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Too often within government in the past, telecommunications has 
tended to be dealt with as just another international trade commodity, 
similar to hides, tobacco, or citrus. The most oblique reference to 
telecommunications trade deficits—and the possibility of special gov¬ 
ernment actions or initiatives—has thus not infrequently provoked 
grand bureaucratic, rhetorical battles regarding the well-known hazards 
of dreaded "industrial policy." The notion that the United States itself 
does not practice such policy in some sectors has about as much valid¬ 
ity as the view that our major trading partners have not really targeted 
this field for special attention. There are, however, at least three rea¬ 
sons why those international communications trade effects matter, or 
should matter, from an overall public policy standpoint. 
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First, whatever might be the optimal criterion by which to assess 
the success or failure of the Bell System breakup, international trade 
and competitiveness were advanced by both the breakup's proponents 
and defenders as an appropriate point of assessment. AT&T suggested, 
for example, that with the change it would "be well positioned to 
compete in the growing global market for communications and infor¬ 
mation services."1 Reagan administration spokesmen also suggested 
that the settlement would free AT&T to compete. At the time the 
initial consent decree proposal was being reviewed by Judge Greene, 
the United States had a significant international communications trade 
surplus of about $275 million. No one seriously believed that surplus 
was threatened; most assumed, if anything, that our refurbished flag¬ 
ship company would prove so much more formidable that our trade 
surplus would inexorably grow. 

Second, as the telecommunications trade provisions of the 1988 
Omnibus Trade Act (among other enactments) demonstrate, commu¬ 
nications trade is in fact an increasingly significant item on the U.S. 
domestic political agenda. For years, as one U.S. core industry after 
another has been severely affected by imports—steel, textiles, foot¬ 
wear, automobiles, etc.—the government responded chiefly by stress¬ 
ing the putative virtues of "high-tech" alternatives. Concentrating on 
"upstream," technology-intensive enterprises was supposed to take up 
the slack. But then, U.S. high technology seemed to decline as well. 
Between 1980 and 1986, for example, the United States reportedly went 
from a $26.7 billion trade surplus in high-technology markets to a $2.6 
billion deficit. We developed a $4+ billion a year computer trade deficit 
with Japan. As one critic wryly commented, we learned "we can't all 
become astronauts," and politicians began to question the future strength 
of American technology. That anxiety was leavened with good ol' na¬ 
tionalistic xenophobia, as foreign-based companies began converting 
their trade surpluses into U.S. domestic corporate holdings. The inter¬ 
national trade effects of the reorganization of the Bell System, in short, 
rose and are still fairly high on the list of political priorities. 

Third, communications trade matters. Communications and associ¬ 
ated information industry enterprises constitute some 6 percent of the 
U.S. gross national product and are gaining GNP share by about one- 
half of one percent annually—one of the relatively few sectors to be 
rising (figure 12.1). Business is reportedly allocating more than 30 per¬ 
cent of total annual investment in equipment to communications and 
information-processing products. Telecommunications traditionally has 
been a major source of profits and good jobs with a future. It is an area 
where our technology remains competitive internationally. And yet, 
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FIGURE 12.1 

Industry Trade Matters 

& Information 

Source: U.S. Department of Commerce. 

the United States will face some fairly serious problems in the rela¬ 
tively near-term future if it continues to lose in this key infrastructure 
sector of the economy at the current rate. More is at stake than the 
health of one industry. Other key industries are becoming increasingly 
dependent on the communications infrastructure to compete in the 
global marketplace. U.S. businesses, for example, have invested highly 
in computer equipment over the last ten to fifteen years, yet few have 
seen appreciable productivity benefits (figure 12.2). This problem is 
particularly acute in the service sector where 76 percent of the U.S. 
work force is employed. Linking individual computers together via 
high-speed data communications networks is increasingly recognized 
as a promising way to unleash more of this technology's productivity 
potential. It is unlikely to happen on a large scale, however, if the 
public communications infrastructure does not keep pace with ongoing 
advancements in computer technology. 

If the present trends are not altered rather quickly— 

By 1992, our overall trade deficit in the relatively narrow cate¬ 
gory of telephone and telegraph equipment should be about $4.9 
billion, compared with $2.6 billion in 1988. 



Issues of International Trade 431 

FIGURE 12.2 

Computer Spending and Productivity 

Productivity Index Computer Spending as % 

Source: U.S. Department of Commerce, Bureau of Economic Analysis, American Productivity 
Center. 

In the broader category of "electronics-based products," our 
1992 trade deficit should amount to about $18 billion—about the 
same as the current U.S.-Japan trade deficit in passenger cars. 

The Bell companies (which represent some three-quarters of 
our telephone business by 1992) should be spending about 58 
percent of their annual procurement budgets with foreign-based 
companies. 

AT&T, our putative national communications leader, by 1992 
should have slipped to fourth or possibly fifth among the world- 
class telecommunications manufacturers (behind Alcatel, Sie¬ 
mens, Northern Telecom, and probably Ericsson), while reducing 
its workforce by at least 50,000 more U.S. jobs. 

In simplistic terms, the current trade statistics for the telecommu¬ 
nications and information sector suggest that the United States is cur¬ 
rently moving toward becoming a technological colony, principally of 
Japan, but also possibly of Europe. The 1982 surplus in telephone and 
telegraph equipment of $275 million deteriorated to a $2.6 billion defi¬ 
cit in 1988 — about a $3.0 billion turnaround. Our $4.7 billion surplus 
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FIGURE 12.3 

U.S. High-Tech Trade Deficits 

Source: U.S. Department of Commerce. 

in electronics-based products in 1982 fell precipitously to a more than 
$15 billion deficit (figure 12.3). Along the way, according to AFL-CIO 
estimates, the United States electronics manufacturing sector also saw 
a shrinkage of 300,000 jobs. 

Some of the problem no doubt stems from the kind of domestic 
telecommunications industry we had on the eve of the Bell breakup. 
The U.S. telecommunications goods and services sector was heavily 
regulated and tightly monopolized until early in the 1980s, and did not 
emphasize commercial agility or customer responsiveness. For most of 
its corporate existence, AT&T had focused on meeting relatively easily 
predicted, standard, basic communications requirements. Corporate 
management assumed demand for conventional voice telephone ser¬ 
vice was and would remain the chief marketplace priority. It assumed 
voice traffic would continue indefinitely to expand yearly by the square 
of annual population growth, and built and installed plant accordingly. 

AT&T concentrated on producing durable—but costly—lower tech¬ 
nology products which were then marketed chiefly to a captive domes¬ 
tic market, its owned and operated telephone companies. Management 
also focused on ensuring neither demand for equipment nor services 
outstripped AT&T's ability to manage and supply it, which helped 
minimize the likelihood of competitive entry. The prevailing regula- 
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tory regime, which keyed allowable telephone service profits to the 
magnitude of the firm's investment, induced the production of costly 
products which, while perhaps attractive enough for domestic pur¬ 
poses, were not always well-suited to appeal to the world market. It 
was not until the late 1970s, for example, that AT&T began producing 
small, relatively lower cost digital electronic switches in appreciable 
volumes. The firm was then obliged to play catch-up with Northern 
Telecom, the world's largest producer of such state-of-the-art products. 

Although AT&T maintained a world-renowned research arm, Bell 
Labs, and pioneered many of the fundamental developments in tele¬ 
communications, its actual commercial deployment of new technology 
domestically was largely dictated by regulatorily established, overlong 
depreciation schedules. Well into the 1970s, a large portion of Western 
Electric's telephone switch output, for example, consisted of analog 
machines not technologically much more sophisticated than those pro¬ 
duced in the 1940s and 1950s. As one critic at the time put it, "It was 
as if Ford Motor Company in the 1970s decided to limit its output to 
some 1947 Fords, plus a smattering of Model As and Ts." 

Because it enjoyed a tractable captive market which could be served 
without incurring significant sales development or forecasting ex¬ 
penses, AT&T until 1978 also concentrated almost exclusively on the 
United States. Its only significant international equipment operations 
focused on selling reconditioned products in a limited number of Latin 
American countries. Unlike most of its Japan and Europe-based com¬ 
petition, it did not seek to hone its competitive skills through striving 
for success in world markets, as the prevailing environment did not 
require such action. 

International politics (and its consequences) were also a factor. The 
fixed exchange rates that prevailed until 1971 had the effect of over¬ 
valuing the American dollar. Those countries which today account for 
much of our trading deficit balked at subsidizing American consumers 
and, in any event, faced substantial domestic demand as the commu¬ 
nications infrastructures of Japan and West Germany were rebuilt. 
Technical standards were also a problem. AT&T established what was 
known as the North American Standard for most telephone switching 
and other gear, while the balance of the world generally applied stan¬ 
dards developed by the International Telecommunication Union's 
CCITT. The result was Balkanization of much of the equipment mar¬ 
ket for many years. 

The initial competitive difficulties which the principal U.S.-based 
communications equipment producers experienced in the 1970s, when 
the Federal Communication Commission (FCC) sanctioned competi- 
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tion in customer premises terminal equipment, were compounded by 
new regulatory impositions. AT&T was directed meticulously to seg¬ 
regate its service and equipment sales operations, and was placed under 
extensive technical and commercial plan disclosure requirements (which 
some Congressional critics contended benefited chiefly Japan-based 
competitors). AT&T was later to document regulatory requirements 
which cost the firm over $1 billion yearly. AT&T also continued to be 
subject to pervasive regulatory restrictions on its prices and profits, 
while most of its domestic and foreign-based competitors were not. 
The requirement that it obtain prior regulatory approval of new service 
offerings, by filing extensive market forecasts and business plans, af¬ 
forded competitors both competitively valuable information and a means 
of imposing delays. 

Just as foreign-based competition in U.S. equipment markets was 
intensifying, the Justice Department in 1974 filed an antitrust suit 
aimed at dismantling the Bell System. The filing of an antitrust suit 
against AT&T both preoccupied its management and dampened its 
penchant for hard-market competition just at the time that changes in 
customer demand, domestic regulatory reforms, and other factors were 
radically altering U.S. communications markets. AT&T also discontin¬ 
ued its sale of communications equipment to most of the independent, 
non-Bell companies, to avoid increasing its market share (and thus 
creating a window of opportunity for foreign-based firms). 

While the U.S. government was moving to dismantle its commu¬ 
nications flagship company, foreign administrations, most notably parts 
of the Japanese government, were targeting the United States market 
for special attention. Having orchestrated Japan's automotive industry 
successes, the Ministry of International Trade and Industry chose sem¬ 
iconductors and telecommunications as the country's next major in¬ 
dustrial policy endeavors. A 1970 Finance Ministry white paper had 
discussed the desirability of focusing on these fields. Following the 
twin shocks of the Arab oil embargo and the Carter administration's 
soybean embargo, which heightened Japan's sense of dependency and 
vulnerability, Japanese industry was strongly encouraged to emphasize 
"knowledge-intensive" fields. 

