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emarikz of Alan Fearce

Fresident

Information Age Economics. Inc.

1 aporeciate the kind introduction. saving I am never dull. I

mav oreak that rule tonioht because there is nothing more esoteric

and dull than Computer II and Comouter III. One of the challenges

this evening will be to make them a2 little bit interesting.

1 went to the Federal Communications Commission (FCE) in 12706

with the idea that 2 separate subsidiarv would be a good idea. 1in

order *m allow ATH%T  and other regulated carriers to compete in

the emeraing information apge services area. But  the concept of the

separate cubsidiarv 1= about to die -— 1§ not in 128&4. then certzinlvy
in 1987.

By wav of background. please focus on the bottom of that
zlide {(see next page). First of ali. the Comoputer II policv was

enunciated in the soring of 1980, and it was implementea on January
1, 198%. exactlv twelve months before the modified final judaoment was

1implemented in the AT%T case. So Computer II policv began twelve



months before the divestiture of AT®ET. There are onlv three elements

to Computer I1. A lot of people think it s difficult to comprehend.

but it’= actuallv guite easy to understand.

The fi1rst element has to do with transmission services. which

are oivided inte two tvpes: basic =zervices and enhanced services.

The secand element concerns customer premises eguioment (CPE). And

CPE iz again divided into two tvpes: new CFE (which was defined as

anv CFPE installed after January 1. 1987} and embedded CFE (which

included old eauipment z2lready in the rate base before December I1,

19827 . The third element of Computer _II concerned separate

suhsidiaries. This element wazs taken from Computer I which was

promulogated in 1971, And  separate subsidiaries under Computer [I1

were anplied to the Bell Uperating Companies (BOCs) and to ATET - not
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to any other businesz entities in the United
The rationale <for that discriminatory treatment against the
BOCs and ATHT was that thev had behaved 1n nauahty waye throughout

the 19607 and 19707 s. The FCC had concluded through a series of
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ihauiries that ATLT and the BOCes were likelv to commit all kinds

of 1illegal. anti-competitive activities in order to control an

emeraing and possiblv competitive marketolace.

To go back to the first element. basic zervices were and are

regulated. and enhanced servicez unregulated. 0One of the reasons

whv the FCC differentiated hetween basic and snhanced was to draw

a bright line between what would and would not be regulated. One

of the tooicz tomioht is whether a bright line was drawn. And

it wasn’t., When wvou hear the Commission’™s
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definition of erhanced telecommunications szervices. vou will realize
that 1t did not draw & bright 11ne.

In order to be enhanced and theretore deregul ated.
telecommunications services must meet one or more of three criteria:
1) thev must change *the +ormat. the content. the code. and the
protococl of the message: 2! there must be subscriber i1nteraction with

stored information and %} the content must be restructured. The

Bell Operating Companiez and ATHET 1mmediatelv claimed that this

definition did not make sense. becauze as long as vou put & pirece of



1ntormation 1n one end of a pibpeline. regardless of what hapoens to

it in the pipeline. if it comes out on the other end of the pipeline

the zame wav it reallv 1= a basic telecommunications service. So the

comtroversy over baszic versus enhanced service -— the so-called
bright line -- never reallv eristed.
CFE pelicv 15 not being revizited. The CFE policvy 1z as

tollows: all new CPE (again. anvthing sold after Jdanuarv 1. 1983) 1s

to be deregulated. 1t cannot be part of a telephone companv®s rate

base. Thisg iz because ATLT. the BOCs. and Western Electric had been

found rezoonsible bv the Commizsion - long before the ATET antitrust

raze =~ +0or all kinds of illegal activitiez. The most outrageous

conauct wasz that the EBEell Operating Companies ordered literallsy

millionz of wnits of CFE and out 1t 1n the rate pase. regardliess of

the martetplace demand +or i1it. The embedded CFE 13 to pe phased out

ot the rate nase over a five vear period for the BOLs and & lonager

period +tor the independent telechone companies.

