing prohibition. While the details
can be worked out at some time between now and the Committee mark up of S.
178, we believe an exemption should be crafted which covers manufacturers:

¢ who are involved in the manufacture of eqult'lpment designed to protect the life,
safety, and property of homes and businesses; an

e which covers manufacturers where more than 75 percent of the companies
manufacturing equipment in the product line are small manufacturers as defined
by the Small Business Administration—employing 600 or less workers; and

o where for the total sales of equipment manufactured and sold in the United
States by any segment of the industry in any given year, the cost of the components
manufactured outside the United States contained in the equipment does not exceed
25 percent of the sales revenue derived from such equipment.

e believe that such a standard for an exemption is completelg in keeping with
goals of the bill and will ensure that a thriving domestic manufacturing segment
of the telecommunications industry is not inadvertently dismembered or destroyed.

Senator INOUYE. I thank you very much, Mr. Weinstock.
Mr. Binz.

STATEMENT OF RONALD J. BINZ, PRESIDENT, NATIONAL
ASSOCIATION OF STATE UTILITY CONSUMER ADVOCATES

Mr. BINZ. Mr. Chairman and members of the subcommittee, my
name is Ronald Binz. I am the director of the Colorado Office of
Consumer Counsel and the president of the National Association of
State Utility Consumer Advocates—also known as NASUCA.

NASUCA is an association of 42 consumer advocate offices in 38
States and the District of Columbia. Our members are designated
by State law to represent the interests of utility consumers before
State and Federal regulators and in the courts.

We appreciate the opgortunity to appear in this hearing today to
discuss the effects which S. 173 will have on the consumers we rep-
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resent. Our position is found in two resolutions concerning remov-
ing MFJ restrictions, which I have attached to my written state-
ment.

Mr. Chairman, our message is short and direct. The unanimous
opinion of the members of the NASUCA is that, while S. 173
makes attempts to insulate consumers from the negative effects of
the RBOC’s entry into telecommunications equipment manufactur-
ing, we do not believe the protections will be effective. We remain
opposed to lifting the MFJ restrictions.

As I show in my full, written testimony, S. 173 not only exposes
consumers to the risk of higher rates for basic telephone service,
the legislation also fails to provide any discernible direct benefits
for telephone ratepayers. In fact, RBOC entry into telecommunica-
tions equipment manufacturing may put at risk one of the few di-
rect consumer benefits to be found in the divestiture and in the in-
troduction of competition in the telecommunications industry—
namely, customer choice and lower equipment prices.

In my written testimony I make four points, which I would like
to elaborate slightly in these remarks. First, the size, complexity,
market power and regulatory status of the RBOC’s distinguish
them from other members of the telecommunications industry.
These qualities provide these companies with the incentive and the
ability to engage in anticompetitive behavior and to direct subsidies
to competitive ventures.

By now the members of the subcommittee are familiar with the
numerous allegations and instances of monopoly abuse by the re-
gional holding companies and their subsidiaries. The stories of
cross-subsidization, unfair cost allocations, discriminatory pricing
and unfair marketing practices are linked by one common theme:
they are all possible because of the existence of a near total monop-
oly which the RBOC’s have in the provision of basic, local tele-
phone service.

Consider these examples of RBOC overreaching and illegal be-
havior: We have already discussed the $10 million fine against U.S.
West for violating the MFJ restrictions. NYNEX has been indicted
on contempt charges for violating the MFJ. Bell of Pennsylvania
has agreed to pay a $42 million fine as a settlement of charges by
the Pennsylvania consumer advocate that it used deceptive sales
practices in selling telephone features.

Bell South has recently paid $4.86 million in Florida to settle
charges of underpaying pay phone commissions. Pacific Bell was
ordered to refund $yé3 million to California customers and pay a
$16 million penalty as a result of the California PUC’s finding that
certain marketing practices were improper.

The behavior of the regional holding companies has become so
widely discussed, it is even a feature story in the current issue of
Business Week. Under the headline of “The Baby Bells Misbehave,”
the magazine recounts some of the better known abuses of U.S.
West, NYNEX, Bell Atlantic, and Bell South.

There is a natural and understandable reluctance to restrict the
activities of any business operating in the U.S. economy. The
RBOC’s have certainly exploited that reluctance in their advertis-
ing campaign aimed at the MFJ restrictions.
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I have attached a copy of an ad run by U.S. West in Colorado
which shows a school child with a lunch pail in hand, standing
under a headline which reads, “Courtney Gimble Lives in a Coun-
try that Limits the Flow of Information to Its Students, the U.S.A.”
In fact, Courtney Gimble lives in a country that encourages compe-
tition and limits the opportunities for antitrust behavior.

The question is not whether the MFJ restrictions are good or
bad, but whether they are necessary. What are we to make of these
instances of abuse of monopoly power by the RBOC’s? I submit that
all of the instances serve as evidence of a single proposition. It does
not seem that the RBOC’s can be trusted to p ai,:}?y the rules.

The reasons why this is true are complex. They do not include
the fact that these companies are venal. Instead, they are provided
by virtue of their significant role as the near-monopoly provider of
local telephone service with an irresistible opportunity to make
extra money in their pursuits.

There is an additional reason why the Bell companies have un-
dertaken or accomplished these unsavory practices. For the vast
majority of consumers, their local telephone company is still viewed
with trust as the consumer’s essential link to friends, family, busi-
ness, and other necessities. I submit that the combined effects of
this trust of the local exchange company, with the market power
which they possess, justifies extraordinary restrictions like those
contained in the MFJ. )

My next point: cross-subsidies developing as a result of RBOC
entry into telecommunications equipment manufacturing will be
mainly State regulatory problems, not Federal issues. The subcom-
mittee has heard from FCC chairman Alfred Sikes that the FCC
now possesses adequate safeguards to protect ratepayers and com-
petitors from the effects of cross-subsidies which might otherwise
occur if the RBOC’s enter telecommunications manufacturing.

But what Mr. Sikes neglects to say is that the substantial major-
ity of the revenues of local telephone companies is regulated at the
state level, not at the federal level. Even if Mr. Sikes is correct and
the combination of price caps, ONA, and authority to level fines at
the FCC is a potent deterrent—a claim we seriously doubt—there
can be no dispute that the states are not similarly equipped.

In general, State public utility regulators, armed with the best
intentions, are not adequately funded and legally equipped to en-
sure that monopoly consumers pay fair rates. In many cases, the
authority of State regulators has been lessened under recent statu-
tory chan%es. The experience in the U.S. West States, with which
I am familiar, shows a chippin% away of State authority to regulate
at all, much less to regulate well.

NASUCA’s conclusion about regulators’ capacity to protect con-
sumers from inappropriate costs? We disagree with Chairman
Sikes’ optimistic appraisal. We think a much more realistic assess-
ment is that manufacturing entry by the RBOC’s will add to the
state l1{'eg'ulators’ already considerable burden. This puts consumers
at risk,

My third point, Mr. Chairman, and I am almost finished. Tele-
phone consumers should not expect to benefit from the entry of
RBOC’s into the telecommunications manufacturing business. The
very best outcome under this legislation is that there will not be
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harm to the basic ratepayer. Instead, if the manufacturing restric-
tion is lifted, consumer protection should be added to ensure that
consumers actually benefit from such a fundamental change in
telecommunications policy.

It is generally acknowledged that the RBOC’s have no special ex-
ertise in manufacturing telecommunications equipment. This
eads consumer representatives to ask why the RBOC’s are so in-

terested in entering the manufacturing area. To us, there is only
one reasonable answer. Despite the fact that this is a highly com-
petitive industry, the RBOC’s believe they can make money in it.

Our concern is that these companies will enter and operate in
the same fashion as predivestiture, including self-dealing of switch-
ing equipment at favorable terms to manufacturing subsidiary,
market foreclosure, and cross-subsidies.

Given this setting, there is a fundamental belief among consumer
advocates that in the very best case, consumers of basic telephone
service will simply not be harmed 1l;y RBOC entry into equipment
manufacture. Stated another way, if all of the protections worked,
if every attempt at a cross-subsidy were detected and intercepted,
patriot missile-style, then consumers would be merely no worse off.

Since none of us believe that all, let alone most, abuses will be
detected and stopped, we must insist that an explicit consumer div-
idend or exogenous consumer benefit be adopted before restrictions
are lifted.

My final point. Competition has served consumers well in the
telephone equipment market. Most dramatically in the area of cus-
tomer premises equipment. We should resist attempts to lessen fair
competition, since that will sacrifice a known consumer benefit.

NASUCA recognizes that substantial consumer benefits have
‘been derived from the introduction of competition in the provision
of telecommunications equipment. Customers who once had only
the choice of a plain black telephone can now choose from an amaz-
ing array of telephone equipment, from cheap to expensive, from
simple to sophisticated.

In the telecommunications equipment market, including PBX’s
and telephone switching equipment, the consumer benefit has been
less direct, but no less real. Rivalry among manufacturers of
switching equipment has resulted in a very competitive market for
those products, one which has lowered costs for all types of tele-
phone services.

This committee has heard conflicting testimony about the effects
which entry of the RBOC’s will have in the equipment manufactur-
ing business. We observe that if the critics of RBOC entry are cor-
rect, and customer choice and price are negatively affected, than
this legislation will begin to erode one of the clearest consumer
benefits to come out of divestiture in the accompanying push to-
ward competition in the telecommunications industry: Customer
choice and lower costs associated with telephone equipment.

We do not take a position in the debate of how RBOC entry will
affect either U.S. competitiveness or the structure of the U.S. com-
munications equipment manufacturing business. However, we do
reassert the link between what we believe is the certainty of cross-
aubs%dies and the manner in which that manufacturing sector will

evelop.
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In conclusion, NASUCA respectfully requests that you weigh
carefully the adverse ratepayer consequences of opening up tele-
communications manufacturing to the RBOC’s. Consumer advo-
cates are uniquely positioned to predict harm to consumers from
this type of RBOC activity. We respectfully urge you to continue
protecting ratepayers from cross-subsidies by maintaining the re-
strictions on RBOC entry into telecommunications equipment man-
ufacturing.

[The prepared statement of Mr. Binz follows:]

PREPARED STATEMENT MR. RONALD J. BINZ

Mr. Chairman and members of the Subcommittee, my name is Ronald J. Binz.
I am the Director of the Colorado Office of Consumer Counsel and the President of
the National Association of State Utility Consumer Advocates (NASUCA). NASUCA
is an association of 43 consumer advocate offices in 38 states and the District of Co-
lumbia. Our members are designated by state law to represent the interests of utili-
ty consumers before state and federal regulators and in the courts.

We aﬁ)lpmciate the opportunity to appear in this hearing today to discuss the ef-
fects which S. 173, The Telecommunications Equipment Research and Manufactur-
ing Act of 1991, will have on the consumers we represent. NASUCA’s position is
found in two resolutions on removing the MFJ restrictions which I have attached
to this statement. I will discuss each resolution later in this testimony.

Our message is short and direct: The unanimous opinion of the members of
NASUCA is that, while legislation like S, 173 makes some attempts to insulate con-
sumers from the negative effects of the RBOCs entry into telecommunications equip-
ment manufacturing, we do not believe these protections will be effective. We re-
main t‘)}?osgd to lifting the MFJ restrictions. .

S. 173 will permit the Regional Bell Operatixéﬁ Companies to engage in telecom-
munications manufacturing activities from which they are now barred. NASUCA's
position is that the ability of the Bell Operating companies, directly and indirectly,
to charge their captive customers for some of the costs associated with these manu-
facturing activities cannot be effectively inhibited by legislation. The result for rate-
payers is predictable: telephone rates that are higher than they need to be.

As I will show in this testimony, S. 173 not only exposes consumers to the risk
of higher rates for basic telephone service, the legislation also fails to provide any
discernible direct benefits for teleghone ratepayers. In fact, RBOC entry into tele-
communications equiﬁrenent manufacturing may put at risk one of the few direct
consumer benefits to be found in the divestiture and the introduction of competition
in the telecommunications industry: customer choice and lower equipment prices.

Here are the main points of my testimony:

o The size, complexity, market fpower and regulatory status of the RBOCs distin-
guish them from other members of the telecommunications industry. These qualities
provide these companies with the incentive and the ability to engage in anti-com-
petitive behavior and to direct subsidies to competitive ventures. Historic abuses
and recent revelations underscore that the “bottleneck” nature of their business has
not changed.

¢ The cross-subsidies which develop following RBOC entry into telecommunica-
tions equipment manufacturing, will result in regulatory problems which are largely
state, not federal, issues. We must examine the state commissjons’ willingness and
abilit’.f! to %rotect consumers.

¢ Telephone consumers should not expect to benefit from the entry of RBOCs into
the telecommunications manufacturing. The best outcome under this legislation is
that there will not be harm to the basic ratepayer. If this restriction is lifted by Con-
gress, consumer protections should be added to ensure that consumers actually ben-
efit from such a fundamental change in telecommunications policy.

¢ Competition has served consumers well in the telephone equipment market,
most dramatically in the area of Customer Premises Equipment. We should resist
?gtempts to lessen fair competition since that will sacrifice a known consumer bene-

1C.

The size, complexity, market power and regulatory status of the RBOCs distin-
guish them from other members of the telecommunications industry. These qualities
provide these companies with the incentive and the ability to engage in anti-com-
petitive behavior and to direct subsidies to competitive ventures.

While certain aspects of the telecommunications industry have undergone massive
change in the past ten years, other aspects have not changed much at all. For exam-
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ple, residential and small business telephone consumers rarely have more than a
single choice for local telephone service. Long-distance carriers still rely primarily
on the local exchange companies to originate and complete long-distance calling.
Many other consumer services, from answeringhservices to burglar alarms to data
transmission depend on the local exchange telephone companies o provide local con-
nections necessary for the product.

By now the members of this subcommittee are familiar with the numerous allega-
tions and instances of monopoly abuse by the Regional Holdin&Companies and their
subsidiaries. These stories of cross-subsidization, unfair cost allocations, discrimina-
tory pricing and unfair marketing practices are all linked by one important common
theme: they are possible because of the existence of the near-total monopoly of the
RBOCs in the provision of basic local telephone service.

Consider these examples of RBOC over-reaching and illegal behavior:

e US West is fined $10 million for discriminatory pricing, providing information
services and manufacturing, in violation of the MFdJ.

e NYNEX has been indicted on criminal contempt charge for violating MFJ re-
strictions information services.

. X is fined for inflating charges of its Materiel Resources subsidiaries,
passing these inflated costs to basic ratepayers.e US West has offered to settle a
class-action lawsuit involving its sale of inside wire maintenance services to custom-
erson a “negative option” sales contract. Terms of the settlement will result in tens
of millions of dollars in refunds.

« Bell of Pennsylvania has agreed to pay $42 million as a settlement of charges
by the Pennsylvania Consumer Advocate that it used deceptive sales practices in
selling telephone features.

o BellSouth paid $4.86 million in Florida to settle charges of underpaying pay
phone commissions.

o Pacific Bell was ordered to refund $63 million to California customers and pay
a $16 million penalty as a result of the California PUC’s finding that certain mar-
keting 11)':z'acticex; were improper.

The behavior of the Regional Holding Companies has become so widely discussed
it is even a feature story in the current issue of Business Week. Under the headline
of “The Babg Bells Misbehave” the magazine recounts some of the better-known
abuses of US West, NYNEX, Bell Atlantic and BellSouth. I have attached a copy
of the Business Week article to this testimony. *

There is a natural reluctance to restrict the activities of any business operating
in the United States economy. The RBOCs have certainly exgloited that reluctance
in their advertising campa[i]ga aimed at the MFJ restrictions. I have attached a cop
of an advertisement by West in Colorado which shows a school child wit
lunchpail in hand standing under a headline which reads: “Courtney Gimble lives
in a country that limits the flow of information to its students, The U.S.A.”

In fact, Courtney Gimble lives in a country that encourages competition and limits
the opportunities for illegal anti-trust behavior. The question is not whether the
MFJ restrictions are good or bad, but whether they are necessary. We must examine
the predicates on which the Modification of Final Judgment was entered and ap-
proved by the court and ask the fundamental question: Is there reason fo believe
that the abuses which lead to the anti-trust action of the Department of Justice will
%Jl;ze-occur if the RBOCs are allowed to enter the lines of business proscribed by

What are we to make of these instances of the abuse of monopoly power by the
RBOCs? The Business Week article notes that even the report of the $10 million
fine agﬁaisnst US West has been given a positive spin by the company’s lobbyists, De-
spite this gloss, I submit that all of these instances serve as evidence of a single
proposition: the RBOCs cannot be trusted to play by the rules.

e reasons why are complex. They do not include the fact that these companies
are venal. Instead, they are provided, by virtue of their significant role as the near
monopoly Provider of local telephone service with an irresistible opportunity to
make extra money in their pursuits.