As Japan-based industry, with government help and encouragement, 
was entering communications and computers on a major scale, U.S. 
regulators, largely oblivious to those overseas developments, were 
creating new U.S. market opportunities for foreign-based firms. Trior to 
1977 when the final implementing regulations were adopted by the 
FCC, Bell and GTE telephone companies represented almost all of the 
demand for telephone handsets in the United States. That demand was 
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satisfied almost exclusively by AT&T's Western Electric and GTE's 
Automatic Electric subsidiaries, which manufactured equipment do¬ 
mestically. Customers were forbidden by regulation from using so- 
called "foreign attachments." 

When the FCC ruled that customers had a right to employ telephone 
equipment of their own choosing, whether supplied by the local phone 
company or other firms, that lock on demand was opened. Independent 
U.S. equipment vendors and Japan-based suppliers formed a "marriage 
of convenience." That marriage, plus the difficulties which AT&T and 
GTE encountered trying to compete, started a surge of telecommunica¬ 
tions equipment imports. In 1976, moreover, the FCC directed AT&T 
to alter its procurement practices to permit greater access to the Bell 
System market on the part of nonaffiliated firms. One result was the 
certification of Bell Canada's Northern Telecom subsidiary as an ac¬ 
credited supplier, an action which helps explain the large U.S. market 
share the firm enjoys today. As the Commerce Department noted in 
1981 studies regarding the AT&T litigation, foreign equipment sales 
nearly quintupled to about $1.3 billion in a matter of about four years. 

Divestiture was ordered with relatively little regard to the prevailing 
international economic environment. It was begun precisely as the 
value of the U.S. dollar commenced rising sharply against other major 
currencies. And it occurred at the same time that special federal tax 
incentives to invest in technology products, such as business telephone 
systems, were put into place. Moreover, the significant government 
and consumer deficit spending that started in earnest following the 
1982 tax cuts, boosted the rate of economic growth for the United 
States, making the U.S. market even more attractive to foreign-based 
suppliers. 

Between 1980 and 1985, the U.S. dollar rose some 75 percent in 
value relative to other world currencies, making imported telecommu¬ 
nications products especially attractive to U.S. purchasers. Accelerated 
depreciation and tax credits drove business demand. Between 1982 and 
1985, for example, total annual U.S. telephone equipment consumption 
increased to $18.1 billion from $13.2 billion, or more than 11 percent 
compounded annually (figure 12.4). As AT&T was preoccupied with 
court-ordered reorganization during that time period, much of that 
surge in demand was satisfied by Japan-based firms. 

The U.S. government and consumer deficit spending had the effect 
of boosting U.S. growth rates higher relative to those in Canada and 
Europe. Canadian and European administrations, confronting high un¬ 
employment rates and slow growth, responded to domestic labor union 
and other pressures and maintained (or, in some cases, raised) barriers 
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FIGURE 12.4 

U.S. Telephone Equipment Consumption 

Source: U.S. Department of Commerce. 

to electronics-based imports. In developing countries, a world debt 
crisis dampened demand for communications products; and, in newly 
industrializing countries such as Brazil, Taiwan, and South Korea, im¬ 
port barriers in aid of indigenous communications producers were im¬ 
posed. 

U.S. export sales were depressed by currency misalignments plus 
cutbacks in Export-Import Bank subsidies. World economic conditions 
deflected Japanese and East Asian efforts from Canada, Europe, and the 
Third World and redirected them heavily toward the U.S. market. The 
result was to focus nearly the full force of Japan's targeting efforts on a 
domestic U.S. civilian market which was growing rapidly and which 
our indigenous producers were not serving fully. 

Certain features of the 1982 AT&T consent decree had additional 
negative effects. The procurement requirements of the individual Bell 
companies—equivalent to more than 80 percent of the U.S. market for 
network telecommunications products—were not only opened to non- 
AT&T suppliers. The Bell companies were also explicitly required by 
the consent decree not to discriminate in AT&T's favor, and took that 
admonition as a requirement that they actively solicit alternative sup¬ 
pliers. At the same time, however, the decree placed AT&T in actual 
and potential competition with its main customers. 

Telecommunications service and equipment expenditures are inter- 
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changeable in many instances. That is, the more spent on equipment— 
to secure a very sophisticated PBX system, for example—the fewer 
lines probably will be needed, and vice versa. Business customers also 
have the option, in most cases, of purchasing their own PBX or similar 
apparatus, or buying Centrex services from the local telephone com¬ 
pany. As the largest PBX vendor, AT&T was thus competing with local 
Bell companies' Centrex operations. 

The consent decree was modified by Judge Greene to allow Bell 
companies to market equipment. In all instances the BOCs bought 
equipment from firms other than AT&T for retailing by their equip¬ 
ment subsidiaries. The Bell companies in short order thus became 
major U.S. distributors of foreign-made communications equipment. 
At the same time, they sought what were denominated "neutral sup¬ 
pliers" for much of their network equipment needs. In that respect, 
AT&T's policy of resisting virtually any modification in the terms and 
conditions of the consent decree contributed to a climate of ill-feelings 
and commercial suspicions between AT&T and the Bell companies. 
The predictable result was a sharp decline in the percentage of their 
total procurement dollars which the Bell companies channeled to AT&T. 

AT&T already confronted strong U.S. market competition from 
Northern Telecom, Inc., majority-owned by Bell Canada. Northern's 
Canadian base was protected not only by regulatory restrictions on 
Canadian telephone customers' choice, but a 17 percent tariff on im¬ 
ports (vs. about a 7 percent U.S. tariff). AT&T now faced additional, 
well-financed competition in the United States by several of the pre¬ 
mier telecommunications equipment makers in the world. 

The rapid expansion of parts of the U.S. domestic communications 
market and declines in some other foreign markets (most notably Latin 
America) resulted in U.S. entry on the part of three world-class network 
communications equipment manufacturers (West Germany's Siemens 
AG, Sweden's L. M. Ericsson Group, and France's Alcatel-Thomson), 
and, to a lesser extent, two Japan-based multinationals, Nippon Electric 
Co. (NEC) and Fujitsu. Each enjoyed a substantial home market, typi¬ 
cally a protected market, yet perceived a need to expand sales volume 
beyond what that home market could support. Initially, each company 
employed "forward pricing" to some extent to build U.S. sales. 

The defense buildup of the period also coincided with a tightening 
of export controls. In 1981, for example, Apple Computers was embar¬ 
goed, as was the export of digital switching gear. Fiber optics, opto¬ 
electronics, and communications satellites became exceedingly diffi¬ 
cult to export. The predictable result was to limit the ability of U.S. 
firms to compete in the high end of communications, computers, and 
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electronics-based products overseas. Japan-based firms (and non-COCOM 
(Coordinating Committee on Export Controls) members firms, such as 
L. M. Ericsson of Sweden) were thus able to address third-country 
demand without U.S. competition. 

Almost precisely as the United States was restructuring the Bell 
System and thus, in many regards, blunting the potential competitive¬ 
ness of our leading firm, foreign administrations were making funda¬ 
mental network equipment procurement decisions. Both West Ger¬ 
many and the United Kingdom in the mid-1980s determined to rebuild 
much of their backbone communications system, replacing outmoded 
analog, electromechanical switching apparatus with state-of-the-art 
digital electronic gear. It is by no means certain U.S.-based suppliers 
could have secured an appreciable part of these major, long-term re¬ 
quirements contracts. But even had those markets been fully open to 
U.S. competitors, we were not in a position to capitalize significantly 
on those opportunities. 

During the Reagan years, the number of corporate takeovers also 
increased well beyond previous levels. In part, some contended, this 
was due to antitrust permissiveness, and in part, others maintained, 
because corporate assets were undervalued (and firms thus found it less 
costly and risky to buy rather than competitively capture market share). 
Two major U.S. electronics and telecommunications companies for a 
time were takeover candidates, GTE Corporation and RCA. GTE main¬ 
tained its independence, but evidently in the process incurred such 
high costs that it was obliged to divest its extensive foreign manufac¬ 
turing operations (which were bought by Siemens) as well as most of 
its domestic operations (which were bought by Fujitsu). RCA ulti¬ 
mately was acquired by General Electric, which apparently financed 
the acquisition, in part, by selling RCA's consumer electronics and 
equipment service operations. The former operations were bought by 
the French government majority-owned Thomson organization. 

The Bell System breakup was, in some senses, the greatest unilateral 
removal of a nontariff trade barrier in international trade history. That 
action, however, was only one of several factors contributing to the 
U.S. telecommunications trade deficit. It made things worse, particu¬ 
larly as it both opened U.S. markets and eliminated a source of leverage 
that might have been used to open others that, in 1982-1984, remained 
essentially closed. But it would probably be a mistake to attribute to 
that action all of the difficulties the United States subsequently expe¬ 
rienced in this increasingly important sector of the economy. 

Communications, information, and electronics-based products are at 
the core of what AT&T has estimated to be a $1 trillion worldwide 
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"information economy" by 1990. These markets are among the world's 
fastest growing. It is important that U.S. industry continue as a leading 
player. Maintaining control of "upstream/' knowledge-intensive stages 
of production is key. Product conceptualization, design, and introduc¬ 
tion typically count as among the highest value-added stages, while 
"bending the metal" or simple assembly of components counts for less. 
Important to delivering quality products which will sell in increasingly 
competitive world markets, however, is at least the ability to accom¬ 
plish all stages of production. 

Expanding U.S. communications, information, and electronics-based 
exports and reestablishing our preeminence in these high-technology 
sectors will require concerted efforts on the part of both the govern¬ 
ment and the American business community. While some free-market 
purists will criticize any government initiative, the fact is that without 
a coherent "offensive strategy," the United States risks further losses. 

The following are measures which should be taken: 
(1) Reduce Government “Competition” with Marketplace Alterna¬ 

tives. Certain large parts of the prevailing communications regulatory 
regime constitute the functional equivalent of an attractive nuisance in 
terms of impeding market competition. Through complaints and peti¬ 
tions to state and federal regulators, for example, economically, tele¬ 
phone companies typically are able to hobble any competitors which 
might impinge on their putatively exclusive local telephone service 
franchises. Conversely, cable television companies (which are essen¬ 
tially freed from any price controls) are able through the regulatory 
process to keep telephone companies from competing in their "turf." A 
result, as one local official phrased it, is that the public too gets neither 
the ostensible benefits of regulation nor the genuine benefits of actual 
and potential competition. 