The third asoect of Computer ll. separate subsidiarie:s. orovides

that if the Bell Operating Companies or ATLT offer deregulated CPE
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enhanced telecommunlicatlions Services. thev mav do so onlv  via
separate subsidiaries. And that also was an enormouslv controversial
policy aspect. The two most controversial policv aspects of Comouter
11 were the separate subsidiarv reauirements - clearlv discriminatory
against AT%T and the BOCs - and then the zp—-called bright line.
Computer 11 has been in trouble from the start. There nave

been a number of waivers as a result of Computer 11 policies.
The most important waiver came on  September 18. 1985. when the FCC
abolished the cseparate subsidiarv concept for CFE. but not +for
enhanced sServices. That will come later. The Commission decided
to ailow AT4T to abolish its separate CFPE subsidiarv., thus saving
it more than $1 bililion annuallwv. One might wonder how tnev are
going to do that vcept by firing lots of people. But in promotinog
this policy. the FCC gave us a hint asz to the future direction of
policy on Computer I11. Az vou cee from the slide. there are tour
maior restrictions. (See next page.)

The Comouter III restrictions boil down to using accounting

ano auditing procedures instead of separate subsidiaries. As an

S



indicator of that. thne accounting and audit division of the FCC's
Common Carrier PBureau has increased its personnel in the last
three vears from 2& professionals in two locationsz - Washington,
D.C.. anad New York Citv. to more than B accountants and auditors -
and. I°m happv to sav. onlv one lawver. And this gives us an
indication of the FCC'z future policy directions. Itz kind of a

unemplovment act.

and an accountants

and auditors

emplovment

act.

Computer 111 was launched 1in the =ummer of 198%5. ana we’ll be
lucky 1+ itz resolvea i1n the third or fourth ouarter of 198&. I+ 1t
1z resolved 1n 1?8@. we'll be luckv 14 it’s 1mplemented bv January 1,
1987, which. generally speaking. i1g the date that the Commicsion 1=
aiming  for. The current Commission 1= 1n a period of cnange,
however. because there are likelyvy to be three new Commizsioners out
of five nent vear. which could change the FCC 'z policvy thrust.

Generally speakinag, Computer_ _IIl1 has two parts. One vervy
broad proposal would change the cour=ze of regulatoryvy policy guite

ragicallv. Thnere are reallv

6
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policv awav +Fraom the basic/enhanced servicesz dichotomyv. Easic

services will be verwv rigidly regulated bv the FCC. and enhanced

services not auite so much or not at  all, if being offered by

entities other than AT&T or the EBell 0Operating Companies. The

new emohacsis tocusez on whether a seament of the telecommunications

n

information industrv 1= subiect to “"effective competition®. A

sub—guestion 1

i

whether a particular service is subsiect to eftective
competition. If a gervice or an industrv segment 1= competitive.
then there’s no regulation. But i1f it isnt competitive. it is
sub iect to a verv contusing regulatory framework.

The second asbect of Computer II1 attemut; to tackle specific

problemsz with Computer 11, pnerhabs on an ad hoc basis. That 1s
unciear., hecause AT%T and the Bell Operating Companies want these
ceperific problems tackled auickly. and their competitors want them to
be tackled in thie broad-ranoing inaulry. In other words. they have
a vested i1nterest in procrastination. The second aspect of Computer

IIl1 attempt

i3]

to tackle cpecific oroblems that have cropped up in the

past five vears under Computer I1. But a maior flaw of Computer 111
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1 that it failz to anticipate (as= most regulatory policv does: the

development of more complex ewitches. interfaces, protocol

conversions., and a whole pletnora of software that can be housed in

central ott+ice ecuipment and allow the public switched telephone

networl to opertorm & 1ot of services that 1t couldn™t in the 19707 s.

In order to adopt Computer_ 11 imn the soring of 19220, the FCC was

coilecting data on a 1970°=s industrv. And the industrv obviously has

developed verv rapidly. az a result not onlyv of new technalogical

develooments. but also of the divestiture. So. technological

develoomentes and the divestiture have enabled common cartriers to

include a great deal of intelligence in the network so that users can

communicate more eficiently.

There are +our maicor problems with Computer 111 Fir=t. it
restz  wpon & determination  of "eftective competition®. What 1s
effective competition? And which services are etfectivelw
competitive” There are manv different views on this i1ssue. and
generally they range from "evervthing is competitive® to "nothing 1s
competitive', depending upon your policy perspectilve. Thizs explains
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WRv economists and lLawvers make tons of monev out of Comouter III.