There is another reason why the Bell companies have undertaken or accomplished
these unsavory practices: for the vast majority of consumers, their local telephone
company is still viewed with trust as the consumer’s essential link to friends, fami-
ly, business and other necessities.

Cross-subsidies developing as a result of RBOC entry into telecommunications
equipment manufacturing will be mainly state regulatory problems, not federal is-
sues.

This subcommittee has heard from FCC Chairman Alfred Sikes that the FCC now
Fossesses adequate safeguards to protect ratepayers and competitors from the ef-

ects of cross-subsidies which might otherwise occur if the RBOCs enter telecom-
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munications manufacturing. But what Mr. Sikes neglects to say is that the substan-
tial majority of the revenues of the local phone companies happens is regulated at
the state level, not at the federal level. As I mentioned earlier, NASUCA members
are quite familiar with regulation of telecommunications companies at the state
level. Mr. Sikes’ confidence concerns us.

Even if Mr. Sikes is correct that the combination of ARMIS, price caps, ONA and
authority to levy fines at the FCC is a potent deterrent, a claim we seriously doubt,
there can be no dispute that the states are not similarly equipped. In gereral, state
public utility regulators, armed with the best intentions, are not adequateli'nﬁmded
and legally egnpped to ensure that monopoly consumers pay fair rates. In many
cases the authority of state regulators has been lessened under recent regulatory
changes. The experience in the US West, states, with which I am familiar, shows
a chipping away of state authority to regulate at all, much less to regulate well.

There are several reasons why such issues as cross-subsidization are difficult to
treat at the state level. Some of the difficulties are quite plain: insufficient resources
compared to the legal and technical resources of the RBOCs; limited access to data
from RBOC subsidiaries, short timeframes in which cases must be heard; the prob-
lem of burden of proof resting on the consumer advocate, etc. Other hurdles include
the diﬁ'icultg'oof measuring cross-subsidies and the difficulty of estimating the addi-
tional risk borne by monopoly ratepayers when an RBOC enters lines of business
that are relatively more risky than local telephone service.

CA’s conclusion about reﬁulators’ capacity to protect consumers from inap-
propriate costs? We disagree with Chairman Sikes’ optimistic appraisal. We th.\.&
a much more realistic assessment is that manufacturing entry by the RCOCs will
add t: gtiacte regulators already considerable burden. Clearly, doing so puts consum-
ers at risk.

Telelphone consumers should not expect to benefit from the entry of RBOCs into
the telecommunications manufacturing. The very best outcome under this legisla-
tion is that there will not be harm to the basic ratepayer. Instead, if the manufac-
turing restriction is lifted, consumer protections should be added to ensure that con-
sumers actually benefit from such a fundamental change in telecommunications pol-

icy.

It is generally acknowledged that the RBOCs have no special expertise in manu.
facturing telecommunications equipment. To the extent that the former AT&T pos-
sessed such expertise, the divestiture agreement removed that function from the
surviving Bell companies. Although allowed to enter other electronic manufacturing
businesses, such as consumer electronics manufacturing, the RBOCs have not
shown an interest. This leads consumer representatives to ask why the RBOCs are
so interested in entering the manufacturing area. There is only one reasonable an-
swer: despite the fact that this is an highly competitive industry, the RBOCs believe
they can make money in it. Our concern is that these companies will enter and oper-
ate in the same fashion as pre-divestiture, including self-dealing of switching equip-
ment at favorable terms to the manufacturing subsidiary, market foreclosure and
cross-subsidies. .

Any RBOC Senior Financial Officer will tell you that the companies will invest
in activities where returns are highest, commensurate with risk. Given this setting,
there is a fundamental belief among consumer advocates that, in the very best case,
consumers of basic telephone service will simply not be harmed by RBOC entry into
equipment manufacture. Stated another way, if all of the grotections worked, if
every attempt at cross-subsidy were detected and intercepted Patriot-Missile-style,
then consumers will be merely no worse off. Since none of us believe that all, let
alone most, abuses will be detected and stopped, we must insist on an explicit
i:&ns:ilmer dividend or exogenous consumer benefit be adopted before restrictions are

ifted.

This idea was clearly expressed by NASUCA in its November 1989 resolution on
lifting the manufacturing restriction. The resolution states that any legislation lift-
ing restrictions must contain safeguards which * * * not only leave monopoly tele-
phone rateaziﬁers no worse off as a result of RBOC entry into equipment manufac-
turing but will provide a net economic benefit to all ratepayers.

The concept of a positive consumer benefit is central to our approach to this legis-
lation. However, I want to reiterate, NASUCA remains opposed to lifting the restric-
tions. Adding a consumer benefit simply makes a bad idea better.

Competition has served consumers well in the telephone equipment market, most
dramatically in the area of customer premises equipment. We should resist attempts
to lessen fair competition since that will sacrifice a known consumer benefit.

The divestiture of the operating telephone companies from AT&T was a watershed
event in U.S. telecommunications policy. Many Americans associate divestiture with
the beginning of customer choice in certain telecommunications markets. Of course,
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this is only partially true. Divestiture was both a reaction to and an endorsement
of a policy initiative begun years earlier at the Federal Communications Commis-
sion to introduce competition as a market forces in the telecommunications services
in the United States would best be served by the introduction of competition.

NASUCA recognizes that substantial consumer benefits have been derived from
the introduction of competition in the provision 9f telecommunications equipment.
Customers who once had only the choice of a plain black telephone now can choose
from an amazing array of telephone equipment from cheap to expensive, from sim-
ple to sophisticated.

In telecommunications equipment, including PBXs and telephone switching equip-
ment, the consumer benefit ﬁas been less direct but no less real. Rivalry among
manufacturers of switching equipment has resulted in a very competitive market for
those products, one which has lowered costs for all types of telephone services.

As an example, in Colorado, US West recently let a bid for more than one hun-
dred digital switches to complete the upgrade of switching services in rural Colora-
do. The company was able to select among several competing suppliers, on price,
specifications and other terms. Prior to the separation of equipment manufacturing
and local switching operations in the old Bell system, customers of rural Colorado
likely would not have benefited from competition.

This committee has heard conflicting testimony about the effects which entry of
the RBOCs will have in the equipment manufacturing business. We observe that,
if the critics of RBOC entry are correct and customer choice and price are negatively
affected, then this legislation will begin to erode one of the clearest consumer bene-
fits to come out of divestiture and the accompanying push towards competition in
the telecommunications industry: customer choice and lower costs associated with
telecommunications equipment.

We do not take apgosition in the debate of how RBOC entry will affect either U.S.
competitiveness or the structure of the U.S. telecommunications equipment manu-
facturing business. However we do re-assert the link between what we believe is the
::iertalinty of cross-subsidies and the manner in which that manufacturing sector will

evelop.

In conclusion, NASUCA respectfully requests that you weigh carefully the adverse
ratepayer consequences of opening up telecommunications manufacturing to the
RBOCs. Consumer advocates are uniquely positioned to predict the harm to consum-
ers from this type of RBOC activity. When our views are shared by others, as you
have heard on this panel, we believe that Congress should conclude that the adverse
impact we predict is highly likely to occur. We respectfully urge you to continue pro-
tecting rategayers from cross-subsidies by maintaining the restrictions on RBOC
entry into telecommunications equipment manufacturing.

NATIONAL ASSOCIATION OF STATE UTILITY CONSUMER ADVOCATES RESOLUTION—OP-
POSING LIFTING THE LINE OF BUSINESS RESTRICTIONS ON THE BELL REGIONAL HOLD-
ING COMPANIES

Whereas, there are proposals pending before the United States District Court and
considerations in the Congress of the United States to remove the line-of-business
restrictions imposed upon the Bell Operating Companies (BOCs) and the Regional
Holding Companies (RHCs) at divestiture;

Whereas, lifting line-of-business restrictions will create a situation in which there
is a substantial hikelihood that monopoly telephone customers of the BOCs will sub-
sidize the RHC activities in new lines of business;

Whereas, the obstacles faced b(ﬁzregulators and consumer advocates in identifying
and preventing such cross-subsidization are so substantial it is likely they will not
be overcome;

Whereas, many of the same conditions which led to the proscription against entry
into these markets at divestiture still exist; and

Whereas, the entry by the RHCs into new lines of business will not provide bene-
fit to the consumers of basic telecommunications service;

Therefore, be it resolved that, the National Association of State Utility Consumer
Advocates opposes lifting the line of business restrictions imposed on the RHCs.

Be it further resolved that, if line of business restrictions are removed, local tele-
phone service consumers of the BOCs must be protected against the use of local
telephone service revenues to subsidize new business ventures, These protections
must include limiting entry into the proscribed businesses to the BOCs in their indi-
vidual corporate capacities (as opposed to the RHCs). State regulators must have
the authority to approve or disapprove new business ventures and be able to pre-
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vent cross-subsidization through such regulatory requirements as structural separa-
tion, accounting controls and royalty payments. .

Be it further resolved that, unless such significant consumer protections are insti-
tuted to control cpossible abuses created by the removal of line-of-business restric-
tions on the RHCs. The BOCs should be divested from the RHCs.

Be it further resolved that, the National Association of State Utility Consumer
Advocates authorizes its Executive Committee to develog specific positions consist-
ent with the terms of this resolution and to present such positions in the courts of
the United States, in regulatory proceedings, legislative hearings, and other public
forums where the issues set forth in this resolution arise.

NATIONAL ASSOCIATION OF STATE UTILITY CONSUMER ADVOCATES RESOLUTION—EX-
PRESSING CONTINUED OPPOSITION TO REMOVAL OF MODIFIED FINAL JUDGMENT (MFJ)
RESTRICTIONS ON REGIONAL BELL OPERATING COMPANY (RBOC) ENTRY INTO TELE-
COMMUNICATIONS EQUIPMENT MANUFACTURING AND URGING THE REQUIREMENT OF
A SEPARATE SUBSIDIARY IN ANY ACTS OF THE CONGRESS OF THE FCC TO LIFT MFJ
RESTRICTIONS ON EQUIPMENT MANUFACTURING BY THE REGIONAL BELL OPERATING
COMPANIES

Whereas, NASUCA has historically opposed and continues to oppose removal of
MFJ r?istrictions on RBOC entry into telecommunications equipment manufactur-
ing; an

ereas, the Regional Bell Operating Companies are seeking removal of the re-
strictions of the MIJ barring their entry into telecommunications equipment manu-
facturing; and

Whereas, any loosening of the MFJ restrictions on equipment manufacturing by
the RBOCs poses the substantial threat that telephone ratepayers will subsidize
RBOC manufacturing activities;

Therefore, be it resolved that, the National Association of State Utility Consumer
Advocates (NASUCA) urges that, if the Congress of the Federal Communications
Commission (FCC) acts to loosen or remove the MFJ restrictions on RBOC en
into telecommunications manufacturing, the RBOCs be required to conduct su
business through a fully separate subsiciiary which does not share personnel, facili-
ties or expenses with the RBOCs’ core telecommunications businesses.

Be it further resolved that, if action is takenul}v the Congress or the FCC to loosen
or remove MFJ restrictions or equipment manufacturing by the RBOCs, such an act
must contain safeguards which would not only leave monopoly telephone ratepayers
no worse off as a result of RBOC entry into equipment manufacturing but pro-
vide a net economic benefit to all ratepayers.

Be it further resolved that, the National Association of State Utility Consumer
Advocates authorizes its Executive Committee to develop specific positions consist-
ent with the terms of this resolution. The Executive Committee shall advise the
membership of any proposed action prior to taking such action if possible. In any
event the Executive Committee shall notify the membership of any action taken
pursuant to this provision.

{Business Week, Mar. 4, 1991]

THE BABY BELLS MISBEHAVE
THE PAST YEAR HAS BROUGHT A RASH OF INDICTMENTS, SETTLEMENTS, AND FINES

(By Peter Coy and Mark Lewyn, Sandra D. Atchison, and Gail DeGeorge)

A skilled %?in doctor can put almost anything in a goed light—even a $10 million
fine. When U.S. West Inc. was penalized that amount on Feb. 15 for violating the
Bell System breakup consent decree, lobbyists for the Baby Bells argued that the
rules were fuzzy, the infractions were minor, and that, in any case, the antitrust
decree that U.S. West violated ought to be drastically curtailed. Indeed, John J.
Connarn, vice president for regulatory affairs at rival Baby Bell Ameritech, even ar-

ed that the fine could help U.S. esb—b{ calling attention to what he sees as
the pettiness of the restrictions. Said the lobbyist: e things they’re being fined
for,l gg %ercent of the business people in this country would be astonished they

,t o ”

That may well be. It’s not easy for the average phone customer to fathom the in-
tricacies of the antitrust consent decree that broke up American Telephone & Tele-
graph Co. in 1984, creating the seven Baby Bells. But the past ﬁrear has brought
a rash of fines, settlements, and allegations against the Baby Bells, many of them
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for violations that are all too easy for the general public to understand. Last April,
for example, Bell of Pennsylvania agreed to pay $42 million to settle state charges
that it used deceptive practices to sell customers more phone services than they
wanted. One investigator posing as a single welfare mother was hooked up for
$28.65 a month, including extras like 38-number speed dialing, even though she
could have gotten basic service for as little as $6.65.

Most of the Bells’ legal troubles fall into two categories: violations of the Bell Sys-
tem breakup decree, as in the U.S. West case, or overzealous marketing of services,
as in the Bell of Pennsylvania case. Both reflect increasing aggressiveness on the
part of the Bells, which believe they’re being treated by regulators as staid utilities
even as they lay out strategies to be 21st century, information-technology giants.
Yet by pressing too hard, they risk a regulatory backlash and even more restric-

tions.
Indeed, New York regulators have been so swamped with alleﬁations against
NYNEX Corp. that last fall, they raised the last-resort possibility of splitting it up
into regulated and unregulated companies—sort of a Bell System breakuﬁ, round
two. “It’'s very hard to argue that the federal mechanisms to control the Bells are
adequate when you see conduct of the type that NYNEX was engaged in,” says Scott
J. Rafferty, a former NYNEX employee now suing for wrongful discharge. His whis-
tle-blowing led to a criminal indictment of X on antitrust charges. Rafferty’s
opinions don’t necessarily reflect those of his new employer, the Maryland Public

ervice Commission. For its part, NYNEX says the charges were isolated incidents
that were contrary to company policy.

A SERIOUS MATTER

Federal officials maintain that their enforcement policies have been tm;fh. The
fine against Englewood, CO-based U.S. West was the biggest antitrust penalty ever
levied by the Justice Deﬂartment against one defendant in a civil case. “The size
of the fine is large enough so that people will realize that this is a serious matter,”
says Connie K. Robinson, who heads the Justice Department unit that fined US.
West. “We plan to continue vigorously to enforce this decree.”

Industrg{) critics say the case i3 a textbook example of why the Baby Bells
shouldn’t be treated as ordinary companies. The)lr argue that the Bells’ local monopo-
lies make it possible for them to compete unfairly by controlling access to their cap-
tive local customers. The core charge in the latest case was that U.S. West promised
the federal government a discount on access to its local customers if the government
would also buy switching services from it rather than from AT&T, its erstwhile par-
ent. The violation of rules against discriminatory 1s[ricin]fmwas an honest mistake,
says U.S. West Executive Vice President Charles M. Lillis, adding: “We wish like
heck we hadn’t done that.”

That’s a common reaction. Take Bell-South Corp.’s Southern Bell unit, which has
been caught in a string of violations. Last year, hundreds of its em&loyees wrote
letters to North Carolina regulators urging approval of Caller L.D.—without identify-
ing themselves as Southern Bell workers. Several employees said they were directed
or urged to write the letters. The company says it was all a misunderstanding—and
that 1t will restrict future letter writing campaigns. And on Feb. 19, the company
agreed to pay $4.86 million in Florida to settle charges that it shortchanged thou-
sands of businesses and government agencies on pafy-telephone commissions. It’s
also under scrutiny for failing to pay refunds for out-of-service phones.

PLAYING ON FEARS

The Baby Bells’ aggressive tactics have been aimed at some vulnerable targets.
Pacific Bell, Wisconsin Bell, and Southern Bell as well as Bell of Pennsylvania have
all made refunds to customers under supervision from state regulators. Affidavits
from former Wisconsin Bell customer-service regresentatives say they were instruct-
ed on how to play on the fears of unwell elderly people to get them to sign up for
three-way calling at $3 a month—just in case they had to consult family members
on going to the hospital. Wisconsin Bell says that those were isolated cases and
rules have been tightened.

There’s nothing wrong with clever marketing, of course. And even somewhat
sharper practices can be remedies by the marketplace. But as Philip McClelland, an
agsistant state consumer advocate in Pennsylvania says: “If you go to a car dealer,
and you feel as if they are not being honest with you, you can always go to another
car dealer who treats you more appropriately.” Customers of local phone companies
don’t have that option. As long as &at remains the case, the Baby Bells will be sub-
ject to extra heavy scrutiny—no matter what the spin doctors say.
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[Aurora Sentinel, Nov. 22, 1989]

COURTNEY GIMBLE LIVES IN A COUNTRY THAT LIMITS THE FLOW OF INFORMATION TO
Its STUDENTS—THE U.S.A.