Judicial regulation of large parts of the U.S. communications busi¬ 
ness is also a problem. So long as Japan-based equipment vendors and 
AT&T are able through the courts to frustrate virtually any participa¬ 
tion in the manufacturing field by the Bell companies, half of the 
financial and human resources that the United States has in the tele¬ 
phone business will stay under wraps. Foreign-based firms will have a 
relatively free hand to continue acquiring small, entrepreneurial Amer¬ 
ican firms, probably at an accelerating rate. Once their already substan¬ 
tial beachhead in U.S. equipment markets is secure and consolidated, 
our recapturing lost ground will become even more difficult. And AT&T 
will tend to rely more on energizing the government to safeguard its 
profits, and less on improving its overall competitiveness. 

(2) Remove or Ameliorate Self-imposed Constraints. The AT&T 
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antitrust consent decree prohibits the seven Bell companies (which 
control nearly 80 percent of the U.S. telephone's net current assets) 
from engaging in manufacturing in the United States for the U.S. mar¬ 
ket—they may manufacture abroad, but only for foreign consumption 
—or providing new, computer-related information services. An effect 
of the prohibition on manufacturing has been to shield both U.S. and 
foreign-based companies from additional competition. Another effect 
has been to facilitate the acquisition of U.S. firms by foreign-based 
companies; U.S. antitrust considerations would tend to restrict the 
acquisitions our few major companies such as AT&T could make do¬ 
mestically. If other U.S.-based companies which are likely acquirers are 
artificially excluded from the marketplace for corporate control, the 
practical effect is to assist foreign firms seeking to expand their U.S. 
presence. 

Restricting the sophistication of the services which can be offered 
by the Bell companies on the public telephone network also has adverse 
trade effects. Many new services can be provided using either telephone 
company switching apparatus or CPE. Voice storage and retrieval, for 
example, can be offered using the capabilities of today's sophisticated 
digital switches or with answering machines. While U.S.-based compa¬ 
nies such as AT&T are seeing their share of the U.S. equipment decline, 
those firms still have a dominant share of the network switch market. 
In contrast, foreign-based companies are strong in customer-premises 
products. Indeed, virtually none of the many answering machines sold 
in the United States last year was made in this country. Yet by driving 
the "intelligence" from the public-switched network, the information 
services limitations placed on the Bell companies by the AT&T con¬ 
sent decree effectively channel U.S. customer demand for new offerings 
to foreign-based producers. Similarly, by impeding the fullest possible 
use of telephone network resources, future investment in that system 
as well as the cost of using it—costs which will ripple throughout the 
economy—are artificially hiked. 

Overall competitiveness in this field, however, is not likely to be 
accomplished—and, in any event, will not be achieved soon—so long 
as many of the major firms in this line of commerce remain subject to 
artificial government controls, controls which tend to benefit foreign- 
based firms. Success in the near term here, as in other key sectors, is 
dependent upon maximum possible mobilization of U.S. financial and 
human resources. Transitional safeguards and procedures may be needed. 
Unless the full resources potentially available to the country in the 
communications field are actually available for deployment, however, 
success will almost certainly prove illusive. 
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Telecommunications trade did not become a significant executive 
branch concern until 1985, by which time our $275 million surplus in 
1982 had become a $1.8 billion deficit. By 1985, our deficit in the 
general category of electronics-based products (telecommunications, 
computers, most office equipment, etc.) had grown to $10.9 billion, 
compared with a $4.7 billion surplus in 1982. In 1985, the U.S. deficit 
in automobiles was about $24 billion. That deficit took more than a 
decade to build to then-current levels. In electronics-based products, 
however, a deficit almost half as large materialized in only about three 
years (figure 12.5). 

With enactment of the 1988 Omnibus Trade Act, the Reagan admin¬ 
istration dropped previous strong opposition to so-called "sectoral rec¬ 
iprocity," and the bill, as passed and signed into law, singles telecom¬ 
munications out as a special area of particular U.S. trade policy emphasis. 
Even with the passage of this important law, however, and the 1987- 
1988 devaluation of the dollar, our telecommunications trade deficit 
continued in 1988 to grow at about the same seven percent com¬ 
pounded annual rate. 

For 1989, the official deficit figure decreased to $1.9 billion from 
$2.6 billion for 1988. However, at least half of this reduction was due 
merely to significant changes in the method used to compute the 

FIGURE 12.5 

Electronics vs. Automotive Trade Deficits 

Source: U.S. Department of Commerce. 
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telecommunications trade balance, including reclassifying satellite 
technology as telecommunications equipment. Moreover, the rela¬ 
tively low U.S. dollar exchange rate that prevailed throughout much of 
1989 also played a role in the marginal decrease in the deficit figure. It 
should also be noted that to the extent there was a genuine improve¬ 
ment in the trade picture during 1989, much of the credit must go to 
foreign-owned companies such as Northern Telecom and Siemens, which 
were largely responsible for a small U.S. trade surplus in the "high end" 
of telephone equipment, through exports of network switching technol¬ 
ogy made in this country. 

U.S. procompetitive policies have gained some acceptance abroad 
over the past four years. The British government privatized British 
Telecom, beginning in 1981; the firm, which is the 17th largest pub¬ 
licly traded company in the world, is now 51 percent privately owned, 
and additional shares may be sold by the government in the future. 
Japan also passed communications liberalization legislation, and began 
the privatization of Nippon Telegraph St Telephone (currently the world's 
largest company in terms of stock market valuation), which is now 
about 30 percent completed. In West Germany, less ambitious deregu- 
latory and restructuring legislation passed in July 1989, although all 
parts of the Deutsche Bundespost, Europe's largest single enterprise, 
will remain government-owned. 

These trends in some regards place the United States in a dilemma. 
Unless foreign communications, information, and related markets are 
"deregulated," the export opportunities available to U.S.-based compa¬ 
nies will remain relatively sparse. At the same time, by moving their 
telecommunications enterprises ostensibly beyond direct government 
control, the ability of the U.S. government to accomplish additional 
market openings through direct government-to-government talks will 
diminish. The potential utility of changing multilateral trade agree¬ 
ments to encompass communications goods and services more effec¬ 
tively will also decline. 

What steps need to be taken? In the short run, it is important for the 
United States to amplify the signals already sent to our trading partners 
indicating that telecommunications is a sector which we value highly. 
Second, it is at least as important for the senior political leadership of 
the country to impress upon U.S. firms the importance accorded to 
aggressive pursuit of overseas export markets. Third, bilateral talks and 
discussions with foreign communications administrations should be 
continued and, where feasible, telecommunications trade issues should 
be handled by communications experts apart from overall trade discus¬ 
sions generally. 
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If the United States were to become completely dependent on for¬ 
eign-based sources for telecommunications products, the result would 
be catastrophic. Telecommunications and related computer systems 
are increasingly pivotal production factors in more and more busi¬ 
nesses. They are also, of course, critical to our national defense. Tele¬ 
communications trade concerns, in short, have an added dimension 
which goes beyond mere national commercial interests. The hazards 
with relegating those concerns to conventional trade discussions and 
negotiations is that they will be inadvertently subordinated or ignored, 
with serious long-term consequences. 

Similarly, and because of the added dimension to telecommunica¬ 
tions, rote application of familiar "freedom of investment" rules may 
implicate significant long-term risks. The United States, for example, is 
today the only country in the world which permits completely foreign- 
owned firms to provide regular long-distance telephone service. Others 
may permit U.S. firms to hold minority interests, or to provide special¬ 
ized services over indigenous carriers' facilities. But the United States 
has foreign-ownership limitations only when radio frequency licenses 
are required—and today's fiber optics communications networks do 
not require them. Siemens, Britain's Cable St Wireless PLC, and British 
Telecom consequently operate long-distance telecommunications com¬ 
panies in the United States while, in West Germany, voice communica¬ 
tions is now and will continue to be a state monopoly and, in Britain, 
only two British companies have been licensed to provide service. 

In 1989, the FCC determined that foreign ownership restrictions on 
ownership of radio licenses do not apply when the services involved are 
not generally offered to the public. Under the FCC's ruling, Canadian, 
French, or indeed, Soviet-owned satellite communications systems could 
provide service within the United States, providing that it were a "pri¬ 
vate" service, without impinging on U.S. law. (Such service might 
implicate certain international communications treaties, although, in 
general, those treaties do not apply to services offered wholly within 
national boundaries.) 

At present, the United States has no systematic reporting require¬ 
ments which would permit an accurate tally of the number of foreign- 
based companies currently providing communications services within 
the country. Most of the services involved have been "deregulated" by 
the FCC, and regular reports are thus not required. Yet when the FCC 
proposed in 1987 and again in 1988 to impose modest reporting require¬ 
ments on foreign-based communications companies, that initiative was 
strongly opposed by U.S. trade and international investment agencies, 
as well as the Department of State. 
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So long as telecommunications is treated as just another trade com¬ 
modity, like meat, shingles, or citrus, the probabilities are that U.S. 
telecommunications interests will not be accorded priority commen¬ 
surate with this sector's commercial and geopolitical strategic impor¬ 
tance. 

While ill-timed or inadequate government measures have con¬ 
tributed to the difficulties the United States currently confronts in 
communications, information, and electronics, part of the blame must 
also be shared by the American business community. 

In general, it is easier to sell at home, and to export only what others 
abroad do not make (or to export products which can be produced for 
far less, or are benefited by government subsidies). In the United States, 
decades of great commercial success undermine our corporate charac¬ 
ter. A business culture evolved that taught home market dependence, 
while mitigating against cooperative ventures. What is needed is fur¬ 
ther action aimed at stressing the key importance to the U.S. business 
community of quality manufacturing for global markets. 

Fifteen years ago, a nation's annual steel production, its miles of 
railways, housing stock, or its electricity generation were the prevailing 
measures of development and competitiveness. Today, it is the inci¬ 
dence of computers, the miles of fiber optics, and the level of research 
and development spending that typically are the benchmarks of na¬ 
tional competitiveness and success. 

The American communications, information, and electronics indus¬ 
tries, as well as related fields, are today the focus of deliberate (often 
governmentally orchestrated) foreign programs that explicitly aim at 
attaining commercial as well as technological hegemony. From a fun¬ 
damental policy standpoint, the United States has the option of seeking 
to blunt the effectiveness of those programs by fostering more open and 
competitive markets globally, or undertaking countervailing steps. At 
issue, too, is whether we are prepared to blame all our problems on 
foreign practices or, rather, look toward making necessary domestic 
reforms. 

If experience is any guide, things may have to deteriorate further 
before there is substantial change on the domestic front. Attitudes 
toward proposals to alter consent decree restrictions have hardened on 
the part of AT&T. Proposed changes in traditional economic regulation 
at the federal level have encountered stern opposition; one result has 
been to water down proposals to the point where implementing them 
will make considerably less procompetitiveness difference. There is 
also little of a crisis atmosphere, and little strong, sustained public 
interest in these topics—both of which mitigate against Congress tak- 
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ing the initiative in the near term. The probabilities, unfortunately, are 
that the United States will likely continue to muddle along in this 
sector, as telecommunications trade deficits mount. 