In 1t=s Notice. the FCC did not give any guidance as to defining

"effective competition”. That is up to us.
Secona. part of the Computer _III Notice depends on & fairly
intimate understanding ot network Drocessing and protocol

conventions. Aoain. thiz is one of the esoteric aspects of Computer
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1t demandsz an abilitv to distinguish those network

processing andg protocol conver=sions, and to distinguish them from

data processing that can be included in software in a telephone

company s central oftice. This is nmnot an easv distinction, and a

future possible regulatoryv distinction under Computer III1 mav tocus

upon different kinds of software. What we mav bDe moving toward 1s

reguiation of software. ag opposed to regulation of ecuipment. I =zee

that as a danger. and I don’t think this situation 1z anv better than

the current =zituation under Computer I1.

Third. the FCC'= Notice depends on an understanding of

"hottleneck +facirlities”. A bottleneck 1 in the eve ot the bpeholder.

14 vou have a bottlenecii, vou sav it i=n"t a bottlenect. I+ vou
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don’t and vou need accest to a bottlenechk facilitv —— usuallv a local
telco’s facilities -—- vou gav that it is a bottleneck. So the local
telcos sav there’s no such thing as a local bottlenecth. Related to
the bottleneck isszue 1= the controversvy surrounding comparably
efficient interconnection or co-location. which relates to whether or
not the EBOC's competitors can locate their eauipment and software
close to. or actually in. the BOC's central offices. Clearlv this is

tied to the sousl access policy embodied in the MEJ.

Fourth. future entorcement of Computer II and III is going to
be lett to the accountants and the auditors —- not  the lawvers. I'm
sorrv to bring that news to New Yerk. one of the most lawvered cities
1n the country. but that is the policvy trend. This explains whv the
big er1ont accounting firmes are all developing large

telecommunications groups.
I have +our opredicted outcomes to Computer _1I11. Firest.
unfortunatelyvy. the separate subsidiaries will be abolished. Since

ATLT has won the abolition of the =eparate s=subsidiaryvy for CFE.

NYNEX mav need to be given the same break. Americans hold two things

10



dear to us: we don’t discriminate. and we don’t censor. And at the

moment. the Eell Operating Companies are being discriminated against.

Second. the policvy shift guite clearly is moving from customer

control over service choices. The policy trend that many of ue at

the FCC tried to encourage in the 1970°s, stemming from the 19607s,

was to move the choices to the user. Things are too sophisticated

todav. The central offices and the network are too sophisticated to

let the customer decide. That has perhapese Orwellian implications.

but 1t i1z trues. The customer does not know what the hell he or she

wantzs todav. or even what a central office can provide. So the

policy shitt 1z +rom the end-user bach to the central office or

network,

Third. and related to the second factor. because of problems

with ISDM  and Computer _I1II. the policy trend. 1% again getting the

trans=mis=sion network to be all that it can be in the name of

etficiency. The policy focus todav 1is on efficiency, -~ not

competition. A a aulck example of that. when New Jersev EBEell filed

for a waiver of Computer Il on asvnchronouz X-25 protocol conversion,

i1



1t claimed that it would be inefticirent too build an enhanced

telecommunications network over the basic network. therefore making

it better for one network to do both. The FCC granted a waiver in

the interecstsz of efficiencv. and demecratizing the information age.

Fourth. the new regulatoryv framework will depend in the future

on accountantz and auditores. not lawvers. We will have hordes of

accountant:

Ut

arnd auditors looking at our books. A friend at the FCC
recently told me: "Al an. Comoress iz giving us more monev for
professionalse. but no monev for travel. I have two oftices. one in
Washinotaon, D.C. and one in New York City. Who's aqoing to get
audited?f So if¥ vou work for Bell Atlantic or NYNEX, vou should send

tax—deductible contributions to the travel fund of the accounting and

andit

i

division, because thev ’d much rather go to €an Francisco. On

that pragmatic rnote. I leave the problems with you.



