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INTRODUCTION

AN OVERVIEW OF THE
TELECOMMUNICATIONS ACT OF 1996

The “Telecommunications Act of 1996,” signed into law on
February 8, 1996, opens up competition between local telephone
companies, long-distance providers, and cable companies; ex-
pands the reach of advanced telecommunications services to
schools, libraries, and hospitals; and requires the use of the new
V-chip technology to enable families to exercise greater control
over the television programming that comes into their homes.
This Act lays the foundation for the investment and development
that will ultimately create a national information superhighway
to serve both the private sector and the public interest.

President Clinton noted that the Act will continue the efforts
of his administration in ensuring that the American public has
access to many different sources of news and information in their
communities. The Act increases, from 25 to 35 percent, the cap
on the national audience that television stations owned by one
person or entity can reach. This cap will prevent a single broad-
cast group owner from dominating the national media market.

Rates for cable programming services and equipment used
solely to receive such services will, in general, be deregulated in
about three years. Cable rates will be deregulated more quickly
in communities where a phone company offers programming to
a comparable number of households, providing effective compe-
tition to the cable operator. In such circumstances, consumers
will be protected from price hikes because the cable system faces
real competition.

This Act also makes it possible for the regional Bell companies
to offer long-distance service, provided that, in the judgment of
the Federal Communications Commission (FCC), they have
opened up their local networks to competitors such as long-dis-
tance companies, cable operators, and others. In order to protect
the public, the FCC must evaluate any application for entry into
the long-distance business in light of its public interest test,
which gives the FCC discretion to consider a broad range of
issues, such as the adequacy of interconnection arrahgements to
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permitvigorous competition. Furthermore,in decidingwhetherto
grant the application of a regional Bell company to offer long-dis-
tance service, the FCC must accord “substantial weight” to the
views of the Attorney General. This special legal standard
ensures that the FCC and the courts will accord full weight to
the special competition expertise of the Justice Department’s
Antitrust Division--especially its expertise in making predictive
judgments about the effect that entry by a bell company into
long-distance may have on competition in local and long-distance
markets.

Title V of the Act is entitled the “Communications Decency
Act of 1996.” This section is specifically aimed at curtailing the
communication of violent and indecent material. The Act re-
quires new televisions to be outfitted with the V-chip, a measure
which President Clinton said, “will empower families to choose
the kind of programming suitable for their children.” The V-chip
provision relies on the broadcast networks to produce a rating
system and to implement the system in a manner compatible
with V-chip technology. By relying on the television industry to
establish and implement the ratings, the Act serves the interest
of the families without infringing upon the First Amendment
rights of the television programmers and producers.

President Clinton signed this Act into law in an effort to
strengthen the economy, society, families, and democracy. It pro-
motes competition as the key to opening new markets and new
opportunities. This Act will enable us to ride safely into the twenty-
first century on the information superhighway.

We wish to acknowledge the contribution of Loris Zeppieri, a
third year law student, who helped in gathering these materials.

Bernard D. Reams, Jr.
William H. Manz

St. John’s University

School of Law
Jamaica, New York
April 1997
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WILL TELECOMMUNICATIONS MEGAMERGERS
CHILL COMPETITION AND INFLATE PRICES?

WEDNESDAY, OCTOBER 27, 1993

U.S. SENATZ,
SUBCOMMITTEE ON ANTITRUST, MONOPOLIES
AND BUSINESS RIGHTS,
COMMITTEE ON THE JUDICIARY,
Washington, DC.
The subcommittee met, pursuant to notice, at 9:54 a.m., in room
SD-228, Dirksen Senate Office Building, Hon. Howard M. Metzen-
baum (chairman of the subcommittee) presiding.
Also present: Senators Simon, Hatch, Thurmond, and Specter.

OPENING STATEMENT OF HON. HOWARD M. METZENBAUM, A
U.S. SENATOR FROM THE STATE OF OHIO

Senator METZENBAUM. We will start this hearing a little earl
because there are two votes on the floor of the Senate. I will as
the first panel of witnesses to take their seats.

We are here today to begin a series of hearings on the wave of
metgamergers that are sweeping the telecommunications industry.
Before any of these mergers are allowed to go forward, there is one
overriding question that we must answer for the American
consumer; that is, will this unprecedented convergence of tele-
communications giants create a swarm of cost-cutting entre-
preneurs or a handful of price-gouiing monopolists. Before any
telecommunications deal is approved by the antitrust authorities or
the Federal Communications Commission, we in Congress must be
able to assure the American people that we know the answer.

I have not made up my mind about any particular merger. How-
ever, I do have serious reservations about many of them, including
Bell Atlantic’'s merger with Tele-Communications, Inc., QVC's
mgger with the Home Shopping Network, AT&Ts acquisition of
McCaw Cellular Communications, and the contest between QVC
and Viacom to acquire Paramount. The subcommittee will hear
more about these deals from Bell Atlantic, Viacom, and Paramount
today. We have been in contact with TCI, QVC, and AT&T, and ex-
pect them to appear before the subcommittee at a future date.

I believe that some press accounts have oversimplified and even
distorted my position on the com{)lex issues involved in these merg-
ers. Let me make my position clear today. I do not believe that a
deal is necessarily good or bad because it is big. The concerns 1
have expressed agout certain mergers are based on my reasoned
judgment that consumers can be exploited by conglomerates that
wield too much market power. The elimination of competition and

1)
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the g%:entlal to compete is, in most instances, harmful to consum-
ers. The key is exces3ive market power, not size alone.

To that end, I am frank to say that the deal that concerns me
the most is the merger of Bell Atlantic with TCI. Together, these
monopolists will form a colossus which will have a teqephone ora
cable wire connecting approximately 40 percent of the homes in
America. As you can see by the chart to my right, this deal will
also give the new conglomerate control of the lion’s share of Ameri-
ca’s most popular cable programming. Frankly, I had planned to re-
cite the entire list of TCI-controlled programming until I realized
that it would add 5 to 10 minutes to this opening statement. More-
over, TCI can make a sizable addition to its stable of programming
if QVC—in which TCI already owns a 28-percent stake—acquires
the Home Shopping Network and Paramount.

Given the size and scope of Bell Atlantic’s and TCI's holdings,
the merger could create a megamonster. It would have formidable
power to dominate the cable market and to freeze competition.
which would otherwise occur between local phone companies and
cable television systems. Such a concentration of power cannot be
dismissed lightly by the Congress, the antitrust authorities, or the
Federal Communications Commission.

To my mind, the Bell Atlantic deal raises four fundamental ques-
tions. First, can the merger of two huge monopolies that would oth:
erwise be fearsome rivals usher in greater competition? Second,
should any restrictions be imposed on the new conglomerate’s abil-
ity to leverage its power in the cable programming and distribution
markets? Third, cen FCC and State regulatory authorities govern-
ing phone and cable companies adequately protect consumers? Fi-
nally, is there anything unique about this combination of monopo-
lists that cautions against the merger?

First, it is no secret on Wall Street that local telephone and cable
monopolies were positioning themselves to compete against one an-
other. Both Bell Atlantic and TCI have made public statements to
that effect. At a March 1990 hearing before a House Energy and
Commerce Subcommittee, one of Bell Atlantic's vice presidents
stated that “Bell Atlantic wants to be a full-service cable company
and was capable of competing with entrenched cable companies.”
Likewise, at a cable television public affairs forum in March 1992,
John Malone of TCI stated that TCI would “look at new revenue
opportunities such as * * * residential phone service.”

ow, the merger will put an end to any possibility of competition
between Bell Atlantic and TCI, which is an issue that the antitrust
authorities will have to consider. Gauging the anticompetitive ef-
fects of a merger that eliminates a potential rival is an issue that
the antitrust laws have wrestled with for at least three decades.
The Supreme Court clearly articulated this concern in its 1964
Penn-Olin decision stating that “The existence of an aggressive,
well-equipped and well-financed corporation * * * waiting anxiously
to enter &gemarket would be a substantial incentive to competition
which cannot be underestimated.” ,

Another antitrust issue is whether aYproving this deal could lead
to an industry dominated by a handful of telecommunications con-
glomerates that have powerful incentives to coexist instead of com-
pete. In antitrust terms, this is called mutual forbearance. The the-
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ory is that a conglomerate which is relatively strong in a particular
market may refrain from competing aggressively with a conglom-
erate in another market out of fear of retaliation. Clearly, such a
tacit agreement not to compete would harm consumers by inflating
prices and limiting choices.

My second major concern about the deal is how much Bell Atlan-
tic’s financial deeﬂ pockets will entrench TCI's market power in the
cable industry. That could raise new entry barriers against other
phone companies or small entrepreneurs experimenting with new
technologies. As it stands now, TCI has dominated the cable mar-
ket by shrewdly positioning itself as the industry’s gatekeeper. It
has done so by amassing an extensive array of cable programming
and building a vast set of cable systems.

Let me explain. First, a cable system can’t be successful if it
doesn’t have the programs that viewers demand, such as news
shows, movies, sporting events, and shopping channels. Currently,
most of these programs are owned by the cable companies them-
selves. However, TCI owns or controls more programming than any
of its competitors. That gives TCI the power to cripple its rivals
and to keep new competitors out of the market by refusing to sell
programming to them on reasonable terms.

I might add that Bell Atlantic is well aware of the barriers to
entry that allowing one company to own so much programming cre-
ates. In a January 1993 filing with the FCC, Bell Atlantic stated
that “Cable has used its control of programming to impede the de-
velopment of competing distribution systems. by denying access to
cable-owned programming or by providing access on unfavorable,
discriminatory terms.” :

Second, the reach of TCI's cable network allows it to control a
rival programmer’s access to the entire cable market. TCI has the
Nation’s largest cable television system. It reaches about 25 per-
cent of all cable subscribers. The conventional wisdom in. the indus-
try is that a new cable program cannot break even unless it
reaches the critical mass of viewers that subscribe to TCI's cable
system. That means TCI's decision not to carry a program, for
whatever reason, can doom it. .

Bell Atlantic itself has acknowledged that cable systems have
.abused their power to control which programming gets to market,
In a January 1993 filing with the FCC, Bell Atlantic complained
that “Cable operators have also impeded the development of inde-
pendent programming sources by denying them access to theit mo-
noFoly cable systems.”

expect the antitrust authorities to take a hard look at whether
the new conglomerate has too much power to chill competition be-
cause of its market penetration and its control over so much cable
programming.

My third major concern about the merger is whether regulatory
measures are sufficient to control anticompetitive conduct in this
industry. As we will hear from several of today’s witnesses, Federal
regulations have not prevented Bell Atlantic and TCI from usin?
anticompetitive business tactics against their rivals in the gast.
believe that is significant and should also be considered by the

-antitrust agencies.
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1 am aware that the Cable Act passed by the Congress last year
rohibits a great deal of anticompetitive conduct. However, the new
aw has not been tested and may not be sufficient to curb all pos-

sible abuses of the new conﬁlomerate's market power.

Bell Atlantic seems to share my general skepticism. It recently
sued to have the FCC's decision on cable rates overturned in favor
of regulations that would reduce cable rates by 28 percent. In its
pleading, Bell Atlantic described the FCC's decision as “arbitrary
and capricious.” It also claimed that the FCC rules left cable rates
“inflated” and permitted “monopoly operators to continue exercising
market power control contrary to the congressional purpose.”

I also have doubts about whether the new FCC rules can prevent
cable and telephone conglomerates from making monopoly profits
at the expense of consumers. Prior to the merger, Bell Atlantic ex-

ressed similar doubts. In a January 1993 FCC filing, it urged the

CC to regulate the cable industry to “ensure that cable operators
do not evade the Commission’s rate regulations by recovering mo-
nopoly profits through inflated prices.”

n summary, it would be a mistake for the antitrust authorities
to rely on untested administrative remedies to protect consumers
from telecommunications conglomerates. Finally, I believe that we
must be especially careful to scrutinize a merger that involves the
medium through which our society communicates the basic values
of our democratic society. The exchange of views on television, over
the phone, and through computer networking would be influenced
by a merger of this breadth.

erefore, I want to be certain that our antitrust authorities
scrutinize the broad rolitical and social ramifications of this merg-
er. As John Shenefield, the Carter administration’s antitrust chief,
stated almost 15 years ago in testimony before the subcommittee:
The relationship between economic size and political influence * * * i3 a fairly di-
rect one. People across this country * * * [grow] quite concerned when they see a

limited number f corporate decisionmakers, in effect, governing their lives without
direct responsibility, with no public mandate, and without any accountebility.”

It is altogether appropriate for the antitrust authorities to con-
sider the pervasive power that a telecommunications conglomerate
would have to influence our democratic institutions. I would also
expect the antitrust authorities to take appropriate steps to block
or modify this merger if, after careful scrutiny, the concerns that
I and others, including State regulators, consumer groups, and the
National Association of Broadcasters have raised, persist. However,
I am confident that the Department of Justice will pursue this
merger with the vigor it deserves. Their statement indicates that
“The proposed telecommunications acquisitions will be analyzed
under all plausible theories of competitive harm.”

At the conclusion of my statement, I will include in the record
a statement submitted to us by Ms. Anne Bingaman, head of the
Antitrust Division of the Department of Justice.

I intend to stay involved in this matter and to look carefully at
other proposed mergers in this industry, and if I believe that it is
necessary, I will propose legislation to adjust our communications
policies in the phone and cable industries. I plan to work closely
with my colleagues to review the 1992 Cable Act and the 1934
Communications Act to ensure that our antitrust and communica-
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tions policies work in tandem to protect consumers from being vic-
timized by telecommunications conglomerates.
[The prepared statement of Ms. Bingaman follows:]

PREPARED STATEMENT OF ANNE K. BINGAMAN, ASSISTANT ATTORNEY GENERAL,
DEPARTMENT OF JUSTICE, ANTITRUST DIVISION

Mr. Chairman and Members of the Subcommittee, | appreciate the opportunity
to submit this statement for the record of your hearing on mergers in the tele-
communications industry. The announcement of two significant acquisitions in the
telecommunications industry has focused attention again on this critical area of the
economy. The Department of Justice's Antitrust Division closely monitors trans-
actions in this area since developments in the communication of information will
likely be the catalyst for innovation and productivity growth in the economy well
into the next century. Telecommunications developments also will have profound
and immediate impact on virtually all consumers.

A restructuring of the telecommunications industry requires sound and reasoned
antitrust enforcement. Sound enforcement is necessary to assure continuing com-
petition in telecommunications markets. The maintenance of competitive markets is
crucially important in maximizing the development of innovative technologies and
services, and providing consumers with the widest possible range of choices at the
lowest possible prices. Antitrust enforceinent also consists of preventing transactions
that result in limited access for competitors to telecommunications markets,

Department of Justice merger fpolicy also recognizes that telecommunications
mergers may have the potential to create innovative and efficient companies and
promote the development of new technologies. For example, there has n some
suggestion that these mergers may advance the creation of the long-promised “infor-
mation superhighway.” The Department will closely scrutinize such claims in the
course of its merger investigations.

The Department of Justice subjects mergers and acquisitions in the telecommuni-
cations industry to rigorous scrutiny as required by law. The Department takes ac-
tion to oppose transactions after careful review and investigation, typically under
the 6P ures mandated by the Hart-Scott-Rodino Antitrust Improvements Act of
1976. Under the HSR Act, the merging parties are prohibited from consummating
a proposed transaction while we conduct a formal investigation,

telecommunications acquisitions will be analyzed under all plausible
theories of competitive harm. Investigations will not be limited to those markets in
which the merging parties are direct competitors. The Department of Justice will
oppose any transaction if there in significant evidence that the transaction is likely
to result in competitive harm. Intervention, if any, will be structured to ensure the
prevention of the possible competitive harm caused by the transaction.

Senator METZENBAUM. We will have to take a recess. I see there
are five lights on. I will be back just as soon as I can. My guess
is it will take me 10 or 15 minutes.

(Recess.)

Senator METZENBAUM. The subcommittee will come to order. I
welcome our witnesses this morning. I think you have all been ad-
vised that we have a 10-minute time limit, and we will try not to
be too rough on that score, but at least try to keep it within the
10 minutes.

Mr. Smith, we have you as our first withess. Please proceed.

PANEL CONSISTING OF RAYMOND W. SMITH, CHAIRMAN AND
CHIEF EXECUTIVE OFFICER, BELL ATLANTIC CORP.; SUM-
NER M. REDSTONE, CHAIRMAN, VIACOM INTERNATIONAL,
INC.; AND MARTIN S. DAVIS, CHAIRMAN AND CHIEF EXECU-
TIVE OFFICER, PARAMOUNT COMMUNICATIONS, INC.

STATEMENT OF RAYMOND W. SMITH

Mr. SMITH. Thank you very much. Good morning, Mr. Chairman
and members of the subcommittee. My name is Ray Smith and 1
" am the chairman and chief executive officer of the Bell Atlantic
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Corg. I am pleased to have the opportunity to testify on the merger
of the Bell Atlantic Corp., TCI, and Liberty Media. I also want to
thank Chairman Metzenbaum for holding hearings on this merger
so promptly. I welcome the opportunity to explain to Congress and
the American people why this merger is in the public interest.

On October 13, 1993, Bell Atlantic, TCI, and Liberty Media an-
nounced our intent to merge in order to create a new kind of com-
%ny, combining Bell Atlantic’s telecommunications skills with

8 and Liberty’s abilities in the creation and the delivery of pro-
gramming. The net result is a new Bell Atlantic that will cut
through the hassle, giving our customers a whole new level of
choice and control and convenience in the multimedia marketplace.

Today, consumers are putting up with a tremendous amount of
confusion and expense just to get a sampling of the choice and con-
trol and convenience that they badly want—VCR’s that they can’t

rogram, cable channels they can’t keep track of, computers and
ax machines and telephones that they can’t integrate. Consumers
want and deserve to have a simple, straightforward way of using
the technology to get precisely the information that tney want
when they want it and how they want it.

It is also clear that neither today’s telephone network nor today’s
cable network alone can meet every one of these customer require-
ments. Both industries will have to transform their embedded tech-
nology base into full-service networks with the power of broadband,
the flexibility of switched capabilities, and the freedom of mobile
telephone services. These full-service networks will tap the pent-up
demand for choice and control and convenience in the communica-
tions marketplace.

Our consumers will be the early beneficiaries of such services,
such as video on dgmand that will allow consumers to select the
program they prefer’ from a library containing thousands of titles;
interactive distance learning that will allow adults and school-age
children to not only watch, but to participate interactively with
classes across the city or across the country, or even across the
world. Interactive distance medicine will allow patients and doctors
to consult a range of specialists without leaving their home or their
office, and telecommuting will allow millions to work at or near
home, thereby reducing the traffic on our Nation’s highways.

The early introduction of these new services will promote the de-
velopment of the information superhighway, will increase competi-
tion for both video and telephone services, and will allow America
to be a global competitor with technologies, products, and services
to export.

A key vision of the Clinton administration is the establishment
of a national information infrastructure, an information super-
hiqhway. Our merger supports that vision. The new Bell Atlantic
will spend over $15 billion during the next 5 years to create a na-
tional network of distribution systems that will transform the way
we work and play and learn.

This accelerated investment in the new information technologies
that make up the electronic superhighway will make the inter-
active, multimedia vision a reality much sooner than expected and
without the use of any government money. This commitment to the
information superhighway means more jobs not just in companies
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like Bell Atlantic, but also in U.S. companies that are developing
the e?uipment and the software that will be used in and with the
new full-service networks. Also, by bringing video services to our
telephone customers and telephone services to our new video cus-
tomers, we will stimulate competition where none existed before
and bring more customer choice on the markets served by new Bell
Atlantic.

Senator, if you look at the map that you referred to in your intro-
ductory remarks, you will see red areas all over the country. Those
areas mean more competition, not less. A second telephone com-
pany is coming soon in those areas to provide more choice and
more opportunities and more competition. If you look at the yellow
areas, the old Bell Atlantic area, that is where a second cable com-
panly is going to be built, providing competition to the existing
cable operators. ;

Outside Bell Atlantic’s current teEphone service areas, in effect,
we will upgrade TCI's cable networks to compete with all comers,
including the incumbent local telephone companies. In Bell Atlan-
tic’s current telephone service areas, we will upgrade our telephone
networks to compete with all other providers, including incumbent
cable companies.

We cannot forget in this changing world of technology that in all
of these areas you will find well-financed companies, wireless com-
panies, providing competition for both cable and telephone, well-fi-
nanced companies like AT&T and Bell South and Ameritech, and
direct broadcast satellite companies providing competition to the
cable companies.

To eliminatg any concern about competition in the Bell Atlantic
region, we will spin off or sell all TCI and Libarty Cable systems
operating there. This means that these cable companies will be
completely separate from the new Bell Atlantic—separate compa-
nies, no common officers, no common directors, no common employ-
ees, no connection; in effect, competitors.

Bell Atlantic has stated to the Department of Justice and the
FCC that we will not retain TCI's in-region cable properties. At.
tached to my prepared remarks today is a letter that I sent yester-
day to key Members of the House and Senate Committees on the
Judiciary, as well as Coinmerce, reaffirming that commitment.

Finally, by creating a company that will be one of the world’s
premier protiders of communications services, we will help secure
America's preeminence in the global information marketplace. In-
stead of watching from the sidelines while foreign companies ac-
quire our studios, our long-distance companies, and other program-
ming assets, the new Bell Atlantic will be developing new networks
and new services right here in the United States that can be ex-
ported around the world. In sum, we think this is a perfect infor-
mation age marriage, right for our customers, right for our inves-
tors, and right for the American public.

At the same time that many are cheering this idea of a new Bell
Atlantic and the principles of this merger, some have claimed that
the merger might result in a company that is too large. We should
put such claims in perspective. Despite the merger, Bell Atlantic
will still be one-fourth the size of AT&T, the Nation’s largest com-
munications company, and even before its planned merger with
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McCaw. After the merger, Bell Atlantic’s video programming reve-
nues will only be 6 or 6 percent of the total video programming rev-
enues qenerated in the United States. The notion, therefore, that
Bell Atlantic by sheer size alone will dominate the marketplace for
interactive, multimedia services is without foundation. There are
many capable competitors, as the world will see as it evolves.

The proposed mer%er has other benefits as well. First, because
the merger is primarily a stock-for-stock transaction, the merger is
being funded by Bell Atlantic’s shareholders and not Bell Atlantic's
telephone ratepayers. Second, within our region we plan to build
video dial tone networks according to the rules set by the FCC.
Under those rules, all video programmers will have access to that
network on the same terms and conditions as Bell Atlantic or any
other comrany. This means that the networks in our region will be
open to all providers of video programming. We cannot and we will
not dictate what cable companies, TV companies, or movie studios
will put over our network.

Third, although we believe that existing State and Federal regu-
lations are adequate to protect telephone rategayers, Bell Atlantic
will offer all in-region video roframming through a subsidiary
that is separate from the local telephone company. That separate
subsidiary will have access to the video dial tone network only on
the same terms and conditions as any other video programmer.

Bell Atlantic is determined that this is one industry in which
America will not lose its preeminence. This is one merger that we
believe deserves the support of Congress. It is procompetitive and
it will cut through the hassles, giving American consumers more
choice, more control, and more convenience. Finally, this merger
will create jobs and that will be good for the American economy.

Thank you again, Senator, for this opportunity to apgear here
todﬁ'. I am happy to answer any questions anyone might have.

[Mr, Smith submitted the following:]

BELL ATLANTIC CORPORATION,
Arlington, VA, October 26, 1993.

The Honorable HOwWARD M. METZENBAUM,
Chairman, Subcommittee on Antitrust, Mon%mliea and Business Rights,
Senate Judiciary Committee, Washington, DC.

DEAR MR. CHAIRMAN: As you know, earlier this month, Bell Atlantic, TCI, and
Liberty Media announced our intent to merge in order to create a new kind of com-
pan{, combining Bell Atlantic's telecommunications skills with TCI's and Liberty's
abilities {n the creation and delivery ol;)progrnmming.

I am enclosing for your review our October 12, 1993 letter of intent setting forth
the principal terms and conditions pursuant to which Bell Atlantic proposes to nego-
tiate a merger with TCI and Liberty Media Corporation.

In my testimony before the Senate Antitrust Subcommittee today I will restate
my commitment that at the end of this process Bell Atlantic will spin off or sell all
Tél and Liberty cable systems in the Bell Atlantic region. These cable companies
will be completely separate from the new Bell Atlantic Compani—no common offi-
cers, no common directors, and no common employees. These cable systems will be
managed separately and that no officer, director or other employee of one will serve
as an officer, director, or emploiree of the other. Because both companies will be pub-
licly traded, their ownership will change over time.

1 would like to achieve this result immediately, but there is one thing stoppin
us from creating these two separate companies at the closing of our transaction an
that is the Modified Final Judgment. Let me explain.

Under that consent decree, Regional Bell Operating Companies were prohibited
from entering the interexchange telecommunications services market now served by
AT&T, MCI, Sprint, several domestic satellite fleets and literally hundreds of other
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companies. Unfortunately this apparently clear prohibition on RBOC entry into

AT&T's business has been interpreted to prevent us from owning TCI's 26 percent

:{s 'li\xmer Broadcasting System or its 18 percent stake in Black Entertainment Tele.
on.

Even worse, some of TCl's cable systems straddle LATA Lorders (which limit the
area within which the MFJ permits RBOC's to offer service). The MFJ treats dis-
tributing cable programming—even one way movie channels—as the equivalent of
RBOC's going into AT&T's interLATA business. Thus, we'll have to hold these sys-
tems outside of our new company until the waiver is obtained.

These rules have taken an awful life of their own and they need to be changed.
But until the policy is changed and new rules are in place, Bell Atlantic must com-
ply with the ones xat exist today. Our Letter of Intent with TCI, therefore, contains
an alternative structure—a back-up plan—in case we do not have the waiver of the
MFJ that we need by the closing date of this transaction.

Under this scenario, Bell Atlantic will be temporarily prohibited from acquirin
an interest in gwnﬁauy billions of dollars of TCI's assets. These assets include a
of TCI and Liberty's interests in other companies that they do nct control. These
companies include TBS (CNN, CNN Headline News, WTBS, TNT, Cartoon Network)
BET, Inc. (Black Entertainment Television), QVC, Home Shopping Network, Family
Channel, Court TV, various regional sports networks and cable systems serving over
3 million subscribers. Added to these properties are the cable systems inadvertently
built across LATA borders.

This tgl'ohibitifm and awkward structure will only exist for the few months be-.
tween the closing and when an MFJ Waiver is obtained. Nevertheless, during that
time it will contain a substantial amount of TCI's very valuable assets. Therefore,
during the temporary period in which it exists, TCI and Liberty’s existing share-
holders will continue to own it. Once the MFJ waiver is obtained, this “temporary
eom%aeny" will be merged into the new Bell Atlantic and the in-region cable system
will be spun back out to the new combined comipany’s shareholders.

We hope this temporary company never exists in the form | have described here.
We designed the merger so that the new Bell Atlantic can offer the public all of the
benefits from the combined skills, resources and assets of Bell Atlantic, TCI, and
“‘”':J; (except in-region cable systems). Only the MFJ prevents us from doing so
immediately. We encourage Congress to take whatever measures are appropriate to
assure that the MFJ does not—even temporarily-—obstruct a transaction so far re-
moved from the concerns it was created to resolve.

Let me underscore that my preference is we go to the final structure immediately
and avoid an interim holding compeny. You have niy personal commitment as to
what that final structure will be. This is not a mere &romiae. This is the binding
commitment Bell Atlantic has made to the Federal Communications Commission,
the Department of Justice, and now to Congress.

There is no compelling reason for the interim holding company that would be re-
quired by the MFJ. I have to believe this is one of those unintended effecta created
by an anticuated MFJ. We can avoid concerns that would be raised by an interim
structure if the necessary waivers are acted on in a timely fashion by the Justice
Department and the Court, or if the MFJ is modified.

enjoyed spending time with you this afternoon and discussing the Bell Atlantie/
TCU/Liberty Media merger. Should you have any additional questions or concerns,
please feel free to contact me directly.
Sincerely,
(Signed) Ray Smith.

Senator METZENBAUM. Thank you very much, Mr. Smith, and 1
am impressed with the fact that you finished just about exactly
within the 10 minutes. Thank you very much. _

Mr. Redstone, we are delighted to have you with us this morning.

STATEMENT OF SUMNER M. REDSTONE

-Mr. REDSTONE. Thank you. Good moming, Mr. Chairman and
members of the subcommittee. My name is Sumner Redstone and
1 am chairman of Viacom International, Inc. I really wish to thank
the members of the subcommittee for this oprortunlt to testify
and humbly to commend the chairman and the members of the
subcommittee for their consideration of issues now which will affect
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the telecommunications industry for decades to come, and possibly
to avoid a catastrophe.

While the subcommittee has a variety of issues to consider, I will
speak to three areas of particular concern to Viacom, and more im-
portantly to the American public. First, I will discuss the structural
problems in the cable industry today caused by the extraordinary
and abusive monopoly power wielded by TCI.

Second, I will describe why any enhancement of that market
power will further choke competition, specifically why TCI's hid
through QVC Network for Paramount Communications, as well as
the proposed merger of Bell Atlantic and TCI/Liberty, will have cu-
mulative, significant anticompetitive effects.

Third, I will outline the basic elements of Viacom's strategic vi-
sion for the communications industry and explain the procom-
petitive effects and consumer benefits of the Viacom/Paramount
merger.

Over the last several years, TCI—and this is no overstatement—
has been the bane of the American cable industry and the Amer-
fcan cable consumer, Through a complex web of TCI companies,
TCI has systematicallg attempted to exert monopoly power over al-
most every aspect of the cable industry. Today, TCI-controlled cable
systems control exclusive access to well over 20 percent of Amer-
ican cable homes, and together with its partners and would-be
partners in QVC, Comcast, Cox, and Newhouse, TCI controls access
to one in every three such homes.

TCI's exclusive access gives it the power to make or break inde-
pendent pmﬁramming services—and it does—because given the
need to reach a critical mass of ceble subscribers, a programming
service that is not carried by TCI-controlled cable systems has little
or no chance to survive. As a result, TCI can and does extract oner-
ous conditions to carriage, often obtaining an equity interest in oth-
erwise independent programming services.

In our particular case, TCI and Liberty have threatened to deny
carriage of our premium services, Showtime and The Movie Chan-
nel, and have refused to renew affiliation agreements for that car-
riage. TCI has also threatened, and I quote, to “crucify” The Movie
Channel by dropping it from TCI's systems in favor of Liberty’s
own Encore service. These threats were designed to force Showtime
Networks into a low-ball merger with Encore and to weaken or
eliminate Showtime Networks’' competitive position.

There are many examples of this kind of activity that do not in-
volve our company. In other examples of TCI's gredatory conduct,
which may be found in my written statement, TCL/Liberty, one, in-
sisted that NBC change the focus of its cable network, CNBC, in
order to prevent competition with TCl-controlled Turner
Broadcasting’s CNN, prompting then Senator Gore, now Vice Presi-
dent Gore, to call the incident, and I quote, a “shakedown by TCL."

TCI and Liberty extracted an equity interest in Court TV by
threatening to create a cloned service and refusing to carry Court
TV on TCI's cable system. TCI chilled the bidding for The Learnin
Channel. All it did was say, you can buy it, but if you do, it is o
TCI's system. The result was that TCI ultimately purchased The
Learning Channel for $20 million less than the original bidder,
Lifetime, in which we have an interest, offered to pay.
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Significantly, in addition to its dominance in cable distribution,
TCI and Liberty now own all or part of at least 25 cable program-
ming services in the United States. TCI has also set out to control
various technological developments, from encryption, compression,
and transmission of signals, to set-top boxes and delivery of pro-
gramming to homes, again leveraging its market power over access
to American cable subscribers for its own benefit.

This, together with the TCI authorization center, a facility that
will employ proprietary technology to encrypt, digitally compress,
transmit, and control signals from individual programming serv-
ices—in effect, TCl seeks control not only over content, but over
carriage. This will enable TCJ to use new technology to create new
bottlenecks in the distribution of cable programming services,

The net result of TCI's predatory practices is that TCI typically
demands lower license fees from unaffiliated programmers and ex-
tracts monopoly rents in the form of higher prices from consumers.
As TCI drives down the wholesale price it pays unaffiliated pro-
grammers, such programmers will cut back on what they spend on
programming. Program diversity, so essential to the principles of
our Constitution and quality, are sacrificed.

Our dealings with I, our personal dealings in which I have
been personally involved, have proven one economic fact of life.
TCI's dominant position in cable distribution nationwide, when
coupled with its vertical integration into programming, creates in-
tolerable monopoly power. I don’t know of a single industry in the
United States today where that kind of a§>ower exists or is exercised.

Several weeks ag:nafter suffering, along with other cable pro-
grammers, at the ds of TCI for years, we took TCI to court,
seeking substantial damages for their monopolistic and predatory
practices, and we are also challenging TCI's latest attempt to in-
Jure our business, a merger that was worked on for 4 years, a con-
sensual merger, through its bid through QVC to upset the strategic
merger with Paramount. .

T's acquisition through QVC of Paramount can only asgravate
the serious structural fproblems I have described. To understand
the very real danger of a Paramount acquisition by TCI/QVC, one
must understand the level of vertical integration and program pro-
tection that TCI has already achieved.

Turner Broadcasting, which is substantially controlled by TCI,
has acquired, or will soon acquire, control of independent studios
New Line and Castle Rock. TCI has also entered into agreements
providing for a substantial equi';‘)é interest in Carolco Pictures, and -
according to published reports TCI is looking at deals with MCA’s
Universal Studios and Sony’s Columbia and Tri-Star Pictures.

Should TCI/QVC acquire Paramount, TCI will have significant]
enhanced power to dictate terms to programmers, threatening that,
unless such programmers accept TCI's terms, TCI will replace their

rogramming with programming produced by its captive studios.

y depressing to below-market levels the rate of return of unaffili-
ated programmers, program diversity, and quality will suffer. TCI
now pays us nothing to carry VH-1. We could complain. They could
dr.o& ~1 and VH-1 is out of business.

I and its partners’ market power is dangerous enough, but
when coupled with the publishing, television, and motion picture

HeinOnline -- 20 Bernard D. Reams, Jr. & William H. Manz, Federal Telecommunications Law: A Legislative History of the Telecommunications Act of
1996, Pub. L. No. 104-104, 110 Stat. 56 (1996) including the Communications Decency Act 11 1997



12

gmduction and other interests of Paramount, the dangers to fun-
amental first amendment principles designed to further diversity
of voices, multiplicity of viewpoints, and freedom of access to the
marketplace of ideas, are sobering. This is especially significant in
the light of the threatened combination of two of the largest pub-
lishers, something that hasn't been focused on, in the world, Para-
mount and Newhouse, another partner of TCl. This combination
would create the ainfle largest and most powerful publisher, pre-
senting in and of itself serious antitrust questions.

As | said, this combination would create the single largest and
most powerful publisher, presenting in and of itself substantial
antitrust questions with respect tc our control of communications
in a_household. Its superhighway is really an exclusive toll road
which we believe will impose content-based charges on those who
wish to communicate through it. .

Unlike TCI and Bell Atlantic, Viacom favors a truly open tele- .
communications superhighway, ensuring everyone an equal chance
to step up to the microphone. That superh‘ifhway should be
content- and identity-neutral, and Congress should require that su-
perhighway to be a two-way operating system that is entirely open.

What we have here is a combination of two great monopolists.
We have all heard for years how monopoly will lower prices and
advantage the consumer, but this has never happened. What we
have here is the elimination of two %tential competitors.

In contrast to the acquisition by TCL/QVC of Paramount and the.
gmposed Bell Atlanti 1 merger, Paramount Viacom will com-

ine two companies with different yet complementary strengths.
Rather than entrenching an abusive monopolist, Paramount
Viacom will create a new, strong competitor, in which each partner
can build on each other's programming expertise and talent.

The emergence of Paramount Viacom Is particularly important to
assure America’s traditional worldwide leadership in the creation
of programming. Viacom is alreacal( an international leader in mar-
keting its programming services all over the world. It has, in effect,
created through MTV the first international global network.

Paramount Viacom will have an even greater ability to create
and export programming with broad international appeal and en-
hance American eomgetition ‘woridwide. Paramount Viacom will
also provide direct and almost immediate benefits to American con.
sumers, such as the creation of America’s first true interactive edu-
cational television network for kids, drawing on Simon & Schuster
for its educational publishing expertise and on Viacom and its
Nickelodeon unit for their expertise in children’s programming and
interactive media.

In conclusion, the situation facing us today is not at all unlike
that of the old Bell System. The difference here is that the anti-
competitive effects can be avoided in the first instance without
waiting for the disaster to assume full form before remedial meas-
ures are taken.

TCI has monopoly power now and exploits it. Think about this.
TCI right now reaches 20 percent of cable subscribers in the United
States. With its partners, it reaches one in every three homes in
the United States. With Bell Atlantic, it will reach approximately
50 percent of consumers in the United States. Leaving aside all is-
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sues of abuse of power, that kind of power should not be lodged in
any one company or in any cne man.
The prepared statement of Mr. Redstone follows:]

PREPARED STATEMENT OF SUMNER M. REDSTONE ON BEHALF OF VIACOM
INTERNATIONAL, INC.

SUMMARY

1) Today, TCl-controlled cable systems are gatekeepers, controlling exclusive ac-
cess to well over 20 percent of American cable homes. That exclusive access
Fives TCI monopsony power to “make or break” independent programming serv-
ces, because given the need to reach a critical mass of cable subscribers, a pro-
gramming service that is not carried b¥‘ TCl-controlled cable systems has lfttle
or no chance of commercial success. If the Bell Atlantic/TCl/Liberty deal is com-
glceted. TCl will have access to one in every two American homes, enhancing
I's already prodigious “make or break” power.

2) TCI has been able to leverage its dominant access to American cable homes into
cable programming. As a result, TCI and Liberty now own all or part of at least
25 cable programming services in the United States. TCI thus has the power
(through its dominant access to cable homes) and the incentive (through its
ownership of programming services) to discriminate—and sometimes destroy—
lnd:gendent programming services. And, if TCI acquires Paramount (thruugh
QVC), TCI will have even less need for independent programming. As a resuit,
creativity will be stifled, program quality will be diminished and cable service
prices to consumers will rise,

3) TCI has also leveraged its market power to obtain control over critical techno-
logical developments, including encryption, digital compression, transmission
and set-top box access to the home. Given the bottlenecks that TCI has already
created in the delivery of cable services, we fear letting the same people build
and control the coming communications “superhighway.’

4) The TC/QVC/Paramount transaction, by virtue of TCI's market power and the
market power of TCI's partners and would-be partners in QVC, raises serious
antitrust questions in itself. The Bell Atlantic/TCl/Liberty combination will only
make a bad situation worse. If either proposed combination is allowed to pro-
ceed, the American consumer will be forced to ‘ﬁay more for lower quality {;ro-
gramming and less diversity in programming. We urge t'.e government to take
the time to understand and deal thoroughly with these issues before allowing
either combination to proceed. Without government intervention now, it will be
much harder to fix the structural problems later—and it may well be impossible
to compensate consumers for the harm they will suffer in the interim.

Good morning, Mr. Chairman and Members of the Subcommittee. My name is
Sumner Redstone and I am the Chairman of Viacom International Inc. 1 wish to
thank the members of the Subcommittee for the opportunity to appear at today's
hearing.

As | am sure you know, Viacom International Inc. is a diversified entertainment
and communications company, which emplogls approximately 5,000 people world-
wide. At the core of our company is Viacom Networks, which consists of MTV Net-
works and Showtime Networks Inc. MTV Networks includes three advertiser- uz
gmgd, basic cable television networks: MTV: Music Television; VH~1/Video Hi

ne and Nickelodeon/Nick at Nite. Showtime Networks Inc. operates three premium
television networks: Showtime, The Movie Channel and FLIX. We are also ‘oit
owners of Comedy Central, Lifetime and All News Channel—three additional adver-
tiser-snupported, basic cable networks. Our cable division owns and aperate~ ecable
television systems that serve a groximately 1.1 million customers. OQur o, a icast di-
vision owns five television and fourteen radio stations. Through our - :t: *einment
division, we produce programs for the broadcast networks and for firsi- ... .yndica-
tion. Our new media group is working to develop, produce, distribute and market
interactive p mming for the stand-alone multimedia and interactive market-
place, which is fast emerfing.

In iight of recent developments in the communications industry, the work of this
Subcommittee, as well as that of federal, state and local regulators and others
charged with shaping and enforcing communications policy, is immensely impottant.
We are witnessing the dawn of a new age of communications, a revolution every bit
as profound as Bell's invention of the telephone.
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As with the development of our nation’s telephone system, we should expect enor-
mous technological advances in this communications revolution. But, also as with
the develnpment of the telephone system, the future communications system is sus-
ceptible to the leveraging of market power and other anticoinpetitive practices by
those who dominate the nation's local delivePr systems. The time for decisive action
to ensure {ree comretltion and the full benefits of the communications revolution is
now, and not, as with the old Bell system, years from now when the anticompetitive
effects are manifest. Without the vigilance of Congress, the Federal Communications
Commission and the antitrust enforcement agencies, the American public will be de-
nied many of the advantages the communications revolution otherwise would bring.

This revolution is happening at a breakneck pace. If these changes hurtle past
policymakers without appreciation of their potential anticompetitive implications, it
will take at least a decade of reform—regulation, public enforcement and private
litigation—to remedy the situation and, in the meantime, American consumers will

the victims, rather than the beneficiaries, of technological innovation. If allowed
to proceed unchecked, the risk is that consumers will suffer as creativity is stifled,
program quality {s diminished and cable service prices rise. What is at stake is
nothing less than the way that Americans will receive information, communicate
with one another, and interact—well into the next century.

While the Subcommittee has much work and a variety of issues to consider, I will
confine my remarks to three areas of particular concern to Viacom and, I believe,
to the American public. First, ] will dircuss certain structural problems in the cable
industry today, caused by the extraordinary—and abusive—monopoly power wielded
by Tele-Communications Inc. (“TCI”) and the companies it controls. ond, based
on our experience in the cable ‘ndustry, 1 will describe why any enhancement of
that market power, indeed TCI's stranglehold, in the communications industry—
specifically, the proposed merger of Bell Atlantic and TCI and TCI's affiliated com-
ran , Liberty Media Corp. (“Liberty”) and TCI's bid, through QVC Network, Inc.
“QVC"), for Paramount Communications Inc. (“Paramount”)—will further choke
competition and lead to a closed communications “sg&erhlghway" built and ulti-
mately controlled by TCI and those affiliated with it. Third, and finally, I will out-
line the basic elements of Viacom's strategic vision for the communications industry,
and explain the procompetitive effects and benefits to consumers of the proposed
merger of Viacom and Paramount.

1. TCI'S MONOPOLISTIC AND PREDATORY POWER IN THE AMI’.'I-UCAN CABLE INDUSTRY

Over the last several years, TCI has been the bane of the cable industry and the
American cable consumer. Through a complex web of companies it controls or influ-
ences, TCI has s{stematicnlly attempted to exert monopoly power over almost every
aspect of the cable Indusu? and, most recently, the technological developments that
are the key to the future of our industry.

Today, TCl-controlled cable systems are gatekeepers, controlling access to well
over 20 percent of American cable homes. No other cable operator comes close to
that size. Even Time Warner (the second largest cable operator in the United
States) controls access to only half that number of homes, and the next group of
cable operators are one-fourth TCI's size. And together with its partners and would-
be partners in QVC—Comcast, Cox Enterprises and Newhouse—TClI controls access
to one in every three American cable households. With the addition of the Bell At-
lantic service base, TCI and those affiliated with it will have access to one in every
two households——creating overwhelming power. By contrast, Viacom's cable system
holdings are de minimis (about one-twelfth the size of TCI), and provide service to
less than two percent of all cable subscribers in the United States.

To understand the source and extent of TCI's dominance, one must understand
the unique characteristics of the cable industry. TCI's level of exclusive access gives
it the power to make or break cable programming services, among other things, as
it sees fit. Unlike any other industry that comes to mind, the cable industry is
unique in that even a 20 percent market share could result in such monopoly power.

TCI's “make or break” power derives from the fact that to successfully launch and
operate a national cable programming service, that service must reach a sufficient
base or “critical mass” of subscribers in order to generate suflicient advertising reve-
nues or subscriber fees. In the case of a nationwide advertiser-supported basic cable
programming service, such as Viacom's MTV and Nickelodeon, the “critical mass”
of subscribers required to succeed is roughly 40 million of the current 57 million
available subscribers. Premium television services, such as Viacom's Showtime and
The Movie Channel, have extraordinarily high fixed costs, and therefore are also
heavily dependent on wide distribution by cable operators in order to amortize those
fixed costs. Further, in the case of premium services, wide distribution by cable op-
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erators is not enough. Premium services, where carried, also need to be favorabl
marketed by cable operators (including favorable positioning, sackagirr‘x’? and retail
ricing) in order to encourase consumer subscriptions to individual services. Due to
I's control of well over 20 percent of cable homes nationwide, a decision by TCI
not to carry or favorably market a programming service on its exclusive-access cable
systems would require that that service, at a minimum, be carried by nearly every
other cable system in the United States for it to succeed commercia{ly—nn impos-
sible hurdle to overcome. .
also wields its market power in subtle—~but no less anticompetitive—ways.
Our experience has shown that TCI attempts to leverage its market power over ac-
cess to American cable subscribers in order to tighten its grip on programming serv-
ices and other aspects of the cable industry. TCI often dictates grossq; unfair terms
as a condition to carriage of programming services. As to exstin, amming
services, TCI often threatens to deny carnage, refuses to renew Jﬂﬁnt on A -
ments and threatens to drop programming services entirely, knowing that whg:out
access to TCl's séstems. rogramir ing services cannot succeed.

In our case, TCI and Liberty have threatened to deny carriaﬁ on their cable sys-
tems of our premium television services—Showtime and The Movie Channel—and
have refused to renew afflliation agreements with Showtime Networks for carriage
of those ?remium services. TCI has also threatened to “crucify” The Movie Channel
by dropping it from TCI's cable systems in favor of Liberty’s own Encore service.

These threats were designed to force Showtime Networks into a low-ball merger
with Liberty-owned Encore Media and to weaken or eliminate Showtime Networks'
competitive position. These tactics are part of a pattern by TCI to ext:act an equity
interest in third-party programming services. For example, TCI used its monopoly
muscle to buy The Learning Channel when it was put up for sale. Lifetime (a joint
venture of C/Caopltal Cities, Hearst and Viacom) submitted a bid for The Learn-
ing Channel ot $560 million, while TCI offered only $30 million. TCI then used the
threat to eliminate The Learning Channel from TCI's cable systems—if the service
were sold to an*one other than TCI—to chill the bidding for The Learning Channel.
As a result of TCI's predatory accons, Lifetime's competing bid for The Leami:_\ﬁ
Channel was reduced to approximately $39 million and ultimately withdrawn. T
then purchased The Lea Channel for $30 million. ) .

In another example of TCI's power to eliminate pmﬁ:ammhg competition, when
NBC began to develop its own all news cable network, the Consumer News and
Business Channel, CNBC, TCI pressured NBC into changing the focus of CNBC in
order to prevent competition with TCI controlled-Turner Broadcasting’s Cable News
Network. According to then Senator, and now Vice President, Gore, TC! kept CNBC
off the air until TCl was assured that CNBC would not comrew with CNN. Vice
President Gore called the CNBC situation a “shakedown b{ TCL” :

In the case of start-up programming services launched by third parties, TCI uses
a similar tactic—threatening to create & clone of the new programming service,
which TCI threatens will be carried on TCI's cable systems in lieu of the third pat-
ty'’s new service, if TCI's demands for an equity interest in that service are not met.

ecause carriage on TCI's systems is essential for a new service to succeed, TCl's
demands for equity tend to be met. For example, we understand that Liberty ex-
tracted an equity interest in Court TV in just that wa"—threatenln to create a
clone service and refusing to carry Court on TCI's cable systems. Afraid of losin,
itrs c-:nrl: costs, Court TV gave in to TCI and today, Liberty owns thirty-three percen
of Cou . .

TCI (and Liberty) now own all or part of at least 25 cable programming services
in the United States (including Encore, QVC Network, Home Shopping Network,
Superstation WTBS, CNN, Headline News, TNT, The Cartoon Channel, The Famil
Channel, The Discovery Channel, The Learning Channel, Black Entertainment Tel-
%\}r‘isi%:;‘ )Co\m TV, Prime Network, Sportschannel America, X*Press Executive and

e R )

TCI has also set out to control various technologicil -developments—{rom
encryption, compression and transmiassion of signals to set-top boxes and delivery
of programming to the home—again leveraging its market power over access to
American cable subscribers for its own benelit. TCI has created bottlenecks which
give it control of the delivery of programming b{hcable and satellite, including con-
trol of encryption and compression technoloa. is, together with the construction
of the TCI Authorization Center—a facility that will employ proprietary technolofy.
as TCI sees fit, to encrypt, digitally compress, transmit and control signals from In-
dividual fmgam services—will enable TCI to use new technology to create new bot-
tlenecks in the distribution of cable ‘pmgramming services. TCI thus will be able to
further leverage its existing mono power by refusing to distribute any program.
ming not transmitted through the TCI Authorization Center.
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The net result of TCI's predatory practices is borne by cable programmers and the
American consumer alike: TCI typically demands lower license fees from program-
mers in which TCI has no equity interest and extracts monopoly rents (in the form
of higher prices) from consumers that will sacrifice diversity, choice, quality and cre-
ativity in cable programming. Why? As TCI drives down the wholesale price it pays
to such unafliliated programmers, those gmgrammers vsill have to cut back on what
they spend to create programming. As TCI knows, those programmers have no other
viable way to get their programming to cable consumers in TCI's franchise areas
except through TCI, so tha{ must accept TCI's terms. Because TCI attempts to—
and often docs—deny unafilliated programmers a fair return on their investment,
those programmers will spend less, prt(:ﬂram quality will deteriorate and—most im-
portantly—viewers will suffer. Thus, TCI will continue to rob the marketplace of the
incentive to create better television, and consumers will be the losers.

In contrast to TCI's typical practice of paying unaffiliated programmers license
fees which are uubstanllall{ below market rates, we believe that TCI frequently

ayn fro amming services in which it or Liberty has an equity interest full license
ecs. In these cases, TCI creates not only artificially low license fees payable to its
competition, but creates artificially high license fees for its own affiliated program-
ming services, The benefit to TCI of this is twofold, first, TCI is able to leverage
non-TCI cable systems into paying those hifh license fees for its own affiliated pro-
gramming services by demanding the same license fees that TCI itself pays, and sec-
ond, TCI is able to depress the license fees payable to its competition because non-
TCI cable systems frequently refuse to p?' license fees for non-TCI programming
which are higher than the license fees paid by TCI for such non-TCI programming.
The cffect overall is an increase in consumer prices for cable services and a diminu-
tion in program quality and choice. :

Because of cur success in creating grogramming with broad consumer appeal,
Viacom has been a thorn in TCI's side. Perhaps because we have attempted to resist
its efforts to leverage its existing market power, TCI has targeted us for its most
2¢r.yrious forms of conduct. Among other things, TCI has tried to acquire Showtime
. tworka nn unfair terms; attempted to destroy The Movie Channel for the benefit
of TCI/Libe. iy’ own premium movie services; and acquired studio production capa-
hi'ities through TCl-related companies and entered into exclusive motion picture
output aJresments, at predatory b?rices. for TCU/Liberty's own premium movie serv-
ices, in vrder to deny Sglowtime etworks access to that motion picture output. TCI
)s willing to uverpay for the right to this output since TCI will be recompensed
tirough the monopoly tax TCI will then charge American consumers in the form
of higher prices for cable television.

Several weeks ago, after taking TCI on for years in the marketplace, we took TCI
to court. We have sued a number of TCl-controlled companies, including Liberty and
QVC, in New York federal court seeking substantial damages for their monopolistic
aud predatory practices. We are also challenging TCI's latest attempt to injure our
business—its bid, through QVC, to upset our strategic merger with Paramount. At
batlom, our dealings with TCl have proven one economic fact of life: a dominant po-
sition in cable distribution nationwide, when coupled with vertical integration into
ngrammimj. creates intolerable monopoly gower' TCI has it, and it uses it. I there-
ore believe that TCI's market power must be addressed immediately; I also believe
that, if the past is prologue, TCI's latest attempt to control the coming communica-
t{ons “superhighway” must be stopped. We simply cannot afford to wait until TCI's
clozed superhighway is in place, and then spend the next ten or more years trying
o open it.

1. A. BELL ATLANTIC WILL ONLY MAKE A BAD SITUATION WORSE

The combination of Bell Atlantic and TCI can only aggravate the serious struc-
tural problems that are the source of the anticompetitive power that TCI so bra-
zenly abuses. The primary reason—and %'imary anger—is that when TCI’s, its
partners’ and woulcfbe partners’ share of U.S. cable homes are combined with Bell
Atlantic’s share of the local telephone service business, estimated to be in excess of
17 percent, the combined entity will be able to reach into virtually 50 percent of
American homes. TCI already abuses its control of its local cable franchises, and if
allowed to merge with Bell Atlantic, the new combination will possess overwhelming
power which can only exacerbate the kind of anticompetitive conduct in which the
current TCI already engages. There is simply no question that that kind of power
should not be concentrated in one comg:ny. o

If completed, the proposed merger between Bell Atlantic and TCI will give Bell
Atlantic/I'Cl/Liberty an entrenched dominant presence in 48 of the 50 states and in
59 of the top 100 U.S. local markets. This massive combination will control access
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to 22 million telephone and cable customers—without tuking into account the mar-
ket power and reach of TCI's partners and would-be partners in QVC. If TCI sought
to acquire each of the cable systems it does not already own lscated in the Bell At-
lantic service areas, antitrust enforcers would surely view the attempted acquisition
as having grave anticompetitive consequences, and the FCC would prohibit that ac-

sition as a blatant violation of the FCC’s horizontal ownership rules (which are
ar too lenient in any case). Yet, this is essentially what TCI is accomﬁlishin
through the “back door” by the Bell Atlantic transaction—horizontal ownership we
in excess of the FCC's limits—although TCI tries to gloss over it by the use of super-
highway rhetoric.

I has already engaged in a series of corporate shell games, essentially shuffiing
assets in order to avoid the strictures of federal regulation. One need look no further
than the history of TCI and Liberty to predict the future. When threatened by re-
strictions on vertical integration and horizontal concentraticen, TCI “spun off” Lib-
erty, with majority voting control ending up in the hands of John Malone. And now
that the danger from those regulations has apparently been avoided, Liberty and
TCI have announced that they will recombine, with the financial benefits of that
recombination flowing to TCL/Liberty’s controlling shareholder, John Malone.

This makes one suspicious that the same pattern will undoubtedly be followed in
the Bell Atlantic/TCI deal. The companies have annouuced that if they fail to obtain
regulatory approval allowing T(:I's cable franchises and Bell Atlantic's local tele-
Phone service to operate in the same feogra hical areas, those cable assets will be

spun off” in order to “solve” the problem. However, as in the TCL/Liberty spin-off,
the assets will go to none other than the stockholders of TCLI/Liberty and their con-
trolling shareholder, John Malone. The regulations will be satisfied on their face
while their underlying ﬂlurpose will be subverted. Control will still lie with TCI
throufh common ownership and interlocking directorates.

TCI has also long used hardball tactics with local governments to get its way.
When the small town of Morganton, North Carolina, concluded that TCI's service
was “atrocious” and decided not to renew TCI's cable franchise, the Mayor, Mel
Cohen, began to explore building a municipal cable system. In response, TCI de-
clared war on the project and on Mayor Cohen. TCI sued the town for $35 million
hired a lobbying firm to propose a referendum giving TCI a lifetime franchise, and
ran negative ads to defeat Mayor Cohen’s reelection. TCI spent upwards of $140,000
on the campaign, in contrast to the $600 spent by the incumbent. The town fought
the lawsuit and won, and the Mayor was reelecteg, but TCI has continued to appeal
the ruling. While the case is on appeal, TCI retains the cable franchise and its g’i.a
million annual proceeds. Indeed, 1n a familia_r tactic, TCI offered to sell the system
to a consortium of buyers, but the town refused to approve the sale when it discov-
ered that one of the purchasers was owned and controlled by TCI. In a similar, and
no less telling story, when a dispute arose between the town of Vail, Colorado and
TCI over rising rates and poor service, over one weekend TCI exhibited nothing but
the home phone numbers of the mayor and the cit( manager. :

With that history in mind, the new, bigger TC[ with its enhanced market power,
will be able to step f::f’ its destruction of anyone who does not play by TCI's rules.
TCI already successfully dictates terms of carriage to almost every programmer, and
Showtime Networks, which is fighting for its very survival against TCI's anti-
competitive tactics, is living proof of that power. And if past is prologue—and it is—
TCI will use this power to favor its own programming as well as to extract owner-
ship interests and unreasonably low license fees from unaffiliated programming
services.

TCI proposes illusory cures for these serious concerns. First, rrublicly TC! prom-
ises a better tomorrow with plenty of competition. Meanwhile, privately TCI so thor-
oughly dictates economic conditions todzy in the cable industry that competition to-
morrow will be far too late to control TCI's abuses. The situation is tiot unlike that
of the old Bell system. The difference here is that the anticompetitive effects can
be avoided in the first instance, without waiting for the disaster to assume full form
before measures are taken to remedy the situation. TCI has monopoly power how
and exploits it now. The acquisition by TCI, through QVC, of Paramotnt will only
further enhance TCI's monopoly power and its ability to abuse it. The Bell Atlantic
deal will only make things worse, and no amount of rhetoric from TCI or Bell Atlan-
tic will change that inevitable fact.

11. B. DIFFERENCE IN VISIONS FOR THE DATA SUPERHIGHWAY

How is the Viacom/Paramount merger—with the recently announced investment
in Viacom by NYNEX Corporation—different from TCI's proposed Bell Atlantie/TCl/
Liberty combination? Aside from very important structural differences (which 1 will
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get to in a moment), there is a fundamental difference in our vision of the way peo-
ple will communicate.

TCI has spent a lot of time lately talking about the Bell Atlantic deal as the ful-
fillment of the long-awaited electronic superhighway. But TCI speaks out of both
sides of its mouth. While promising an open highway and free competition—usin,
buzzwords like “connectivity,” “system compatibility,” and “open architecture”~TC
has also boasted that the Bell Atlantic/TCI combination “will allow us to contrél all
of the communications needs of a household with one device.” Similarly, Raymond
Smith, Chairman and CEO of Bell Atlantic, has stated:

Our fundamental strategy is very. straightforward. Number one, to de-
velop a full-service network capable of delivering voice and data and image
and video using both wired and wireless technologies in high-growth mar-
kets, both domestically and internationally. Number two, to develop the in-
formation, entertainment, and transactional services that can be offered
over that network. And number three, to develop operating systems that
allow customers easy access to those services.

Thus, while Bell Atlantic and TCI have promised that the proposed merger will
bring “choice, control and convenience in the communications marketplace,” what
this really means is TCl's choice, TCI's control and TCI's convenience. But, as they
say—and as TCI itself recognizes—the devil is in the detail, and TCI and Bell At-
lantic are providing no detail. They are saying, in essence, “trust us, we will do the
right thing.” They cannot be trusted, however, and their vision is not of a truly
open, content-neutral, suferhighwa , where any programmer has unimpeded access
to viewers on commercially reasonable terms.

Viacom favors this type of truly open telecommunications superhighway, support-
ing both competition and First Amendment values, and ensuring everyone an equal
chance tc step up to the microphone. We believe the superhighway should be con-
tent and identity neutral. What that means is that as in an actual highway, a toll
is paid to yain access to the highway and that toll is not determined by what ae(rar-
ticular velicle is carrying or the owner of that vehicle. An empty truck owned by
company “A” pays the same toll as one owned by company “B” whose truck is loaded
with goods worth a million dollars. The toll taker ~ollects tolls based on volume of
usage, no*. the value of goods carried or the owner of the truck. In other words, as
with the teiephone system today, people should pay based on how much they use
the superhiFhway. not what they say or do on it or who they are.

What TCI has not told you is that its sug:rhighwa is really an exclusive toll road
which d¢*ours competition and which we believe will impose content-based charges
on those who wish to communicate through it. It is not the road to the future but
a path to a past of unchecked monopolies and arbitrary censorship. As both Bell At-
lantic and TCI have made clear, their superhighway will give them full control over
the programming from its point of origin through its delivery to the home. And they
inean to levy tolls on both programmers and consumers at several points along the

journey.