Eli M. Noam 

The trade issue has become arguably the primary problem of the post¬ 
divestiture environment. The numbers say it loud and clear: the trade 
balance in terminal equipment moved from a $275 million surplus in 
1982 to a $2.6 billion deficit in 1988, and things may get worse. Ken¬ 
neth Robinson warns us that this deficit could grow, according to some 
estimates, to $4.9 billion by 1992, when the Bell companies could 
possibly buy an incredible 58 percent of their procurement from for¬ 
eign-based companies. AT&T would cut 50,000 American jobs. One 
can add other horror statistics: registration of new equipment (so-called 
Part 68 filings) show that in 1988 only 43 percent of registrations were 
by American companies—many of which may well be foreign-owned 
subsidiaries—while 48 percent were by Asian firms. Europeans, inter¬ 
estingly enough, had only five percent of registrations (figures 12.6 and 
12.7). 

The twin reasons for the deficit are usually seen as the closed mar- 
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FIGURE 12.7 

1987 Part 68 Registrations 

Source: W. Von Alven, FCC, Washington, D.C. 1988. 

kets abroad and the open ones at home—open due to the divestiture. 
Both these reasons are partly correct; at the same time, things are often 
more complicated than they seem at first, and one needs some dispas- 
sion before blaming divestiture for our trade balance problems. 

It is first necessary to understand the forces that are changing the 
international equipment market. Many people assign the prime role to 
changing technology, but one must recognize that networks in industri¬ 
alized countries have reached a certain maturity, which in turn leads to 
a change in development strategy. The key variable is the saturation of 
basic service. The achievement of universal service is a very recent 
phenomenon; in Germany, for example, overall telephone penetration 
in 1960 was only 12 percent of households. A minuscule 6 percent of 
households headed by blue- and white-collar employees had a tele¬ 
phone. But in 1980, overall telephone density was up to 75 percent. In 
France, overall penetration in 1967 was an anemic 6 percent, and it is 
over 80 percent today. For the national telecommunications equipment 
industries, the achievement of universal service creates a serious chal¬ 
lenge. The industry must reorient itself enormously, because its activ¬ 
ity level would otherwise fall dramatically. Figures 12.8 and 12.9 illus¬ 
trate the great drop in equipment investment in Germany. 

Thus, having been successful in spreading telephony, the supplying 
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FIGURE 12.8 
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FIGURE 12.9 

Annual German Investment in Switching Technology 

Source: Helmut Schon, "Das ISDN im Investitions, Industrie Und Fernmeldepolitischen Kon- 
text," in W. Kaiser, ed., Integrierte Telekommunikation, Miinchner Kreis, no. 11. 
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TABLE 12.1 
Telephone Carriers' Share of Total Formation in Telephone and 

Telegraph, 1970-1986 
($B) 

Common Carrier 
Capital Expendituresa 

Total Investment in 
Telephone and Telegraphh Ratio 

1970 9,275 8,835 1.05 
1975 12,833 12,683 1.01 
1980 23,620 26,081 1.09 
1986 25,890 38,930 0.67 

a Calculations of Robert Crandall, Brookings Institution. 

bU.S. Department of Commerce data for equipment and structures in telephone and telegraph. 

industry of several industrialized countries became a victim of its own 
success in saturating the basic market. Domestically, it had no place to 
go but down in terms of basic equipment. This left several complemen¬ 
tary options: Strategy 1: Upgrade This means a supply push into vid¬ 
eotex, ISDN, IBN, and cable television as ways to provide the industry 
with procurement orders. This partly explains national initiatives in 
that direction, and the emphasis on setting standards. Strategy 2: Ex¬ 
port Increased international activities can substitute for the shrinking 
basic domestic market. However, most interesting markets in indus¬ 
trial and industrializing countries are protected by their own govern¬ 
ments. Therefore, everyone either concentrates on those markets that 
are more open, most particularly the United States, or engages in bilat¬ 
eralism and reciprocity. Part of the U.S. problem is that it unilaterally 
relaxed structural protections without extracting a reciprocal lowering 
of barriers. Strategy 3: Retarget Perhaps most importantly for the long 
term, manufacturers should target large private users as a market for 
equipment. Whereas in 1975 virtually all of capital equipment in tele¬ 
communications in the U.S. was invested by the carriers, in 1986 it 
was only two-thirds (table 12.1). About $13 billion were invested by 
noncarriers, mostly large users. 

The implication is that the equipment industry, in the past a protec¬ 
tor of the old order, is increasingly part of the process of creating 
alternatives to the traditional carriers. With this supply push, the pe¬ 
ripheral equipment market is expanding into what used to be the realm 
of the traditional core network. This is partly a secular trend, based on 
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the demand pull of what may be called a pluralism in the network, as 
users and user groups increasingly set up specialized networks and 
higher-level enhanced services. 

In other words, it is not just the changed market structure in the 
United States that leads to the changed trade situation. It is also the 
domestic market conditions of telecommunications manufacturing in 
other countries that has changed. 

The manifestations exist on multiple levels: the first wave of im¬ 
ports into the United States was in terminal equipment. Here, it was 
not the divestiture that made CPE interconnection legal, possible, and 
convenient, but rather the Carterfone decision more than ten years 
earlier. Once one permits CPE interconnection, equipment can origi¬ 
nate from Taiwan as well as from San Jose, and it would be surprising 
if the general strength of Asian producers in consumer electronics 
would not show itself in CPE, too. A country that can build cheap tape 
recorders can also build cheap answering machines. Of course, one 
could structure a set of restrictive type-approval rules on the books in 
order to protect the domestic manufacturers. But the European experi¬ 
ence shows that what God wants interconnected, government cannot 
keep apart. 

In Switzerland, for example, the PTT in 1984 set standards for cord¬ 
less phones. The fifty-five pages of specifications required a virtual 
Rolls Royce among such equipment, including forty duplex channels 
and automatic scanning. The rules were supposed to protect the users 
from unauthorized usage, but, as it happens, only one company (a Swiss 
one) could meet the standards quickly. This was not surprising since 
the company had played a major role in writing the rules. That manu¬ 
facturer's price to the PTT was about $600, and rental price to users 
came to over $180 per year. At the same time one could buy a simpler 
but perfectly adequate cordless phone in the United States for under 
$75. As one may expect, Swiss consumers started buying cheaper unli¬ 
censed equipment, willingly supplied by numerous "for export only" 
outlets. Pressured by industry, PTT, and unions, the Swiss Parliament 
passed a law, described as a liberalization. It prohibits the sale and 
purchase of unauthorized equipment, while making it easier to search 
private residences to stamp out the threat. 

The implications are that for CPE, with or without the divestiture, 
and with or without attachment and type-approval rules, a flood of 
Asian imports would have entered, just as it did for VCRs, compact 
disc players, and television sets. 

When it comes to network equipment, the divestiture has made a 
greater difference. The RHCs can now buy equipment competitively, 
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TABLE 12.2 
Cost of Digital Central Office Switch 

($M) 

1983 1984 N
D

 
C

O
 

C
h p

 

1986a 19873 1988; 

10,000 Line 
Switch 2.73 2.53 2.29 2.08 1.91 1.73 

20,000 Line 
Switch 4.60 4.16 3.80 3.36 3.08 2.88 

Note: Switch costs exclude installation. 

“Estimated by New York Telephone. 

and are not tied anymore to Ma Bell's apron strings. As a result, AT&T's 
market share for network equipment has dropped considerably. Before 
we pronounce this a disaster, we should examine the price trend (table 
12.2). The costs per line of a digital central office for NYNEX have 
come down from $230 in 1983 to an estimated $125 in 1990. 

A third problem area in trade is emerging in services. Foreign resell¬ 
ers, VANs, and cellular carriers now operate in the United States,- they 
could evolve into local and long-distance service providers. This is fine, 
up to a point, but provided there is reciprocity. 

The trade issue had not been thought through sufficiently when the 
divestiture was conceived by the policymakers. But others were not 
much smarter, either. France's premier newspaper, Le Monde, once ran 
a series of noted articles on the divestiture, which emphasized this was 
part and parcel of a large American export offensive. How wrong they 
were. But the policies such views brought, which can be called political 
telematique, still haunts transatlantic telecommunications trade.2 Both 
GTE and ITT, the main American participants overseas, were squeezed 
out of Europe, with hardly a whimper or offer of help from the U.S. 
government. ITT used to dominate the French market, but after several 
rounds of politics, plus its own internal problems, it had no place to go 
but sell out to the French CGE. AT&T tried to get an allocation of 16 
percent of the French market by offering major concessions, but the 
German firm Siemens would have none of it. 

And this is part of the problem. The Europeans are now preoccupied 
with unifying their Common Market. To reduce national compartmen- 
talization they lower barriers and make concessions to each other, and 
partly at the expense of outsiders. It is difficult enough for an American 
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firm to get a major telecommunications procurement order in Europe. 
But for Japanese or Koreans, the odds become even smaller. These are 
highly political markets dominated by governments, and to view them 
with somewhat rosy glasses would be to distort reality. 

On the plus side, imports make the cost of telephone service cheaper 
in the United States. And as a state regulator, that of course pleases me. 
But if I stop defining my job as merely keeping residential rates low, 
and view the "public interest" more broadly, I, too, must be concerned 
with the trade problem, and do my share to address it. Also, the nation¬ 
ally compartmentalized markets abroad impose a direct cost on Amer¬ 
ican telephone users. They cannot benefit from economies of scale if 
AT&T cannot sell in France, or if Ericsson cannot sell in Japan. In other 
words, equipment sold in America would be cheaper if other countries, 
too, would open their markets to international competition. And this 
would translate itself to lower phone rates. So there is a direct link 
even to the traditional concerns of state regulators. 

Trade politics, however vocal, will only open the door. One still 
needs superior products. Ultimately, the trade balance is determined by 
the competitiveness of the industry. If we had better and cheaper fac¬ 
simile machines than the Japanese, we would buy them here and sell 
them there. This does not excuse other countries, but neither does it 
let domestic producers off the hook. 