Rkemarkz of Joel Gross
Vice Fresident—-Research

Dean Witter FRevnolds

Mv role 12 to review what hapoens in Washington and 10 many
other environments. and trv to figure out what that means to the
regional telephone companiesz and the independent telco’s. as well
as to assess what impoact that has on those companies in terms of
ztock prices. Let me break mv comments intc two parts.

et me talk a little bit about the Customer Fremicse
Eauiopment (CFE: market and then about the networis marvet. pecause
the 1mpacts wi1ll be telt in both places. The s=separate
zubsidiaries are going to disapoear and the regionals will be
able to market and sell CFE along with dial tone more ettectivelwv
than through a separate, gcovernment imposed organization. All
those unnecessarQ handoffs, unnecessary statfs and overheads will
favor the reqgionals as more eftective markereers.

The problem todayv iz that ATLT Communications markets half
the oroduct line and ATET Information $Svstems= the other hald -

the CFE. FEX's and computers. I+ you can go to a customer and
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give them the whole storv like AT%T used to four or tive vears
aga. vou’'ll obviouslv be much more effective marketsers.

What does that mean? I don’t know about the $£1 billion
savinQgs some observers predict. You mav see that number kicked
arouno. but clearly there will be <=savings to AT%T ang the
reglonals. Their market share should improve. because of these
oroanizational changes and because of improved marketing skilles
and products. The losers will be the smaller interconnect people,
the independent marketeers of hardware. The interconnect business

na

it}

fallen on hard times, and thnigs will get worse and
worse. Eventuallvy vyou'll zee a 1ot of those guys fall by the
poards, o find other niches to plav in. But that’s the price of
a competitive market. and a mouse has to be caretul when
slephants dance. Clearly. the regionals. at $10-12 biliion

dollars a company in revenues, are not small entities. So it'=z

U]

obviously a good sign +or regionals and ATET. and not such a good
si1agn for the i1interconnect market.
R the network service side of the Industry. the Integrated

Services Digital Metwork (IEDM) is on  the horizon. In mv mind.

ISDH 1n the purest sense 1

1]

nothing more than a set of standards

ang ocrotocols. But it’s=s 1

n

o a great marketinag teol -—- and a

s

definition that ind of implies a rash of new. enhanced services

comima out of the networks because of the new technologies and

1t

processing abilities. We will see things like answering

services. network voice forwardinag., protocol cCoOnversions,

electronic mail. wakeup services. and all those nice i1nteractive

14



servicez that will nopefullyv one dav be avallable to the
recicgential market. To zome degree., the politicians are trvina
to force thiz through. to bring the benefitz of divestiture and
competition to the residential market.

S0 vou will see all those new sS8rvices. Again. what aoes
that mean? In terms of the regionals, there are wvery nice
implications.,. herause the software investment 1s relatively
small. Thev're not going to have to make massive investments —-
but rather make some changes in the software in the Class 5

== 4 machines for AT&T.

1]

machines for the regionals. or the Cl
Saftware 1S alwavs 2 difficult thing to impliement. and slwave nas
more proolems than opeople e:zpect. Itz not a big capital
inveztment. the wayv it iz to out tonz and tons of dollars 1n New
ewitches angd transmission. Itz reallv just an entiancement ot
tnoses things. So the revenus potential 13 very large compared to
a reiativelv =mall investment - i.e. itz highly protfitable.
Once the regionalz get into these businesses on the local side
and ATT on the longhaul =side, then 1t will open up zome Nice new
opportunities and profitz, and. of course. make their stocks look
more attractive.

Again, there are alwavys winners and losers. The losers may
be the manufacturers which provide adiunct boxes tq do things
like voice—+torward. and the wvendors which provide voice or
electronic mail. Again, when these large, well-capitalized
companies come into a market and are willing to take a loss tor a

long time to get market share, theyv’re going to put a lot of



pressure on the smaller operators. Again, I  think there s going
to be & pinch in that particular market.

Co-location ie alsc a kind of interesting issue. It works
to the advantage of the regionalz and AT&T., and against the other
vendors. Even though there theoretically will be a process for
other vendors to get their eauipment co-located with a telco
central office and +to have the same access as the telephone
company, that’z alwave a very difficult way to operate. I don™t
think ATST or any regionals will do anything to intentionally
stop the competition. But there will be encough administrative
issues there to make 1t difficult. even with the best intentions,
for the other wvendor= to come into the office.