The first toll booth on TCI's superhighway will collect a fee imposed on users of
the superhighway for initial access, and that fee will not be a flat rate, but rather
will be levied on a sliding scale based on TCI's perception of the value of the par-
ticular programming. The second toll booth will collect the fee TCI will charge to
exit the highway and unlock the key inside the set-top box TCI has placed there,
in order to access the viewer. And the third, and most pernicious, toll booth will
be the one that collects the charge for obtaining the spe:ifications to the operating
system that will control the interactive lanes of the highway, without wh:ch pro-
grammers will be unable to create software capable of accessing the highwr.y.

By manipulating crucial technologies over which it has the ability to gain control,
we {elieve that T%l will control what the set-top box is allowed to receive or not
receive. Already TCI's market power has made its choice of set-top box the de facto
industry standard. By the same token, Bell Atlantic/TCI will select the groprietary
technology and equipment necessary to construct their c‘s‘eu“i)erhighway, and given the
fact that their superhighway will be the first constru and capable of accessing
virtually 50 percent of all American homes, it is safe to assume that the Bell Atlan-
tic/TCl superhighway operating system will also become the de facto industry stand-
ard. If this occurs, Bell Atlantic/TCI's control over the technology of program deliv-
ery, and thus over programming itself, will be almost absolute.

e need to be sure that TCI's superhighway is more than just a means to detour
both competition and free speech. To that end, I suggest that you ask TCI a few
questions about just what TCI means by an “open” superhighway. Because of TCI's
vagueness and its use of politically correct buzzwords, it may be impossible to pin
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;I‘E’li down, or ask all the right questions. Nevertheless, we would begin with the fol.
owing:

(1) Will TCI charges be based strictly on the amount of usage of the superhighway?
In other words, TCI should charge for the number of trucks on the road, but
not for the subjective value it places upon their cargo.

(2) Will TCI divest its entire interest in programming to a wholly unrelated third
? Such a sale will help to prevent the threat of discrimination against non-
1 programmers’ access to TCI's highway.

(3) If not, will TCI limit its affiliated programmers’ use of its highwgy to no more
than a specific percentage of the highway's total traffic capacity? TCI has spoken
of the virtually unlimited capacity of TCI's highway. But in actuality, capacity
can be limited in a manner designed to permit TCI to continue to discriminate
against unafflliated programmers by reserving a large portion of limited high-
way capacity for its favorite sons. A specific percentage cap on its usage will
help ensure that TCI builds the highway as openly as it promised.

(4) Will TCI subscribe to standardized, non-proprietary data formats (e.g., MPEG 11
for video and Dolby AC-3 for audio)? And will TCI agree not to place a propri-
etary transport layer on its data signal? In other words, will it make the high-
way usable by all vehicle makes and models?

(8) Will TCI's highway and set-top boxes support the use of at least two encryption
processes? Such a move will promote both signal security (by offering redun-
daacy in the event that one encryption process is compromised) as well as com-
petition.

(8) Will TCI permit the set-top boxes to be sold as a commodity (like telephones are
now—but were not always), whereby all manufacturers have open access to the
necessary technology and specifications to build compatible equipment and
which all programmers can access? Or will it force a household that wants to

t other programming services to go to the ense of %etting another set-top
x? In effect, this would be no different from forcing a family to buy multiple
television sets simply to access different channels.

(7) Will TCI operate its Authorization Center as a non-profit free trade zone? In
other words, will TCI allow programmers to sell their services directly to the
viewer (or to other cable systems or other distributors), or will it insist that its
Authorization Center serve as a gatekeeper which directly controls whether a
consumer receives a given service?

After you pose these questions to TCI, the more vague assurances or “don't
know’s” you hear, the more worried you should be. All that I ask is that you do not

ut the highwayman in charge of the highway. Viacom believes that, at a minimum,
Eongress should require that the superhighw:g be a full, two-way operating system
that is entirely and truly open, and further, that the software specifications for ac-
cess to the superhighway be made publicly available.

11. C. TCI'S ACQUISITION OF PARAMOUNT WOULD FURTHER STIFLE COMPETITION AND
CREATIVITY IN THE CABLE INDUCTRY

If Paramount falls to TCI, through its controlled company, QVC, it will be further
able to control not only the method and manner of non-broadcast access to a critical
mass of American homes, but it will be further able to exclude from the marketplace
or competitively disadvantage any programming provider who will not agree to its
terms, and replace that provider's programming with TCI's own gmgram offerings.
The result of TCI's exclusionary tactics has been and will be to inflate prices to con-
sumers, reduce quality and deny adequate returns for third-party programming, re-
ducing the supply of innovative television.

To understand the full context and the very real danger of a Paramount acquisi-
tion by TCI/QVC, one must understand the vertical integration TCI has already
achieved. For example, Turner Broadcasting, which is substantially controlled by
TCI, has acquired, or will soon acquire, control of independent studios New Line
Cinema and Castle Rock Entertainment. TCI has also entered into agreements pro-
viding for a substantial equity interest in Carolco Pictures. And, according to public
reports, in addition to its intent to acquire Paramount, TCI is considering deals with
both MCA's Universal Studios and Sony's Columbia Pictures and Tri-Star Pictures.

What are the dangers of TCI controfling Paramount? Once TCI hag Paramount,
TCI will have the enhanced mwer to dictate terms to Viacom ahd other program-
mers by wielding the threat that unless such programmers agree to its terms, TCI
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will replace their pmirnmming with that produced by its captive studios. By de-
pressing to below-market levels the rate uf return of unaffiliated programmers, di-
versity, quality and new sources of J; amming will be thwarted to the detriment
of the American viewing public. In , the power that TCI would have to control
pr n%angl cable distribution is dangerous enough by itself, but when coupled
with the publi_hing, television and motion picture production and other interests of
Paramount, the danger to fundamental First Amendment principles designed to fur-
ther a diversity of voices, a multiplicity of viewpoints and freedom of access to the
marketplace of ideas, is sobering. This is especially significant in light of the threat-
ened combination of two of the largest publishers in the world, Paramount and
Newhouse. This combination would create the single largest and most powerful pub-
lisher, presenting, in and of itself, substantial antitrust questions. If TCI's plans are
fulfilled, it will be TCI which determines which voices, viewpoints and ideas are car-
ried on the nation’s auperhighway. Indeed, TCI could end up controlling the news
we receive and the content of our children’s schoolbooks. .

DIFFERENCES IN VIACOM’S ACQUISITION OF PARAMOUNT

As 1 mentioned earlier, there are obvious and meaningful differences between the

roposed Bell Atlantic/TCULiberty combination and NYNEX's investment in

iacom. Most fundamentally, Bell Atlantic and TCI are merging their entire oper-
ations. Two companies which would otherwise compete in an expanded marketplace
are becoming one, thereby eliminating the benefits of that competition. In contrast,
NYNEX's relationship with Viacom is completely different, since the two companies
will remain operationally independent. NJ'NEX is simply making a passive invest-
ment in Viacom and X will have mht to control Viacom's actions or vice-
versa. Any future coordination between X and Viacom will occur only as a re-
sult of arms-length negotiations between independent parties for the benefit of two
separate shareholder constituencies. Bell Atlantic/TCU/Liberty will combine to create
one gigantic $60 billion comrany which serves only one shareholder constituency,
whose largest shareholder will be John Malone.

In contrast to the proposed Bell Atlantic/TCI merger, which simply makes the na-
tion’s biggest cable operator even bigger, the proposed Paramount Viacom Inter-
national will combine two companies with different—yet compiementary—strengths.
Rather than entrenching an abusive monopolist, Paramount Viacom will create a
new, strong competitor in which each partner has access to and can build on each
other's programming, expertise and talent, the very embodiment of First Amend.
ment values.

The emergence of Paramount Viacom International is particularly important to
ensure America’s traditional worldwide leadenhiﬁ in the creation of programming.
Viacom is already an international leader in marketing its programming services to
Europe, Latin America and Asia. Paramount Viacom International will be a com-

any with an even greater ability to create and export programming with broad
ntemntiona:ea‘f%eal and thus enhance American competition worldwide.

The propo: aramount/Viacom merger will do far more than help the U.S. bal-
ance of payments. It will provide direct and almost immediate benefits to American
consumers, For example, Paramount’s Simon & Schuster, the lead r in educational
publishing, will be able to tap into Viacom's expertise in interactive television tech-
nology and together will create many new consumer offerings, such as a new Nickel.-
odeon designed as the first, true interactive educational network for students of all
ages and disciplines.

CONCLUSION

In conclusion, 1 appreciate your commitment to ensuring a fair and competitive
environment and to the principles of freedom of expression that you have long la-
bored ‘o guarantee every American. I thank you and will, of course, be happy to
answer any questions you may have.

Senator METZENBAUM. Thank {ou very much, Mr. Redstone.

Mr. Martin Davis, chairman of the board and chief executive offi-
cer of Paramount Communications, we are happy to hear from you,
sir.

STATEMENT OF MARTIN 8. DAVIS

Mr. Davis. Thank you. Mr. Chairman and members of the sub-
committee, good morning. My purpose today is to tell you why the
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Paramount Communications board voted unanimously to enter into
a merger agreement with Viacom, a decision we announced on Sep-
tember 12, 1993.

We are proceeding with this merger agreement on the basis of
a revised and enhanced offer to our shareholders just made by
Viacom, an offer which, we strongly believe, provides our share-
holders with more value, both short and long term, more than the
unsolicited hostile takeover bid announced by QVC.

Let me now turn to the basis of our agreement with Viacom.
Paramount is a copyright-driven, American-owned enterprise. Our
operations are primarily in film and television production, as well
as book publishing. Our studio in Los Angeles, I might add, was
founded in 1912. Today, we are one of the Nation's leading publish-
ers of educational textbooks and related instructional materials, as
well as a premier trade book publisher through Simon & Schuster.

Paramount operates the now completely modernized Madison
Square Garden and its popular regional sports cable network, five
recently acquired and expanding theme parks, and seven
broadcast stations. Paramount also helped to launch USA and Sci-
Fi, two successful cable networks jointly owned by MCA.

Over the past decade, the worlds of enterteinment and publish-
ing, our two core operations, were forever altered by changes
sweeping through our marketplace both here and abroad. These
dramatic changes posed formidable challenges to our management
and, if I may, let me cite some of them.

First, aided by a weak dollar and by less rigorous foreign ac-
counting %mctices, European and Japanese companies have en-
tered the U.S. market on a massive scale. Foreign owners are now
in control of large Hollywood studios and have gained an enormous
beachhead for the production of films, television and cable pro-
gramming, as well as access to valuable film libraries. They have
also acquired a number of major American publishing houses who
produce instructional materials for our schools.

Second, our competition overseas has intensified as we pursue
new global opportunities in the information and entertainment
fields. Our competition now comes in large measure from hori-
zontally and vertically integrated, foreign-owned entities who are

rotected and shielded by their governments in a trade playing
ield which is far from level when it comes to American companies.
If the United States is to remain a robust competitor in Asia and
throughout the Common Market, then only those American compa-
nies with strong complementary product franchises and efficient
distribution systems will succeed over the lon? run.

Third, within our own country the media lineup has been radl-
cally transformed. Companies that were once independent and lim-
ited to a single market have joined forces across the product and
service lines, as well as technologies, to create powerful muiti-
national and domestic giants against whom we must also compete.

On that note, what must be of concern to you as members of the
Antitrust Subcommittee, as it is to us as independent program-
mers, is the extraordinary market power amassed by the cable
forces who are an integral part of the QVC lineup.

First, we have TCI, which is by far the Nation’s largest cable op-
erator, with over 10 million subscribers. Add to that the 3-million-
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glus subscribers in Liberty Media, soon to be folded back up again

John Malone into TCI. But it does not stop there. Comcast, part
of the original QVC group, has 2.6 million subscribers, making it
the fourth lar%;ast cable operator. The more recent QVC allies are
Cox Cable, with 1.7 million subscribers, and Newhouse Cable, with
1.3 million, the fifth and seventh largest MSQO’s. This brings the
grand total to nearly 19 million subscribers. Effectively, this na-
tionwide cable cartel would give TCI and its Yartners the ability to
control access to one out of every three cable homes in America.
When you throw in the Bell Atlantic service area, it is frightening
to contemplate that the TC/QVC group would hold the power to
cont:;ol the cable gateway to one out of every two homes in this
country.

This concentration of market power does not even stop there. The
TCLl/Liberty Malone empire owns all or part of as many as 23 cable
networks and 16 regional sports networks. This combination of hor-
izontal and vertical power would have an even greater anticompeti-
tive mass if it were to succeed in acquiring the Paramount Studio,
as well as controlling the MSG Cable Network and our 50-percent
interest in USA Network.

A QVC-Paramount board consisting of TCI, Liberty Media,
Comcast, Newhouse, and Cox nominated directors would exert
enormous leverage over the marketplace not only in cable, but in
Kublishlng, since Newhouse’s Random House competes head to

ead with Simon & Schuster.

Surely, this aggregation of media power in so few hands must
somehow be brought under control if we are to preserve the values
of competition, programming diversity, and the best interests of the
consumer. Our antitrust agencies must take a long and hard look
at the anticompetitive aspects of the QVC hostile takeover bid for
Paramount.

May I %ive you some historical perspective with a direct bearing
on the su tiect before you. During the 1930's and 1940’s, companies
who owned the movie seats also owned the movies that were being
shown. This combination of content and carriage was stifling com-
petition and hurting the consumer.

In 1948, our Government broke up this vertically integrated mo-
nopoly in, as it turns out, the Paramount case. Despite the hand-
wringing at the time, the film makers prospered. They were able
to increase their production not only to serve their traditional mar-
ket, the theaters, but the new, free television markets which were
then opening up. I submit that we are in the same situation today.
Insteag of movie seats, there are armchairs in the living room in
front of a screen in the form of a television set wired for cable.

Question: By severing the link between the cable Frogram owner-
ship and the control over the means of delivery, could we, by taking
a leaf out of the Paramount case book, serve both the consumer
and increase competition in this new media age? The new media

ateway, I submit, whether it is called the communications super-
gighway or whatever label one chooses to affix, must be open to all
programmers on a fair and equitable basis.

Despite the intent of the 1992 Cable Act, a crucial question you
must answer i8 whether large, integrated cable combines like TCI
will be able to continue to discriminate against independent cable
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rogrammers by denying them fair access to their delivery systems.

y so doing, they can block the onlv currently available eable
media path to the consumer. These cable bridge-keepers should no
longer be allowed to hold up independent grogram drivers by
charging exorbitant tolls or by keeping them off the cable roadway.

In the face of the structural changes in our business environment
that I referred to earlier, it became clear to management that Para-
mount could not simply stand pat. Since I became chairman of
Paramount in 1983—a company that at that time was known as
Gulf+Western where I have spent almost all of my working life—
my colleagues and I began to explore a number of alternative direc-
tions. These strategies were aimed at equipping Paramount to be-
come a first-class competitor in the domestic and international are-
nas, and thus to buird long term rather than short-term share-
holder values.

A decade ago, we redefined our businesses by sharpening our
focus on entertainment and publishing. We were not afraid to un-
dertake the challenge of deconglomerating and to concentrate on
what we considered to be the growth areas of the future as t n-
formation age began to dawn. In so doing, we created exciting op-

ortunities for the writers, editors, directors, producers, and per-
ormers, the talent that is at the heart of our business. And we did
so while strengthening our balance sheet by paying down our once
very heavy debt load and increasing our liquidity. In the process,
our shareholder values increased ten-fold. _

During this restructuring, we also began to explore the possibili-
ties of a business combination to find, if you will, an ideal fit. In
pursuing that course, we wanted to avoid the dangers of highly le-
veraged or bust-up transactions that undermined so many compa-
nies in the “go for it” eighties. OQur strategy led us to a careful
search for an acquisition that could meet these criteria: first, a
compatible management culture and business philosophy; a com-
bination that would present no antitrust hurdles—we believe in
competition, not in the heavy hand of monopoly: a financially
strong association without the need to sell off valuable assets, dis-
locating employees and their families as well as the communities
in which they live; a creative and innovative product mix, proven
entertainment franchises, and a motivated talent base together
with a global distribution and marketing system, taking full advan-
tage of the latest delivery technologies; and most importantly, a
community of interest that would enable us to grow and build our
businesses together for the long haul, businesses that would in-
form& entertain, and educate audiences both here and around the
world. :

Viacom’s chairman, Sumner Redstone, and I have been business
associates since the mid-1950’'s when he built a successful film ex-
hibition circuit throughout New England. Over the past 4 years,
Sumner Redstone and I talked about the possibilities of a Para-
mount-Viacom merger. Last summer, these spirited and arms-
length negotiations gained momentum. They culminated in the
friendly merger agreement approved by the Paramount board.
Clearly, I am convinced our agreement with Viacom meets all of
the criteria I outlined. Together, our combined companies can
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achieve more and compete more vigorously than each could have
done in its own right.

We saw the unusual benefits that could flow by bringing together
the array of creative talent both our companies have assembled in
recent years. We looked at the international distribution systems
represented by Viacom’s MTV Latin America, Europe, and Asia
services. Linking these networks to our programming would en-
hance our ability to reach viewers all over the world.

We visualized the intriguing opportunities in educational pub-
lishinf. Let me cite Viacom’s popular children’s cable network,
Nickelodeon, and the computer-based interactive learning tech-
nology Paramount is bringing into the Nation’s classrooms. Uniting
these two great franchises would promote educational innovation
and literacy training.

We saw the potential of aduitional free television programming
and have just announced the creation of a fifth broadcast network
with Chris-Craft, a project we have been working on for more than
a year.

We saw a commitment to maintaining the integrity of our assets
and a resulting company that would accelerate iis growth, expand
employment opportunities, and promote the flow of exports—the
uniqueness and popularity of American intellectual property that
can measurably improve the U.S. trade balance.

Senator METZENBAUM. Mr. Davis, can you wind up, please?

Mr. DAvis. Pardon?

Senator METZENBAUM. Can you wind up, please?

Mr. DAvIS. I am almost there, sir. )

We could not identify any antitrust or regulatory problems. In
fact, we are pleased to note that our proposed merger with Viacom
last week received the required Hart-Scott-Rodino approval from
the U.S. Government.

Finally, we recognize that Paramount Viacom, while still only
half the size of Time Warner and smaller than Fox’ News Corp. or
Sony-Columbia, Matsushita’s MCA or the German Bertelsmann
Group, could serve as a model for a new form of business alliance,
one prepared to meet the global goals of competition, programming
diversity, and state-of-the-art product innovation, while at the
same time honoring our joint commitment to building long-range
shareholder values.

Mr. Chairman, that completes my remarks. I am pleased to re-
spond to your questions.

Senator METZENBAUM. I do have, and my guess is my colleagues
have a number of questions, but before doing so some of our mem-
bers were not here before when we were taking opening state-
ments. Senator Specter, we would be happy to hear from you, sir.

OPENING STATEMENT OF HON. ARLEN SPECTER, A U.S.
SENATOR FROM THE STATE OF PENNSYLVANIA

Senator SPECTER. Thank you, Mr. Chairman. In an opening
statement, I would like to express some of the concerns which I
have, however, I am now very late for an earlier commitment, so
1 am going to have to excuse myself, but I will try to return to ask
questions and have a dialog. )
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Up until late Xesterday afternoon, all I knew about this matter
was what I read in the newspapers and heard on the electronhic
media. As is the custom, I met late, at the request of Mr. Smith
and then at the request of Mr. Redstone and Mr. Davis. Although
I had earlier appointments scheduled at Mr. Diller's request, he
could not complete them, but I talked to him by phone today. What
I see unfolding is a very complicated picture, one which is going to
require very considerable analysis in a variety of fora.

en Mr. Smith outlines the goals of Bell Atlantic, I am can-
didly impressed. I have seen Bell Atlantic operate in my hometown
over many years, and I would like to see competition in cable and
in telephones both in Pennsylvania and in Philadelphia. I would
like better cable service also in Washington where they are also
present. Bell Atlantic and QVC and Comcast all have very substan-
tial roots in Pennsylvania.

When I take a look at the statements which are made by Mr.
Redstone, as | heard them yesterday afternoon and read his state-
ment and hear them this morning, I am very concerned. I have ex-
amined in a cursory fashion a very extensive complaint which
Viacom has filed against TCI in the Federal court aileging anti-
trust violations.

I don’t know what the facts are, but if TCI is going to have ac-
cess to 50 percent of American households, then I have grave
doubts about the public policy wisdom of such an arrangement; but
I repeat, I don’t know what the facts are. I have been provided with
a chart which talks about vertical integration and horizontal inte-
gration, and I think we may soon, if this is all so, have diagonal
integration, with as extensive as these issues are.

I am just a little disappointed that Dr. John Mazlone is not
present today, but I understand the problems of scheduling.

Senator METZENBAUM. He has been invited and he was out of the
country, but we expect him to be before us at a subsequent heat-

ing.

%enator SPECTER. Well, I would hope that he would be present.
When we talk about the kind of allegations—and I emphasize that
they are allegations—that Mr. Liedstone has made, and I don't
know what the facts are, but if these facts are proven, it is a very
serious question.

I have been dissatisfied with antitrust enforcement back through
many administrations, both Republican and Democratic. I don’t
think we have had nearly enough vigor in antitrust enforcement.
Fortunately, there is a remedy on private right of action, and the
Viacom Co. has commenced a complex lawsuit with a big, thick, fat
complaint. It would be my hope that Viacom would pursue that in
Federal court. There are procedures with the temporary restraining
order and preliminary injunction to bring this matter into court
promptly and to see what can be proved.

I do not think it is possible for this subcommittee to begin to sort
out all these complex factual allegations and potential defenses.
When I listened to Mr. Diller on the telephone for a few moments
this morning, he had quite a lot to say on the other side. I under-
stand that Mr. Redstone and Viacom have some concerns, motiva-
tions perhaps, not to see the QVC merger take place with Para-
mount. I understand that, but whatever the motivations are, what
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is of concern to this committee and me and others is what the facts
are. So I would hope that Viacom would proceed to try to produce
a resolution of the facts and put up the evidence to the extent that
they have it.

peaking for myself, and perhaps for others on the committee,
we are not going to get involved in whether Viacom or QVC ought
to merge with Paramount—that is another question—unless there
are artitrust implications in and of itself. But there are very pro-
found public go icy interests involved here on the consumers of
America in cable television which are enormously, enormously im-
portant.

As I say, I will try to return to participate in the questioning,
and I think that we are going to have to scrutinize this matter very
closely. I hope that the new antitrust chief, Ms. Anne Bingaman,
a very competent lawyer who heads that division, will take a close
look and that we will be able to find out what the facts are so that
we can come to an informed judgment.

Senator METZENBAUM. Thank you very much, Senator Specter.

Senator Hatch, do you have an opening statement?

OPENING STATEMENT OF HON. ORRIN G. HATCH, A U.S.
SENATOR FROM THE STATE OF UTAH

Senator HATCH. Thank you, Mr. Chairman. This hearing is a
very interesting one to me, and the issues surrounding this hearing
are very interesting. In my view, the question posed by the title of
this hearing, “Will Telecommunications Mega-Mergers Chill Com-
retition and Inflate Prices,” manages to be both leading and mis-
eading. The answer to this question is ciearly not the reflexive un-
thinking “yes” that the question invites. This question must in-
stead be examined in light of the revolutionary changes underway
in telecommunications.

Until now, the local markets for telephone and cable have devel-
oped and have been regulated as separate natural monopolies. Real
competition within each market has been viewed as technologically
infeasible and regulatory walls designed to prevent the leveraging
of market power into other market products have reinforced the
local monopolies.

Now, however, technological changes are rapidly rendering obso-
lete the assumptions that have governed regulation of iocal tele-
phone and cable markets. Specifically, remarkable advances in
wired and wireless communications will soon make vigorous com-
petition possible in both the local telephone and cable markets. The
regulatory walls protecting each of these moncpolies are rapidly
crumblinf and the markets themselves are mer%ing.

The collapse of these walls will not only subject the local tele-
phone company and the local cable company to competition; it will
also free them to venture out to compete on each other’s terrain.
The sooner the local monopolies are ended, the more the American
consumer will benefit. Promotion of competition in the telephone
and cable markets is therefore the surest path to low prices and
quality service for the American consumer. :

This hearing centers on two prospective mergers, one between a
local telephone company, albeit a very large one, and a cable sys-
tem, the largest; the other a battle within the cable industry for
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control of a movie studio. I hope that this hearing will examine,
among other issues, important questions such as: What existing
regulatory barriers impede the development of competition in the
telephone and cable markets? Do alliances between local telephone
companies and out-of-region cable companies offer the best prospect
of vigorous competition in the emerging combined market? at
threats to long-term competition are posed b{vhacquisitions during
this transitional phase that we are now in? These are interesting
questions.

I have met with everybody testifying here today on this first
panel, and I have to say that I am concerned about some of the

- problems that have been raised. I do think that it is important, Mr.
Chairman, that Mr. Malone testifies before the committee and that
he be prepared to answer some of the questions that we have. I
think it is critical because this is not some little itty-bitty thing;
this is a very, very big set of processes and set of determinations,
and I, for one, want to do what is right and proper under the cir-
cumstances and under the law in this situation.

Thank you, Mr. Chairman.

Senator METZENBAUM. Thank you very much, Senator Hatch. Let
me make it very clear, we had indicated to Mr. Malone that we
would like to have him present here. I could not speak with him;
he was out of the country. I spoke with his representative. He told
me they would consider coming before the committee. I told him we
would expect him to come before the committee at a future date,
and we will work that out in the not too far distant future.

I also spoke with Mr. Barry Diller and he indicated a complete
willingness to be with us, and it is just a matter of scheduling. We
also expect to hear from Mr. Allen, chairman of the board of AT&T.
So we want to see to it that—and I am sure all of the committee
members feel the same way, and that is that all of the parties to
these matters be given an opportunity to be heard and that we be
given an opportunity to inquire of them.

With that, we will proceed forward with some questions and we
will start with you, Mr. Smith. Mr. Smith, until this merger was
announced, I had hoped, based on your comyany’s past assertions
about competition, that Bell Atlantic would l):'uild a video platform
which would be the most formidable competitor to TCI's cable mo-
nogolies in the Bell Atlantic region.

ou claim that you still will move to compete against cable.
Frankly, Mr. Smith, I am skeptical. Even if you are not allowed to
control both wires into the consumers’s homes, you will no longer
have strong reason to compete aggressively against cable ﬁomrlya-
nies. In fact, there is every reason to believe you will sell the TCI
cable systems in your phone region to companies that won't aggres-
sively compete against you. You and I both know you can make
sales to people who could be very aggressive co‘mpetitors and you
can make sales to those that would not have sort of an understand-
ing to lay back and not come on too strong as a competitor.

know there are lots of ways to achieve that kind of an objective,
realistically speaking. I believe you will have the power to leverage
TCI's vast programming and extensive cable systems to intimidate
your competitors and discourage or prevent them from competing
with you aggressively.
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Isn’t it true that if this merger were approved, you could block
other phone or cable companies from competing with your phone
business because of the control that you have over so much popular
programming and the vast number of people that your cable sys-
tems would reach?

Mr. SMITH. No, it absolutely is not true, Senator. It is our inten-
tion to spin off all of the TCI and Liberty cable systems that are
in our territory in a way that will benefit the shareholders of the
corporation. We will do that in a way that will be consistent with
all of the laws of the land and we will not have any kind of cozy
arrangements with anyone at any time. It is the tradition of our
company, Bell Atlantic, to remain above reproach when it comes to
handling situations of this sort.

Somebody said that it is the definition of intelligence to be able
to hold two conflicting ideas in your mind at the same time, and
that means that sometimes we are going to have to deal with peo-
ple as competitors and at the same time they may be suppliers,
such as AT&T. We compete vigorously against AT&T. We compete
vigorously against Southwestern Bell. We compete vigorously
against all sorts of companies that are in our territory. We plan to
do exactly that. -

We will build the world’s best video network in the old Bell At-
lantic region. We will compete with the cable companies that are
there, whether they were owned by TCI or not in the past. And we
have a precedent to this. Back in 1984 when the Bell System was
broken into eight parts, AT&T and the seven regional holdin% com-
panies, there were questions of the sort that you posed. People
said, well, these are friends and they are going to have, at least
at the very beginning, the same shareholders, and so on; they won't
compete against each other. Well, I think that that has proven ab-
solutely not to be true. -

We are strategic competitors against virtually every one of the
former members of the Bell System, and that is exactly what we
will do, and we don’t do that just out of an altruism, Senator. We
do it because it is good business. The video market is large. The
interactive video market is going to be gigantic. It is very much to
ov.ixr advantage to compete very directly against those cable compa-
nies.

The cable companies that will be spun off are likely to be spun
off to companies like AT&T, Bell South, Ameritech, excellent com-
panies who are going to be doing the same sorts of things as we
are out of their region. They are going to be competing against us
for telephone and we are 50 ng to be competing against them in our
territory in video. So I don't see this in any way being advan-
tageous to our shareholders, and it certainly is not something that
we would ever consider doing. :

Senator METZENBAUM. Well, Mr. .Smith, Bell Atlantic is a very
well-respected company.

Mr. SMrTH. Thank you.

Senator METZENBAUM. And I hold it in the highest regard. You
made one statems:nt that caught my attention. You said Bell Atlan.
tic would alwavs want to conduct itself in a manner that would be
above reproach.

Mr. SMITH. Yes, sir.
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Senator METZENBAUM. But the fact is that I am not sure exactly
when {ou did it, but not too long agn Bell Atlantic was saying that
the cable rates should be reduced 2% percent. I came in from New
York early this morning and glanced at the Washington Post and
saw you had now changed your position on that, you said we will
.have to reconsider that position. Now, that sort of sounds like, well,
I am on a different side of the table now; now, I am in the cable
?uct;iness and I don't think this 28-percent reduction should be the
act.

I have to say to you that we are all realists, You are a business
person. I came out of the business world, and if you are going to
own the cable companies, you don’t want cable rates to be reduced
28 percent. But before when you weren't in that position of owning
TCI, you were for it. That is not exactly the kind of image that you
tell us Bell Atlantic maintains and wants to continue to maintain.
Would you care to address yourself to that?

Mr. SMITH. Yes, certainly. When we were providinghtestlmony
concerning the Cable Act, we were concerned about rights and we
made statements of that sort. That still is to our advantage. As you
know, Senator, we are in a letter of intent stage. We haven't signed
a definitive emnent and we certainly haven't closed on these
rrog‘erties, and you should be aware that there is a cash-flow test
n these properties which states that we will gafr a certain multiple
of the cash-flow. So if the cash-flow is slightly lower, we pay a
lower price. So I am not retracting that testimony.

We are going to have to review all of our positions so that we
represent our shareholders and our customers. All of the positions
that we made in the past were made sincerely. We felt that they
were appropriate. I am not retracting that, but we will have to con-
sider as circumstances alter cases and we go forward.

I feel that our company has been above reproach. What we have
attempted to do was to represent all aspects of our constituency,
which is our customers, our shareholders, our employees, and the
communities. We try to do it in a balanced and reasonable way 80
we grovlde a fair return and we provide good jobs and we provide
good value to the customers, and we are good citizens in the com-
munity. So, as we make these positions and we change over time,
we are doing it as circumstances alter, so I don't think that that
is in any way a change in our basic position.

Senator METZENBAUM. Are you saying to me that you need mo-
no&)ly rofita from cable consumers in order to compfete this deal?

r. SMITH. Monopoly profits, sir?

Senator METZENBAUM. Yes.

Mr. SMITH. Would you explain? _

Senator METZENBAUM. Well, if there is no competition—we were
looking at a world prior to this deal being made where it was rea-
sonable to assume and everybody in the field felt that the day was
coming when the Bell companies would be in a position to compete
with the cable companies by having the sccond wire into the home
and providing a similar service to that which cable provides.

Mr. SMITH. Absolutely.

Senator METZENBAUM. Now, the question is, when you eliminate
that, when you are in control of both of the wires—and even
though you say we will seli off one, the fact is you are saying to
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us now you need the profits that that monopoly gives yod, which
is what TCI now has. Before, you wera telling us there was a 28-
percent reduction that should be made, and now I gather from the
morning paper you are saying this is so.nething we will have to re-
consider.

Mr. SMITH. I will have to read the morning paper, Senator, but
the fact is that we made that statement and we still think that
that is reasonable. The fact of the matter is, though, we will not
own both sides of the wires. Let me see if I ca:: make that clear.

All across in the red parts that you see on your map there, TCI
is the cable operator. They will build full-service networks in those
areas and they will compete with all comers, not just other cable
competitors such as direct broadcast satellite or 28-gigahertz sys-
tems that are going to provide sort of short-term wireless cable or
any of the others. All comers will be competed with, including the
telephone companies.

' e fully expect that the telephone companies will do what Bell
Atlantic is fﬂmg to do in the yellow areas, and that is to equip
their networks with cable capacities that will deliver the equivalent
of video dial tone to all of the customers. It is to our advantage at
Bell Atlantic to compete directly with all of the cable companies
that are in that yellow territory.

We will never control both sides of the line. I sent a letter just
yesterday to yourself and a number of members of the leadership
making that very, very clear. We made that statement clear to the
Justice Department.

Senator METZENBAUM. Mr. Smith, I am going to have to ask you
to make your answers a litile shorter because of time constraints.

Mr. SMITH. Yes, sir.

Senator METZENBAUM. But are you saying to me that people in

 those red areas should be getting 28-percent rate reductions? Is
that what you are saying?

Mr. SMITH. No, I am not saying that, Senator.

Senator METZENBAUM. I didn’t think so, but that is what you
said when you appeared before one of the regulatory bodies.

Mr. SMITH. Senator, I didn't appear before the body.

Senator METZENBAUM. No; I understand.

Mr. SMITH. That was a Bell Atlantic statement that was made.

Senator METZENBAUM. When I say “you,” I mean Bell Atlantic.

Mr. SMITH. And under the circumstances at that time, they felt
that there should be a reduction in the rates at that level.

Senator METZENBAUM. Mr. Smith, you claim we don’t need to
worry about the proposed merger because of the nondiscrimination
provisions of the 1992 Cable Act. :

Mr. SMITH. That is correct.

Senator METZENBAUM. You claim under the act you won’t be able
to leverage and discriminate, as John Malone did, so there is no
problem with your owning all of TCI's programming. However, if
{c'l are so confident that the law will work, why did you decide
hat g'ou needed to pay a hefty price to own all of this program-
ming

Mr. SMITH. Well, let me say first of all that the accusations made
at this table and by others about John Malone are unproven, and
America has a long and cherished tradition of unsupported and
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unproven accusations and counteraccusations during acquisition
battles. So I am not about to conmment on which pot is callihg
which kettle black, but I cannot sit bﬁ and say that Johnt Malone
has done these things. These things that are absolutely unproven.

Senator METZENBAUM. I am not sure I would agree with that.
From my own personal experience, I remember when a little wire-
less company in Cleveland was trying to get into the marketplace
and just had the squeeze pnt upon it, and it seems to me that I
have some recollection of other instances in which John Malone has
indeed wielded his monopoly power.

Mr. SMITH. No offense, but accusations are not proof. But the fact
of the matter is I am not prepared to comment on those, and there
are accusations made the other way, of course. But the fact of the
matter is that the reason for the Bell Atlantic and TCI merger is
this, that we felt as we looked ahead that this country was going
to move toward interactive video systems that will be delivered to
every single home.

As I said in my testimony, this is going to be a very important
societal benefit. It is also going *o be.a very good business. We con-
cluded in Bell Atlantic that we didn’t have the programming and
cable experience and it would take us an awful long time to develop
it. We looked around this country and we said which companies
had this kind of experience, and we saw the fine companies .of
Comcast and Time Warner and TCI and we concluded that the best
match for us would be TCI.

We paid the price, or offered the price to TCI and Liberty Media
based on the value that we saw in the future. The core com-
petencies of those companies matched ours perfectly. We had a way
and means that we felt we would spin out any kind of conflicting
assets within our region. We would promote competition outside of
our territory and we would bring fierce competition inside the terri-
tory by equipping our existing network to become that super-
highway. So that was the reason that we wanted to do that. This
is a wonderful new business for us and we saw them as the best
possible partner.

Senator METZENBAUM. Senator Hatch, I have got another ques-
tion for Mr. Smith, then I will yield to you and then I will come
back to Mr. Smith.

?enator HATCH. I would appreciate it if I could because 1 do have
to leave.

Senator METZENBAUM. 1 will just ask one more and then yield to

you.

Senator HATCH. OK, thank you.

Senator METZENBAUM. Under your merger agreement, I under.
stand that through TCI you would own a la‘t’-Fe share, 30 percent,
of Teleport, a company that has begun to provide direct competition
with loc~] phone companies in New York, Boston, Chicago, Dallas,
Los Angeles, and is moving into the Bell Atlantic region particu-
larly with resnect to New Jersey, Pennsylvania, and the District of
Columbia.

If this merger goes through, you would then have a 30-percent
share of Teleport. Wouldn't you then be able to stifle telephone
competition which would otherwise develop from Teleport?
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Mr. SMITH. We would seek to do exactly the same thing with
Teleport as we are doing with the in-region cable. We would think
it would be inappropriate to be on both sides of the competitive
wire, whether that competitor was a former TCI cable company or
a former Teleport company. So we would seek to divest all conflict-
ing assets of that sort.

nator METZENBAUM. Senator Hatch?

Senator HATCH. Thank you, Mr. Chairman.

Mr. Smith, as you have heard again this morning and as you
know, TCI and Mr. Malone have been accused of a broad range of
abusive anticompetitive practices. Now, I admit these are accusa-
tions and I am eager to hear Mr. Malone’s account. I understand
why he can’t be here, a conflict in scheduling, but I think he is
going to have to come. In his absence, though, let me just direct
a couple of questions to you.

Mr. SMITH. Surely.

Senator HATCH. First, is Bell Atlantic’s acquisition agreement
with TCI in any respect contingent upon QVC'’s successful acquisi-
tion of Paramount?

Mr. SMrtH. No.

Senator HATCH. What role would Mr. Malone play in the com-
bined Bell Atlantic-TCI merger?

Mr. SMITH. Mr. Malone would be vice chairman and I will be
chairman of the board. Mr. Malone will be responsible for the de-
velopment of new programming, especially in the interactive, mul-
timedia area.

Senator HATCH. One of the basic concerns that Viacom has ex-
ressed about TCI is that its size in the cable systems market al-
egedly gives it monopsony power in acquiring programming, and

that it allegedly has leveraged and will continue to leverage that
power into monopoly power in the programming market. Now,
would you agree tioat itp these allegations are true they would pose
a serious threat to competition and to the welfare of American con-
sumers?

Mr. SMITH. I think that the allegations are based on a model of
the industry which is rapidly changing.

Senator HATCH. But what if they are true?

Mr. SMITH. The model was that there was one cable operator in
each location and there were limited numbers of channels that
were available, and this scarce commodity into the living rooms
could be controlled by one person or another. Many of those con-
cerns have been addressed by the 1992 Cable Act. It is a good act
and it requires that unaffiliated content providers have access to
whatever number of channels there are.

But the fact is that the paradigm is changing. With compression
technologies and with wireless technologies, the capacity into each
city and to each home is increasing almost exponentially. We are
not talking about 30 channels that are limited anymore, or even
6500 channels. The kind of interactive network that we are building
is based on the telephone model; that is, it is switched and any in-
dividual who has content will have access to this new network, and
we will be able to provide their contact into the home. So the old
model, I believe, is no longer operational.
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Senator HATCH. But would you agree that these allegations merit
careful examination by antitrust enforcement authorities?

Mr. SMITH. I think that all aspects of this deal will require care-
ful consideration, and we expect that and we want that so that we
can go forward on an even basis.

Senator HATCH. On pages 16 and 17 of his written testimony-—
and I have read the testimony—Mr. Redstone poses seven ques-
tions to be asked of TCI. Now, may I request that you and Mr. Ma-
lone provide answers to those questions to the committee?

Mr. SMITH. Of course.

Senator HATCH. All right, thank you. Now, I have a question re-
arding the proposed divestment of TCI's cable operations with Bell
tlantic’s region. Let me say narenthetically that this divestment

eliminates what, from an antitrust perspective, would be the single
most potentially troublesome feature of the acquisition.

Mr. SMITH. Yes.

Senator HATCH. Could you explain how the divestment would
take place under the acquisition agreement, because as I read the
acquisition agreement transfer of in-region cable operations to an-
other company would be contingent on that comKany agreeing to
subscribe to Bell Atlantic’s video dial tone network service? I want
to know if that is a correct reading, and if so, how would you re-
spond to the concerns that this provision itself might be anti-
corhx}lpetitive or might have anticompetitive consequences?

r. SMITH. The spin-out of the TCI assets in the Bell Atlantic
region is not contingent upon the taking of Bell Atlantic’s video dial
tone service. This is an ofter that we have made to every cable com-
pany in our operating territory and a number of them have accept-
ed it. This is an arrangement by which the video dial tone network
is built. It is either owned or co-owned by either or both of the par-
ties. It passes all of the scrutiny of the Justice Department to make
sure that, although capital may be preserved, which is the idea be-
hind this, competition is also preserved. The approval of those

_ agencies is required before any of these kinds of systems could be

* put up, but it isn’t contingent on that.

©  Senator HATCH. One last question. Are there any existing regu-

. latory barriers to competition in the cable market that you believe
are outdated? . - . :

Mr. SMITH. Yes; we went to court, as you may tecall, in Alexan-
dria and said that the 1984 Cable Act was unconstitutional on first
amendment grounds. Bell Atlantic won that case and it was ap-
plied without a stay, pending appeal, to Bell Atlantic only. .

We personally feel that there should not be any kind of cross-
ownership for cable and that telephone companies all over the
countries should be permitted into this field. Free and open com-
getition is really going to be very good. It is going to not only, I

elieve, provide more choice and convenience, it is also going to
provide in the long run lower prices and it will also expand the
market. So, yes, I think there is that cross-ownership that is inap-
propriate even toda’ly:il

Senator HATCH. Thank you. Mr. Chairman, 1 just have a couple
of questions for Mr. Redstone. I have only taken about 5 or 6 min-
utes. Could [ just finish these? .

Senator METZENBAUM. I have no problem, but Senator Simon—
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Senator HATCH. Do you mind, Senator Simon, because this is
very important as far as I am concerned?

enator SIMON. Go ahead.

Senator HATCH. There is a lot riding on it for gll sides here. We
realg' do need to go into this in perhaps more detail than what we
are oin%here today, and I appreciate our distinguished chairman
holding these hearings.

Mr. Redstone, as I understand it, your concerns center on TCI's
alleged power in the cable systems market. Now, do you agree that
technological changes make competition within the local cable mar-
ket possible, and it so, will these changes suffice to '}arevent the con- -
solidation or maintenance of abusive market power?

Mr. REDSTONE. No, they won't. If I may suggest——

Senator HATCH. It vou will get a little closer to your mike, I
think it will help. '

Mr. REDSTONE. We have all heard about this 500-channel cable
siystem. Well, I will believe it when I see it. Right now, there is a
limited channel capacity throughout the United States. What you
have here, however, is control, not only horizontal control of cable,
such horizontal control that r]éfht now, forgetting the track record
of anticompetitive behavior, Mr. Malone decides what people can
hear and see in the United States, not only in his cable franchise
area but in the United States because if a cable channel cannot
succeed, it doesn’t succeed anywhere.

That kind of power should not be in the hands of any one pcrson.
That kind of power will be enhanced in two ways; first, by an ac-

uisition of Paramount and, second, by this merger. It is not simply
the control of the gate; it is the control of the programming serv-
ices. Mr. Malone, through his own entities and related entities, con-
trols 25 programming services. He controls 16 regional sports chan-
nels. Are we to give him Paramount’s one regional sports channel?

Right now, he is able to discriminate against every programmer.
1 assure you, you will not find any programmers here to testify, ex-
cept those aftiliated or particularly friendly with Mr. Malone, be-
cause if they do their life is in his hands. If you add the Paramount
library to Mr. Malone’s enormous program holdings—those aren’t
disposed of as a result of this merger—he can further discriminate
against other programmers and eliminate their necessity on his
cable systems. :

But, ﬁnallf', forgetting the track record of anticompetitive behav-
ior—we say it is not proven; it was proven enough for Senator Gore
to call it holding ransom, a shakedown, in the words of Senator
Gore, and he was right. Forgetting that, nobody should have this
kind of power. Nobody should be the gatekeeper to consumers to
cable, to access to cable.

Senator HATCH. But doesn't the 1992 Cable Act already proscribe
the activities that you allege that TCI has engaged in, and why
can't sufficient relief be obtained for these alleged violations either
through the courts or through the FCC?

Mr. REDSTONE. Well, I assume they can, and if we could only se-
cure a vigilant look at the antitrust implications of the proposed
merger of QVC and Paramount, as well as Bell Atlantic and TCI, .
that is all we have a right to ask. The hope that these conceins
which we express—we do have a private ax to grind, but we believe
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our concerns rise to the dignity of issues cf great public concern
which will affect the future of the telecommunications industry. We
believe that they should be seriously looked at by tlLe antitrust au-
thorities. We have no right to request anything more than that.

Senator HATCH. Do you support or nppose eliminating existing
restrictions on the ability of telephene czmpanies to compete in the
cable business?

Mr. REDSTONE. I think that telephone companies should be al-
lowed to compete. I think that competition of every kind is good for
America, but while we hear about all this potential competition for
newcomers, the fact of the matter is that this merger, particularly
with TCI, eliminates competition between a proven monopolist and
Bell Atlantic. That is the immediate result of this.

We have heard today, if I may just add one thought, that we all
want a state-of-the-art superhighway to the American home. We
think that is a good idea. We don’t think it should be in the control
of one man.

Senator HATCH. Well, one last question. Does the Bell Atlantic
acaulsition exacerbate any of your concerns? If so, how? Let me just
add tais to it. How does the fact that the combined Bell Atlantic-
TCI entity would have access to half of the American homes reflect
a threat to competition if other telephone and cable entities would
also have access to such homes?

Mr. REDSTONE. I think what you have, sir, is the fact that with
just 20 to 25 percent of cable homes in the control of John Malone,
reaching just that part of the country, you have clearly anti-
competitive behavior. You clearly have serious antitrust issues
merely by the existence of the power, getting away from the abu-
sive power.

Remember, these peogle who have these monopolies are gate-
keepers. They decide who can get in and they decide what pro-
grammers can get in. When gou add just his partners, you now

ave a reach to one-third of the homes of America. When you add
Bell Atlantic, you have a reach by one company into 50 percent of
{::'hecel homes of the United States. That is too much power for any-
ody. :
Senator HATCH. I have used up enough of my time. I am sorry,
Mr. Davis, I won't ask you any questions. I am sure you will miss
that. [Laughter.]

But I have really ex\ioﬁed this and have appreciated all of the
testimony here today, both the written and the oral. Thank you.

Senator METZENBAUM. Thank you, Senator Hatch.

Senator Simon?

OPENING STATEMENT OF HON. PAUL SIMON, A U.8. SENATOR
FROM THE STATE OF ILLINOIS

Senator SIMON. Thank you, Mr, Chairman. First, I want to com-
mend you for holding this hearing. I think it is important that we
look at any concentration of economic resources in our country, and
I think the Antitrust Division of the Justice Department also has
to look at this very carefully. I confess, as 1 have told one of you
at the table, I probably know less about this whole merger than
most members of this subcommittee. But I think whenever you

HeinOnline -- 20 Bernard D. Reams, Jr. & William H. Manz, Federal Telecommunications Law: A Legislative History of the Telecommunications Act of
1996, Pub. L. No. 104-104, 110 Stat. 56 (1996) including the Communications Decency Act 35 1997



38

have this kind of concentration of economic resources, we have to
look at it.

I would say, second, I am concerned not jus: in this field, but in
general, about how we are allocating our capital resources in our
country. To the extent that you have a stock-for-stock transaction,
that is a healthy thing. We talk a great deal about the Federal
Government’s deficit, and I have been one of those who has talked
a lot about it, But it is really a culture of debt that we have created
in our society that applies to corporations, it applies to consumers,
as well as to governments.

One of the changes in the tax law that came about the other day
that Senator Metzenbaum and I did not vote for was to, for the
first time since 1927, permit corporations to write off goodwill
when one corporation acquires another corporation. I might add, I
am going to be introducing legislation—I would be happy to have
you as a cosponsor, Senator Metzenbaum—-

Senator METZENBAUM. You got me.

Senator SIMON [continuing). To rescind that provision as of the
effective date that the President signs the legislation.

Third, I am concerned about this—and I mentioned to Mr. Smith
the other day when he stopped in the office—I am concerned about
telephone companies getting into the cable business and the alloca-
tion of costs. A February 1993 GAO report says the FCC simply
doesn’'t have the resources to monitor cross-subsidization ade-
quately. I am also sure the various State regulatory bodies do not
have the resources to monitor that adequately, and I fear that the
consumer can lose out in the long run in this kind of a situation.

Then, finally, since I have the three of you here—and unfortu-
nately I am just moving from committee meeting to committee
meeting this morning and I am going to have to leave in just a few
minutes. But since we have all three of you here who represent siz-
able investments in cable, one of the problems that we are trying
to work on is this whole question—and this is not a dollar bottom
line, but a cultural bottom line—the whole question of entertain-
ment violence on television that glorifies violence.

The research -is just overwhelmingj The Surgeon General has
twice given us warnings, and the National Institute of Mental
Health has as well. No serious researcher questions the reality that
entertainment v.olence is adding to violence in our society. The
broadcast netwo.ks have moved some. How permanent that move
is is a concern of mine. I have to say candidly cable has been much
less responsive in terms of where we ave going.

If I may just toss this one question at you—and there will prob-
ably be another panel on here before I get back, and I will also
have some written questions in some other areas. But since we
have the three of you here, what is your feeling in this whole area
of the glorification of violence? Obviously, if f\;'ou are going to have
a program on the Civil War, it is going to have to have violence
in it, but the glorification of violence, what one researcher calls
“hgfpy violence,” is out there far too much.

r. SMITH. I would like to start, Senator. As a father, and soon
to be a grandfather twice, I am as concerned about the sex and vio-
lence on television as anyone and I really look forward to working
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with this new industry that we are in and also with the Congress
to resolve the issue.

I would like to make one comment, though, and it is a question
you might want to ask yourself as to why programming is so vulgar
and so violent today. One of the reasons is that the programmers
are addressing a very large audience through only the number of
channels that exist today. They end up programming at the lowest
common denominator.

A quote here from George Gilder that struck my eye said that
television is not vulgar because people are vulgar; it is vulgar be-
cause people are similar in their prurient interests and sharply dif-
ferentiated in their civilized concerns.

What we are about to do is to create a high-capacity interactive
network that will break down that old paradigm. We are going to
spend $15 billion upgrading TCI's network anﬁnﬁell Atlantic’s net-
work. It is going to provide a variety of specialized programming,
information and services to the public. They will have much more
control than they ever had in the old broadcast paradigm. The vul-
gar will remain, but it will not be broadcast to every single house
on the block. ,

Senator SIMON. Well, if I may just comment, then 1 want to hear
from the two of you. When you say “the vulgar,” if something is
vuﬁar, it may offend you and it may offend me.

r. SMITH. I was using it as a euphemism for all of that stufl
we hate.

Senator SIMON. But the reality is the violence and the glorifi-
cation of violence is not simply vulgar; it is not simply offensive.

Mr. SMITH. I agree.

Senator SIMON. It does harm.

Mr. SMITH. It creates a pattern in the minds of some people and
it becomes the norm, I am afraid.

Senator SIMON. Yes, and what I would like to do is see some
cable people step up and say we want to eliminate this. We have
one ofP the best-known children’s programs in this Nation that is

roduced in two versions—one is tﬁe violent version for the United

tates and the other is the nonviolent version for all the other
countries in the world. When the Christian Science Monitor asks
a spokesperson for the program why, she says in the United States
we expect violence and we have no adverse reaction; we can't sell
it in other countries. Something is wrong, and 1 think cable has to
join the broadcast industry in doing something about it.

Mr. SMiTH. Whether “Beavis and Butt-Head” would sell across
this globe the way it sells here in the United States is a real seri-
ous question, as someone who is now entering this new industry.

Senator SIMON. Mr. Redstone?

Mr. REDSTONE. In the first place, I can beat the gentleman to my
right in one respect. I have five grandchildren and I am very con-
cerned about their viewing habits. In fact, notwithstanding the last
comment, I think that Nickelodeon has been generally praised here
and throughout the world for the contribution it makes to chil-
dren’s education and programming, and we take that responsibility
very serious!f:v

I"think MTV performed a true service in bringing out hundreds
of thousands of people who had given up on the system to vote in
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its Choose or Lose campaign last year. As far as the slur on
“Beavis and Butt-Head,” what took place there was that we devel-
oped a program that was basically a satire on the foibles of Amer-
fca. We did not e’lnsgect young children to be watching it. We learned
a hard lesson. The Elrogram was immediately moved to late at
night and a thorough search of the editorial comments of that
“Beavis and Butt-Head” show.

Believe me, we are committed to anything that will eliminate
fratuitous violence in programming in the United States. Nor do

believe that the addition of 40 more channels necessarily brings
about the result that violence will be diminished. That depends
uplon the responsibility of the programmer, not the number of chan-
nels.

Senator SIMON. Mr. Davis? :

Mr. Davis. Senator Simon, I am pleased to see this so far has
been a nonviolent sezsion. [Laughter.)

We will try and keep it that way.

Senator SIMON. Yes.

Mr. Davis. In the 30.5 hours of programming that we at Para-
mount produce today, perhaps the one show that you have singled
out is “The Untouchables” of all the shows that we have, and we
are cognizant of the issues that have come up on violence. We are
sensitive to it. We are working with you, not only ourselves but
through the Motion Picture Association. We are working with the
networks. We are working with those cable operators, or program-
mers I should say, that will function with us, and we intend to do
something about it. We are aware of it. We don't necessarily agree
on all of the issues, but I think you will find remarkable changes
in the future.

Senator SIMON. I thank you, Mr. Chairman.

Senator METZENBAUM. Thank you, Senator Simon.

Senator Specter?

Senator SPECTER. Thank you, Mr. Chairman.

Mr. Smith, when I was reciting in my opening statement some
of the allegations of Mr. Redstone, I saw you nodding in the nega-
tive. I would be pleased to hear any comment you would care to
make on what Mr. Redstone had to say about TCI's alleged monop-
oly powers.

Mr. SMITH. Well, as Mr. Redstone began to add up all of the
areas of TCI's control, I thought for a moment we were approach-
ing 125 percent of the country. I believe that the figures are exag-
gerated and are incorrect. The fact of the matter is that if you
count, as Mr. Redstone did, all of the telephone and all of the cable
subscribers in this country, there are 175 million cable and tele-
phone subscribers, and TCI and Bell Atlantic have 22 million of
those. So you can take those two numbers and divide them any
way you like and add others that may be influenced. But in this
world of competition that we are entering, no company is going to
have the kind of control that Mr. Redstone suggests or accuses TCI

of.

Senator SPECTER. Well, that is a factual question we will have
to inquire into further.

Mr. SMITH. Of course.
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Senator SPECTER. Permit me to ask you if, in fact, TCI did have
a 50-percent market share or access to a market share, would you
consider that excessive in the public interest?

Mr. SmITH. If TCI controlled 50 percent of the 175 millioh tele-
phone and cable subscribers, I would say you would have some real
questions there.

Senator SPECTER. You and I talked briefly yesterday about the
additional capital and jobs which would be created.

Mr. SMITH. Yes.

Senator SPECTER. That is alwa{s a comment of desirability.
-Would gou tell us how much capital vrould be provided by the pro-
posed Bell Atlantic-TCI merger and how many jobs that would cre-
ate nationally, with some focus on Pennsylvania? [Laughter.]

Mr. SmrTH. I will have to use some entuck( or E’ennsylvanla
windage here, but basically as we build the business plans for the
new interactive networks that we will build in the old TCI and in
the new Bell Atlantic territory, we, as I said in my testlmon{. will
be spending something in the neighborhood of at least $15 billion
over just the next § years.

We expect those investments to accelerate beyond that. There
will be two effects of that, one of which will be the actual jobs in
our territory and, by the way, in all of the other telephone terri-
tories and cable territories in this country that will, I believe, take
this merger as the model for the future and they will build their
own levels of networks.

But there will be two levels of jobs, first of all those jobs that are
involved in the building of the network itself. Those are linemen
and splicer jobs, jobs that involve building of the fiber optic high-
ways themselves, the programmers who will program the new sys-
tems. This is the computer programmers, not counting all of the
others that will be involved in the deployment of the irformation.

At the end of that 5 years, we are going to be talking about thou-
sands and thousands of jobs in Pennsylvania. I can give you one
hint as to the number. I believe in Pennsylvania alone, in our cur-
rent plans we have something in the neighborhood of $2 billion to
spend in just this 5-year period after the merger, so we are talking
about substantial investments in this network.

But beyond that, just think about what kinds of services these
are going to spawn. QVC, for example, is a very rudimentary—and
I am not talking about it in terms of any bid; I am talkin% about
it as a service. QVC is a very rudimentary kind of service. It is on
one channel and it is not all that easy to buy the services. Yet,
there are 5,000 people who work for that company across the coun-
try—by the way, Senator, 2,500 of them in Pennsylvania—who
produce this very, very rudimentary shopping service. As it be-
comes interactive, as it becomes even broader, this and theé other
kinds of home shopping and home information services are going
to create jobs in that magnitude, thousands of jobs, sit.

Senator SPECTER. Thank you, Mr. Smith.

Mr. Redstone, your statement contains some ver{ strong allega-
tions. You have the charge here that TCI was able to pressure
CNBC into not going to a news format because it would compete
with CNN, which has a significant control factor by TCI and Dr.
Malone. You might be interested to know, if you don't know al-
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ready, that CNBC covered your full testimony and they cut off
when it came to my opening statement. [Laughter.]

Mr. REDSTONE. Believe me, I have no control over CNBC, sir.

Senator SPECTER. You have no control. Perhaps there is coverage
b{ indirection. They want to be sure to not be subject to a charge
of unfairness.

You ther say in your statement that “Vice President Gore called
the CNBC situation a ‘shakedown’ by TCL." Now, it may be that
Vice President Gore is not totally without influence in the Clinton
administration. Given his attitude on the subject as you articulate
i% why?can't you get the Department of Justice to act on your
charges

Mr. REDSTONE. I would like to answer that, but may I, Senator,
Jjust refer to one statement that was made by Mr. Smith?

Senator SPECTER. As soon as you have answered my question,
you m?{é

tl\:é'. DSTONE. Well, we would hope that he would become inter-
ested.

Senator THURMOND. If you don't mind, speak in your microphone.

Mr. REDSTONE. We would hope that Vice President Gore would
become interested. As a matter of fact, Vice President Gore also
said that John Malone was the godfather of the cable industry cosa
nostra, so we would think that he should be interested in the pub-
lic policy issues that we have raised in our complaint. Incidentally,
we realize that it is not the function of any government body to
deal with a private dispute. What we say is that this private dis-
pute involves issues of great national concern.

Senator SPECTER. Well, have you asked the Justice Department
to look into these charges?

Mr. REDSTONE. Our lawyers have been meeting with the Justice
Department. I believe at the request of the Justice Department,
our technolo&y geogle have been to the Justice Department to dis-
cuss in detall the bottlenecks in the transmission of the cignal in
the United States. We have met with Mr. Neel, who is the Deputy
Chief of Staff at the White House.

What we are really seeking is no more than a good, hard look
at what Is taking place here. We are satisfied, if that takes place,
there will not be a Paramount merger with QVC, which was inci-
dentally just described as a rudimentary shopping channel.

Senator SPECTER. Well, did you take those complaints to the De-
partment of Justice—

Mr. REDSTONE. Yes.

Senator SPECTER. Excuse me. You haven't heard the question
yet—before you filed your Federal antitrust suit?

Mr. REDSTONE. No. :

Senator SPECTER. Why not? )

Mr. REDSTONE. I am not certain. I guess we thought it was our
responsibility to file the complaint. It may have been a better pro-
cedure to discuss it with them at that time, but we did go to the
Department of Justice to express the complaint.

enator SPECTER. Well, the private right of action is reallg a sup-
plement to the Department of Justice. I would think that you
would look to them. If they file the complaint, you don’t have to
pay the fling fee.
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Mr. REDSTONE. Well, I would agree with that, Senator, but it is
not always possible to stimulate a Government agency to utilize
the necessary resources to approach abuses of the kind that exist.
We are really hoping that we will be successful in having the anti-
trust agencies take a good, hard look at Paramount-QVC and Bell
Atlantic-TCI.

Senator SPECTER. I have many more questions, but I will ask
only one in the interests of time because there are so many more
witnesses, and that pertains to iXour statement on page 5 which
you made orally that TCI has threatened to “crucify” The Movie
Channel by dropping it from TCI's cable system in favor of Lib-
erty’s own Encore service. :

Now, in a context where TCI has sufficient market power to
make that kind of a threat and complete it, what is the quality of
your evidence that you have on such a serious charge?