For the future, the most worrisome area is that of technology devel¬ 
opment. And while the private sector is working hard in that regard, 
telecommunications with its network characteristics frequently leads 
to chicken-and-egg situations. This has led the New York Public Ser¬ 
vice Commission to act as a catalyst for the industry's ISDN intercon¬ 
necting trials. The various federal agencies involved in telecommuni¬ 
cations must be forward-looking in technology questions. The FCC has 
started to do so, and I hope it can formulate a coherent long-range 
vision on how telecommunications policy should assist the evolution 
of advanced networks. For example, it could consider developing a 
blueprint for interface points and interconnection standards that would 
permit compatibility by hardware and software suppliers.3 NTIA has 
issued calls for action. Robinson lists several initiatives upon which 
the federal level should embark. Standards and procurement policies 
should be priorities. When I served on the advisory board of the FTS- 
2000 federal phone system, a $25 billion procurement giant, it was 
astonishing to learn that of all the many criteria for evaluating the bids, 
the factor of how the governmental network would advance civilian 
technology and applications, was largely missing. It is unlikely the 
Japanese would proceed in that fashion. 
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In the past, state regulators tended to be preoccupied with the do¬ 
mestic conflicts and turf fights with the FCC, and not focused on the 
interrelations with the rest of the world. Yet in a few years, the difficul¬ 
ties of maintaining a national policy, let alone a state policy, in an 
electronically interdependent world will become increasingly apparent. 
In the past, perhaps the United States could afford the luxury of tying 
itself into regulatory knots and spending ten years on developing poli¬ 
cies governing cellular radio and AM stereo. But the times are changing, 
and regulators must, too. The trade balance figures are only a symptom 
of the more general problem of economic performance, innovation, and 
international interdependence. The time for localism is running out, 
and regulators on all levels of government must think in global terms. 

Robert T. Blau 

No one seriously believes that AT&T's divestiture is solely responsible 
for the erosion of U.S. competitiveness in global telecommunications 
equipment markets. But many industry observers and participants do 
believe that the MFJ has made a bad trade situation worse, unnecessar¬ 
ily. There are three principal reasons. 

First, by breaking up the former Bell System in the manner it did, 
the government unilaterally opened the U.S. telecommunications 
equipment market to foreign competitors without even trying to ex¬ 
tract reciprocity from Japan and other major industrial trading partners. 
Second, the MFJ restrictions have encouraged the RHCs to buy from 
foreign firms in order to reduce their dependence on equipment pro¬ 
duced by AT&T, the sole U.S. manufacturer of central office switches 
and other major types of local telephone network technology. The 
RHCs have taken this step out of concern that AT&T can use its 
control over the introduction of new network technology to create a 
competitive edge in local service markets where the two compete. 
Third, and perhaps most important, by denying the RHCs the right to 
manufacture equipment or provide information services, the MFJ has 
eliminated virtually all incentives for seven of the nations' largest 
telecommunications companies (with combined revenues of $75 bil¬ 
lion in 1988) to invest in the development of new technology that the 
U.S. clearly needs to compete in world markets. 

In response, apologists for the AT&T consent decree assert that 
America's trade problems are not confined to telecommunications mar¬ 
kets, and have far more to do with U.S. fiscal and monetary policy than 
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with the MFJ. AT&T's Michael Baudhuin will later argue that replacing 
the MFJ restrictions with alternative regulatory safeguards would only 
encourage the RHCs to joint venture with foreign manufacturers, thereby 
foreclosing a large portion of the U.S. network equipment market to 
AT&T and other domestic firms. Should this occur, Baudhuin claims, 
the ensuing loss of U.S. sales to foreign rivals would add to the trade 
deficit, force a reduction in AT&T's own commitments to R&D, and 
further weaken its ability to compete in a critically important market 
for the nation's long-term economic welfare. 

It is interesting AT&T apparently feels no shame in using the spec¬ 
ter of joint ventures with foreign competitors as its primary rationale 
for keeping the manufacturing restraint on the RHCs intact. During 
the period since divestiture was announced, AT&T itself has shut 
down seven major manufacturing plants in the U.S., and cut back 
production capacity in sixteen others, while opening four wholly-owned 
offshore manufacturing facilities and entering into joint production 
ventures with no fewer than ten of its major foreign competitors. These 
initiatives have resulted in the combined loss of as many as 70,000 
high-quality manufacturing jobs in this country,4 but added little, if 
anything, to AT&T's share, domestic or foreign, of telecommunica¬ 
tions equipment markets. 

Other defenders of the status quo, including William Baxter in chap¬ 
ter 1, argue that trade considerations should have little or no bearing 
on the administration of the MFJ. According to this school of thought, 
if Asian or European manufacturers can make and sell telephone hand¬ 
sets and other types of "low end" telecommunications equipment in 
this country at a lesser cost than AT&T and other domestic producers, 
then federal policymakers should accept that fact and do nothing to 
discourage imports. If U.S. telecom manufacturers are protected, the 
argument goes, they will simply tie up capital and human resources 
that could be put to more productive use elsewhere in the economy. 
American consumers will end up paying more than they need to for 
telephone equipment and services. 

Whom is one to believe? If the weight of empirical evidence and 
common sense have any bearing on the debate, Kenneth Robinson's 
views should prevail hands down. Those who might question Robin¬ 
son's veracity would do well to consider just how badly U.S. trade in 
telecommunications has faltered since the announcement of AT&T's 
divestiture in January 1982, and what will need to change if the U.S. 
telecommunications industry is to avoid digging itself into a deeper 
competitive hole during the early 1990s. 

The numbers clearly show that the MFJ has seriously aggravated 
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FIGURE 12.10 

U.S. Trade Balance 

U.S. trade problems in telecommunications. Since early 1982, when 
responsibility for procurement decisions within the former Bell System 
effectively moved from AT&T's corporate staff to the local BOCs, U.S. 
trade in telecommunications has deteriorated at a rate almost four 
times faster than the decline in the nation's overall trade balance 
(figure 12.10). Worse yet, between 1985 and 1987, the nation's telecom¬ 
munications trade deficit more than doubled, falling from $1.2 to $2.5 
billion, despite a 40 percent decline in the value of the U.S. dollar—a 
decline that should have boosted AT&T's competitive standing by 
making its products less expensive abroad while raising the cost of 
foreign imports in the United States. 

Contrary to what AT&T and William Baxter would have us believe, 
trends in telecommunications trade also imply the recent erosion of 
U.S. competitiveness is not confined to "low end" consumer products, 
where the United States is thought to be at a major disadvantage by 
virtue of higher labor costs. If the problem were that simple, then 
sharply lower U.S. exchange rates should have produced at least some 
improvement in the trade balance. That U.S. trade deficits have contin¬ 
ued to mount in the face of a much weaker dollar simply suggests that 
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FIGURE 12.11 

U.S. Producer's Share of Domestic Market 
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FIGURE 12.13 

High-Tech Sales and R&D Spending: Japan vs. U.S. 

Source: COMPUSTAT and Company Annual Reports. 

forces other than cost—forces such as more rapid innovation of new 
technology made possible by higher levels of R&D spending and more 
efficient production processes—are instrumental in determining who 
wins and who loses in the global telecommunications marketplace. 

There is also no question AT&T's loss of domestic market share 
since divestiture has enabled foreign manufacturers to sharply increase 
R&D spending which, in time, will make their products and services 
even more competitive both here and abroad. Figure 12.12 highlights 
recent growth in Japan's "high-tech" trade surplus with the U.S. which, 
between 1982 and 1987, rose from $7 billion to nearly $23 billion. 
Figure 12.13 depicts corresponding growth in combined sales and R&D 
spending for Japan's six leading manufacturers of telecommunications 
equipment, computers, and electronics—NEC, Matsushita, Toshiba, 
Pioneer, Sony, and Hitachi—and compares those growth rates with 
AT&T's. 

During this period, the Japanese boosted R&D spending at a com¬ 
pounded average annual rate of 30 percent, thanks largely to a 22 
percent average increase in sales. By contrast, AT&T's outlays on R&D 
rose at an average annual rate of only 6 percent, constrained no doubt 
by a 5 percent average annual decline in total operating revenues, and 
an even larger percentage drop in annual equipment sales.5 
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TABLE 12.3 
R&D Spending By U.S. Information Industries 

Industry 
RedD as % 
1988 Sales 

RedD % Change 
from 1987 

1988 RedD $ 
per Employee 

Bell cos. (+Bellcore) 1.3 8 1,721 
Telecom equipment 5.7 6 6,281 
Computers 8.2 16 10,680 
Systems design 9.2 35 11,719 
Computer peripherals 5.6 14 7,352 
Software services 13.3 33 18,429 
Semiconductors 8.9 15 7.461 
Electronics 4.8 19 4,618 
All Industry 3.4 11 5,042 

Source: BusinessWeek. 

At the same time, the MFJ has all but eliminated incentives for the 
RHCs to spend competitively on RAD. The MFJ's manufacturing and 
information services restraints have made it virtually impossible for 
the local Bell companies to recover capital that they might otherwise 
commit to the development of new telecommunications technology. 
Consequently, the RFiCs devoted only 1.3 percent of their sales to R&D 
in 1988, which is less than 40 percent of the U.S. industrial average (3.4 
percent of sales) and only about one sixth of what other high-tech 
industry groups routinely commit to R&D (table 12.3). 

In short, the MFJ in general and the line-of-business restrictions in 
particular, have aggravated the nation's mounting trade deficit in tele¬ 
communications equipment. Adding insult to injury, the erosion of 
AT&T's equipment sales since divestiture has helped the Japanese and 
other foreign manufacturers finance a massive build up in R&D spend¬ 
ing that will make it all the more difficult for U.S. producers to regain 
lost ground in the "low end" of the equipment market, or to stay 
competitive in "higher," more knowledge-intensive segments of the 
business. So difficult in fact that in Fall 1989, AT&T's Chairman and 
CEO Robert Allen announced that the company may stop producing 
those products that do not contribute significantly to its growth in 
earnings. According to Allen: 

You have to look at the maturity of some of our traditional (equip¬ 
ment] markets. One has to conclude if we're going to realize growth 
and also be responsive to our customer needs, we'll have to move up 
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the value chain over time and be participating in faster growth areas. 
... It is clear that there is declining value added in traditional or basic 
manufacturing in this country, and that's true for us. There is more 
[value] added at the component level and more added at the software 
and services area.6 

Making matters even worse, there are reasons to believe the MFJ is 
compromising U.S. efforts to reduce the trade deficit in telecommuni¬ 
cations through bilateral negotiations with Japan. Post-divestiture rela¬ 
tionships between telecommunications trade and R&D spending have 
created incentives for the Japanese government to prolong trade talks 
with the U.S. before any meaningful concessions are forthcoming. Ja¬ 
pan can reasonably anticipate its recent buildup of R&D spending will 
soon give rise to new telecommunications technology which outper¬ 
forms anything that Japanese users might acquire from AT&T or other 
American suppliers (assuming U.S. products were fairly priced and 
readily available). Once that technology "gap" is opened, trade negotia¬ 
tions will then progress, but only to the extent that government-sanc¬ 
tioned trade barriers are no longer needed to strengthen or preserve 
Japan's ability to compete worldwide.7 

Figure 12.12 suggests that a basic shift in technological leadership 
from AT&T to its principal foreign rivals may already be underway. 
Historically, many Japanese manufacturers have avoided sizable out¬ 
lays on basic research by acquiring rights to state-of-the-art technology 
developed in the U.S. and focusing their resources on commercializing 
that technology. While this process continues today, the Japanese are 
relying less on innovations born in the U.S., presumably because their 
own research capabilities are beginning to surpass what industrial lab¬ 
oratories in this country can now provide. It is only natural that Japan's 
R&D outlays have increased sharply, because they are now paying for 
the full cost of developing state-of-the-art technology that they used to 
get from Bell Labs and other U.S. sources at bargain basement prices. 