Courtney Gimble likes her local school. She has lots of friends there and is getting
a_pretty good education. Courtney’s school, like all Colorado schools, doesn’t have

the resources that are possible.

But imagine if Courtney’s school could stretch its resources and have access to
some of the programs from distant learning centers such as colleges or universities
in other towns or states. Courtney Gimble would be better off and so would Ameri-
can education.

Researchers at US West have the know-how to transmit two-way video signals
over the existing telephone network. They envision a low-cost system of distance
learning enabling a teacher in one school to give instruction to students at another
school. Any Colorado school could supplement its faculty and expand its course of-

ferings.

But US West has had to shelve its work on two-way video. It is not permitted
to design and develop such a system, or to give a would-be manufacturer detailed
technical specifications, guidance or financial support.

A 1984 court decree broke up the Bell System, forming US West and seven other
regional phone companies. Very narrow limits were imposed on what these compa-
nies could do. Design and development work is prohibited.

Distance learning is not a new concept, but to date it's been a costly one, requir-
ing expensive equipment and an enhanced telephone network. As a result, it has
not enjoyed widespread use. If US West was able to perfect and de;gloy its two-way
video system, improved educational opportunities would be available to Courtney
Gimble and her friends.

Court restrictions on US West and the other rﬁﬁional companies add new meaning
to the phrase “only in America.” You can help change that. Legislation that woul
remove some of the restrictions on the former Bell companies is currently before
Congress. Now is a good time to write a short letter to your congressional represent-
ative.

Ask your reg‘resentative to vote to lift the restrictions on the former Bell compa-
nies so that distance learning can become more widely available in the United

States.

The education of Courtney Gimble and millions of others is too important to put
on hold.

FCC Appropriations
[in millions of dollars]
ChatA (ac- | ChatB
Year o el B ddla(g)

1980 $68.9 $76.4
1981 764 81.1
1982 1799 799
1983 1829 803
1984 1833 820
1985 1954 85.2
1986 (sequaster) 190.4 793
1987 296.9
1908 996
1989 996
1990 {sequaster) 107.6
1991 1158

tindudes payment supplemental

2 t supplementdl and FERS supplomentd.,

e Py

Senator INOUYE. Thank you very much, Mr. Binz. Proponents of
this bill have contended that there are sufficient safeguards in the
measure. And when taken together with market conditions, it
would reduce anticompetitive behavior among RBOC’s. Do you
agree with that contention, Mr. Vishny?
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Mr. ViSHNY. No, I do not, Senator. There is, of course, an attempt
to build safeguards into the bill as it is presently constructed. The
safe%:mrds are of various kinds. One is a dependence on the ability
of the Federal Communications Commission, and, presumably
State regulatory bodies, to enforce safeguards.

We would s:fggest that history shows this not to be the case. In
the main, safeguards which are presently proposed existed
gredivestiture and were inadequate to prevent the abuses which

ormed the basis for the antitrust action which was brought and ul-
timately settled.

The safeguards which are sug%ested at the moment do not undo
the fact of the existing local exchange monopoly which now exists,
nor do they change that situation. Thus, the incentive as well as
the ability to engage in anticompetitive behavior continues and is
not likely to change.

Third, in addition to that, we find it difficult to understand how
such things as comparable opportunities will be worked out, how
purchases at market prices can be adequately defined.

We think that the only real way of protecting the competitive-
ness of this market is to maintain, enforce, and keep in effect, the
structural changes which were set in motion by the MFJ initially
and which we believe should be retained.

Senator INOUYE. Thank you. Mr. Binz, do you agree with that ob-
servation?

Mr. BINZ. Yes, I do. I think that the key point is the local monop-
oly, that the structural predicate which existed, when the divesti-
ture occurred, when the antitrust suit was brought. In that respect,
things have not changed. In that respect, we have an opportunity
right now to learn from what went before as opposed to repeat it.

And I think a short summary of what we are saying is that, even
with a separate subsidiary—and let us recall that Western Electric
was a separate subsidiary of the AT&T system—even with a sepa-
rate subsidiary, the burden on regulators is going to be so great to
ioo}tl; out the harm to ratepayers. We frankly do not think it is going

o happen.

Senator INOUYE. Mr. Weinstock, if the committee adopted your
amendment, which would exempt your business, your industry,
would you be supportive of the measure?

Mr. WEINSTOCK. I would be supportive of the measure in terms
of my interest, of my industry, yes. I am not supportive of the
measure in some other areas, but only in how certain things are
rectified. I am concerned, as Senator ollings is, that the purpose,
I assume, of this bill, is to get domestic manufacturing back into
this country, to have it domestic.

Our industry is domestic manufacturing; that is why I feel the
exemption is, is right for us and right for this bill. I would like to
see the bill be stronger in domestic manufacturing, even if it does
not pertain to our industry. But I would support the bill, except in
our industry I believe we should be exempt.

We meet this bill right now. There is nothinito add to bring the
seven RBOC’s into manufacturing eguipment that we manufacture
in this country. If anything, it would allow up to 40 percent of the
products that are now manufactured here to be manufactured out-
side the United States.
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Senator INOUYE. Thank you. Mr. Gibson, Mr. Vishny represents
an organization made up of industries such as yours. Why this dif-
ference?

Mr. GIBSON. That is a very good question, Senator. I have spoken
with not only the people whose correspondence has been included
in my testimony, but a number of other people. I must admit I am
unfamiliar, except with a couple of names that he has thrown.
Most of the manufacturers that I speak with are very, very com-
mitted to this legislation. They believe that it is very critical.

And I think one point really has to be weighed against many of
the concerns that were just raised here regarding checks and al-
ances, and whether the BOC’s, if given the liberty, would abuse
their position. We have to weigh that against the technology that
is necessary in this country. We have seven technology manufactur-
ers, seven of the largest mn this country. They have an enormous
amount to donate.

To me, as a small business, it is eritical that we work with them.
1t is critical that we draw upon their resources and their expertise
to guarantee that this country does go into the next century. That
is extremely important, and I think it has to be weighed with their
concerns.

Senator INOUYE. Thank you, Mr. Gibson. Ms. Easterling, do you
believe that, if this measure becomes the law of the land, it will
bring back jobs to America?

Ms. EASTERLING. Yes. 1 think that it will, and that the require-
ments of the bill, that the RBOC’s must find an American manu-
facturer for a product, or a component rather, before they go over-
seas. I think that gives an opportunity to a lot of manufacturing
companies to look at what is not available now and to begin to
manufacture that.

Senator INOUYE. Then am I correct to assume that if the domes-
tic content provision is taken out, you would be opposed to the bill?

Ms. EASTERLING. That is an accurate statement, yes.

Senator INOUYE. Thank you. Senator Hollings?

The CHAIRMAN. Let me thank the witnesses for sticking with us.
I want to thank the recorder, thank you and Senator Exon and the
staff for staying with us here this evening.

Thank you. .

Senator INOUYE. Thank you very much.

Senator Exon.

Senator EXON. Let me join in that. If T have some questions, I
will submit for the record. You have put in a long day, as we have,
and this is the lonaglest time I have ever spent in a hearing in 12

ears, but we are always setting records around here. Thank you.
ou were a very good panel, and you have been awfully patient and
we thank you for comin%.

Senator INOUYE. On behalf of the committee, I thank all of you
very much.

ereupon, at 7:30 p.m., the hearing was adjourned.]
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APPENDIX

LETTER FROM MR. ROBERT E. ALLEN, gNHAIRMAN OF THE BOARD, AT&T, TO SENATOR
OUYE

MarcH 13, 1991.
Senator DANIEL K. INOUYE,
722 Hart Senate Office Building,
Washington, DC 205101102

DEAR MR. CHAIRMAN: If I may, T would like to elaborate on the response which
Jim Kilpatric gave to your question at last week’s hearing as to our perception of
the impact of S, 173 on AT&'l"s operations.

Let me assure you that the impact on AT&T and on mandy other US. telecom-
munications equipment manufacturers would be serious indeed. Collectively, the
Bell companies represent some 70 percent of the U.S, market for such equipment

and neerly a third of the entire worldwide market. Permitting the RBOCs to manu-
facture telecommunications equipment while they retain their local monopolies
would invite them to set up arrangements with iated suppliers, with access to

privileged design and development information that non-affiliated competitors would
not have, thus partitioning a marketplace where the op£om to compete openly,
Worldwide, is essential. If Bell markets were foreclosed to AT&T and to other un-
aligned U.S. manufacturers, there is no other open alternative market anywhere in
the world today.

No matter how often Bell company spokesmen may suggest otherwise, removal of
the manufacturing restrictions would likely lead to just such alignments with for-
eign manufacturers, particularly in high-technology switching and transmission sys-
tems, where only established companies manufacturing on a global scale can hope
to survive. In his study for the Department of Justice in 1987, Peter Huber said
that if such alliances occur “with any established manufacturer except AT&T,” the
result would be “a national disaster of major proportions.” The effects would be no
different today.

Lifting the manufacturing restriction opens the door to controversies over unfair
cost allocations and cross-subsidies from regulated services, and other practices
cleartlg antithetical to competition. The effects would be damaging to AT&T and to
all other U.S. telecommunications equipment manufacturers.

Sincerely,
BoB ALLEN.

SUPPLEMENTAL PREPARED STATEMENT OF JIM G, KILPATRIC

At the February 28, 1991 hearing on S. 173 before the Communications Subcom-
mittee of the Senate Committee on Commerce, Science & Trax;slggrtation, AT&T of-
fered to supplement the record in response to questions by members of the Subcom-
mittee related to AT&T’s labor policies, trade issues and research and development.

KEEPING JOBS IN AMERICA

AT&T is one of the United States’ largest manufacturers, employing over 100,000
men and women in manufacturing and manufacturing-related jobs. In 19 major
plants throughout the country, our skilled workers produce the communications

roducts that this country needs to move into the next century, including H%’lﬁm ide
iber, semiconductors and advanced transmission and switching systems. in-
cludes almost all the equipment AT&T sells to the Bell companies for use in their
networks, At the AT&T Bell Laboratories and other AT&T research facilities in the
United States, our scientists and engineers perform some $2.4 billion of research
and development annually to support our world-wide operations. We are constantly
working to improve the quality o]f?oAT&T products and increase the productivity of

(137)
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our U.S. employees. Since divestiture alone, AT&T has expended over $5 billion in
capital to upgrade our domestic plants and research facilities, and these invest-
ments are on-going.

With limited exceptions, AT&T’s offshore plants manufacture equipment for the
international market, not for sale in the United States. These operations, which are
often a precondition for doing business overseas, benefit the U.S. economy as well.
The technology is generated in the United States by American scientists and engi-
neers, as are the designs for the ipment. Many of the components are manufac-
tured in this country and shipped as exports to the offshore plants. Over 2,000
AT&T manufacturing jobs and 400 development jobs in the United States directly
support AT&T’s international operations.

fn a few instances, AT&T had to make the difficult decision to manufacture g?g;
ucts for the U.S. market offshore, in order to remain competitive with foreign
and to support other jobs in the United States. A few years ago, AT&T moved the
gmduction of consumer products offshore in response to lower-priced competition

rom the Far East. By choosing to remain in the consumer business, AT&T has been
able to Pgreserve service and sales jobs in the United States, including jobs at its
AT&T Phone Stores, and has been able to generate additional revenues to fund new
research and development. Recent decisions to subcontract cable connectorization
and cord assembly work to Mexico were made for similar reasons, to improve
AT&T’s competitiveness.

In answer to Senator Exon (Transcript, p. 154), approximately 6,000 people were
employed by AT&T in the U.S. in the past decade to manufacture products that are
now manufactured overseas. One facility that lost employment as a result of the de-
cision to produce consumer products overseas is our Shreveport, Louisiana plant. In
answer to Senator Breaux (Transcript, p. 137), this plant employed approximately
5,000 people in 1974, and employs about 2,200 today. Although the Shreveport
workforce is much smaller, it is far more productive than it was because AT&T
made the capital investment necessary to make the plant a world-class operation
in the manufacture of sophisticated business systems. The Congress has taken due
note, and on July 22, 1988, Senator J. Bennett Johnston fo y presented AT&T’s
Shreveport plant with the U.S. Senate Productivity Award for the year 1987. (At-
tgch)ed for the record is the story from the Shreveporter, AT&T’s employee maga-
zine).

Thus far, the telephone sector’s job loss reflects “the increasing pressures for effi-
ciency in a more competitive world,” as Robert Crandall of the Brookings Institution
has described in his recent book “After the Breakup” (p. 164). As such, it has been
a positive development for consumers. But if S. 173 were enacted, many critical high
technology jobs in the U.S. would be lost and not replaced, without any resulting
consumer benefit.

The United States is where AT&T manufactures almost all the equipment we sell
to the Bell companies for use in their local networks. The Bell companies also buy
network equipment from many other U.S. manufacturers, whose trade associations
uniformly oppose S. 173. These U.S. operations are at rigk for two reasons:

First and most importantly, the Bell companies would have virtually no incentive
to procure their equipment competitively. The Justice Department has_conceded
that the Bell companies would buy their equipment from their affiliates. Moreover,
because they do not face local competition, they would do so even if their products
were of lower guali or higher price. (U.S. v. Western Electric, 900 F.2d 283, 302
(D.D.C.), cert. denied, 111 S. Ct. 283 (1990)). Foreclosed from the two-thirds of the
market that the Bell companies represent and faced with lower revenues and prof-
its, non-affiliated U.S. manufacturers (including AT&T) could not sustain their cur-
rent U.S. operations. Most critically, they could not maintain the R&D that yields
new products and dezi%m for equipment for the U.S. market and for export. A 1989
Labor Department s study, referred to in the Senate hearing by Senator Dan-
forth, concluded that an estimated 18,000-27,000 U.S. jobs could be lost if the man-
ufacturing injunction were lifted.

Second, the Bell companies would likely tPav.rtner with major foreigg equipment
manufacturers. These foreign affiliates would obtain their equipment design and in-
tellectual property from overseas, for the same reasons that AT&T uses its Ameri-
can R&D in its foreign operations. (This would be permitted even under 8. 173’s “do-
mestic content” provisions). A serious “brain drain” from the U.S. could result, as
R&D for transmission and digital switching and the spin-off technology moved off-
shore—to countries whose home markets are largely closed to American firms., NTIA
cautioned in its 1987 Trade Report that such joint venturing “could pose the threat
of destroﬁing this country’s indigenous central office equipment manufacturing ca-
pacity.” (Executive Summary, p. vi).
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MAKING A POSITIVE CONTRIBUTION TO THE TRADE BALANCE

The NTIA used strong words in its Trade Report, but strong words are warranted.
At the very time the overall telecommunications equipment trade deficit is moving
towards a surplus position, the Congress is considering a bill that could reverse the
signﬂi{ﬁcant gains American firms including AT&T have begun to make in overseas,
markets.

The telecommunications equipment trade deficit has fallen 70 percent in the last
two years, from $ 2.6 billion in 1988 to $ 0.8 billion in 1990. Exports increased by
an average annual rate of 29 percent in 1989 and 1990, while imports have leveled
off, increasing less than 2 percent in 1990.

Due to this surge in exports, there is a strong and growing U.S. trade surplus
in network Lilimeni: (switching equipment and cable, wire and fiber), which
reached § 0.9 billion in 1990. AT&T itself exported some $ 0.8 billion in network
equipment from its U.S. factories in 1990, contributing significantly to America’s
positive trade position in so-called “high end” telecommunications equipment.
AT&T’s overall exports for 1990 totaled over $1 billion, which—in answer to Senator
Breaux—more than made up for AT&T’s imports. (’I‘ransccrgﬁt, p. 139).

The category of equipment where there is a chronically high trade deficit is
consumer products, for the reasons addressed earlier. Almost all these products—
including telephone sets, facsimile machines and answering machines—are produced
offshore by AT&T and its many competitors. In response to Senator Breaux (Tran-
script, p. 138-139), AT&T’s imports of consumer products from its offshore manufac-
turing facilities totaled about $150 million in 1990. (AT&T imported from its over-
seas facilities some additional $260 in equipment, mainly in microelectronics. These
figures are dwarfed by AT&T’s total 1990 equipment sales of $12.2 billion, including
$1 billion in equipment exports).

Whatever the size of the consumer product trade deficit, S. 173 will do nothing
to remedy it; the Bell companies have testified to the Congress that they would not
manufacture consumer products. If they did, they would be faced with the same set
of economic factors that required AT&T to go offshore. (E.g, Testimony of
BellSouth’s Chairman John Clendenin to the Senate Communications Subcommittee
on April 25, 1990, Transcript, p. 46).