Mr. REDSTONE. We will introduce evidence by employees discuss-
ing this matter with employees of TCI who used the phrase—this
is not a phrase that we made up—“we will crucify you if there is
not a deal done that satisfies John Malone.”

Senator SPECTER. Well, a final statement, Mr. Redstone. If you
have that quality of proof, I hope you will go into Federal court
seek a temforary restraining order or preliminary injunction, an
then we will really know what the facts are if they are submitted
to a court and you have an adjudication.

Mr. REDSTONE. We assure you, sir, that the allegations made in
our complaint are not frivolous. Every one of them will be proven.

Senator SPECTER. Thank you.

Senator METZENBAUM. Senator Thurmond?

OPENING STATEMENT OF HON. STROM THURMOND, A U.8.
SENATOR FROM THE STATE OF SOUTH CAROLINA

Senator THURMOND. Thank you, Mr. Chairman. Mr. Chairman,
I want to make a brief statement and then I will have a few ques-
tions.

The hearing this morning seeks to address the complex issues in-
volved in the telecommunications industry by looking at consolida-
tion which recently has been proposed. These issues are exciting
because traditional telephone, cable television, and wireless tech-
nologies are rapidly converging, which may bring new products and
strong competition into areas that have not experienced the invig-
orating effects of competition in the past. We are at the point
where cable systems have the ability to begin offering telephone
services, while telephone companies may be able to provide video
services over their telephone lines.

The role of the Congress should be to encourage competition in
these converging technologies so that consumers benefit from better
services and lower prices. We should make suve that laws and reg-
ulations keep up with technological advances so that we do not un-
necessarily restrain competition where it could flourish in the mar-
ketplace. |

Certainly, this hearing should not be téken as a signal to inves-
tors or the antitrust enforcement agencies that the specific trans-
actions being discussed are disfavored or will not survive antitrust
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scrutiny. Our purpose today is not to conduct an antitrust minitrial
o the merits of specific transactions.

The Department of Justice and the Federal Trade Commission
have been given the responsibility for conducting detailed analyses
of mergers under the antitrust laws. In carrying out this respon-
sibility, I expect that the agencies will carefully scrutinize large
telecommunications mergers. However, it is neither necessary nor
advisable for the Congress to try to micromanage this review proc-
ess by the antitrust enforcement agencies or to try to influence how
transactions are viewed in the financial markets.

Mr. Chairman, the issue should not be whether any particular
merger is good or bad, but whether any changes in the applicable
laws or regulations may be desirable to achieve strong competition
in the telecommunications industry for the benefit of consumers.

I want to thank all these witnesses for their time and effort in
appearing before the subcommittee this morning.

Now, Mr. Smith, please make your answers as brief as you can
since time is movinF on. Does merging with TCI provide any tech-
nological help to Bell Atlantic’s plans to offer video services over its
telephone lines within the Bell Atlantic region, or does the merger
simply provide Bell Atlantic with programming in that region?

r. SMITH. Senator, it was about a year or two ago that we con-
cluded that in order to get the competencies and th? abilities that
involved programmin% and cable operations, it would take us a
number of years. We looked at all of the available companies, the
companies in this country, concluded that TCI was a very good op-
erator, and that as we combined we would be able to accelerate the
dﬁﬁ}oyment of the interactive services in our territory using their
skills.

Senator THURMOND. Mr. Davis, in your written testimony you
suggest opening the media gateway to all programmers. Does your
proposal apply to all companies, including Viacom, or only to tele-
phone companies and the largest cable companies?

Mr. Davis. It clearly applies to everyone. Mr. Smith, in his re-
marks, was referring to c%oice and control for the consumer. I am
as concerned about will the programmers, such as ourselves, have
some choice and some small measure of control with who we deal
with, or be told who we have to deal with or be told what the price
is for our programming. That is our concern, sir.

Senator THURMOND. Under the FCC rules on video dial tone, do
all video programmers have equal access to the video delivery sys-
tems that will be available over the telephone lines?

Mr. Davis. Yes.

Senator THURMOND. Mr. Redstone and Mr. Davis, you both might
answer this question. You are focusing on TCI as the party inter-
ested in Paramount, but is the ultimate competition for Paramount
between Bell Atlantic, through TCI, and NYNEX through its back-
ing of Viacom?

r. REDSTONE. I will reply to that, sir. The ultimate competition
today involves a true monopolist, TCI. Our position—I tried to
bring this in before. Mr. Smith will have no difficulty refuting
statements that [ didn't make. I didn’t make a statement that they
would control 126 percent of America, but the statements I made
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were accurate—20 to 25 percent themselves, a third with their
partners, access to 50 percent of America with Bell Atlantic.

Coming back to.your question, sir, we are concerned both with
the implications of Paramount-QVC and Bell Atlantic-TCI. One of
our concerns is that you are not only dealing today with a gate-
keeper whose gatekeeping will be expanded, you are dealing with
a party who combines that with vertical integration, controls 25

rogramming services, now wants to add to it the Paramount li-

rary, which will add several more channels in a world which still
has limited channel capacity, increasing the power to diminish the
role of the independent programmer like ourselves and itiie power
to discriminate in favor of his own services. Whenever you give
anybody control of that much product, you give them control of
price.

Senator THURMOND. Mr. Davis, your testimony noted that Para-
mount chose Viacom in order to enhance your ability to reach view-
ers. If QVC is ultimately successful in its bid and survives the scru-
tiny of the antitrust enforcement agencies, would QVC not result
in more viewers being reached with Paramount’s products?

Mr. Davis. It would be virtually impossible, sir, because the rea-
son that we said that we chose to merge with Viacom is looking at
the plethora of product that will be available and the opportunities
between the two companies. QVC is a shopping network, and hav-
ing been accused of disparaging it as a shopping network, that is
what it is. Viacom is not, Paramount is not. ,

You are talking about cable networks that exist in Viacom. As we
said earlier, we have an interest in the USA and the Sci-Fi cable
networks. We have a regional sports network through Madison
Square Garden. Putting that together with the creative personnel,
with the creative talents that both companies possess, with the
huge amount of programming that we have in television, will make
this a very successful company that no other company frankly can
match in terms of programming only. _

Senator THURMOND. Mr. Redstone, in your testimony you seem
to consider all of the cable market share of QVC's backers to be
controlled by TCI. What is the basis for this?

Mr. REDSTONE. TCI controls QVC in the following way. TCI has
something like 22 to 27 percent of control through Liberty Media.
Its two partners, Comcast and Diller, each control about 12.5 per-
cent. That comes very close to 50 percent, with the rest widely dis-
persed. There is a voting trust. Mr. Malone’s partners have to vote
with Mr. Malone.

Now, coming to some of the other: cable programming setvices,
let’s come to Turner Broadcasting. Other than Ted Turner, Mr. Ma-
lone is the largest stockholder of Turner Broadcasting, but more
important than that, he has negative control of everything Turner
Broadcasting does. Turner cannot spend more than $1 million un-
less John Malone says OK.

So when Turner acquired or agreed to acquire New Line and
Castle Rock, they could not do so unless John Malone said OK.
That has particular significance when you consider the other inter-
ests in Carolco, his alleged interest in obtalning equity in
Matsushita and Sony, and now you want to add Paramount to that.
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Senator THURMOND. I want to ask this question to be answered
briefly by all of you. We will start with Mr. Smith. If cable compa-
nies are backed by larger telephone companies outside their home
regions, will this provide stronger competition in the telecommuni-
cations industry? That is, will not Viacom, backed by NYNEX, be
a more equal competitor to TCI, backed by Bell Atlantic, compared
to the situation before the telephone companies get involved?

Mr. SMITH. Yes, I think that will result in more vigorous com-
%ectition. It is not only NYNEX and Viacom and Bell Atlantic and

I, it is also US West and Time Warner and Southwestern Bell-
and Hauser Cable in our own territory. These are companies that
have come to the conclusion that they need both the expertise of
cable as well as telephony, and it is going to result in more com-
petition, lower prices, and more choice across this country.

Senator THURMOND. Mr. Redstone?

Mr. REDSTONE. I was 'ustaﬁoing to say, sir, that the——

Senator THURMOND. épe in your microphone so we can hear
you, please.

Mr. REDSTONE. The premise about NYNEX and Viacom is really,
if I may say so, totally off the track. It is net applicable and irrele-
vant. I‘iYNEX has no interest other than make a financial invest-
ment in Viacom. They made an investment in terms of a convert-
ible preferred stock. There are no arrangements for any business
transactions between NYNEX and Viacom. None may ever take

lace. If one does, be assured it will receive the pr:]per scrutiny.
at is not at all comparable to a merger, an actual merger, be-
tween Bell Atlantic and TCI. There is no merger between us and
N‘x('lNEX~ They made an investment in our company, period, over
and out.

Senator THURMOND. Mr. Davis?

Mr. DAvis. As a programmer, we obviously welcome :nor: com-
petition. As a programmer, we also welcome more chaanele avail-
able to us, not controlled by one single entity. What we wouid like
to see under the new cable law and we would like to see under the
new rules applying to telephone companies is more telephone com-

anles coming in with their systems, as opposed to frankly acquir-
ng other existing cable systems, which is only going to stifle com-
petition.

Senator THUARMOND. Thank you, gentlemen, for your appearance.
Mr. Chairman, thank you.

Senator METZENBAUM. Thank you, Senator Thurmond.

Mr. Smith, it has been a long time. I would like to come to you.

Mr. SMITH. Yes, sir.

Senator METZENBAUM. I am firmly convinced that competition
would drive both telephone and cable rates down. In past hearings
before this subcommittee and other committees, representatives of
consumer and business telephone ratepayers have claimed that
Bell Atlantic and other phone companies have charged rates sig-
nificantly higher than were appropriate for a telephone monogoly.
Many of these groups, as well as Bell Atlantic, complained about
monopolistic pricing in the cable industry.

It seems to me that this merger will actually make it less likely
that consumers will get the rate reductions they deserve. Mr. Hat-
field, a communications expert who will testify later this morning,
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claims that you will maximize your profits by not going head-to-
head against other competitors to provide the kind of package of
cable service or local phone service that consumers receive today.

You have described your cable venturea as a video jukebox that
has a server to offer consumers individual shows. 1 am not sure if
you used those phrases today, but I know you did yesterday when
we were talking. I don’t understand how that would be real com-
petition, with the 40 to 50 chanrels of diverse programming that
cable companies offer today. I wonder if you could exp'sin how
you—

Mr. SMITH. Yes; let me start with the local ratepayers in the tele-
phone industry. We are very proud in Bell Atlantic of having prob-
ably the very best record over the last 10 years since divestiture
of keeping basic rates in line. In some of our jurisdictions, it has
been virtually a decade, 10 years, and basic rates have remained
at the lowest levels in the country. In the areas where we are be-

inning our video dial tone experiments, New Jersey, for example,

as the lowest rates in the country. So we have a very good track
record. We have agreements with the various State regulators to
provide incentives to our company and keep basic rates low that
will go well into the 21st century. We are very proud of that.

In terms of the video jukebox and why that will increase competi-
tion, if I can take just a moment, the notion of channels in the year
2000 will be considered quaint. It will be old-fashioned and people
will really chuckle about the fact that there were 30 or 40 or 50.

The video jukebox provides you an infinite number of channels
in every single home. As much storage space as there is on these
huqe new servers that IBM, DEC, Compaq, and other companies
will build, that will be the rumber of “channels” or services that
will be available to you, not 30 or 50 or 500, but thousands and
thousands to every single home.

The day of limited capacity for video is over. This new technolo
brought about by digital equipment machines, brought about by
fiber optics and by the switching technologies of the telephone com-
panies, will provide an infinite variety and virtually infinite capac-
ity. So the old paradigm, I am afraid, is gone.

Senator METZENBAUM. Mr. Redstone claims that through TCI,
you will be able to manipulate the market for communications
equipment in a manner that harms compstition. When similar con-
cerns were raised in the telephone industry, we opened that mar-
ket to competition to prevent the AT&T monopoly from thwartin
innovation. Your company previously suggested to the FCC that a
cable equipment be made available to consumers just as telephones
are today. Do you still stand by that position?

Mr. SMITH. Yes; I think that is probably a gcod {dea and I think
that that is exactly the way the marketplace will evolve; that is
all aspects of these markets will be competitive. The timing and
the exact terms of exactly how that will take place over time re-
mains to be seen. The existing entities, such as cable companies
and telephone companies, will be offering competitive services, bun-
dling and unbundling, packaging and unpackaging services in
every conceivable way.

The consumer will have the choice, and since they will have not
just one cable company or one telephone company in any territory,
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thef' are the ones who will rule the roost, not an individual, not an
individual company, not a producer, not a transport company, but
the consumer.

g::mtor METZENBAUM. You are assuming that there will be com-
petition.

Mr. SMITH. We are going to make sure that there is, sir.

Senator METZENBAUM. One of the concerns of this hearing is
whether there indeed will be competition and whether this merger
would eliminate that likelihood.

Mr. SMITH. If I may say so, sir, we certainly wouldn't have en.-
tered into this merger if we didn't belleve that there would be com-
geﬁltlon and that that competition would be profitable to our share-

olders.

Senator METZENBAUM. Wait a minute. I am talking about com-
petition against you. I am not talking about your ability to compete
with others. I think there is no question that you will be able to
compete.

Mr. SMITH. We will certainly compete in the red areas against
the existing cable companies outside of our territory, and already
Time Warner and US West have stated that they will compete

ainst Bell Atlantic in our territory, and so has Southwestern Bell
when they bought the Hauser cable properties. So there will be
competition. They are already building the systems to do so.

Senator METZENBAUM. That is one of the major questions before
us, and they are, can you compete without having the programs
available and will you have too much control of the programming?

You claim that cable competition in your region will not be
harmed by your proposed merger because TCI's properties in your
region are not that extensive. My understanding is quite different.
Is it not true that TCI owns cable systems—I guess maybe you an-
swered this before—serving about 1.2 million cable subscribers in
your cable territory? Isn’t that the fact?

Mr. SMITH. Yes, that is correct, sir, and as we have stated in my
letter to you yesterday, to the Justice Department and in my testi-
mony, we plan to spin those off to separate corporations which will
compete vigorously with us and we with them.

Senator METZENBAUM. But absent the merger, TCI had the po-
tential, or has the potential to be your strongest competitor.

Mr. SMITH. TCI, Comcast, Cox Cable, Jones Intercable—all of
these companies in each of the towns are very strong competitors
and they plan, each on their own, to go into the telephone business
just as we plan to go into the cable business. There is going to be
competition on both sides. This merger doesn’t affect that in the
least. In fact, it increases the possibility of competition in our terri-
tory and outside, sir.

Senator METZENBAUM. That is the question that will be before
the Antitrust Division and the FCC.

Mr. SMITH. Yes, sir.

Senator METZENBAUM. The 1992 Cable Act was designed to get
at the anticompetitive practices of the cable industry. However, Mr.
Redstone claims that the untested strength of FCC regulations can-
not possibly counter any incentives to engage in anticompetitive
conduct that would grow out of this merger.
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Bell Atlantic recently challenged the FCC’s rules regulating cable
rates. In fact, Bell Atlantic filed a Federal lawsuit alleging that the
FCC wasn't aggressive enough in bringing down those rates. You
obviously recognized that with inflated cable rates, cable companies
would have excess cash to invest in equipment that would help
them compete with your telephone business.

Given the skepticism that your own company has expressed
about the FCC’s ability to protect consumers through rulemaking,
wouldn’t you agree that the antitrust agencies should be even more
skeptical of the power of FCC rulemaking to protect consumers
when they review this deal?

Mr. SMITH. If there is only one cable company in town, then
those statements are reasonable. If there are two cable companies
in town, as there is today in the Bell Atlantic region because we
tested the 1984 Cable Act under first amendment conditions and
found that it was unconstitutional—now that there are two cable.
companies in town, you will have competition, as well as the FCC
?rgd the other regulators that will make sure that competition is
air.

I believe in the market, and the market will tell us who Frovides
the best value, the most reliable service and the most quality, and
the customers are the ones that are going to tell us. Bell Atlantic
won that case, and so we are entering into the cable business right
now, We are building it in New Jersey, we are building it in Vir-
ginia, and we will build it all over our territory.

Senator METZENBAUM. Thank you, Mr. Smith.

Mr. Redstone, Viacom has filed an antitrust lawsuit against TCI.
It has been mentioned several times today. I want to make it clear
that neither I nor this committee take a position on your lawsuit,
I do not believe Congress should be trying a lawsuit in a hearing.
However, many of your allegations are consistent with the kind of
conduct that led the Congress to enact cable legislation last yeat.
Therefore, they raise deeply troubling questions about the proposed
merger between Bell Atlantic and TCI.

My first question to you then is, one of the biggest concerns that
I have about the Bell Atlantic deal is that it signals an end to com-
Ketition between cable and telephone companies, or could offer that

ind of signal, depending upon your interpretation and the factual
basis as determined by the agencies. The way I see it, Bell Atlantic
has neutralized its most likely competitor for local phone service by
merging with TCI.

Your company, Viacom, operates the 12th largest cable system in
the country. Therefore, you must have thought about how competi-
tion was most likely to develop in your industry. Were you antici-
pating that, in the future, local telephone companies would be com-
peting head-to-head with you for the delivery of cable services?

. Mr. REDSTONE. It is hard to answer that question, Senator. Mr.

* Smith describes a rosy new world that is going to take place some
time in the future where competition will exist. All I know, sit, is
that this particular merger is one of the most obvious and inflam-
matory examples of the elimination of competition between one
inan who has excessive control of the cable industry and Bell At-
antic.
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Alsgo, if I may, Mr. Smith carefully avoids reference to the control
of programming. He satys in the year 2000 there will be a million
programming services. I don’t know about the year 2000. I am con-
cerned about the independent cable programmers who will be put
out of business next year because of the influence of Mr. Malone.

It is not so easy to develop a cable programming servics. sir. Six

ears ago when we took over Viacom, MTV was considered a fad.

e worked very hard. We were lucky, we were successful, and now
we have an international global network. That can’t be done just
like that. It is easy Just to confine your views to access to the
consumer. That is bad enough, but what about the control of pro-
gramming services?

In other words, it takes the two. It is not just the horizontal con-
spiracy that exists and is beinF enhanced here, it is the vertical in-
tegration and the control of all those programming services which

_ puts TCI in a position that it has today.

Senator METZENBAUM. Let me go to Mr. Davis. Mr. Davis, I get
the impression from your statements that you believe it makes
business sense for communications network owners like cable com-
panies that want to become more competitive and be part of the so-
cﬁlle?d information age to invest in programming. Am I correct in
that?

Mr. Davis. No, sir.

Senator METZENBAUM. No?

Mr. Davis. No; actually, when I cited the 1948 consent decree,
or the consent decree imposed vpon the motion picture in 1948, I
am referring to that and I am using that as an analogy to today.
We are talking about allowing the programmers or the producers
that we were then in 1948 to have access to the theaters then or
the distributors today. If we have to deal with one source which
has control, we are not going to be able to determine our own des-

tiny.

genator METZENBAUM. But what I am really asking you is
doesn’t it make sense, and isn't what we are seeing is the need for
communications network owners like cable companies—if they
want to become more competitive and be part of the so-called infor-
mation age, don't they then have to concern themselves more with
prﬁramming than almost any other aspect of this?

r. Davis. No; I would think that by d»ing that, they would only
exercise more and more control. They would be able to determine
what goes on, who produces what, and who does what. :

Mr. REDSTONE. May I help on that, Senator?

Senator METZENBAUM. Surely.

Mr. REDSTONE. The problem is, of course, it would be good to be
able to develop more programming, but you can't develop program-
ming in the United States today unless John Malone says OK.
That is the problem. He now determines what people can see and
hear in the United States. It is not possible. Unless John Malone
sa{:3 Court TV can live, it doesn’t live.

t me give you a quick example, if you like, that we just went
through. We developed a shopping channel called the MTV Music
Shopping Channel. Mr. Malone was wild for it. Barry Diller called
me very upset because it was going to go on HSN, another service
controlled by John Malone. I said, why don't you talk to John Ma-

HeinOnline -- 20 Bernard D. Reams, Jr. & William H. Manz, Federal Telecommunications Law: A Legislative History of the Telecommunications Act of
1996, Pub. L. No. 104-104, 110 Stat. 56 (1996) including the Communications Decency Act 48 1997



49

lone. I don't want to, in this hearing, discuss what he said about.
John Malone; it is in our complaint.

But here is the answer. As soon as the Paramount transaction
occurred, all of a sudden this MTV Music Shopping Channel that
Barry called me about and wanted and was so upset because it was
golng to io on HSN—that disappeared. Its life was over, and in-
stead we have a German company, Bertelsmann Music, which was
introduced on the scene and our stock was knocked off that day.
That is what we live with today.

Mr. SMITH. If 1 maf', we are talking about the merger of TCI and
Bell Atlantic, and all roads, all accusations and all logic seems to
go back to Viacom and Paramount. These are accusations that are
unproven and there are opportunities for Mr. Redstone to find rem-
edies for these in the courts. I would suggest that he does that.

The statement that there is no programming in this country that
can ever exist without John Malone is nonsense and, looking for-
ward, the changes in our industry that are underway today—IBM
and Digital Equipment and Microsoft are creating this interactive
future, a future that isn’t 10 years away, but is 1 or 2 years away—
will create an open architecture that will not permit anyone, not
Mr. Redstone or Mr. Malone or anyone, to control. This is the world
that we are creating today.

Mr. Redstone is talking about the past. We have Fot to look for-
ward to the future. This merger creates an opportunity for competi-
tion outside the Bell Atlantic territory in telephony and it creates
competition inside our territory for cable. The programming will
have all kinds of new paths, not just one lane on the superhighway,
but two and three ang four lanes through the air and through the
terrestrial networks.

Mr. REDSTONE. May I, Senator? We are not talking about yester-
day. We are talking about today. Mr. Smith is tulking about a rosy
contemplated future. We are talking about today. To the extent
that we have referred to Paramount, what we have said is that TCI
now has monopolistic power in distribution and in the control of
programming. at we have said is that becomes enhanced by a
merger with Viacom, and it becomes further enhanced by a merger
with Bell Atlantic.

Senator METZENBAUM. Gentlemen, we thank you very much for
your appearance here today. I think, Mr. Smith, I do hope that you
will convey, as well as his representatives in the audience, to Mr.
Malone that we do expect him to appear before this committee
soon. We will be adjourning some time by Thanksgiving and we ex-
pect to hear from him, we expect to hear from Mr. Diller, and we
expect to hear from Mr. Allen of AT&T, and so we don’t want to
wait until the very last minute to do so.

Gentlemen, thank you very much for being here.

Mr. SMITH. Thank you, Senator.

".'r. REDSTONE. Thank you.

Mr. SMITH. Senator Thurmond, thank you.

Senator METZENBAUM. Our next three witnesses are Dale Hat-
field, president of Hatfield Associates, of Boulder, CO; Kevin
Arquit, of Rogers & Wells, of New York; and Peter W. Huber, Kel-
logg, Huber & Hansen, of Washington, DC. We will limit each of
the witnesses to 5 minutes. At the conclusion of the witnesses’ tes-
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timony, Senator Thurmond has another engagement and he has
asked if he might proceed before the Chair, and I have no objection
to that, for a period of 10 minutes.

I will say to each of the witnesses, please indicate whether you
currently are or have in the past few years done any work for par-
ties that have an interest in any of these mergers we are discuss-
ing. In other words, I know that some of you are professionals in
this area. I do not find fault with that. We have called you as wit-
nesses because you are experts and it would only be understand-
able that vou would have some clients in the area.

I would like gou each, before Senator Thurmond asks any ques-
tions—in fact, Senator Thurmond, I really question the procedure
of asking questions before these men have had a chance to testify.
You are on live C-SPAN and it just seems as if it is totally out of
order. I think the questions could be submitted afterwards, but I
think we owe it to them to permit them to offer their 5-minute
statements before any questions are asked.

Do you have questions of each of them?

Senator THURMOND. I was just going to base them on their state-
ments they have already submitted.

Senator METZENBAUM. Well, I know, but I think if we do that—
we:i never have done that before and I don’t think we should do it
today.

Mr. Hatfield, would you proceed and tell us something about
your previous or present clients as well? I want to make it clear
that in asking that question I am not suggesting any impropriety,
nor am I looking askance at the fact that these men who are ex-

erts in this area do work for people who have an interest in this
ssue before us today.

Please proceed.

PANEL CONSISTING OF DALE N. HATFIELD, PRESIDENT, HAT-
FIELD ASSOCIATES, INC., BOULDER, CO; KEVIN J. ARQUIT,
ROGERS & WELLS, NEW YORK, NY; AND PETER HUBER, SEN-
IOR FELLOW, MANHATTAN INSTITUTE FOR POLICY RE-
SEARCH, NEW YORK, NY

STATEMENT OF DALE N. HATFIELD

Mr. HatriELDp. Thank you, Mr. Chairman. I very much appre-
ciate the opportunity to appear before the subcommittee today to
testify regarding this recent wave of mergers. Let me state, as you
have asked, I have been in the consulting business for a little over
11 years, almost 12 years. I have done work for cable television
companies, competitive access providers. These are the new compa-
nies that are competing with the telephone companies for limited
services. I have done some work for the Bell operating companies,
and also have worked for a number of the long-distance carriers as
well, and then, of course, a lot of other carriers, mobile radio people
and things like that, that may have some interest in this proceed-
ing. However, I should say that I am here today strictly on my
owh,

Senator METZENBAUM. Please proceed, Mr. Hatfield. Thank you.

Mr. HATFIELD. In this testimony, I will focus my attention on po-
tential purchases by the regional Bell operating companies of large
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cable companies, as exemplified by the proposed merger of Bell At-
lantic and TCI. Of course, 1 have prepared—-

Senator METZENBAUM, Slow it down a little. You are reading so
fast it is going to be hard to follow you.

Mr. HATFIELD. I am trying to get my 5 minutes. Thank you.

Senator METZENBAUM. But | want to be sure we can appreciate
what you are saying.

Mr. HATFIELD. I have prepared a full statement which I have
given to the subcommittee and, of course, I will summarize it here.

Ser:iator METZENBAUM. All statements will be included in the
record.

Mr. HATFIELD. Let me state at the outset that when 1 first heard
the announcement of the proposed merger of a large telephone
company and the largest cable company, and when | recognized
that this was just probably the first of a series of mergers of the
same type to follow, I was really discouraged. I was extremely dis-
appointed because for some 20 years now, I have been a steadfast
advocate of the notion that competition, rather than monopoly, is
the best way of assuring customers a diversity of affordable com-
munications and information products and services.

My initial reaction was, and still is, that allowing the consolida-
tion of large telephone companies and large cable companies is like-
ly to reduce the prospects for meaningful competition in commu-
nications and information services. In the few minutes I have avail-
able, I would like to set forth some personal observations as to why
the mergers of lecal telephone companies and cable companies are
likely to reduce rather than enhance competition.

First, I would observe that the history of the communications in-
dustry in the United States has not been a ha%py one from an anti-
trust perspective. From the earliest days of the industry, the Bell
System sought to gain and maintain a monopoly by the most nefar-
ious means, including denying access to essentlial facilities and buy-
in¥ out competition.

am reminded of this history because the economics of having
two networks, a telephone company wire coming into your home
and a cable company wire coming into your home—the economics
of that are still very uncertain. But if you think for a noment, if
the economics do not support two wires and if the telephone compa-
nies have come to believe that the cable companies might ulti-
mately have the superior technology or position, then it seems to
me it is in their mutual benefit to protect their existing busiuess
and investments by acquiring their potential competitors; that is,
they have a strong incentive to make sure that the competing tech-
nology or system is in friendly telephone company hands, and this
is exactly the direction in which I see we are headed.

Second, and related to my first point, I have always been soine-
what skeptical of cable companies actually competing successfully
for the provision of ordinary local telephone service because of a
host of barriers, including State laws and regulations that precede
it. In listening to the testimony here today, it sounds like somehow
this competition is a foregone conclusion. I have testified through
the United States before State regulatory commissions, and by and
large they show an extreme degree of skepticism about the benefits
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of ordinary local competition, in part, because of its possible impact
on universal service.

However, having participated in the industry for so many years
and finally seeing the willingness at least of a few regulators to at
least entertain the notion of local competition, I feel that independ-
ent cable systems represent the best long-term promise for true
local telephone competition. But with cable systems owned by other
telephone companies, and despite the arguments of the proponents
of the merger to the contrary, I believe that the likelihood of com-
petition will be reduced.

In other words, with such tight control of the industry by a few
companies, I doubt if they will ~eally compete. I am afraid they will
just pull their punches. Even if the competition does emerge, it is
more apt to be at the fringes of the market rather than the tradi-
tional core portions of the respective telephone and cable busi-
nesses,

Third, I think from what I heard this morning we are missin
something here because even if competitior develops, we will stil
be left with a duopoly and the two providers, telephone companies
and cable companies owned by telephone companies, would have a
strong incentive to limit additional ent? using, for example, their
control over rights-of-way. In short, a duopoly does not equate to
competition, and the duopolists have an incentive to fight addi-
tional entry just as a cellular telephone duopoly recently fought so
hard to maintain control of their duopoly, their business.

Fourth, over the past few years I have been very gratified to see
Bellcore and Cable Labs, the research arms of the telephone indus-
try and the cable industry respectively, compete in terms of design-
ing the best architecture for future broadbard networks. I think
that rivalry has been very beneficial to the two industries and ulti-
mately to customers. I have to wonder whether that rivalry will
continue if the industry is consolidated into telephone company
hands. In fact, I doubt if both laboratories will even continue to
exist independently if full consolidation of the industry takes place.

Fifth, and finally, if the number of s2parate paths into the home
diminishes or if the number of entities controlling these paths de-
creases, then I am much more concerned abott some of the content
control and content ownership issues that have been raised here
this morning.

Let me just simply conclude my testimony by stating that based
upon my 20-some-odd years of experienc2 in the industry and in
dealing with potential competitors, I believe that the proposed
merger raises substantial and significant competitive concerns that
must be addressed fullf' by the antitrust enforcement agencies and
the communications policymakers.

Again, thank you very much, Mr. Chairman and the subcommit-
tee, for giving me the opportunity to testi? today.

(The prepared statement of Mr. Hatfield follows:]

PREPARED STATEMENT OF DALE N. HAT!;‘IELD. PRESIDENT OF HATFIELD ASSOCIATES,
NC.

INTRODUCTION

Thank you Mr. Chairman. I very much appreciate the opportunity to appear be-
fore you today to testify regarding the recent wave of mergers in the telecommuni.
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cations industry. I have been involved in the telecommunications policy arena for
over twenty years, and I can state without hesitation, or reservation that the issues
raised by these mergers are crucial to the development of telecommunications in the
United States. They are particularly crucial in determining what role competition—
rather than monopoly—will play in the future development of our nation's tele-
communications and information infrastructures, and I want to commend you and
the Subcommittex for holding these hearings so-promptly.

Buofore I present the substance of my testimony, rtl{ought it might be useful if
1 brieﬂf' summarized my experience in the telecommunications policy field. One of
m&_ear iest positions was Deputy Chief of the Office of Studies and Analysis in the
Office of Telecommunications Policy, Executive Office of the President. From thers,
I went to the Federal Communications Commission (FCC) where 1 became Chief of
the Office of Plans and Policy. After serving at the FCC, 1 went to the Natlonal
Telecommuaications and Information Administration (NTIA) in the U.S. Depart-
ment of Commerce, where I became Chief of the Office of Policy Analysis and Devel-
opment. Subsequently, I became Acting Assistant Secretary and then Deputy Assist-
ant Secretary of Commerce for Communications and Information and eruty Ad-
ministrator of NTIA. I left government nearly twelve years ago, and established my
own consuiting firm in Boulder, Colorado. We have grown to six full-time profes-
sionals with advanced degrees in engineering, economics, and business. A principal
part of our consulting work has been for firms—including cable television compa-
nies—who have sought to compete with telephone companies in the provision of
local communications services. In addition to serving private sector clients, 1 have
also served as a consultant to the Department of Justice and to foreign governments
regarding issues of telecommunications policy.

n my testimony here today, 1 will focus my attention on rotential purchases by
the Regional Bell Operating Companies and GTE of large cable television companies
(Multiple System Operators or MSO's), as exemplified by the proposed merger of
Bell Atlantic and Tele-Communications Inc. (TCD). I will divide the balance of my
testimony into three parts. First, I will touch on some of the public policy benefits
claimed by proponents of these mergers. Second, I will briefly set forth what 1 be-
lieve are their potential dangers to the public interest. Third, I will offer some per-
sonal observations based upon my experience and study of the history of the tele-
communications field. I should hasten to add that the views and opiruons [ am ex-
pressing here today are my own, and do not necessary reflect the views of other en-
tities with which I have been, or am affiliated.

Let me also state at the outset that, when I first heard the announcement of the
planned merger of a large local telephone com{)any and the largest cable compan:
and recognized ti .t other mergers would surely follow if it was left unchallenged,
my heart sank. My heart sank because, for more than twenty years, I have been
a steadfast advocate of the notion that competition—rather than monopoly—is the
best way of assuring consumers a diversity of affordable telecommunications and in-
formation products and services. My initial reaction was, and still is, that allowing
the consolidation of large telephone companies and cable companies will greatly di-
minish the prospects for future competition in telecommunications and information
services.

- POTENTIAL PUBLIC INTEREST BENEFITS

The proponents of these mergers of large telephone companies and cable television
companies have -advanced three public interest benefits that couid potentially flow
from this increased industry concentration. First, they have argued that cable com-
panies lack experience in designing, operating, maintaining, and mcnaging the
types of two-way systems necessary to provide ordinary local telephone services and
tm the mergers would result in the transfer of the necessary experience. Second,
they have argued—sometimes unfairly perhaps—that cable television networks have
a negative quality and reliability image and that the image would be enhanced by
an affiliation with a large telephone company. Third, they argue that because of the
debt burdens carried b{ the cable companies they would be unable to upgrade their
networks without the infusion of capital from the telephotie tompanies. Thus, the
proponents allege that these mergers would increase the prospects of the cable firms
successfully competing in the provision of local telephone services.

POTENTIAL THREAT TO THE PUBLIC INTEREST

SRV In terms of the danger to the public interest presented by the mergers of the large
. telephone and cable firms, I have identified six potential threats:
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First, if, in their acquisitions of cable television companies, the local telephone
companies are allowed to retain control of cable systems lying within their telephone
operating areas, the prospects for meaningful competition between the two industry
sectors will be reduced and the potential for bottleneck control over video and other
forms of programming into the home will be increased.

Second, cable companies (a) have been aggressive investors in companies that
have entered the market to carry telephone calls and other forms of comnmunications
between large users and the long distance telephone companies such as AT&T, MCI
and Sprint, (b) have been experimenting with bypassing the local telephone com-
pany to carry telephone calls from smaller customers to those same long distance
companies, and (c) have been exploring entry into the ordinary local telephone mar-
ket itself. Likewise, local telephone companies—especially Bell Atlantic—have been
experimenting with technologies that would allow them to deliver television pro-

mming in competition with the cable companies. With a highly consolidated, na-
ionwide telephone/cable industry, there would be a much diminished likelihood of
these two industries competing head-to-head in the core of each other’s businesses.

Third, both the large telephone companies and the | cable companies have
been experimenting with wireless pocket-phone systems (Personal Communications
Systems or PCS) and those systems may form the technical basis for (a) competition
with existing cellular radio companies and (b), potential competition for ordinary
local telephone services. Since the FCC has tentatively decided to ellow both tele-
phone companies and cable companies (like Bell Atlantic and TCI) to bid for the li-
censes to provide these pocket-phone systems, potential competition could be re-
duced since the acquired spectrum would be under common ownershin following a
merger. Furthermore, cable television systems can be combined with these wireless
focket- hone systems to create networks that can compete with cellular radio sys-
ems. But it is unlikely that telephone company owned cable companies would pur-
sue this opportunity :Fgressively in order to avoid competing with their parent'’s
own, out-of-region cellular affiliates.

Fourth, the fundamental structure of the telecommunications market has an im-
pact on diversity and innovation. Eight large telephone companies (the Bell Operat-
ing Companies and GTE) and the large cable companies today provide numerous
afrallel paths for innovation. A reduction in those parallel paths is likely to lead

less innovation.

Fifth, a key bottleneck for new entrants into broad band communications is the
availability of programming. The cable companies already have substantial owner-
ship pesitions in programming and the large telephone companies have signaled
their intent in becoming investors in the programming market as well. With a high-
ly consolidated, nationwide cable/telcphone business, there will be fewer independ-
eint investors in program production, thus reducing program competition and diver-
sity.

Sixth, if ownership of the facilities for the local distribution of programming is
concentrated in fewer firms, and if those firms also have an ownership interest in
their own programming (the situation that would exist after these mergers), then
those firms would have incentives not to carry independently produced program-
ming thus further reducir.g program competition and diversity.

PERSONAL OBSERVATIONS

Over the last few minutea 1 have set forth some of the alleged public interest ben-
efits of mergers between the large telephone companies and described the large
cable companies and the associated Jangers. In the time | have remeining, 1 would
like to ofTer some personal observations regarding these issues:

First, and perhaps most importantly, I must observe that the history of the tele-
communications industry in the United States has not been a happy one from an
antitrust perspective. Going back to the earliest years of the industry, following the
expiration of the Bell patents prior to the end of the last century, AT&T tried to
stifle emerging independent competition by refusing to interconnect, by refusing to
gell equipment to the new entrants, by flling numerous patent suits, by attempting
to thwart the development of superior non-Bell equipment, by dominating the con-
duct of the R&D necessary to advance the industry, and by enﬁaging ina ngic
relations war to deatroy public and financial support for the independents. en
these attempts failed to stop competitive inroads, the company shifted strategies
and began tv acquire its competitors. It was these acquisitions, coupled with other
actions, that led to the Bell System's monopoly control over the telephone industry
and the subsequent abuses that produced the AT&T antitrust suit and the break-
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up of the Bell System. Moreover, the anti-competitive and anti-consumer practices
of the Bell Operating Companies since the break-up have been well documented.

I am reminded of this history because the economics of having two networks serv-
ing the nation’s homes is still uncertain. But if the economics do not support two
“wires” and if the telephone companies believe that the long term effect of cable-
telephone company competition may be that cable companies have the supetior tech-
nology or position—for example, because they control the existing broad band con-
nection into the home—then it is to the mutual benefit of the telephone companies
to protect their existing business and investment by acquiring their potential com-
petitors just as their predecessors did. Moreover, if the mergers are approved, they
will have the same incentives (and increased abilities) to maintain that resulting
monopoly just as they have in the post-break-up environment.

Second, and related to my first point, I have always been somewhat skeptical of
cable companies actually competing successfully for the provision of ordinary tele-
phone services because of host of barriers—such as telephone number portability
difficult and contentious issues surrounding the prices, terms and conditions of
interconnection with the incumbent mor::rolist. and state regulatory barriers to
name just a few. However, having watched competition develop successfully in the
telephone equipment and long distance portions of the telecommunications market—
and the apparent willingness on the part of some regulators to entertain the notion
of local competition—I feel that cable systems did present the best long term prom-
ise for true local telephone competition.

Thus, as I indicated at the outset of my testimony, I was very disappointed when
I learned of the proposed merger because I felt it would be the “straw that breaks
the camel’s back” in terms of such competition actually developing. In other words,
my belief is that when firms face each other on opgosite sides of the table in mul-
tiple markets, it reduces the likelihood that they will engage in vigorous competition
in each other's territory. In other words, if telephone company A owns the cable
company in telephone company B’s territory and telephone company B owns the
cable company in A's territory, they are less likely to use their telephone facilities
to compete in the cable business and vice versa. It is less risky for them to confine
themselves to their core business and avoid head-to-head competitic:i. On this basis,
if competition does still emerge, it is apt to be at the fringes of the market—say
in the provision of specialized and/or new services—rather than in the traditional
core portions of the their respective telephone and cable businesses.

Third, and related to my first two observations, even if a modicwn of competition
does develop, there will be stron¥ incentives for a consolidated, nationwide cable-
telephone industry to attempt to foreclose entry by additional competitors. Because
of their control over critical rights-of-way and bottleneck facilities, thes would be in
a strong position to limit additional entry. Having two providers in a market—a du-
opoly—is not enough to produce real competition because the potential price cutter
knows that any reduction in price will be immediately met by the other competitor.
With multiple providers, there will always be a maverick who will cut prices and
thereby ﬁrotect consumers from the exercise of monopoly power.

The likelihood of concerted action is exacerbated by the fact that the large tele-
phone companies (a) must—by necessity—work together to coordinate the operation
of their interconnected land line networks, (b) share in the ownership of a large por-
tion of the cellular radio industry, and (¢) typically act in a unified position in the
face of threats to their commercial well being. In short, a consolidated industry has
the incentive to react to additional competition in a unified way just as the cellular
radio carriers (largely owned by the telephone companies) did in opposing a new en-
trant into their business (FleetCalVNEXTEL).

Fourth, over the past few years I have been gratified to see the rivalty between
Bellcore and CableLabs (the research arms of the telephone and cable indystries re-
spectively) compete in terms of the best architectures for future broad band net.
works capable of ¢ ing vast amounts of information. In my opinion, that rivalry
has caused the Bell Operating Companies to retreat from what regard as an overly
expensive, overly complex, fiber-to-the-home architecture to a more cost-effective ar-
chitecture basecr upon a fiber-copper (coaxial cable) hybrid advanced by the cable in-
dustry. Even more recently, I read a trade press report that Bellcore researchers
had designed a video-on-demand system designed to rput interactive multimedia ap-
plications, via the telephone network, in the hands of the customer instead of at the
telephone ccmpany Central Office. The article states specifically that this develop-
ment “represent(s) a subtle turn in thinkinﬁ by the telephone industry, patterned
after recer.t nrchitecture developments in the cable TV world.” I have to wonder
whether such rivalry can, and will exist, if the industry is consolidated. In fact, 1
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doubt if both laboratories will continue to exist if full consolidation of the industry
takes place. i

Fifth, and finally, if the number of independent paths into the home diminishes
or, if the number of entities controlling those paths decreases, then 1 have even
stronger concerns about the proposed mergers. Given the telephone industry’s in-
areased interest in investing in cable programming and the recent Federal Court de-
cision that would allow Bell Atlantic to provide cable programming within their des-
ignated local exchange areas, the potential drawbacks from the merger seem even
more severe from a content-control standpoint.

SUMMARY AND CONCLUSIONS

In the interest of time, 1 will simply summarize my testimony by stating that
based upon my twent; -odd years of experience in the industry working with poten-
tial competitors, I believe the geroposed merger raises substantial and significant
competitive concerns that must be addressed fully by antitrust enforcement agencies
and communications pelicymakers.

Senator METZENBAUM. Thank you, Mr. Hatfield. We appreciate
your testimony and I will have some questions for you from myself
as well as from Senator Thurmond.

Mr. Arquit?

STATEMENT OF KEVIN J. ARQUIT

Mr. ARQUIT. Thank you, Senator. In response to your question,
first of all, I am a partner in the law firm of Rogers & Wells. How-
ever, neither I nor the firm has a client interest in this matter.
This testimony was prepared on my own time. In terms of your re-
quest about previous employment, I guess in that sense 1 was em-

loyed by the Federal Trade Commission. In the last 2 years of the

eagan administration, I was its general counsel, and during the
Bush administration I was the Director of the Bureau of Competi-
tion and in that capacity we investigated and analyzed several
cable and programming mergers, but that is the background.

Senator METZENBAUM. Does your firm represent any cable or
telephone companies at the present time?

r. ARQUIT. Not that I know of, and none has paid for this testi-
mony.

Senator METZENBAUM. | wasn’t suggesting they paid for it.

Mr. ARQUIT. OK. Well, I would like to discuss the antitrust impli-
cations of recent telecommunications mergers. My comments are
set forth in much greater detail in my written statement.

To me, it seems obvious that asking the hard antitrust questions
now is the prudent course to take. It will be impossible to remake
the competitive landscape 10 years from now if mistakes result
from the lack of a thorough analysis. However, we should also rec-
ognize that a transaction may speed up the emergence of an inter-
active, multimedia market. If a merger is necessary to achieve that
efficiency, the antitrust laws should not stand in the way.

The motivation for virtually every merger is increased profits,
and that fact alone is not troubling. The focus of the antitrust en-
forcer should be on the expected source of those profits. Will the
profits come from leaps in innovation, improved efficiency, or lower
costs? If so, the merging parties should be given a hearty round of
applause. Or will the profits come from an exercise of market
power and the elimination of competition which will benefit the
parties, but at the expense of everyone else? Answering these ques-
tions is the challenge that confronts the antitrust enforcer.
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Let's consider this distinction in the context of a merger between
a phone company and a cable company. At first glance, what is the
big deal? A telephone company provides telephone service and
cable companies provide cable programming. If the two companies
were not competing before, how could a merger between them less-
en competition?

Well, one answer is that two companies can compete not just in
the final service offered to consumers, but across an entire spec-
trum of activities, including research and development. In the tele-
communications industry, for example, the merging parties may
not presently have overlapping products or services, but nonethe-
less be active, comreting participants in a research and develop- -
ment race to be a leader in the emerging interactive, multimedia
market. A merger puts an effective end to such competition.

There are those who will point out that there are multiple other
players that exist, so the loss of R&D competition in any one trans-
action is no big deal. This may, in fact, be true, but there are also
those who will insist that most of the time two well-trained sprint-
ers will run much further and faster than any contestant in a
three-legged race. Whatever the truth, the stakes are too high to
ignore the question of how a merger will affect competition for com-
peting versions of the future.

There is also the issue of potential competition to consider; that
is, that phone companies are poised to enter cable markets, and
vice versa. Certainly, cable companies, in recently opposing cable
re-re%ulation, were quick to argue that they faced effective competi-
tion from telephone companies about to enter the video market.
The obvious antitrust question is whether the marriage of a large
cable and telephone company short-circuits that impending com-
petition. If so, consumers are the big losers, as the prospect of com-
petition that would have emerged in both markets is torn from
their grasp.

Put another way, there are two lines into most homes that are
capable of handling telecommunications, one, the phone line, and
the other, the cable line. Placing both in the hands of a single
owner deprives consumers of whatever competition may have re-
sulted from the previously separate ownership. It is worth noting
that in the United Kingdom cable systems are already competing
with British Telecom for local telephone customers,

Potential competition problems are presumably solved if the
cable company divests those cable properties located in the tele-
phone company service area. The result is two companies poised to
compete in the same manner as were the cable and phone compa-
nies premerger. My understanding is that Bell Atlantic is propos-
ing such a fix at first. I simply note that regarding any such spin-
oﬂg, it is important that the divested cable assets not end up in the
same hands as those controlling the merged entity. It is one thing
to have separate employees, directors and officers, but what is also
needed are separate, unrelated owners. In the final analysis, com-
petitive concerns are alleviated only if the owner of the divested as-
sets has incentives to compete independently without regard for
the fortunes of the newly merged entity. _

A third competitive issue to consider is the vertical effect of a
merger. Certainly, there has been a trend in the cable industry to-
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ward vertical integration of suppliers of video programming with
distributors of video signals. Vertical integration can raise a num-
ber of antitrust issues. For example, if most cable customers end
up being served b{ a very few large companies who control both
programming and local cable systems, nonintegrated programmers
may be out of luck in finding adequate distribution if the large, in-
tegrated companies use only the programming of their own captive
sources. I must emphasize, however, that vertical relationships
have a capacity to generate efficiencies and that antitrust enforce-
ment in this area should be used sparingly.

In conclusion, the conglomerate mergers underway today present
a host of antitrust issues, including vertical foreclosure, potential
competition, actual horizontal competition, as well as the promise
of significant efficiencies and creation of new markets. Responsible
policymakers cannot turn their backs on questions just because
they are hard. These mergers will require honest, substantive anal-
ysis in order to reach the right results. Mistakes in either direction
made in the name of politics could impact virtually every American
household.

Thank you, Mr. Chairman.

(The prepared statement of Mr. Arquit follows:]

PREPARED STATEMENT OF KEVIN J. ARQUIT!

1. INTRODUCTION

Mr. Chairman, I appreciate the invitation to testify today about the antitrust con-
siderations relevant to the recent groundswell of telecommunications mergers. Most
a, that we are witnessing the convergence of two industries (telephony and cable
television) into what will ultimately be a seamless communications market. To put
it bluntly, the consequences flowing from these deals will be felt by the American
public for years, perhaps generations, to come.

To me, it therefore seems obvious that the proposed megadeals should receive
very careful scrutiny under the antitrust laws—laws that are focused on enhancing
consumer welfare, by encouraging efficiency and protecting competition. Any time
a transaction or group of transactions will result in vast economic resources falling
into the hands of a few, large players in a vitally important industry, there are criti-
cal antitrust questions that need to be asked.

By far the most visible transactions are the competing bids of QVC Network, Inc.
and Viacom Inc. for Paramount Communications, Inc., and the &roéaosed conglom-
erate merger of Tele-Communications, Inc. (“*TCI"), and Liberty Media Corporation
into Bell Atlantic Corporation. At issue is the ownership of extremely valuable as-
sets in the areas of video signal distribution, telephone service, data transmission
entertainment programming, wireless communication, as well as a host of related
and developing technologies. Quite apart from their relevance to antitrust
aficionados such as mysell, these deals are undoubtedly landmark transactions in
the history of American business.

It is also imperative to recognize, however, that there is another side to the equa-
tion. The efficiencies that may abound with the emergence of a multimedia, inter-
active communications market are breathtaking in scope. Such technology combined
into the much-mentioned “data superhighway” may end up being the essential life

. support system for virtually every other American industry. By lowering transaction
costs for those other industries, they will be strengthened in the ongoing battle to
maximize competitiveness in world markets. To the extent these deals are necessary
to achieve such efficiencies, they should be allowed to proceed. Antitrust analysis
should fully consider the existence and extent of such efficiencies. Just as lax en-
forcement can result in irreversible competitive harm, over-enforcement will stunt
development of the very technologies that are essential to our future competitive-

ness.

1 Mr. Arquit was General Counsel of the Federal Trade Commission from 1988-1989, and Di-
r of the FTC's Bureau of Competition from 1989-1992. He is presently at the law firm of
gers & Wells. The remarks contained herein represent the personal views of Mr. Arquit.
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As a matter of policy, I believe that asking the hard antitrust questions now is
the prudent course to take. It will be impossible, or at least impractical, to remake
the competitive landscape ten years from now if mistakes result from the lack of
a t.horouéh analysis. It so ha;()?ens that one of the federal antitrust statutes, Section
7 of the Clayton Act (15 U.S.C. Sec. 18). is specifically designed to reach competitive

roblems in their inciriency. i.e., before their undesirsble effects take hold. Section

, *he primary federal statute used to challenge merﬁers and acquisitions on anti-
trust grounds, prohibits transactions the effect of which “may be substantially to
lessen competition, or to tend to create a monopoly” temphasis added). This stop-
it-before-it’s-too-late notion seems especially appropriate for this industry.

The main purpose of my remarks today is to identify generally the goals of anti-
trust enforcement and the antitrust pressure points that could develop as a result
of consolidation. As a preliminary matter, let me offer a disclaimer. Antitrust law-
yers sometimes engage in a fiction (born of practical necessity) when analyzing the
competitive effects of merger transactions or other busineas practices. To create a
meanianul framework for analysia, relevant markets are ansumed to exist at some
fixed point in time and competitive effects are analyzed within those neatly deflned
markets. Of course, in reality both comnpetition and the contours of most markets
are dynamic: less like a snapshot and more like one of Paramount's full-length fea-
ture films with quadraphonic Dolby surround sound.

Particularly with Ligh technology markets such as those Involving telecommuni-
cations, the effects of present-day transactions on future competition can be difficult
to predict and tricky to analyze. Today’s state-of-the-art is tomorrow's old hat. Un-
fortunately for antitrust analysts, the information/technology revolution has not yet
developed a crystal ball or a time machine. Indeed, if antitrust practitioners were
in fact blessed with any such gift of clairvoyance, 1 suspect most would be tempted
to switch hats and become investment advisors of one sort or another. Instead, as
is uften the cave with important policy decisions, competition policy makers must
maka their beat judgments, given the facts they have and drawing from past experi-
encc. Hut clearly, this exercise is not physics, and absolute answers are elusive,

As a starting point for the antitrust analysis, 1 would like to emphasize that it .
ia basic market economics and a primary tenet of our free enterprise system that
bus.nesecs engage in transactions (large or small} in order to increase their profits.
Undoubtedly, this is the purpose of the proposed mergers diacusscd today from the
ersFective of the parties and their sharehalders. But the quest for profits is not
tself an antitrust violation, even when those seeking the profits are large and pow-

erful eorporations. When marketa are functioning properly—that is, when competi-
tion is allowed *o flourish—the corporate goal of profit maximization is perfectl
consonant with the interests of consumers, who benefit from new and better prod-
ucts and lower prices as a result of the incentives that increased tg‘roﬂta create. It
is therefore important that antitrust enforcement not interfere with a transaction,
though pursued for preater profits, that will actually enhance competition, On the
other hand, it in imperative especially in an important industry such as tele.
communications, for antitrust enforcement to ensure that profit maximization is
pursued by companics in a climate of vigorous competition.

Thus, the eecential antitrust questions when !noking at a merger focus on the wa
that he partics are likely to achicve the expected increased profits that have moti-
vated the transaction. Wi!l the profit:. come from improved efficiency and the real-
ization of synergies, which shouid lower costs, spur innovation, and ultimately bene-
fit consumers as well as the parties? If an, the merging parties should be given a
hearty round of spplause.

Or, will the prohts come from an exercise of market power, the elimination of
competition, and the erection of market entry burriers, which will benefit only the

" parties ut the expense of everyone else? Recognizing the difference between these
two scenarius is exceedingly difficult, but is the essence of tound antitrust merger
policy. Telecommunications mergers, including those that involve cable and tele-
phone companies, can be analyzed in these terms to identifly potential antitrust is-
sues, .

. 11. POTENTIAL COMPETIFIVE EFFECTS AND EFFICIENCIER
A. Foreclosure of potential competition heturcn ruble companfes and telephone com.
panies in the distributinn of video signals and in the provision of locul telephone
service . :

During the debate ¢f the past three or four years over cable re-regulation, the con-

ventional wisdom was that cable comg(aru‘es and telephone companies were on a

con:petitive collision course in the market frr the distribution of video slqnals. In-
deeJ. in seeking to prove that their buziness faced. or would sooti face, “efTective
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competition"—and thus that industry re-regulation was unnecessary—the cable
companies argued repeatedly that telephone companies were on the verge of compet-
}ng. or video subscribers. On the other side of this coin, it is likely to become techno-
ogically feasible for cable companies to ﬂrovide telephone service over their net-
works In competition with the local telephone companies. In the United Kingdom,
cable systems, some of which are partiagly owned by the U.S. Baby Bells, are al-
ready competing with British Telecom for local telephone customers.

. The obvious antitrust question that emerges from these facts is whether the mar-
riage of a large cable company and a large local telephone company might resuit
in the heading off of impending competition in their respective (near-monopoly) pri-
mary businesses. If so, such a merger could potentially harm consumers by depriv-
ing them of competition both in the market for video signal distribution (if, absent
the merger, the phone company would have competed with the cable company for
video subscribers) and in the market for the provision of local telephone service (if,
likewise, the cable company would have competed with the telephone company for
local telephone connections). Of course, this scenario assumes the absence, or at
least a lessening, of current regulatory restrictions that forbid some aspects of this
competition; as we all know, such proposals are currently being made.

Antitrust experts will recognize this theory of competitive harm as the so-called
“potential competition” theory. In practice this theory has been applied sparingly be-
cause in many market contexts it is difficult to prove with any reasonable level of
certainty how competition will be harmed, when there is no benchmark of actual
rivalry between merging parties by which to measure the loss of competition resuit-
ing from the transaction. In a nutshell, cases against merging “potential competi-
tors” are often in practice just too speculative to penetrate an able defense by the
parties.

The merger of a cable company and a telephone company might, however, present
a case where the foreclosure of potential competition is certain enough to raise via-
ble antitrust issues. The fact that these two separate industries have n accelerat-
ing toward a head-on competitive battle with one another seems undeniable, based
on the industries’ own accounts of where they are headed. Moreover, largely because
the development of the two industries has been so heavily regulated—with regu-
latory restrictions discouraging competition in many cases—local monopolies (or vir-
tual monopolies) have become the order of the day for both. Antitrust enforcers will
want to examine closely the records of merging cable and telephone comganies for
documents that recognize that in the absence of regulatory restrictions, the two in-
dustries would be a serious competitive threat to one another. Of course, the cable/
telephone com%etition overseas that involves many of these same U.S. companies
puts flesh and blood on mere “notions” of competition.

The cable distribution of video signals and the provision of telephone service are
essentially confined to discrete geographic areas. Thus, any potential competition
problem in these markets created by a merger would presumably be soived if the
cable company involved were to divest itself of the properties it owned that were
located in the telephone company’s local area of operation. Such a divestiture would
in effect eliminate the (potential) competitive overlap of the two companies. To the
extent that restrictions on telephone companies imposed by the Cable Communica-
tions Policy Act of 1984 are either lifled or stricken (as would be the case if a recent
federal district court decision stands), the merged company, after appropriate
divestitures, could then distribute video signals over its telephone lines in competi-
tion with the newly divested (and separately owned) local cable systems. Moreover, -
in areas not previously served by the telephone company, the inerged entity, by up-

ading the purchased cable systems could attempt to provide local telephone serv-
ce in competition with other regional telephone companies. The emergence of either

henomenon would create a new competitor in a previously monopolistic market.
guch a potential procompetitive effect should be weighed heavily in the overall as-
sessment of any need for antitrust enforcement.

My current understanding is that such a “fix-it-first” divestiture solution is what
Bell Atlantic and TCI have proposed to solve any “potential competition” problem
with their transaction. According to news reports, TCI plans to divest all of its cable
holdings located in the Bell Atlantic telephone service area, which includes six
states and the District of Columbia. Although such divestitures could largely mini-
mize antitrust potential competition concerns with telephone company/cable com-
pany mergers, there are a few general caveats to note about the sufficiency of a di-
vestiture solution, whether done voluntarily by the parties or pursuant to a Depart-
ment of Justice or Federal Trade Commission order.

First, if the spin-off is intended to alleviate enticompetitive concerns, it is impor-
tant that ultimate control of the divested assets be 1n different hands from those
controlling the merged entity. It is often the c-se that shares of @ widely held, pub-
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Uely tra?ed company are 8o dispersed that effective control by any readily definable
group of shareholders is not possible. However, where effective control of one cor-
poration is exercised by a limited group. *he efficacy of any divestiture is under-.
mined if that same group is also a large sharcholder, or is in a position to exercise
control, with respect to the divested assets, because the common sharel olders of the
divested cable systems and the new entity could serve to facilitate competitive co-
ordination between the two purported “competitors.” At the very least, the group
controlling the divested assets might not operate those assets with the same com-
petitive vigor that a truly independent operator would.

Second, from a competitive effects standpoint, it would be important that those
acquiring the divested cable assets have the expertise to operate them as com-
petently as the previous owners and with the same competitive potential in both
video signal distribution and telephone service. For example, a large cable company
with substantial financial wherewithal might well have engaged in substantial re-
search and development in support of turning its cable systems into a viable com-
«petitor in the telephone service market. If the new owner of the divested cable as.
sets located in the telephone company’s service area were to be, for example, a com-
pany with little or no technological research capability and no chance of using those
cable systems for telephone service, then the divestiture may not solve the potential
competition problem in the telephone service market (assuming regulatory barriers
come down). With their R&D and technical support lifeline having been severed, the
divested assets might be a greatly diminished source of competition. This is not to
say such a result {s {nevitable, but simply to point out that the identity of the new
owner is a fact relevant to the antitrust analysis.

In sum, divestiture remedies can offer a meaningful solution. However, care must
be taken to make sure that the compan{ or individuals who buy the divested ansets
will be able to comgete effectively in all of the relevant markets in which potential
competition might be foreclosed, and without regard for the fortunes of the newly
merged entity.