Overall, Computer _IIl 1= positive for regionals and ATLT.
It will zave them monev. open up new revenue obportunities for
them., and cause other lines of business in the country. such as
the CFE market. to get much tighter. I= that good or bad for the
american public? I'm not here to make those Eindes of sudament
calls. but there will be competition. It won’t be 2.000 vendors
competing with each other. Instead. 1t will be eight vendors,
ATET and the seven regionals. in particular markets. a handful of
OCC"=. As markets mature the stronger will survive, and that’s

the ballgéme here.
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ROBERT PERRY

Assistant Professor
New York Law School

.My comments will be fairly brief, because frankly I do a
lot of work in other areas these days. My background was
initially in the common carrier area, and I still view it from a
distance. So perhapg I can offer some observations.

First, with regard to the Computer III, there is a question
of effective competition. I was very interested to hear what
Alan said about that, because I currently represent the ACLU
in a lawsuit in the D.C Circuit challenging the FCC's decision to
deregulate basic cable service rates on the ground that cable
systems are subject to "effective competition". The very same
issue that's coming up in Computer III has come up in connection
with cable rate deregulatioh. And I suspect that the Commission
will proceed in much the same way in Computer III as in the cable
area.

In the cable proceeding, the Commission received a filing
from the Justice Department's Antitrust Division, suggesting that
cable operators had substantial market power in their respective
communities, because they each controlled the local bottleneck
broadband facilities and could provide a bundle of services that
was unavailable from other video delivery systems. The
Department of Justice used antitrust market analysis and
microeconomic theory. The Commission summarily dismissed the

Justice Department's filing, however, and proceeded to deregulate
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the rates of over 98% of the cable systems in the country.
That's probably what the Commission is going to do here. That
may be a bit cynical, but that's the way the Commission 1is
moving. I think they'll probably find that many services and
market segments are subject to effective competition. Whether
that will be upheld by the courts is up in the air.

The elimination of the separate subsidiary requirements
is really unfortunate. I don't believe that an auditing function
can replace a separations requirement. Over a number of years,
the FCC has attempted to audit AT&T, back when it was formally
regulating AT&T around 1968. Prior to 1968, there was a
"continuing surveillance" program and relatively informal rate
regulation of AT&T. But after 1960 the Commission tried
unsuccessfully to develop various cost allocation procedures and
finally gave up a few years ago. I see the same kind of cost
allocation problems arising after elimination of the separate
subsidiary requirement. While it may be better to have less
lawyers and more accountants trying to do this kind of
regulation, I'm not so sure that even 8@ accountants won't be
outmanned by AT&T, and finally have to throw in the towel. So
I'm not sure that the auditing function will be an adequate
substitute for a separate subsidiary. I'm concerned because the
enhanced service market has a chance of developing into a highly
competitive market. But without the separate subsidiary
requirement, there will be cross-subsidy problems with rates,

with costs flowing to the monopoly rate payers - - or what's left
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of the monopoly rate payers - - as well as with underpricing and
perhaps even predatory pricing in the various enhanced services
markets. In the long run, we may end up not with a perfectly
competitive environment, but rather with perhaps two or three
companies. Perhaps they'll have an oligopoly, but I'm not sure
that this is the preferable solution.

My only other comment focuses on the quick shift from
Computer II to Computer III. I just wonder whether that had so
much to do with technological changes or with the fact that
Computer II was adopted under an Administration that quickly
went out of office. Computer I] was adopted in the spring of
1988, and the reconsideration order came down in October of 1984.
But a subsequent administration had the chore of implementing
Computer III. And although the Carter Administration was very
much interested in deregulation, the Reagan Administration is
even more interested and has accelerated the pace of
deregulation., FCC Chairman Fowler's favorite buzzword is
"unregulation," not deregulation. I just wonder whether the
present Administration really tried hard enough to implement

Computer II, or whether they let things slide and thereby created
an excuse for starting Computer IJI.
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