INVESTING IN U.S. RESEARCH AND DEVELOPMENT

The United States telecommunications equipment industry’s investment in re-
search and development enables this industry to remain competitive around the
globe. Our country’s excellent trade results in sophisticated telecommunications
equipment reflect the fact that U.S. products are state-of-the-art and fully competi-
tive in world markets. The trade data alone show that United States telecommuni-
cations R&D is healthy, rather than in decline as the Bell companies claim.

Industry data on research and development expenditures confirm this as well.
U.S. manufacturers’ investment in R&D (as a &ercent of sales) is commensurate
with the investments made by of foreign firms. In 1990, AT&T’s manufacturing-re-
lated R&D equaled 16.4 percent of equipment sales. IBM spent $6.8 billion on R&D,
or 10.9 percent of its sales, in 1989 (10-K), and Data General's R&D equaled 13
Bercent of sales (10-K). Digital Equipment’s rate was 12.5 percent (10-K). All these

.S. manufacturers oufgae ormed or equaled the R&D rates cited in Pacific Telesis’
written statement for Siemens (Germany), Fujitsu (Japan) and Ericsson (Sweden),
which range from 10.3 percent to 11.3 percent of sales.

The Bell companies’ lower level of R&D investment is entirely consistent with the
nature of their business. They are service companies, not manufacturers. As such,
they should not be compared with manufacturing firms—either domestic or foreién.
Instead, the correct, “apple-to-apple” test would be to compare the combined R&D
rates of the Bell companies-domestic manufacturers with foreign PTTs-captive man-
ufacturers. On the erican side, the combined rate for the Bell companies and
AT&T, for example, was 17.7 percent. This compares favorably with the combined
rates for the foreign firms: E.g., France Telecom-Alcatel, at 14.4 percent; Japan's
NTT-NEC at 10.9 percent, and NTT-Fujitsu at 15.6 percent. (These rates are for
1989, The sources are public, principally company annual reports).

In absolute dollar terms, moreover, the fragmented Bell System now spends twice
as much on R&D as it spent in 1982, even though its revenues are only 60 percent
above 1982 levels. (While AT&T reported lower R&D expenditures in its 1990 annu-
al report, it did not in fact decrease its investment in research and development.
The lower figure—referred to by Senator Burns (Transcript xg 154)—merely reflects
the fact that some R&D related expenses have been reclassified under new account-
ing procedures).
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The U.S. manufacturing industry’s record of excellence in R&D is unquestioned.
Its future hinges on its ability to continue to pay for the R&D necessary to bring
the next generation of telecommunications products to fruition. (The cost of R&D for
the photonic switch alone is estimated to be $2-$3 billion). Before divestiture, pay-
ing for R&D was not a concern for AT&T; the Bell companies bought almost all they
needed in-house from AT&T. Now manufacturers must earn their revenues in the
open marketplace, and they must make a profit. AT&T and other major U.S. firms
simply will not have the business incentive to make heavy R&D expenditures if the
Bell company marketplace becomes shut to fair competition. S. 173 could then be-
come the prelude to the “national disaster of major proportions” forecast by the De-
partment of Justice in the 1987 Huber Report.

[Shreveporter, July-August 1988]

SENATE HONORS AT&T PRODUCTIVITY

The 1987 U.S. Senate Productivity Award was formally presented to the Shreve-
port Works in ceremonies attended by over 3,000 employees on Julg 22.

The award, a framed medallion, was presented by Senator J. Bennett Johnston,
Louisiana’s senior U.S. Senator, to Paul Wondrasch, AT&T’s vice president, manu-
facturing—customer premises equipment.

The ceremonies were opened by Shreveport Works General Manager Ken
Weatherford. In those opening remarks, Weatherford said:

“You look great, Team Shreveport! You should take great pride and satisfaction
from these ceremonies. We call ourselves ‘Team Shreveport,’ that’s exactly what we
are—a team! The total team effort that has developed and flourished over the past
couple of years has brought us this recognition and must be continuously strength-
ened to achieve our place as a world class competitor. I want to personally thank
each and every one of you for your participation and your support.

“With our Shreveport Advantage Program, we have modernized our factory and
our manufacturing techniques. We have installed new machinery with the latest
technology. We have rearranged the e&lipment in our factory to improve the materi-
al flow. However, the cornerstone of the future and what we have here that distin-

ishes us from any other manufacturer in the world are the people who make up

'eam Shreveport. We all know that dedicated, superior people are the difference be-
tween runner-up and first place.

“Your superior efforts have allowed us to manufacture and ship about $80 million
more worth of cutput this year than we did last year with the same group of people
to accomplish that.

“You have increased your productivity and, at the same time, improved quality
ratings by over 60 percent, both of these accomplished with 75 percent less invento-
;y. thesg, are impressive performance figures by anyone’s measure and we should

e proud.
believe we've set an example for other American industry to use in turning
around their factories, and we have just begun.

“We have the team spirit and commitment that will keep us on top.

“Today, we are being recognized by the U.S. Senate for accomplishments that can
only come from a total team effort.

e Louisiana Productivity Board evaluated & number of manufacturers in our
State and ultimately recommended AT&T’s Shreveport Works to receive the award.”

Following the award presentation, Weatherford closed the ceremonies with these
comments: ’

“It’s been a lot of hard work, but I think we’ve had a Iot of fun and we've grown
through this experience.

“And, of course, were extremely di:leased to receive the U.S, Senate Productivity
Award and we will display it Xrou y for all to see, The Shreveport Works was se-
lected for this award for our Advantage Program. It's working, it will continue to
work and it will carry us on into the future.

“We have paused here today to reflect on cur accomplishments and to receive this
honor which symbolizes these accomplishments. What we have done in the past,
however, we recognize is nothing more than a foundation for our continuous im-
provement toward a world class competitor status.

“Our No. 1 enemy is complacency. We must drive gurselves to continue to do the
things we're doing, streamline a participative stiyle that enlists everyone’s skill for
the future. This is not my factory. This is your factory—our factory—and we've got
to work to make it successful together.
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“T can commit ourselves to Senator Johnston and to Paul Wondrasch that we will
continue to improve our efficiency. We will continue to improve our quality. We will
continue to improve our productivity. And, with dedication and determination, we
will continue to be what we already are: the very best in the world at what we do.

“Often, competition is a dirty word, but not to us. We like competition * * * be-
e, e thami Bonator Johnston and the Lo Prod Board for th

“Again, we nator Johnston and the Louisiana uctivity Board for the
honor we received today. Speaking on behalf of Team Shreveport, I can assure you
that we will continue to live up to the responsibility we feel we were given and we
have accepted along with the U.S. Senate ductivxt%r%ward.”

In his remarks before presenting the U.S. Senator Productivity Award, U.S. Sena-
tor J. Bennett Johnston told employees and guests that “quantity and quality is no
pmgu:ttivi . So, when we seek productivity we seek quick production, but quality
production.

“Why is it so important?” Johnston asked.

Louisiana’s senior U.S. Senator continued by saying:

“Ag we look at the United States with a $160 billion trade deficit, where this
country has become, for the first time in its history, a debtor nation instead of a
creditor nation that we were for almost two centuries, we realize how important pro-
ductivity is. With quantity and quality of goods, we can turn around that $160 bil-
lion trade deficit. The trade deficit leads to inflation * * * which means that
the dollars we make buy less, less of foreign goods and less of our own goods.

“More importantly, to the extent that we lack productivity, our job base is eroded.
We're Tgoing to be an exporting nation—the question is whether we export goods or
jobs. To the extent we have productivity, we keep our jobs and build on that base.

“Americans, and particularly Shreveporters, can compete on a favorable basis
with any workforce anywhere in the world. Believe me, I know. I've been there, I've
seen them. You can compete and you've proved it.

“Now how do we get this productivity?

“Tt begins with attitude. You've gci to have the right attitude and I can tell you
this group’s got the right attitude.

you don’t have the right attitude, I don’t care how many machines you have,
how much training you have; you’re not going to produce the product. It's a team
spirit. Team Shreveport—that’s what it takes.

“Tt takes some other things. It takes capital * * * to make the investment, and
that’s where those of us in Government come in. We’ve got to have a taxation policy,
and incentive policy, so that companies lie AT&T can afford to invest in the plant
and eguipment and the high technology which you need to maintain this high rate
of productivity.

inally, there’s creativity, that special quality of genius that enables somebody
to think up new methods (like) just-in-time inventory control. That was a stroke of
genius. It works.

“Creativity has a lot to do with froductivity. That’s where Americans have always
been at the head of the list. The Japanese are very, very good in their productivity,
not so good at creativity. We excel in creativity.

“AT&T has all of these qualities and has put together a team, an effort and a
roduct of which we can all be proud. The communications between management,
etween product engineers, between assembly workers, between all of you, has been

* amazing and creative in the way they have put it together. Quality control—so that
not one of those telephones moves down the line that isn’t checked. They’re all high

ality.

“I want to say to each one of you, congratulations. It’s not only a congratulation,
it is also an exhortation to all of us to analyze what we did right here and do it
elsewhere, Let’s make things better in Louisiana because we can and this is the for-
mula by which we do it.”

“The 1987 U.S. Senate Productivity Award serves as an outward sign,” Paul
Wondrasch said, “of something we in AT&T have known for a long time: AT&T
manufacturing has achieved world class stature, and earning a place at the top of
our honor roll is the Shreveport Works.”

Wondrasch, AT&T vice president, manufacturing—customer premises e?}lu ment,
accepted the U.S. Senate ductivity Award on behalf of the company. is ac-
ceptance remarks, Wondrasch said:

is is a proud day for Shreveport and for all of AT&T. Today we celebrate suc-
cess. The success of the Shreveport Advantage, which has transformed this factory
into a model of productivity and manufacturing quality. .

“When the men and women of the Shreveport Works banded together in 1986 to
launch a massive modernization and training program called the Shreveport Advan-
tage, they set continuous improvement as their goal.
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“With that kind of goal, you never stop running the race. But that’s the kind of
eﬁ('i)rt that’s required to succeed today in the very competitive telecommunications
industry.

“The folks at Shreveport showed that they not only could run in this race, but
they would be the ones to set the pace. And set it, they have.

hreveport employees have learned new, more sophisticated technology, and have
helped AT&T launch a number of successful new products for businesses. They've
Fut ni‘i’i t;}za.nufacturing concepts to work and have assumed personal responsibility
or
ey have shared a common vision of excellence and they have made it a rev%hl;g.
And to their credit, they continue the never-ending quest for improvement. ile
we stodp to_celebrate today, Shreveport employees know that the race is not won.
Each day demands the best they’ve got to give. They know that AT&T's m&mation,
and its success in the marketplace, is anchored by the quality and value of the prod-
ucts they produce.

“The Shreveport Works will continue to be the pacesetter for producing the finest
in business terminal equipment and for quality and productivity standards that
stand up to any in the industry.

“I'm proud of their accomplishments, as are their AT&T colleagues—some 310,000
men and women form around the world. The Shreveport Works is an example to
all olfi us of what can be achieved through vision, teamwork and a commitment to
excellence.

LETTER FROM MR. JAMES F. RILL, ASSISTANT ATTORNEY GENERAL, DEPARTMENT OF
JUSTICE, TO SENATOR DANFORTH

MarcH 12, 1991,
Honorable JOHN C. DANFORTH,
U.S. Senate,
Washington, DC 20510

DEAR SENATOR DANFORTH: During the hearing on S. 173 held by the Subcommit-
tee on Communications on February 28, 1991, you inquired whether the Depart-
ment of Justice had stated in 1987 that allowing the Bell Operating Companies to
enter into joint ventures with foreign switch manufacturers would be a “national
disaster of major proportions.” At the hearing I responded that that was not the po-
gition of the Department of Justice today. r further researching this statement,
1 would like to provide some additional information to you and the other members
of the Subcommittee regarding its authorship and context. On the basis of this in-
formation, I can assure you and the Subcommittee that the Department did not in
1987 generally view all potential BOC joint ventures with foreign (or domestic)
equipment manufacturers as unequivocally harmful. Rather, the Department’s posi-
tion concerning Bell Operating Company particifation in manufacturing joint ven.
tures has been consistent; joint ventures should be subject to general antitrust
standards, and special restrictions on BOC joint ventures are unnecessary.

The statement you brought to my attention at the hearing was not a statement
of the Department of Justice. Rather, it appears to have come from a report pre-
pared for the De%artment by Dr. Peter W. Huber, a consultant to the Department,
in connection with the Department’s triennial review of the line-of-business restric-
tions in the AT&T consent decree.! In order to provide the full context of Dr.
Huber’s statement, I q&mte below the section of his report, at page 14.25, in which
the statement appeared:

ANYBODY BUT AT&T

A legitimate concern is that with the relaxation of the MFJ’s restriction on line-
of-business restrictions some RBOCs would go out looking for major partners or
joint venturers in switch manufacturing. In some respects this might be pro-com-
petitive—the U.S. market is currently dominated by two suppliers only, though com-

etition between them and with the smaller new entrants is nonetheless strong.

iven recent history in the antitrust courts, however, the unwritten but nonetheless
shared understanding might well be that RBOC alliances were permitted with any
established manufacturer except AT&T.

If this were to occur, it would be a national disaster of major proportions. The
optical super-switches that will be developed in the next few decades will be vital

1?I‘)he Geodesic Network: 1987 Report on Competition in the Telephone Industry (January
1987).
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to the national welfare and security—every bit as important as the fifth generation
super computers that receive so much more publicity. AT&T is already the only
major manufacturer of CO switches that has no affiliation with local exchange com-
panies, On the strength of its own enormous engineering talent and the openness
of the U.S. market, AT&T has maintained the health of its ipment business and
research gFerations at Bell Laboratories. It is questionable, however, whether this
health could be maintained in the face of an unwritten, anybody-but-AT&T, govern-
ment policy, developed through an unplanned convergence of piecemeal regulatory
and legal decisions.

As discussed in this chapter, there are reasonable arguments that the CO-switch
market has develoBed suf}?ciently in the past four years to justify removal of the
restriction of RBOC entry. But if this particular restriction is to be lifted, it must
be with the full and express understanding that RBOC equipment alliances with
AT&T are every bit as acceptable as alliances with NEC, Siemens, Ericsson, or NTL.

In short, Dr. Huber expressed the opinion that precluding the BOCs from partici-
pating in joint ventures with AT&T would be a “national disaster”. He did not op-
pose permitting the BOCs to enter into manufacturing joint ventures; to the con-
trary, he stated that such alliances might be procompetitive.

Dr. Huber’s report, which analyzed competitive conditions in various telecom-
munications markets, was prepared as tpart of the Department’s commitment to un-
dertake a periodic review of the need for retaining the line-of-business restrictions
in the AT&T consent decree. The Department relied on Dr. Huber’s factual findings
as support for its recommendation to the Court that several of the line-of-business
restrictions, including the manufacturing restriction that is the subject of S. 173, be
removed. The Department did not, however, adopt the opinions or conclusions of Dr.
Huber, including the passage quoted above, as its own. As I stated in my testimony
before the Subcommittee, whether particular BOC joint ventures with equipment
manufacturers—forefﬁn or domestic—will adversely affect competition is a matter
that can be and should be addressed under the antitrust laws after a full consider-
ation of competitive conditions in the affected markets. In any event, Dr. Huber’s
statement does not contradict the Department’s position on BOG manufactm'ing
Jjoint ventures; that is, that such joint ventures may be J)rocompetitive and shoul
not be subject to a general proscription, but rather should remain subject to general
antitrust constraints,

I hope that this clarification is helpful to tiou and to the Subcommittee, and would
"request that it be included in the record of the hearing.

appreciate very much your interest in the competitive effects of lifting the manu-
facturing restriction in the AT&T consent decree.
Sincerely,
JamEs F. RILL,
Assistant Attorney General.

LETTER FROM MARTA GREYTOK, COMMISSIONER, PUBLIC UTILITY COMMISSION OF
TEXAS, TO SENATOR INOUYE

MarcH 22, 1991,

The Honorable DANIEL K. INOUYE,
Chairman, Subcommittee on Communications, of the Committece on Commerce,
Science, and Transportation, Washington, DC 20510

DEAR SENATOR INOUYE: Having reviewed the statement of Commissioner Patricia
Worthy (D.C. PSC) on behalf of the NARUC on S. 173, the Telecommunications
Equipment, Research and Manufacturing Competition Act of 1991, I am concerned
that one may take Commissioner Worthy's statement as being negative toward MFJ
legislation being %%ssed by the current Congress.

Commissioner Worthy, in her NARUC rle as Chairman of the Committee on
Communications, outlined her view of NARUC’s concerns about S. 173 by interpret-
ing the intent of the 1989 MFJ resolution passed by NARUC's Executive Committee,
As a result of my review, I felt it necessary to ensure that a balanced view of the
diversity of opinion within the NARUC on this matter is articulated.