B. Foreclosure of actual competition in the “innovation market” for telecommuni-
cations technology :

When experts examine the competitive effects of mergers, they usually focus pri-
marily on competition between the parties in production and marketing of the ulti-

mate froduct or service offered for sale. This 18 because competition at these levels
is easier to obscrve and measure. But companies that compcte with one another
often do so across the entire spectrum of activities, including research and develop-
ment. What one usually hears from the parties about R&D when a merger is under
review is that the transaction will create great synergies. In many circumatances,
this result is undoubtedly true, and great significance should attach to such a fact.
There is a flip side, however, and that is that the elimination of R&D rivalry may
also eliminate competition for visions of the technological future. Once again, the
antitrust enforcer is called upon to make fine distinctions, a job made harder here
by the difficulties inherent in defining a meaningful relevant market for “innova-
tion.” Nonetheless R&D competition among both telephone and cable companies to
emerge as a leader in the evolving interactive multimedia market, where there may
soon be little functional distinction between computers, TV's, or telephonhes, could
be foreclosed by mergers among leading firms in these industries. Innovation ap-
pears to be the lifeblood of high tech companies, and antitrust must ensure that
mergers between them do not chill this important aspect of rivalry in {hdustries
such as telecommunicationa.

Indeed, in telecommunications markets, competition in Ihnovation can be partieu-
larly significant. Quite often an entire generation of improvements in telecommuni-
cations depends on one company reaching an important technological threshold,
which establishen certain standards in a particular area. Once the standard is es-
tablished, others adapt applications and equipment to take advantage of the stand-
ard. This can be very procompetitive by lowering transactions costs through uniform
adaptability. In this sense, telecommunications innovation can be more of a step
function than a straight line or even a smooth curve. However, il a merger, by re-
ducing R&D rivalry, were to retard the development or lower the guality of a
"thres%mld” standard, it could affect a whole generation of innovations derived from
that breakthrough.

However, the competition in R&D for the still emerging communications services
market undoubtedly extends bayond the telephone company and cable comrnny that
have chosen to be partners in any particular transaction. The list of possible other
contestants in the R&D race may include the other Baby Bells, the communication
equipment manufacturers, and providers of long distance service. To the extent
there are multiple players that are involved in a mad dash to the finish line to de-
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velop workable technologies, there is less concern that a particular transaction car-
ries any meaningful rick of competitive harm for R&D.

But resolution of this issue requires a hard look by government enforcers. There
are those who will say large telephone and cable companies need each others R&D
help in order to make the future happen, and this may in fact be true. But there
are also those who will insist that most of the time, two, well-trained spriniers will
run much further and faster than any contestant in a three-legged race. A thcrough
antitrust investxfation of industry merger transactions wouls at least enatle en-
forcement officials to see what the varties’ documents, and their scientists, Fave to
say about their respective independent research efforts. Perhaps consumers would
be best served by marrying two complementary technologies now; perhaps they
would be best served by forcing the best company to win in a competition to shape
the future of telecommunications markets, rather than by allowing two of the
strongest competitors to join their efforts. Whatever the truth, the stakes are too
high to fail to consider closely this question.

C. Vertical foreclosure in the markets for video programming and video signal deliv-
ery

Part of the trend in the telecommunications consolidation that is currently under-
way is toward vertical integra‘ion of suppliers of video programming with distribu-
tors of video signals. For example, TCI :urrently has substantial interests in muny
cable programming networks, and. an affiliated entity, QVC, is actively involved in
a high-profile battle to acquire Paramount Crmmunications Inc., which owns a large
movie stndio, a publishing company, rnd other valuable programming assets, in-
cluding a film library.

Vertical in:egration can raise a number of antitrusi issues. 1Inder certein limited
market conditions, a vertically integruted company ern potentially harm competition
by foreclosing existing, non-integrated rivals from segments of the market that
would otherwise be open to them. For example, if, as a result of a series of mergers,
most of the videc subscribers in the U.S. were served by a very few lerge, vertically
integrated distributors, smaller, non-integrate:l programmers r.ight be closed out of
the market, as the large distributors used only prcgramming produced by their own
captive sources. If the nct effect of such foreclosure were that consumers were de-
nied a sufficiently broad array of programming, there would be an antitrust proh-
lem. To the extent that there exist in a practica) sense, either now, or in the near
future, alternative methods of signal delivery (e.g., direct broadcast satellite), such
entry reduces the likel:hood of forecivsure thereby lessening competitive concerns.
This assumes, of course, that the technology critical to signal transport and delivery,
such as encryrtion and compression, is made available on competitive terms to those
atlempting such entry.

In addition to possible foreclosure in the videc programiming market, under cer-
tain circumstances, foreclosure could occur of smaller cable operators ‘attemptin
video signal delivery. They might not be able to compete with the larger, integrate
companies for subscribers, if they were unable to ohtain quality orogramming from
the sources tied up by the larger companies. If consumers pay higher prices as a
result, there are antitrust implications. Agein, the existence or absence of entry bar-
riers is crucial to the antitrust analysis. If there are no significant barriers to entry
in the production and sufpl of video programming, foreclosure of the type just de-
scribed is unJikeH'. But if subscribers demand well-recognized, high-quality material
of a type not easily duplicated, foreclosure 1s more plausible.

As for the latter concern, major provisions of the 1992 Csble Act require that ver-
tically integrated cable companies make their programming available to other cable
operators on non-discriminatory terms. Jt is (00 early to tell whether Cabie Act reg-
ulations will be effective in guaranteeing high quality programming for independent
operators or whether instead we find ourselves in the land of umirtended con-
sequences, which so often is the result of regulstion.

he federal government’s antitruct merger guidelines express two explicit con-
cerns about the effecte of vertical inwegration (at least when it resuits from a merg-
er). First, according to the guidelines, verticai integraticn van increese barriers to
entry by making it necessary for a potertial new entrant. to enter both markets in
order to enter either. For example, there are a number of upstart technolcgies that
hold at least the potential of providing serious competiticn to the cable and tele.
phone companies in the distribution of video ciemal. These include direct broadcast
satellite and microwave technologies, bath of which can circumvent :able and tele-
phone wires, If the owners of nne of these alternative dclivery systems were unable
to purchase desirable programm.ing, and weie tuersfure forced to enter the progrem-
ming market in order to enter the video signal distributicn market, vertical integra-
tion could be seen as raising ent:y barriers. Similarly, if the technology for a nec-
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essary input, such as scrambling or digital compression, were subject to incumbent
control, the result could be the foreclosure of alternative delivery systems.

The second issue that the merger guidelines raise is that vertical integration
could facilitate collusion. The concern here would be that by owning an upstream
entity that sells to downstream rivals, a company can more easily monitor prices
in the downstream market. Thus, for example, if a cable/telephone compary were
to own a large library of programming, and was a laige supplier of programming
to competitive video signal distributors, the cable/telephone company would possess
competitively significant cost information about its downstream competitor. This in-
formation could facilitate competitive coordination.

would like to emphasize that whatever antitrust problems may exist as a result
of vertical integration in telecommunications markets (and to the extent that the
Cable Act and other regulations do not already solve some of them), the Bell Atlan-
tic/TCI merger only lends itself to such an analysis if the transaction creates any
additional vertical linkages. Moreover, because vertical relationships have an enor-
mous capacity to generate efficiencies and to remedy sources of market failure, such
as free riding, it is only in special circumstances that vertical integration will, on
balance, actually harm competition. I flag the vertical integration issue merely be-
cause there are many instances of vertical integration in the telecommunications in-
dustry. Still, very careful thought would be required before one could conclude that
it makes sense to challenge any of these transactions on a vertical theory.

D. Reduction in competition in other relevant markets such as advertising

An issue that merits antitrust attention is whether relevant product markets
other than video signal distribution and telephone service might also be adversel
affected by mergers between telephone and cable companies. One possibility, whicz
I offer merely hypothetically, is the market for the delivery of audiences to video
programming advertisers. | am assuming, of course, that such a relevant product
market would be found to exist after a proper analysis. For example, it is possible
that other forms of advertising such as that in newspapers and on the radio are in
the same relevant product market with video advertising.

If a large telephone company and a large cable company were each capable of dis-
tributing video signals to the home (this assumes application of the potential com-
petition theory), then each could presumably sell a vertising time on their respec-
tive programming lineups, based on their arrangements with program suppliers. If
this were the case, the two companies could compete for advertising dollars. A merg-
er between the two companies would eliminate that competition between them.

Again, the advertising “market” is merely an example of how a telephone com-
pany and a cable company could theoretically compete with one another in a market
separate from services provided to consumers over cable or telephone wire. The im-
portant point here is the generic one, that actual or potential competition could be
affected by lar}e transactions in relevant markets that are not immediately appar-
ent on the surface. Although divestiture solutions might solve many such ccmpeti-
tive problems, always keep in mind that divestitures must be coextensive with the
competitive problem in order to be effective.

111. CONCLUSION

As modern commercial markets become more complex, antitrust analysis gets
more difficult. And there may be no set of markets that is more difficult to parse
from a com&etitive standpoint than those related to telecommunications, particu-
larly given the rapidly changing nature of such markets. The conglomerate mergers
underway today present a host of antitrust issues including vertical foreclosure, po-
tential competition, actual horizontal competition as well as the promise of signifi-
cant efficiencies and creation of new markets. Sorting out these issues in the context
of a particular merger transaction is not an easy task. Nonetheless, responsible pol-
fcy makers cannot turn their backs on questions just because they are hard. In my
opinion, they must embrace the challenges that hard questions pose and seek to
enact correct policies that will serve the public interest. Those who contend that
large corporate transactions are bad, just because they are “big,” are just as irre-
sponsible as those who turn a blind eye to blatantly anticompetitive, anticonsumer
transactions just because they benefit a high-profile industry. These telecommuni-
cations industry mergers will require honest, substantive analysis in order to reach
the right result. Mistakes, in either direction, made in the name of politics could
affect literally every American household.

Thank you again, Mr. Chairman, for this opportunity to testify, and 1 shall be
pleased to answer any questions that you or others on the committee tmay have for
me.
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Senator METZZNBAUM. Thank you very much, Mr. Arquit.
Mr. Peter Huber, we are happy to have you with us, sir.

STATEMENT OF PETER HUBER

Mr. HUBER. Good afternoon, Mr, Chairman. In response to your
question, 1 have a great deal to confess. I was retained by the De-
partment of Justice as an cxpert witness some years ago. I was of
counsel to Mayer, Brown & Platt, and I am now of counsel to a
small law firm in town that did represent and may still represent—
I would have to check with my partners there—N VYNEX, which has
a $1 billion stake in Viacom, and hcs represented Bell Atlantic in
its first amendment challenge across the river. We have worked
with Suuthwestern Bell that competes in Bell Atlantic’s territory,
and for US West that, of course, has a stake in Time Warner that
competes against Bell Atlantic, I could go on, but you have limited
me to 5 minutes.

1 should add perhaps that the person who gave me my flirst job
as a lawger after I finished my clerkships was a lady by the name
of Anne Bingaman, but that is history now, .

Mr. Chairman, there are really two essential facts in antitrust
law, and they eq:q:;ll\!l here more than anywhere, and two essential
inquiries. One is what is the product or service, and the second is
where I8 it sold. What is the product or service, the relevant ques-
tion here? You have already provided the answer, and correctly.
Cable and telelphony are converging. We are going into a digital
broadband world.

In the digital world, a bite is a bite, whether it is carrying video
or voice or data. The technology is here today for telephone compa-
nies to provide video services over their networks and for cable
companies to provide telephone services, so the product and service
markets—clearly, we are talking here about what very soon will be
one industry, a single product.

The second inquiry, however, cannot be forgotten and seems to
be overlooked, or seems to have been overlooked in much of our dis-
cussion. Antitrust analysis is conducted in the scope of geographic
markets, and the local distribution market in telecommunicatiors
is, by definition, local. It makes no sense to talk about a national
market for local distribution. That is an oxymoron.

The content in these markets may be sold nationwide or indeed
internationally, but if you are talking about the distribution mar-
kets themselves, those are local markets and they must be ana-
lyzed as such. Discussion of market shares of a local distribution
market simply doesn’t make very much sense, and I might also add
at this point, and perhaps you would care to follow up on this, a
discussion of access to customers is not terminology known to the
antitrust law. Both Safeway and Giant have access to me in my
neighborhood, but that doesn’t mean they own me. Access is not
the measure. Market shares are the measure.

These two facts have, I think, two consequences, and they are
not very complicated. First of all, we do not want cable and tele-

hone companies to be merging in-region. Very soon, they will be
n the same business. Of course, they should not be merging hori-
zontally within relevant geographic markets. As I understand it,
not much of that is proposed. If it is proposed, it should be resisted.
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But the correlative proposition is that if we see a cable company
attempting to compete out-of-region or a telephone company com-
peting out-of-region, we should applaud that. This is an attempt to
create new competition, not to eliminate old competition. I feel jeal-
ous of British consumers today who have a second telephone com-

any called NYNEX that has been investing in cable properties in

ritain. According to the Wall Street Journal last week, NYNEX,
through cable properties in Britain, is now British Telecom’s “most
formidable rival for local telephone service.” That is in England. I
wish NYNEX would come to Bethesda, too, and perhaps they will
once cable ﬁropertiea are spun off.

W see this now across the country. Southwestern Bell is poised
to compete head-to-head in Bell Atlantic territory through Hauser.
US West, of course, has a major stake in Time Warner, which oper-
ates cable systems outside US West's. region. NYNEX, of course,
has a stake in Viacom. I know this is Washington, but 1 was
amused to hear this characterized as a trivial investment. It is $1.2
billion, which 1 would have thought gives them a reasonably press-
ing interest. Bell South has an investment in Prime.

ese are all large transactions. Of course, they deserve your
scrutiny. Of course, they deserve the scrutiny of the Justice Depart-
ment and the FCC. They will get that scrutiny. They should, but
1 think if you examine them in very basic, traditional antitrust
terms—what is the product market and where is it really being
sold—maps are pretty; I have drawn my share of them in my life
but you have to come down to reality. We are talking about loca
distribution networks and, examined in those terms, there is all
the difference in the world between horizontal overlaps and out-of-
region ventures.
here is a great irony for somebody like me who has been in this
business for a while—23 years since 1970 when the FCC first acted
and then 1984 when the Congress acted. The theory was that cable
companies were horribly vulnerable; that if we let telephone com-
Kames into any aspect of video busincss, cable companies would be
illed. The John Malones back then were the tiny, vuinerable in-
fants. That was argued as recently as 3 months ago across the
river.

Now, when we find telephone companies willing to invest out-of-
region and to shore up and cooperate with out-of-region cable com-
panies, which can only increase competition, suddenly the theory is
that they are too strong. I think we have to get away from this

- Goldilocks soup, you know, too hot or too cold approach to antitrust
law and do some hard-headed analysis here in terms of the basic
products and services at issue and the geographic market.

Thank you very much.

(The prepared statement of Mr. Huber follows:]

PREPARED STATEMENT OF PETER HURER

| My name is Peter Huber. | am a Fellow of the Manhattan Institute for Policy Re-
search, a think tank based in New York, and [ serve Of Counsel to the Washln&on
D.C. law firm of Kellogg, Huber & Hansen. | am a co-author of the treatine Fe ra_l
Telecommunications Law (Little Brown 1992), | was also the author of The Geoderic
Network: 1987 Report on Competition in the Telephone Industry, the report submit.
ted to federal Judge Harold Greene on the occasion of the {irst triennial review of
the Bell breakup, and an update to that report (privately undertaken), The Geodenic
Network 1I: 1993 Report on Competition in the Telephone Industry. | have written
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numerous other articles and commentaries on the technology and economics of the

telecommunications industry. Through my current law firm, and through prior affili-

ation with the Chicago tirm of Mayer, Brown & Platt, 1 have also conducted numer-

ous other studies of the telecommunications industry on behalf of the Regional Bell

Sompanies and other clients. My testimony here today, however, represents my own
ews,

The recent spate of mergers in the telecommunications industry must be assessed
in light of two market realities.

The first is technological. From an engineerin perspective, telephone and cable
service are fast becoming one and the same. In the difxtal world, a byte is a byte—
whether it represents a hiccup on a telephone call, or a decimal point in a
spreadsheet, or one tiny fragment of a picture in a re-run of “I Love Lucy.” Voice
video, and data are, or soon will be, indistinguishable. The same networks can an
do carry everything. Telephone companies have at hand the capability to transport
color television over their existing networks. Cable companies have at hand the
technology needed to provide full, two-way telephone service over a combination of
existing cable plant and wireless add-ons.

Transport media are mergit:f as well. Television used to travel by air, telephone
by wire. Today, cable is the dominant medium for transporting television signals
over the last mile to the home. Cable passes over 95 percent of American homes;
over 60 percent actually subscribe. Meanwhile, the fastest growth in telephony is
wireless. The FCC recently cited studies projecting 60 million users of wireless serv-
ices within the decade. Congress itself recently designated a very large block of spec-
trum (200 MHz) for allocation to new “personal communications services.” Cable
companies have been nmoni)(t:hse most agﬁnssive and ambitious developers of these
wireless services. The first call in the U.S. to use cable plant for a_portion of
the transport was placed on February 12, 1832, from the President of Cox Enter-
prises to then-FCC Chairman Al Sikes.

The second basic determinant of market boundaries in the telecommunications in-
dustry is geographical. Consumers still buy “last mile” transport locally. A consumer
in Denver buys service from cable and telephone compamies in Denver, not Des
Moines. This fact may seem obvious, but it is overlooked surprisingly often, From
an antitiust perspective, however, it is critical. Local telecommunications—whether
cable or telephone—are just that—{ocal,

These two fundamental facts of the telecommunications industry suggest, in turn,
two important antitrust conclusions.

Firat, phone comgan!es and cable companies should be permitted to compete
against each other head to head, in the same service areas. They are in the same
business—or they will be as soon as m&dawn allow. We should welcome the com-
retltion that engineering now makes both possible and inevitable. Maintaining regu-
atory walls between them will only suppress competition. At the same time, we
don’t want cable and telephone comEanies to combine competing facilities within the
same m&phic service areas. As Congress itself has recognized, a single provider
of both cable and telephone service may be all that is economically possible in rural
areas. But in big cities, cable and telephone companies should go at each other as
independent entities.

The best way to encourage that is to permit out of region alliances—precisely the
same alliances that should be forbidden within the same service areas. Such alli-
ances present the most certain road to head-to-head competition among the seven
Reg:onal Bell Companies, GTE, Sprint, Time Warner, Cox, and other providers of
both cable and telephone service, whose operations are currently confined to more
limited geographic marketa,

The potential benefits of such competition have already been tested overseas; Brit-
ish consumers have been the first beneficiaries. As The Wall Street Journal reported
hl_:t a few days ago (October 21, 1993), a New York based Regional Bell Company—

'NEX—i{s now battling for market share with British Telecom, having entered the
British market through a U.K. cable-television affiliate. NYNEX is gmparing to
offer British customers various discount-calling plans over its British cable net-
work—includinExfree night-time calls or special promotions for phoning friends and
relatives. NYNEX's long-distance tariffs currently undercut BT's by as much as 13

ercent. As the Journal reported, NYNEX “has emerged in the past two years as

e biggest cable-TV operator in Britain and BT's most formidable rival for local
telephone service.” The Journal went on to note that cable-TV companies in Britain
are already offering 226,871 telephone lines to British subscribers. By some esti-
mates cable-TV operators will capture as much as 20 percent of Britain's telephone
market within a decade.

it now seems likely that U.S. consumers will soon realize similar benefits. What
NYNEX is doing rverseas, Southwestern Bell, US West, BellSouth, NYNEX itself,
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and most recently, Bell Atlantic, are preparing to do within the United States, out.
side their existing service areas.

Last February, Southwestern Bell announced its intenticn to purchase two exist.
ing cable systems. One is in Arlington County. Virginia and the other is in Mont.
gomery County, Maryland—both are in Bell Atlantic's telephone service area.

In May, US West invested $2.5 billion in Time Warner, the nation's second largest
cable operator. Time Warner runs 13 of the nation's top 50 cable systems including
New York City (NYNEX), Orlando FL (BellSouth), Houston TX (Southwestern Bell),
Honolulu HI (GTE), Rochester NY (NYNEX). Cincinnati OH (Ameritech), Kansas
City MO (Southwestern Bell), Memphis TN (BellSouth), Austin TX (Southwestern
Bell), San Diego CA PETTEl), Charlotte and Raleigh/Durham NC (BellSouth), and
Malden MA ( EX). Time Warner also operates a tctal of 30 cable networks in
Beli Atlantic's mﬂg&. US West/Time Warner is now in a much stronger position to
compete against EX, GTE, Ameritech, Bell Atlantic, and others, than they were
before that alliance was formed. There has been no offsetting loas to competition in
US West's region; the comany’s alliance with Time Warner was structured to elimi-
nate all possible horizontal as of the alliance within US West's home territory.

More recently still, NYNEX announced plans to invest $1.2 billion in Viacom
International, the nation's thirteenth largest cable operator. One of Viacom's cable
v'stems runs through the heart of San Francisco—PacTel's telephone terrlwrr.

iacom also serves Salem WA (US West), Milwaukee W1 (Ameritech), and Nashville
TN (BellSouth). Here again, it is almost impossible to imagine how such an alliance
could have any effect other than to increase hcad-to-head competition between
NYNEX and the other Regional Bells. Within a few years, NYNEX/Viacom will al-
most certainly be offering phone service in direct competition with NYNEX's former
siblings in the Bell family, just as NYNEX is already doing in Britain, through its
alliances with cable entities there. Already today, through different alfies. meax
and Bell Atlantic are in effect bidding ageinst each other to create a further alliance
with Paramount.

In October, BellSouth likewise announced the acquisition of a 22.5 percent stake
in Prime Managemem. Prime's Austin-based cable system subsidiary, Prime Cable,
is the nation's 24th-largest cable operator. One of its systems operates in Las Vegas
NV, side by side with a ulegzone network operated by PacTel. This surely means
more competition, not less. Recent press reports also suggest that BellSouth may
become a third bidder for Paramount.

Competition is of course unfolding in the other direction too—from the telephone
network into the cable business. The FCC has led the way with its “video dialtone,”
which eneour:ses telco provision of video transport in-region, and Bell Atlantic re-
cently prevailed in federal district court on a first amendment challenge to a related
provision of the 1984 Cable Act. Telephone companies have the technology to carry
video over their existing networks; they are now being granted the legal authority
to do so. Thus, as telcos prepare to offer cable services out of region, they must also
pr:mee to square off against other telcos who will offer video diaitone on their home
turf. Such developments should warm the hearts of antitrust enforcers.

In my view, the specter of some “Big Brother” monopoly developing in this kind
of envirnnment is highly implausible. GTE is the largest local telephone company
in this country, followed by the seven Regional Bell Comparies. Their counterparts
in the cable industry—companies like TCI, Time Warner, Cox, and Viacom-—are
substantial entities too. As cable companies enter wireless telephony they will find
themselves competlﬂpr not only with local telcos but with AT&T:McCaw—a company
with revenues over four times those of Bell Atlantic and TCI combined. It seems
wholly implausible to suggest that Bell Atlantie/TCI will soon knock AT&T/McCaw
out o¥ wireless telephony, or US West/Time Warner out of video transport, either
in Bell Atlantic’s region or in areas currently served by TCI.

Defenders of the 1984 Cable Act have long argued that cable companies could not
survive competition by telcos. No one would dare compete against a telco within its
own service area, the argument ran. No cable company had the financial resources,
the technical expertise, or the raw staying power, to do anythln%:o risky. Thus,
competition itself had to be forbidden, so that competition would be preserved. As
recently as last summer, for example, various groups were still arguing before a fed-
eral district judge that telco entry into the video programming business would
quickly annihilate established cable carriers; all the customere would end up mi-
grating on to telephone company facilities instead.

That prediction is not going to be vindicated. Backed by NYNEX, cable concerns
in Britain have proved they can compete head to head against the massive British
Telecom. Backed by out-of-region telcos in the United States, cable companies now
have abundant resources and technical capabilities to compete against in-region
telcos. Ameritan consumers will benefit.
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Senator METZENBAUM. Thank you very much. I have a few ques-
tions and then Senator Thurmond has asked me to make inquiry
on his behalf. I would appreciate g’our answers being rather short.

Mr. Hatfield, I understand y. 1 have done extensive work for the
cable televisinn industry, as 3ou already indicated, and the long-
distance rhone companies and the local telephone companies. As I
sit here, 1 must confess I am somewhat astonished that the people
{ou usually represent have been virtually silent about the Bell At-

antic merger since it was announced.

I suppose other cable companies hope to be swallowed by other
capital-rich local phone companies and that long-distance compa-
nies are looking to get in on the merger action as well, and the
marketplace stocks seem to be reflecting that anticipated action in
both areas. But the silence frightens me because my experience
tells me that when companies are afraid to take on corporate gi-
ants in the political arena, they are also afraid to compete aggres-
sively against corporate giants in the marketplace.

Do you share any of my concerns, or would most of your clients
support the testimony you presented today?

r. HATFIELD. Let me start with the grst part of your question
and say, yes, I am concerned. Second, I doubt very seriously if
many of my clients would supPort what I had to say here today,
but let me reinforce the sort of premise of your question that this
silence does indicate something that does very much concern me
because before we had industries that were really clashing against
each other and now there is this silence. It was my hope, as I indi-
cated, that that rivalry would produce real competitive benefits for
consumers.

Senator METZENBAUM. | must confess that it concerns me be-
cause those who would normally be heard from aren't being heard
from, and you get the feeling that there is some fear psychosis out
there that they don't want to step on anybody’s toes. I don't have
an&proof of that.

r. HATFIELD. I should say that I have not talked to any of my
clients regarding my testimony here today.

Senator METZENBAUM. Mr. Hatfleld, my impression from your
testimony is that you believe the kind of competition most likely to
develop as a result of the merger will be on the margins of tele-
phone and video services rather than head-to-head competition for
the core telephone and cable services that most consumers use. Is
that your position, and if so, why do you believe the merger won't
yield more robust competition?

Mr. HATFIELD. Yes, I believe that that is a likely outcome. There
will be some sparring, maybe, at the edges of the market, but the
competition won't be head-on and direct into the basic core busi-
nesses, and the reason that I say that is that these companies—
Mr. Huber said these are just local operations, but telephone net-
works by their very nature require coordination. In other words,
these companies must work together to make sure that we have a
seamless network that a call can go across the country. So by their
very nature, they are working together every day.

nd, all these companies share in the ownership of cellular.
Each of the local telephone companies was awarded a wire line cel-
lular license, so there again they have a natural coordination or a
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natural function together there. Of course, remembering my days
from here in Washington many years ago, they always seem to
lobby in a very unified sort of fashion. So I don't see this sort of
separation of entities here. | see something that is much closer
and, as I indicated in my testimony, my fear is that this potential
competitor will fall into the hands of an industry that, as I said be-
fore, has had a history of trying to preclude competition and main-
tain their monopoly.

Senator METZENBAUM. My greatest concern about this deal really
relates to the fact that—well, I guess it is reinforced when I hear
a communications expert like you who seems so committed to full
competition in all communications markets expressing disappoint-
-ment about the Bell Atlantic merger.

Do you believe that if this merger were not completed, it is likely
that cable and telephone companies would compete more aggres-
sively, and most importantly from my perspective, would these
companies be more inclined to challenge each other's popular core
cable TV and telephone services?

Mr. HATFIELD. Yes, I believe, on balance, that the likelihood of
competition would be more likely under the conditions where the
merger did not take place. But more fundamentally than that, I
think what I am trying to sag is that the issues are so important
here that, you know, I could be wrong, but what we need to do so
clearly is to look at it very, very, very carefulli.

Senator METZENBAUM. Mr. Arquit, as you know, the cable legis-
lation that we enacted last year was designed to cure anticompeti-
tive abuses of the cable industry’s market power. However, those
rules, which will be administered by the FCC, have not been test-
ed. I know that some antitrust authorities will claim the FCC's
power to regulate the cable industry reduces the need for close
antitrust scrutiny. I, frankly, do not share that view,

However, do you believe the entitrust authorities can or should
rely on an untested regulatory regime to prevent consumers from
being exploited by new telephone and cable conglomerates?

Mr. ARQUIT. I guess, Senator, asking someone like myself who
served in the Reagan administration to talk about the problems
with regulation is like putting red meat in front of a hungry dog.
You know, I think regulation does leave a lot to be desired and all
regulation can ever really do is to approximate the results of vigor-
ous competition. Very often, it is a very poor surrogate and what
you find yourself in, instead, is the land of unintended con-
sequences, and also regulatory evasion.

don't claim to be an expert on what has happened with the
1992 cable bill, but there is certainly a vociferous and identifiable
crowd of consumers out there whose cable bills went up. I suspect
that was not the result intended by Congress when it passed the
legislation.

As far as regulatory evasion, there are, as I understand it, provi-
sions in that statute which prevent discriminatory pricing, except
when there are differences in cost. Well, when yuu have got some-
one owning all the inputs that form the basis of cost. it seems to
me there are all kinds of oprortunitles to free-whee! in terms of
what is meant by cost, allocation of overhead, and other things that
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are somewhat intangible, and therefore an ability to affect the

price.

I raise these things just to make the point that I don't think reg-
ulation is a panacea, and certainly not a substitute for antitrust
enforcement.

Senator METZENBAUM. I might say to you on the cable bill that
we passed, frankly, I think Congress has an obligation to revisit
that issue. I don't think we did the kind of job we should have
done, and I expect to talk to some other Members of Congress
about doing just that.

In the last 12 years, the antitrust agencies have brought vir-
tually no challenges against mergers that threatened to eliminate
a potential competitor. However, while you were at the FTC, that
agency brought three such cases. Two of them were against drug
company monopolists that were each other’s most likely competi-
tors for a particular kind of pharmaceutical product. At the time
the FTC challenge was brought, neither of those companies had in-
vaded each other’s markets, although they were clea% glanning to
do so. What kind of anticompetitive effects was the concerned
about when it moved to block those mergers?

Mr. ARQUIT. The issue in any potential competition case is
whether or not there would have been competition from someone
who would have engaged in freestanding entry, someone who no
longer does that because they merge instead. The problem with
these kinds of cases always has been, whether it is in the pharma-
ceutical industry or other places, finding proof that, in fact, they
had the capability and the intention to enter.

In those cases, one involving the AIDS/HIV virus, it is a fact that
neither party was yet a player in the market concerned. However,
they were both seen to be the furthest along in terms of research
and development and other types of investment that were nec-
essary to enter the market, so the case was brought and settled by
a consent agreement.

Basically, what you want to look for is the likelihood that one of
the merging parties would have entered independently on its own,
that entry conditions are difficult, that the market is concentrated,
and that there are not that many other firms capable of entry.

Senator METZENBAUM. Thank you very much, Mr. Arquit.

Mr. Huber, one of the major dilemmas we face as lawmakers
evaluating significant mergers is whether we should urge our anti-
trust officials to engage in a meticulous review of the potential
ramifications of the merger before it is completed or just sit back
and wait and see what happens in the marketplace.

I know you don’t agree with many of my concerns about this
merger, but don’t you agree that if there are significant problems
which can be remedied by antitrust review before the fact, our soci-
ety is better off with early intervention as opposed to experiencing
anticompetitive behavior and massive, costly antitrust litigation
down the road?

Mr. HUBER. Yes.

Senator METZENBAUM. Mr. Huber, your testimony states that
cable and telephone networks “can and do carry everything.” You
coniclude by stating that “cable companies have abundant resources
and technical capabilities to compete against in-region telephone
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companies.” Do you agree that we should do everything necessary
-to promote competition between cable and telephone companies?
r. HUBER. Yes, I am a hundred percent in favor.

Senator METZENBAUM. Thank you very much. Now, | hdve sothe
questions here that Senator Thurmond wanted asked and I will
ask them on his behalf. I did ask his staff to cut them down so that
I might leave here at a reasonable time.

Mr. Hatfield, do you believe that all of the effiziencies and bene-
fits asserted in defense of the Bell Atlantic-TCI merger would occur
just as readily in the absence of the merger?

Mr. HATFIELD. Yes. :

Senator METZENBAUM. The answer is yes?

Mr. HATFIELD. I was following the lead of my——

Senator METZENBAUM. OK, fine. Then I want to ask this question
on Senator Thurmond’s behalf to each of you. Would you please ad-
dress, in the long run, what is the minimum optimal number of
telecommunications competitors that you would hope to see?

Mr. HUBER. I will be happy to start if nobody else wants to. 1
would like to see more than one, for sure. Obviously, it depends on
what scope you are discussing this. At a local level, I think two is
a lot better than one. I think we will probably have three or four
in the delivery of video if we get DBS and the other oxymoron,
wireless cable.

Obviously, at the programming level we will have far more than
that, and we already do. Sixty percent of current viewership is not
owned by Mr. Malone—incidentally, I have never worked for him
so far as I know—but it is over-the-air television in which he has
no interest. I have a home satellite dish and I know there are
about 150 channels being uplinked at-the moment to that dish, so
there is a lot of programming up there.

Programming volume has gone up steadily over the last 15 years,
which is generally a good sign. That rather suggests that Mr. Ma-
lone has not been entirely successful in monopolizing that market

| yet anyway. But how many providers we get depends in large part
on exactly how you are defining your market.

Senator METZENBAUM. Again on behalf of Senator Thurmond, do
any of you have any concerns that the antitrust enforcement agen-
cies will not adequately analyze and review these proposed trans-
actions?

Mr. HUBER. To the contrary, I am dead sure they are looking at
them with great care.

Senator METZENBAUM. I will just go back for 1 minute. The other
two did not answer that question, which was would each of you
please address, in the long run, what is the minimum optimal
number of telecommunications comgetitors you would hope tn see.

Mr. ARQUIT. Well, I don’t know that I have that much to add to
it. I think in any particular industry it varies. It depends on the
extent to which there will be an ability to engage in coordinated
interaction among the players in an industry. en you have an
industry where the terms are such that there is instant informa-
tion that is conveyed if there is standardized product and the like,
that suggests that coordinated interaction is somewhat easier, so
you would require more firms in such an industry for competition
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to result. Where there are heterogenous products, it is the opposite,
but I can't give you an absolute number.

Mr. HATFIELD. I couldn't give you an absolute number either, but
obviously I have expressed a concern with just a duopoly. Because,
as I have indicated in my full testimony, there are a number of
other barriers that prevent additional competition in ordinary local
telephone service, I am concerned about whether we can get beyond
one, let alone get to two.

Senator METZENBAUM. Again, on behalf of Senator Thurmond, do
any of rou have any concerns that the antitrust enforcement agen-
cies will not adequately analyze and review these proposed trans-
actions? Mr. Hatfield?

Mr. HATFIELD. Being outside of Washington, and so forth, I have
not followed exactly what the new administration has been doing
ragarding antitrust enforcement, so I am afraid I would have to beg
oft answering that question.

Senator METZENBAUM. Mr. Arquit?

Mr. ARQUIT. Well, as more than a casual observer to that scene,

I have no reason to think that there is any problem there. My im-

pression is that both agencies are committed to vigorous enforce-

ment of the antitrust laws.

Senator METZENBAUM. Mr. Huber?

Mr. HUBER. Mr. Chairman, if I may paraphrase somebody or
other, I know Anne Bingaman; Anne Bingaman is my friend. I
think you should rest easy. There are many other important mat-
ters. She is going to give a very close to these transactions.

Senator METZENBAUM. Does that mean that you know Anne
Bilr\lfaman and 'ﬂ(:u're no Anne Bingaman? [Laughter.]

r. HUBER. That, too, Senator, I confess.

Senator METZENBAUM. Again on behalf of Senator Thurmond, do
any of you have comments on the assertion that TCI can make or
break cable programming with its 20-percent market share because
of the large market share necessary for a program to be successful?
Does this amount of market necessary for the success of a program
dﬁpe?nd on the cost of that program? Do any of you care to answer

. that?

Mr. HUBER. I would be delighted to. We do know that 60 gercent
of the viewership in this countrg is watching programs that are
created or distributed initially by the over-the-air broadcasters.
Under the must-carry rules, those get on to the cable systems.
They get on for free; there is no transport cost. So we do have a
large chunk of this market that is fretty well insulated.

econd, one should note that TCI is getting smaller in this trans-
action. With all of those overlaps, they are losing a base of 1 mil-
lion, so whatever problems may exist from TCI alone are going to
be reduced. If you want to add in all the telephone industry, which
is a fair enough addition given the convergence of these tech-
nologies, then, of course, you have to add in all the other telephone
companies, too. Anf' way you slice it, I think monopsony power of
the traditional cable carriers and TCI, in particular, is declining,

not increasing. ,

Senator METZENBAUM. Mr. Arquit?

Mr. ARQUIT. I presume that is the question that legions of Gov-
ernment antitrust lawyers will be investigating over the next few
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weeks or months, and I don’t claim to have the clairvoyant powers
to come up with a conclusion before they reach their result. I don't
Kant to make a factual assessment. I don't have the basis for doing

Senator METZENBAUM. Mr. Hatfield?

Mr. HATFIELD. I would say that I don't consider myaelf to have
e:{x}pertise in the programming side of the business to be able to
ofter an informed opinion,

Senator METZENBAUM. The Chair has had somebody waiting in
his office for about 45 minutes. I am going to have to leave, but
I am leaving you in very good hands. Senator Specter is with us
and, Senator Specter, if you would be good enough to ask such
questions as you have and then—just a second, please.

We have received a number of letters from regulators, consum-
ers, and broadcasters that we will put in the hearing record.

(The letters referred to follow:] .

PunLic UTILITIES COMMISSION,
STATE OF CALIFORNIA
San Francisco, CA, October 26, 1993,

The Honorable HOWARD M. METZENBAUM,
U.S. Senate, Washington, DC.

DEAR SENATOR METZENBAUM: | am writing to you in connection with the hearin
you have scheduled before the Senate Antitrust Subcommittee to explore the impli-
cations for consumers of the proposed merger of Tele-Communications, Inc. (TCI)
and Bell Atlantic. In announcing the hearings, you warned that this megamerger
could have a chlllin& effect on competition in both the cable and telephone indus.
tries and could artificially inflate prices. There are issues which are of significant
importance not only to consumers, but also to state regulators, such us the Califor-
nia Public Utilities Comm{ssion which is charged with, among other things, the duty
of assuring the continued availability and affordability of high quality telephone .
service and encouraging the development and deployment of new technologies.

The Commission has a long history of supporting the development of competition
where feasible as a way of ensuring maximum consumer choice and rates most re-
flective of costs. The Commission continues to grapple with the introduction of com-
petition into regulated markets which were traditional monggolf markets and which
retain bottleneck elements. In addition, we struggle with the Involvement of regu-
lated utilities in both regulated and unregulated businesses. Qur experience dem-
onstrates the great difficulty and comﬁlemy in balancing the various interests in-
volved in such transitional markets. The Commission also is heavily involved in ef-
forts to develop the infrastructure in California to position our citizens to benefit
from the essential information superhifhway.

From the ﬁera ve of a state public utility regulator, the announced merger of
TCI and Bell Atlantic, coupled with TCI's involvement in the acquisition of Para-
mount, raises extremely difficult issues relating to the ability of regulators Lo efTec-
tively regulate the combined entity, particularly since various parts of the new en-
tity are currently regulated by muitiple federal, state, and local agencies. For exam-
ple, to the extent the combined entity will have shared costs, how will the proper
allocation of those costs between different regulated entities (cable ve. telephone) as
well as with unregulated entities (Paramount) be determined? Given the vertical
combination of telephone/cable distribution systems with programming entities, how
will regulators effectively review the transactions between the affillated entities?
Important public policy concerns with cross-subsidization and denials of access to
“common carrier” and distribution facilities are also implicated in this megamerger.

- The information superhighway as presently envisioned is intonded to provide vaat
new horizons and or rtunities to businesses and consumers. What will be the ef-
fect on that vision if one company, whose interests include both the highway and
what is carried on the highway, is positioned to deny entry to others on that high-

way?

‘Fho California Public Utilities Commission has been engaged for the past decade
in efforts to both introduce competition into monog:ly utility markets and to deregu.
late utilities as the markets become competitive. This has proven to be an extremely
complex effort. The TCL/Bell Atlantic/Paramount may create a new form of access-

HeinOnline -- 20 Bernard D. Reams, Jr. & William H. Manz, Federal Telecommunications Law: A Legislative History of the Telecommunications Act of
1996, Pub. L. No. 104-104, 110 Stat. 56 (1996) including the Communications Decency Act 73 1997



74

controlling monopoly. If that is the case, our Commission may well be called upon
to regulate this new entity because of its potential to deny consumers maximum
choice and benefits from the information superhighway. At the very time that com-
petition is emerging in many previcusly regulated monopoly markets, regulators
must carefully review a merger of this size and character to assure that it will not
eliminate the possibility of some forms of competition and of consumer choice and
to ensure nondiscriminatory access to the cable/telco supersystem that could reach
forty percent of the homes in the country. .

As a member of the California Public Utilities Commission, these issues are of
great concern to me. It is crucial that, once the full details of this extraordinary
combination are known to the fullest extent possible, these issues be addressed prior
to the merger so that armies of lawyers and regulators do not spend decades pursu-
ing answers to issues of access and consumer choice that would not need to be ad-
dressed if confronted at this time.

Because of these concerns, I welcome your Committee’s careful and thorough de-
liberation of these issues. Given TCI's interests in California, which include both
cable systems and telephone utilities, 1 intend to explore with our stafl at the Com-
mission the arproprlaw response to this proposed merger. I note that the Penn-
sylvania Public Utility Commission has expressed similar concerns and has indi-
cated its intention to investigate the impact of this combination on ratepayers and
censumers.

Sincerely,
(Signed) Patricia Eckert
(Typed) PATRICIA M. ECKERT,
Commiasioner.

NATIONAL ASSOCIATION OF BROADCASTERS,
Washington, DC, October 26, 1993.

The Honorable HOWARD METZENBAUM,
Chairman, Subcommittee on Antitrust, Momz;oliea and Businesa Rights,
Hart Senate Office Building, Washington, DC.

DEAR MR. CHAIRMAN: On behalf of the National Association of Broadcasters, 1
want to applaud *our decision to hold a hearing on the pro:osed merger between
Bell Atlantic and TCI in the Senate Antitrust, Monopolies and Business Rights Sub-
committee., A number of bills are pending in Congress that would establish much-
needed federal policies to regulate operations by telephone companies and other
competitors in the modern telecommunications era. Until Congress acts definitively,
however, a merger of this magnitude clearly requires stringent oversight by Con-
gress and other appropriate government agencies to protect the interests of the con-
sumers and businesses.

I understand that you may schedule additional hearings on this proposed merger.
1 strongly encourage you to do so, and I hope that the perspectives of the broadcast-
ing industry can presented at that time. Clearly, the interests of our industry
and the public we serve could be irrevocably harmed by a $30 hillion-plus merger
between the nation’s largest cable company and a regicnal Bell operating company,
which together would control information delivery to approximately one quarter of
the nation's homeas,

Let me state for the record that NAB is not opposed to the entry of telephone com-
panies into the provision of video services. NAB recently revised its formal Board
policy statement on these matters to make our position clear—we support “telco
ent.ri"' into video services, so long as this entry promotes competition in the local
mar e:rlaco. We strongly oppose any telco entry into video services that reduces
competition or that results in tiie substitution of one monopoly for another. For ex-
ample, telephone companies should not be permitted to buy out or obtain control
of existing cable television systems within their service area. .

NAB urges your Subcommittee to view this proposed merger in light of its poten-
tial effects upon competition. I hope that you wall explore in detail with the wit-
ﬁ?s:: at this first hearing many of the troubling questions it raises, including the
ollowing:

o What will happen to the cable syatems in which TCI has an attributable owner.
ship interest that are located within Bell Atlantic's service area? Will Bell At-
lantie/TCI be permitted to retain these systems, thereby combining two large
monopolies into an even larger monopoly? If these systems are divested, will
they be sold to true third parties, or to those in which Bell Atlantic/TCI main-
tains an ownership interest or other relationship?
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o Will potential competitors have the ability to gnln non-discriminatory access to
Bell Atlantic/TCI networks or other facilities? Will Bell Atlanti 1 be per-
mitted to become a super gatekeeper to the homes and businesss in its region?

e What will be the impact of the proposed merger on programming availability
and pric.ng? Will Bell Atlantic/WCI he able to acquire exclusive rights to the
most popular programs and services ir its region, or to bid up the price of Luch
programs and services to the point that they effectively are denied to potential
competitors? Alternatively, will Bell Atlantic be able to exercise monopson
powers to demand unfairly low prices or favorable terms from those who see
to sell programming or services within its market area?

e Who will pay the costs of upgrading Bell Atlantic/TCI facilities to transmit
video and other broadband forms of information? Will Bell Atlantic/TCI be able
to cross-subsidize its video operations through its telephone services ratepayers?

Until these and other issues are resolved to the satisfaction of your Subcommittee,
I strongly urge you to take all appropriate steps to delay the consummation of this
merger.

Again, let me express our thanks for the rapid response of your Subcommittee to
these fast-moving events. I appreciate your consideration of our views and concerns.
rlease do not hesitate to contact me if | can be of assistance to you in this important
ssue.

Warmest regards,
(Signed) Edward O. Fritts.

CONSUMER FEDERATION OF AMERICA
CENTER FOR STUDY OF RESPONSIVE LAw.
October 26, 1993.

The Honorable HOWARD METZENBAUM,’
Chairman, Subcommittee on Antitrust, Monogolies and Business Rights,
Senate Judiciary Committee, Washington, DC.

DEAR SENATOR METZENBAUM: The parties listed below write to voice our serious
concerns about the increasing concentration of the telecommunications industry,
typified by the recent announcement that Bell Atlantic seeks to purchase Tele-com-
munications, Inc. In addition to this most recent megamerqer announcement, m?‘gr
concerns are also raised by the bidding war which has developed for Paramount, the
merger of the two major s opginglchannels and other rumored telco-cable deals.

The Bell Atlantic deal—and others like it—raise the most tmubling anti-trust is-
sues this nation has faced since the creation of the Standard Oil trust. it is not just
that fully one in four U.S. households will be dependent on this one company for
TV programming, telephone service, or both. Even more ominously, the acquisition
of TCI constitutes an unprecedeneed move towards vertical integrat‘on. the common
ownership of both information and the means of distribution. TCI has already
parlayed its control of almost one quarter of the nation’s cable TV hookups to obtain
ownership interests in most of the major cable netwerks, including CNN, TNT, The
Discovery Channel, Court TV, Encore and many :egional sports channels. If Tcrs
entry in the Paramount bidding war should succeed, Bell Atlantic would be addin,
programming from the USA Network and the all-important Paramount film and tel-
evision library to this already imposing stockpile.

We cannot imagine a more arrogant challenge to Congress than this new effort
to merge content and conduit, coming as it does, almost exactly a year to the day
after Congress attempted to restrain such abuses in the cable industry by enacting
the 1892 Cable Act. The promise of the information age has been that an infinite
number of separate editorial voices could have equal access to the means of commu-
nication, but this merger threatens to give a company the power to block those with
viewpoints which are not congenial. Unless Conﬁ:ress takes affirmative steps to
block, or at the very least, to require substantial refinements, we can expect a stam-
pede of similar anti-competitive telco-cable deals. .

Concentration in the telecommunications marketplace has constitutional as well
as economic consequences. The issue of who will own and control access to the infor-
mation superhighway of the next decade will literally determine the fututre of de-
mocracy. This technology can empower and unite Americans, but if it is abused, it
quite literally threatens to divide us into information “haves” and “have nots.”

Control of the infrastructure also brings with it the ability to set rates. Unless
government steps in, the American gublic will be gouged twice as a frecondmon to
accessing the information superhighway. First, through cross-subsidization, local
ratepayer dollars of Bell Atlantic (and other RBOC's that get involved) are used to
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finance the purchase of competing distribution systems and to finance the company’s
foray into new ventures.

Second, instead of receiving the benefits of the information st}perhighway after
the forced investments are made, ratepayers will be forced to pay for access at rates
set g the monopoly company. History shows us that the rates charged by the mo-
nopolist will not be at competitive levels. Customers of both Bell Atlantic and TCI
can expect to see their bills continue to go up.

Unless our information superhighway includes ccmmon carrier obligaticns, inclu?-
ing open platform architecture, there is no way to guarantee that both users anu
unaffiliated producers of information will have access to the networks. Universal
availability is meaningless for many consumers and producers if the owner of the
wire has the ab&? and incentive to keep competing information providers off of the
network. One n only look to the record of abuses toward voice messaging services
and alarm services by the RBOC's, and to the artificial restrictions on the availabil-
ity of cable television programming by TCI and other vertically integrated cable
companies for recent examples of these dangers.

ROGERS & WELLS,
New York, NY, November 15, 1993.

MELINDA R. HATTON, Esq.,
U.S. Senate, Subcommittee on Antitrust, Monopolies and Business Rights,
Senate Hart Building, Washington, DC.

DEAR MINDY: As I told you in our recent telephone conversation, | wanted to clar-
ify my response to one of Chairman Metzenbaum’s questions at the outset of my
recent tustimony on telecommunications mergers. airman Metzenbaum asked
about clients that have retained me or Rogers & Wells to represent them, and I un-
derstood him to be asking the other J;anelists and me: (1) whether the time that
I spent in preparing my testimony and appearing before the Subcommittee on Anti-
trust would be charge(i' to a client of the law firm; and (2) more broadly, whether
at the time of the hearing the firm had been retained by a client in connection with
the mergers in the telecommunications industry that were the subject of the Sub-
committee’s hearings. As I stated at the hearing, my answer to both those questions
is no. However, the Washington office of Rogers & Wells does have a Regulated In-
dustries practice group which represents telephone companies and utilities in regu-
latory proceedings before the Federal Communications Commission and other fed-
eral and state agencies, as well as in judicial proceedings. None of these clients was
consulted, nor did any participate, in the preparation of the testimony.

I appreciate the opportunity to appear before the Subcommittee, and I hope that
my testimony will assist you in your review of conglomerate mergers in the tele-
communications industry.

Sincerely,
(Signed) Kevin J. Arquit
(Typed) KEVIN J. ARQUIT.

HENRY GELLER, .
COMMUNICATIONS FELLOW, THE MARKLE FOUNDATION,
Washington, DC, October 26, 1993.

The Honorable ANNE K. BINGAMAN,
Assistant Attorney General, Antitrust Division,
Department of Justice, Washington, DC.

DEAR ASSISTANT ATTORNEY GENERAL BINGAMAN: On September 165, 1993, the
Clinton/Gore Administration released its vision paper entitled, “National informa-
tion infrastructure: An Agenda for Action.” The Administration noted that, “(ajil
Americans have a stake in the construction of an advanced National Information In-
frastructure (NII),” and that “/dJevelopment of the NII can help unleash an informa-
tior;‘ revhoch;t}'gn that will change forever the way people live, work, and interact with
each other/.

We agree, and we believe that developments like the proposed Bell Atlantic-TCI
merger can serve as catalysta in achieving this goal.

The Agenda for Action outlined nine important principles and objectives that the
Administration will use in developing specific NII policy initiatives, including:

s promote private sector investment,
¢ expand “universal service”,
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e promote technological innovation and new applications,

e promote seamless, interactive, user-driven operation,

¢ ensure information security and network reliability,

¢ improve management of the radio frequency spectrum,

o protect intellectual property rights,

¢ intergovernmental cooperation, and .
L

provide access to government information and improve government procure. = ~
ment.

We are writing to urge you to consider these principles and objectives when re-
viewing mergers and acquisitions in the telecommunications arena, including the
pro Bell Atlantic- merger.

The proposed Bell Atlantic-TCI merger has garnered significant attention and
public comment already. Congressional oversight hearings have been scheduled, and

u have been asked to scuttle the merger on antitrust Emunda by a number of pub-
ic interest advocates who argue, in essence, that big is bad.

We believe that such an analysis is flawed. The critical issue {s not whether the
merger results in “bigness” but whether, on balance, it promotes competition and
the public interest. We think that it clearly does.

First, Bell Atlantic, using the base of the TCI systems, will be able to provide
much needed competition to the local exchange carrier (LEC) in the six regions out-
side its own home territory. TCI is now engaged in modernizing its systems (largely

conversion to fiber optic) and is interested in provision of access and new
digital radio services (PCS). But clearly, a Bell Atlantic-TCI company will be able
to compete with the LEC much more effectively in light of Bell Atlantic’s deep ex-
pertise in local telecommunications and the resources it can bring to bear, Indeed
this development, along with other activities by companies such as US WEST nnJ
Southwestern Befl, would seem to indicate a pattern of Regional Bell Holding com-
panies making use of cable television networks in each other’s territories. Such
atrogg competition at the local loop to the entrenched LEC is a trend to be wel-
comed, not blocked. .

The merger could be the most important step possible to breakup the local ex-

change “bottleneck.” That brings us to the question of the other large “bottleneck”
roblem in local telecommunications—cable television. In the Cable Television
nsumer Protection and Competition Act of 1992, Congress acknowledged that rate
regulation of cable was a stopgap—that what is needed; above all, is effective com-
petition. In entering into the merger agreéement, Bell Atlantic has pledged to con-
tinue its leaderchip role in providing such competition. Specifically, it has stated
that it will continue its common carriage, video dial tone efforts, with their gate-
ways and own-&atforms available to all providers, including the small, innovative
companies. We believe that this common carriage approach stands in sharp contrast
to the traditional cable model. It will be a marked contribution to the First Amend-
ment goal of insuring that information can come to the American people from as
many diverse sources as possible.

In this respect, to assure that Bell Atlantic must go-all-out within its region to
provide such an open platform and, equally important, to afford the opportunltaﬂof
all-out telecommunications competition from the TCl-owned cable systems within
that region, we e that there be full divestiture of such systems rather than a
spin-off to TCI stockholders. We would hope that the new owners would then engage
in the same kind of telecommunications efforts as Bell Atlantic. TCI will do out-of-

on.
n short, we perceive no detriments in proceeding in this fashion. Rather, we per-
ceive the opportunity for great gain to the public interest, including the critleal com-
petitive aspect. Should problems arise, we believe the existing regulatory structure
1s sufficient to deal with them.

Finally, this merger, along with other developments including those thentioned
above, c{early calls for the development of new policies designed both to foster com-
petition through effective interconnection and open network architecture strategies
and to permit the incumbents tn operate effectively in tte changed environment. We
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hope that the Clinton Administration takes the lead in urging constructive policies
ggon the Congress in this fleld. Such policies are vital in light of the significant con.
bution telecommunications can make to increased productivity in the face of
emerging global competition and to the quality of life in the information age.
Thank you for your attention to our concerns.

Sincerel
" (Signed) Henry Geller
(T?ed) HENRY GELLER,

ommunications Fellow, The Markle
Foundation.

(Signed) Barbara O'Connor

(Typed) BARBARA O'CONNOR,
hairfcrson, Alliance for Public
Technology, Professor of Commu-
nications and Director of the Inati.
tute Aor the Study of Politica and
Media, California State University,
Sacramento.

(Signed) Henry Rivera

(Tg)ed) HENRY RIVERA,
insburg, Feldman & Bress,

(Signed) Andrew P, Miller

(Typed) ANDREW P. MILLER,
ickstein, Shapiro & Morin,
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Senator METZENBAUM. We will also conduct additional hearings
in the future on these important proposed mergers. As I indicated
ﬂlrlier. we do expect to hear from Mr. Diller, Mr. Malone, and Mr.

en, :

Senator Specter, if you would be good enough to carry on as long
a8 you would care to and then conclude the hearing.

enator SPECTER [presiding]. Thank you, Mr. Chairman.

Mr. Hatfield, I note your statement at page 3 that your reaction
is that the consolidation of the large telephone companies and cable
companies will greatly diminish the prospects for future competi-
tion in telecommunications and information services. The program,
as outlined earlier today by Mr. Smith, was to the effect that where
you have TCI with telecommunications cable networking in all of
the areas of the country where Bell Atlantic doesn’t function and .
f'ou have Bell Atlantic in its own six States and the District of Co-
umbia, they will come in and will provide competition to existing
cable systems.

I live in Pennsylvania, in Philadelphia, and there is only one
cable company which services my home area. If you do not have an
alternative, say, through the telephone company, what are the
prospects of having someone provide cable to give some competition
to the cable company which now services homes like mine?

Mr. HATFIELD. I am not sure I understand the thrust of your

uestion, but you would benefit if an additional competitor came in
the market to compete with the existing cable company. My con-
cern, though, is that in most States, you can’t have the reverse. In
other words, if the cable company wants to go in to provide tele-
ghone service, quite often that is prohibited by State law or by
tate regulation.

So, if there are economies of scope here, if it is <heaper somehow
to provide both telephone and cable over the same facility, but the
cahle company can't provide telephone, but the telephone company
can provide cable services, then it seems to me that the outcome
is fore%one. I mean, it is a foregone conclusion what the outcome
would be. :

Senator SPECTER. Well, Mr. Smith talks about having competi-
tion in Chicago, for example, through the cable company; that is,
competition with the telephone company. If the cable companies
were permitted by law to provide competition with the telephone
companies, then would that be a desirable competitive effect?

Mr. HaTrIELD. Then I would be much more comfortable if Con-

ess would preempt the States’ ability to foreclose the entry of ad-

itional telephone companies. But I have testified literally through-
out the United States, and generally speaking the telephone com-

anies, despite what they are saying here in Washington, still figiit
ocal competition. Generally speaking, local regulators are very
skeptical of the benefits of local competition. So we don’t get the
sort of competitive model that we have heard talked about today
because of those barriers, and that is the reason 1 would urge Con-
gress to correct that.

Senator SPECTER. Well, the local telephone companies obviously
fight competition. That is what would be expected, but Congress
does have the authority to act in the field to greempt local regula-
tion and to say that there will be competition between two prospec-
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tive telephone companies. If Congress did act in that way, would
f'ou the;x think that this kind of a merger would be in the public
nterest

Mr. HATFIELD. Well, let me say that I would feel much more
comfortable because that would get rid of a very real barrier in my
mind, but I would still be concerned that if all the cable companies
end up being owned by a handful of telephone companies, for all
the reasons that I said before. Because of the way they have to op-
erate networks, and so forth, my fear is that they still would not
engage in head-to-head competition.

enator SPECTER. Well, in the absence of a merger such as the
one proposed between TCI and Bell, and in the absence of, say, Bell
Atlantic being able to provide cable services to homes like mine in
Pennsy!vania, do you think it is likely that some competitive cable
company will enter the field and provide an alternative service of
cable for situations like mine?

Mr. HATFIELD. I am sorry, Senator. I don't know whether I am
losing my concentration here or not, but the model that I had in
mind before I became, as I expressed it, disappointed was that we
would have a cable company with the ability to provide telephone
service and a telephone company with the ability to provide cable
service. My concern is that that won't be the reality, given these
mergers.

Senator SPECTER. Well, that can be corrected if Congress acts in
a way which we have already discussed. But as I have read your
testimonfr you are ogposed to these kinds of mergers. M{ uestion
is, Is it ii(ely that if we do not have somebodf' ike Bell Atlantic
come in to provide cable in a city like Philadelphia that a second
cable company will come and wire the city and provide competition
for the current cable carrier?

Mr, HATFIELD. As has been mentioned here, there are opportuni-
ties for wireless cable at 28 gigahertz, and so forth, that are being
explored, and there are DBS, direct broadcast satellite, systems
that are coming on line very shortly. Unfortunately, of course,
those are one-way type services, so they have a limited ability to
be able to compete in the provision, let's say, of ordinary telephone
services. That only solves part of the problem.

Senator SPECTER. Let me move to you, Mr. Arquit, with a ques-
tion concerning your evaluation of the testimon)' which was heard
earlier today. Did you hear Mr. Redstone testify?

Mr. ARQUIT. Yes, I did.

Senator SPECTER. He made the point that TCI now has 20 per-
cent of the cable market and that, including its parthers, it goes
up to about a third, or 33 percent, and given Bell Atlantic, they
would be able to access 50 percent of the houses. He then talks
about what he alleges to be predatory practices by TCl and Dr.
John Malone. A

What is your evaluation of the impact that TC! and Mr. Malone
could have, the additional impact, if they did have access to addi-
tional homes through the merger with Bell Telephone Co.?

Mr. ARQUIT. Well, I think the issue ia one of foreclosure. Again,
numbers are elusive, but the point would be are enough homes, or
I guess it is called eyeballs, within the control of ohe group of cable
companies, one group of owners that it is no longer efficient for
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independent operators to engage in programming, and there are all
kinds of questions there.

How hard is it for one to enter the programming market? What
is the minimum efficient scale? What is the amount of revenue that
one needs to have in order to justify the programming? The reve-
nues presumably are based on the number o!g;ubscribers that can
be reached, and so obviously to the extent that certain subscribers
are—and I am taking his theory as true here—that certain sub-
scribers are locked up with captive programming with an inte-
grated entity, under his argument they are no longer available to
the person who wants to engage in independent programming.

But the question to be asﬁed is what is the size of minimum effi-
cient scale, and are there enough noncaptive or nonintegrated
homes left or customers of nonintegrated companies that the reve-
nues can be achieved to justify the investment.