Figures 12.11 and 12.12 (p. 455) illustrate one other disturbing fea¬ 
ture about the MFJ that merits mention in this context. Because Japan's 
six leading manufacturers of telecommunications equipment also pro¬ 
duce computers, electronics, and other high-tech products, they are free 
to share R&D resources and to transfer proprietary technology among 
many different lines of business (e.g., next generation computers, expert 
software systems, high-definition television, etc.) as market conditions 
warrant. This means Japanese manufacturers are positioned to derive 
significantly higher returns on their investment in R&D than their 
American counterparts. Japan's highly integrated industrial structure 
also implies that the adverse effects which the MFJ has had on R&D 
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spending and U.S. competitiveness extend well beyond telecommuni¬ 
cations equipment markets per se. 

What then might telecommunications policymakers do to improve 
the nation's trade prospects? In addition to several constructive sugges¬ 
tions outlined in the conclusion of Robinson's paper, it is obviously 
important that federal and state officials heed Eli Noam's advice and 
think through the likely effects of their actions on U.S. competitive¬ 
ness, before they act. Had this been done in the course of finalizing 
terms of the consent decree, or later during the first Triennial Review, 
responsibility for administering the MFJ restrictions would not have 
remained with the Court. Instead, the FCC would have been given the 
authority to condition RHC entry into nonregulated markets on com¬ 
pliance with procompetitive federal and state regulatory safeguards. 
Properly administered safeguards, after all, would satisfy the public's 
interest in full and fair competition, without completely undermining 
the U.S. telecommunications industry's ability to compete globally. 

Baudhuin's claims notwithstanding, MFJ relief would not prompt 
the RHCs to enter into joint ventures with foreign manufacturers, 
much as AT&T has done. On the contrary, if allowed to manufacture, 
some RHCs might well be interested in participating with AT&T in 
the development and production of central office switches or other 
types of local network technology. The RHCs would benefit from such 
arrangements because they would then be in a position to ensure that 
new local network technology, including central office software oper¬ 
ating systems that are used to create new service offerings, is designed 
and introduced in full accord with their own competitive interests, not 
just AT&T's. Similarly, AT&T could benefit by collaborating with the 
RHCs because the local companies could help underwrite escalating 
R&D costs which AT&T will otherwise have to bear alone, or share 
with foreign joint venture partners. And the U.S. would benefit because 
American companies would retain control over new technologies that 
AT&T and the RHCs should be able to bring to the market. In addition, 
much-needed improvements in its relations with the RHCs should add 
to AT&T's share of the domestic equipment market, thereby reducing 
trade imbalances the Japanese and other foreign manufacturers are 
currently using to finance rapid growth in their R&D capabilities— 
growth that, if left unchecked or unchallenged, will surely result in the 
demise of AT&T's reputation as the world's foremost innovator of 
state-of-the-art telecommunications technology. 

Timothy Brennan later correctly observes that the U.S. "will not 
have the best policy with regard to the MFJ ... if the debate is shoul¬ 
dered with unrealistic expectations of and demands for 'proof,' and 
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denigration of what [economic] theory can tell us." He is not correct, 
however, in suggesting that policymakers will somehow need the ben¬ 
efit of more involved theoretical arguments or additional econometric 
evidence before they can make an informed judgment concerning the 
merits of MFJ relief. Common sense will suffice. 

Common sense and the continuing erosion of U.S. trade and techno¬ 
logical leadership in the global telecommunications market tell us that 
while relaxing the MFJ restrictions will not, in and of itself, revitalize 
U.S. competitiveness, it will help at a time when help is sorely needed. 
If this is to occur, however, jurisdiction over the MFJ will have to be 
shifted from the court to the federal and state regulatory commissions. 
As long as the court continues to administer the AT&T consent decree, 
it will do so on the basis of facts and conclusions that emerged from 
the government's case against the former Bell System fifteen years ago. 
While this approach to policymaking may have merit from a purely 
judicial perspective, it ignores the fact the telecommunications indus¬ 
try has changed, and must continue to change, in response to circum¬ 
stances that have little or nothing to do with "evidence" presented in 
the course of AT&T's antitrust trial. Since then, both technological 
advances and the emergence of a global economy have completely 
altered the nature and significance of the telecommunications market¬ 
place. If the U.S. expects to compete, domestic communications policy 
will have to change its orientation from one that is excessively preoc¬ 
cupied with the "ghost" of a company that no longer exists, to one that 
will promote, rather than handicap, U.S. economic interests. 

Michael D. Baudhuin 

It has become fashionable in some circles to place the AT&T antitrust 
decree at the center of the current debate on telecommunications trade 
policy. Robert Blau claims that if only the decree were changed to 
permit the divested Bell companies to manufacture equipment, they 
could help reverse the trade deficit. I reach the opposite conclusion: the 
Bell companies would not help the trade balance if they manufactured; 
instead, they would make it worse. What is more, the industry's ability 
to conduct research and development, which the consent decree has 
uniquely fostered, would diminish. 

The trade problem is not unique to telecommunications equipment. 
The total merchandise trade deficit for 1989 reached $109 billion, only 
2 percent of which was attributable to telecommunications equipment 
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TABLE 12.4 
U.S. Telecommunications Equipment Trade 

($ million) 

Trade Balance Year-to-Year Change 
1981 +817 

-542 
1982 +275 

-793 
1983 -518 

-633 
1984 -1,151 

-715 
1985 -1,866 

-164 
1986 -2,030 

-520 
1987 -2,550 

- 58 
1988 -2,608 

+ 623 
1989 — 1,935 a 

Source: Office of Telecommunications, International Trade Administra¬ 
tion, U.S. Commerce Department. 

“1989 figure would have been approximately -2,300 had accounting 
methods used in previous years not been revised. 

trade. The factors contributing to this economy-wide problem are as 
diverse as the affected industries themselves. Some of the factors cut 
across the industries as a whole; others relate to the individual sectors. 

In the telecommunications sector, some critics have held divestiture 
responsible for the telecommunications trade deficit, because it opened 
the American market for network products to foreign suppliers. The 
telecommunications trade figures do not support this theory. They 
clearly show that the trade problem not only predated the 1984 divest¬ 
iture by two years, but that the largest year-to-year increase in the trade 
imbalance occurred in 1983, before divestiture (see table 12.4). 

The disaggregated trade statistics also show network equipment is 
not causing a trade problem. The problem lies, as the North American 
Telecommunications Association has reported, in imports of "lower 
end" consumer products, which account for the bulk of all telecom- 
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munications imports.8 In 1989, for example, the U.S. imported $978 
million in facsimile machines, mostly from Japan.9 This represented 14 
percent of all telecommunications imports for 1989, 51 percent of the 
year's deficit, and a 95 percent increase over 1987 imports. 1989 im¬ 
ports of residential telephones reached $1.37 billion.10 Cordless phone 
imports11 alone have grown by 246 percent since 1985 and now com¬ 
prise 43 percent of total phone imports. Answering machines from 
South Korea and cellular phones from Japan also swell the deficit. 

Switching equipment imports, by contrast, were not only a small 
percentage (6.3 percent) of total 1989 telecommunications imports, but 
exports exceeded imports. (Exports totaled $826 million;12 imports were 
$438 million.13) Notwithstanding the efforts of foreign firms such as 
NEC, Ericsson, and Siemens to establish themselves in the U.S. mar¬ 
ket, American firms plus Northern Telecom-U.S. accounted for 91 
percent of 1987 U.S. sales of switching, transmission, and media equip¬ 
ment.14 

It is therefore specious to blame the consent decree for U.S. trade 
problems. The decree did open the market for network equipment, but 
it did not have a negative impact on trade. Responsibility for the trade 
deficit lies in part in other government actions taken years before 
divestiture was conceived, which opened the door to a flood of foreign 
consumer products. 

In Congressional testimony in 1976, Glenn Watts, then President of 
CWA, made a chilling prediction: opening the U.S. market for tele¬ 
phone equipment would mean the end of U.S. manufacturing capabili¬ 
ties for residential telephones (September 30, 1976, testimony under 
CCRA legislation before the Commerce Subcommittee on the Inter¬ 
state and Foreign Commerce Committee). Notwithstanding, in the 
1970s the FCC initiated a proceeding to end the near-monopoly of the 
old Bell System in supplying telephone equipment to consumers. At 
the end of the decade, the FCC set in place a registration program by 
which anyone can make and sell equipment to be attached to the 
AT&T public network. This was all the opening that the Far East, with 
its cheap labor supply, needed. Now, a decade later, the CWA's predic¬ 
tion has all but come to pass. Even AT&T has been forced, by ex¬ 
tremely low margins, to move several hundred residential telephone- 
set manufacturing jobs offshore (leaving 90,000 other manufacturing 
and support jobs in the United States), or exit the residential market. 

Having thus introduced competition, the FCC then adopted rules 
that had the effect of handicapping AT&T's ability to compete with the 
Far East manufacturers. In 1980, the Commission required AT&T to 
establish a rigid, structural separation between its regulated common 
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carrier business and its recently-detariffed consumer products business. 
AT&T asked the FCC to lift those Computer II rules after divestiture 
of its monopoly exchanges, which had been the justification for the 
rules in the first place. However, the FCC did not grant AT&T's peti¬ 
tion for another one-and-a-half years. In the meantime, the mandated 
duplication of resources cost AT&T $1 billion each year. 

Unrelated, but equally relevant to the trade issue, was the govern¬ 
ment's fiscal and monetary policy, which allowed the dollar to remain 
expensive in international currency markets. This had the effects of 
making imports cheap relative to U.S. products, and exports costly. As 
a result of this and other government policies, the nation's exports, 
across the economy, were not competitive in world markets. The tele¬ 
communications equipment surplus, which policymakers had taken 
for granted, quickly disappeared in an avalanche of facsimiles, tele¬ 
phones, and other consumer products from the Orient. 

Over the past several years, AT&T and other U.S. manufacturers 
have refocused their resources to enable them to produce the best 
products, incorporating the latest technologies, at the lowest cost. To 
compete in the global market, they have pared costs, streamlined oper¬ 
ations, improved inventory and manufacturing controls, applied new 
technologies, and tightened the links between research facilities and 
manufacturing operations. 