In the conclusion of her remarks, Commissioner Worthy states that, “in the judg-
ment of many observers, lifting the restriction while the Bell companies retain their
local exchange monopoiies might, instead, jeopardize the intense manufacturing
competition that now exists.” However, upon inspection, the 1989 MFJ resolution
does not address this concern, and one should know therefore, that this is only Com-
missioner Worthy’s opinion and not the NARUC’s position.

The 1989 MFJ resolution succinctly urges that:
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o the Congress include in any statute lifting the MFJ restrictions on RHC * * *
manufacturing of telecommunications ipment the explicit requirement that nei-
ther Congress nor any Federal agency should preempt the State’s authority to en-
gage in regulatory action that any State deems essential to protect monopoly service
customers.

¢ telecommunications equipment sold by one RHC subsidiary to another of that
RHC’s subsidiaries must be made available to any other comlgeany on the same basis.

e the regorting Ixﬁuhii.ll'eéments for the FCC’s Automated Report Management In-
formation System (. ) must be expanded as necessary in order for the States
and the FCC to adequately reconcile cost data and to effectively monitor jurisdic-
tional revenue shifts.

As I said before there is no mention of any concern about the RBOCs “jeopardiz-
ing the intense competition that now exists.” The only concerns were those that are
mentioned above, and those are safeguard-related to protect against cross-subsidiza-
tion and federal preemption.

You should also be aware that the NARUC Committee on Communications passed
a new resolution on the MFJ just last month. You will find that resolution at the
top of page 2 begins to address manufacturing. It is the position of the Committee
on Communications that:

o the RHCs, or BOCs, or both be allowed to engage in the research and design
of customer Sremises equipment and network qu}fment.

¢ the RHCs, or BOCs, or both should not be allowed to fabricate customer prem-
ises equipment and network ggxipment at this time.

The 1991 resolution also embraces the safeguards detailed in the March 1989 Ex-
ecutive Committee resolution. The resolution also says the review of waiver requests
should be accelerated and that involved States and the FCC should ::ﬁport waivers
of the MFJ restrictions when they are in the public interest. Additionally the resolu-
tion makes strong State rights arguments so that each State regulatory commission
can impose more stringent ratepayer protection than the FCC.

I it on both the Executive Committee and the Committee on Communications for
the NARUC, and from my seat on these committees I have not observed a distinc-
tive negative policy toward 8. 173 or of lifting the restrictions in general. In fact
I believe that most commissioners would characterize the 1989 resolution as neutral
and certainly the 1991 resolution as being positive toward the lifting of the MFJ
restrictions on manufacturing. In your review of the NARUC testimony, I hope this
distinction remains clear.

And finally, I respectfully request that this letter and the accompanyindg 1991
NARUC Committee on Communications resolution be made part of the record in the
matter of S, 173.

Respectfully submitted,
MARTA GREYTOK,
Commissioner.,

RESOLUTION ON MFJ RELIEF

Whereas, the Modified Final Judgment (MFJ) administered by U.S. District Court
Judge Harold Greene prohibits the Bell Regional Holding Companies (RHCs) and
Bell Operating Companies (BOCs) from providing information services, manufactur-
ing telecommunications equipment, and providing interLATA services; and

ereas, Congress is considering legislation to modify the MFJ restrictions; and

Whereas, the U.S. District Court for the District of Columbia will reconsider
whetl:ler the information services restriction should be retained, modified or re-
moved; an

Whereas, the Executive Committee of the National Association of Regulatory Util-
ity Commissioners ad(:i)ted a position on March 1, 1989 with regard to the kinds
of actions States should be allowed to take in order to protect monopoly service cus-
tomers if any MFJ restrictions are lifted; and

Whereas, the Communications Committee has thoroughly considered the issues of
lifting the MFJ restrictions, including exhaustive debate, special conferences, mem-
ger surveys and expert presentations over a period of several years; now, therefore,

e it

Resolved, That the Executive Committee of the National Association of Regulatory
Utility Commissioners (NARUC), assembled at its 1991 Winter Meetings in Wash-
ington, DC, supports lifting the MFJ restrictions on the RHCs’ and BOCs' provision
of information services in its entirety, subject to the safeguards enumerated in the
March 1, 1989, NARUC MFJ resolution, the additional safeguards enumerated in
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this resolution, and frovisions that afford competitors nondiscriminatory unbundled
access to the network; and be it further

Resolved, That any action lifting the information services restrictions should not
include the provision of interLATA transmission of information services by RHCs,
or BOCs, other than providing si ing across LATA boundaries to reach a single
data base serving multiple LATAs with such signalling carried by an authorized
interLATA carrier, and be it further

Resolved, That any action lifting the information services restriction must assure
that all local exchange carriers participate in the development of the infrastructure
thereby ensuring access to new information age technology and services by all tele- -
phone subscribers, including those in rural areas; and be it further

Resolved, That the RHCs, or BOCs, or both be allowed to engage in the research
and design of customer premises equipment and network equipment; and be it fur-

er

Resolved, That the RCHs, or BOCs, or both should not be allowed to fabricate cus-
tomer premises equipment and network equipment at this time; and be it further

Resolved, That the MFJ restriction on the provision of interLATA services should
not be lifted at this time; and be it further

Resolved, That the RCHs, or BOCs, or both should be afforded the opportunity
fomlerated review of their requests for waivers of the MFJ restrictions; and be
it er

Resolved, That where the public interest is served by a waiver, the NARUC urges
the involved state(s) and the FCC to support a waiver for the provision of products
or services otherwise subject to the line of business restrictions; and be it further

Resolved, That in any legislation enacted by Congress which lifts the current MFJ
restrictions and allows the FCC to regulate the relationship among RHC subsidiar-
ies, or BOC subsidiaries, or subsidiaries of both, FCC rules should apply to inter-
gtagte ﬁs;ertrﬁices only, and State rulemaking should regulate intrastate services; and

e i er

Resolved, That NARUC reaffirms its support for the safeguards enumerated in
the March 1, 1989, MFJ resolution; and be it further

Resolved, That any legislation enacted by Conﬁress which allows RHC, or BOC,
or both entry into any currently restricted area should provide States the authority
{;o ggggtihe books of unregulated operations of the RHC, or the BOC, or both; and

e i er

Resolved, That any legislation enacted by Cor;ﬁress which allows RHC, or BOC,
or both entry into any currently restricted area should allow States to impose more
stringent ratepayer gmtection an the FCC.

Sponsored by the Communications Committee.

LETTER FROM MR. GEORGE H. BARBOUR, COMMISSIONER, STATE OF NEW JERSEY
BoARD OF PuBLIC UTILITIES, TO SENATOR INOUYE

APRIL, 10, 1991,

Honorable DANIEL K. INOUYE,

.S. Senate,
Washington, DC 20510

DEAR SENATOR INOUYE: Commissioner Patricia M. Worthy, Chairman of the
Washi n, DC Public Service Commission, submitted a statement of behalf of the
National Association of Regulatory Utility Commissioners (NARUC) to the Senate
Communications Subcommittee of the Committee on Commerce, Science, and Trans-

ortation concerning S. 173, the Telecommunications Equipment, Research and

anufacturing Act of 1991. After my review of that statement, I wish to add my
voice to that of Marta Greytok, Commissioner of the Texas Public Utility Commis-
sion, in calling your attention to the NARUC’s official position. I e with Com-
missioner Greytok, who has alreadé sent a letter to you and your colleagues in the
Senate, that the position of NARUC differs from Commissioner Worthy’s character-
ization, Because of the complexity and importance of the legislation, I respectfully
request that this letter be made part of the record in the matter of S. 173 to ensure
that all positions are t%mtgerly represented during its consideration.

As a member of bo e NARUC Executive and Communications Committees, as
a Past President of NARUC, 1985-86, and as a member of various communications
Joint Boards between the Federal Communications Commission and NARUC over
the past 15 years, I have witnessed the extensive review and debate that the
NARUC has devoted to Modified Final Judgment (MFJ) relief. While the 1989 offi-
cial NARUC position is relatively neutral regarding manufacturing relief, I full
support Commissioner Greytok’s contention that neither Commissioner Worthfg
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statement nor the official NARUC positions accurately reflects the diversity of opin-
jon among the NARUC members concerning MFJ relief.

The position of the Communications Committee, based on the more recent 1991
resolution, is that the Bell Operating Companies (BOCs) be allowed to enga%e in
the research and design of customer %remxse’ s and network eﬁg.\;pment. Several Com- .
missioners like myself urge that the ban on manufacturing be lifted, which will
result in more competition, innovation, and benefits to the consumer. The BOCs un-
derstand the need of local telephone customers and would be able to respond more
effectively to those needs through development and manufacture of equipment.

Commissioner Greytok notes that appropriate regulatory safeguards at the state
and federal levels are included in both the 1989 and 1991 NARUC resolutions. It
is my view that these safeguards will provide adequate &rotection to the ratepa}yers
and that the BOCs will not tgeopardize the competition that now exists, but in fact,
by their entry, strengthen the competition in an effective and meaningful manner
so that citizens across our country will all benefit by the BOCs presence and the
increase effective competition thereby resulting.

I hope that this letier has helped to further clarify the various positions concern-
ing S. é7 3 wit}:in the NARUC. 1 appreciate your consideration.

incerely,
GEORGE H. BARBOUR,
Commissioner.

LETTER FROM MR. MIKE LAMB, PRESIDENT, ADVANCED ELECTRONIC APPLICATIONS,
INC., TO SENATOR HOLLINGS

FEBRUARY 14, 1991,
The Honorable ERNEST F. HOLLINGS,

.S. Senate,

Washington, DC 20510-4002

DEAR SENATOR HOLLINGS: Thank you for your support of the Telecommunicatjons
Equi;iment Regearch and Manufacturing Competition Act of 1991, S. 178, legisla-
tion. I believe that the proposed legislation will create 2 more amicable environment
for the development of telecommunications products and services.

As president of Advanced Electronic Applications, Inc., a small en%il.neeri.nf and
manufacturing company involved in the communications industry, I have felt the
burden of business lost due to the current law that prohibits the Bell companies
from reasonable manufacturing and engineering activities. I believe that the current
law prohibits the most efficient process of engineering and manufacturing in the
telecommunications industry. The proposed le%lslation would liberate companies
such as AEA, to participate in business partnerships with the Bell companies in the
design and development of telecommunications e(fuipment.

timately, this proposed legislation will greatly reduce the cost of providing tele-
communications services to the public. As the current barriers to manufacturing and
engineering activities are removed, there will be more and more small companies
competing for the business that will result from the collaboration of the Bell Tele-
phone Companies with small businesses. I believe that the opportunity provided in
passage of this new legislation would motivate local economic growth and would en-
courage healthy market competition in the telecommunications industry.

Thank you for your attention to the concerns of the small business. I think we
would all welcome a more efficient environment for the development of telecom-
munications products and services.

Best regards,

LAMB,
President.

LETTER FROM MR. JOSEPH M. GREENLEAF, PRESIDENT, EVERETT SOUND MACHINE
WORKS, INC., TO SENATOR HOLLINGS

FEBRUARY 15, 1991.
The Honorable ERNEST F. HOLLINGS,
U.S. Senate,
Washington, DC 205104002
DEAR SENATOR HOLLINGS: Thank you for your support of Senate Bill 173. We at
ESMW have been manufacturing telecommunication exchange iron work for over 36
years and support bill S. 173 as written.
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We feel that we cannot work as cost effectively or make as many new products
available without removal of the artificial carriers to telephone company participa-
tion in the manufacturing process. Close collaboration has always resulted in the
best most effective solution.

We feel we wouldn’t be manufacturing telecommunications equipment today if we
couldn’t have been able to work closely with the telecommunication engineering
force in the past as we have.

Thank you for your time in reviewing mi' comments and we at ESMW applaud
your efforts toward the enactment of bill S. 173.

Respectfully,
JosEPH M. GREENLEAF,
President.

LETTER FROM MR. BRUNO STRAUSS, VICE CHAIRMAN, ELDEC CORP., TO SENATOR
HoLLiNgs

FEBRUARY 14, 1991.

The Honorable ERNEsT F. HOLLINGS,
U.S. Senate,
Washington, DC 205104002

DEAR SENATOR HOLLINGS: Thank you for your support of the Telecommunications
Equipment Research and Manufacturing Competition Act of 1991: S, 173. This bill
goes a long way—probably not far or fast enough—to remove artificial barriers to
innovation and productivity.

Competitiveness cannot and should not be legislated. Our best customer, Boeing,
has virtually all of the capabilities—including fabrication—of its vendor-base an
could easily be our most serious competitor. The reason they are not, and are in-
stead our biggest customer, is enlightened self-interest. They want cur participation
because there are many things which we can do better and faster. There is a “natu-
ral order of things” which the free marketplace determines and regulates quite well.

Th«zémtential vendors to the telecommunication industry do not require or desire
protection.

Sincerely,
BRUNO STRAUSS,
Vice Chairman.

LETTER FROM MR. RICHARD J. LAPORTE, PRESIDENT—CEOQO, APFLIED VOICE
TECHNOLOGY, INC., TO SENATOR HOLLINGS

FEBRUARY 14, 1991,

The Honorable ERNEST F. HOLLINGS,
U.S. Senate,
Washington, DC 20510-4002

DEAR SENATOR HoLLINGS: I write this letter as the president of Applied Voice
Technology, Inc., a Kirkland, WA-based telecommunications equipment company, to
let you know that I stro:lfgly support Senate Bill 173, Telecommunications Equip-
ment Research and Man actm'ing Competition Act of 1991 and encourage your ef-
forts to revise the AT&T consent decree so that the Regional Bell Operating Compa-
nies can participate in the equipment manufacturinjlprocess.

As a manufacturer and marketer of voice and call processing equipment, we are
dependent on the sales and su;:ﬁgrt efforts of interconnect phone dealers and region-
al telephone companies, including the Bell Operating Companies, to_market and
support our products. Unfortunately, the consent decree not only prohibits the Bell
Operating Comslanies from menufacturing cuostomer premise equipment, it severely
limits their ability to resell equipment manufactured by companies such as ours.
Consequently, we find our company placed at a competitive disadvantage to those
larger competitors, many of whom are foreign corporations who use direct sales
forces to market their products in the United States.

In addition, we believe the Regional Bell Operating Companies to be an excellent
source for outside c:.gli;al financing and strategic partnering. The consent decree
prohibits them from this activity as well.

I have read the provisions of S. 173 and I do not believe the Bell Operating Com-
panies would present a threat to an independent manufacturer like AVT. To the
contrary, the proposed legislation would remove barriers and open up opportunities
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for creative synergism, collaborative efforts, and economic growth, surrounding de-
velopment of telecommunication products and services. )
I urge you to support the bill and share our feelings with your colleagues in the
Senate}.rl thank you for taking the time to understand my position.
ours ¢ A
RicHARD J. LAPORTE
President—CEO.

LETTER FROM MR. JOEN C. MARTIN, CHAIRMAN, FLOWMOLE CORP., TO SENATOR
HoLLings

FEBRUARY 19, 1991.
The Honorable ERNEST F. HoLLngs,

.S. Senate,
Washington, DC  20510-4002

DEAR SENATOR HOLLINGS: I am writing in supgort of S. 173, the Telecommunica-
tions Equipment Research and Manufacturing omdpetition Act of 1991. This bill
would remove the manufacturing restriction imposed on the former Bell companies
by the AT&T divestiture. As a manufacturer in Washington State, I have a vested
interest in this legislation.

In my view, S. 173 goes a lonfnway toward fixing a situation where the remedy
has been worse than the illness. theory, the manufacturing restriction was to Bm-
tect small manufacturers like ourselves from unfair competition bﬁ the former Bell
companies. In fact, the restriction has made if difficult to work with the Bell compa-
nies in a collaborative way.

I am hopeful that in removing the restriction, S. 178 will make it possible to cagi

“italize on the financial strength and the network and customer “know-how” of Be,
companies, Those assets, combined with our manufacturing capability, will enable
us to grow our businesses and add new jobs to the Washington economy.

I may find it desirable to joint venture with the Bell companies. While the legisla-
tion permits this, it unnecéssarily limits such relationship to “a” (single) regional
Bell company. I would like the ability to partner with any or all of the regions, or
any combination thereof,

Additionally, I have some concern that S. 173, as written, would require that any
company involved in joint venture with a Bell com any by subject to the same regu-
lation as Bell. Such a requirement would drasti y limit the appetite to participate
in joint ventures with Bell companies.

addition, the Bell companies could be a source of ine nsive capital. Their im-
Pressive financial strength, however, would be diluted by the provision of the legis-
ation dealing with debt financing. From my perspective, maintaining a centralized
credt.g; approach would better enable the Be companies to finance manufacturing
ventures,

Also of concern is the provision on minority ownershiﬁ. Apparently the rationale
is that minority owners will act as “private enforcers” to keep the Bell’s manufactur.
ing affiliate in line. This role is better left to the Securitios and Exchange Commis.
sion or some other regulatory agency.