Senator SPECTER. When Mr. Redstone testifies that the pervasive
influence of TCI and Dr. John Malone creates a situation where
CNBC alters its planning to go into news with CNN becuuse of the
kind of coercive conduct described by Mr. Redstone, in your judg-
ment, is the kind of influence or control which TCI and Dr. Malone
have sufficient to have that kind of influence in the market?

Mr. ArQuIT. I don't have the factual basis to answer that ques-
tion, Senator, I think that, again, what the antitrust laws are wor-
ried about is competition, and the fact that any one competitor
makes it or doesn’t make it isn't necessarily an antitrust violation.
But the question is, are consumers able to receive the quality of
progromming they would get without that conduct. That is the
question to be asked, but I don't have the answer here today.

Senator SPECTER. Well, we do not know what the parties did and
we are looking for Dr. Malone to come in and testify and to see
what is happening. A concern that I have or a question in my mind
is this: if someone has 20 percent of the market and has the kind
of vertical and horizontal integration, which TCI and its affiliates
have. is that sufficient market power to drive a company like
CNBC out of the intended plan to put an all-news format on to
compete with CNN, where Dr. Malone has a substantial interest?

Mr. ARQUIT. First of all, I think the question for Dr. Malone
would be, in terms of any of these practices, whether they had a
legitimate business purpose for doing it. I think that is a very in-
structive way to reach the result. But, again, the answer to the
question is it depends on what the cost is to engage in the pro-

amming of CNBC and can one justify the investment in that cost,

nowing that a certain subscriber base is not available to it be-
cause it is tied up in the hands of an integrated entity, if the accu-
sations are true. It is a comparing of that cost versus revenue and
asking whether a rational investment would be made that is the
relevant question. But, again, without having those numbers, I
can’t give you that answer,

Senator SPECTER. OK. Well, if you can't give us the answer, per-
haps you have at least given us the question to ask Dr. Malone.

r. Huber, a question or two for you and then we will wrap up
the hearings. You say that the matter ought to be referred to the
Department of Justice and I quite agree with you. The preliminary
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contacts [ have had with Ms. Anne Bin‘gaman suggest to me that
she is a first-rate lawyer and will run a first-rate Department.

You seem to express confidence that the Department of Justice
has the facilities to really dig into issues of this sort. As | said ear-
lier, I have not been satisfied with the antitrust enforcement, and
it is not a matter of Democrat administrations or Republican ad-
ministrations. These questions seem to me to be so complex and
there are so many of them that I have my own private doubts.

You obviously have substantial knowledge in the field. Is it your
view that there are sufficient personnel and resources within the
Antitrust Division of the Department of Justice to take on the myr-
fad of antitrust issues which that Department has to confront?

Mr. HUBER, I guess 1 would have to say as compared to whom?
I have worked for them in my day and I have also had many occa-
sions to suggest that they didn't dig as deeply as they should or
move things as quickly as they should. With all that said, it is the
best game we have got in town and I think that they will be giving
these mergers a good look.

If I may, Senator, as to ﬁour question about the monopson
power of TCI, I do think you have to keep a careful focus on whic
number you should be looking at. Homes isn't what watches a pro-

am. You need actual viewers. Most homes don’t watch CBS or

C or ABC; each of them only captures a very small minority.
You can have a viable video program service with much, much less
than 80 percent of the homes in this country, which is the homes
not currently wired by TCI. I mean, the Super Bowl doesn’t get
that many of the homes. Certainly, other viable programs need a
much smaller fraction than that.

I mean, Jane Fonda videos sell in video stores and they don’t
need John Malone ‘o have a market. Particularly this word “ac-
cess,” you know, access to 50 percent of the homes—access does not
give market power. To repeat, Safeway and Giant both have access
to me. That doesn’t give them market power. What gives you mar-
ket power is exclusive access, being the only one in town, and that
is a very different problem.

Senator SPECTER. Well, when Mr. Redstone complains that if Mr.,
Malone cuts out his programming it is going to have a very serious
impact on his business, this is a hard question for you to answer,
b}t:t let me ask your own view as to whether that is a serious
charge.

Mr. HUBER. I think there is no question that if you are a dis-
tributor of programmin%. you want as many people to carry your
wares as possible, and I am quite sure Mr. Redstone is seriously
concerned about local transport capacity. The fact of the matter is
today we have a lot more video programming going up, 120 to 160
channels, depending on how you count the marginal ones, than
most local cable carriers can carry. There is more going up than
can be distributed through that cable pipe. The pipe has been
growing year by year; it has been growing rapldli. It is going to
grow a lot faster the next few years. I hope and 1 believe that will
take care of a lot of Mr. Redstone’s problem.

Senator SPECTER. Well, when you say “com%?red to what,” you
are right. Wa don't have sufficient resources of U.S. assistant attor-
neys around the country to handle the drug cases, and the question
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{s how many you put in the Justice Department to handle the anti-
trust cases. As I expressed earlier, it is my hope that having filed
a private action, that is what the private antitrust remedies are for
to provide an avenue of redress without going to the Government
because of their limited resources. Let the court decide the case.

Mr. HUBER. And that suit has been filed.

Senator SPECTER. That suit has been filed. My own assessment
is that they could get a fairly prompt determination within the
course of several weeks or several months on an effort for a tem-
porary restraining order or a preliminary injunction if they have
the evidence for it. Would you have any view as to how long that
would take?

Mr. HUBER. I don’t even know which——

Senator SPECTER. I have read the complaint, or scanned the com-
plaint. You haven't had a chance to do that?

Mr. HUBER. Oh, yes, I have scanned the complaint. I can't, off
the cuff, recall which docket they are on, which jurisdiction.

Senator SPECTER. Southern District of New York.

Mr. HUBER. I wouldn’t be too sanguine about getting an instant
hearing there, but once again I think you have to say compared
with what. I mean, that is the traditional forum for a very pureldy
private dispute of this kind and that is where it should be resolved.

Senator CPECTER. Well, thank you very much, gentlemen, for
coming early and staying late. We appreciate your testimony.

[(Whereupon, at 1:40 p.m., the subcommittee was adjourned.]
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THE FUTURE OF FAIR COMPETITION IN
THE TELECOMMUNICATIONS INDUSTRY

TUESDAY, NOVEMBER 186, 1993

U.S. SENATE,
SUBCOMMITTEE ON ANTITRUST, MONOPOLIES
. AND BUSINESS RIGHTS,
COMMITTEE ON THE JUDICIARY,
Washington, DC.
The subcommittee met, g}lrsuant to notice, at 10 a.m., in room
SD-226, Dirksen Senate Office Building, Hon. Howard M. Metzen-
baum (chairman of the subcommittee) presiding.
Also present: Senators Simon, Thurmond, and Specter.

OPENING STATEMENT OF HON. HOWARD M. METZENBAUM, A
U.8. SENATOR FROM THE STATE OF OHIO

Senator METZENBAUM. The hearing will come to order. This hear-
ing has to do with the future of fair competition in the tele-
communications industri/. However, there 'is a new development
thiis morning that I would like to address myself to just for a few
minutes.

Many of us saw in the morning paper a reference to a TCI memo
that was sent to its various cable operators, and I think it is impor-
tant that we know exactly what the memo said. It went to all sys-
tem managers, State managers, and division vice presidents from
Barry Marshall. Let me read it:

As we move into the regulatory environment, it is important to remember some-
thing vital. Under regulation, we can't simply adjust our economics anymore. We
have to take the revenue from the sources that we can when we can. To that end,
1 want to remind each of that the transaction charges for upgrades, downgrades,
customer servics calls, Vé‘l’!“ hook-ups, etc., are vital new revenue sources to us. We
estimate that by charging for these ﬁmctlons. w1 can reccver almost half of what
we are losing from rate adjustments. .

We have to have discipline. Such like the install fee problem, we cannot be dis-
suaded from these charges simply because customers object, It will take a while, but
they will get used to it. They pay it to other service providers all the time and it
{sn't free with the phone company. Please hang in on this and installs and we can
still have a great fourth quarter when we have our heaviest volume. The best news
of all is v;el can blame it on re-regulation and the government. Now, let’s take ad-
vantage of it.

Well, I guess he laid it on the line. Blame it on reregulation and
on the Government. This Senator believes that we did not do a suf-
ficlently adequate job as far as the cable bill was conicerned, and
I am not blaming that on anyone because 1 accept some share of
that responsibility, although I was not a majot player. I am deter-
mined that we revisit this issue in the early months ahead of us.
I think that cable users are getting short-changed and 1 think that

(85)
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cable operators in some instances are trying to take advantage of
the situation.

Having said that, let me proceed to the direct portion of this
hearing. This is the subcommittee’s second hearing on the wave of
megamergers sweeping the telecommunications industry. Today,
we will examine one of the most significant antitrust actions in the
last 15 years, the FTC settlement with TCI. It requires TCI and
John Malone to shed their relationship with QVC. We will also look
closely at other mergers and whether they will cause major misery
for consumers. :

At our hearing in Cctober, the subcommittee was warned by in-
dustry captains and independent experts alike that some tele-
communications deals pose serious competitive risks. We were told
that consumers could be faced with higher prices and fewer choices
if a handful of communications conglomerates dominate the mar-
ket. In addition, those deals could stem the free flow of competing
ideas if a few media moguls were allowed to dictate the content of
our news programming. :

The proposed deals could also jeopardize future competition be-
tween telephone and cable monopolies. The fact is’ that these mo-
nopolists have been positioning themselves to compete against one
another for years. This wave of mergers could put an end to any
hope of competition between them and create a cartel of tele-
communications conglomerates.

These mergers could also allow a handful of telecommunication
giants to control the programming that is shown on cable TV, such
as HBO, CNN, and Discovery. TCI alreadg controls the lion’s share
of popular cable Frogramming. Any further concentration of pro-
gramming in TCI's hands or among its business partners could
strangle new competition for cable programming.

To put it bluntly, the anticompetitive risks posed by these new
conglomerates should make them unacceptable to Congress and to
the antitrust agencies. I am pleased, very pleased, that the Federal
Trade Commission, the F‘I‘(g, shares Congress’ skepticism about
these telecommunications megamergers.

Yesterday, the FTC voted to block QVC from acquiring Para-
mount, the last independent movie studio, unless TCI and its soon
to be reacquired affiliate, Liberty Media, permanently withdraw
from the deal. Last month, an intensive FTC investigation led QVC
to break off its merger talks with the Home Shopping Network, in
which TCI has a 40-percent stake. Last July, I urged the FTC to
investigate the proposed merger of the only two cable shopping net-
works and who would control them. I am pleased that the FTC
took its job seriously and that the deal folded under the pressure
of its investigation. '

With respect to shopping networks, today what we see on the
shopping networks are mostly advertisements having to do with
jewelry and some products of that kind. This Senator firmly be-
']ieves that the future will hold a much more active competition on
the shopping networks for more consumer goods, not just in the
jewelry area but in many other areas as well, and that is the rea-
son I think it is particularly important that we in government see
to it that competition is maintained in this area.
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I am frank to say that the FTC’'s challenge to TCI's acquisition
of Paramount confirms my belief that there is already too much
concentration in the cable industry. There is no disputing that TCl
is the industry giant. It is the monopoly provider of cable to 25 per-
cent of all television viewers and it owns or controls more popular
cable programming than any of its competitors. Consequently,
TCI's attempt to add Paramount’s movies and sports programming
to its cable empire by teaming up with QVC should have been
blocked by the }

I commend the FTC for taking such swift and decisive action
against TCI. If the Government agencies charged with overseein
the cable industry had shown similar resolve in the 1980's, TC
might not have been able to gain such a stranglehold on this indus-
try.

The FTC’s challenge to TCI also demonstrates that tough anti-
trust review is needed for every telecommunications deal. We sim-
ply can't rely on FCC or State regulation to protect consumers or
gromote competition in this industry. Although the FCC and the

tate regulators have some authority, the fact is they can't be re-
lied upon to protect the American consumer.

The FTC’s challenge to TCI's market power also reinforces m
fear that the proposed merger between Bell Atlantic and TCI will
diminish rather than 'Fromote competition. If there are competitive
risks associated with TCI acquiring more programming, there must
be even greater competitive risks in allowing Bell Atlantic to add
its vast financial resources and monopoly local telephone holdings
to TCI's cable empire. It is essential that this merger not be ap-
proved before the antitrust authorities assure consumers that
more, not less, telephone and cable competition will result from
this colossal combination.

1 also expect the antitrust agencies to closely scrutinize the new
deal that QVC has put together for Paramount. Frankly, I have
some concerns about BellSouth’s taking TCI's place in the bidding
war for Paramount. As the map to my right shows, BellSouth’s
partners in the QVC deal include Comcast, Cox, and Newhouse,
which own numerous cable systems in BellSouth’s territory. Hav-
ing those cable systems in its own backyard could diminish
BellSouth's incentive to compete with them. You have an uverlap.
It is not reasonable to think that two companies that have merged
are suddenly going to be competing when they both are owned by
the same parent.

Consumers are much more likely to benefit if local telephone
companies are encouraged to compete instead of converge or coexist
witz cable systems To that end, Pacific Bell's recent announcement
that it is upgrading its telephone system to compete with the cable
systems in its territory instead of zimply buying a cable system
sets a d model for competition in this industry that others
should tgo!ﬁ)ow. Of course, it is absolutely essential that ratepayers
be protected from unwittingly financing any of these new business
ventures.

Consumiers repeatedly have been promi. *d benefits from tele-
communications restructuring. Few of those benefits have ever ma-
terialized. In the early 1980’s, the industry claimed that cable de-
regulation vas not a threat to consumers because competition was
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right around the corner. No such competition ever existed and as
a result prices skyrocketed. This time, I want to be sure that con-
sumers get the competition they are being promised.

The representatives of major consumer organizations who will
appear this morning will talk about the anticompetitive dangers of
the pending mergers and how we can avoid them. In addition,
AT&T will testify this morning about potential dangers that could
result from the Bell Atlantic-TCI merger. The subcommittee will
.also examine AT&T’s proposed merger with McCaw Cellular. Ques-
tions have been raised about whether it could block the develop-
ment of mobile communications or long-distance competition. More-
over, as Bell Atlantic stated at our last hearing, the AT&T-McCaw
merger is actually larger in size than the combination of Bell At-
lantic and TCI. Both of these issues are appropriate for us to exam-
ine today.

However, let me state once again that it is not ‘he size of a merg-
er that determines whether it is anticompetitive. Rather, it is the
market power wielded by the parties to any deal. By holding these
hearings, we intend to ensure that vigorous antitrust enforcement
protects consumers from the kind of excessive market power that
could deny them the benefits of robust competition and low prices.

One final note. The subcommittee invited John Malone of TCI
and Barry Diller of QVC to testify at our hearing today. They were
unable to be here, but we have been assured that they will aﬁear
at a future date and we look forward to having them with us. I look
forward to hearing their views on telecommunications mergers.

I look forward particularly to hearing from my colleague from Ii-
linois, Senator Simon, whom | am so pleased to see with us this
morning.

OPENING STATEMENT OF HON. PAUL SIMON, A U.S. SENATOR
FROM THE STATE OF ILLINOIS

Senator SIMON. I thank you, Mr. Chairman. I am not only a jun-
for in terms of seniority on this subcommittee, I am very junior to
Senator Howard Metzenbaum in terms of—

Senator METZENBAUM. Age, age. [Laughter.] :

Senator SIMON. That is what I was ioin to say, but very junior
in terms of knowledge on this issue. What [ do know is that I want
to have competition out here, and it is important for the FTC and
the Antitrust Division of the Justice Department to do that.

I instinctively have some fears about telephone companies get-
ting into the cable business for a great variety of reasons, but there
are a lot of other little things. A New York Times article points out
if QVC and its bidding partners win the battle for Paramount, they
will—and 1 speak with some conflict of interest because I write.
books occasionally, but they will consolidate Simon & Schuster, -
which is now owned by Paramount, Random House, which is now
owned by a bidding _partner, Advanced Publications, and
McMillian, which was purchased by Paramount last week.

I think one of the great strengths of America is the proliferation
of ideas, and publishing houses play a great role in that and if,
through this process of consolidation and mergers, we end up with
fewer opportunities for people to express their viewpoints, clearly
the Nation is diminished in the process.
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I look forward to the hearin?. and I am ﬁoing to have to leave
here in about 45 minutes, but let me-just add 1 appreciate the ef-
fort of my colleague in this field. Howard Metzenbaum has been a

iant and a bulldog, if I can mix metaphors here, at the same time.

e has done a tremendous job in protecting the consumer in the
United States Senate and he is going to be missed when he retires
after next year.

Senator METZENBAUM. Thank you very much, Senator Simon. 1
am very pleased that you are with us this morning and very grate-
ful to you for your comments. :

Ms. Mary Lou Steptoe, we are particularly pleased to have you
with us as the Acting Director of the Bureau of Competition of the
FTC. You have been with us on previous occasions and it is always
pleasant to have you here. Wz look forward to hearing your views.

STATEMENT OF MARY LOU STEPTOE, ACTING DIRECTOR,
BUREAU OF COMPETITION, FEDERAL TRADE COMMISSION

Ms. STEPTOE. Thank you, sir. I am very happy to be here today
to discuss with you all the Federal Trade Commission’s enforce-
ment activities with regard to nonhorizontal and potential competi-
tion mergers. I know what you most want to hear about is the con-
sent announced yesterday with TCI which puts an end to the anti-
trust problems connected with QVC’s proposed takeover of Para-
mount, which is a nonhorizontal merger with both vertical and po-
tential competition aspects.

But if you will bear with me for just a few minutes, I think that
consent will make more sense if I put it in the context of the Fed-
eral Trade Commission’s overall enforcement program because this
is not our first experience with these issues, and one of the reasons
we could react to this situation so quickly and be confident that we
have ﬁchieved the correct resolution is because we have this back-
ground.

You know, sir, that most of our enforcement work is in the area
of horizontal mergers. That is mergers between direct, current com-
petitors. The Commission has investigated a large number of those
in all aspects of American industrial life that affect consume -3,
from defense to health care, and we have struck a careful and cor-
rect balance, I think, between letting rrocompetitlve mergers pro-
ceed and challenging mergers that would raise prices or reduce out-
put for consumers.

But the fact that we have been so busy on the horizontal side,
and I would add quite successful, doesn’t mean that we have ne-

lected nonhorizontal theory or failed to correct nonhorizontal prob-
Fema when we come across them. Several of our recent consents
have dealt with these and I thought I would bring t‘l}) two by way
of illustrating the analysis that we brought to the QVC-Paramount
matter.

Just by quick analytical background, potential competition theory
assumes that a merger removes from the market a company that
was otherwise likely to enter independently, and this can have two
bad effects. First, if firme already in the market were behaving
competitively as a way of discouraging that entry, that constraint
is removed and they no longer have to act competitlvelg'. Second,
if the potential entrant actually would have come in on its own ab-
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fent the merger, well, then the merger means that the market is
ess one competitor than it otherwise was going to have.

We reached a consent agreement a few years ago with Roche-
Genentech that is a good example of the Commission working to
preserve potential competition for consumers. We took corrective
action in three pharmaceutical markets. In one, Roche had an es-
tablished product, but Genentech was closing in fast with a pat-
ented but not yet commercial alternative. In the second market, the
situation was just the opposite. Genentech had a commercial prod-
uct, but Roche was conducting advanced clinical trials for a com-
petitive drug.

In each case, what the Commission did was require divestiture,
which has since taken place, of one of the two paired products, so
that instead of the market going down to unc competitor in the fu-
ture, there are going to be two. In the third market, which was
CD4 therapeutics for the treatment of AIDS, a very important
issue, the é’ommission's focus was even more on competition in the
development of new and innovative products that could benefit con-
sumers. Neither Roche nor Genentech had at the time of our con-
sent a commercial product, but both were well along in the re-.
search and development stuges and very likely to have something
to bring to the market in the foreseeable future. The consent here
preserves that future competiticn by requiring Roche to grant
nonexclusive licenses of its CD4 patent porifnlio to anybody who
wants it.

We also deal with vertical issues, and potential competition .
arises in the vertical context, too, because obviously a firm that is
uﬁ or downstream in the production and distribution chain is very
likely to be a potential competitor. It is very likely to take cs its
logical move to move down into distribution or up into production.

en a vertical acquisition makes it harder for a potential com-
petitor to enter on any level of that production or distribution
chain, we would have great concerns.

For example, a few years back ARCO proposed to buy certain
chemical businesses of one major custumer, Union Carbide, and we
were worried there that ARCO’s capiure of such a large amount of
the demand market would make it unattractive or virtually impos-
sible for any company to enter upstream and offer coinpetition to
ARCO. So the consent degree there that the Commission entered
into freed up demand and upstream entrv has actually occurred.
Again, there is more competition thar there was had we let the
merger go through. A

So, with all that in mind, let me turn now to QVC-Paramount.
The concern here is not with QVC, a programminyg network, as
such. Our concern is with the entity that controls 5&’0, 1CI, the
Nation’s largest cable company. TCl already owns many popular
cable television programming rietworks, and among them premium
movie channels. Our complaint charges that the vertical acquisition
of Paramount by, in effect, TCT would lessen competition in two
markets—television premium movie channels and distribution of
television programming to consumers.

The way it works is this: the acquisition of a major movie com-
pany by the owner of a premium movie channel that already has
access to a substantial portion of quality movier would reduce the
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products available to competing movie channels. Without the op-
portunity to buy those movies, other movie channels may not have
sufficient offerings to compete for viewers and will simply go out
of business.

Now, once that happens, the remaining movie channels are likely
to do one or both of two things, neither of which is good for con-
sumers. First, they will be able to charge higher prices or offer
fewer movies because they face less compeiition. Second, they can
gay studios less for the rights to movies. The studio, in turn, will

ave less capital to invest in future movies, and once again you see
the reduction in the number and quality of output of movies and
consumers are once again cheated of the benefits of full competi-
tion.

The second allegation that the consent settles involves the whole
spectrum of cable programming. As you yourself mentioned, Sen-
ator Metzenbaum, we are on the verge of technological break-
throughs to provide a variety of new opportunities for bringing pro-
gramming into the house, and you mentioned potential competitors
in wireless cable systems, the telephone compani:s, direct broad-
cast satellite systems, and probably several others.

In order for these potential competitors to compete with the cable
companies, they are going to need not only a method of bringinl%
programming into your house, but also programmini to bring.
significant types and amounts of programming are locked exclu-
sively into TCl’s system, it could frustrate or delay entry by these
alternative technologies. They will have to enter two markets at
once, and that is programming and the delivery system, and that
is going to take time. It is going to be expensive and it is going to
cut into their ability to compete.

Our proposed consent eliminates these concerns by severing the
links between TCI and QVC so that Paramount’s ultimate owner,
whoever else it may be, will not be the Nation's largest cable opera-

- tor.

I am happy to answer any questions you may have about the de-
tails of the consent or anything else in this area that I can. Thank
you, sir.

{The prepared statement of Ms. Steptoe follows:]

PREPARED STATEMENT OF MARY LOU STEPTOE, ACTING DIRECTOR, BUREAU OF
COMPETITION, FEDERAL TRADE COMMISSION

Mr. Chairman and members of the Committee: I am pleased to appear before you
today to present the testimony of the Federal Trade Commission cohcerning its
merger enforcement activities in the area of non-horizontal mergers, including con-
glomerate and vertical mergers.! The Commission is aware that a number of verti-
cal or otherwise non-horizontal mergers—that is, mergers involving firms that may
not be direct competitors—have been announced recently. The Committee has asked
the Commission to discuss in particular its enforcement activities in two areas: com-
munications and related industries, and potential competition mergers. The Com-
mission is happy to do so, to the extent it is able within {ts constraints regarding
the non-disclosure of non-public information. Thus, although the Commission cannot
discuss specific transactions except to the extent that information regarding Com-
mission actions has been made public, the Commission is pleased to describe its
general approach to analyzing such mergers.

1 This written statement represents the views of the Federal Trade Commission. My oral pres-
entation and responses to questions are my own, and do not necessarily represent the views of
the Commission or any individual Commissioner.
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The Commission ls committed to vigorous merger enforcement against all trans-
actions that threaten substantial competitive harm to consumers, Although most of
the Commission's enforcement activity has been in the area of horizontal mergers—
where consumer harm generally is more likely—the Commission actively examines
non-borizontal mergers for potential competitive harm and challenges them when
appropriate. At the same time, the Commission is attentive to the potential procom-
petitive benefita of many mergers. Thus, the Commission’s merger enforcement pro-
gram is carefully focused to identify the competitively harmful mergers.

The following discusses a very recent Commission action in the subscription tele-
vision industry.

QVC/PARAMOUNT COMMUNICATIONS

On November 15, 1993, the Commission announced its acceptance, subject. to final
approval, of a consent agreement with Tele-Communications, Inc. (“TCI") and Lib-
erty Media Corporation (“LMC") in connection with the proposed acquisition of
Paramount Communications, Inc. by @ groug composed of QVC Network, Inc.
(*QVC"), LMC and others (collectively, the "QVC group”).2

CI is by far the largest cable television multiple system operator (“MSO") in the
United States. LMC, its programming afTiliate, also owns cable television systems
and provides satellite-delivered programming services to various distribution media
including cable television. TCI's and LMC's afflliated cable systems control distribu.
tion of cable Sprogrammlng to about 25 percent of all cable television subscribers in
the United States. TCl and LMC also hold substantial stock ownership in man

opular cable television programming networks, including The Discovery Channel,

he Learning Channel, Turner Broadcasting (producer of CNN and TNT), Request
Television, Inc., Black Entertainment Television, The Box, Courtroom TV, Encore,
Starz, The Family Channel, Home Shoppin} Networks, and QVC.

Paramount is a major Hollywood studio. Its businesses include the production and
the licensing of new theatrically released movies for transmission on cable television
channels, as well as a 50 percent ownership interest in USA Networks.

The complaint accompanying the consent agreement alleges that the acquisition
of Paramount by QVC may substantially lessen competition and tend to create a
monopoly in two relevant product markets: subscription television program distribu-
tion to consumers, and cable television gremium movie channels. The subscription
program distribution market includes cable TV systems as well as other distribution
alternatives that deliver multi-channel television signals to consumers for a sub-
scription fee. The cable television-premium movie channel market includes such
cable movie channels as HBO, Showtime and Encore. .

To put these charges in some perspective, it is necessary to describe in some de-
tail the subscription television industry, and the mergi:F parties’ role in that indus-
try. The industry involves at least three levels of vertical relationships.3 At one level
are the programming producers, such as Peramount. These are the businesses that
produce the materials such as movies and other programs that are packaged for
viewing on a cable television channel as well as on other media. Examples of pro-
gram producers include movie studios, TV producers and syndicators.

At another level are the programming packagers—the businesses that package
Erogramming inputs and prepare them for sale and distribution to cable operators.

or example, Liberty Media, currently a member of the QVC group, buys movie
rights from movie studios and packages and distributes movies to cable vperators
through its Encore premium movie channel, for ultimate subscription sale to view-
ers.4 Liberty Media has interests in other cable channels as well, as does QVC.8
USA Network, 50 percent owned by Paramount, is another cable program packager.

The third level of the subscription television industry is composed of the distnbu-
tors of programming to viewers, currently comprised primarily of cable system oper-

3 Tele-Communications, Inc. and Liberty Media Corp., ement Containing Consent Order,
FTC ‘File No. 841-0008 (accepted for public comment on November 15, 1993) (Commissioners

Azcuenaga and Owen dissenting).

8See generally, L. White, "Antitrust and Video Markets: The Merger of Showtime and the
Movie Channel as a Case Study,” in E. Noam, ed., Video Media Competition: Regulation, Eco-
nomics, and Technology (1985).

+Encore’s principal competitors are Home Bozx Office (“HBO™ and Showtime. TCI and LMC
also control &:n, & new premium movie channel.

8QVC owns two home shopping television channels—QVC and The Fashion Channel. It has
been widely reported in the medie that QVC was seeking to merge with Home Sl’;«zping Net-
work Inc. "H&"). another home shopping channel. According to more recent media reports,
however, QVC has stated that it is dropping its bid for HSN. See Washington Post, November
8, 1993, at C1.
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ators.® This level of the industry is involved in the QVC/Paramount transaction as
well. The l..rseot shareholder in QVC is Liberty Media, which in turn is controlled
by two individuals who also control TCI.? Liberty Media has a 21 5 percent interest
in %VC and has entered into an agreement with Comcast (a 12.5 percent owner of
QVC) and the CEU of G /C to vote their chares as a block. QVC is also partly owned
by Time-Warner and other, smaller MSO's.

The Commission's eompfnint alleges competitive concerns at two levels. First, at
the programming packaging level, TCULMC's influence over Paramount allegediy
may tend to lessen competition or tend to create a monopoly in the market for cable
television premium movie channels. Second, the compaint allegation regarding the
distribution market reflects a concern that the Eroposed acquisition could make it
n for entrants into the distribution market to enter the programming level
as well. Thus, the complaint alleges overall that the purpuse, capacity, tendency, or
effect of the acquisition may be to:

1) Reduce the cutput and quality of premium movie channels;
2) raise programming fees to cable operators;

J) raise cable television subscriber fees to consumers;

4) enhance dominant firm behavior;

6) enhance coordinated interaction among vertically integrated multiple system
cable operators; and

6) increase the difficulty of entry into the provision of subscription talevision pro-
gramming distribution.

Since the alleged col.glzse‘.luve problems stem from the vertical link between TCV
LMC and QVC, the 's consent order addresses them b{cmﬂm that link. A
variety of interrelated provisions in the order assure that TCI's control of QVC is
eliminated completely and immediately. The consent order requires TCI and LMC,
among other things, to divest all ownership interest in QVC and to divest or termi-
nate all their interest in all existing agreements concerning voting of any shares of
stock of QVC. Both the divestiture of ownership interests and the divesti or ter-
minedon of voting interests are to be made within 18 months from the date the
order becomes final.

To preserve competition during the period prior to finsl acceptance of the consent
order as well as until final divestitures are completed, the consent order is eccom-
Fanied by an interim agreement which prohibits g‘Cl and LMC, among other things,

rom exercising any direction of or control over the operations or management of
&C or Paramount, exercising any voting rights or agreements in connection with
C's ownership in QVC, or participating in any change {n the management of
QVC or Paramount.
- In addition, the interim agreement provides that witkin five days of the date the
agreement containing the consent order is placed on the public reccrd, any officers
directors, or employees of TCl or LMC who are present members of the board of
directors of QVC or Paramount will resigcn as members of such boards. No offizer,
director, or employee of TCI or LMC will serve on the board of directors of either
QVC or Paramount. )

Further, urtil the divestiture of ownership interests and the divestiture or termi-
nation of voting interests are completed, the consent order prohibits TCI and LMC
from entering into any aﬁreements with QVC or Paramount that grant TCI or LMC
exclusive bition rights to recently released theatrical motion pictures after
Paramount's current contract with certain other parties terminatea,

The consent order provides that TCI and LMC shall not be obligated to comply
with the order if:

1) QVC terminates or abandons its attempted acquisition of Paramount; or
2) QVC does not acquire more then 10 percent of the common stock of Paramount
within twelve months of the date the order becomes final.

The next section discusses in more detail the analytical framework the Comhmis-
sion uses in analyzing non-horizontal mergers.

e Direct broadeast satellites and wireless cable systems currently have s limited presence in
the market for the distribution of in-home programming. A new development at this level of the
industry is the emergence of telephone companies that reportedly are planning to develop and
install l:echnology that will enable them to distribute TV programming over optical fiber tele-

one lines.
ph' Liberty Media is a spin-off of TCI.
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THE ANALYTICAL FRAMEWORK FOR NON-HORIZONTAL MERGERS

The Commission’s melrﬁer enforcement activity demonstrates the carefully focused

approach it applies to mergers. For example, the Coinmission has investigated
a large number of horizontal mergers in a variety of industries, ranging from health
care$ to defense,® and challenged only those that it had reason to believe threatened
substantial harm to competition. Most recently, the Commission authorized the staff
to seek in federal district court a preliminary injunction against the proposed acqui-
sition of Chrynler Corporation’s rail boxcar fleet by General Electric Company, the
dominant rail boxcar operating lessor. The acquisition would have combined the
number-one and number two firms in the industry. The parties withdrew from the
transaction after the Commission announced that it would challenge the acquisition.

The Commission approaches non-horizontal mergers with the same recognition
that many such mergers are competitively beneficial or neutral, but it looks care-
fully for those transactions that may be {mrmfnl to consumers. The following dis-
cusses some of the competitive theories and efficiency considerations that may be
relevant in particular circumstances.

A. Vertical mergers

A vertical merger or acquisition involves firms that operate at different but com-
plementary levels in the chain of production and/or distribution. The defining char-
acteristic of a vertical mertg:r is that the product or service &mdueed by one firm
can be used as an input to the product or service produced by the other firm.1° Com-
mon examples include a merger between a manufecturer and a distributor, and a
merger between two manufacturers, one of which produces an end product and the
other a component of the end product.12

Since, by definition, the parties to a vertical meﬁer do not operate in the same
relevant market, the merger does not lessen actual competition between the two
firms. However, competitive harm can result from vertical mergers in certain situa-
tions, as both the courts and the Commission have recognized. In examining par-
ticular vertical mergers for possible anticompetitive effects, the Commission looks
to case precedent in this area and at all the relevant facts and circumstances.

There are several theories of mible competitive harm from a vertical merger.12
One common thread that runs gh them is that the analysis looks to the poten-
tial effects on horizontal competition at one or more of the levels of production or
service at which the merging firms operate. Thus, these situations may be referred
to as vertical mergers that have horizontal consequences.

1. A vertical merger may have anticompetitive effects if it forecloses new entry
at one level of production by reducing the size of the market available to the entrant

8Eg., FTC v. Columbia Hospital Cﬁ., Civ. No. 93-30-CIV-FTM-23D (M.D. Fla. M?f 5,
1993) (preliminary injunction issued). The relief obtained prevented the merger of two of the
three hospitals in Charlotte County, Florida. .

°Eg., v. Alliant Techsystems Inc., 808 F. Supp. 9 (D.D.C. 1852) (preliminary injunction
issued to block pro acquisition by Alliant Techsystems of Olin Corporation’s Ordnance Di-
vision). The court found that the merger could increase prices to the U.S. Ann&, and ultimately
to taxpeyers by as much as $115 million. Before the merger was announced, the Army had de-
cided that it would select a single supplier for 120 millimeter tank ammu- ition through competi-
tive bidding. The two firms then agreed to a merger that would elimi: ite competition on this
and other bids. The court rejected the claims of the merging firms that competitive bidding
‘would increase the Army’s costs and that the Army could protect itself from monopolistic price
necreases.

Poll"Se; mn;réuuy ABA Antitrust Section: Monograph No. 14, Non-Horizontal Mergers: Law and
i ).

11 Vertical mergers are a subset of a broader category called non-horizontal mergers, which
also includes mergers between firms that do not have a vertical relationship. These other non-
horizontal me are sometimes referred to as “conglomerate” mergers. The eom'gﬁtive analy-
ses in these sub-categories overlap to some b as di d later in this Statement
in connection with potential competition theories, both vertical and conglomerate mergers can
present potential competition issues. .

13For example, the 1884 Merger Guidelines issued by the Department of Justice [De;amngnt
of Justice, Merger Guidelines (1984), reprinted in 4 Trade Reg. Rep. (CCH) par. 13,103 (berein-
after “1984 Mer%et Guidelines®)] contain sections that identify possible anticompetitive effects

m vertical and other non-horizontal mergers. Although the 1992 Horizontal Merger Guide-

nes {Department of Justice and Federal de Commission, Horizontal Me-ver Guilelines
(1992), reprinted in 4 Trade Reg. Rep. (CCH) par. 13,104], joimg issued by the Comi:ission and
the Department of Justice, supene«!e the prior Guideli with respect to horizontal mergers
the provisions in the 1984 Merger Guidelines regarding non-horizontal mergers [secs. 4.1, 4.2i
have not been modified. The 1984 Merger Guidelines provide a convenient starting point for
analysis. .
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at another level.13 For example, if the downstream division of the merged entity will
only buy from its upstream division, the downstream division's portion of purc{nasea
from the input market is not open to competitors. A would-be entrant into the up-
stream market may find the remaining portion of the market too small to support
efficient-scale entry.14

2. Under a similar foreclosure theory, a vertical merger could require a would-be
entrant to enter the upstream and downstream markets simultaneously in order to
be successful. For example, in an industry with a high degree of vertical integration
and a limited independent supply of groduct in the upstream market, an' entrant
into the downstream market may find it necessary to enter the upstream market
as well. If such “two-level” entry 1s more risky, more difficult, or more time-consum-
ing than entry into the primary market alone, a merger that increases vertical inte-
gration could create competitively objectionable barriers to entry.18

3. A vertical merger could facilitate collusion. The 1984 Merger Guidelines posit
two ways in which this could happen. First, vertical integration by an upstream
firm into the retail level may facilitate collusion in the upstream market by making
it easier to monitor downstream prices.16 The ability to monitor downstream prices
zgy make it easier to determine whether upstream firms are cheating on a collusive

eme.

Second, the acquisition of a particularly disruptive bu{er in a downstream market
may facilitate collusion in the upstream market by eliminating an incentive to chesat
on a collusive scheme in order to gain the buyer’s business.1? Before the merger,
the disruptive buyer may have been playing one firm against another to obtain the
best price. With the disruptive buyer no longer independent of the upstream firms,
collusion may be easier to maintain.18

4. Anticompetitive effects may occur if a vertical merger enables a regulated firm
to evade rate regulation.1® For example, a vertically integrated utility could inflate
the price of inputs that it buys from itself, thereby inflating its rate base and ena-
bling it to pass on those higher costs as higher prices and showing the resulting

13 This was one of the theories of the complaint in Atlantic Richfield Co., C-3314, 56 Fed. Re&
51,963 (1990) (consent order). Earlier casea sometimes found vertical mergers to be anticompeti-
tive under a broader foreclosure theor{ that was not limited to an entry barrier effect. A vertical
merger was sometimes held unlawful if the acquisition of a supplier or customer would foreclose
a competitor from a substantial of an input or output market. E.g.. Ford Motor Co. v. Unit-
ed States, 405 U.S. 562, 568 (1972); United States v. E.I. du Pont de Nemours & Co, 353 U.S.
586 (1967); Brown Shoe v. United States, 370 U.S. 294, 323-24 (1962).

14 Whether such a foreclosure strategy is economically rational depends, in part, on the de-
mand characteristics and competitive structure of the downstream market. To the extent that
the downstream market is competitive before the merger, and the merger is purely vertical, eco-
nomic theory predicts that an anticompetitive price increase will result in lost sales for the
merged entity, reducing the market share of the downstream division, and increasing the por.
tion of the downstream market open to competition. In that situation, an attempt to exercise
market power through a vertical merger may be self-defeating. In examining such issues, the
Commission will consider the conclusions suggested by facts of the case before it, in light of rel-
evant economic theory and case precedent.

18E.g., United States Steel Corp. v. FTC, 426 F.2d 592, 605 (6th Cir. 1870); Atlantic Richfield
Co., C~3314, 55 Fed. Reg. 51,963 (1890) (consent order); see also 1984 Merger Guidelines sec.
4.21. On the other hand, entry into both markets mt}y in some circumstances be less risky than
entry into a single market precisely because of the foreclosure issue described above. If an en-
trant into the upstream market is assured of demand for its groduct from its downstream divi-
sion, the upstream division may be more likely to be profitable than an entrant into only the
upstream market. .

Some cases found a vertical merger to be illegal if the merged firm could use its position as
a supplier to disadvantage competitors, either by restricting supplies or imposing a price

ueeze. See, e.g., United States Steel Corp. v. ' 426 F.2d at 606. Analogously, the 1984

erger Guidelines state that in considering the feasibility of one-leve] entry, the Department
“will consider the likelihood of Predaw price or supply ‘squeezes’ by the integrated firms
against their unimegnud rivals.” 1984 Merger Guidelines sec. 4.212 n.31.

16 1984 Merger Guidelines sec. 4.221.

171984 Merger Guidelines sec. 4.222.

18Two countervailing considerations may be relevant. First, the merged entity has incurred
the costs of merglngomth the disruptive downstream firm, yet all firms enga%gd in the collusive
agreement benefit from the merger. This free-riding on the anticompetitive efforts of a competi-
tor puts the merged entity at a disadvantage relative to the others, and thus may reduce an
incentives to merge vertically to facilitate collusion. However, in a particular case, the signifi-
cange of this factor may not be clear, since there may also be other motivations underlying the
merger. Second, unless the disruptive downstream firm was uniquely able to undermine the col-
lusive agreement, other downstream firms may be able to perform the same role after the merg-

er.
10 1984 Merger Guidelines sec. 4.23.
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higher profits in ita unregulated business.zo A regulated utility may also be able to

ocate non-utility costs to utility customers, thereby causing a distortion in both
markets.21

B. A vertical merger may allow a firm with market power in one market to extend
its market power to a different market. For example, if the firm has market power
in the upstream market, and if the downstream market can vary the proportion of
the monopolized input used, a vertical merger can increase overall profits by shift-
ing the mix of inputs. Economic theory suggests that, before such a merger, an at-
tempt by the upstream monopolist to raise prices likely would induce firms in the
competitive downstream market to substitute away from the monopolized input and
toward the alternate inputs.22 By integrating downstream, however, the monopolist
can control the substitution and produce the downstream product with the optimum
mix of inputs. It can then charge the monopoly price to consumers of the down-
stream products, earning higher profits than were possible before the merger.23

B. Potential competition

A non-horizontal merger zﬁy have anticompetitive effects if it eliminates a poten-
tial entrant. Firms in vertically related markets are often likely entrants.2¢ Poten-
tial competition theories are equally applicable to non-horizontal mergers that do
not involve a vertical relationship between the firms.28 This is the area of non-hori-
zontal merger theory with which the Commission has the most extensive and recent
enforcement experience.

The possibility (either real or perceived) that new competitors might enter con-
centrated markets if they remain independent may induce existing competitors to
behave competitively. If the threat of entry is eliminated through mergers between
likely potential entrants and market participants, higher prices or reduced output
may result or continue unabated in certain circumstances. Because of the pro-com-
petitive benefits of potential entrants poised on the edges of markets, the Commis-
sion has recognized and sought to preserve competition under theories of “potential
competition.”

The possible harm resultin} from the loss of potential competition generally is
analyzed under two theories: a{)erv:eived potential competition” and “actual potential
competition.” 28 These potential competition theories were discussed by the Supreme

20In 1986, the Commission challen an acquisition by Occidental Petroleum Corp., a sup-
g_ll:er of unregulated natural gas, of MidCon Corp., an interstate natural F" pipeline company.

e Commission had reason to believe that the $3 billion acquisition could substantially lessen
competition in the pipeline transportation and sale of na gas in the St. is area by ena-
bling MidCon—the sole supplier of natural gas transportation to the St. Louis area—to transfer
natural gas from Occidental at inflated prices and to pass those inflated prices on to consumers.
The case was settled by a consent order that required MidCon to divest one of its two pipeline
systems in the region, so that it was no longer the sole supplier. Occidental Petroleum Corp.,
109 F.T.C. 167 (1986).

21 The utility need not be vertically integrated in order for this effect to occur.

22There would still be a deadweight loss to society, however, because the downstream firms
would use an inefficient mix of inputs.

29 Economic theory predicts that if the downstream market cannot vary the proportions used
of the upstream product—i.e., it cannot substitute away from the upstream product to other in-
puts—vertical integration can have no effect on profits. According to economic theory, in that
situation the upstream monopolist likely would have already extracted the maximum level of
monopoly profits at the upstream level; any further increase in price at either level would result
in lower sales and less profit.

24 See, ¢.g., Ford Mutor Co. v. United States, 405 U.S. at §70-71.

28 The 1984 M r Guidelines discuss the potentisl competition theory under the general cat-
;}ory of horizontal effects from non-horizontal mergers, which includes vertical mergers. 1984

r Guidelines sec. 4.1, )

::ge! 1884 Merger Guidelines sec. 4.1. The perceived potential competition theory maintains
that competitors in concentrated markets may be constrained from engaging in anticompetitive
behavior solely by the pereeived threat of entry H a non-participant, which would dissipate any
gains from anticompetitive behavior. The removal of the threat, through merger, may eliminate
a:; eonlstnlnt and ;ue pricing pressure on existing competitors. As a result, the market may

me less com ve.

In contrast, thped:ctual potential competition th posits that markets that may not be be-
having in a competitive manner at present would become more competitive and less con.
centrated through the impending entry of a new firm—and, in fact, that the acquired (or aetﬁuir-
ing) firm was one of the most likely entrants. The injury to competition, therefore, is the Joss
:g the procompetitive infl byutrt the p ial entrant would have had on the market had

e entry not been e acquisition.

The%mmindonmpms in potential competition cases were most recently stated in
B.AT. Industries, Ltd., 104 F.T.C. 852 (1984). See 1984 Merger Guidelines secs. 4.131-4.134.
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Court in U.S. v. Marine Bancorporation.?” Similarly, in B.A.T. Industries, Ltd.,3* the
Commission analyzed a merger affecting the chemical carbonless paper market
under the actual potential competition doctrine.2%

The Commission recently has challenged several proposed mergers on potential
competition-grounds. These matters include Rache lloldin:. Ltd. > (actual potential
competition in the pharmaceutical industry’, Arlantic Richfield Co.3! (actual poten-
tial and perceived potential competition in the chemical industry), and Institut
Merieux 32 (actual tial competition in the vaccines industry).33

Roche Holding, , is a good example of the kinds of competitive concerns that
may be present in potentia] competition cases. In 1990, the Commission accepted
a consent order with Roche Holding Ltd. relating to that Swiss pharmaceutical com-
ma scquisition of a controlling interest in Genentech Inc.3¢ The complaint al-

that the acquisition would have eliminated actual and potential competition

and enhanced the likelihood of collusion in three pharmaceutical markets for which
entry was difficuit: the worldwide market for vitamin C; the U.S. market for thera-
tic drugs for the treatment of human growth deficiency; and the U.S. market for

D4-based therapeutics for the treatment of AIDS/HIV infection.

In the first market, the complaint alleged that Roche, a major international phar-
maceutical firm, had a dominant share of both the U.S and world markets for vita-
min C. Genentech, a leading U.S. biotechnology company, had developed a new pat-
ented process for producing vitamin C, although its technology was not yet commer-
cial. To preserve innovation and future competition in sales of vitamin C, the con-
sent order required divestiture of Genentech’s technology. In the second market—
therapeutics for human growth hormone deficiency—it was Genentech’s drug that
allegedly had a near-monopoly share, but Roche was conducting advanced clinical

ials with a product that allegedly would compete in this market. The consent order
required divestiture of Roche's human growth hormone releasing factor business to
ensure continued development of that product. Both of the mandated divestitures
were completed in 1992.

In the third market—CD4-based therapeutics for the treatment of AIDS/HIV in-
fection—the Commission’s focus was even more directly on competition in the devel-
opment of new and innovative pharmaceuticals. There, Genentech was allegedly the
most advanced of & number of companies developing CD4, and Roche had also en-
gaged in research and development and had patent applications pending on its prod-
ucts. Although CD4 was not yet an approved drug, the consent order required
Roche, for ;creﬁ‘)d of 10 years, to grant non-exclusive licenses of CD4-based thera-
peutics based on Roche’s patent portfolio to any entity that was willing to pay cer-
tén.in royalties and stated an intention to sell such a therapeutic drug in the United

tates.

C. Potential benefits of non-horizontal mergers

A non-horizontal merger can be motivated by a variety of pro-competitive or effi-
ciency-enhancing objectives. For example, a company with expertise in one relevant
product market may acgu.ire a firm selling into another relevant market because
there are opportunities for adapting or modifying its current technology for use in
the second market. In addition, a merger may provide advantages through the pool-
ing of information and sales forces, the ability to offer distributors a broader line,
or more general managerial efficiencies, that may take longer or be more costly to
attain if the firms remained independent. Any or all of these efficiencies may be
present in a merger that is analyzed under the potential competition theory.

21418 U.S. 602 (1974).

38104 F.T.C. 852 (1984).

2 The Commission has recognized both potential competition theories. See, e.g., Tenneco, Inc.
98 F.T.C. 464, 577 (1981), rev'd on other grounds, 689 F.2d 348 (2d Cir. 1982). See also Gran
Union Co., 102 F.T.C. 812, 1050-51 (1983); Hueblein, Inc., 96 F.T.C. 385, 583 (1980); Brunswick
Corg. 94 FT.C. 1174, 1267, affd sub nom. Yamaha Motor Co. v. FTC, 651 F.2d 971 i8th Cir.
1981), cert. denied, 456 U.S. 915 (1982).

30 (C-3316, 56 Fed. Reg. 53,191 (1990) (consent order).

31C-~3314, 55 Fed. Reg. 51,063 (1990) (consent order). *

82C-3301, 55 Fed. Reg. 38,854 (1990) (consent order).

83 In a merger case involving two oil refineries in Hawail, the Commission alleged both a go-
tential competition count and a horizontal count. See FTC v. Pacific rees, Inc., eSIv.
C87-1390, slip op. at 3, 5 (W.D. Wash. Nov. 6, 1987) (prelimiinhary injunction issued).
mnu were also in nnl }dnﬂg\limﬁve elom Jaint, &Mc& was rleoolz’eghvith a ﬁ?m&“

er, requiring or approval for future a sitions, after the es drew from the
on. Pacific Resources, Inc., Dkt. No. 9211, 111 F.T.C. 322 119’86!.
8 Roche Holding, Ltd., C~3315 (1990).
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Vertical mergers can likewise have pro-competitive effects.3® Three of the most
tommon benefits that may result are reduction of transaction costs, technological
economies, and assurance of an adequate supply of an input product. A fourth bene-
fit, which may become increasingly significant, is the advancement of technology.

1. Reduction of transaction costs. A vertical merger can reduce transaction costs
in a number of ways. For examle. a vertical me can reduce the costs of
tiating a myriad of transactional details between the two firms (eg., delivery, con-
tingencies, etc.) and may provide planning efficiencies. A vertical merger can also
increase the firms flexibility to deal with unforeseen changes 3¢ and reduce the need
for the parties at different stages of production to negotiate large risk premiums to
protect themselves against the risk of failure.3” Vertical integration similarly can
reduce the chance for opportunistic behavior by a firm that may attempt to profit
gom the unforeseen success of the other party by threatening to hold up coopera-

on.

2. Technological economies. Physical proximity (or organizational contiol) ma
allow joint cfroduction of two stages at cost than if they were separated.
commonly cited example is steel manufacturing, where vertical integration of the
basic steel and intermediate fabrication operstions can reduce the energy
cost of reheating product for further processing.

3. Technological advances. Vertical integration of related technologies may pro-
mote the more rapid development of new products where the ,itainto¢;‘|'i eoordl’n:ﬁed
development of inputs is more efficient than separate developraent. This kind of effi-
clency may become increasingly important in new technological fields.

4. Assuring an adequate supply of inputs. m:tmiull{..a common reason advanced
for many vertical mergers is that may integrate backward into the production
of an important input product in order to assure an adequate supply of the input.

This discussion of possible efficiencies is not exhaustive by any means, but it gives
some indication of the various possible motivations behind many non-horizontal

mergers
CONCLUSION

The Commission already has conducted investigations involving several different
aspects of the communications indung; Non-horizontal mergers in these industries,
and others, are evaluated in light of the applicable facts, law, and economic analy-
sis. The Commission has actively investigated non-horizontal mergers in order to de-
termine whether there are anticompetitive problems, as well as pro-competitive ben-
S iank o, for giving me. the before you today to

or giving me the opportunity to appear before you today resent
the Comnﬂ’ﬁion's testimony. [ woulsobe heappy to ag:wer any questions. P

Senator METZENBAUM. Thank lZou very much for being with us,
and thank you very much for the prompt action with which the
FTC acted in this matter. I think it was in the public's interest.

Ms. Steptoe, it has been at least 15 years since the antitrust au-
thorities moved to block a vertical merger. However, this action of
yours yesterday confirms my strong belief that vigorous antitrust
scrutiny is the best protection that consumers can have from anti-
competitive telecommunications deals. I would like to ask you a few
questious about the FTC’s consent decree against TCI.

Ms. STEPTOE. Yes, sir.

“S«.a:ﬂ.. W. Kip Viscusi, John M. Vernon, and Joseph E. Harrington, Jr., Economics of Reg-
ulnngn le ”lcﬁl‘y(iwtztaudﬁ might be able to adjust to unexpected cha by
s For example, 8 verti n rm [ a un nges
making lnwrn':l agumznu in its upstream or ggvnmum operations. This may be lese costly

than contrectual adjustments by independent firms.

$7For example, consider a research and development firm that negotiates a contract that pro-
vides for compensation based on performance in accordance with specifications set by the buyer,
a manufacturing firm. Such & contractor may build in & risk premium to adjust for the bil.
ity that on some contracts of that nature, it will not be able to meet the buyer’s specifications

and its com; tion will be less than uﬁded If the manufacturing firm and the RAD firm
were vuﬂe-ily integrated, the risks could be internalized and the transaction costs (of contract-

ing) would be reduced or eliminated.
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Senator METZENBAUM. As [ read it, in order to clear QVC to bid
for Paramount, you are requiring TCI, its former partner, to sever
its ties to QVC. TCI must divest its ownership or voting interest
in QVC within 18 months. However, all of its officers, directors, or
employees must resign immediately from the boards of QVC and
Paramount. In addition, you prohibit TCI from directing or control-
ling QVC or Paramount in any manner and from entering into any
exclusive agreements for Paramount’s movies.

I must say the terms of the consent decree seem pretty airtight
to me and are impressive. Are there any other significant safe-
guards in the consent decree that I did not mention?

Ms. STEPTOE. There is one, sir, and that is after TCI has finally
divested itself its stock and voting interests in QVC, it is prohibited
for 3 years from reacquiring those interests. It cannot do so unless
it has submitted itsel?to Commission review and approval.

Senator METZENBAUM. Thank you. In 1992, the Wall Street Jour-
nal reported that TCI has a history of structuring its business deal-
ings 80 it can evade regulatory review. Likewise, as the TCI memo
that I read this morning shows, TCI will use any loophole it can
to undermine Federal laws and mandates in order to take advan-
ta%ehof the American consumer.

erefore, it is not surprising that concerns have been raised
that TCI might attempt to circumvent either the letter or the spirit
of the consent decree to gein control over Paramount’s program-
ming in a way that could escape antitrust review. In your opinion,
is t[xa;vpossib e, and what could the FTC do to prevent it from hap-
pening?

Ms. STEPTOE. Well, I think we have a number of ways to prevent
somebody trying to evade our orders. In the first instance, anyone
who violates an FTC order is subject to fines. It is $10,000 a da{.
Now, I realize that may not sound like a lot, given the size of th
company. )

Senator METZENBAUM. Not much money.

" Ms. STEPTOE. So let me continue. It is $10,000 a day per viola-
tion, so conceivably it could be more than $10,000 a day if you had
a number of violations. But even so, if that did not seem to us a
sufficient deterrence, we can go to court under our enabling statute
and ask for anf' relief that is necessary to stop what is going on.
That could include restitution, and there the amounts of money
would be much greater, and an injunction saying stop doing what-
ever it is immediately. Of course, anyone who violated that would
face criminal contempt charges. So, I think we have a prettg good
arsenal of weapons at our disposal, and I can assure you that we
would use them.

- Senator METZENBAUM. The FTC's consent decree confltms my
view that TCI already has too much market 1;’;oWet' over cable sys-
tems and programming, and therefore it shouldn't be allowed to ac-

. quire any more. I realize you are not the antitrust agency charged
with reviewing the TCI-Bell Atlantic merger. However, it seems to
me that your concerns about the harm to consumers that could
have resulted if TCI gained control over Paramount apply with
equal force to the TCI-Bell Atlantic deal. In fact, wouldn’t you
agree that the anticompetitive effects of that deal could be even
more serious for consumers?
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Ms. STEPTUE. Well, when you consider the number of consumers
affected by Bell-TCI, obviously the potential, if there is an antitrust
problem there, is enormous. I can’t comment on that deal. The De-
rartment of Justice, of course, has announced that it is reviewing
t, but they have also announced that they are going to scrutinize
it down a laundry list of every available antitrust theory. That, to
me, sounds like the exact sort of hard, careful, close look that we
gave QVC-Paramount.

Senator METZENBAUM. As you know, I had serious concerns
about the rogosed merger between the only two cable shoppin
channels, 5V and the Home Shopping N:twork. Last July,
wrote detailed letters to both you and the Antitrust Division outlin-
ing my objections and asking for strict review of the merger. I
might say that I was impressed with the seriousness with which
the FTC pursued that investigation.

As you may recall, one of my major concerns with the shopping
channel deal was that TCI had a large stake in QVC and therefore
the merger would have given it control of both shopping channels.
I asked the FTC to investigate whether allowin I to acquire a
controlling interest in both QVC and the Home Shopping Network
could have increased its leverage in the cable programming and
cable s{stems markets. If so, TCI could have kept new shopping
channel competitors out of the market and charged high prices for
its shopping channels.

Fortunately for consumers, that merger has been called off, at
least for now. However, there have been some suggestions that if
QVC wins the bidding war for Paramount, it may reopen merger
talks with HSN. According to my information, TCI owns 40 percent
of the Home Shopping Network. Therefore, wouldn’t you agree that
any attempt on the part of QVC to reopen its merger discussions
with Home Shopping Network would raise many of the same anti-
competitive concerns that led you to block TCI from acquiring
Paramount?

Ms., STEPTOE. I would certainly agree with that, but what I
would like to point out is the consent that we have right now be-
tween TCI and ourselves with regard to Paramount is going to
solve those problems. Under the consent, QVC cannot go and ac-
quire HSN, or vice versa, because that would intrude TCI back into
ownership of QVC, which is precisely what this consent forbids. So
for the next 42 years, I don’t think that is likely to happen.

Senator METZENBAUM. According to the consent decree against
TCI, the FTC has to approve the buyer. As you know, BellSouth
has taken TCI's place in the Paramount bid by investing $1.5 bil-
lion in QVC. However, as I understand it, because BellSouth is not
buying TCI's interest in QVC directly, it would not be subject to
the 's prior approval requirements. Could you explain to us
briefly how and when BellSouth’s investment in QVC will be re-
viewed by the antitrust authorities?

Ms. STEPTOE. It will come up in one of two ways. If BellSouth
invests in QVC by buying the stock that Liberty or TCI must divest
under the order, then it would come under review under the Com-
mission’s prior approval requirements of this consent order. There
is a lot of other QVC stock out there other than that about a quar-
ter of the company owned by TCI and Liberty.
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If BellSouth becomes a backer with regard to that other chunk
of stock, at the time where it acquires voting rights or gets control
over QVC, that would be a reportahle transaction under Hart-
Scott-Rodino and would be subject to all the governmental review
that that connotes.

Senator METZENBAUM. Concerns have been raised about
BellSouth buying into the QVC deal for Paramount. That is be-
cause BellSouth’s partners in the Paramount deal would be three
cable szstems—Cox, Comcast, and Newhouse. As the map to my
right shows, those companies own quite a few cable systems in
BellSouth’s service area. In my view, that could destroy head-to-
head competition between BellSouth and its partner cable compa-
nies.

Your testimony states that the FTC can and has blocked mergers
when they eliminated the two most likely competitors in a market.
In one case, neither company had actually entered the other’s mar.
ket, but both were strategically positioned to do so. I think that is
precisely the situation we are facing in the Bell Atlantic-TCI merg-
er, and perhaps with BellSouth’s partnership with Cox, Comcast,
and Newhouse to acquire Paramount. .

As both you and AT&T acknowledge in Kour testimony, local tele-
phone companies and cable companies have until recently been
gearing up to compete with one another. In fact, the evidence is
quite clear that cable and local telephone companies are each oth-
er's most likely and most formidable potential competitors. I am
not asking to judge either the Bell Atlantic-TCI or the BellSouth-
QVC deal. However, wouldn't you agree that those deals could
raise significant antitrust concerns if they were, in fact, eliminatin
the most likely potential competitors to the current cable and loc
telephone monopolies?

Ms. STEPTOE. Yes; again, thank you for asking me not to pre-
judge, particularly Bell Atlantic where we are not the reviewing
agency. But, obviously, as you are going down the list of antitrust
concerns, as I hope I made clear in my earlier testimony, potential
competition is a major one and you would want to ask whether the
two media are indeed potential competitors, how soon they are like-
ly to mature this potential competition into real competition, and
what it is going to do to their incentives to do that, to compete, as,
in the meantime, they have become partners in owning a very im-
portant piece of programming.

Senator METZENBAUM. Thank you.

Senator Simon?

Senator SIMON. Thank you, Mr. Chairman.