Signs of a more coherent telecommunications trade policy are now 
emerging in the government as well. A few years ago, the Treasury 
orchestrated the dollar's fall in relation to other currencies, making all 
U.S. exports more attractive to overseas buyers and making imports 
either more expensive or less profitable than before. The telecommu¬ 
nications provisions of the 1988 Trade Bill sent a strong signal overseas 
that Congress will not tolerate the continued protectionist policies of 
U.S. trading partners. The U.S. Trade Representative has now targeted 
the European Economic Community and South Korea for possible sanc¬ 
tions under the bill if they persist in closed markets. Other actions 
include the U.S.-Canada Free Trade Agreement, which eliminated the 
Canadian tariff on switching equipment, effective January 1, 1989. On 
the office products front, the International Trade Commission has ac¬ 
cepted AT&T's complaint against several Far Eastern companies for 
dumping their key systems on the U.S. market. 

It is not yet clear whether these measures will cause the demise of 
the trade barriers that have proved so intractable in the past. The 
barriers take many forms, from standards-setting practices to the cul¬ 
tural biases that the Recruit scandal in Japan have exposed to the world. 
Perhaps most pernicious is the captive-supplier relationship between a 
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nation's monopoly carrier and its switch manufacturer. The U.S.-Can¬ 
ada Free Trade Agreement has removed the tariff on switching equip¬ 
ment, but it will have no effect on Bell Canada's practice of turning to 
other suppliers only if Northern Telecom is not interested. An example 
of the extraordinary advantages a captive market provides a firm such 
as Siemens is illustrated by the fact that the Bundespost pays it about 
$700 for each telephone line installed, while U.S. telephone companies 
pay around $100.15 

This close relationship between manufacturer and monopoly carrier 
is what some seek to recreate for the Bell companies. It was an informal 
trade barrier in the old Bell System, and it would be once again. The 
terrible irony is that this time, America's main entry in the global 
sweepstakes, AT&T, would not be permitted to compete in its home¬ 
town based on the merits of its products. 

The decree may be the only thing that prevents the closed market of 
the past from reemerging. If the manufacturing injunction were elimi¬ 
nated, the consequences are predictable: the Bell companies probably 
would not manufacture consumer products at all, and have said as 
much in Congressional testimony. They would manufacture network 
equipment, and particularly central office switches, by joint venturing 
with foreign partners, and they would buy exclusively from those part¬ 
nerships. This means that the surplus in switching equipment would 
become a serious and entrenched deficit, and domestic R&D would fall. 
These conclusions are explained below. 

The Bell companies would not help the trade problem because they 
have little incentive to manufacture consumer products in the U.S., if 
at all. The market is dominated by imports from Asia, where labor is 
relatively cheap. Low margins have forced American companies, in¬ 
cluding AT&T and some of the Bell companies, to obtain consumer 
products sold under their name from the Far East, and that would not 
change if the decree were altered. In the office products market, all 
seven Bell companies are reportedly losing money.16 AT&T has seen 
its business so unfairly squeezed in this market by Asian firms that it 
has had to resort to the anti-dumping laws for relief. 

The more serious threat to the U.S. trade position is in the central 
office equipment market. The Commerce and Justice Departments, and 
the RBOCs themselves, recognize that the Bell companies would not 
start a switching business from scratch; the costs are too high. Instead, 
they would form joint ventures with established foreign manufactur¬ 
ers,17 from whom they would thereafter purchase equipment exclu¬ 
sively. Who are the candidates—the national switch manufacturers of 
Germany, Japan, France, Sweden, Canada, and Britain, many of whom 
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are working to lift the decree's manufacturing injunction. This would 
have the effect of foreclosing AT&T, America's only central office 
switch manufacturer, and only full-line telecommunications equip¬ 
ment manufacturer, from making sales to the Bell companies, who 
represent 80 percent of the market. 

The problem is not solved by the U.S.-based manufacturing facilities 
of Siemens, Nippon Electric, or other foreign firms. The profits of these 
operations are repatriated to Germany, Japan, and other foreign coun¬ 
tries. More seriously still, the R&D and the good high-tech jobs would 
be in Germany and Japan. America's role, and American jobs, would 
then be principally confined to metal-bending. 

The central office switch industry is contracting, even as the world¬ 
wide market is growing. The enormous research and development costs 
required to develop new products have caused mergers all over the 
world and more are expected. ITT has disappeared into Alcatel; Sie¬ 
mens has acquired the international operations of GTE; GEC and Ples- 
sey have together become GPT; AT&T has joint-ventured with GTE in 
the U.S. to upgrade GTE's switch with AT&T technology. Therefore, 
even if the Bell companies were to attempt to start their own switching 
business, they would not likely survive in a climate that cannot even 
support those already there. 

Unheeded now, even within the NTIA, is the Commerce Depart¬ 
ment's warning these joint ventures "could pose the threat of destroy¬ 
ing this country's indigenous central office equipment manufacturing 
capacity."18 Yet this is precisely what is at risk. AT&T has no pro¬ 
tected market; support for its worldwide efforts must come from suc¬ 
cess in the competitive U.S. market. If it must cede that market to the 
Bell companies' affiliated suppliers, AT&T and its research and devel¬ 
opment capabilities would vanish as an American presence in the global 
telecommunications equipment market. 

Research and development in telecommunications has been a bright 
spot in the otherwise alarming decrease in research investment across 
the economy. Between 1982 and 1987, telecommunications research 
and development expenditures almost doubled for the industry, and 
more than doubled for the companies that comprised the old Bell Sys¬ 
tem. AT&T Bell Laboratories' budget has increased by 35 percent over 
pre-divestiture levels—from $2 billion in 1983 to $2.7 billion in 1989 
—at the same time that AT&T's revenues have shrunk by 50 percent. 
This surge in research, so essential to the country, would be blunted if 
the Bell company markets were to close. 

In summary, the foreign trade consequences of changing the manu¬ 
facturing injunction would be devastating. It would (1) foreclose Amer- 
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ican markets to American firms, (2) deny American firms the revenue 
needed to sustain the research and development needed to sell equip¬ 
ment to Asian, European, Middle Eastern, and other foreign markets, 
and (3) give foreign firms captive markets and guaranteed sales in this 
country. The consequences would be especially severe because Japa¬ 
nese and European manufacturers have, to date, successfully excluded 
AT&T and other American firms from Japan, Germany, France, and 
other European markets. Removal of the injunction would have the 
extraordinary consequence that foreign firms would, through alliances 
with the Bell companies, exclude American firms from the American 
market as well. 

The AT&T antitrust decree ensures that U.S. manufacturers can 
compete on an equal footing with each other and with foreign compa¬ 
nies in supplying equipment to the monopoly Bell companies. This 
openness is what trade policy seeks in overseas markets, and it must be 
the policy in the U.S. as well, or the telecommunications trade picture 
will dim. 

For the United States to continue to reverse its $109 billion trade 
deficit will require cooperation between business and government in a 
host of areas that cut across all economic sectors. Business's focus must 
be on producing for world markets the best products and services at the 
lowest prices, and on becoming smarter at marketing those products 
abroad. The government should continue to pressure foreign countries 
to open their markets to U.S. products, but policies that focus on trade 
alone are not enough. Fiscal and monetary policies affect the availabil¬ 
ity of capital, and whether American products are priced out of foreign 
markets. The failings of the American education system must be re¬ 
dressed by government, with the help of parents and business. Labor 
policies that are expensive can also affect the competitiveness of U.S. 
industry. These and other areas should be the focus of business and 
government's collective effort to ready America for global competition. 

Timothy J. Brennan 

In the context of telecommunications trade, how do we know whether 
the MFJ restrictions are good policy? As economic policy, the MFJ 
debate pertaining to trade, innovation, or other policies fundamentally 
hinges on two issues:19 (1) the extent to which diversification by regu¬ 
lated local telephone monopolies would lead to discrimination and 
cross-subsidization, resulting in higher prices to consumers and exclu- 
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sion of more efficient firms from information services, interexchange 
markets, and equipment manufacturing; (2) the extent of economies of 
scope between local exchange service and these other businesses that 
could produce more efficient production and lower prices, and might 
outweigh any predicted harm from discrimination and cross-subsidiza¬ 
tion. Presumably, such consequential policies would not be undertaken 
without knowing their benefits, but they may be but an "enormous 
gamble," as Peter Temin has said20 and as William Baxter observes in 
chapter 1. The question I want to address is not whether the MFJ 
restrictions are a good idea but whether, in the trade context, these 
questions are addressed, if not settled, on the basis of economic theory 
or empirical evidence? 

The MFJ debate regarding trade takes on extra complications. Along 
with comparing the benefits of preventing abuse of the local exchange 
monopoly with the costs of sacrificed economies of scope, the policy¬ 
maker must decide the extent of trade-related market failures or non¬ 
economic factors that might change this cost-benefit test.21 In addition, 
trade considerations can erroneously imply that the debate is turning 
on measurement rather than conjecture. Data that speak to the magni¬ 
tude of the trade "problem" may not speak to the merit of rescinding 
or retaining the MFJ. If the MFJ impedes productivity and serves no 
purpose, it should be rescinded regardless of the sign or size of the 
telecommunications trade deficit. The crux of the trade and telecom¬ 
munications debate is whether the MFJ should be retained even if it 
promotes an efficient, but import-supplied, telecommunications in¬ 
dustry. 

As both Kenneth Robinson and William Baxter observe, trade con¬ 
siderations figured but little in the initial divestiture decision. Robin¬ 
son suggests that telecommunications trade was not running a substan¬ 
tial deficit at the time, and thus was not on the political agenda. 
Baxter's observations are more characteristically economic. Trade was 
not a consideration because, except as a threat to get other countries to 
open markets, there is no justification for policies solely to minimize 
imports. He says, "It certainly would not have influenced me in the 
negative to know I was going to increase international trade by taking 
the divestiture step." More bluntly, if Japan can sell CPE or central 
office equipment at lower cost than U.S. firms, the U.S. economy is 
better off buying their equipment rather than manufacturing its own. 
This conclusion holds, as Baxter points out, even if foreign countries 
maintain barriers restricting U.S. exports. 

The contributors to this chapter offer three major arguments on why 
these trade figures matter for post-divestiture policy. (1) BellSouth's 
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Robert Blau indicates that trade deficit signals a decline in the produc¬ 
tivity of the U.S. telecommunications industry relative to foreign pro¬ 
ducers. He views rescinding the MFJ as a major instrument for revers¬ 
ing that relative decline. (2) Eli Noam and Robinson argue that the 
trade deficit results in part by the unilateral opening of U.S. markets to 
foreign equipment, brought about by the FCC's registration program 
and the elimination of the "Buy Western" policy imposed on the local 
operating companies by AT&T prior to the divestiture. (3) Robinson 
also points out that the size of the telecommunication industry and its 
high-technology prominence make it politically important. Many jobs, 
profits, and political reputations are at stake. 