I am hopeful that as S. 173 moves through the process, these details can be
worked out. The more obstacles there are to be working with our customers, the less
opgortunity there is to make investment and create Jjobs,

. 178 is a good start. Lifting the MFJ manufacturing restriction will have a posi-
tive impact on the economy. I urge your support, and respectfully as that these com-
ments be made part of the hearing record of S. 173.

Sincerely,
JOHN C. MARTIN,
Chairman.

LETTER FROM MR. ROBERT L. TOPEL, PRESIDENT, CREST InpustrRIES, INC., TO
SENATOR HOLLINGS
FEBRUARY 20, 1991,

The Honorable ERNEST F. HOLLINGS,

.S. Senate,
Washington, DC  20510-4002

DEeAR SENATOR HOLLINGS: We urge you to support S. 173 that would allow Re-
gional Bell Companies to manufacture.
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Crest Industries is a small developmental and manufacturing company that has
designed and manufactured quality groducts for the telephone mdusha' since 1969,

Prior to the 1982 Consent Decree 8Federal Judge Harold Greene, Crest enjoyed
a working relationship with the Bell Companies designing and manufacturing prod-
ucts and special assemblies to meet their customer needs and specifications.

Since the additional court order of 1987 prohibiting the Bell Companies from en-
gaging in detailed conversation of discussions with vendors or manufacturers about

evelopment, design or customer specifications, Crest has suffered significant loss
of revenues and jobs.

We need legislation to promote the Bell Companies to use small U.S. manufactur-
ers for their special manufacturing needs. Regulations must permit and promote
(not restrict) a highly communicative process between the U.S. manufacturers and
the Bell Companies to identify customer needs.

ank you for taking the time to read our comments, and again, we urge you to
support S, 173.
Sincerely,
RogBERT L. TOPEL.
President.

LETTER FROM MR. R.W. BRUNKOW, EXECUTIVE VICE PRESIDENT AND GENERAL
MANAGER, ICOM AMERICA, TO SENATOR HOLLINGS

FEBRUARY 22, 1991.

The Honorable ERNEST F. HOLLINGS,
U.S. Senate,
Washington, DC 20510-4002

DEAR SENATOR HoOLLINGS: This letter is to indicate ICOM America’s support of
the Telecommunications Equipment Research and Manufacturiﬁ Competition Act
of 1991, S. 178, legislation. ICOM America is a relatively small engineering and
manufacturing firm in the communications industrg.

We believe the current law which prohibits the Bell companies from manufactur-
infg and engineering activities creates an artificial barrier that prevents the most
efficient process of engineering and manufacturing in the telecommunications indus-
try. The &roposed legislation would significantly remove those barriers and create
a more efficient environment for development of telecommunications products and
s;rvicegl.l'l‘his would greatly reduce costs of providing telecommunications service to
the public.

The proposed legislation would allow small manufacturers, such as ourselves, to
participate as business partners with the Bell companies in the design and devefop-
ment of telecommunications products, If successful, S. 173 would enable us to cap-
italize on the financial strength and the network and customer “know-how* of Bell
companies like US WEST. Those assets, combined with our manufacturing capabil-
ity, would enable us to grow our businesses and add new jobs to the Washington
economy. As more small companies compete for the business that would result from
subcontracting work from the Bell companies, better products would be developed
at less cost to the public because of that open market competition.

We urﬁe your support of S. 173 as we feel it would have a positive impact on our
firms and on the economy. Thank you for taking the time to review these comments
and for supporting S. 173.

Best reg: A
R.W. BrRUNKOW,
Executive Vice President and General Manager.

LETTER FrROM MR. RoD L. PROCTOR, CEO, TONE COMMANDER SYSTEMS AND
TELTONE CORP., TO SENATOR HOLLINGS

FEBRUARY 15, 1991.
The Honorable ERNEST F. HOLLINGS,
.S. Senate,
Washington, DC 205104002
DEAR SENATOR HOLLINGS: Pm writing to thank you for your support of S. 173
which would permit the Bell telephone companies to conduct research on, design
and manufacture telecommunications equipment.

My father started a telephone equipment manufacturing business in 1957. That
company, Proctor & Associates, spun off several other companies in the Seattle area
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(Teltone, Tone Commander and Melco) who all manufactured electronic equipment
for the telephone industry. These comlﬁla.nies had a combined employment of 1,500
during their 1pea.k in the ear'll‘i 1980’s. The combined employment of these companies
is currently less than 250. The breakup of the Bell system caused these companies
to lose a large portion of their traditional Bell operating company business. These
manufacturers tried to react to the change in the market, but failed for the most
part in the post-divestiture environment. The owner of Melco was forced to sell his
company after years of supslying equi&)ment to the Bell system. All of these compa-
nies would have grown and prospered if they had been allowed to have a normal
relationship with their traditional customers.

Ive been the CEO of Tone Commander Systems and Teltone (llrtz-rp. My mission
at both of these companies was to turn around their downward spiral after the Bell
System breakup. A major frustration was my inability to work closely with owr po-
ten{:)ilal largest customer, the Bell companies, S. 173 would solve this structursl
problem.

The Bell companies need to design and conduct research on telecommunications
equipment to meet their own needs. They should also be allowed to manufacture
equipment. They would most likely contract out most manufacturing work to other
companies since there is excess capacity in all sectors of our industry. This would
be an advantage to many of our local companies who currently are doing contract
manufacturing for companies outside the telecommunications industry. They would
much rather manufacture equipment that is ideally suited for their manufacturing
processes. They would add a great deal of value to the manufacturing process.

I feel that if we were allowed to work with the Bell companies without the MFJ
restrictions that the consumer would be better served, and the United States could
start the process to regain its worldwide telecommunications leadershig. It’s impor-
tant from a competitiveness point of view that this country have the best telecom-
munications system in the world. This would also create manufacturin companies
with the technology and manufacturing capability to compete for a significant export

opportunity.

f‘::an only see benefits for small companies if S. 173 is passed. The backbone of
the U8, industry is the small and medium sized companies. The larger companies,
except for AT&T, are foreign controlled. (Northern Te ecom, Siemens, NEC, Alcatel,

M. Erickson, etc.) This bill would brhag back the incentive to “Buy America.” The
dismantling of the Bell System damaged the telecommunications manufacturing in-
frastructure in the United States. The Bell companies need to be able to define, re-
gearch, design and manufacture the equipment that will make them competitive.
The companies that Pve run would like to design and manufacture exactly what the
Bell companies want. We could cut development time and reduce costs if we had
a normal working relationship with our customers. What we can’t do is define prod-
ucts without customer input and we need the support of customer provided re-
search, or the funding of some of our research. The best products come from a close
work;x:irelationship tween the customer and the manufacturer.

8 again for your continued support of this critical issue.
Sincerely,
Rop L. PrRoCTOR.

LerTER FROM MR. DON SYTSMA, PRESIDENT, METEOR COMMUNICATIONS CORP., TO
SENATOR HOLLINGS

FEBRUARY 15, 1991,

The Honorable ERNEST F. HOLLINGS,
U.S. Senate,
Washington, DC  20510—4002

DEAR SENATOR HOLLINGS: This letter is to acknowledge MCC’s support of the
Telecommunications Equipment Research and Manufacturing *Competition Act of
1991, S. 173, legislation. MCC was founded in 1975 as an e%gineering and manufac-
turing firm in the meteor burst communications industry. We service a niche mar-
ket for both DOD and commercial applications that could be very complementary
to the Bell companies.

e are currently addressing the mobile data communications market for the
transportation industry, both in the United States and Europe. To be successful re-
quires strategic ‘gartnering to translate our innovations into successful products on
a global scale. We are currently havin‘ﬁsdiscussions with the European PTTs. US
West and other Bell companies could also be ideal strategic partners to assist the
development, engineering, and production of these new innovative telecommunica.
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tions products and services. However, current law prevents this, The proposed legis-
lation would remove these barriers and permit our industry to begin working effec-
tively with Bell companies to our benefit and the benefit of the public.

Being innovative 18 not enough for this country to compete in the global markets.
We must translate our innovations into successful products in the marketplace soon-
er and more effectively than our global competitors. The effect of these regulations
has been to impede our ability to meet that fartnering with Bell companies in all
phases of the manufacturing process that can lead to economic growth for our indus-
try and competitiveness in the open market.

Thank you for taking the time to review these comments.

Sincerely,
DON SyTsMa,
President.

1

LETTER FROM MR. LEON B. SKIDMORE, PRESIDENT/GENERAL MANAGER, BSM
SYSTEMS, INC., TO SENATOR HOLLINGS

FEBRUARY 15, 1991.
The Honorable ERNEST F. HOLLINGS,
U.S. Senate,
Washington, DC 20510-4002

DEAR SENATOR HOLLINGS: Thank you for your support of S. 173, Telecommunica-
tions Ecgipment Regearch and Manufacturing Competition Act of 1991.

BSM Systems Inc, is a small company manufactuﬁn%ﬁeleeommunications equip-
ment used in the industrial and broadcasting industry. The need to be able to worl
with and Erovide services to any company which needs the techno%gﬁir a company
such ags BSM has cannot be stressed enough. I believe that S. 173 provide the
access that our company needs into the advanced technology of the telecommunica-
tions market. By allowing the Bell Companies to export their R&D, provide funding,
specifications, and other related data to a company such as ours would be a valuable
service. We feel that we are very competitive in this market and the Bell Companies
would be a source of business to us. As longbas the playing field and the rules are
the same for all of us, competition will only bring new innovation, competitive pric-
ing and better customer service. Therefore I as that you continue supporting S. 173
and allow the Bell Companies to “manufacture.”

Very truly yours,
LEON B. SKIDMORE,
President/General Manager.

LETTER FROM MR. BRIAN DEUTSCH, 'PRESIDENT, FOURSUM INTERNATIONAL INC., TO
SENATOR HOLLINGS

FEBRUARY 21, 1991.
The Honorable ERNEST F. HOLLINGS,

U.S. Senate,
Washington, DC 20510-4002

DEAR SENATOR HOLLINGS: Thank you for your support for S. 173, Telecommunica-
tions Equipment Research and Manufacturing Competition Act of 1991.

Foursum International, Inc. is a small business concern devoted entirely to servic-
ing the Bell Oﬁratinlg Companies. We manufacture a broad spectrum of products
for use in the Public Pay Telephone sector and we have gained much experience as
a provider of product to the Bell System.

Our company has had several major frustrations in our dealings with the Bell
System., Most of these frustrations are a direct result of policy changes forced on
the Bell System by the Modified Final Judgment decree. The restrictions on re-
search, development and manufacturing affiliation have cost us a great deal of po-
tential business by mitiilating the free flow of ideas to and from the Bell Companies.
The Bell System is rapidly losing its technical base and has become a monolith man-
aged by risk adverse attorneys and other nontechnical staff.

We believe that the Telecommunications qupipment Research and Manufacturing
Competition Act of 1991 that is ﬁresently before the Senate will promote a return
to technical leadership for the Bell System and for the United States in general. By
no means are we advocating a return to the days of predivestiture when competition
was nonexistent. Rather, we support a fair and open market that allows the forma-
tion of strategic partnerships and enhances our global competitiveness.
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Thank you very much for your consideration in this matter. It is our hope that
you have a clear understanding of the positive impact this legislation would have
on the American technology industry.

Sincerely,
BrIAN DEUTSCH,
President.

~

LETTER FROM MR. GENE KIMMELMAN, LEGISLATIVE DIRECTOR, CONSUMER
FEDERATION OF AMERICA, TO SENATOR HOLLINGS

FEBRUARY 22, 1991.

DEAR SENATOR: On behalf of the Consumer Federation of America (CFA), I urge
you to oppose S. 173, Senator Hollin%s’ Telecommunications Eguipment Research
and Manufacturing Competition Act of 1991. Chairman Hollings’ S. 173, in its cur-
rent form, fails to protect telephone ratepayers against significant rate increases
that would likely occur if the Bell telephone companies are allowed to manufacture
telecommunications equipment for their own local telephone networks.

Unless new regulatory tools are developed that prevent cross-subsidization like no
past or current regulation is gble to do, consumers stand to lose more than they
could gain from lifting the AT&T consent decree’s manufacturing restriction. The
hypothetical promises associated with Bell company manufacturing are far over-
shadowed by the likelihood that res:iation can neither protect competition nor pre-
vent the Bell companies form loading excessive costs onto monopoly, basic voice
services.

Because the Bell companies continue to possess bottleneck control over monopolis-
tic local service markets, they would have a financial incentive to purchase over-
priced network ﬁuipment from an affiliated manufacturing operation. Since rate-
payers have no alternative provider of local phone service, they would be required
to pay excessive local rates to finance the monopoly profits of an unregulated Bell
manufacturing operation.

If the Bell companies were allowed to manufacture and purchase equipment from
themselves, they could drive many small manufacturers out of business and gener-
ally impeded competition in the equipment market. By developing equipment with
insider knowledge of their own network gmwth projection, configuring their net-
works to make equipment uniquely suited for their specific infrastructure desiﬁ,
and by spreading research and development (or other untraceable) costs into the
regulated rate base, the Bell companies could easily circumvent the most diligent
regulatory policing and foreclose major equipment markets from competition.

'A believes the committee should correct these problems with S. 173 before com-
pleting action on the legislation. Carefully crafted amendments could ameliorate
many consumer concerns about Bell company entry into the manufacturing market.

However, in its current form, CFA opposes S. 173 and requests that the commit-
tee take more time to devise stro%er safeguards against cross-subsidization that
would insulate consumers from local rate increases and prevent reduced competi-
tion,

Sincerely,
GENE KIMMELMAN,
Legislative Director.

LETTER FROM MR. RICHARD D. MCCORMICK, PRESIDENT, US WEST, TO SENATOR
HoLLiNGs

FEBRUARY 26, 1991,

The Honorable ERNEST F. HOLLINGS,
U.S. Senate,
Washington, DC 20510

DEAR SENATOR HoLLINGS: I wish to commend you and the subcommittee for hold-
ing the February 28 hearing on S. 173, the Telecommunications Equipment Re-
search and Manufacturing Competition Act of 1991. I hope that the committee will
favorably report this important legislation to the full Senate at its earliest possible
convenience.

Sam Ginn, Chairman and Chief Executive Officer of Pacific Telesis, is testifying
on behalf of all seven regional holding companies. I support and endorse the testi-
mony he will give to this committee.
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I believe that this legislation is in the best interest of the U.S. economy by pro-
moting competitiveness in domestic and global telecommunications markets, stimu-
lating employment opportunities in the United States, and ensuring U.S. leadership
in developing innovative technologies. We will continue to work for its enactment.

Sincerely, D
ICK.

LETTER FROM MR. EDWARD E, WHITACRE, CHAIRMAN AND CEO, SOUTHWESTERN
BELL CORP., TO SENATOR HOLLINGS

FEBRUARY 26, 1991.
The Hono1;gble ERrNEsT F. HOLLINGS,
.S. Senate,
Washington, DC 20510
DEAR MR. CHAIRMAN: I wish to commend you and the subcommittee for hdiiﬁﬁ
the February 28 hearing on S. 173, the Telecommunications Equipment Rese

and Manufacturing Competition Act of 1991. I hope that the committee will favor-
ably report this important legislation to the full Senate at its earliest possible con-

Mr. Sam Ginn, Chairman and Chief Executive Officer of Pacific Telesis, is testify-
ing on behalf of all seven Bell Holding companies. I support and endorse the testi-
mony he will give to this committee.

I believe that this legislation is in the best interest of the U.S. economy by pro-
moting competitiveness in domestic and global telecommunications markets, stimu-
lating employment opportunities in the United States, and ensuring U.S. leadership
in devgl.opinglinnovatwe technologies. We will continue to work for its enactment.

incerely,
Ep WHITACRE.

LeTTER FROM MR. J.L. CLENDENIN, CHAIRMAN OF THE BOARD, BELLSOUTH CORP.,
TO SENATOR HOLLINGS

FEBRUARY 26, 1991.

The Honorable ERNEST F. HOLLINGS,
U.S. Senate,
Washington, DC 20510

DearR MR. CHAIRMAN: My apologies for being unable to testify before the Com-
merce Committee on the February 28 hearings on S. 173. I greatly appreciate your
continuing leadership on this issue and was looking forward to the wt;ﬁportunity to

resent my views on behalf of the industry. I hope the committee will once again
avorably report his legislation to the full Senate.

It is important that our industry be allowed to fullg participate in the manufac-
turing process. Research, design, development and fabrication are necessary if the
industry is to have the incentive to achieve the job growth, increased hi-tech R&D
and improved American presence in hi-tech global markets. I believe that S. 173 is
in tl}:e best interests of the U.S. economy and we will continue to work for its enact-
ment.