How do Justice and FTC determine who handles what?

Ms. STEPTOE. We always get asked that. We have started a clear-
ance procedure, and any time one agency wants to open an ifives-
tigation it informs the other agency and says, have you any objec-
tions. Most of the time, there is enough antitrust work out there
for us both to be busy and there is no objection.

Sometimes, the other agency says, well, I was thinking of that
myself, and at that point we sit down and discuss which of us can
do the investigation best, most efficiently, who can hit the ground
running because we know the industry better or we know the par-

HeinOnline -- 20 Bernard D. Reams, Jr. & William H. Manz, Federal Telecommunications Law: A Legislative History of the Telecommunications Act of
1996, Pub. L. No. 104-104, 110 Stat. 56 (1996) including the Communications Decency Act 101 1997



102

ties better or we have had more—it is a theory that one has had
more recent experience working out in a real-world context.

Senator SIMON. And do you share information?

Ms. STEPTOE. Yes, we do. We don’t necessarily on a daily basis
on any investigation. That would be duplicative and we don't do
that, but we certainly are very open to sharing our thoughts and
:epy background information we have because we are on the same

am.

Senator SIMON. You mentioned in response to a question from
Sendgftor Metzenbaum a $10,000-a-day fine. When was that initi-
ate

Ms. STEPTOE. I really don’t know. For as long as I can remember,
that has been the upper limit of the fine.

Senator SIMON. So that if, in fact, we wanted to keep up with in-
flation, we might go back and take another look at that $10,000-
a-day fine which, in this kind of an operation, is not that signifi-
cant a fine.

Ms. STEPTOE. Certainly, it has been criticized and I personally
feel that it is not always a significant deterrent. It depends on the
company that you are dealing with.

Senator SIMON. In my opening remarks, ] mentioned the three
pul;llil's’hing giants. Have you or Justice looked at that aspect of this
at all? ’

Ms. STEPTOE. The announcement by Paramount that it wants to
acquire McMillian is a new transaction. The mersers never stop
coming at you. It will be one that will be reviewed. At this time,
I don’t know whether it would be us or Justice looking at it.

Senator SIMON. Thank you, Mr. Chairman. .

Senator METZENBAUM. I think Senator Specter was the next to
arrive. Senator Specter?

Senator SPECTER. Thank you, Mr. Chairman.

Ms. Steptoe, have you noted the article in the Washington Post
regarding the TCI memo calling for price hikes?

8. STEPTOE. Yes, sir, I read that. :

Senator SPECTER. The story relates that Mr. Barry Marshall,
chief operating officer of TCI, sent out a memorandum on August
20, 11 days before the new cable rules took effect, asking systems
managers and division vice presidents to raise rates for various
transaction services such as customer hsokups and VCR hookups
which TCI had provided at free or nominal cost.

The thrust, according to the Washington Post story, was that
these charges should be made even though they hadn’t been made
in the past to put the blame on the Congress for passing the Cable
Act and then the consumers would find that the prices are really
increased. When questioned about this, Mr. Marshall, according to
the news accounts, did not back away from his memo, but says that
these are items which they are going to press on. The story con-
tains a notation that the FCC will investigate to determine wheth- . .
er the cable rate increases represent “culpable evasions.”

Now, what action can the FCC take in the face of this kind of
conduct?

Ms. STEPTOE. I am not really sure of everything that the FCC
can do. It is a sister agency that I don't feel comfortable speaking
for. From my perspective as an antitrust enforcer, I think this let-

HeinOnline -- 20 Bernard D. Reams, Jr. & William H. Manz, Federal Telecommunications Law: A Legislative History of the Telecommunications Act of
1996, Pub. L. No. 104-104, 110 Stat. 56 (1996) including the Communications Decency Act 102 1997



103

ter highlights something, which is that you can regulate all you
want, but people will always try to find ways around it and com-
petition is far more likely to impose some restraints. That letter
was saying the customers will get used to it. It was, in essence,
saying they have nowhere else to turn. If they had somewhere else
to turn, then maybe this company wouldn't be able to get away
with tricks like that.

Senator SPECTER. Well, in a context where the FTC has very sub-
stantial regulatory authority over TCI, does this kind of conduct
have any bearing at all on motive or intent, or any relevance to
evaluating their good-faith operation on any of the other Federal
laws which your Agency enforces?

The point that I am looking for is here you have the FTC taking
a close look at TCI. TCI is coming before the FTC in a very com-
Elex transaction. It is true that the FCC is different, but where you

ave these kinds of calculated practices, the thought crosses my
mind that that might be probative or relevant on some of the
things which your agency is doing.

Ms. STEPTOE. Yes, I think it is on a couple of points. One that
I made is it confirms my feeling that the problem we saw with
their takeover of Paramount is there, that they shouldn't get so
much programming and that they can exercise unchallenged con-
trol over what the consumers are seeing. Second, going back to
Senator Metzenbaum's question about are Iyou going to be vigilant
to make sure they don’t evade your order, I think this adds reason
to double our vigilance.

Senator SPECTER. Do you think that there is some inference on
predatory practices or bad faith which moves from one situation to
the other?

Ms. STEPTOE. I would have to know what the other situation is.
I think we want to be a little wary of just branding a company or
a person as a bad actor and takinf off from that point of view. 1
would examine each series of problems that was presented to me
with a company on its own.

Senator SPECTER. Well, that is a generous attitude and perhaps
it is the correct attitide, but it i certainly—

Ms. STEPTOE. Well, I hope it doesn’t mean a lenient attitude.

Senator SPECTER. Well, it may be. The difficulties of the regu-
latory practices are extreme, because no matter how tightly a law
is drafted or how tightly regulations are drafted, it is not possible
to contemplate every single circumstance, and there has to be in
the industry some degree of good-faith compliance with what is
done. Where you have this kind of conduct by TCI, it seems to me
that it does have some bearing, or at least raises a question as to
whether that kind of a practice ought to be scrutinized by an agen-
cy vbvhi%}é i:ontemporaneously has a very major matter under analy-
sis .

Le¥ me move to another subject briefly, Ms. Steptoe, and that is
the enormous complexity of issues which are coming before your
Agency and the Justice Department. The Antitrust Subcommittee
is able to deal with these subjects only to a limited extent because
of the very heavy press of business which this committee and the
Senate has generally.
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But I note that at a time when you are making a determination
as to TCI and Liberty and Paramount that Viacom, QVC's key
rival, is dealing with another major cable system owner and pro-
grammer backed by NYNEX, and it has somewhat similar over-
tones as the QVC-BellSouth arrangement. Would you be in a posi-
tion to comment about what the implications of Viacom’s operation
and joinder activities are with respect to the issue of lessening com-
petition and posing another antitrust problem?

Ms. STEPTOE. I am really constrained from getting very specific
on matters that haven't been voted on by the Commission. I think,
sir, some of my previous answers go to that to the extent that in
all of these connections I think both antitrust agencies are looking
not only in the traditional horizontal merger mode, but we are con-
sidering questions of potential competition. In what you have just
outlined there, and you could probably give three or four other ex-
amples out of the newspaper pages in the last couple of weeks,
there are a lot of vertical alliances going on in the telecommuni-
cations or communications industry and I think all of them poten-
tially raise these questions. I am sure, whichever agency ends up
reviewing them, the whole, as I called it, laundry list of questions
will be asked.

Senator SPECTER. Well, the second panel is going to be Mr. Rob-
ert Allen, CEO of AT&T, who will testify regarding AT&T’s acquisi-
tion of McCaw Cellular Communications, Inc., which is the Na-
tion’s largest cellular provider with regional operations serving
over 30 percent of the cellular subscriber market, according to in-
formation which is provided to me. Here again, without dealing
with the specifics, don't we have the same sort of a concern about
antitrust issues and the lessening of competition?

Ms. STEPTOE. I think the concerns certainly have to be ad-
dressed, yes. :

Senator SPECTER. In the context of so many of these activities,
are the FTC and the Justice Department really—I will conclude
within 2 minutes, Mr. Chairman—are the FTC and the Justice De-
partment adequate staffed to undertake the kinds of searching in-
quiries and legal analysis and factual analysis which are called for
by these kinds of transactions, with so many of them coming to the
fore at the same time?

Ms. STEPTOE. Well, I could always use some more resources. I
think we are managing, but obviously these are, as you say, re-
source-intensive inquiries. To the extent we are doing them, we
may have to put some other matters on the back burner. I don’t
think, to date, we have failed to give the problems the consider-
ation they need, but if you would love to give us some more money
to get some more lawyers in, I could certainly use it.

Benator SPECTER. Well, I would love to, if we could. Just one
final comment, and that is I note that there is a major decision
which ?ves the networks now the opportunity to control their Kro-

amming. Here we have this major fight over Paramount which

as to involve the Paramount movie rights and the enormous treas-
ures which are in Paramount. I thank the chairman for scheduling
these hearings. I just wish we did not have so many conflicting re-
sponsibilities. We have got the crime bill on the floor. I have an
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amendment coming up. I know Senator Metzenbaum and Senator
Thurmond do, too.

But we wish you well, and if you can give some specifics on what
you need, we would like to help you have sufficient resources to
deal with these complex issues. This is the kind of a matter that
a major law firm would put a phalanx of partners and associates
and paralegals on for months. Do you do that?

Ms. STEPTOE. I think our phalanxes are much smaller.

Senator SPECTER. Thank you.

Senator METZENBAUM. Thank you very much, Scnator Specter.
Senator Specter, I am not sure if you were here earlier, but I had
indicated that I was going to explore whether or not we don’t have
to revisit the whole question of cable regulation. I am going to ask
my staff to speak with yours concerning the possibility of your in-
terest in that subject because I think it is pretty obvious from this
memo that we haven’t done all that we should have done and could
have done.

Senator SPECTER. I take it that is an announcement of your can-
didacy for reelection, Senator Metzenbaum. {Laughter.]

Senator THURMOND. His reelection or his son-in-law's election?

Senator METZENBAUM. Well, I guess that is another subject.

OPENING STATEMENT OF HON. STROM THURMOND, A U.S.
SENATOR FROM THE STATE OF SOUTH CAROLINA

Senator THURMOND. Mr. Chairman, I am going to make my open-

ing statement and then I will ask a few questions.

is morning, we hold our second hearing on recent proposed
transactions in the telecommunications industry. In the short time
since our last hearing, the complexion of two of these transactions
has changed significantly. Yesterday, the Federal Trade Commis-
sion announced a consent decree which will sever the relationship
between TCI and QVC in its bid for Paramount. This eliminates
the connection between the Bell Atlantic-TCI merger and the QVC-
Paramount tender offer, and resolves many of the competitive con-
cerns that were expressed at our last hearing.

At the last hearing, I stated that I was confident that the anti-
trust enforcement agencies would carefully scrutinize large tele-
communications mergers so that the Congress did not need to
micromanage the antitrvst review of these transactions. I am
pleased that the Federal Trade Commission was able to provide
rapid analysis and action in their decision to block the participa-
tion of TCI in the proposed acquisition of Paramount.

While the Congress must determine whether any changes {n law
are necessary, and may hold appropriate oversight hearings, the
signing of this consent decree confirms that the antitrust enforce-

" ment agencies are where the full competitive analysis and any nec-
essary antitrust challenges should take place.

The recent changes in the transactions also give some indication
of the fragility of these unconsummated proposals and reinforce my
concerns that these congressional hearings not be taken as any de-
termination that the mergers will not or should not survive thor-
ough antitrust analysis by the antitrust enforcement agencies. The
role of the Congress should be to maximize the benefits to consum-
ers by ensuring that laws and regulations keep up with the conver-
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gence of telephone, cable, and wireless technologies so that com.
petition can flourish wherever possible in the marketplace.

Mr. Chairman, I want to thank all these witnesses who are here
today for appearfng before the subcommittee.

Now, Ms. Steptoe, | welcome you to the subcommittee. How long
have you been with the FTC?

Ms. STEPTOE. Virtually all of my working life. Are you going to
make me say when I started?

Senator THURMOND. Administrations change, but you stw.y on for-
ever.

Mbs. Steptoe, I want to commend you and the Federal Trade Com-
mission for ragidly analwing and acting on the TCI-QVC-Para-
mount proposed merger, Would you sa¥ that this is an example of
antitrust scrutiny by the antitrust enforcement agencies working
as it is supposed to in order to protect American consumers from
potentially anticompetitive transactions?

Ms. STEPTOE. Yes, sir, 1 would, and if I could take a minute I
would like to say that the reason we were able to act so fast is that
we had attorneys who worked virtually night and day and slept in
their offices and didn't stop until they had gotten the answers that
they needed to get. I think the staff of the Bureau of Competition
deserves great commendation.

Senator THURMOND. Ms. Steptoe, do you have any concern that
the antitrust enforcement agencies will not be able to properly ana-
lyze the competitive effects and determine whether it is necessary
to oppose on antitrust grounds the Bell Atlantic-TCI merger, the
lq\"l‘,%? -McCaw merger, or BellSouth's possible participation in

Ms. STEPTOE. I think speakin especlallK for my agency, I have
no concerns. As I was saying earlier, I think we have been thinking
through the issues for a long time, We are well up on the theory.
We have extensive experience in this industry, in the information
delivery industry. I don't think it has yet evolved to knowing what
its future name is going to be. So I think we are poised to be able
to deal with whatever comes down the pike next and analyze it ap-
propriately.

Senator THURMOND. Ms. Steptoe, in a thorough antitrust agency
review of a large merger such as the Bell Atlartic-TCI transaction,
assuming that a second request for information is issued, can you
gve us a general idea of the magnitude of the investigation in

rms of how many documents the agency could receive from the
parties, how many interviews will be conducted by the agency of
employees of the parties and third parties, and how many agency
attorneys and economists might be involved in conducting the in-
vestigation and deciding whether to challenge the merger on anti-
trust grounds?

Ms. STEPTOE. The documentary returns can vary, sir, It depends
on how much paper a company generates and what the industry
is like, There is a core series of questions we ask in virtually every
second request. Sometimes, that generates a response of, you know,
10 cartons of documents; sometimes it can be several hundred. It
depends really on the industry.

e do interview numerous employees of the parties. We also
interview customers. We interview competitors. We deal with, if we
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can find them, experts on the industry. It is quite a thoroughgoing
Investigation. Our staffing of mergers usually starts off with one or
two attorneys and as we approach a situation where we think we
might have to challenge it in court, we may staff it up to, say,
about 10 attorneys, probably, no more than that. The earlier re-
mark about phalanxes—that is the size of my phalanx, 10.

Senator THURMOND. Ms. Steptoe, from your perspective at the
Federal Trade Commission, what can the Congress do to encourage
competition in the telecommunications industry? Do you have any
recommendations about laws or regulations that should be changed
by the Congress to foster competition in this evolving industry?

Ms. STEPTOE. Sir, I don't feel competent to recommend legislation
to you, but I would ask for the continued support that you and all
the members of this subcommittee have shown to the antitrust
aﬁencica because I think whatever else happens in the area of leg-
islation, having vigorous antitrust enforcement Is going to contrib-
ute to keeping competition alive in this industry as it develops.

S Senator THURMOND. Thank you, Mr. Chairman. Thank you, Ms.
teptoe.

Senator METZENBAUM. Thank you, Senator Thurmond.

Ms. Steptoe, thank you very much. You are indeed one of the un-
sulx\'adg heroes of government.

8. STEPTOE. Thank you.

Senator METZENBAUM. People oftentimes talk about government
not doing a job, people not caring. I don't have much doubt in my
mind that with your experience you could have gone out and made
a lot more money than you are making worklng for the Govern-
ment. But I just want to say as chalrman of this subcommittee,
and I think I speak for all of the members of the subcommittee, we
are really very grateful to you for the public service that you have
devoted yourself to, I guess, ever since you came out of law school.
The people are lucky to have you in that position, and I hope no-
body comes along with such a substantial offer that they will take
you away to some private law office or some private corporation.

Thank you very much on behalf not only of this subcommittee,
but the people of the country. Thanks a lot.

Ms. STEPTOE. Thank you, sir.

Senator METZENBAUM. Our next witness is Robert E. Allen,
chairman of the board and chief executive officer of AT&T. We are
happy to have you return to be with us, Mr. Allen. Please proceed.

STATEMENT OF ROBERT E. ALLEN, CHAIRMAN OF THE BOARD
AND CHIEF EXECUTIVE OFFICER, AT&T

Mr. ALLEN. Thank you, Mr. Chairman, Mr. Chairman and mem-
bers of the subcommittee, as you noted, I am Robert E. Allen. I am
chairman and chief executive officer of AT&T, and I welcome this
opportunity to discuss the issues being raised by the winds of
cgange that are swirling through our industry today. '

Specifically, * will address the questions that arise from AT&T's
proposed merger with McCaw and the very different issues that
surround the proposed Bell Atlantic-TCI merger and similar trans-
actions between other regional Bell operating companies, the so-
called RBOC's, and cable companies.
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1 want to make three principal points this morning. First, in
evaluating any of these transactions, I think the critical question
for the Government and for this distinguished subcommittee is
whether they will strengthen or retard competition. Second,
AT&T’s proposed merger with McCaw is manifestly procompetitive.
Third, while we believe that the proposed Bell Atlantic-T'CI merger
includes many positive aspects, that transaction presents veryrgif-
ferent competitive issues than does the AT&T-McCaw proposed
merger.

Mr. Chairman, telecommunications is an area in which national
policy should be very clear and very simple, and that is to create
conditions that allow vigorous competition to develop in each poten-
tially competitive segment of the market. Our own experience since
divestiture offers a powerful lesson. Competition has spurred the
delivery of the most advanced, most cost-efficient, most widely
available service to Americans in the shortest possible time.

Robust, often fierce competition in the long-distance communica-
tions equipment, and in the enhanced services market has deliv-
ered exactly the consumer benefits that we expected from a com-
petitive market, a dazzling array of new services and features, and
prices have dropped dramatically. AT&T believes competition
would produce similar benefits in the one area of telecornmuni-
cations that remains a rock-solid monopoly, and that is the basic
local exchange service. That is why we have urged State and Fed-
eral regulatory authorities and the Congress to adopt policies that
eliminate barriers to entry into these markets and otherwise per-
mit competition to develop whenever it is economically and tech-
nically feasible. ’

To the degree that the proposed Bell Atlantic-TCI merger fos-
tered this competition, AT&T believes it would be a positive devel-
opment. But it is critically important that this transaction and oth-
ers like it be structured in a way that promotes potential future
com?gtition between cable and local exchange service rather than
retard it.

AT&Ts Sroposed merger with McCaw does not raise any of these
concerns. On the contrary, this merger would have only one com-
petitive consequence, and that is to promote competition in the
wireless service market. McCaw today provides cellular service to
about 17 percent of the Nation’s cellular customers, but McCaw op-
erates under the handicap of competing with affiliates of the
RBOC’s who have both the incentive and the ability to use their
bottlenecks to impede competition.

Like all long-distance carriers, including AT&T, McCaw i3 de-
endent on the RBOC’s and other local exchange providers. The
act is that some 99 percent of all calls made by cellular customers
are placed to landline phones and require local exchange facilities
to complete the call or to be connected to the long-distance carrier

of their choice.

The chart that you see, Mr. Chairman, on your right, on my left,
illustrates the point. Here is the concrete example. If you meke a
cellular telephone call from your car to your A.A. in the Senate,
that call begins over the cellular network and it almost simulta-
neously is handed off, however, in this case to C&P’s local monop-
oly network for completion.
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Similarly, in the case of the 3 to 5 percent of all cellular calls
that are long distance, C&P delivers that call from the cellular net-
work to an interexchange carrier's network over its local bottleneck
facilities. In spite of the fact that the proposed AT&T-McCaw merg-
er is manifestly procompetitive, the RBOC’s have argued .that it
would require removing or modifying the MFJ’s long-distance or
manufacturing restriction. Their arguments are completely without
merit.

They say, for example, that this merger represents AT&T enter-
ing the local teleﬂhone business, that it permits us to bypass the
local monopoly that you see illustrated there. They are wrong.
These claims are not true today and they will not be true for the
foreseeable future. Cellular radio is simply not basic local phone
service. It extends that service, but does not and cannot displace
local service,

More to the point, as the chart shows, we do not bypass the local
networks. Today, 99 percent of the time the connection between a
.cellular system and AT&T's long-distance network is provided by
an RBOC or another franchise local exchange monopoly. The
RBOC'’s talk about competing on equal terms, but there is nothin,
equal when they control the local monopoly facilities on which a
long-distance carriers depend to reach their customers and on
which all cellular carriers similarly depend. That bottieneck will
not disappear until local exchange competition becomes a reality.
AT&T's merger with McCaw will not affect the monopoly nature of
the local exchange one bit.

Finally, Mr. Chairman, I want to briefly outline why the Bell At-
lantic-TCI merger is substantially different than that between
AT&T and McCaw. First, AT&T and McCaw are each participants
in a highlg competitive business, or businesses, I should say. By
contrast, Bell Atlantic and TCI are monopoly service providers
today and represent the most likely potential future competitors in
each other’s businesses. Their merger would be a very positive de-
velopment if it would spur competition between cable and lochl
telephone companies.

Second, AT&T and McCaw each operate as common carriers.
Neither owns or controls the content of the information that they
transmit. By contrast, Bell Atlantic-TCI would obviously control
both programming and distribution facilities. This is why we be-
lieve the merger should be conditioned on Bell Atlantic spinning off
the in-region cable properties.

Third, AT&T has committed to provide full choice of long-dis-
tance carriers to McCaw’s customers, strengthening the procom-
petitive nature of this merger. By contrast, at least to mﬂ know!-
edge, neither Bell Atlantic nor TCI has indicated that their TCI
cable systems will offer equal access to providers of video program-
ming, long-distance services, or customer equipment. We believe
this is an important procompetitive requirement.

These differences do not mean that the Bell Atlantic-TCI deal
should not go forward. Again, we believe it has positive potential,
given the conditions that eliminate substantial anticompetitive con-
cerns. But these differences do mean that regardless of the disposi-
tion of the Bell Atlantic-TCI merger, AT&Ts proposed merger with
McCaw is entirely procompetitive. It raises no substantial competi-

¢
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tive concerns and provides absolutely no reasons to modify the

" Thank you, Mr. Chairman. 1 will be glad to stand for your ques-
ons.
(The prepared statement of Mr. Allen follows:]

PREPARED STATEMENT OF ROBERT E. ALLEN

SUMMARY

The eritical question for government in assessing the AT&T-McCaw merger, the
Bell Atlantic-TCI merger and similar transactions between Regional Bell Operating
Companies (RBOCs) and cable companies should create conditions that will allow
competition to develop in the onl{ remaining monopoly segments of telecommuni-
cations—local exchange and cable—whenever that competition becomes techno-
logically and economically feasible.

AT&T's proposed merger with McCaw is manifestly pro-competitive. AT&T and
McCaw each compete in separate and distinct competitive markets that depend on
access to RBOC local telephone monopolies: AT&T in the manufacture of tele-
communications and computer equipment and the provision of long-distance serv-
ices: McCaw in the provision of two-way cellular radio, one-way paging and other
“mobile radio” services. AT&T's participation in the mobile services market through
McCaw is no more a threat to competition than is its provision of CPE, PBXs, long
distance services or other services that also depend on nondiscriminatory access to
local telephone facilities.

The merger will promote competition in mobile services markets by ameliorating
some of the artificial advantages the RBOCs have enjoyed and by making McCaw
a more effective wireless competitor. AT&T has committed that McCaw will offer
equal access to long-distance carriers for McCaw customers if the merger is con-
daummln;rted. thereby fostering additional interexchange competition, rather than re-

uc! .

The attempts of the RBOCs to use the merger to obtain MFJ relief or conditions
on competitive businesses are spurious. An analysis of the facts shows that these
claims are false and misleading. The MFJ already provides in Section VIII(C) for
the removal or modification of the restrictions when the RBOCs can no longer exer-
cise monog‘ol&power.

Althoug! e proposed TCI-Bell Atlantic merger has positive aspects to it, these
transactions present very different competitive issues than does the AT&T-McCaw
merger. It is critical that telephone/cable transactions be structured so that they fos-
ter potential future competition between today’s cable and exchange monopolies,
rather than inhibit it. And, more importantly, that the issues surrounding the Be
Atlantic-TCI deal and others like it, not be allowed to cloud discussion about the
AT&T-McCaw deal.

Mr. Chairman and members of the Subcommittee. My name is Robert E. Allen.
1 am Chairman of the Board and Chief Executive Officer of AT&T. I appreciate the
invitation to appear today to discuss the questions that have been raised by AT&Ts
%rco merger with McCaw and the quite different issues raised by the proposed

-Bell Atlantic merger, and the similar transactions between other Regional Bell
Operating Companies (“RBOCs”) and cable systems.

y testimony makes three principal points. First, in assessing all these trans-
actions, the critical question for the government should be whether they will foster
or retard competition. The provisions of the Modification of Final Judgment (“MFJ")
and other such fundamental changes in the structure of the telecom industry meas-
ures have created extraordinary benefits for consumers and entrepreneurs in long
distance, equipment manufacturing and customer premises equipment (“CPE"). Gov-
ernment’s principal objective should be to create conditions that could allow com-
parable competition to develop in the only remaining monopoly segments of tele-
communications—local exchange and cable—if and when that competition becomes
technologically and economicalfye feasible. In this , the Bell Atlantic-TCI merg-
er would be a positive development to the extent it fostered this competition.

Second, AT&T's proposed merger with McCaw is manifestly pro-competitive. Its
rimary effect would be to offset some of the artificial advantages that the RBOCs
ave had in providing paging, cellular radio, and other mobile radio services and

to make McCaw a more effective competitor in these markets. Conver:elﬂy. the merg-
er could not lessen competition in any market, and it patently could afford no basis
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for modification of the MFJ unless and until local exchange competition develops.
Nor should the merger be an occasion for imposing conditions on AT&T's competi-
tive long distance and manufacturing businesses.

Third, although the proposed TCI-Bell Atlantic merger has positive aspects to it,
these transactions present very different competitive issues than does the AT&T-
McCaw me;fer. It is critical that these transactions be structured so that they fos-
ter potential future competition between today’s cable and telephone monopolies,
rather than inhibit it.

| BEST COPY AVAILABLE

Telecommunications is an area in which national policy should be very clear: to
foster the structural and other conditions that allow competition to develop in each
potentially competitive segment of the nation's and the world's telecommunications
markets. Competition will spur the delivery of the most advanced, and most cost-
effective, voice, data, video, and multi-media services to America's citizens in the
shortest time—without burdening citizens and taxpayers with unnecessary costs.
Competitively structured markets will attract private investment and entrepreneur-
ial activity at the pace and degree that the marketplace sets and demands.

The nation’s experience in long distance, telecommunications equipment, and
other competitive telecommunications markets is vivid testimony to these facts.
Long distance and telecommunications equipment manufacturing markets were J)o-
tenuallaf competitive in the decades that preceded the entry of the 1982 Modification
of Final Judgment (“MFJ"). But competition did not full develoRBHowever. com-
Eet.ition flourished once the MFJ established that the divested RBOCs would be

arred from providing long distance service or manufacturing equipment for as long
as they had the ability to use bottleneck local monopolies to impede competition in
these markets. By assuring participants that ‘all would have non-discriminatory ac-
cess to RBOC monopolies and to information about them—and that none would be
victimized by access discrimination or cross-subsidization—the Decree created the
structural conditions that allowed competition to develop.

One result has been extraordinary growth and consumer benefits in the long dis-
tance market. Hundreds of new carriers have begun pmvidina competing long dis-
tance services at lower prices. Whereas there were no national alternatives to
AT&T's long distance network in 1982, today there are four national long distance
networks, dozens of regional networks, and several hundred resellers. Indeed,
whereas AT&T's 1982 network was analog, thousands of miles of fiber optic cable
have been strung across and up and down the country by numerous different car-
riers. Long distance service is now all digital. Other new, advanced technologies
have been deployed in the long distance networks with greater speed and urgency.
The net effect is that consumers have benefited from dizzying arrays of new services
and features and that prices have dropped dramaticall{. As the attached paper by
Michael Porter demonstrates, any contention that the long distance market is not
competitive is erroneous.

The telecommunications equipment manufacturing business has also become fully
competitive. Before divestiture, the RBOCs had potent incentives to discriminate in
favor of an affiliate and to use monopoly revenues to cross-subsidize its affiliate’s
operations, and the RBOCs purchased virtually all their network equipment from

eir captive Bell System manufacturing affiliate (Western Electric). But once the
Decree severed that captive relationship and barred the RBOCs from otherwise
affiliating with manufacturers, the RBOCs’ sole incentive has been to buy from
whichever supplier offered the equipment with the best combitation of features and
price. The REBCC thus structured their engineering and procurement operations to
assure that interested manufacturers would have access to information required to
design equipment and could compete on the basis of the price and quality of their

cts. Npew suppliers with fresh ideas have entered the marketplace; innovation
gas accelerated; and prices have dropped for both the customers premises equip-
ment and network equipment.

AT&T believes competition would produce these same benefits in the one area of
telecommunications that has remained a bottleneck: basic local exchange, exchan
access and switching facilities that connect customers’ premises to local networ
and to long distance networks. Although these facilities have historically been founa
to be natural monopolies, technological developments that dre now underway hold
out the promise that cable television systems, or other systetns, could som.« - o€ <.
alternatives to these monopoly services. For this reason, ATAT has urged et . -nd
federal regulatory authorities and the Congress to adopt regulntionu that «.." - “ni-
nate all government-imposed barriers to entry in these markets and otherwise a:1ow
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competition to develop in local exchange telecommunications if, when, and to what-.
ever extent it is economically and technologically feasible.

As explained below, the proposed TCI-Bell Atlantic merger tand other telephone
company investments in cable television systems such as US West's investment in
Time Warner) represent positive developments to the extent they would accelerate
the development of competing cable television systems that would provide two-way,
interactive broadband services and test whether the systems can provide cost-effec-
tive basic (narrowband voice) telephone service as well. That is why it is critically
important that these transactions be structured in ways that promote the potential
future competition between cable and local exchange, rather than retard it.

I

By contrast, AT&T's proposed merger with McCaw does not raise any such con-
cerns. Once the relevant markets are understood, it is very clear that the merger
could have a major positive competitive consequence: to promote competition in sep-
arate mobile services markets by ameliorating some of the artificial advantages cre-
ated for the RBOCs by the FCC and by making McCaw a more effective comdpetitor.
Conversely, there is no possibility that a merger of AT&T and McCaw would lessen
actual or potential future competition in any market, and there is no basis for the
attempts to condition approval of the merger on MFJ relief for the RBOCs or on
anticon’;petitive conditions on AT&T's long distance or manufacturing businesses.

AT&T and McCaw are not competitors in any market. All businesses in which
AT&T participates which are fully competitive. Most depend on access to RBOCs’
local bottleneck monopolies: the manufacture of telecommunications equipment; the
provision of long distance service; and the provision of customer premises equip-
ment, office telephone systems (PBXs), and related local installation and mainte-
nance services. McCaw, by contrast, participates in a separate competitive market
which equally depends on interconnections with the local exchange monopolies: the
provision of two-way cellular radio, one-way paging, and other “mobile radio” serv-
ices.

As the RBOCs themselves have elsewhere demonstrated in detail,? these mobile
radio services are provided in a separate market from local telephone services and
are in no way substitutes for local telephone services. Rather, mobile radio services
complement local wle&one service by allowing mobile customers to access the local
monopolies of the RBOCs without being lKhysically connected to a telephone line.

A cellular system provides this capability through a separate network of low-pow-
ered radio transmitters (called cell sites) and of mobile switching offices (called
MTSOs). As the attached chart shows, these separate cellular systems are inter-
connected to the local telephone monopoly in much the way a business telephone
system (PBX) is, and are equally dependent on local exchange bottlenecks. For ex-
ample, a call from a cellular phone in Washington, D.C. to the Senate Office Build-
ing will begin over a cellular system, but will be handed off to C&P’s local monopoly
network and delivered by C&P to the Senate Office Building. Similar?v, in the case
of the small fraction (3 to 5 percent) of cellular calls that are long distance calls,
C&P delivers the calls from the cellular network to the interexchange carriers’ net-
works over C&P’s bottleneck facilities.

The nearly complete dependence of all cellular carriers (including McCaw) on the
RBOCSs and other local exchange carriers is illustrated by the fact that some 99 per-
cent of calls made by cellular customers are placed to “landline” telephones and re-
quire use of local exchange facilities to terminate the call (or to provide connections
to a long distance carrier like AT&T or MCD).

THE MERGER WILL MANIFESTLY PROMOTE COMPETITION BETWEEN MCCAW AND RBOC'S

McCaw today provides cellular service to about 17 percent of the nation’s cellular
subscribers, but McCaw has been seriously handicapped in doing so. These handi-
caps derive from the fact that McCaw has had to compete with affiliates of the

OC (or other local monopolies). The RBOC affiliates are well-known and well-fi-

1 The RBOCs themselves have advired the Justice Department, that competition between cel-
{ular and local exchange service is “nowhere near imminent:”

It has been suggested, however, that mobile services are converging with landline
services. * * * Given the vast discrepancy in both price and present levels of penetra-
tions, direct competition (with landline services] is nowhere near imminent.

Report of the Bell Companies on Competiticn in Wireless Telecommunications (p. 185), dated
chber 31, 1991, and flled with the Department of Justice December 13, 1991, in support of
the RBOCs’ wireless waiver request.
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nanced. They have substantial technological and other resources. As the FCC has
further found, they have the ability and the incentive to use their bottleneck monog-
olies to impede competition by McCaw and others. Finaily, the FCC gave the RBO
additional artificial advantages in providing these services.

For example, whereas McCaw had to make substantial investments, and incur
huge amounts of debt, to acquire its cellular licenses, the RBOCs were automatically
allocated most of their licenses by the FCC at no cost. The FCC procedure further
allowed the RBOCs to receive substantial “headstarts” in commencing cellular serv-
ice. The net effect of these artificial preferences is that while each RBOC is finan-
cially strong, McCaw had to take on large debt burdens in order to acquire licenses.
Today McCaw is a highly leveraged firm with a net book debt ratio of over 70 per-
cent and correspondingly constrained financing capabilities.

_The effect of the merger is that it would enable McCaw to offset some of these
disadvantages and be a more effective competitor to the RBOCs. The merger would
give McCaw access to a strong brand name (AT&T) so as to better compete with
the well-known RBOCs. The merger would give McCaw access to more advan-
tageous financing, which would be more comparable to what RBOCs enjoy. The
merger would give McCaw access to AT&T's marketing and technological capabili-
ties and its traditions of customer service. Finally, because AT&T believes that all
wireless customers should have a choice of long distance carriers (as cellular cus.
tomers now do only on RBOC systems), AT&T has committed that McCaw, too, will
offer equal access after the merger is consummated. All these features of the merger
are pro-competitive,

A MERGER OF AT&T AND MCCAW WILL NOT LESSEN COMPETITION IN ANY MARKET

A merger of AT&T and McCaw could not substantially lessen comgretit.ion in any
relevant market. There is no substantial competition between AT&T and McCaw
today and a merger could not substantially lessen future competition in any market.

First, AT&T's participation in McCaw would not adversely effect competition in
mobile radio services. These are wireless telecommunications markets in which two
cellular licensees, SMR licensees, and others compete today, and in which Congress
and the FCC have provided for the future entry of numerous PCS and other wire-
less carriers. Indeed, four times more sfectrum has been allocated to these new
wireless carriers (200 MHz) than to cellular carriers (50 MHz) (see Pub. L. No. 103~
66, 107 Stat. 312, sec. 6001), and the FCC has announced it will issue seven new
wireless service licenses in each geographic area of the country beginning next

Spring.

The only entities that could conceivably exercise market power in mobile radio
service markets are the RBOCs and other LECs. For it is the LECs that control the
local monopoly facilities that cellular and mobile systems must use to provide local
calling and that provide access to interexchange carriers. Indeed, AT&T"s participa-
tion in the mobile services markets through McCaw is no tore a threat to competi-
tion than is its provision of CPE, PBXas, lonﬁ distance services or other services that
also depend on non-discriminatory access to local bottleneck facilities.

Second, AT&T’s participation in McCaw would not adversely affect competition in
the provision of interexchange services. Toda[w; domestic service is a highly competi-
tive $50--55 billion market in which compara le interexchange services are provided
to mobile and landline customers alike by dozens of facilities-based carriers and
hundreds of resale carriers. The long distance usage of McCaw’s cellular subscribers
today represents a minute fraction of that market (less than two one hundredths
of one percent). Further, McCaw and AT&T generally do not compete for any of this
business today, for McCaw customers can now receive only a McCaw long distance
service (which McCaw provides by buying services of facilities-based carriers and re-
selling it). By contrast, because AT&T has committed to provide equal access, the
merger will not reduce but will foster additional long distance competition by pro-
viding more choice for customers.

Finally, the transaction would have no adverse impact on competition in the man.-
ufacture of telecommunications equipment. This is a highly competitive worldwide
market in which AT&T competes with Motorola, Ericsson, Northern Telecom, Sie-
mens, NEC, and others for the business of LECs, wireline and nonwireline cellular
carries, and others. Because McCaw’s cellular competitors have a choice of numer-
ous vendors, AT&T's incentive would continue to to assure non-discriminatory
treatment of all its cellular equipment customers. Similarly, because McCaw is not
rate ted, because it faces competition from cellular carriers tod‘a?'. and because
it will face enhanced competition from SMR licensees shortly and PCN licensees in
the future, McCaw’s sole incentive would continue to be to purchase the etﬁ_uipment
in order to provide the most cost effective and rapid access to services and features.

HeinOnline -- 20 Bernard D. Reams, Jr. & William H. Manz, Federal Telecommunications Law: A Legislative History of the Telecommunications Act of
1996, Pub. L. No. 104-104, 110 Stat. 56 (1996) including the Communications Decency Act 113 1997



114

THE ATTEMPTS TO USE THE MERGER TO OBTAIN MFJ RELIEF OR CONDITIONS ON
COMPETITIVE BUSINESSES ARE SPURIOUS

The Regional Bell Operating Companies have nonetheless argued that this merg-
er, if consummated, would require removal or modification of the MFJ's long dis-
tance and manufacturing line of business restriction on the RBQOCs. Further, the
RBOCs (and MCI) have sought to use the merger to impose various conditions on
AT&T‘:ﬂ competitive long distance or manufacturing businesses. These arguments
are spurious.

First, the RBOCs claim that they are entitled to MFJ relief because they alle
that AT&T is entering the local telephone business, and that AT&T can, or
hereafter, “bypass” the RBOC#' local telephone access services by building AT&T fa-
cilities to connect McCaw’s cellular systems to AT&T's long distance network. The
RBOCs are confiised on several scores.

Cellular radio simply is not basic local telephone business. As I explained above,
it is offered over separate systems of radio transmitters and switches which (like
“PBXs") depend on interconnections with the local telephone networks of the
RBOCs. More to the point, AT&T does not “bypass” these local networks. Today, it
is the case 99 percent of the time that the access facilities that connect cellular sys-
tems to AT&T’s long distance network are provided by an RBOC or some other fran-
chised local exchange company. Moreover, under today’s economics, bypass is not
cost-effective. AT&T's studies show that the economies of scale mean that these ac-
cesg facilities remain natural monopolies today.

That is, of course, not to say that things could not change in the future. There
is much speculation that radio or other technologies could someday create alter-
natives to today’s local exchange monopolies. Such competition would be beneficial.
We hope alternatives will develop. Although we do not believe that this could hap-
pen in the near or foreseeable future, it is important to understand that the MFJ
already provides a remedy for this contingency. If future technological changes end
the monopoly character of the exchange, then Section VIII(C) of the MFJ will re-

uire removal or modification of the restrictions. See United States v. AT&T, 552

. Supp. 131, 18486 (D.D.C. 1982), affd, 460 U.S. 1001 (1983).

Second, the RBOCs also have sought removal of the MFJ's long distance and man-
ufacturing restrictions on the ground that that would allegedly allow them to com-
pete on “equal terms” with AT&T-McCaw. What this ignores 1s that AT&T-McCaw
and the RBOCs aren't equal. The RBOCs control the local bottleneck monopolies on
which all long distance carriers depend to reach all their customers (cellular and
otherwise) and on which all cellular carriers depend to provide their service—and
which have led to numerous other advantages for RBOCs. Because the control of
this bottleneck would allow the RBOCs to stifle interexchange and manufactun‘ng
competition, the MFJ requires that the RBOCs be excluded from long distance an
manufacturing markets so long as they have this substantial ability to use local mo-
nopolies to impede competition.

ndeed, if the RBOCs were interested in true “equality,” eech would do what one
RBOC (Pacific Telesis) is doing: divesting its cellular businesses from its bottleneck
monopolies. That will free Pacific’s cellular operation from the MFJ and it will com-
pete with McCaw “equally”.

Beyond that, the MFJ would not give AT&T any substantial advantages over the
RBOCs in providing cellular service. The MFJ and the orders that have been en-
tered under it allow the RBOCs to offer “seamless” service in which their cellular
customers can place, and receive, calls wherever they are located, in which RBOCs
may “cluster” “local” calling areas that conform to natural mobile markets, and in
which RBOCs may hand off long distance calls to the carriers of the customer's
choice. AT&T has committed to operate McCaw in the same way, with local calling
areas of comparable size and “equal access” to each customer’s chosen interexchange
carrier. F' er, as AT&T and MCI have argued to the FCC, the same equal access
te%\,x‘ilr:aments should be imposed on all wireless carriers now.

, there is not the slightest substance to the RBOCs' claims that AT&T could
use its long distance or manufacturing businesses to harm the RBOCs' cellular busi-
nesses—or to the RBOCs’ attempts to impose “conditions” on these AT&T busi-
nesses. What the RBOCs ignore is that AT&T's long distance and manufactunng
businesses are competitive. If AT&T were to attempt to discriminate against RBO
cellular systems (or their customers), the sole consequence would be that AT&T
would lose the RBOCs' cellular customers’ long distance business to MCI, Sprint,
or others and lose the RBOCs’ cellular eqm;ﬁsment business to Motorola, Ericsson,
Northern Telecom, or others. AT&T's long distance and manufacturing businesses
have overwhelming incentives to treat the RBOC's cellular system and their cus-
tomers no differently than McCaw and its customers.
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Finally, these same facts dispose of the objections that MCI and a second long dis-
tance carrier (Allnet) have made in the pending FCC proceedings. Because AT&T
will offer “equal access”, MCI and Allnet have no basis for complaining that cus-
torners will be unable to select MCI, Alinet, or any other long distance carriers. MCI
also objects to the fact that AT&T will be able to “bundle” ceilular service with long
distance service or with cellular CPE. This is not only unobjectionable; it is pro-com-
petitive. The simple reality is that cellular service, cellular CPE, and long distance
are each competitive, and the FCC has found that Bundling of cellular CPE and cel-
lular service 18 in the public interest and “may be benefiting” consumers so long as
there is no mandatory tie-in and so long as customers have the option of taking one
without the other2—as AT&T's customers will be able to do. Indeed, because MCI
can resell cellular service, it already has the ability to offer “bundles” of long dis-
tance service, cellular service, and/or cellular CPE to AT&T customers. It is difficult
to understand MCI's complaint.

Finally, the TCL/Bell Atlantic me‘rﬁer (and the other RBOCs’ investments in other
cable television such as the Time Warner/US West venture) present very different
competitive issues and considerations than does the AT&T-McCaw merger. In &ar-
ticular, although the RBOC transactions could have positive aspects to them, they
are different from the AT&T-McCaw merger in three fundamental respects.

First, AT&T and McCaw are each participants in competitive businesses in which
there are numerous other participants ay and numerous potential future en-
trants. AT&T competes in the long distance market where there are several na-
tional facilities-based carriers, numerous regional facilities-based carriers, and lit-
erally hundreds of resellers. McCaw competes in mobile radio service markets in
which these are two facilities-based cellular carriers, SMR licensees, and resellers
that provide service today—and scores of firms poiseé to bid for seven PCS licenses
when licensing commences next Spring.

By contrast, cable system operators (like TCI) and RBOCs (like Bell Atlantic) not
only are each monopoly service providers today, but also represent the most likely

tential future competitors in each other's businesses. Local exchange monopolies
like Bell Atlantic’s) todad{ ngresent the most likely future alternatives to the cable
television system's broadband local distribution monopolies. Conversely, cable tele-
vision systems today represent the most likely future alternatives to the RBOCs’ ex-
changes in residential and other lower density areas. Indeed, as reflected in TCI's
investment in Teleport, cable systems further are likely partners in the now-fledg-
ling efforts to compete with local exchange carriers in serving large business cus-
tomers in downtown areas of major cities.

In this regard, the TCI-Bell Atlantic merger and the other transactions are as-
suredly positive developments to the extent that they would result in acceleration
of the much-discussed efforts to create competing local networks by upgrading cable
television systems to enable them to provide two-way interactive broadband services
and test whether cable systems can be cost-effective alternatives for basic exchange
and exchange access telephone service (i.e., narrowband voice). However, it is criti-
cal that any such transactions be allowed to go forward only if they will have the
effect of enhancing the incentives to make these investments, rather than inhibiting
them. At a minimum, this means that, prior to any consummation of the merger,
TCI should spin off all of its interests in businesses or systems that could poten-
tially compete with Bell Atlantic’s local telephone monopolies.

Second, AT&T and McCaw each operate as common carriers, and neither owns

! or controls the content of information transmitted over its network. By contrast, Bell
Atlantic-TCI would control both programming and distribution facilities, and the

rogramming that they would control would be provided to nonaffiliated Cable
K‘IS& as well as to TCI-Bell Atlantic. These factors not only raise issues of their
own, butti also complicate predictions about future telephone company-cable system
competition.

Tl';’ierd, whereas McCaw had not given its customers & choice of long distance car-
riers today, AT&T has committed that it will offer McCaw cellular subscribers equal
access to other long distance carriers. The AT&T-McCaw merger thus gives cus-
tomers pro-competitive choices that they do not have today. l?fy contrast, neither TCI
nor Belf Atlantic has indicated that their cable systems will offer equal access for
multimedia or other broadband services of competing providers of video program-
ming, long distance services, or CPE. TCI and other cable systems should develop

3See In the Matter of Bundling of Cellular Customer Premises Equipment and Cellular Serv-
jce (CC Docket No. 91-34), par. 23 (June 10, 1992).
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a scheme that assures open, non-discriminatory access to their facilities at prices
that are generally available and that are imputed to the cable systems operations.

These differences do not mean that the Bell Atlantic-TCI merger should be found
to be anticompetitive as it has been proposed. Nor does it mean that the merger
cannot be conditioned in ways that eliminate any substantial anticompetitive con-
cerns. As | have stated, this merger and the other RBOC-Cable MSO transactions
have positive potential. But the differences do mean that, whatever one thinks
about the TCI-Bell Atlantic merger, AT&T's proposed merger with McCaw neither
!‘?l::! ;I'!?:I substantial competitive concerns nor affords any grounds for modification
of the .

I thank the Committee for inviting me to testify. I would be pleased to answer
any questions you may have now or for the record.

99% OF ALL CELLULAR CALLS USE
THE LOCAL TELEPHONE NETWORK

LOCAL TELEPHONE
NETWORK

COMPETITION IN THE LONG DISTANCE INDUSTRY

Claims have been made on Capitol Hill and to the media that the long distance
industry is not truly competitive. This claim is untrue and distracts from the impor-
tant goal of opening the local telephone exchanges to effective competition.

Professor Michael Porter of Harvard Business School has just concluded a study
on long distance competition. Dr. Porter is the nation's leading expert on what
makes an industry nnﬁ nation competitive. He has written extensively on competi-
tiveness, including a 1990 book, The Competitive Advantage of Nations.

This is Dr. Porter's third study of the long distance industry. All three studies
(1987, 1990 and 1993), unequivocally have found that the long distance industry is
highly competitive. To quote from the September, 1993, report:

{In 1987 and 1990), I found the structure was so tilted toward competition
that the intensity of competition was likely to increase. I recently reviewed
the record of the intervening years, and events have strongly validated these
past conclusions. There are no data to suggest that recent events have under-
mined the fundamental underpinnings of competition.

Among the important indicia of compelitiveness considered in the attached report
are:

¢ Nine long distance carriers are truly national in scope, offering long distance
service in 45 or more states—up from three carriers in 1986.
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. &n‘ll'f‘ tl:arriers own fully digital nationwide networks: AT&T, MCI, Sprint and
el

* The basic rate of a 5 minute call (New York to Chicago) is 56 percent lower
than in 1984 on an inflation adjusted basis.

¢ Lower long distance prices are not just attributable to lower access rates. Net
of access, AT&T’s revenues per minute are down 7.2 percent since 1990.

e Carriers also compete by offering steeply discounted optional calling plans, thus
reducing tariffed prices even further.

o Major long distance carriers’ emrloyment GREW a net 18 percent from 1988-
_9;. even accounting for AT&Ts slight job loss and increased industry productiv-
ity.

BIOGRAPHY OF PROF. MICHAEL E. PORTER

Michael E. Porter is the C. Roland Christensen Professor of Business Administra.
tion at the Harvard Business School, and a leading authority on competitive strat-
egy. He received a B.S.E. with high honors in aerospace and mechanical engineerin,
from Princeton University in 1969, where he was a member of Phi Beta Kappa an
Tau Beta Pi. He also received an M.B.A. with high distinction in 1971 from Harvard
Business School, where he was a George F. Baker Scholar, and a Ph.D. in Business
Economics from Harvard University in 1973.

Professor Porter joined the Harvard Business School faculty in 1973 and become
one of the youngest tenured professors in the School’s history. His ideas have now
become the basis for one of the required courses at the School. One of Harvard Buasi-
ness School’'s most popular teachers, Professor Porter also lectures in the School's
programs for senior executives, and speaks widely on competitive strategy to busi-
ness and government audiences througb):’%ut the world.

Professor Porter is the author of 14 books and over 45 articles. His book, Competi-
tive s"""%” Techniques for Analyzing Industries and Competitors, published in
1980, is widely recogni as the leading work in its field. In its 45th printing, it
has been translated into fifteen languages. A companion book, Competitive Advan-
tage: Creating and Sustaining Superior Performance, was published in 1984 and is
in its 19th printing. His 1990 boof.eThe Competitive Advan::fe of Nations, develops
a theory of how nations compete and their sources of economic pmspeﬂw. The book
was chosen as one of the top ten business books in 1990 by Business Week maga-
zine and by the Financial Times newspapers in both London and Toronte. Professor
Porter's Capital Choices, Changing the Way America Invests in Industry (1993) is
the result of a two-year research project directed by Professor Porter, which exam-
ined how America invests in industry.

Professor Porter has served as a counselor on competitive strategy to many lead-
ing U.S. and international companies, among them AT&T, Campbell's Soup, Credit
Suisse First Boston, Montedison, Procter and Gamble, and Royal Dutch Shell. He
also serves on the boards of directors of Lotus Development Corporation, Alpha-Beta
Technologies, and Hyatt Legal Plans. He is active in public service work, having
served as a stral advisor to Brigham & Women's Hospital, the Institute of Con-
temporary Art, WGBH public television, and other community organizations.

Professor Porter also serves as a counselor to government. He was appointed by
President Ronald Reagan in 1983 to the President’s Commission on Industrial Com-

titiveness, which made its report in February, 1984. He was the chairman of the

mmission’s strategy committee. Professor Porter continues to lay an active role
in economie policy with Congress, business groups, and as an advisor to foreign gov-
ernments. He has led major studies of the economy for the governments of such
countries as New Zealand, Canada, and Portugal. Professor Porter has also assisted
state and local rnments both in the United States and abroad in enhancing
competitiveness. His pro bono work in Massachusetts, beginning with the report The
Competitive Advantage of Massachusetts (1991) has ted in new legislation and
numerous other state initiatives. His most recent initiative is a study of economic
development in America’s inner cities.

The awards and honors won by Professor Porter include the David A. Wells Prize
in Economics for his research in industrial organization, two McKinsey Awards for
the best Harvard Business Review article of the year, and the 1980 Graham and
Dodd Award of the Financial Analysis Federation. His book Competitive Advantage
won the George R. Terry Book Award of the Academmf Management in 1985 rx
the outstanding contribution to management thought. Professor Porter was hono
by the Massachusetts State Legislature for his work on Massachusetts competitive-
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ness in 1991. In 1993 Professor Porter was named the “Irwin Outstanding Educator
in Business Policy and Strate, b£ the Academy of Management.

Professor Porter was named a Fellow of the International Academy of Manage-
ment in 1984, the Academy of Management in 1988, and the Royal Swedish Acad-
emy of Engineering Sciences in 1991. Professor Porter has also been awarded honor-
ary doctorates from the Stockholm School of Economics, the Universidade Tecnica
de Lisboa, and Johnson and Wales University.

COMPETITION IN THE LONG DISTANCE TELECOMMUNICATIONS MARKET, BY PROF.
MICHAEL E. PORTER

1. INTRODUCTION

This report addresses a set of issues that are important to any discussion of the
regulatory structure of the interLATA interexchange industry. In specific, is the in-
dustry competitive? Is it growing more competitive, or less so? Is that competitive-
ness self-sustaining? I have examined these questions twice previously, in 1987 and
1890, and both times I presented analyses showing that the industry was highly
cweﬂﬁve and structured so as to make this competitiveness self-sustaining. In-
deed, I found the structure was so tilted toward competition that the intensity of
competition was likely to increase.

I recently reviewed the record of the intervening years, and events have strongly
validated these past conclusions. There are no data to suggest that recent events
have undermined the fundamental underpinnings of competition. Quite the con-
trary. Competition is evident in dramatic price reductions which have continued
through the early 1990s; in higher service levels and new features that create high-
er value for customers; in the steadily growing sophistication of both consumers and
business buyers; in major struc changes such as the advent of portable 800
numbers; in the broad expansion of marketing, advertising and promotional pro-
grams aimed at customers by numerous competitors; in the ever growing number
of financially strong companies that compete using their own facilities; and in cross-

rder alliances, such as MCI's arrangements with Stentor in Canada and British
Telecom in Britain, that create ra.rtnerships with scale approaching that of AT&T.

Rather than attempt an entirely new analysis, this report will update my previous
efforts by examinin?tethe most salient recent developments in the interLATA
interexchange (hereafter referred to as IX) industry. It will begin by reviewing out-
comes—pricing, service quality and profitability, among others—to assess whether
they are consistent with outcomes in competitive industries. It will then examine
the actions of competitors and customers to assess what those actions tell us about
the current level of competition. Finally, this study will review the industry’s com-
petitiveness using the five forces model of industry structure. Taken as a whole, the
evidence says clearly that the industry remains competitive, indeed is more competi-
tive than it was three years ago. This competitiveness appears to be securely self-
sustaining, and every indication points to the conclusion that competition in the in-
dustry will continue to intensify.

11. COMPETITIVE OUTCOMES IN THE INTERLATA INTEREXCHANGE INDUSTRY

Competitive industries are characterized by competitive outcomes. Firms in those
industries face incessant pressures to win customers from competitors by cutting
prices, providing better service and adding new features. They face equally great

ressures to make the investments and cost reductions that make possible these of-
ers to customers, Their profitability, while sufficient to attract capital needed for
growth, is restrained at reasonable levels by competitive forces. And their superior

rformance in lowering cost and improving quality makes them successful in-the
international economy, allowing them to generate export revenue and forestall in-
roads by importers.

Inter{.A’I‘A interexchange carriers (or IXCs) show competitive outcomes in all
these areas. They have cut g'x;lices vigorously, and they continue to adjust pricing fre-
quently to win customers. They have offered consumers significantly higher levels
of service, as measured by clarity of transmission, reduced call blockage, innovations
in features and services, and even improvements in the accuracy and comprehen-
sibility of bills. They have invested heavily to create the efficiencies and skills un-
derlying these gains. Their profits are no higher than those of firms in many other
industries that are generally considered to be competitive. And they have been suc-
cessful versus foreign competitors.
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Pricing and marhket share

As the first three charts indicate, the 1XCs' inflation-adjusted prices have fallen
rapidly. Since 1984, the three largest carriers’ basic-schedule consumer rrlces have
fallen by 56 percent on average for a five-minute evening call (see Exhibit 1). The
price cutting has not abated in recent years. AT&T's average revenue per minute!
across all services has dropped 11.9 percent since early 1991, as Exhibit 2 shows
(figures for AT&T alone are used because similar figures are not available for com-

titors). Prices have fallen in recent years even after we remove the impact of fall-
ng access prices; as Exhibit 2 indicates, AT&T revenue per minute net of access
charges has fallen 7.2 percent since 1990. This is not mere l-! a phenomenon of mar-
ket averages that has left islands of secure customers. Exhibit 3 indicates that
AT&T's inflation-adjusted prices to business customers for 800 services have
dropped 67.9 percent since 1984 (including access), while AT&T's price for outbound
business services has fallen 10.1 percent since 1990. AT&T's pricm%rl“t;r residential
services has continued falling in recent years, with a 17.1 percent drop in average
revenue per minute (including access) since early 1990.

It is important to realize, however, that competitive industries need not always
be characterized by falling prices. Price reductions tend to be associated with
chanfes in not only the level of competition but also technology, costs of inputs and
regulation. Competition helps ensure that such changes benefit an industry's cus-
tomers. But over the short term, or even during longer periods where cost savings
are not available, it is entirely possible even in the most competitive industries that
prices will go up instead of down. Moreover, it is quite normal—and consistent with
a high level of competition—that prices for some services might move up even as
prices for others trend down. This outcome can result from an array of factors affect-
mgu:peciﬁc services such as supply/demand imbalances or rapid feature innovation.

other development in the industry’s pricing has been the near elimination of
the %ap between the basic-schedule prices of AT&T and its principal competitors
(see Exhibit 4). This development provides strong evidence of competition rather
than the easing of competition that some commentators have suﬁested. In a highly
competitive market, firms that maintain higher prices are penalized by the rapid
loss of market share. Indeed, as Exhibit 5 indicates, market share has shifted g‘ro-
foundz toward new competitors, indicating that the dynamic in the IX industry has
been fundamentally competitive. Customers have in e numbers exercised their
ability to change suppliers to obtain lower prices. AT&T as the higher-priced firm
faced the choice of continuing to lose share or lowering its prices to approximate
those of competitors, It took the latter course, with results that correspond exactly
with those we would expect in a competitive market: Prices came together and share
erosion was reduced.

It is worth noting that consumer prices after discounts such as those provided by
optional calling plans maintained a larger gap than that between competitors’ basic-
schedule rates, mainly because MCI and grint have had larger discounts which
were adopted by more of their customers. AT&T’s i Plan discounts, introduced ear-
lier this year, represent AT&T's attempt to close the remaining gap.

Like lower pricing, the market share shift is a broad phenomenon that is reflected
in virtually all services. Exhibit 5 indicates the scale of the ‘overall change, which
has taken nearly 30 share points away from AT&T in less than 10 years. The sheer
scale of this shift indicates that competitors have been courting customers very ef-
fectively, and that customers are quite willing to change carriers for lower cost or
higher value.

Quality and customer satisfaction

Firms in competitive markets do not compete only through price. They also tom-
pete by raising the quality, functionality and variety of their products and the atten-
tiveness of their service, thereby increasing customers’ welfare.

Again, the outcome in the interexchange industry is what we would gpect in a
competitive marketplace: Service has been getting better over time. nderlying
these improvements have been substantial and continuing investments. IXCs have
made broad and basic changes to their networks, replacing copper and mictowave
facilities with fiber, installing several generations of new switching equipment and
reconfiguring their networks’ structure and operating software to minimize down-
time, as evidenced by AT&T's FASTAR approach.

1Ave revenue per minute is 8 measure of what customers actually pay after choosinﬂ
among all the services and pricing plans available. This is different from price indices caleulate:
using a constant market basket (such as the FCC utilizes for price cap regulation), which does
not sutomatically account for changes in the mix of services customers purchase, and may as
a result show digerem changes in average prices.
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These performance enhancements have not occurred in a vacuum: Customers
have noticed the difference and are more satisfied with IXCs' offerings. An inde-
rendent survey of business customers’ satisfaction with data communications serv-
ce shows that over the past three years, customers' average level of satisfaction
(with each carrier's performance weiihted by revenue) has risen from 3.8 on a five-
point scale to 3.85 (see Exhibit 6). This performence improvement has been accom-
ranied by an increase in the competitiveness of newer carriers’ offerings. AT&T's
lead in overall satisfaction, compared with a veighted average of other carriers’ rat-
lnq‘s, has shrunk from 0.26 on a five-point scale to 0.14.

he IXCs compete not only by cutting price and improving service levels on exist-
ing products, but also by rapidiy introducing new functionality and wholly new serv-
ices (see Exhibit 7). In data communications, IXCs have leapfrogged each other in
expanding the type of service offered. Since ihe mid-1980s, they have moved from
analog to digital, to larger capacities, and then to services that provide more flexibil-
ity in the increments of capacity purchased and the speed with which they can be
made available. The results have been bandwidth on demand and, in 1991, frame
relay services that offer variable and almost instantly available capacity.