Robinson and Noam cite data on the growth of the U.S. trade deficit 
in telecommunications since the divestiture. However, MFJ evaluation 
requires an assessment of what these trade figures mean, whether they 
reflect well or ill upon the U.S. economy, and how they should be 
weighed against the efficiency considerations underlying the divesti¬ 
ture. Michael Baudhuin claims that the trade data should not carry 
much political or economic weight. He finds that the deficit is largely 
in "lower end" CPE, a sector neither technologically significant nor 
one in which integrated BOCs would likely participate as domestic 
original equipment manufacturers. In his view, lifting the MFJ would 
result in the BOCs joining with foreign producers in production ven¬ 
tures and then foreclosing other firms, including AT&T, from their 
markets, thus exacerbating the trade deficit. 

To make the trade data meaningful, the next step in the analysis 
should be verification of trade-related market failures that should affect 
MFJ policy. On this, the authors are generally silent, taking for granted 
that large deficits merit concern. The discussion is neither theoretical 
nor empirical; it seems to reflect political or business concerns rather 
than any clear conception of or fact about the public interest.22 The 
absence of a general picture makes it difficult to take seriously the 
nearly explicit suggestion that AT&T's pre-divestiture procurement 
policy, discrimination, and cross-subsidization were good because they 
kept down imports. 

The crucial argument is whether the MFJ keeps the U.S. telecom¬ 
munications industry from being as efficient as it should be. Blau 
speaks of limited productivity and a decline in R&D spending, techno¬ 
logical leadership, and competitiveness. Robinson fears that the U.S. 
will become a "technological colony" of the Japanese. Both suggest that 
the MFJ will contribute to these undesirable consequences, for reasons 
already familiar—that there are either economies of scope that make 
the BOCs especially efficient in the equipment markets subject to 
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import competition, or that BOC entry would improve the performance 
of firms with few competitors. The former argument would seem to 
apply more to the highly competitive CPE markets; the latter may 
apply to the more concentrated central office equipment business. 

Resolution of this controversy could turn on empirical comparisons 
of the likely harms of the divestiture, the magnitude of economies of 
scope, and the benefits of competitive entry, or it could turn on theoret¬ 
ical argument, spiced with anecdote or the odd piece of supporting data. 
The statements and responses of Brown, Baxter, McGowan, and Judge 
Greene together suggest in chapter 1 that the policy arguments initially 
surrounding the divestiture combined a general theory of inefficient 
behavior by diversified regulated firms with, from a variety of perspec¬ 
tives, particular experiences associated with the unique history of 
AT&T.23 The trade presentations here suggest that the trade aspect of 
the divestiture debate remains theoretical and anecdotal.24 No com¬ 
mentator offers empirical evidence for or against the propositions that 
the BOCs produce more efficiently than other suppliers, domestic or 
foreign, or would act anticompetitively against them. The data supplied 
may or may not speak to a significant trade deficit, but they do not tell 
us whether lifting the MFJ would either reduce the deficit or—not 
necessarily the same thing—improve the performance of the U.S. tele¬ 
communications industry.25 The debate here remains primarily theo¬ 
retical, complicated by the introduction of trade considerations for 
which there are data but no analytical framework in which they have 
any ready meaning. 

Interest in the development of the telecommunications industry 
since the 1984 divestiture by AT&T of its local telephone companies is 
not motivated only by the academic curiosity of the industrial histo¬ 
rian. The normative question of whether the divestiture was sound 
legal and economic policy remains important. It could be thought of as 
a subject for sophistry, for regardless of one's opinion of Humpty Dumpty, 
there is no way to put the egg back together. However, courts, regula¬ 
tors, legislators, and industry participants address this issue daily when 
assessing the restrictions in the MFJ26 that keep the BOCs from enter¬ 
ing other telecommunications markets and replicating the structural 
conditions that drew regulators and antitrust litigators to hamstring 
and then disassemble AT&T. 

Despite the understandable desire to ground telecommunications 
policy in empirical findings, it remains a largely theoretical enterprise. 
Data are often nonexistent or of limited relevance, especially when 
major policies are at stake. We do not have the luxury of a U.S. or world 
economy identical in every way to our own but for the divestiture and 
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MFJ against which we could compare our experience. Whatever the 
data, MFJ proponents can claim that the data would be worse but for 
the MFJ, while its opponents can claim the opposite; both are protected 
from empirical refutation. The counterfactual nature of the debate 
inherently implies that it will take place on theoretical grounds.27 

The statements included here regarding the decision to divest and 
the subsequent policy debates regarding trade support this conclu¬ 
sion.28 We need to tolerate, if regrettably, the absence of strong empiri¬ 
cal evidence to resolve policy disputes, even those as consequential as 
the MFJ restrictions. Other ways of informing judgment, including 
simulations and anecdotes as well as theoretical argument, need to be 
recognized. More econometric evidence would be helpful, but there is 
little reason to think it will be forthcoming, if those with such strong 
financial, legal, and political interests in telecommunications policy 
have not yet put forth such evidence. 

A corollary is that policy debate needs to be conducted without false 
hopes regarding the availability of empirical evidence and the relative 
speciousness of "mere theory." Otherwise, policy debate can be biased 
and hampered if one side can successfully place the burden of empirical 
proof on the other side. If this burden is insurmountable, the burdened 
side may lose even if it has the better theoretical and anecdotal case, 
and its opponent too lacks empirical support. Moreover, since incen¬ 
tives, benefits, and costs are ultimately in the subjective eye of the 
consumer, worker, and investor who perceive them, economic policy 
evaluation is unavoidably theoretical. We surely would not, and will 
not, have the best policy with regard to the MFJ, price cap regulation, 
ONA, or competitive policy, if the debate is shouldered with unrealis¬ 
tic expectations of and demands for "proof" and denigration of what 
theory can tell us. 

ENDNOTES 

1. AT&T 1982 Annual Report, p. 18. 
2. Eli Noam, Telecommunications in Europe, forthcoming. 
3. Eli Noam, "Beyond ONA: Designing a Modular Network as a Strategy for 

National Competitiveness," Center for Telecommunications and Information 
Studies, Columbia University Graduate School of Business, Working Paper, 
1989. 

4. See Bell Atlantic Corp., "Response to NTIA Request For Comments 
Concerning The Effects of The MFJ Restrictions On Bell Company Research, 
Development and Manufacturing," January 31, 1989, pp. 19-21; and Commu¬ 
nications Workers of America, "Information Industry Report," October 19, 
1988. 



Issues of International Trade 471 

5. See AT&T Annual Reports for the years 1984 through 1988. 
6. See “Less Manufacturing for AT&T: Allen's Vision For The '90s," Com¬ 

munications Week, October 2, 1989, pp. 1, 61. For a contrasting point of view 
on the competitive merits of manufacturing see "A Japanese View: Why Amer¬ 
ica Has Fallen Behind," Fortune, September 25, 1989, p. 52. 

7. See Laura D'Andrea Tyson and John Zysman, "Developmental Strategy 
and Production Innovation In Japan," in Chalmers Johnson, Laura Tyson, and 
John Zysman, eds., Politics and Productivity, How fapan’s Developmental 
Strategy Works (Cambridge, Mass.: Ballinger, 1989), pp. 59-130. 

8. Wall Street Journal, January 24, 1989, p. 7. 
9. HTSUS Code 851782.00.40. 
10. HTSUS Codes 851710.00.20, .40, .50, .70; 851790.30.00 and 852520.50.00. 
11. TSUSA Code 685.25.00 and HTSUS Code 852520.50.00. 
12. HTSUS Codes 851730.10.40, .10.80, .50.00 and 851790.20.00. 
13. HTSUS Codes 851730.15.00, .20.00, .25.00, .30.00, .50.00 and 

851790.05.00, .10.00, .15.00, .60.00. 
14. Northern Business Information Reports, Transmission Equipment Mar¬ 

ket and Central Office Equipment Market, 1988 Editions. 
15. The Economist, December 17, 1988, p. 70. 
16. Communications Daily, February 17, 1989. 
17. NTLA 1987 Trade Report, February 4, 1987, p. 92. 
18. Id., p. vi. 
19. For extended discussions of the theoretical justifications for the divesti¬ 

ture and the line-of-business restrictions, see Brennan, "Why Regulated Firms 
Should be Kept Out of Unregulated Markets: Understanding the Divestiture in 
U.S. v. ATePT," Antitrust Bulletin (1987) 32:741-93; "Divestiture Policy Con¬ 
siderations in an Information Services World," Telecommunications Policy 
(1989) 13:243-54. An especially relevant precursor to this analysis is Baxter, 
"How Government Cases Get Selected—Comments from Academia," Anti¬ 
trust Law Journal (Spring 1977), 46:586-91. 

20. Peter Temin, with Louis Galambos, The Fall of the Bell System (New 
York: Cambridge University Press, 1987), p. 365. 

21. Examples of such market failures and noneconomic considerations are 
the misgivings voiced by Jerrold Oppenheim and Commissioner Sharon Nelson 
concerning threats to privacy and First Amendment freedoms posed by monop¬ 
oly telecommunications technologies in an unregulated environment. 

22. Baudhuin also notes that telecommunications constituted only 2 per¬ 
cent of the U.S. 1988 trade deficit, and suggests that any endemic problems 
caused or created by this deficit spread far beyond the telecommunications 
industry. 

23. Not all of these parties to the creation of the MFJ world may agree with 
this conclusion. William Baxter admits (in chapter 1) that the MFJ "implicitly 
made a wager" that the losses predicted by this theory outweighed the gains 
from any economies of scope excluded by divestiture, and that "(i]t would be 
absurd to pretend that [the MFJ] was made on the basis of detailed econometric 
data." Judge Greene, however, is "convinced" of the divestiture's benefits and 



472 ECONOMIC ISSUES 

strongly rejects Prof. Baxter's characterization of the divestiture as a “gam¬ 
ble." 

24. The same conclusion could be reached regarding the debate over the 
MFJ's effects on telecommunications innovation. 

25. For example, one wonders how those concerned with trade would regard 
lifting the MFJ, if doing so would speed the development of new information 
services that rely on imported CPE. 

26. U.S. v. American Telephone and Telegraph, 552 F. Supp. 131, 226 (1982). 
27. An extensive discussion of the methodological problems associated with 

empirical and industrial policymaking is in Brennan, "Economic Theory in 
Industrial Policy: Lessons from U.S. v. ATeJT,” Graduate Institute for Policy 
Education and Research Working Paper 1989-1, George Washington University, 
1989. 

28. Ironically, they provide empirical support for the proposition that tele¬ 
communications is not empirically driven. 