Mr. Sam Ginn, Chairman and Chief Executive Officer of Pacific Telesis, is testify-
ing on behalf of all seven Bell Holding companies. I support and endorse the testi-
mony he will give to this committee.

Sincerely,
J.L. CLENDENIN.

LETTER FROM MR. RAYMOND W, SMITH, CHAIRMAN OF THE BOARD AND CEO, BELL
ATLANTIC CORP., TO SENATOR HOLLINGS

FEBRUARY 26, 1991.
The Honorable FrRrtzZ HOLLINGS,
U.S. Senate,
Washington, DC 20510
DEAR MR. CHAIRMAN: I wish to commend you and the subcommittee for holdinﬁ
the February 28 hearing on S. 173, the Telecommunications Equipment Researc
and Manufacturing Competition Act of 1991. I hope that the committee will favor-
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ably report this important legislation to the full Senate at its earliest possible con-
venience.

Mr. Sam Ginn, Chairman and Chief Executive Officer of PacTel, will be express-
inﬁ Bell Atlantic’s views in supporting this legislation.

believe that this legislation is in the best interest of the U.S. economy. It will

promote U.S. competitiveness in domestic and global telecommunications markets
and will stimulate employment opportunities in the United States. It will also en-
sure U.S. leadership in developing Innovative technologies.

We will continue to work for the bill’s enactment.

Sincerely,
RAYMOND W, SMITH.

LETTER FROM MR, WILLIAM L. WEISS, CHAIRMAN AND CEO, AMERITECH CORP., TO
SENATOR HOLLINGS

FEBRUARY 26, 1991,

The Honorable ERNEST F. HOLLINGS,
U.S. Senate,
Washington, DC 20510

DEArR MR. CHAIRMAN: The upcominthearing on your leg'islatiorx the Telecom-
munications Equipment Research and Manufacturing Competition Act of 1991 (S.
173), is vitally important to consumers, international competitiveness, and the fu-
ture of the Nation’s infrastructure.

The Chairman and Chief Executive Officer of Pacific Telesis Gro:ﬁ_, Sam Ginn,
will be a witness at the February 28 hearing and is appearing on behalf of the seven
regional holding companies, including Ameritech. As an articulate and ilsvsﬁhtﬁxl
leader in this industry, I am certain that the views expressed by Mr. Ginn will ben-
efit 1you).' committee’s deliberations.

Please be assured that Ameritech stands with you on this landmark legislation
and will be continuing to do all that we can to secure its passage by the 102d Con-
gress.

Sincerely,
BILL.

LETTER FROM MR, WILLIAM C. FERGUSON, CHAIRMAN AND CEO, NYNEX, TOo
SENATOR HOLLINGS

FEBRUARY 26, 1991.

The Honorable FRITZ HOLLINGS,
U.S. Senate, ;
Washington, DC 20510

DEAR MR. CHAIRMAN: I wish to commend you and the subcommittee for holt}i“xéﬁ
the February 28 hearing on S. 173, the Telecommunications Equipment Rese
and Manufacturing Competition Act of 1991. I hope that the committee will favor-
ably report this important legislation to the full Senate at its earliest possible con-
venience.

Mr. Sam Ginn, Chairman and Chief Executive Officer of Pacific Telesis, is testify-
ing on behalf of all seven regional holding companies. I support and endorse the tes-
timony he will give to this committee,.

1 believe that this legislation is in the best interests of the U.S. economy and will
continue to work for its enactment.

Sincerely,
W.C. FERGUSON.

LETTER FROM Ms. GAIL GARFIELD SCHWARTZ, DEPUTY CHAIRMAN, STATE OF NEW
Yorx PUBLIC SERVICE COMMISSION, TO SENATOR INOUYE

: APpRIL 10, 1991,
The Honorable DANIEL K. INOUYE,
U.S. Senate,
Washington, DC 20510
DEAR SENATOR INOUYE: Recently Commissioner Patricia Worthy submitted a
statement on behalf of the National Association of Regulator{IUtili Commissioners
(NARUC) on this matter. This statement underscores that NARUC takes no stand
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on whether the restrictions should be lifted, but asks Congress, in the event it does
modify the restrictions, to ensure that safeguards are in place and that states have
the authority to enforce them.

Of course, I concur with the standing NARUC resolution, but in my opinion it
does not go far enough. The Communications Committee of the NARUC passed a
resolution on the subject Feb. 27, 1991, by a substantial majority, which supports
in part the objectives of S. 173. I was an initial sponsor of this resolution, which
also passed the Communications Committee by a majority of more than 2 to 1 in
Ju%;g 1990, and I continue to support it.

e Communications Committee resolution says, inter alia, that the Committee
resolves That the RHCs, or BOCs, or both be allowed to engage in the research and
design of customer premises equipment and network equipment.

It is my opinion as an economist _that restrictions on manufacturing might safelé,'
gﬁﬁﬁﬁed with the proviso that no BOC be allowed to purchase from its own RH

iate.

This restriction seems particularly important to New York, because we have had
several bad experiences with improper transactions between the regulated New
York Telephone Company and its unregulated affiliates, and we are investigating
presently to determine the extent of resulting harm to ratepayers.

fIsr(igz%ecthlly request that this letter be made part of the record in the matter
of 8. 173.
Sincerely,
GAIL GARFIELD SCHWARTZ,
Deputy Chairman.

STATEMENT OF GAIL GARFIELD SCHWARTZ

I would like to thank the members of the subcommittee for this opportunity to
comment on the staff draft legislation, and particularly thank Chairman Markey for
his_invitation to do so, extended to state regulatory commissioners at the 1990
NARUC winter meeting.

As an economist who has written several books on industrial policy and economic
develogment, and numerous articles on those subjects and on telecommunications,
and who has advised federal, state and local government on such matters, I support
the objective of this draft legislation.

As a state regulator, whose responsibilities clearly will be affected by the proposed
draft legislation, I believe it important to say that the draft legislation represents
a major step forward in the debate concerning the MFJ line of business restrictions
imposed upon the Bell regional holding companies (RHCs). Congress should reassert
its prerogative in the formulation of national telecommunications policy, and this
legislation intends to do 80 in a progressive and enlightened manner,

e laudable objective of the draft is to eliminate counter-productive handicaps
to U.S. firms, The draft recognizes that giving regulators responsibility and sui%-
cient flexibility to respond to changing conditions following RH% entry into current-
ly restricted business is essential if the real benefits to be gained are not to be can-
celed by discriminatory, anti-competitive behavior. We cannot know beforehand
what the appropriate balance is between safeguards against such behavior and the
economic inefficiencies associated with these safeguards. Flexibility must be given
% regulators to respond quickly to actual RHC behavior and changing market con-

itions.

In this regard, I have several suggestions to make.

First, I would like to address the very difficult issue of whether separate subsidi-
aries should be required as a condition of entry into currently prohibited lines of
business. The difficulties surrounding this determination are ?erhags best illustrat-
ed by the history of the Federal Communications Commission’S (FCC) various com-
puter inquiries, where it has flip-flopped on the issue of structural versus account-
ing separation. The draft legislation itself would require separate subsidiaries for
certain new lines of business, but provides for the possibility of FCC waiver of this
requirement after three years following enactment of the legislation.

e dilemma this issue presents for polici mekers stems from the trade-off be-
tween safeguards against anti-competitive behavior and cross subsidy after entry by
Bell Company affiliates, and the economic efficiency of integrated operations. The
closer a particular business is to basic network operations, the greater is the loss
of integration economies caused by structural separation. Yet, the closer another
business is to basic network operations, the greater is the potential for abusive be-
havior. Thus the need arises for a separate subsidiary.

HeinOnline -- 15 Bernard D. Reams, Jr. & William H. Manz, Federa Telecommunications Law: A Legislative History of the Telecommunications Act of
1996, Pub. L. No. 104-104, 110 Stat. 56 (1996) including the Communications Decency Act 155 1997



156

There is no easy resolution of this dilemma. The draft le?slaﬁon vigely empha-
sizes safeguards by initially requiring separate subsidiaries for information services
and manufacturing functions, while allowing for the possibility of subsequent waiv-
ers of this requirement. This will allow forther examination of the issue after there
is some substantial experience with the operation of separate subsidiaries in these
businesses. On balance this approach offers a reasonable opportunity for all RHCs
to_enter chosen markets on equal terms, and for regulators to oversee the results,

I do have some reservations, however, about the nature of the FCC proceeding
required prior to any %a.rtial or total waiver of the separate subsidiary require-
ments. In my opinion the importance of the generic subsidiary issue warrants the
same thorough evaluation as the draft requires before allowing entry into specific
lines of business.

Prior to letting RHCs into in-region information content and certain other busi-
nesses, the draft legislation requires the FCC to conduct a proceeding and report
its findings to Congress. By contrast, the draft legislation would give the FCC sole
discretion to waive the separate subsidiary requirement provided it finds that such
waiver (a) will not impair the ability of the commission or state commissions to ver-
ify compliance with this part and (b) will not permit anti-competitive practice be-
tween a telephone operating company and any of its affiliates.

My concern is that no outside input in makindg for reviewing the findings is re-

ired. For example, in the proceedings required for permitting additional fabrica-
tion authority, an explicit role is specified for the secretary of Commerce.

This omission is particularly troubling given that the FCC is already on record
in its Computer Inquiry III regarding information services: it intends not to require
subsidiaries. This makes it all the more essential that the legislation ensure an im-
partial and thorough assessment. I suggest that any bill require the FCC to conduct
a generic proceeding (NPRM) prior to ilitm' g any se}ilarate subsidiary requirements.
The FCC determinations following the proceeding should be reported to Congress.

My second point also concerns subsidiaries. The draft legislation would leave the
decision as to ownership of the new subsidiaries to the RHCs themselves, except in
the case of e(iuipment abrication, which could only take place through a subsidiary
of the RHC. 1 believe this would be a mistake. There are very good reasons for re-
quiring these subsidiaries to be owned by the operating companies.

First, these are businesses that are all relatively close to the core telecommunica-
tions business of each regional company. They are not entirely different enterprises
like real estate and financial services, which by virtue of their lack of relation to
the core business should be undertaken (if at all) in entities owned by the holding
company. More importantly, operating company ownership of manufacturing and in-
formation services subsidiaries would assist both state and federal regulators in
monitoring and policing, any possible cross-subsidies and/or anti-competitive behav-
ior. This structure affords regulators greatest access to books and records, and the
greatest oversight over financial transactions. Moreover, a structure of operating
compang ownership (including joint ownership by operating companies of a region
where desired) would not produce any competitive disadvantage for the RHCs in
these markets.

Let me illustrate my point with some recent experience we have had in New York.
NYNEX Material Enterprises Company (MECO), which provided functions very
closely related to the daily operations of New York Telephone (NYT), has been a
wholly owned subsidiary of the holding company. We began to suspect overcharging
to NY",I‘ and other abuses by MECO as early as 1986, and although we took immedi-
ate steps to stop these practices and prevent ratepayers from being harmed, we
were unnecessaril; han(;)pered in the efforts by the fact that MECO was owned by
NYNEX. This put MECO largely cutside our regulatory reach.

Service Company, in contrast, is jointly owned by NYT and New Englatd
Teleéahone Company, and we have had no problems with this arrangement. The
MECO case illustrates that problems of detecting and controlling cross-subsidies are
greatly magnified by RHC ownership of subsidiaries. This structure serves no legiti-
mate purpose where the subsidiaries perform functions that are closely related to,
and leveraged off of, network operations.

Another concern is the prospect of waivers related to equipment fabrication on a
case-by-case basis. Unless Congress clearly establishes a general class of activities
for which waivers would be virtually automatic, this ad hoc approach could unduly
retard entry into this line of business. There has been a huge waiver log jam in
Judge Greene’s Court, and it is important that it not be replicated. Uncertainty is
the enemy of sound business decisions, and the waiver process would continue the
uncertainty the RHCs face. The economic benefits of entry into fabrication would
be realized fully only if the firms face clear investment choices, and as many as pos-
sible, at one time. “Inching up” On these choices would be contrary to good strategic
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planning. A superior alternative would be to permit equipment fabrication, defined
as Congress deems a%%ropriate, but prohibit own-self sale of telecommunications
(network) equipment. Thus, each RHC would be foreclosed from equipment sales to
its own operating companies, but would have access to the markets of the six other
regions, as well as the broader world market. This approach would have the follow-
ing advantages:

(a) It would effectively eliminate concerns of discriminatory procurement, cross-
subsidization and non-arm’s-length purchase of overpriced and/or inferior equip-
ment.

(b) It would provide a true market test of manufacturing capability. If any re-
gion’s manufacturing arm produces high quality, competitively priced equipment,
BOCs in the other regions will buy it. If not, they won't.

(c) It would not require the potentially unwieldy, expensive, and contentious pro-
ceedings that may result from the proposed draft’s approach.

Admittedly, all else equal, foreclosure of an RHC from any part of the world mar-
ket is undesirable. However, this might be an acceptable trade-off for the certainty
and other advantages provided by this approach.

Regardless of the approach used to safeguard against anti-competitive or discrimi-
natory behavior, the proposed requirement that permitted fabrication be conducted
exclusively within the united states should be eliminated. This provision will result
in the type of distortion the draft legislation in general attempts to eliminate. Prac-
tically speaking, it would most likely be counter productive. The intent is to guaran-
tee jobs for U.S. workers, but the result would be to inhibit production either domes-
tically or overseas, It would be economically impossible for the RHCs to compete
with other companies not subject to this constraint.

I turn next to the joint board mandated by the draft legislation. While laudable
in intent, this provision, in my judgment, will not accomplish its purpose as current-
ly written. I believe it should be redrafted, taking account of the deficiencies of ex-
isting joint board practices and procedures.

Most, if not all, state regulators believe existing joint boards are ineffective and
inefficient. Joint boards were established to deal with one national monopoly’s dif-
ferent regulatory environments—federal and state. They are not suited to the com-
plexities of an increasingly competitive telecommunications environment, or to the
volatile regulatory situation states and the FCC face. This revision to parts of the
Communications Act of 1934 provides the much-needed opportunity to rectify the
joint board deficiencies, and to experiment with different formats for resolving juris-
dictional conflicts between states and the FCC.

Specifically, the legislation should give states more authority in actnal decision
making, It attempts to do in Section 257(d), by requiring the FCC to take joint
bsardcdirection. FCC refusal to take a joint board recommendation should be report-
ed to Congress.

Moreover, the boards should have an uneven number of members, and states
should chaose their own representatives. There should be adequate funding for staff
work, and for regularly scheduled meetings. The FCC should not have sole power
to determine schedules and agendas, as is now the case.

An effective joint board approach requires clear direction from Congress as to the
areas subject to its review, the ability of states to propose matters for its attention,
and where a matter is clearly an intrastate issue under present legislation, a clear
statement that it be referred to a federal state conference, with no implication that
states abrogate their jurisdictional rights through participation. An illustration
arises under Section 251, part (8) which grants the FCC jurisdiction to approve, sub-
ject to criteria in the legislation, any alteration or modification of existing exchange
areas (LATAs). This authority should not reside exclusively with the FCC, but in-
stead should be joint authority with any affected states.

As a final comment, I note that while the draft legislation stipulates many re-
quirements for the various FCC proceedings to be held, there is no general require-
ment that these proceedings be full and open evidentiary hearings (as opposed to
“paper” proceedings). Such a requirement would be desirable, At the least, provision
should be made for states or other parties to request full evidentiary hearings.

Again, thank you for the opportunity to comment on this draft legislation.
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LETTER FROM MR. PHILLIP D. MINK AND MS. MICHELE A. ISELE, CITIZENS FOR A
Sounp EcoNOMY, TO SENATOR HOLLINGS

FEBRUARY 27, 1991.

The Honorable ERNEST F. HOLLINGS,
U.S. Senate,
Washington, DC 20510

DEAR SENATOR HOLLINGS: On February 28, Commerce, Science, & Transportation
Committee Members will consider S. 173, the Telecommunications Equipment Re-
search and Manufacturing Competition Act of 1991. CSE believes that this bill is
an important first step toward creating a telecommunications industry that will
most enhance U.S. competitiveness and economic growth. Because of the importance
of this issue, CSE ur%i;%ou to disregard objections to the bill raised by AT&T and
other manufacturing .

The U.S. telecommunications industry annually saves the nation billions of dol-
lars in labor and capital costs by making other industries more efficient. Today, tele-
communications is the leading provider of infrastructure services to business, well
ahead of electrical power, transportation, and other infrastructure providers.

Telecommunications has taken on this preeminent role because of the convergence
of com?uter and communications technologies. Computers can convert virtually any
kind of information—video, data, voice, and the like—into an electronic digital lan-
guage, which can be transmitted through a telephone network that is increasingly
computer-based.