In 800 services, a range of comretiwrs have steadily introduced new capabilities
to transform 800 from a set of relatively costly services requiring their own equip-
ment and lines to flexible services that are a seamless part of even small companies'
telecom networks. The process of evolution has been a competitive tit-for-tat. AT&T
innovated in early 1990, for instance, with a service that terminated interstate,
intrastate and Canadian traffic on a single line. Then, later in the year, MCI an-
nounced a service to let customers dictate routing of calls. AT&T came back early
the next year with enhancements to its Megacom service, and then MCI responded
with more network management features.

IXCs have also moved into completely new service areas, such as two types of
videoconferencing. And consumers have seen the introduction of new ways to com-
municate while away from home, including multipurpose credit/calling cards, debit
cards, personal 800 services and low-cost ways to call home from abroad such as
AT&T’s USADirect and MCI's Call USA service. Overall, the pattern of feature and
product introductions shows that 1XCs respond to each other’s innovations in a com-
petitive fashion, and they are doing so more and more quickly across a broader
range of services.

Investment and jobs

Industries without competition tend to see low investment and job growth, with-
out the incentive to compete on cost, service quality and new features, firms avoid
the expense of créating new capabilities and harvest their existing business, Com-
petitive industries are often characterized by the reverse, with significant invest-
ment and job growth, as they create new and better producrts that serve a broaden-
ing range of customer needs.

e record of the past six years shows that IXCs have been major investors in
new facilities, services and R&D. Moreover, their intense rivalry has led to such
substantial investments that they have been net creators of jobs despite their sig-
nificant productivity improvements. Exhibit 8 tracks both measures. Despite the
winding down of the massive expenditures needed to create nationwide fiber net-
works, investment remains at very high levels to fund improvements in efficiency,
new services and still more capacity expansion. As for jobs, AT&T's slight job loss
over the past five years was more than made up by employment gains at other car-
riers, with the major carriers as a group showing 18 percent higher employment in
1992 than in 1988. These numbers understate the employment impact of the indus-
try’s investment activities, since they do not include jobs created at supplier indus-
tries, such as makers of fiber optic cable and network equipment, or at smaller IXCs
and resellers.

Profitability

IXCs are profitable, but no more so on average than firms in other competitive
industries. Exhibit 9 shows the after-tax return on assets for IXCs, which averaged
6.5 percent over the past five years. This level of return has been adequate to at-
tracf the capital the firms have needed to fund service improvements, but IXC prof-
%m%lil}: blapgzears moderate compared to that of a range of other industries shown
n t9.

Exports

Another measure of an industry's level of competition is its success in the inter-
national economy. Less competitive industries tend to be assaulted successfully by
their foreign counterparts, who sell imports to the industry’s U.S. customers and
take away share in export markets. Competitive industries keep imports at bay
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while selling aggressively and successfully in foreign markets. U.S. IXCs clearly
have been highly successful relative to their foreign counterparts. The best single
measure is the enormous imbalance of international traffic, with minutes outbound
from the U.S.—that is, c{:iginated by callers in the U.S.—exceeding the number of
inbound minutes oriE:na by foreign carriers by 180 percent (see Exhibit 10). The
g:r has grown steadily since 1984, when outbound minutes exceeded inbound by
only 60 percent. U.S. carriers have fought fiercely for outbound minutes by aggres-
sively cutting prices, which has spurred demand. Meanwhile the foreign PI7s, who
originate and price inbound minutes and who generally lack domestic competition,
have reduced prices far less a ssively in most cases and now generally have sig-
nificantly higher rates than U.S. carriers on equivalent routes.

Summary

Judfed by the results, the interLATA IX industry is keenly competitive. Prices
have fallen substantially, and attempts to charge higher prices than competitors are
met with pronounced customer defections. Service levels are higher, features are
more varied and useful and customers have grown progressively more rleased.
Rather than harvest their businesses, firms throughout the industry have invested
heavily and created jobs. Profitability has been moderate, and U.S. carriers have
been successful in the international economy. It is difficult to find examples of even
one of these outcomes occurring over a sustained period in an industry where com-
petition is impaired. The presence of so many competitive outcomes is powerful evi-
dence that the IXCs are competing fiercely.

11l. COMPETITIVE BEHAVIOR IN THE INTERLATA INTEREXCHANGE INDUSTRY

The intensity of comggtition in the interLATA IX industry is visible through more
than outcomes. It can be seen through the actions of the competitors and their cus-
tomers. Firms in competitive industries make visibly competitive moves: They cut
prices to steal the march on competitors; they advertise ever more heavily; they ex-
pand their sales forces and/or reach out to place their services before the customers
through new distribution channels and marketing partners; they launch aggressive
promotions to win share; and they introduce new services and features. For their

art, customers in a competitive market regularly re-evaluate their decisions to buy
rom a particular vendor and act by shifting their purchases.

Examination of the actions of IXCs and their customers shows the interexchange
industry to be vigorously competitive. Moreover, a look at another visible element
of industry structure—the growing number and financial strength of competitor
firms—illustrates that competition among IXCs is not a precarious or transient phe-
nomenon. Established competitors have staying power, and newer competitors ar-
rive regularly to bid for their customers.

Competitors® behavior .
Four developments powerfully illustrate the intense rivalry amony 1XCs in recent
years:

1) The proliferation of features and services;

2) a sharp increase in promotions;

3) heavy advertising and marketing competition; and
4) the expansion of selling capacity.

Service and feature proliferation

IXCs have competed vigorously by developing and pushing new services and func-
tions. Examples can be tound in virtually any interexchanﬁe service. In data com-
munications, for example, innovations have come rapidly since the mid-1980s (see
Exhibit 11). In the mid-1980s, competitors worked simply to match AT&T's offer-
ings. By the late 1980s, however, major new product introductions began con&lng at
a one-a-year clip, including fractional T1, bandwidth on demand products and high-
speed packet services such as frame relay.

Not only did the pace of innovation increase, but the identity of the innovators
changed. ere AT&T once led with new services, competitors—often relatively
small ones such as WilTel and Cable & Wireless—began in the late 1980s to lead
the market with new products such as fractional T1 and frame relay and have been
rewarded with high market shares in those areas.

As described earlier, IXCs dramatically raised the rate of new feature introduction
in 800 services during the late 1980s (Exhibit 12). The marketing battle sparked
by 800 portability has intensified this phenomenon; all major carriers have added
features to enhance network management and reliability, along with service-ori-
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-ented changes such as technical representatives to ensure quick responses to net-
work problems.

The development of videoconferencing provides a third example of the rapid “leap-
frogging” that has come to characterize innovation among IXCs. Sprint had the first
commercial success with a reserved public room offer. As shown in Exhibit 13,
AT&T responded with a switched service with new featurcs, but Sprint parried by
adding features and lowering price on its public room offer and introducing its own
switched service. MCI is now entering with a switched service.

Nor have consumer services been left out of the features race. Sprint has at-
umiud to differentiate with billing options such as account code billing; MCI and
AT&T have rolled out speed-dial features and conference services for calling card
users (see Exhibit 14). Voice messaging and voice mail are some of the other fea.
tures recently introduced.

Promotions

IXCs have dramatically increased their promotional activity across most services
over the past three g'enra. Consumer and 800 services provide cogent illustrations.
In the late 1980s, Sprint and MCI played follow-the-leader in consumer services,

Xenerully matching the structure of AT&T's promotions while cutting price under

T&T’s price “umbrella” (see Exhibit 16). As AT&T's own pricing has become more
competitive, however, Sprint and MCI have a}ggressively launched their own op-
tional culli:ﬁ plans, including MCI's Friends & Family, with steep discounts off calls
within a calling circle, and Sprint's The Most. Each was launched with a special
offer, generally aimed at groups with specific calling patterns, and each has been
refreshed and enhanced with new pricing and loyalty programs. They have also
been extended tn include more customer groups, such as Sprint's The Most for inter-
national calling and versions of MCI's Friends & Family for small business cus-
tomers and 800 customers.

In 800 services, the advent of telephone number portability has brought an un-
recedented level of marketing and promotional activity (see Exhibit 16). Even be-
ore the “fresh look” period allowing mid-term revisions to 800 contracts, MCI began

offering customers who switched to its service 100 days free. IXC competitors
matched those terms, and some customers have reportedly received s‘eep negotiated
price cuts of 10 percent to 25 percent. The major carriers have beefed up service
guarantees, often offering partial refunds if performance targets are not met.

Advertising and marketing effort

IXCs have increased their advertising sharply since the late 1980s. In 1989, U.S.
advertising by all carriers totaled $848 million, according to estimates by outside
research firms. Only three years later, it had risen 85 percent to $1.6 billion. This
has taken the industry’s advertising intensity, as measured by the ratio of advertis-
ing expenses to sales, from 1.7 percent to 2.7 percent, a level seen in highly competi-
tive retailing industries but not equaled by many providers of business or consumer
products (see Exhibit 17). Most of this advertising effort, it appears, is aimed at in-
creasing the information available to customers, which clearly increases the level of
competition by lowering customers’ costs of evaluating alternatives. As for other
marketing methods, it is clear even to casual observers that the major carriers also
spend huge amounts on telemarketing and direct mail.

Investment in selling channels

IXCs have invested heavily in expanding the scope and intensity of their selling
efforts. Just as excess carrying capacity si‘ves competitors incentives to compete for
share to raise utilization levels, adding distribution capacity helps ignite and sus-
tain the competitiveness inherent in production overcapacity. All carriers have
added to their sales forces, with AT&T, for instance, nearly doubling the size of its
sales force for small business customers in 1991. The industry’s distribution is being
revolutionized by the explosion in the use of outside distribution partners, especially
by MCI and Sprint in consumer services. MCI, for instance, has arranged partner-
szl s with American Express as well as GM and several airlines, among others (see
Exhibit 18). These new channels are adding tremendously to the competitiveness of
the industry by increasing the ease of customer contact with carriers (thereby lower-
ing the cost of switching) and raising the number of potential selling opportunities.

Customer behavior: churn and market share

Adbvertising gives customers information and encourages them to use it to switch
carriers. Promotions make the economics of switching more attractive to customers,
and broader selling channels make the switch easier to execute. Yet one must exam-
ine the daily tug-of-war for market share to determine the degree to which cus-
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tomers are persuaded by these efforts, and indeed a look at the data confirms that
customers are switching among carriers at a very high rate.

Overall, customer churn and market share fluctuation illustrate three aspects of

© & competitive market: First, that customers feel free to change and are not impeded
either by ignorance or switching costs: second. that changing improves customers’
welfare, meaning that a competitor has made them an offer that is superior in price
or value; and third, that firms are indeed competing for-customers’ dollars rather
than resting contentedly with their lot. As Exhibit 19 shows, market share actually
fluctuates substantially on a quarter-by-quarter basis, indicating that the marginal
customer is hotly contested. Between the third quarter of 1992 and the first quarter
of 1993, for instance, nearly two percentage points of share moved into AT&T's com-
petitors and then back out again, the summed effect of millions of individual cus-
tomer decisions. Residential consumers can be particularly fickle, especially the
higher-spending consumers that account for a disproportionate part of the IXCs' res-
idential revenue. During 1992, AT&T's chum in consumer services—measured as
the percentage of revenue that changed from another carrier to AT&T or vice
versa—was 19 percent, high by the standards of any industry and indicating that
consumers have the information and disposition to shop aggressively for the best of-
fers. Nor has the churn been limited to consumer services. Each year a significant
number of large business customers shifts the bulk of their long distance purchases
from one carmer to another. Exhibit 20 shows a sampling of those who have left
AT&T in recent years; the number of changes is still higher if we include the signifl-
cant number who left competitors for AT&T.

The partial information available to date on 800 portability indicates that it has
enormously increased customer mobility. AT&T has won 10,000 new accounts to
date, but those gains must be weighed against losses to MCI, which says it has won
$170 million in additional annual revenue;? and Sprint, which had won 15,000 new
accounts at most recent count.

Finally, complicating the picture and raising the level of competition across all
services is the entry of new players, who ensure that share is not simp:y traded by
incumbents but is taken by new entrants who need it to grow. WilTel, for example,
h;gs built an estimated 6 percent share in private line services since its entry in
1985.3

Number and strength of competitors

A third and related symptom of competitiveness is a large and lncreasie? number
of financially strong competitors. In 1987 and again in 1990, I concluded that the
economics of the industry will continue to attract potential entrants, that these en-
trants will be able to fund and execute network construction and that, once having
entered the market with particular ser -zes, they will seek to use their spare capac-
ity by expanding into other services. Eventa have continued to show the validit& of
these predictions. Competitors are stronger and more numerous than ever, and they
are likely to become even more so.

When 1 examined this issue in 1987, many observers viewed the financial health
of Sprint and MCI as questionable and their futures as precarfous. 1 argued that
both were in fundamentally sound financial health. At the time. both companies
were in the midst of major, one-time cash outlays for network construction, but 1
argued that once these projects were complete, their networks would be able {0 gen-
erate ample cash flow to pay back the investment and fund future growth. This has
proven to be the case. Both MCl and Sprint have strong profit and cash flow, as
shown in Exhibit 21. The range of financial measures included in Exhibits 21 and
22 indicate that newer entrants’ sales, profits and, most notably, cash flow have
grown at a faster rate than AT&T's. Their long-term bonds are rated as investment

de, giving them wide access to debt ﬂnancinE. and the stock markets have shown
aith in their future by rewarding them with higher stock price appreciation than
AT&T (Exhibit 23).

MCI, moreover, has access to resources on a global scale through alliances with
foreign carriers, especially the dominant British carrier, British Telecom. The BT

. arrangement, annocunced in June, dearly enhances MCl's strntegic flexibility in the

‘ U.S. as well as abroad. Among other provisions, it includes a $4.3 billion investment

BT for 20 percent of MCI equity; a joint venture capitalized at $1 billioh to pro-
de enhal services to international companies; and possible collaborationin

7’Shennon Lehman Brothers Inc., “U.S. Telecommunication Servives—Industry. Report,” June
17, 1993, p. 8.

'Noﬂhg'n Business Information, Dossier, U.S. Telecommunications Service Markets/Long
Distance Markets, June 1993.

HeinOnline -- 20 Bernard D. Reams, Jr. & William H. Manz, Federal Telecommunications Law: A Legislative History of the Telecommunications Act of
1996, Pub. L. No. 104-104, 110 Stat. 56 (1996) including the Communications Decency Act 123 1997



124

international calling cards and multimedia services. The BT agreement alone should
erase any dm_lbts about MCI's seriousness as a competitive force.

In n;i earlier reports I also challenged the notion, then given wide currency, that
the high capital cost of nrew networks would prohibit the entry and growth of addi-
tional competitors. 1 ed that new competitors could enter as resellers, construct
-regional facilities and then either build or merge them into national players. in,
events have shown that entry barriers were not insurmountable. Exhibit 24 shows
the growth in the number of s with truly national scope, measured by their pur-
chase of equal access in 45 or more states. In 1992 alone, the number of such firms
rose by 50 percent, to nine. ALC/Allnet, to cite one example, followed the reseller
to regional to national approach by merging with other regional operators. At the
international level, Sprint and MCI have attained parity with ATE?I‘ in the scope
of their international presence, as Exhibit 25 shows.

Moreover, no evidence proposes that these entry paths have closed in the inter-
vening years and abundant evidence suggests they have not. LDDS Communica-
tions—which had only $110 million in revenues in 1989—obtained capacity and
scale by merging with smaller regional resellers and facilities-based carriers. Last
year its revenues exceeded $800 million, and this year, with the proposed merger
Erlﬂﬂ:ibl:{e;gmedia and Resurgens, it is poised to create another national carrier (see

WilTel showed there is another approach to surmounting entry barriers, combin-
ing a reseller strategy with construction of fiber links along right-of-way already
owned by its pipeline affiliate (see Exhibit 27). Despite its initially small scale, it
quickly established itself as the low-ost competitor in its initial product area, pri-
vate line. WilTel also demonstrates the power of another dynamic: While firms may
enter the industry with a narrow product focus—like WilTel in private line—they
show strong tendencies to broaden their scope of products, thereby increasing com-

tition out the industry. WilTel added switched services and frame relay.

print and MCI started as voice providers but rapidly moved into data.

IV. INDUSTRY STRUCTURE

The intense competitiveness of the interLATA interexchange industry over most
of the past decade is the direct result of an underlying structure. This structure not
only. makes its competitiveness nelf-sustaining but suggests that it is likely to con-
tinue to increase over time. An industry’s competitiveness is determined by the in-
tensity and interaction of five forces. Direct rivalry among competitors is only one .
of those sources. Low barriers to entry allcv' new firms to enter an industry and
stimulate incumbents to respond vigorously to avoid loss of share. The development
of substitute products encourages firms to lower prices and/or improve product offer-
ings. Powerful buyers create the same effect by playing competitors off of each other.
And powerful suppliers force firms to bid vigorously for inputs they control.

As | describecf and documented in detail in my first study, and reconfirmed in
1990, the most important factors determining the interexchange industry’s self-sus-
taining competition are the factors accounting for high degrees of rivalry and buyer
power, along with serious threats of new entry and, in some portions of the market,
a significant threat of substitutes. The data outlined above clearly show that these
same forces are even more actively at work in 1993 than in 1990.

The FCC's reviews of the industry’s competitiveness have focused on a somewhat
narrower subset of these factors: the supply capabilities of participants, demand
elasticity, buyers’ negotiating power and barriers to entry. Even judged against this
narvower set of factors, the industry remains and will continue to be highly competi-
tive.

Supply capabilities

The industry is characterized by even more capacity and lower utilization than
in 1987 or 1990. This would be true even without any new entrants, since the major
firms have continued to invest (see Exhibit 8). Yet new players have continued to
enter and to build new facilities to reduce their dependence on capacity purchased
from their r competitors. WilTel, for instance, has kept its capital spending at
high levels; LDDS, in addition to buying existing capacity through its mergers, is
investing at its highest rate ever. ’

Nor is the capacity overhang likely to recede in the foreseeable future. Advances
in the electronic equipment that generates the light signals carried by fiber are ex-

to double a:innl capacity at yearly intervals without new cable. Moreover, as
explained earlier, there is no evidence that the entry of new firms—and their capac-
ity—will slacken in the future.
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Demand elasticity

Anecdotal evidence as well as econometric studies suggest that the industry’s de-
mand remains hi&hly elastic. Unit growth has continued at high levels as prices
have fallen over the past few years. A broad crossection of analysts has attempted
to measure the industry’s elasticity (see Exhibit 28). Their efforts have pmduceg es-
timates ranging from —0.72 to —0.35. This indicates that, generally speaking, cus-
tomers will respond to a 10 percent price reduction by raising their unit deman
by 3.5 percent to 7.2 percent. More important, however, is the elasticity of deman
faced by each firm in the industry. Given buyers’' high levels of information, and
their eagerness to evaluate and change carriers, the elasticity facing an individual
firm is several times that facing the industry as a whole, giving carriers a powerful
incentive to continue to lower prices. )

Negotiating power of buyers

Bt\z:rs’ negotiating power is compellingly confirmed by the high level of customer
switching described earlier. Clearly, buyers in 1993 have at least as much negotiat-
ing power as they did in 1990, and they are considerably more likely to exercise it.
Business buyers grow ever more sophisticated with the appointment of technically
proficient, professionally trained telecom managers with a charter to reduce trans-
mission expense. An increasing share of the market is controlled by network
outsourcers who resell capacity and network management services, gaining tremen-
dous volume and knowledge and an incentive to use it to bargain down their tele-
communications costs. Private construction and operation of networks remains a
viable option even for many medium-sized business customers, and portability of
800 numbers have opened a floodgate of carrier changes among business customers.
Meanwhile, consumers have become more powerful, too. Carriers have spent billions
educating consumers to compare prices and switch carriers to save. Through pro-
motions—payment of switching fees and free credita—the carriers help erase switch-
ing costs. Consumers today are more price-sensitive, less brand-loyal and more like-
ly to change carriers than ever before.

Barriers to entry

1 noted earlier in this report the continuing ability of firms to enter the
interexchange industry and grow into major players within a brief period. The entry
barriers to the interexchange business are no higher than they were in 1987 or
1990. It remains possible to enter as a reseller with ease; capital requirements are
minimal, access to distribution can be simplified with a tight market focus, technical
skills are widespread and technology is available off the shelf. Once inside the mar-
ket as a reseller, a firm can invest in owned facilities and expand into other areas
and services. Sometimes this involves organic growth (as with WilTel through much
of its brief history), but it need not; regional carriers can link up with their brethren
elsewhere, creating, through mergers, multiregional and national players. Either
way, the inflow of new firms suggests that more major players will emerge over
time, reinforcing the industry's structural tendency toward high rivalry.

V. CONCLUSION

The interLATA interexchange industry remains highly competitive. This competi-
tiveness is not restricted to certain services, such as outbound calling, or certain
customer groups, such as large businesses. It cuts across services and customers,
a tendency dictated by the fundamental economics and technology of interexchange
telecommunications: Networks can be adapted to multiple uses, so that if one car-
rier finds it profitable to provide certain customers with certain services, others can
and will follow. These network economics would be enough by themselves to create
a competitive market, but they are reinforced by the tendency of increasinﬁ:l‘y edu-
cated buyers to shop aggressively and me carriers ofl against each other. Finally,
the continued entry of new firms provides more opportunities for buyers and creates
incentives for competitors to vie even more fiercely for ehare. These characteristics
of the market were apparent even six years ago and are even more salient today.
Nor does the future promise any slackening of competition. Capacity additions con-
tinue despite unpanfleled overcapacity. Buyers grow ever more eager and effective
in shopping for price and service quality, abetted by carriers’ huge e nditures on
advertising and promotion. Looking at the record of recent years, | feel confident
in concluding that this highly competitive market is structurally inclined to becomme
even .nore 80.
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EXHIBIT 1
INTERLAYA INTEREXCHANGE CARRIER PRICING HISTORY

TARIFFED BASIC-SCHEDULE PRICE OF FIVE-MINUTE
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EXHIBIT 2
AT&T PRICING HISTORY
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EXHIBIT 3
ATA&T PRICING FOR SELECTED SERVICES
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SOURCE: LONG DISTANGE MARKET SMARES, FCC, JUNE 1553

Ppp—— Ty,

EXHIBIT S
OVERALL MARKET SHARE
SHARE OF LONG DISTANCE REVENUES B8Y CARRIER BY QUARTER, 1984 - 1993 (Ol)

8 8 8 R 8 8 ¢ 8 R ¢
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EXHIBIT 8
CUSTOMER SATISFACTION

OVERALL CARRIER PERFORMANCE
FOR DATA COMMUNICATIONS SERVICES

3.9
r“rl'l’ /
Aversge of afl carriers
RATING oo
LA
suvquen -..oucuu.
3.74 Pid l ®sescsccnces®”’
',v'_ Aversge of non-AT4T carriers
o’
.
u""
38}’
35 v
1990 1991 1992 . 1993

Note: Respondents were asked to rank on @ scate of 1 to § (1 » Poor, S = Exceilent)
thelr satistaction with carrier services. Aversges are weighted by overall
from te services. Aversge number of respondents
s 587.
SOURCE: DATA COMMUNICATIONS MAGAZINE ANNUAL SUBSCRIBER SURVEY
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EXHIBIT?
INNOVATION
1080 1953
N 4
Dogzwpm * standardiz °
. Fder . e
Network ¢ deployment ol FASTAR  ISDN
Technology . (ATAT)
New tion
® of wicher. e
) (ATA'
« DSO (56784 Kbps) T3 (45 Mbps) * Bandwidth-
et . . gmmnd
on o T1 (1.5 Mbps) o Fractona! T1 w“'"
Services « Swiched 58 oA oF 113
digital service tafiure detection
and reroubng
. gggam ne © 800 service . 'Dnct Custorner
(1967) nes Pre-
800 Services * information
services
» 800
porabiiity
«SON * rocptont
deployment fax network
Outbound nyoduced
Services * Satelite-based o Land based, Mgh « Land-based, low
Mmukipoint speed multipoint spoed muftipoint
) 9 0
-— « Magretic stri Prepeid card
catng card ® : Voice card trial
o Fraquen fer
aftiated caMi « EasyReach
card " 700
o Braiie card (ATAT)
Dua credit and
Consumer ‘ cating card
Services o In-language
catng card
« OCP cafing
card
o Voce
messaging.
conisrance dn
targ

SOURCE: YANKEE GROUP; DATAPRO INFORMATION SERVICES

HeinOnline -- 20 Bernard D. Reams, Jr. & William H. Manz, Federal Telecommunications Law: A Legidlative History of the Telecommunications Act of
1996, Pub. L. No. 104-104, 110 Stat. 56 (1996) including the Communications Decency Act 133 1997



134

EXHIBIT 8
CAPITAL INVESTMENT AND EMPLOYMENT

§é
f

|

CAPITAL —
EXPEND Sprim —

4000
TURES
(MILLIONS 300, e wct /
DOLLARS)
20004
ATAY
«ml
908 1909 1990 1 "=
PERCENT
CHANQE
1804
1804 Others 108.1%
=SS
1 s
120,

euptovmeny VO ——— uc T8.0%
(THOUSANDS) g0t

$04
404 (8.6%)
204 ATAT

0 — v

1988 19089 1990 19991 1992

Nots: ATAT figures are for Communications Services only; Sprim figures include
flong distance only for capial expenditures, dut corporsts totat for
employment |

SOURCE: ANNUAL REPORTS: STANDARD & POOR'S COMPUSTAT SERVICES:

ATAT FORM M

HeinOnline -- 20 Bernard D. Reams, Jr. & William H. Manz, Federal Telecommunications Law: A Legidlative History of the Telecommunications Act of
1996, Pub. L. No. 104-104, 110 Stat. 56 (1996) including the Communications Decency Act 134 1997



135

EXHIBIT®
AVERAGE PROFITABILITY OF IXCs

WEIGHTED AVERAGE RETURN ON
ASSETS FOR U.S. IXCs, 1088-1992

10
84
84

PERCENT
44
24
1988 1989 1990 - 1991 1992
FIVE-YEAR AVERAGE ROA, 1988-02, FOR SELECTED INDUSTRIES

104 9.6 '

8
PERCENT
‘1
3.0
2 20
e ]
Apparel & Food & Computer Motor
Other Finished Kindred & Oftice Vehicies &
Products Producta Equipment Car Bodies
QGraln M Motor Vehicle  De Pértume,
Products Parts, Suppliers ores Cosmetics,
Tolletries

SOURCE: STANDARD & POOR'S COMPUSTAT SERVICES; ATAT FORM M
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EXHIBIT 10
EXPORT PERFORMANCE

TOTAL SWITCHED MINUTES
INBOUND TO AND OUTBOUND FROM U.8.

ANNUAL
PERCENT
QNOWTNH

>

24

oJd 130w

..1%

1984

1988 1988 1987 1988 1080 1990 1991

SOURCE: PCC, STADIATNICE OF COMMUNICATIONS COMMON CARRIERS

1992
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EXHIBIT 12
EVOLUTION OF 800 SERVICES THROUGH 1991

m:‘f! of SERVIE OESCRIPTION
. « Original 800 sorvice
Janusry 1987 « ATAT 800 Service ~Can be sacessed from other Countries via
USADvect Service

« | » Tot-tree, inbound service
« 800 Bwiched WATS Termination (WAL)

. + MGl 800 Service ~800 Dedicated Temination (DAL)
«~ 800 Common Business Line (CBL)
o Uses exisong locat ines
December 1887 © ATAT 800 Resdytine «Handles up 10 500 hours of INbound catiing per
month
o T e and C
Aprit 1990 © ATAT 800 Maswrine Service mmm-mwunwon
= Eimingies need for hree dedicated nes
August 1990 o MC) 800 Configuraton Management « Direct customer imeriace 10r routing
o For oustomers with 10 or more nes and over 430
hours of usage per month, Optonal
onhgnoements
Pobruary 1981 ‘| « AT&T Megacom 800 Bervice .m.aubmwmno
: A cah
= Automatic humber identtication
Fobruary 1991 « ATAT 800 INformaton FOrwardng=1 | o Order-miung servics for businesses
March 1991 « MC! Enhgnosd Cafl Router Feature o Network-Dased caf router
199 o ATAT CustomNet Bervice * Douigned for customans with muple locatons

=Usape is combined for volume ducounts

o Fnhanoed features for use with basic ATAT 800
Dervice,

March 1991 o ATBT Advances 800 Service B0 P yane . Megscom 800

= Voraatity In rumbenng 8¢ roUtng schemes
» Targats companies with iess than three hours of

September 19914 o ATAT Surterine toh-1:00 Calts per month
= Rated over reguiar phone lnes

« Capsbitfty 10 8¢t D Dre-recorded questions that
Decomber 1991 o MC! Survey caners 9CCA8E LENG an 800 NUMbet

SOURCL: DATAPRO INFORAMATION SERVICES
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EXHIBIT 16

CARRIER RESPONSES TO 800 PORTABILITY

CARRIER

FEATURE / SERVICE INNOVATION

MARKETING RESPONSES

AT&T

o 800 Never Miss a Call Guaranteo
» Custom Traffic Manager

o On-line Calt Detail Manager

o Signature 800

» 800 Readyline Plus

o 800 Mastertine Plus

e Megacom 800 Plus

o 800 CustomNet

« Spent reported $75MM on
marketing campaign to retain
current accounts

mct

o Fresh Look Guarantee
o 800 MultiManager

¢ MCI Traffic View

o 800 Guarantee Plan

o Friends & Family 800

¢ Launched $10MM 100-day T.V.
campalign reported

o Spent reported $45MM 1otal in 80O
campaign to gain customers from
AT&T

Sprint

o Secure Carrler Diversity

o Secure Satistaction Guarantee

o Site-RP (Sprint Interface to an
Extemnal Routing Prccessor)

o Clarity Call Center

e 800 Calt Director

o 40 seminars held for users,
analysts and dients through
summer of 1992

« Deployed team of 50-60 people in
800 sales effort

Other

o Cable & Wireless, Metromedia
and WilTel began offering
nation-wide service

o Enhanced features included
Westinghouss Communications
billing, cal! accountabllity and call
management

o PacBel! became first RBOC to
offer long distance toll-free

o Alinet successtul at gaining new
customer data bases
- Won Call Home A.nerica
customer base from MCI

Note:  Advertising sxpenditures from Report on ATAT May 10, 1993 and Washington Post November 5, 1992
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EXHIBIT 17
INTEREXCHANGE CARRIER ADVERTISING EXPENDITURES

LONG DISTANCE ADVERTISING AND PROMOTION EXPENDITURES,

1986-1992 (EST.) caan
16004 1.0%
14004 1
1200 2%
miLUONs 19991
OF 800-
DOLLARS o
4004 1223%
200
o v - v v
1986 1987 1988 1989 1990 1991 1092
L
SOURCE: COMMUNICATIONS TRENDS / SIMBA INFORMATION (E. )
LONG DISTANCE ADVERTISING AND PROMOTION EXPENDITURES
« AS A PERCENTAGE OF SALES, 19861992 (EST.)
44
PERCENT
0 . — v v
1986 1987 1988 1989 19% 1991 1992
(Est)

SOURCE: COMMUNICATIONS TRENDS / SIMBA INFORMATION; ATAT FORM M;
STANDARD & POOR'S COMPUSTAT SERVICES
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EXHIBIT 18
NEW DISTRIBUTION CHANNELS
DATE
CARRIER |  PARTNER PROGRAM PRODUCTS BEGUN
« 5% of all caling appiied towards purchase of | ¢ Disl-1
« General Motors Gunhldow o0+ w92
« Extra 5% oft MCi charpes biled 0 credit card | « 800
* 15 mimnes of free GiSIENCe every month i
o Ciband in which use Cltibank Visa *Disl-1 1m2
o Annual fee weived ¥ customer remeing o0
presubscribed with MCL
o Al MC1 islecom usage appled towerds free
‘Annn" os«&::ummvm * Al MCl usage 189
« Extra mie i charped through Cltbank
-]
« At MC! tolecom usage applied towerds free
o Northwest mileage
Auines » Onve WorkdPerks mile phus 4 bonus mies for | * A% MC! usage d
@very dolar spent
o College students enroliad in Connect Plus
o American receive 30 minutes of long distance free for | |, caning card 1991
Express ©One year and $3 of credit on sach of 12 bitls
after enroliment
.umfmonucr-mmhuo»
Celutel customers
« Colutet o0 ' MCH in markating ds to « Alt MCl usape 28
Celutel's business customers
« Visa cardholders from three Korean banks
°Visa unuuVuurdslocnmmlmmml 'm %2
fong distance calts from the U.
'mz" » Connect Plus, as detalied above o Cafiing card 1991
Sprint « An Asian American Association wil market | * The Most
* hsan American Sorn products and services © Asian o Sprint Workd 2%
communities in nine U.S. cides « Sprint FONCARD
oDhoo:monSvaurvloamhbbw
Celutsl customers
o Cetutel ..s&;mwcumtmmmw-m'sum o A Spant usage b
orts

SOURCE: ATAT; PR NEWSWIRE; LONG DISTANCE LETTER
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EXHIBIT 18
MARKET SHARE SHIFTS

CHANGE IN MARKET SHARE
FROM PREVIOUS QUARTER, 19921983

04

PERCENTAGE
POINT
CHANGE

-14 .

-2 v v
Q2 Q3 Q4 Q4
1992 1993

SOURCE: LONG DISTANCE MARKET SHARE, FCC, JUNE 1993
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EXHIBIT 20
SWITCHING FROM ATAT BY SELECTED BUSINESS CUSTOMERS

ran | A Careon. | cowemon
o Apple Computer ¢ Sprint
o Greyhound Lines, Inc. e Sprint
1989 ¢ Grubb & Ellis o Sprint
o Mertill Lynch o MC!
e PopsiCo e Sprint
¢ Sears, Roebuck o Sprint
¢ CBS * MCI
o Chrysler o MCI
o Clticorp e MCI
e General Elsctric e Sprint
1990 e Housshold intemational o MCi
o Mobil Oil o MCI
o Neiman Marcus o MCI
¢ Reynolds & Reynolds e Sprint
o Rockwell e Sprint
o Shawmut * MCI
e Aetna o MCI
o Circuit City Stores o MCI
o General Electric o MCI
1991 o Silicon Graphics o Sprint
e United Stationers s Sprint
o Unocal e MCI
e 2ale Corp. o MCI
¢ American Greetings o MCt
¢ Challet Susse e MCI
¢ Holiday Inn o MCI
1992 s Kroger Co. ¢ MCI
s Maytag Corp. s MC!
e McDonnell Douglas o MCI
e North Amaerican Philips o MCI

SOURCE: PRESS REPORTS
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EXHIBIT 21

FINANCIAL PERFORMANCE OF IXCs

SALES OF SELECTED TELECOMMUNICATIONS COMPANIES
DOLLARS (MILLIONS)

COMPANY 1988 1989 1990 1991 1992 CAGR
ATAT 35.276 34,277 33,534 33.926 34,992 0.0%
MCi 5137 6471 7.680 9,491 10,562 19.8%
Sprint 3,405 4,324 5.065 5388 5,658 13.5%
ALC/ Alinet 394 334 326 347 376 (1.2%)
LDDS 20 109 154 263 800 151.5%

NET INCOME OF SELECTED TELECOMMUNICATIONS COMPANIES
DOLLARS (MILLIONS)

COMPANY 1988 1989 1990 1991 1932 | CAGR
ATAT 1,689 1.947 2197 | 1908 2,118 5.8%
Ml 346 558 299 551 607 15.29%
Sprint (388) 156 99 195 198 N/A
ALC / Allnet 299) | @13 | (19.) 5.3 20.8 N/A
LDDS (1.7) 08 9.7 17.7 (5.9) N/A

CASH FLOW* OF SELECTED TELECOMMUNICATIONS COMPANIES
DOLLARS (MILLIONS)

COMPANY 1988 1989 1990 1991 1992 CAGR

| ATET 4,005 5,124 5,067 4,970 4318 1.9%
MCi ) 1,258 1,042 1.297 1,452 12.6%
Sprint (41) 650 693 879 898 N/A
ALC/ Alinet (11.9) (8.7) (78) ~ 13.6 248 N/A
LDDS (0.6) 10.7 19.2 334 53.7 N/A

* Cash flow defined as Net Income and Depreciation
Note: ATA&T figures include C lons Services onty; s?vlnl Includes Ion%dl-unee on
SOURCE: ATAT FORM M; STANDARD & POOR'S COMPU;TA SERVICES; ANNUAL REPORT
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EXHIBIT 22
FINANCIAL PERFORMANCE OF IXCs

RETURN ON AVERAGE ASSETS OF SELECTED
TELECOMMUNICATIONS COMPANIES

Py [ATAY (o000,

PYY I .u..."’-.-..
5 MCI =2 pnee®”’ e
?{ (pDS R
-1 . ‘... \
PERCENT 0

—‘J K

-7 ALC/ Alinet s
-104 o
=131 t“i“‘\“‘..“'.
=16 _qesensstt . v .

1988 1989 1890 1991 1992
Note: ATAT figures include Communications Services only; Sprint includes
long distance only
SBOURCE: ATAT FORM M; STANDARD & POOR'S COMPUSTAT SERVICES;
ANNUAL REPORTS
RETURN ON SALES OF SELECTED
TELECOMMUNICATIONS COMPANIES
MCH
a‘.-.....j-"".. .,
T
3 o s
—joo et \
PERCENT 2] ot
S ALC/ Alinet
=74 .q-s\.s.s\\a-‘\ss‘\.\‘a
-12

1988 1989 1990 1991 1892

Note: ATAT figures include Communications Services only; Sprint includes fong distance
only; RUS {s net income / sales.

SOURCE: AT&T FORM M; STANDARD & POOR‘é COMPUSTAT SERVICES; ANNUAL
REPORTS
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EXHIBIT 23

STOCK PRICE PERFORMANCE AND BOND RATINGS
OF INTEREXCHANGE CARRIERS

STOCK PRICE PERFORMANCE OF SELECTED
TELECOMMUNICATIONS COMPANIES, 1987-1992

800+ ¢!
’
\ o’
4004 [} \ o
l' 8prin' o~
INDEX 3004 print 'y
(19872100)
2004
1004 <. o
“\\\\ ALC/ Alinet—=ar*
\\sc.-.st\“"
0 v - v v
1987 1988 19089 1990 1091 1992 August 30,
1993
SOURCE: STANDARD & POOR'S COMPUSTAT SIRVICES: WALL STREET
JOURNAL
STANDARD §. POOR'S BOND RATINGS OF
SELECTED TELECOMMUNICATION COMPANIES, JULY 1993
COMPANY BOND RATING
ATAT AA
MCI 888-, BBB
Sprint BBB-, A-
ALC/ Alinet . B~
The Willlams Companles . bBb- _
Nots:  The Witiame Companiss includes WIIT Westernt Oroup, Wittiame Naturel Oee
SOURCE: m‘m&n s:‘v:'v'u'c'l'a'“ Line Company
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EXHIBIT 24

S
\\\\\\\\\\\\\\\\

DOMESTIC GEOGRAPHIC SCOPE OF INTEREXCHANGE CARRIERS

(50),
of the Telecommunications Act o

Decency Act 150 1997

Altnet (49), AT&T
ionsLaw: A Legidative History

oqual access:

1990
Metromedia (50), Oncor Communications (48),
FCC, MARCH 1
ing the Communications

1938
less (46), LDDS (48), MC) (50,
.:I‘n'o)l(“) el =0
Stat. 56 (1996) includ

* Carriors and number of states In which purchase

Cable & Wire!
(49),
Nots: of

Jr. & William H. Manz, Federal Telecommunicat

. Reams,

1996, Pub. L. No. 104-104, 110

Bernard D
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EXHIBIT 28

ELASTICITY OF DEMAND FOR INTERLATA IX SERVICES

ANALYST SOURCE - seGMeNT |ELASTICITY
Alexander Belifante,
Jerry Hausman and ;(:c :';gg'(w‘:;)'m“' industry 055
Timothy Tarditf v p.
Clted by Jaln-Shing A.
Chen and John 8.
Watters in “Estimating
Larson and John S. Telephone Usage
Watters, Southwestern Elasticities: A Shares Intral ATA =0.44
Bell Telephone Equation System
Approsch” Applied
Economics, 1992 (p.
1219)
Tochnical Staff, Statistics | A20ICAIODAYS
Research Group et Bell Special Reference 10 InterLATA ~0.353
Communications Telecommunications
Research Demand (p. 205, Table 2)
William E. Taylor and
Lester D. Taylor, National Post-Divestiture Long
Economic Research Distance Competition In
Associates, Inc. and Ma InterLATA -0.63
Depariment of 1993 (p. 188) y
Economics, University of P.
Arizona,
“Interstate Switched
Access Demand
Joseph Gatto, AT&T Analysis” Information interLATA ~0.72
Journal, 1988
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Senator METZENBAUM. Thank you, Mr, Allen,

Senator Thurmond, do I understand that you had one question?

Senator THURMOND. Thank you very much. | have anothet en-
gagement, and I appreciate your courtesy.

r. Allen, welcome.

Mr. ALLEN. Thank you.

Senator THURMOND. The written testimony of Ms. Steptoe of the
Federal Trade Commission points out that nonhorizontal mergers
may be anticompetitive by eliminating potential competition, Could
zou please address this issue bf' discussing whether AT&T could

ave directlfr entered the cellular market without acquiring the
largest cellular company?

r. ALLEN. Yes; we looked at a number of different ways that
we could enter the cellular market and we made the business judg-
ment that this was the quickest and the most efficient way and,
most importantly, it was the manner in which we could stimulate
competition in this marketplace the fastest. There will be addi-
tional competition in the future as other spectrum allocations are
made and have been made to other potential competitors, but in
terms of real-time, early competition we felt that this was the best
avenue for us.

Senator THURMOND. Mr. Allen, please explain your plan to bun-
dle cellular and long-distance services, and discuss whether you ex-
pect this bundling to put pressure on other cellular or long-distance
companies to offer comparable services,

Mr. ALLEN. Well, we have not made market judgments. We are
not even absolutely certain the merger will be approved and we are
in the very early stages of discussing relationships between the
company and getting through the premerger hurdles with the var-
ious regulatory bodies.

Having said that, it would be my opinion, without being expert
in the marketing area, that one of the very stimulating competitive
approaches for businesses which are separately competitive is to
bundle offers that are aYpealing to customers. Customers are not

- required to accept bundled offers and to the extent that, if this
merger is approved, AT&T and McCaw make bundled offerings in
the marketplace, that would not be the only way customers could
purchase those services. They could purchase them separately and
independently and, of course, if they don't like our bundies or our
separate offerings, they can always go somewhere else.

enator THURMOND. Mr. Allen, what degree of competition with
the local access carriers do you believe should occur before it would
be appropriate to lift the Modification of Final Juthg-ment restric-
tions on the regional Bell operating companies, and do you see this
level of competition with tﬁe local exchange eventually being pro-
vided by cellular service or by cable companies offering telephone
service or in some other way?

Mr. ALLEN. Well, the great hope for AT&T, and 1 think for con-
sumers in this country has been and would be that the cable com-
panies would be the most likely competitors to the local exchange
companies for local exchange service, and we continue to hope and

: believe that will be the case.

In a separate hearing before another Senate committee, we were

asked if we would provide criteria for determining when competi-
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tion exists in the local exchange. It is a challenging task to do so,
but let me, if I may, just quote the metrics that we submitted in
that context. First, there would be no application for elimination
from the restrictions or for petition into the interLATA business for
7 years, which would permit the RBOC's sufficient time for upgrad-
ing and opening their networks to competition.

econd, 100-percent implementation of open network and num-
ber gortability specifications would be made; that is, the entire net-
work of a local exchange company would—or all of their customers
would have open network and number portability.

Third, 756 percent of the subscribers in a particular telephone
company’s territory would be able to obtain local exchange and ex-
change access service from two or more providers at cost and qual-
ity comparable to the telephone company; that is to say you would
have at least a choice of one other. .

Finally, the real test of competition is not just whether choices
are available, but whether customers make those choices. At least
30 percent of those subscribers must actually rely on alternative
providers. We believe that those are criteria which would dem-
onstrate that competition does exist.

Senator THURMOND. Mr. Allen, you emphasized in your written
testimony that long-distance services are highly competitive, and
submitted a study showing that long-distance companies are mak-
ing only average profits. If this is true, why are the regional Bell
corl\r}panies s0 eager to compete in long distance?

r. ALLEN. Well, Scnator, with all due respect, I think you would
have to ask them because they are full participants—some would
say more than full participants today in the long-distance market;
that is to say that 40 cents of ever{ ollar we collect from our long-
distance customers we pay to the local telephone companies for ac-
cess. Not only are they full participants in that sense; we are their
largest customer in that regard, represent something on the order
of 20 percent, on the average, I believe, of their total revenues. In
many cases, our studies indicate that those access costs produce up
to and as much as 110 percent of their total profits for the whole
enterprise. That differs from place to place.

So I find it as puzzling as your question seems to suggest as to
why they would want to enter the long-distance market in any
other fashion. I would love to have that kind of business and those
kinds of margins.

Senator THURMOND. Mr, Chairman, thank you very much. Thank
you, Mr. Allen, for your appearance.

Mr. ALLEN. Thank you, Senator.

Senator THURMOND. I have another engagement, Mr. Chairman,
that I have to go to, but I have a few questions for Mr. Cooper and
Mr. Schwartzman, that I would like them to answer for the record.

Senator METZENBAUM. Thank you very much. We will provide for
that. Thank you for being with us.

Mr. Allen, I think you have covered this, but I want to just go
back to it for a moment. One aspect of your proposed merger with
McCaw Cellular is particularly troubling to me. As the Nation's
largest long-distance phone company, this merger would put you in
the position of potentially reducing lonﬁ-distance competition by
connecting McCaw’s mobile car phone calls automatically into your
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long-distance company. Would you accept free choice of phone car-
riers, nondiscrimination and equal access as apgropriate conditions
of your merger and as ongoing regulatory policy?

r. ALLEN. Mr. Chairman, we believe that choice and competi-
tion should be the guidelines and the rules in this business, and
as I think we have stated publicly before, but I want to make very
clear here today, we have volunteered the fact that we would ac-
cept those conditions, and wholeheartedly so.

enator METZENBAUM. You state in your testimony that AT&T
does not intend to become a local telephone company. However, by
attempting to merge with McCaw, which provides mobile car phone
service in local markets, you will certainly be positioned to provide
local J)hone service. If you begin to compete for local phone service,
would you be willing to abide by a{’l the open network non-
discrimination rules that you suggest the Bell companies follow?

Mr. ALLEN. We have nho intention of doing so, gut I can’t speak
for all time and I certainly can’t speak for my successor. But if that
were the situation, we would accept all of those conditions that you
cite.

Senator METZENBAUM. In your testimony, you su;laFort the devel-
opment of competition of local telephone monopolies, and I am
frank to say to you that I share your goals. However, I am con-
cerned that the proposed merger of Bell Atlantic and TCI will re-
duce the incentives for cable companies in Bell Atlantic’s region to
move ag%'ressively into the telephone business. Do you share those
concerns?

Mr. ALLEN. Well, I do share those concerns not because I particu-
larly question the intent of either party in that case, but because
the history does not demonstrate that there has been much propen-
sity for one to compete with the other in any territory.

enator METZENBAUM. And isn't it the fact that even if the tele-
phone companf' sells off its cable operations—— .

Mr. ALLEN. In its own territory? -

Senator METZENBAUM. In its own territory. Isn't it reasonable to
assume as a practical business matter that that kind of sale will
be made in such a way without any specific understandin% or any
language in the agreement that the purchaser will not, at least for
a reasonable period of time, become an aggressive competitor?

Mr. ALLEN. Well, I wouldn’t want to attribute motives, Senator,
that may not be there.

Senator METZENBAUM. I am just talking about the realism of the
business world. .

Mr. ALLEN. I think if you are talking about relationships that
have existed for a long time and tend to cause people to lean one
way or the other, I would have to assume that if they erred oh any
side, it would be on the side you suggest.

Senator METZENBAUM. Were there requirements imposed by the
Department of Justice in the breakup of the old Bell System that
have resulted in increased competition which might be useful to
apply to the proposed Bell Atlantic-TCI merger?

r. ALLEN. I certainly think that the equal access provisions—
and I don’t know precisely what that means in this new context,
but 1 certain?' believe that equal access is a very important issue.
I think providers of information and receivers of information which

HeinOnline -- 20 Bernard D. Reams, Jr. & William H. Manz, Federal Telecommunications Law: A Legislative History of the Telecommunications Act of
1996, Pub. L. No. 104-104, 110 Stat. 56 (1996) including the Communications Decency Act 157 1997



158

are on either end of that distribution capability that exists in the
telephone companies will have a high level of interest in having
choice; that is to say the consumers at the end would want to have
choice about content and content providers would want to be sure
that their potential customers can get access to their services. I
certainly think that would be an important provision, provably the
most important. :

Senator METZENBAUM. A witness at our last hearing, Dale Hat-
field, expressed strong concern that if the Bell Atlantic-TCI merger
were approved, Bell Atlantic would not be likely to compete aggres-
sively for the core cable or local phone business of the incumbent
phone or cable companies in its territories. Instead, Bell Atlantic
would be likely to expand its phone and cable businesses to com-
pete on the margins for new combinations of telephone and video
services.

It seems to me if Mr. Hatfield is correct, we wouldn't really have
the kind of local phone or cable competition that would connect the
most commonly used long-distance services your company provides.
Is that a potential problem with the Bell Atlantic-TCI merger, and
should antitrust officials be concerned about it?

Mr. ALLEN. Well, I think it could be. Again, I don’t want to at-
tribute motives or behavior with respect to people who are good
customers of ours and people with whom we have dealt successfully
over a number of years. I would again recite the history in the 10
years since the breakup of the Bell System. I have not seen a sin-
gle RBOC compete in another’s territory, with the exception of cel-
lular franchises that they have bought in some of those areas, and
I certainly have never seen a cable company compete against an-
other cable company or a telephone company. So, I think with no
record of competition or incentive to compete, I would have to be
concerned about those issues.

Senator METZENBAUM. Our Nation has a long history of prevent-
ing companies that control the transmission of communications
from interfering with the content or the speech that is being com-
municated. I fear this principle is jeopardized when more and more
cable or telephone companies own or control the programming they
deliver to television viewers. o

As telephone and television technologies merge, don’t you believe
we should impose strict limits on any transmission company,
whether it be a telephone company, a cable company, wireless,
whatever, that would prevent it from controlling or manipulating

_ the message being communicated?

Mr. ALLEN. Well, manipulating might be oné concern I would
have. I have mixed emotions about that issue. If customers can
make choices at the local exchange level and real competition does
exist, then I believe that the people who control the transmission
to the customers will ultimately be incented to obtain content that
their consumers want. Therefore, I would have a natural concern
about the vertical integration of content and deliverers of content,
but I think if we have the discipline at the consumer end—that is
to say, competition—I think that market can get sorted out reason-
ably well, it would be my personal opinion.
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Senator METZENBAUM. Thank you very much, Mr. Allen. Each
time you come before us to testify, you are alwuys a very coopera-
tive witness and we are happy to have you with us, sir. Thank you.

Mr. ALLEN. Thank you for the opportunity.

Senator METZENBAUM. Our next two witnesses are Mark Cooper
of the Consumer Federation of America, and Andrew Schwartzman
of the Media Access Project. I think each of these witnesses has
been told to have 6 minutes for presentation.

Mark, are you ready to go forward?

PANEL CONSISTING OF DR. MARK N. COOPER, DIRECTOR OF
RESEARCH, CONSUMER FEDERATION OF AMERICA; AND AN.
DREW JAY SCHWARTZMAN, EXECUTIVE DIRECTOR, MEDIA
ACCESS PROJECT

STATEMENT OF DR. MARK N. COOPER

Mr. CoopER. Thank you, Mr. Chairman. The information indus-
tries affected by the TCI-Bell Atlantic merger may well be the
highways of economic commerce in the 21st century and the mar-
ketplace of political ideas. The decisions we make today about the
concentration in these industries could go a long way toward deter-
mining the nature of our economic well-being and political freedom.

In the decade since divestiture of local telephone service and de-
regulation of cable TV service, these two firms have defended their
monopoly power and their core businesses, extended their market
power to related activities, and never tried to break the core busi-
ness monopoly of others. They have achieved these objectives by de-
nial of access and manipulation of access to bottleneck facilities,
abusive marketing of consumer services, funding acquisitions with
excessive rates on monopoly services, extending market power
through acquisition, expanding market power by leveraging their
monopoly base, and mutual forbearance from competing in other
markets. I prepared documents which I have submitted with my
testimony that look at a variety of these practices.

To belleve that these two companies woulc suddenly become vig-
orous competitors requires a leap of faith that responsible public
policymakers cannot make. In truth, the merger can only make
matters worse. Marrying TCI's market power over programmin%
and cable distribution with Bell Atlantic’s financial resources wil
ong enhance TCl's efforts to dominate the programming sector.

ombining the massive potential for cross-subsidy possessed by
the telephone company with ownership of programming in the
cable company would be an added weapon for an imtegrated telco
cable company to prevent entry into the telephone business. Creat-
ing a company that owns both a ubiquitous, closely regulated com-
mon carrier and a ubiquitous, lightly regulated private carrier will
slmglf' stimulate the migration of services to the private network,
enabling the merged entity to increase profits without going into
the telephone business in any competing area. Wherc the two com-
panies do decide to enter the cable business, the combination of
massive resources, control over programming and access to a tele-
phone cross-subsidy will quickly overwhelm the competition.

Theories of technological convergence or economic synergies just
do not justify this merger. As technologies converge and become ho-
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mogeneous, we should have decentralization—anybody can buy it—
not concentration. If economies of scale require one firm to cover
half the country and own three-quarters of the most popular pro-
grabmming, then the possibility of a competitive market is dubious
at best.

Nor can we rely on regulators. The Federal Communications
Commission could not prevent anticompetitive abuses in the 1960’s
and 1970's in a fairly simple industry like telecommunications.
That was the basis for the antitrust breakup of the telephone com-
pany. They have not been able to do it in the 1980’s as the local
exchange companies moved into information services. The problem

- of regulating anticompetitive behavior in a mixed telco cable com-
pany in the 1990’s would be even farther beyond their capabilities.

Therefore, to ensure an open and competitive information age, to
prevent anticompetitive cross-subsidies and further abuse of con-
sumers and competitors, any merger of the two industries through
acquisition must meet a series of conditions. It must extend the
principles of common carriage to the cable network. It must be con-
tingent upon the prior existence of effective competition to the pub-
lic switched telephone network. It must require that services pro-
vided over either network pay for all facilities utilized in proportion
to the demand placed on the network to prevent cross-subsidy. It
must require that all telephone and cable operations be completely
separate and subject to full, direct oversight by Federal and State
regulators. None of these protections exist today.

With respect to this specific merger, we must go even farther be-
cause of its massive nature. Divestiture of programming from TCI
and distribution must take place. That is the only cure to prevent
TCI from its continued anticompetitive pattern of amassing market
power in programming. Divestiture of the telephone lines in areas
of overlap is the preferable cure for anticompetitive problems, since
the telephone monopoly is stronger than the cable monopoly. '

The future of any acquisition of programming must be precluded,
since the massive presence of TCI and Bell Atlantic in distribution
creates an immediate competitive problem with respect to potential
demand, denial of access to demand. These are theories that were
articulated by the first witness and we think they are very real in
this merger.

A century ago, we fought a similar battle in this country when
the robber barons in the railroad industry sought to seize the le-
vers of economic powe: through anticompetitive practices and ma-
nipulation of pricing and access. The battle to preserve our political
and economic freedom started on the highways of commerce of that
age, the railroads, and it was won by aggressive regulation and the
creation of the very antitrust laws that this committee oversees.

With the information age reaching into the home of every citizen
in the country, the stakes are certainly as large today as they were
then. Our economic analysis leads to a similar conclusion. In exces-
sive economic concentration, there is neither economic prosperity
nor political freedom.

Thank you.

[The prepared statement of Mr. Cooper follows:]
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PREPARED STATEMENT OF DR. MARK N. COOPER

Mr. Chairman and members of the Committee, I am Dr. Mark N. Cooper, Director
of Research at the Consumer Federation of America (CFA). CFA is the nation's larg-
est consumer advocacy organization, composed of over 250 state and local groups
with some 50 million members. CFA has participated in virtually every federal reg-
ulatory and legislative proceeding dealing with the telephone industry since divesti-
ture and the cable industry since deregulation. We have also testified and provided
extensive supg&)rt to local groups in telecommunications matters in states as diverse
as Arkansas, Missouri, California, Vermont, Colorado, Texas and Maryland.

1. OVERVIEW

A. The importance of merger .

The merger of Bell Atlantic and TCI causes us a great deal of concern because
the information industries, particularly their distribution networks, may be both the
hi hw:{s of economic commerce in the twenty first century and the marketplace of
political ideas. The decisions we make today about how much economic and political

ower we allow to be concentrated in the hands of specific companies in these indus-
es may go a long way toward determining the nature of our economic well-being
and political freedom in the information age.

B. The track record of anti-competitive behavior

The firms proposing to merge are two of the largest entities in the telephone and
cable TV industries. At the time of deregulation and divestiture both local telephone
service and cable television service were local franchise monopolies. Since that time
the industries in general, and these two firms in particular, have successfully de-
fended their monopoly power in their core businesses, extended their market power
to related activities, and never tried to break the core-business monopoly held by
others. They have achieved these objectives by a variety of anti-competitive prac-
tices including:

1) Denial and manipulation of access to bottleneck facilities and functionalities;
2) Abusive marketing of consumer services;
3) Charging excessive rates on monopoly services to fund acquisitions;
4) Extending market power through acquisition;
* 5) Expanding market power through leveraging their monopoly base; and
6) Mutual forbearance from competing in other markets.

C. The impact of the merger

To believe that these two companies with such a poor track record of anti-competi-
tive behavior, marrying these two industries, with an even more worse record of
anti-competitive behavior, would suddenly be converted into vigorous competitors re-
quires a leap of faith that responsible public policy makers simply cannot make. In
truth, the merger can only make matters worse.

1) Marrying TCI's market power over programming and cable distribution with
the Bell Atlantic’s financial resources generated by excess telephone company
profits will only enhance TCI'S effort to dominate the programming sector.

2) Combining the massive potential for cross-subsidy possessed by the telephone
company with ownership of programming in the Cable company will be a power-
ful, added weapon for an integrated telco/cable company to prevent entry by
cable companies into the telephone business in its service territory.

3) Creating a company that owns both a ubiquitous, closely regulated common car-
rier and a ubiquitous, lightly regulated private carrier will stimulate the migra-
tion of services to the private network. This will enable the merged entity to
increase revenues without going into the telephone business in competition with
local telephone companies outside of its service territory.

4) Where the merged entity does chose to enter the cable business, the combina-
tion of its massive resources, control over programming, access to cross-sub-
sidies, and extensive practice at anti-competitive tactics will quickly overwhelm
the competition.
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1. THE TRACK RECORD OF ARUSE

A. Preserving monopoly power through denial of access to bottleneck facilities and
functionalities

The local telephone companies hold n hard and fast monopoly over basic telephone
service. Approximately 88 percent of all calls pluced in this country still go through
the local switch and over the telephone distribution plant.

While there has been a great deal of talk about who might come down my street
to compete for my telephone business, in ten years no one has and there is no clear

icture of when, if ever, anyone will. Efforts by local tolephone companies to frus-
rato local competition have been prodigious, proceeding primarily through denial of
access to the local network. Bell Atlantic was a leader in attempting to disadvantage
E’cl{,uhg ﬁroviders and faces lens intralata long distance competition than any of the
aby Bells.

Local franchise cable compan.es hold a hard and fast mono?oly aver the distribu-
tion of non-broadcast television. Approximately 88 percent of all cable television sub-
scribers have one and only one non-broadcast television supplier,

In virtually no instance has there been a competitive alternative offered. TCI's of-
forts to frustrate local competition have been prodigious, proceeding through chal.
lenges to potential competitors who would seek to deploy a similar technology (over-
build) and denial of access to programming for all competitors.