Even as computer and communications technoloﬁes are chan%glg the world econo-
my, the manufacturing ban prevents the seven Bell companies from fully developi;ﬁ
those technologies. Nevertheless, opponents to S. 178, including AT&T and seve
trade associations, assert that that ban is necessary to prevent monopoly abuse.
AT&T argues that Congress should lift the ban only when local telephone service
is competitive.

Congress need not wait. The Bell companies’ local telephone franchises are subject
to extensive state and federal rules designed to prevent abuse. By all indications,
those rules work: The Bell companies compete in a wide array of nonregulated busi-
nesses—cellular telephone service, marketing telephone equiﬁment, pu tm% yellow
ga es, and a host of nontelecommunications businesses—without raising telephone

ills or discriminating against telephone compan{ competitors. The same rules that
govern Bell competition in those businesses would govern Bell manufacturing com-
petition. Indeed, S. 173 codifies several of those rules.

Continued development of the U.S. telecommunications network is essential to
continued economic growth and international competitiveness. The manufacturing
ban impedes that development. We therefore urge you to lift the ban.

incerely,
Paivre D. MINK.
MICHELE A. ISELE.

LETTER FROM MR. HENRY GELLER, COMMUNICATIONS FELLOW, THE MARKLE
FOUNDATION, TO SENATOR HOLLINGS

FEBRUARY 28, 1991.

Chairman ERNEST HOLLINGS,
U.S. Senate,
Washington, DC 20510

DeAR MR. CHAIRMAN: I write to strongly sulzﬁort the legislation introduced by you
to remove, subject to appropriate safeguards, the restrictions on manufacturil\ﬁg net-
work or customer B‘remises equipment in the Modified Final Judgment (MIJ) in
U.S. v. AT&T, 552 F. Supp. 131 (D.D.C. 1982).

It is simply wrong to suppress the competition of over one-half of the U.S. tele-
communications industry in this important sector. Further, without manufacturin
facilities, the divested Regional Companies (RBOCs) cannot reasonably be expecte
to engage fully and effectively in the R&D that is vital to this dynamic area.

It may be that some of the RBOCs, who will be starting from ground zero, will
choose not to enter these competitive markets. But at a time when U.S. trade nego-
tiators are pressing to open foreign markets to U.S. manufacturers to improve the
U.S. balance of trade, it makes no sense for the U.S. government to deny entry into
those markets to seven large companies with extensive telecommunications experi-
ence.
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Further, even if some do not enter on an all-out basis, removal of the restrictions
will be helpful in several ways. Thus, it will allow them to participate significantly
by directly assistinfg or joining with small manufacturers and others in the design
and development of new equipment. It will end the serious definitional disputes that
have arisen as to what constitutes “manufacturing”—disputes that have prevented
the RBOCs from participating effectively in the design of telecommunications equip-
ment that could markedly benefit the network.

As to the claim that RBOC entry will bring with it anti- competitive practices,
your bill contains strong safesuards against this. In this connection, it is important
to bear in mind that the RBOCs do not replicate the prior AT&T/Western Electric
situation; each represents but one region, and if they engage in manufacturing,
must do 80 on a national-—indeed, global—basis. There is simply no need to protect
AT&T and the foreign manufacturers from the competition of the RBOCs.

) 1 Iiope that the foregoing is helpful to you in your consideration of this important
egislation.
incerely yours,
HENRY GELLER.

NATIONAL ASSOCIATION OF COUNTIES—RESOLUTION REGARDING THE REMOVAL OF
THE MANUFACTURING RESTRICTIONS ON LOCAL TELEPHONE COMPANIES

Whereas, America’s international competitiveness and continued economic growth
have become extremely dependent upon mammlzm_g domestic research and design,
development, manufacture, and marketing from all U.S. companies; and

Whereas, between 1983 and 1988, combined research and development invest-
ment by AT&T and the Bell Operating Companies grew at an average annual rate
of 9.9 percent, while in Japan and Europe telecommunications rese and develop-
ment investment grew annually at 26 and 34 percent, respectively; and

Whereas, it is unacceptable that any foreign company, even those affiliated with
state-owned telephone monopolies, can manufacture and sell telecommunications
equipment in the United States, but that seven of our leadjng local telephone com-
panies are prohibited by judicial restrictions from doing s0; an

Whereas, the continued imposition of the restrictions of the Modified Final Judg-
ment (MFJ) on the Bell Operating Companies (BOCs) denies to America the benefits
of having several of its most knowledgeable and capable domestic telecommunica-
tions companies being able to perform domestic research and design, develop, and
manufacture software and telecommunications equipment for residential, business
and'governmental telecommunications users; and

Whereas, removal of the manufacturing restrictions on these local telephone com-
panies would help stimulate domestic investment in research, development, deiiﬁf
and manufacture of new and innovative telecommunications technologies and facili-
tate accéss of said innovations to all local telephone companies; and

Whereas, domestic telecommunications markets and services, as well as, interna-
tional telecommunications developments have drastically changed since the original
imposition of the 1982 MFJ restrictions upon the BOCs; and

ereas, adequate accounting and structural safeguards have been developed and
are already in place in federal and state jurisdictions to protect against cross subsi-
dization from telephone customers; and

Whereas, it is the responsibility of Congress, rather than the courts, to determine
national telecommunications public policy including its effect on economic competi-
tiveness, national security, and foreign trade which are essential elements of a
sound national policy:

Therefore, be it resolved, That the National Association of Counties calls upon the
U.S. Congress to vigorously support legislation which would, with appropriate
consumer and industry safeguards, allow all local telephone companies to perform
research and design, development, and manufacture of software and telecommunica-
tions equipment; and

Be it further resolved, That any actions by Congress regarding the removal of the
manufacturing restrictions on local telephone companies, must reflect proper consid-
erations of the local and state responsibilities for local and intrastate telecommuni-
cations services; and

Be it further resolved, That the staff of the National Association of Counties
transmit copies of this resolution to the President and Vice President of the United
States, the Speaker of the House of Representatives, the President of the Senate
and to every member of the Congress of the United States.
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NATIONAL CONFERENCE OF BLACK MAYORS, INC.—RESOLUTION REGARDING THE
REMOVAL OF RESTRICTIONS ON LOCAL TELEPHONE COMPANIES

Whereas, education, employment and access to information are key to the econom-

ic &rhospeﬁty of African Americans and all other Americans; and

ereas, permitting the regional Bell companies to participate in the manufac-
ture and tfesign of telecommunications equislment will spur the growth of jobs in
telecommuni&ations and promote the availability of beneficial telecommunications to
everyone; ani

ereas, between 1983 and 1988, combined research and development invest-
ment by AT&T and the Bell Operating Companies grew at an averaf annuel rate
of 9.9 percent, while in Japan and Europe telecommunications research and develop-
ment investment grew annually at 26 and 34 percent, respectively; and

Whereas, removal of the manufacturing restrictions on these local telephone com-
panies would help stimulate domestic investment in research, development, desciﬁf
and manufacture of new and innovative telecommunications technologies and facili-
tate access of said innovations to the local telephone companies;

Now, therefore be it resolved, That the National Conference of Black Mayors, Inec.
(NCBM) calls upon the U.S. Congress to vigorously sugﬁort I:Eislation which would,
with appropriate consumer and industry safeguards, allow all local telephone com-
panies to perform research and design, development, and manufacture of software
and telecommunications e%gipment.

Be it further resolved, That the National Conference of Black Mayors will trans-
mit copies of this resolution to the appropriate congressional committees.

PREPARED STATEMENT OF MR. PauL H. VISHNY

My name is Paul H. Vishny. I am General Counsel of the Telecommunications In-
dustry Association (TIA). I appreciate the Opportunity to a%lpear before the Subcom-
mittee to convesr to you TIA’s views concerning S. 173 and the important public poli-
cy issues raised by this legislation, which would in effect eliminate the MFJ restric-
tion on Bell Operating Company entry into the telecom manufacturing business.

As you know, the association’s Chairman, Mike Birck, was scheduled to testify on
behalf of TIA. tJnforhmatetlg, due to the recent change in the hearing schedule, he
is unable to apﬁear before the Subcommittee today. I regret Mike'’s absence because
he has a wealth of “hands-on” experience in the industry to share with the Subcom-
mittee. With this in mind, I would commend to you Mike’s written testimony, which
describes in greater detail the beneficial impact which the more open, competitive
environment created by the MFJ has had on %I[ike’s own company, Tellabs, Inc., and
on the domestic telecom equipment industry as a whole.

At the outset, let me emphasize that TIA supports S. 173’s stated goal of enhanc-
ing this nation’s industrial competitiveness. However, TIA continues to believe that
removal or substantial modification of the MFJ manufacturing restriction at this
time would have a significant adverse impact on competition, innovation, consumer
welfare, and the competitiveness of the U.S. equipment industry in domestic and
foreign telecommunications markets.

vigorously disputes the central premise of S. 173, i.e,, the notion that the
telecom equipment industry in the U.S. is “on the brink of disaster” and that remoy-
al of the MF'J restriction is needed to “rescue” the industry and make it globally
competitive. As the statistics cited in Mike’s written statement and in the attached
study of the U.S. telecom equipment industry indicate, the more comgetitive, dﬁ-
namic industry structure which has emerged under the MFJ has greatly strength-
ened the domestic telecom manufac[mrinq sector, which today includes literally
thousands of firms, many of them world leaders in the development of advanced
telecommunications products. Under the MFJ, R&D expenditures by the domestic
telecom industry have increased substantially, prices for equipment of all types have
fallen, there has been a proliferation of new and improved products, and equipment
is available from a wider ran%e of suppliers than ever before. In the highly competi-
tive post-divestiture marketplace, domestic equipment manufacturers have become
increasingly efficient and, therefore, better prepared to compete effectively both
within and outside the U.S.

The increasing strength of domestic manufacturers in “lead.ing-edge,” high-tech
telecom equipment markets is reflected in the Commerce Department’s most recent
trade figures. In 1990, the U.S. balance of trade for types of telecommunications
equipment improved by more than $1.1 billion, and our trade surplus in high-tech-
nology telecom gmducts increased in an equally dramatic fashion, from $1.1 billion
in 1989 to $2.3 billion in 1990.
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Given the enormous strides made by U.S. manufacturers in penetrating previous-
}y closed foreign markets in the years since divestiture, it would be a grave mistake
or Congress to conclude that removal of the MFJ manufacturing restriction consti-
tutes a viable means of enhancing the global competitiveness of the domestic
telecom equipment industry. Indeed, the most predictable effect of removal of the
MFJ manufacturing prohibition is the formation of RBOC alliances with foreign
manufacturers in the strategically significant central office switch market and, po-
tentially, in other product areas as well. As the analysis appended to TIA’s written
testimony indicates, S. 178’s proposed “domestic-content” provision would not pre-
vent the BOCs from entering into arranaifments with foreign suppliers which
threaten to reduce domestic employment, allow foreign manufacturers to increase
their market share and their profits at the expense of U.S. firms, and hand forei
suppliers a leading role in the evolution of technology critical to the future of the
telecommunications infrastructure in the U.S.

More broadly, permitting the Bell Olperating Companies to enter the telecom man-
ufacturing business would inevitably lead to a return of the same g of practices
which served to limit competition, 1nnovation, efficiency and within the do-
mestic telecom equipment industry prior to divestiture. Elimination or substantial
modification of the manufacturing restriction would also undermine the increasingly
cooperative relationshipREetween the BOCs and the supplier community that has
merge under the MFJ. Regulatory “safeguards” simply cannot be as effective in en-
suring a fully-competitive, efficient, dynamic equipment industry in the U.S. as the
structural approach embodied in the MFJ.

Without question, action can and should be taken by the Co ss to further ad-
vance the international competitiveness of U.S. manufacturers. ’s written testi-
mony includes a summary of the association’s recommendations for achieving this
objective. In addition, Congress may wish to consider legislation which, rather than
increasing the opportunities for misconduct, seeks instead to encourage the emer-
gence of meaningful, market-based constraints on the BOCs’ ability to abuse their
monopoly power, through the introduction of competition into the local telephone
business. If properly implemented, such an ap;ima might ultimatelg provide a via-
ble basis for permitting BOC entry into the telecom manufacturing business, by at-
tacking the source of the problem which gave rise to the MFJ restrictions in the
first instance.

Again, thank you for the opportunity to appear before the Subcommittee. I would
be pleased to answer any questions you might have.

PREPARED STATEMENT OF CONGRESSWOMAN CARDISS COLLINS

Mr. Chairman, thank you for giving me the opportunity to testify before the Com-
munications Subcommittee today on S. 173 and competition in the telecommunica-
tions industry. It is always a pleasure and an honor to appear before this body.

For many years now, I have worked to see that minority- and women-owned small
businesses are I%iven an opportunity to participate in our national economy. As a
member of the House Telecommunications and Finance Subcommittee and as Chair
of the Government Operations Subcommittee on Government Activities and Trans-
Eortation, I used the combined jurisdictions of these panels to work diligently to

e]lf ensure equal access to contracts and capital for small disadvantaged businesses
(SDB). One of my laﬁest undertakings was working with U.S. Sprint and AT&T
to ensure a substantial representation of small businesses in FTS-2000, the multi-
billion dollar Ifmoject to upgrade the Federal government’s telephone system. My in-
terest in 5DB access to business opportunities with the Regional Bell Operati.ng
Companies (RBOC) is an outgrowth of my involvement in telecommunications an
minority business issues,

Let me say at the outset that I have not made a final decision on support for S.
178, or any measure to lift the restrictions on the Bell Operating Companies, How-
ever, I want to make clear my interests regarding the legislation and its potential
impact on minority and other small disadvantaged businesses. My concerns regard-
ing the lifting of restrictions run along two lines: first, I am interested in preservi
the supplier and subcontracting relationships that have developed between the Be
Operating Companies and SDBs should the restrictions be lifted; and, second, I am
vitally interested in forging additional relationships, such as increased availability
of ventéxlli% capital and increased research and development funding, for new and ex-
istin, 8.

Thge break-up of the Bell system, coupled with the deregulation of telephone
equipment, created unique opportunities for entrepreneurship. Prior to the divesti-
ture, SDBs found it difficult to contract with the Bell system. Since then, I am
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Eleased to say, the. number of opportunities has increased significantly. The seven
egional Bell Operating Companies are a.mon%the largest companies in our coun-
try, annually buying more goods and services than virtually any other seven aggre-
gate businesses in the U.S, To supply the Bell Operating Companies with telecom-
munications equipment and services, scores of minority suppliers have gone into
business and prospered since the Modification of Final Judgment (MFJ) was put in
place. These suppliers, including Native Americans, Asian-Americans, Hispanic
Americans, African Americans and women, provide equﬁiipment, fire and burglar
alarm systems, telephone system installation, and scientific and technical services,
to name a few. Dedicated to providing high-quality products and services at competi-
tive prices, they are top-notch and can compete with anyone when they are allowed
to do so on equal footing. As you consider S. 173, I hope you will carefully review
the record of performance and any risks to small and minority businesses, such as
unfair product pricing and limited access to contracting information, if the Bell Op-
erating Companies are allowed to manufacture.

Along these same lines, should instances of self-dealing and other anti-competitive
fractices be attempted by the BOCs, they could preclude SDBs from competing fair-
iwith subsidiaries of the Bell Operating Companies. Therefore, I concur with you
that strong safeguards are essential and should include s?arate entity require-
ments for all Bell manufacturing activities, as specified in S. 173, as well as, the
mandate that SDBs and other contractors will be able to sell customer premise and
other telecommunications equipment to the BOCs at the same terms and conditions
aple}icable to Bell subsidiaries.

y second major concern is in providing added incentives for the Bell Operating
Companies to invest in small business ventures which may arise to meet new busi-
ness needs created should MFJ restrictions be lifted. The Regional Bell companies
represent over half of the telecommunications assets in this country. If the manufac-
turing restriction is lifted, it should be commensurate with provisions calling for in-
vestment in research, design and development of tﬁmducts manufactured by SDBs,
the establishment of venture capital funds, and the creation of joint ventures be-
tween the Bell Companies and minority entrepreneurs.

I commend Senator Hollings for ¥rovision5 in S. 173 retcﬂlirin that the Bell Oper-
ating Companies conduct all manufacturing activities in the U.S., using only Ameri-
can-made components, unless a good faith effort to locate such a supplier fails. I
urge you, Senator Hollin, , to incorporate provisions along a similar vein regardin
small and minority-owned businesses. In addition, I think two key provisions in S.
173 are essential to developing and maintaining the competition that this Congress
and the marketplace will demand: first, the section in the bill calling for equal ac-
cess to contracting opportunities for manufacturers other than the BOCs own manu-
facturing affiliate, and second, the section mandating that BOC purchases from
their manufacturing affiliate must be done at the “open market price.” I cannot
stress enough how important an open, competitive bidding process will be to SDBs
and other businesses.

Senator Hollings, if I can be of any assistance to you in addressing these issues,
I will be happy to do so. Again, Mr. Chairman, I thank you for the opportunity to
appear here today.
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