B. Aburive marketing of conaumar aervices

The Re{lonal Bell Operating Companies regoatedl have been found to engage in
fraudulent and abusive marketing practicen. Those aburea have ranged from simple
decoption in the presentation of bundles of service, to negative checkoffa in the bill-
ing of servicen, to outright fraud in asaigning services to subacribers without their
knowledge or consent,

On a per subscriber basis, Bell Atlantic paid the higheat fine in the country for
customer abuse. FEven after that case was neitled, it continued to manipulate and
misrepresent the nature and availability of {ta norvices to consumers,

Prior to the passage of the Cable Act, cable companies conatantly shifted thelr
packaging of services to force consumer bills higher. With the passage of the cable
act, they have again restructured their offerings in an effort to avoid the rate reduc-
tiona mandated by Congrosa.

_ TCI's moat notorious attempt to abuse consumors involved a negative check-off for
tl‘\‘e purlehno of & promium pay channel, which was piggy-backed on an exiating froe
channel,

C. Kxceanive ratea for monopoly servicea to fund acquiaitiona

The Reglonal Bell Operating Companies have funded their forays into other busl.
nessnes with excess earnings from monopoly operations. Compotitors, lacking a simi.
lar source of funding, are at a huge dinndvantage.

Over the decade since diveatiture, Bell Atlantic has usod excenn earninga from Ita
telephone operations to acquire over six billion dollars in non-telephone company as-
sets. Those assets have lost a cumulative total of apgroxlmauly $700 million. Yet,
it continues to acquire more assets, insulated from the consequences of its actions
by the continually mounting flow of funds from ita telephone subacribera,

The Cable induatry gonorated cash flow through the hlatant exercine of market

ower in conatantly rafsing rates and manipulating offerings. Rates incroancd threo
rlmes faster than general inflation in the decade after deregulation and cable sya-
tems were sold and resold to capitalize the atream of monopoly rents.

D. Extending market power through acquisitiona

Telephone companies, who have never tried to compete head-ta-head with tele-
phone companies outside thelr sorvice arcas, have only recontly boen allowed to pto-
vide cable service. Yet, at the very moment that Bell Atlantic seemed to be exefcis-
ing the right to do so, it has chosen to buy the biggest table company Inatead of

0 nr against it. For almont twenty porcent of ita tolephone subacribers, the buy out

nvolves the direct elimination of potential competition.

This pattern of expansion through lcaullltlon has pervaded the period since di-
veatiture. Bell Atlantic now has over 100 subsidiary companies in the holding com.
pany. The list of acquisitions amaased by Bell Atlantic includes foreign cable, tele-

hone and cellular companies, domesatic cellular companies, domentic computer

ardware and softwaro flrms, and beoper companies, In addition to & wide range
of other companies not related to informatlon industries.

Cable companies, who have never tried to compete hend-to-head with other cable
companies outside their franchine arens have novor tried to compete with tolerhono
companies inside or outside of their franchine arean. TCI, which has engnged In the
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most aggressive expansion of its cable TV market power, does 8o by buying up other
cable companies, not competing with them.

TCl used its stream of excess cash flow to make over 400 deals. J* has amassed
a market share in distribution of almost 25 percent combined with a stake in three
quarters of the most popular programming, when all of its affiliations are included.

E. Expanding market power through leveraging the monopoly base

The monopoly power of these distribution companies has also been extended to
nearby market segments. Wherever these industries have been allowed to extend
their economic activity, they have leveraged their local distribution monopolies into
market power in other economic activities.

Leveraging its control over the local switch, telephone subscriber lists and the pre-
ferved customer contacts granted to it as the local franchise monopoly, the local tele-
phone companies have completely dominated the Yellow Pages directory and inside
wire maintenance markets, the first two markets into which local Bell exchange
companies were allowed to go. They have begun to exert domination over the mar-
ket for information services, such as voice messaging, into which they were recently
allowed to eannd, through their monopoly control over the both the functionalities
of the network (such as call forwarding) and their preferred access to customers.

TCI has pursued an aggressive policy of acquiring local monopoly franchises in
an effort to put together a national market presence that yields immense market
power. Leveraging this dominant position in the local distribution markets, the pro-
gramming segment of the cable industg has become highly concentrated under the
aggressive expansion policies of TCI. By purchasing programming and alternative
distribution technologies and with-holding access to its subscribers, TCI has gained
a dominant position in the programming marketplace. It is presently seeking to ex-
tend it economic power into the production segment through the acquisition of Para-
:?unt. which owns not only a production studio, but additional popular program-

ng.

F. Mutval forbearance from competing in other markets

Neither of these two companies has ever sustained economic activities in competi-
tive environments.

In spite of a 97 percent market share in the Yellow Pages directory market in
its own service territory and levels of profits of over 50 percent on those activities,
Bell Atlantic has never even tried to offer Yellow Pages services outside of its fran-
chise monopoly area. Nor has it done so with inside wire maintenance, an area
where it has a similar market share and profitability. It simpiy does not go where
the competition cannot be overwhelmed by the exercise of its market power, lever-
aged on the local monopoly franchise.

As previously noted, it has never competed with other local telephone companies.
When it has entered truly competitive non-telephone businesses where it could not
leverage its monopolﬁ power, such as computer services, it has failed badly. The cel-
lular business, in which it participates, is extremely limited in the extent. of com-
petition and still relies on the local net-work to complete its calls.

TCI never enters markets as an over builder and sustains competition in those
markets, in spite of its great success as a cable ogerator. It forebears from entering
markets where a strong competitor exists and buys out the potential competitor
where it seeks to expand. As previously noted, it has not offered telephone service
in competition with the local telephone company anywhere in the country.

L. THE ANTI-COMPETITIVE IMPACT OF THE MERGER

Having observed their previous patterns of behavior, it is quite clear that their
profits are maximized by milking the local monopoly, extending its coverage geo-
graphically, and leveraging the monopoly core to gain market power in related lines
of bﬁsiness. From this perspective, the merger presents a massive, anti-competitive
problem.

A. Marrying market power over programming and cable distribution with financial
resources of excess telephone company profits will only enhance TCI's effort to
monopolize the cable industry

Bell Atlantic’s franchise monogoli' telephone rate pavers are a source of potential
financing that would increase the leverage of the merged entity dramatically. The
threat to withhold programming or access to subscribers, which is TCI's primary
means of extracting concessions from other entities in the cable TV industry, would
now be backed up with a source of funding that insulates the merged entity from
severe economic harm for sustained periods of time.
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Unfortunately, there is little likelihood that this flow of excess earnings will be
stemmed at any time in the near future. Profits from telephone operations have
been deregulated completely in some places and subject to increasingly regulation
in others. Costs are declining and revenue strcams are growing, so much se that
the debt taken over by Bell Atlantic in the merger, which appears to be the only
transfer of assets that has a claim on cash flow, will be absorbed by Bell Atlantic
with little difficulty.

B. Croas-subsidy as an added weapon for an integrated telco/cable company to pre-
vent entry into the telephone business

- The resources available to Bell Atlantic/TCl can be mobilized in a more directly
anti-competitive fashion. Telephone companies have reperatedly engaged in the
cruss-subsidization of their non-telephone businesses. Bell Atlantic has explicitly
adopted a cross-subsidization strategy in its video dial tone proposal. It has refused
to allocate any of the costs of the backbone network that will be used to support
video dial tone to its tariffs for video dial tone. In essence telephone rate payers
have paid for facilities that will be utilized to provide video dial tone.

This strategy of building excess capacity and functionality into the network at the
expense of rate payers in order to destroy competition has been a long standing
strategy of telephone companies. The capacity for an integrated telco/cable company
to implement this strategy will be greatly .ncreased.

Consider the Yllght of the cable companies in the Bell Atlantic nervice terrltorf.
They face a local telephone monopolist with a manssive source of funds, an overbuilt
local network as a source of cross subsidy, and ownership of the largest program-
mer, Not only will local cable operators be dissuaded from going into the telephone
business, but they are very likely to make significant conceasions to prevent Bell
Aclantic from going into the cable business.

l;‘rlv:lm bBell Atlantic's point of view, profits will be increased much more eanily and
quickly by: :

1) Using its leverage to prevent telephone competition;
2) avolding a fight for cable subacribers; and

3) extractin Yroms from programming or even the terms and conditions of use
of video dial tone by others.

C. Remonopolization over the telephone network

Should the strategy of extracting concessions be resisted, the prospects for cable
operators who choose to fight the merged telco/cable company are bleak. The com-
binatinn of massive resources with control over programming and access to crosa.
subsidies will quickly overwhelm the competition. Under current law, the local tele.
rhone company can exert this pressure through its video dial tone, which we believe
s wholly inadequate to protect consumers and competitors. If they succeed in their
Ll‘tl atlon, they will be able to do it without even the toothleas protections of video

al tone.

At best, the local cable company would be forced onto the telephone company wire,
being forced to rely on a bottleneck facility controlled by the teiephone compan{. At
worst, the losses imposed on independent cable companies will put them out of busl-
ness. In either case, the result will be one network inatead of two.

D. Migration of services to the private network will enable the merged entity to in-
crease revenues without going into the telephone busineas in competition with
local companies )

Avoiding competition will also be the preferred strategy in the dreas whete Bell
Atlantic/TCI is a cable operator. The marriage of Bell Atlantic and TCl weds two
networks which are governed by fundamentally different principles. it will be in the
merged entity's interest to maximize its revenue stream on the cable aide and stay
out of the telephone side.

The cable network is a private carrier subject to very light regulation at the
federal level and virtually no regulation at the state or local level. The telephone
network is a common carrier subject to light regulation at the federal level and
much more rigorous (albeit increasingly relaxed’ regulation at the state level.

Rather than compete for telephone service in TCI territories, which would subject
those services to local regulation, Bell Atlantic/TCI, would serve its own interests
much better by delivering as many service as possible over the private network.
Rather than invite the local telephone company to retaliate by entering the cable
business, mutual forbearance on the core businesses would be much more profitable.
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IV. PUBLIC PULICY TO ENSURE A COMPETITIVE INFORMATION AGE

A. The inadequacy of the current policy to protect the public from the abusive effects
of the merger

These examples of the anti-competitive intentions and practices of these two com-

anies are only the tip of the iceberg in the industries that they seek to dominate.

have attached two studies of the anti-competitive practices that pervade these two
industries. While TCI and Bell Atlantic have heretofore shown proclivities for spe-
cific subsets of the abusive practices, the entire range of strategies so frequently ap-
lied in these industries will be available to them. Indeed, from a position of such
mmense market power as this merger will confer, they could raise these practices
to new heights, Hlswrx has shown that these companies prefer to behave in an anti-
competitive manner; the clear economic incentives of this huge vertically integrated
and horizontally concentrated entity dictate that it will' behave in that manner in
the future.

Theories of technological “convergence” or economic synergies simply do not justify
this mergers. As technologies converge, as they become homogeneous and appro-
priable, they should engender decentralization. The increasing concentration we are
observing in the information industries is contrary to that economic expectation. If
economies of scale and scope require one firm to cover half the country and own
three-quarters of the most Sopular program to achieve the necessary synergies, than
the possibility of sustained competition in the industry is dubious at best. These
mergers have very little to do with the imperatives of technological convergence or
economic synergies and very much to do with the effort to obtain and expand mar-
ket power through horizontal concentration and vertical integration.

Nor can we rely on regulation to protect the Fublic. As this committee well knows,
the Federal Communications Commission could not prevent abuse in a simple in-
dustry like the telecommunications industry of the 1960s and 1970s; that was the
anti-trust reason for divestiture. The FCC was not able to prevent abuse in the
1980s after divestiture, as local exchange companies have moved into information
services. The problem of preventing anti-competitive behavior in a merged telco/
cable industry will be vastly greater and even farther beyond the abilities of regu-
lators in the 1990s. -

B. General policy to promote an open, competitive information age

Only by removing the structural incentives for anti- competitive behavior can the
public interest be served. The cure for the competitive problems posed by this merg-
er is to send a strong signal to all that there is a genuine commitment to competi-
tion in our public policy.

With respect to the ongoing problem of concentration in the information age, pol-
ficy makers should insist on wgat I call the four “C"'s, common carriage, competi-
tion, cost allocation and consumer protection. The general principles are as follows:

o To ensure an open information age, any merging of the two industries through
acquisition must extend principles of common carriage to both networks.

¢ To ensure the sustainability of competition, any merging.of the two industries
through acquisition must be contingent upon the prior existence of effective
competition for the public switched network.

To prevent anti-competitive cross-subsidies, services provided over either net-
work must pay for all facilities used and the charges must be in proportion to
the functionalities and capacities used.

To prevent abuses of consumers and competitors through leveraging of monop-
oly facilities, complete separation of telephone, information and video services
must be maintained and regulatory oversight over transactions with both the
public and competitors must be exercised.

C. Curing the unique problems of tie TCI/Bell Atlantic merger

With respect to the merger at hand more vigorous steps are necessary, since it
poses such an immediate and direct threat to competition.

Livestiture of the programming from the distribution businesses is the only cure
that will prevent the anti-competitive pattern from being reinforced. Without this
step, TCI will continue to use its market power over distribution to extend its mar-
ket power over programming.

In areas of overlap between TCI and Bell Atlantic, divestiture of the telephone
lines would be the preferable cure for the direct harm to competition, since this sep-
arates the stronger monopoly from the massive whole.
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The acquisition of programming networks or production studios should be pre-
cluded, since the massive presence of TCL/Bell Atlantic in the distribution phase
(with 25 percent of all households today and potentially 50 percent tomorrow) cre-
ates an immediate competitive problem should it reenter the other phases of the in-
dustry (production and programming). . -

V. CONCLUSION

This is a key moment in the struggle to create a competitive, open information
age. A similar battle was fought just a century ago, when the robber barons in the
railroad industry sought to gain control over the levers of economic power in this
country through concentration ana all forms of anti-competitive manipulation of
price and access. The battle to preserve economic freedom started on the highway
of commerce of that age, the railroad industry, and it was won through aggressive

lation and the creation of the very anti-trust laws that this Committee oversees.

ith the information age refiching into the home of every citizen in the country,
the stakes are certainly as large as they were a century ago. In excessive economic
foncelnmon and vertical integration, there is neither economic prosperity nor po-
itica om.

Senator METZENBAUM. Thank you very much.
Mr. Schwartzman?

STATEMENT OF ANDREW JAY SCHWARTZMAN

Mr. SCHWARTZMAN. Thank you, Mr. Chairman. I have a lot of
questions for you today and very few answers.

Senator METZENBAUM. I thought we gave the questions and you
gave the answers.

Mr. SCHWARTZMAN. I am going to ask some questions because I
don’t have answers.

The telecommunications mergers now being proposed have con-
stitutional as well as commercial dimensions. The very premise of
the first amendment is that democracy depends on maintaining a
well-informed electorate. That means citizens, all citizens, must
have the right to receive information on matters of public concern
to speak and to be heard. But to achieve the democratic ideal, all
Ame{icans must be interconnected so they can communicate as
equals. i

My view that it is up to government to make sure that we follow
the right course has not been fashionable of late. For more than a
decade, the executive branch and the independent agencies have
lacked regulatory self-esteem, wrongly condemning government as
being an obstacle to competition. We deserve better and we may
now be getting it. I am especially heartened that the FTC has de-
termined, I believe quite correctly, that TCI's involvement in the

roposed Paramount acquisition would be antithetical to the public
interest.

I hope that this is the beginning and not the end of the exercise.
Some parts of the FTC's proposed consent decree may need to be
tightened up, and I certainly hope that the FTC will not rubber-
stamp the substitution of BellSouth for TCI without the same kind
of careful scrutiny.

But now here are some questions. First, just what is a commen
carrier and why do we need one, or two or many? In other words,
do we all mean the same thing when we use terms like “common
carrier” or like “universal access” or “interactive” or “non-
discrimination?” Common carriage does seem to be the best way to
go, but this and other terms do not have universally understood
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definitions when they are applied to technologies which sometimes
haven't even been invented. .

Here is what I mean by common carriage: a system in which the
carrier would have no editorial control or ownership of the informa-
tion transmitted over its lines. Every customer sgould be able to
obtain the same two-waf' connection under the same terms and
conditions as everyone else, and the carrier must offer reciprocal
access to its competitors.

Second, why shouldn’t we let telcos be telcos? In other words,
what benefits are to be gained by transforming telephone compa-
nies from passive transporters of data into networks and mo-
tlon picture studios? Consider, for example, BellSouth's proposed
acquisition of a major interest in QVC. It may not be irrelevant
that just last week BellSouth announced a major downsizing, pre-
sumably to .fermit it to deploy its assets more efficiently. But is
this an efficient purchase? Will BellSouth help Paramount make
better movies or publish more books?

Third, if you have got the conduit, why do you need the content?
In other words, is it necessary or desirable for:telephone companies
to have unlimited rights to control both the content of program-
ming and the means used to transport it?

Fourth, why let telcos do what cable had to be stopped from
doing? Having first let the cable industry achieve control of vir-
tually all of the popular prograin sources and then finding it nec-
essary to pass a law forcing cable operators to share them with
‘competitors, is it possible to erect adequate safeguards to ensure
that new telecommunicatjons technologies, especially wireless tech-
nolo%ies. will be able tn get off the ground?

Fifth, will we all be permitted to be programmers and merchants
on the superhighway or will the link to the home be a one-way
street? In other words, if teléphone companies buy up the Nation’s
cable industry rather than build competitive systems, will Ameri-
cans recelve universal access to a fully interactive two-way digital
hookup or will residential and small business customers be rel-
egated to second-class status under the first amendment?

The buzz word is “interoperabilit[\"." We need it, but we ma}\; not
get it if transporters want to make all their money from home
shopping and by selling programming and information services
rather than from carrying back-and-forth data transmissions,

Sixth, do we want peace among enemies? Do the giant regional
telephone companies, with their superior technology and vast re-
sources, need to buy existing cable systems?

Finally, what is the rush? Do we reallf' need fiber for the on-and-
off ramps to the digital superhighway? Is it necessary to make the
massive investment needed to accelerate development of fiber all

. the way to the home or will we be able to get data to and from the
ocal central office with copper wire and new wireless technologies,
at least in the early years?

We may not need to lay fiber optic cable all the way to the home
right away, or perhaps ever, to deliver the fruits of the techno-
logical revolution. This so-called “last mile” will be very expensive
and we may be able to do the job much more cheaﬁly with an up-

aded version of old-fashioned copper wire or with modern wire-
ess technologies.
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Mr. Chairman, my questions are not rhetorical. They are real. In
voicing skepticism, I am not insisting that 1 know the right an-
swers. In particular, I am not opposed, in principle, to all mergers,
nor do I oppose passive but strategic investments by telecommuni-
cations providers.

There are, of course, many more questions in search of answers.
In particular, I worry about what happens while we are buildin‘g
the new networks. at m? be perceived as efficient and cost-ef-
fective in the short run could well prove to be disastrous over time
if the cost will be measured in ignorance, innumerability, illiteracy,
and divisiveness.

(The prepared statement of Mr. Schwartzman follows:]

PREPARED STATEMENT OF ANDREW JAY SCHWARTZMAN

1 am Executive Director of the Media Access Project (“MAP”). MAP is a 20-year
old non-profit rublic interest telecommunications law firm which represents the in.
terests of the listening and viewing public on mass media policy issues. In its ap-
pearances before the FCC and the courts, MAP rarely speaks in its own name, but
acts on behalf of its clients, which typicalln are civil rights, civil liberties, consumer,
environmental and other organizations. Thus, the views | am presenting today are
my own.

Mr. Chairman, I have a lot of questions for you today, and very few answers.

The sudden rush of telecommunications mergers poses a compelling challenge for
Congress, for the Administration, and for the regulatory bodies. I welcome the Sub-
committee’s announced intention to explore the economic implications of these devel-
opments and to take strong action if necessary to preserve competition.

IMPLICATIONS FOR THE ECONOMIC MARKETPLACE

If we do things n;ﬁht, the telecommunications revolution can propel this nation
towards international technological and economic leadership in the 21st century,
while at the same time restonng the prosperity and upward mobility which has
eluded too many of us in the last decade.

If we do things wrong, we can destroy the competitive structure which has been
the driving force of our nation's economic engine. Small entrepreneurs have been
the primary source of innovation in the development of the computer and tele-
communications industries. These small and often powerless entities cannot partici-
pate in the information society if they are unable to obtain access to huge data and
distribution networks of the future. Their ability to do so is not preordained.

IMPLICATIONS FOR THE MARKETPLACE OF IDEAS

But there is more, because this task has constitutional as well as commercial di-
mensions. The very premise of the First Amendment is that democracy depends on
maintaining a well-informed electorate. That means that citizens, all citizens, have
the right to receive information on matters of public concern, to speak and to be
heard. The digital revolution offers the opportunity to maximize these democratic
values, but not all of the companies seeking to be part of the future are willing to
acknowledge any obligation to fulfill that objective. Small and independent journals
and video programmers have been the primary source of the ever broadening diver-
sity of information available to the marketplace of ideas. But all Americans must
be interconnected if we expect our data networks to promote democracy and eco-
nomic opportunity for each of us.

WE NEED GREATER LEVELS OF REGULATORY SELF-ESTEEM

For more than a decade, the Federal Trade Commission, the Federal Comihithica-
tions Commission and the Justice Department’s Anti-trust Division have lacked reg-
ulatory self-esteem. All too often, they have pronounced themselves to be part of the
problem, and not part of the solution.

We deserve better, and we may now be getting it. I'm especially heartened that
the Federal Trade Commission appears to have taken a close look at the QVC's
original proposal for the Paramount acquisition and determined, I believe quite cor-
rectly, that TCI's involvement in the deal would be antithetical to the public inter-
est. [ hope that this is the beginning, and not the end, of the exercise. I've seen TC1
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wiggle out of too many anti-trust jams to be comfortable until | see the details; for
example, will TCI be such a large creditor of QVC that it will be able to retain some
control of QVC's actions? And I certainly hope that the new consent decree does not
mean that the FTC will bless the substitution of BellSouth for TCl without the
same kind of careful scrutiny which was given to TCI. These are not the last major
mergers that will be proposed, and each one should receive equally close attention.

THE AT&T EXPERIENCE: ANTI-TRUST ENFORCEMENT CAN BE EFFECTIVE

Mr. Allen’s appearance here today as the CEO of an increasingly competitive
AT&T is the best evidence I can offer to show the value of vigorous anti-trust en-
forcement. By contrast, I would remind you of what we have experienced in dealing
with the cable television industry. A decade ago, we were told that government only
gets in the way of progress, and that if we simgly deregulate cable, competition
would inevitably develop and flourish. But after Congress enacted the 1984 Cable
Act, competition died.

THE 1984 CABLE ACT: DEREGULATION, BUT NO NEW COMPETITION

It's not just that prices soared under deregulation. Led by TCI, the cable industry
bought the programmers, and used this ownership to denuroductu (that is, pro-
gramminx)'to new wireless technologies that have thus far been unable to enter the
market. Viacom has attempted to demonstrate in its recently filed anti-trust
complaint against TCI, the cable industry has used its control over the technology
of program distribution to erect additional obstacles. Among many other anti-com-
petitive misdeeds too numerous to mention here, cable operators successfully killed
off the access channel mechanisms inserted in the 1984 Act to permit a few chan-
nels in each system to be outside the editorial control of cable operators.

If government abdicates its supervisory role in making sure that competition will
be there as new technologies evolve, competition will not be there. As we have
learged from the regulatory battles arising from efforts to implement the Cable Act,
it is far easier to protect competition as it develops than to restore it after it is Jost.

SEVEN QUESTIONS IN SEARCH OF ANSWERS

With those prelimin thoughts in mind, here are a few of the most important
questions on my mind. Here is what 1 would ask:

L Jua?t what is a “common carrier” and why do we need one? Or tuwo? Or
many

In other words, do we all mean the same thing when we use terms like “com.
mon” “universal access,” “interactive” and “non-discrimination?”

Understandably, perhaps inevitably, there are plenty of assurances that there will
be non-discriminatory access to the gateways of the information superhighway. But
these terms do not have universally understood definitions. For example, will a tele.
phone company operating a switched multichannel video “gateway” share its cus-
tomer lists with competing p mmers seeking to use these transmission services.
Will it provide access to its data base which shows customers’ demographic at-
tributes and billing history? (And if it does, who is going to protect customers’ pri-
vacy?) Or will the telco be able to emulate the airlines’ abuse of their computerized
reservations systems and misuse its on-line menus to promote its own services at
the expense of others?

The newly-developing interactive digital technologies are ideally suited for a far
more perfect system of common carriage than we have ever had before in any line
of commerce. Digital interactive networks of the future will be available to everyone
under the same terms and conditions. The technology appears to offer the oppor-
tunity to eliminate virtually all of the distributional bottlenecks that have permitted
owners of information to use their power to control other parts of the commercial
markot, as well as the marketplace of ideas.

Under common carriage, the network provider would have no editorial control or
ownership of the information transpo on its lines. It would make money selling
transport, not the data. There would be no incentive to discriminate in providing
hook ups; the more hook-ups and the more information it carries, the greater the
revenues it will generate. B

Common carriage is an especially worthwhile model for information services. Not
only is common carnage economically efficient, but it isuranicularly conducive to ad-
vancing First Amendment values. Common carriage could provide an electronic soap
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box that would better fulfill the democratic ideal than anything that Jefferson and
Madison could have ever imagined.

The same confusion surrounds other important terms. For example, does “univer-
sal service” mean that every customer will receive the same quality hook up? While
every phone and cable company wants to deliver video signals to every home, they
do not all wish to invest in two-way systems that will return video as well as voice
and simple data transmissions. If “universal service” means the right to buy video
on demand and to be a home shopper, but not the right to be a programmer and
a video speaker, democracy will suffer.

So, it is not enough to say we need common carriage, or universal service. We
need to ask what each speaker means when it uses these terms.

2. Why shouldn’t we let telcos be telcos?

In other words, what benefits are to be gained by transforming telephone
companies ﬁ'orn;fassiue transporters of data into electronic newspaper edi-
tors and TV producers?

It is unclear whether there is any advantage to having telephone companies at-
tempt to learn new tricks. MIT's Michael Sc ra¥ has wisely warned in his syn.
dicated column that Bell Atlantic's acquisition of TCl may lead to a disastrous cor-
porate cultural mismatch.

Consider, for example, BellSouth's proposed acquisition of a major interest in QVC
as part of QVC's own proposed takeover of Paramount. It may ot be irrelevant that
just last week BellSouth announced a major downsizing, presumably to improve its
efficiency and permit it to better deploy its assets. But will BellSouth help Para-
mount make better movies, or publish more books? On the other hand, if we have
open access, BellSouth doesn’t need to own QVC or Paramount in order to carry its
programming.

3. If you've got the conduit, why do you need the content?

In other words, is it necessary, or desirable, for telephone companies to have
unlimited rights to control both the content of programming and the means
used to transport it?

Perhaps the most significant 3uestion posed by the recent activities of the re-
gional Bell companies is the sudden move towards vertical integration, that is, ac-
quisition of ownership and control of the content of programming.

What benefits derive from telco ownership of the means of programming? Cer.
tainly the t.el‘:&hone compnnles bring little programming expertise into this new line
of business. While telcos' financial clout is considerable, cable has not had difficulty
obtaining willing investors.

On the other hand, the dangers gosed by telcos’ program ownership are tremen.
dous. The opportunities for cost subsidization are evident. Even more ominously is
the possibility for abuse of this journalistic and programming power. For example,
Bell Atlantic—a company which seeks to please every state legislator and public
service commissioner in the middle Atlantic states—seeks in its proposed purchase
of TCI to acquire a major stake in Cable News Network. 1 have no reason to expect
that Bell Atlantic, or TCI for that matter, would ever knowingly seek to abuse this
power by killing or carrying stories that would help or hurt politicians. But why cre-

. ate the problem, and then worry about how to deal with it, if you don't have to do
it in the first place?

4. Why let telcos do what cable had to be stopped from doing?

In other words, having first let the cable industry achieve control of virtually
- all of the popular program sources, and then finding it necessary to pass a
law forcing cable operators to share them with competitors, is it posaible ‘o
erect adequate safegquards to insure that new telecommunications tech-
nologies, especially wireless technologies, will be able to get off the ground?

The rate regulation adopted in the 1992 Cable Act is simply an interim measure
designed to permit competition to develop under the much more important anti-com-
petitive provisions also contained in that law.

In the Cable Act, Congress made what are among the most specific statutory find-
ings in history detailing how the cable television industry leveraged its control of
P ng into an unregulated monog:ly. stifling introduction of new tech-
nologies and making giant companies like General Electric/NBC beg for access.
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Given this recent exposure to the dangers of vertical integration, why npe;t the
mistake, esgecially if it may not be necessary to rapid development of a digital su-
perhighway

8. Will we all be permitted to be programmers and merchants on the super-
highway, or will the link to the home be a one way satreet?

In other words, if telephone companies buy up the nation’s cable industry
rather than build competitive systems, willy alf Americans receive universal
access to a fully interactive two-way digital hookup, or will residential and
small business customers be relegated to second class status under the First
Amendment?

You don’t need full two-way capabilities to order groceries and movies. If a trans-
orter's real profits come from selling programming and information services and
rl:i'l?t home shopping, it will have little incentive to develop full two-way interoper-

ability.

Much of the talk in recent weeks has characterized the public as “consumers.” The
consumer metaphor is a dangerous one, because it connotes a passive role for a pub-
lic which will merchandised to, programmed to and otherwise exploited. The
technology now under development will be capable of sending just as much informa-
tion in the other direction, and the future of the democracy may depend on making
sure that is what we get. ’

6. Do we want peace among enemies?

In other words, do the giant regional telephone companies, with their supe-
rior technology and vast resources, need to buy existing cable systems?

Cable and telephone have thus far viewed themselves as natural predators in the
communications wilderness. The prospect of direct competition between them is
something that many of us have long awaited. Ironically, Bell Atlantic has thus far
led the way in fashioning a model for effective competition between the cable and
telephone industries.

It may not be a good idea for telcos to end the competition by acquiring the na-
tion's cable TV systems.

Telephony and cable have offered two very different models. Under cable’s system,
the operator owns much or most of the programming, and delivery is a relatively
minor part of the business, as is exemplified by cable’s studied indifference to cus-
tomer service. Cable's relatively archaic trunk and tree architecture has many short-
comings; like old fashion.cd Christmas tree lights, one break in the system can
knock out service to hundreds of subscribers.

Telephone companies have been proposing to offer non-discriminatory transport
services to all comers, using an advanced version of the switched technology that
has brought us reliable voice and data service for decades.

A few years ago, when the Federal Communications Commission adopted its so-
called video dial tone rules, telephone companies (including Bell Atlantic) said they
had no interest in, knowledge about, or desire to become programmers. Rather, they
argued that they simply needed a purely passive financial interest in programming
in order to vy}l:ime the pump and create the additional revenues necessary for rein-
vestment. en the FCC adopted rules permitting telcos to have a 5 percent pas-
sive ownership interest in their programming, most telcos expressed pleasure. Bell
Atlantic, in particular, not only said they could live with those rules, but they start-
ed to build systems which would operate under them.

Why then did Bell Atlantic wish to buy TCI? Did it seek to acquire TCI's superior
consumer services capabilities? Surely not. Did it seek to acquire a superior tech-
nology and switching capability? Surely not.

at, then, is Bell Atlantic ac%xirin ? Well, first it is acquiring a lot of debt.
TCI's proprietors, Dr. Malone and Mr. Magness, are cashing out, getting Bell Atlan-
tic's cash in exchange for a company loaded down with debt. This part of the invest-
ment will not be used to hire new Bell Atlantic employees. It will not help lay a
foot of fiber cable, develop a single line of new software or otherwise advance the

infrastructure.
What else is Bell Atlantic acquiring? Little that it can not construct on its own,
except pro, ming it may not need and existing cable systems outside of its serv-

ice area which rely on an inferior cable television technology.

7. What's the rush? Do we really need fiber for the on and off ramps to the
digital superhighway? .
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In other words, is it necessary to make the massive investment needed to ac-

celerate development of fiber all the way to the home, or will we be able to

7:‘ data to and from the local central office with copper wire and new wire.
a8 technologies, at least in the early years?

This matters, because someone has to pay for all this investment, and it is likely
to be the residential ratepayer who will wind up with a large part of the bill.

We may not need to lay fiber optic cable all the way to the home right away, or
perhaps ever, to deliver the fruits of the technological revolution. This so-called fast
mile” will be very expensive, and we may be able to do the job much more cheaply
t‘:g: aln upgraded version of old fashioned copper wire, or with modern wireless

nologies.

Indeed, in announcing its own tlan to develop a high speed data network last
week, PacTel indicated that it thinks it can deliver video services to the home, with-
out bringing fiber all the way to the home. The experimental joint venture of Time-
Warner and US West in Orlando would also employ a mix of copper and fiber.

Bell Atlantic used to say the same thing. Now, however, it seems to be thinking
‘l“lét about fiber, not copger. One of the great disappointments of the Bell Atlantle.

I acquisition is that Bell Atlantic was leadinﬁ the way in developing technology
to use its preexisting Ilant of copper wire and telephone switching to deliver digital
services to homes and businesses. This is at least potentially a much cheaper and
smarter way to begin the development of a superhighw?. t will be a long time,
if ever, when we actually need fiber into the home; depending on how wireless tech-
nologies emerge, fiber into the home may prove to be an expensive mistake.

1 would also caution about the seeming urgency to decide these issues imme-
diately; it may be an artificial crisis. High definition TV is an instructive example.
Indeed, we are lucky that policymakers did not succumb to similar demands in the
mid-1980's for immediate construction of a high definition TV system. As it has
turned out, the Japanese moved too quickly to develop an inferior analog technology.
We have waited for digital technologies to catch up, and we're much better off for
it.

LI I A

Mr. Chairman [ wish to be clear: my questions are not rhetorical, they are real.
In voicing my skepticism, I am not insisting that ! know the right answers. In par-
ticular, I am not opposed in principle to mergers of the telecommunications giants.
Indeed, in light of AT&T's declared interest in open network access, the proposed
merger of AT&T and McCaw could prove quite beneficial, so long as certain nec-
essary safeguards are instituted. Nor do I oppose strategic investments by tele-
communications providers. For example, NYNEX's passive investment in Viacom's
proposed merger with Paramount is far less troublesome to me than BellSouth'’s evi-
dent interest In being an active operator of Paramount.

There are of course many, many more guestions in search of answets. I hope this
Subcommittee and others which share jurisdiction with you will keep seeking an-
swers. In particular, ] am concerned about preserving “free” over-the-air TV as a
unifying force in our culture. The ri%ht to speak and to receive access to information
is meaningless if it is reserved only for those with deep pockets.

1 am worried about what happens while we are building the new networks. Tele-
communications can and should promote inclusion, linking each of us to each other
and the world, enabling us to share common cultures and differing traditions. If
telephone companies busy themselves building new information superhighways
while ignoring their current services, the installed base of residential telephone in-
stallations will continue to erode. This could leave milllons more Ameticans left un-
able to speak to friends, family, and employers by this medium. What maiebe per-
ceived as efficient and cost-effective in the short run could well prove to be disas-
trous over time, if the cost will be measured in ignorance, illiteracy, innumeracy,
and divisiveness.

Senator METZENBAUM. Thank you very much, Mr. Schwartzman.

I do have a few questions for both of you. Mr. Cooper, at our last
hearing on communications mergers, experts expressed concerns
that TCI's vast network of cable systems and programming added
to Bell Atlantic’s local telephone monogoly would diminish incen-
tives for head-to-head cable and telephone company competition.
Since I share those concerns, I am extremely troubled that your
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testimony describes a history of abusive, anticompetitive practices
engaged in by TCI, Bell Atlantic, and similar companies.

ould you comment on the kinds of behaviors that are relevant
to antitrust review of the proposed Bell Atlantic-TCI merger?

Mr. CooPER. I think the crucial behaviors are denial of access.
The telephone companies have consistently fought access to their
network, have thrown up conditions, have made it difficult for com-
Eetltors to get access to their networks. I was just reading Judge

reen’s first triennial review and he cited Bell Atlantic as creating
problems for their cellular competitor because, as you saw today,
they still rely on the local switch network. So they deny access to
the technology and therefore disadvantage their competitors. TCI,
of course, has had a similar pattern by withholding access to their
subscribers and withholding access to their programming.

The first antitrust theory you heard this morning had to do—or
one of the theories—had to do with a denial of access to potential
markets. So if you take.this massive market of 22 or 24 million
subscribers, depending on how you count them, and you combine

. that with companies who have consistently denied access, you have

a terrible vertical problem with respect to competition in the indus-

try. }
TCI can make its own market in programming and can destroy
alternative programmers from achieving a market. That is the
central complaint. TCI alone could do that. Add to that the addi-
tional subscribers of Bell Atlantic and you have a monumental
problem in terms of denial of demand.

Senator METZENBAUM. Mr. Cooper, as we heard from the FTC
this morning, TCI's power in the cable and programming markets
is so great that the Commission found significant competitive prob-
lems with TCI gaining an ownership stake in Paramount. From a
consumer perspective, should the FI'C’s analysis and concerns be
relevant to an antitrust review of the proposed Bell Atlantic-TCI
merger?

Mr. COOPER. Absolutely. The vertical problems—there were three
theories: loss of a potential competitor, and that is absolutely the
case. The cable and telephone companies looked like the most likely
competitors. That is the first theory you heard this morning. A sec-
ond theory was the loss of demand. Those are absolutely crucial
theories. They are clearly at issue in this merger and they just get
bigger when you take two of the largest entities and put them to-
getner. So those vertical theories have direct and immediate rel-
evance to the Bell Atlantic-TCI merger and any merger involving
one of the Baby Bells because of the massive potential in terms of
access to consumers, ,

Senator METZENBAUM. You state very forcefully in your testi-
mony that regulation, including the 1992 Cable Act, cannot prevent
the anticompetitive practices that you believe are associated with
proposed mergers like the Bell Atlantic-TCI deal. Would you care
to elaborate on that point?

Mr. CooPER. Well, the history is clear. There are not enough reg-
ulators and auditors in the world to follow all of these transactions.
I have testified in about 70 State cases on various and sundry
abuses, and the most dramatic one is in Georgia in which the voice
messaging market had been opened up to the Baby Bells and com-
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petitors are simply completely dependent upon the transactions
that take place Eetween the local monopoly switch and the tele-
phone company.

In every transaction, when someone would call and say I want
to sign up for this voice messaging service, they would have to
order something from the local company. They would cross-sell.
Why do you want to buy from them? We offer the same service. Of
course, they have effectively and systematically destroyed that
competition. How can you police those transactions?

I have been an expert witness in two fraudulent marketing vases
in which, when people call up for local service, they get sold other
things fraudulently. How can regulators police those private trans-
actions? The record is clear, the tendency is clear, and the impos-
sibility of regulators policing all that is just as clear as well.

Senator METZENBAUM. QVC’s partners in the Paramount bidding
war include cable companies Cox, Comcast and Newhouse that own
cable systems in the territory of BellSouth, the newest partner in
QVC’s tender offer. Similarly, Viacom has enlisted EX as a
major financial partner in its bid for Paramount.

Do you believe that antitrust authorities should require that ei-
ther local telephone or cable operations be divested where financial

artngrs could end up owning both communications wires into the

ome?

Mr. CooPER. I absolutely think there should be divestiture, but
I think that divestiture should be of the telephone lines, if that is
technologically feasible, rather than the cable lines. Because the
telephone line is the stronger monopoly, the potential threat to
competition comes from the potential subsidy of those telephone
subscribers. So while you have frequently heard people say we will
divest the cable company, I suggest that maybe we should look at
them divesting the telephone lines, since that is the greater threat
to competition.

Senator METZENBAUM. If the proposed Bell Atlantic-TCI merger
were not approved by antitrust authorities, some industry observ-
ers claim that the convergence of communications technologies will
lead to similar large corporate combinations and consolidations. Do
you agree with that assessment, and if not, please explain how
competition for local phone and cable service would be more likely
to develop without megamergers? '

Mr. CooPER. I think the key barrier, as mentioned by Andy, is
there is no clear reason why we have to have convergence of the
content and the conduit. There is a difference between the pipe and
what you put in the pipe, and that is the crucial link that has to
be broken. We need to have divestiture and separation of the pto-
gramming of the product from the pipes.

We may have three or four pipes cominﬁ into every house, but
if you can tie up the product, then you will ultimately shrink the
number of potential competitors. So the convergence of technology
just doesn’t ring true in terms of the potential for programming
compared to the potential for delivering it. There i8 no clear rela-
tionship between making movies and then turning them into bits,
a data stream, because that is all you are doing on the network.
They are completely separate technological tasks. Once you have
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the movie, you can turn it into a data stream of ones and zeroes,
and anyone can deliver that and unscramble it.

The linkage between ownership and concentration of program-
ming and ownership and concentration of the pipes is not techno-
logically necessary or, in fact, in the public interest.

Senator METZENBAUM. Thank you. Mr. Schwartzman, I am going
to have to be rather brief with you because I have just been ad-
vised that a vote has just commenced on the floor.

At our last communications merger hearing, Mr. Smith from Bell
Atlantic stated that even with all of TCI's programming, Bell At-
lantic would only own a small percentage of all television program-
ming and therefore could not impede competition in the program-
ming market. Do you ai}'ee with Mr. Smith’s analysis?

Mr. SCHWARTZMAN. No; I will try to be brief'y for a very com-
licated question, Mr. Chairman. There is programming and there
s programming. These are not widgets. They are not fungible
items any more than the Washington Post is comparable to the
monthly newsletter of a community s&ssociation or homeowners
group. Different channels of media have different power and pre-
established power.

As Ms. Steptoe said this morning, much of the entertainment
production of this country is already tied up on contracts and goes
to particular entertainment channels. These have marquis value.
Even though there may be several hundred supposed channel offer-
ings, when you eliminate the repetition there are many fewer. But
even of those channel offerings, most people watch just a few of
them. Those dominant channels are the ones that are necessary in
order to maintain control, and of those dominant channels, TCI
controls most of them or many of them. So, the degree of clout that
TCI has when combined with Bell Atlantic’s financial clout is not
simply measured in some sort of small percentage calculation of
the number of channels.

Senator METZENBAUM. | agree with many of the concerns you
raised in your testimony about the proposed mergers in the com-
munications industry. However, some industry observers claim
these fears should disappear when cable and other communications
systems expand to ofter 500 channels of rrog‘ramming. Do you
agree with that assessment? What about all this talk of 500 dif-
ferent channels of rrogramming and you don’t need to worry about
who has got control of what programminr?

Mr. SCHWARTZMAN. Well, 500 channels may be controlled by as
few as one company, and that is the problem. How many compa-
nies have editorial control? That is the core assumption of the 1992
Cable Act, which is that when you have 50, 60, or 70 channels all
controlled by one cable operator, you have a bottleneck. Experience
since 3984 in deregulation has proven that that bottleneck can be
abused.

I am not sure we are going to have 500 channels, as most people
seem to think. A lot of these are going to be data and information
services, but video on demand means that they are going to use
100 channels by having 10 movies being shown 10 times a day at
staggered intervals. If those 10 movies are all controlled by one
company, that doesn't bring any diversity. The real key is whether
competitors are going to be able to gain access, and if we look to
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TCI as the model on how to use control over the gateway in order
to keep access out, it is not a very optimistic situation that we face.
That {s what is so troubling.

Bell Atlantic, a company that I greatly respect, had been leading
the way in setting up competition with the cable industry. Bell At-
lantic was movlng toward a model of a truly open gateway in which
everyone would be able to hook up on a nondiscriminatory basis
and Bell Atlantic was going to be offering transport. So when Bell
Atlantic buys TIC, it is buying the company with the experience to
abuse its control over the access to the home. That is what troubles
me, -

Senator METZENBAUM. I am troubled, also, I am troubled that
not only competition, but political debate may be stifled when large
communications companies combine. For example, Hollywood used
to defend the rights of the creators of programming against cable's
monopolistic practices. However, industry critics claim that since
Time, Inc., merged its cable operations with Warner Brothers Stu-
dios, Hollywood lost its zeal for fighting the cable industry. Simi-
larly, at our last hearing we heard how TCI allegedly pressured
NBC to alter the format and focus of its cable news network..

How do you respond to these claims, and what are the broader
implications for the free flow of information in our soclety?

r. SCHWARTZMAN, These are very troublesome concerns, and
the G.E, example that lyou described is a very potent one that the
suppo-edly all-powerful network, backed by Genera! Electric, had
to agree in writing that It would not compete with TCI's own Cable
News Network. Well, let us talk about Cable News Network, which
has been run, I think, in a very fair and even-handed way, but the
potential for abuse is tremendous.

Now, you have Bell Atlantic acquiring TCI and, through TCI, ac-
qulrlnf what is in many ways an effective control of CNN. Bell At-
lantic Is a company which Is accountable right now to State legisla-
tors and State regulators throughout the entire Middle Atlantic
States. Supposing, in theory, C were doing an investigation of

olitical practices or re%ulatory practices, the concern, whether It
s real or not, whether it is fanciful, might be that, gee, they are
going to come after us, maybe we ought to be nice to them.
en you combine the kind of power thet comes with belng a

regulated monopoly, a company that Is accountable for providin
common carrier service, with the control over dissemination o
news and Information, you are creating a scenario that offers op-
portunity for great abuse, As with all that we have been talkin
about this morning, Mr. Chairman, the solution is to look ahead,
to act prophylactically to avoid creating combinations that can
cause problems and then trying to fix them up after the fact.

Senator METZENBAUM. Thank you very much, Mr. Schwartzman,
Thank you, Mr, Cooper,

The hearing stands adjourned.

- [Whereupon, at 11:47 a.m., the aubcommittee was adjourned.)
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MEGAMERGERS: EXPRESS LANE CR
ROADBLOCK TO
THE INFORMATION SUPERHIGHWAY?

THURSDAY, DECEMBER 16, 19893

U.S. SENATE,
SUBCOMMITTEE ON ANTITRUST, MONOPOLIES
AND BUSINESS RIGHTS,
COMMITTEE ON THE JUDICIARY,
Washington, DC.
The subcommittee met, pursuant to notice, at 9:05 a.m., in room
SD-226, Dirksen Senate Office Building, Hon. Howard Metzen-
baum (chairman of the subcommitte.c), presiding.
Also present: Senators Thurmond and Leahy (ex officio).

OPENING STATEMENT OF HON. HOWARD M. METZENBAUM, A
U.8. SENATOR FROM THE STATE OF OHIO

Senator METZENBAUM. Geod morning. This is the third and, bar-
ring some new development, final Antitrust Subcommittee hearing
on the wave of mergers that is sweeping through the telecommuni-
_cations industry. .

Since we began these hearings in October, there have been al-
most dailg press uccounts of some new deal among powerful tela-
Rhone, cable, and video programming companies. To date, US West

as formed a joint venture with Time Warner. BellSouth has
teamed up with QVC and three cable companies, Cox, Comcast,
and Newhouse, to bid for Paramount. Southwestern Bell has an-
nounced. a joint. venture with Cox. NYNEX has invested in
Viacom’s bid for Paramount. AT&T has reached out to acquire
McCaw Cellular. The five largest ceble companies—TCI, Comcast,
Time Warner, Continental, and Cox—have formed a joint venture
to develop new telecommunications services, and Bell Atlantic has
proposed a megamerger with cable giant TCI.

e are witnessing a feeding frenzy that threatens to consolidate
the telecommunications industry into a handful of giant conglom-
erates. Some have welcomed this, claiming that it will speed devel-
opment of the so-called information superhighway. I have my
doubts. It appears to me that these megamergers are less likely to
advance developments in communications than they are to sup-
press competition and force new monopolies.

To my mind, the single most important issue is whether these
deals will give consumers more choices for telephone and cable
services at lower prices, or allow them to be victimized by a hand-
ful of telecommunications giants.

(amn
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The fact is that no one in this room or in any corner of industry
or academia has the definitive answer to that question. However
industry captains, Federal trustbusters, independent experts and
consumer representatives have warned us that we must proceed
with extreme caution if we want competitive market forces to build
this information superhighway. The fact is that the deals that are
allowed to pass antitrust scrutiny in the next 3 to 5 years can con-
trol the growth and direction of this industry for the next 50 to 100
years. If Government does not provide the proper direction or insist
on safeguards to protect the public, we may miss an important op-
portunity.

As Prof. Robert Pitofsky, who is heading an administration de-
fense antitrust panel, will testify, growth and innovation in an in-
dustry can be retarded for decades if the antitrust authorities turn
a blind eye to anticompetitive strategies to dominate the market.
If America hopes to be competitive in the 21st century, we cannot
allow that to happen in the telecommunications industry.

Until a few months ago, telephone and cable companies had been
positioning themselves for head-to-head competition. However, they
now seem intent on combining rather than competing. Unless we
are vigilant, a future telecommunications industry could be domi-
nated by a colossus like TCI-Bell Atlantic and a handful of less
competitors. Under those circumstances, there could be more incen-
tive for telecommunications companies which have no history of or
experience with competition to simply coexist.

As Robert Allen, tﬁee head of AT&T, observed at our last hearing:

I have never seen a single [regional Bell company] compete in another's territory,
with the exception of cellular franchises * * * and [ have never seen a cable com-
gany compete against another cable company or a telephone company * * * [They

ave] no record of competition or incer "‘ve to compete.

There is another reason t. ! =rcerned about consolidation in
the telecommunications industry. . :phone and cable monopolies
have an established track record of anticompetitive conduct. Last
month, consumer witnesses testified that the regional Bell compa-
nies have repeatedly been guilty of deceptive marketing practices
and outright consumer fraud. Likewise, the cable industry has been
disciplined for forcing consumers to buy expensive packages of
cable programs and for other abuses.

At our last hearing, I read an astonishing memo from an em-
ployee of TCI who urged his system managers to undermine cable
rate restrictions by charging consumers for established services and
then “blame it on re-regulation and the Government.” We will cer-
tainly give Mr. John Malone, the head of TCI, an opportunity to
defend that memo when he testifies later this morning.

However, the megamerger that concerns me the most is Bell At-
lantic and TCI. That is because TCI has been allowed to acquire
so much market power over cable systems and programming. In
1984, the Baltimore Sun reported that Mr. Malone compared his
industry to “a game of monopoly” and stated that “TCI’s primary
goal was to * * * buy more property.” TCI hae certainly realized
that goal. It is the Nation’s largest cable system. It reaches about
25 percent of all cable subscribers. In March of 1993, Fortune Mag-
azine reported that TCI's John Malone “has the power of gate-
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keeper in this highly competitive industry. No cable channel can
thrive without access to his customers.”

TCI's market power will become even more formidable if it is al-
lowed to merge with Bell Atlantic. That new colossus would have
a telephone or cable wire connecting approximately 40 percent of
the homes in America. The head of the FTC's Bureau ot Competi-
tion testified before this subcommittee “When you consider the
number of consumers affected by Bell Atlantic-TCI, obviously the
potential, if there is an antitrust problem, is enormous.”

Moreover, TCI and Bell Atlantic would control a vast stable of
cable programming, including 9 of the 20 most 190 ular cable net-
works. The very large chart to my right lists TCl-controlled pro-
gramming. It is a very formidable list.

It was TCI's excessive power over cable programming that led
the FTC to challenge its back-door acq’uisition of Paramount. Inci-
dentally, TCI argues that, well, we don’t have a 51-percent position
in this company or that company, and therefore we don’t have con-
trol. Don't you believe it. Mr. Malone and TCI are in a position to -
exercise control with far less than a 51-percent position.

Technically, in the previous matter before the FTC, it was QVC
and not TCI that was buying Paramount. However, TCI has a 22-
percent stake in QVC which the FTC concluded could give it the
power to control Paramount’s cable programming. Consequently, in
a November 15 consent decree against TCI, the FTC charged that
giving TCI control over Paramount’s cable programming could per-
mit it to raise prices to subscribers and other cable operators, to
collude with other cable operators to raise prices or to deny com-
petitors access to desirable programming, and to keep new competi-
tors out of the market.

The fact is that TCI already has the power to raise prices and
block new competitors with or without acquiring Paramount’s cable

rogramming. In my view, the real importance of the FTC’s chal-
enge is that it marked the first time in recent memorythat a Fed-
eral agency was willing to say no to TCI. For that, the American
.eople owe the FTC a debt of gratitude.

owever, none of the charts displayed in this room or the FTC's
consent decree against TCI tell the complete story of its dominance
in the cable industry. The fact is that TCI has found other even
mc;re clever ways to expand its power and intimidate would-be ri-
vals.

For example, TCI controls a programming buying agent for cable
systems which purchases cable programming at a deep discount.

hat TCI subsidiary wields enormous power. It can refuse to buy
programming at a competitive price, which easily could put a pro-

ammer out of business, or it can expel a renegade cable system
F:om the group, denying them the financial benefits of TCI's buying
clout and putting their systems at risk.

The Congress must ensure that there is robust competition in
telecommunications markets. To that end, yesterday I sent a letter
to Anne Bingaman, the Department of Justice’s Antitrust Chief,
and Janet Steiger, the Chairman of the Federal Trade Commission,
calling upon them to create elite units of experienced antitrust law-
yers to review telecommunications deals. My reasons for making
this recommendation are three-fold.
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. First, some of the most important deals, such as Time Warner’s
{pmt venture with US West, were never formally reviewed. I be-
ieve that the antitrust agencies should go back and look at those
deals in light of recent mergers that involve Time Warner's other
programming investments.

Second, I am concerned that if telecommunications deals are re-
viewed in isolation from one another, their anticompetitive con-
sequences may be understated. However, if those deals are exam-
ined in light of the consolidation and the web of interlocking ar-
rangements that are developing in the industry, their anticompeti-
tive dangers will be more apf)arent. :

Third, a December 9 Wall Street Journal article suggested that
the Clinton administration might challenge some communications
deals and not others “to show that it intends to live by its aggres:
sive antitrust rhetoric.” I do not believe that either DOJ or FTC
would do such a thing. That statement implies political gamesman.
ship on the part of DOJ and FTC. Frankly, I heve more faith in
the integrity of those agencies than in the Wall Street Journal re-

ort

The fact is that the decisions that the antitrust agencies make
to approve, to condition, or to challenge a telecommunications deal
will affect consumers and the vitality of the industry for decades
and the free flow of ideas to all Americans. The Department of Jus-
tice and the FTC could demonstrate their enforcement resolve and
bolster their resources by forming special units to scrutinize every
telecommunications deal. Doing so would also protect American

. consumers from decades of anticompetitive abuses at the hands of
a few ruthless telecommunications giants. I intend to make sure
that the President is fully aware of my antitrust concerns,-as well
as other members of his administration.

We are delighted to have with us today the ranking member of
this subcommittee, Senator Strom Thurmond. Senator, do you have
an opening statement?

OPENING STATEMENT OF HON. STROM THURMOND, A U.S.
SENATOR FROM THE STATE OF SOUTH CAROLINA

Senator THURMOND. Thank you, Mr. Chairman. This moring,
we hold our third hearing on recent large transactions in the tele-
communications industry. Telecommunications businesses continue
to evolve rapidly, as shown by the gartnership between Cox Enter-
prises and Southwestern Bell and Bell Canada’s investment in
Jones Intercable, both of which have been announced since our last
hearing.

The speed at which this industry is changing raises the need fot
congressional review of the appropriateness of relevant laws and
regulations. Additionally, it raises concerns that excessive Govern-
ment review and regulation will unnecessarily impede private ini-
tiative and competition in this vital sector of our economy.

At our previous two hearings, I discussed the proper role for the
Congress in considering the proposed mergers. Determining the
purpose and proper scope of this hearing is even more important
due to the large number of allegations that have been made
against Tele-Communications, Inc. The Furpose today should not
be to attempt to adjudicate the specific allegations against TCI, for
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we are neither judge nor jury. Detailed consileration by this sub-
committee of improper conduct or market imperfections is nec-
essary only where existing antitrust laws or enforcement are inad-
equate or under review.

TCI's actions are now being challenged under the antitrust laws
in Federal court where the issues can be fully and fairly litigated
and adjudicated. In fact, Mr. h{alone :nay be unable to address cer-
tain issues in any detail today because of the pendency of this pri-
vate antitrust litigation in New York.

Finally, as I have stated at our previous hearings, the antitrust
enforcement agencies are eni:rustejJ with conducting a competitive
analysis of the proposed mergers and bringing any necessary anti-
trust challenge. The role of the Congress should be to ensure that
laws and regulations keep up with the convergence of telephone,
cable, and wireless technologies so that competition can flourish
wherever possible in the marketplace for the benefit of consumers.

Mr. Chairman, I wish to thank each of the witnesses for their
time and effort in appearing before the subcommittee this morning
because I know it was difficult for several of them to arrange a
time to do so. I look forward to hearing their testimony.

Thank you, Mr. Chairman.

Senator METZENBAUM. Thank you very much.

We are very, very pleased that Senator Bob Kerrey of Nebraska
is with us this morning. Senator Kerrey has been a leader in study-
ing the importance of communications policy since he was Governor
of Nebraska, and so this is not a new area for him and we are
pleased that in this area, as in so many others, he is willing to
speak out and share with us the benefit of his thinking.

We are delighted that you are here with us this morning, Bob.

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

Senator KERREY. Thank you, Mr. Chairman. Since you asked me
to keep my testiinony to 10 minutes, 1 will do two things; first, ask
unanimous consent that the entire testimony be included in the
record, and then, second, I will drop the first 10 pages which are
essentially complimenting you on holding these hearings, and re-
duce that to a single paragraph to say that American consumers
really have benefited from your tireless and truly fearless vigilance
on their behalf. You have not only saved taxpayers an awful lot of
money, Senator Metzenbaum, you have saved an awful lot of lives.

Senator METZENBAUM. Thank you very much.

Senator KERREY. I know there are going to be a number of people
who like to buy silence around here with campaign contributions
who won't regret your passing in 1995, but I, for one, will miss you
terribly and 1 can’t imagine how it is going to be possible to fill
your shoes.

Senator METZENBAUM. Your friendship means much to me and I
appreciate your comments. _

genator RREY. Mr. Chairman, I have made an effort to come
here and ask to testify on this proposed merger because I would
like to suggest how I think we should regulate these new commu-
nications industries, but I am also here because I believe that some
of the most important concerns, at least as I see them being ex-
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pressed by the American people, as well as their aspirations, hang
in the balance of what we do.

The revolutionary changes—and indeed they are revolutionary
changes—in the technologies that enable these industries to grow
and to form present the American people and the world, I believe,
with a series of good news/bad news events. .

The good news is these technologies are going to create millions
of new jobs for the American people ‘vho have acquired the skills
in the new media. The bad news is that millions of jobs will be lost
as software replaces workers and as obsolete products disappear
with startling speed.

The good news is that we are going to be given a tool which will
enable us to communicate with one another more quickly, more
cheaply, and in ways which could enrich our culture and deepen
our resgect for the powers of the Almighty to create and destroy.
The bad news is the potential for the invasion of privacy and the
trivialization or vulgarization of our culture, politics, and human-
ity. -

The good news, Mr. Chairman, is that democratic power and
business politics and our social life could become more distributed
to the people, but the bad news comes in the form of monopolies,
either imposed by the Government, Mr. Chairman, or allowed by
neglect, which could strangle the individual impulse to create and
express.

he good news is that these technologies could change our lives
for the better, but the bad news is that they could, if we do not
apply values that satisfy our highest aspirations, add fuel to the
fire of violence that is threatening the American family and the
American way of life.

Borrowing, Mr. Chairman, from an observation made by Mr. Neil
Postman, when I look at America and make a list of good news and
bad news, the %ood news is seldom a cense?uence of technolo,
alone, and the bad news is never a result of a shortage of tech-
nology. If there is something missing today in America, it is not a
new generation of whiz-bang toys, personal data systems, modems
or fiber optics. The missing ingredient is the need to belong, to feel
some dignity, to feel some purpose of life, and to feel that our indi-
vidual power to do something good is alive and well.

One of the most important conditions that adds to an individual's
sense of dignity, Mr. Chairman, ana to that individual’'s respect is
having a ijob. A job, Mr. Chairman, can cure a lot of ills. It can
change a life from desperation to optimism, and jobs are clearly at
stake, Mr. Chairman. Our regulatory response to this proposed
merger will have a profound impact on the lives of our youth who
are searching for work and our middle-age workers who may be
among the 2 million Americans a year who receive a pink slip.

Jobs must be issue number one. Millions of new American jobs
will be created as new products and services are sold to Ametican
and world consumers. We must take care not to allow the headline
stories that describe telephone companies downsizing their
workforce to prevent us from seeing the news of rapid wth of
jobs in the hardware, software, and infrastructure industries.

Mr. Chairman, to summarize a few pages here, it has been esti-
mated that the telecommunications industry, and the telephone
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companies sgeciﬁcally. will invest $150 billion over the next 5
ears; that the marginal increase in investment will total $50 bil-
fon in 1993 money. Mr. Chairman, that $50 billion over 5 years
compares, in 1993 dollars, to $37 billion that was invested in the
interstate highway system from 1957 to 1963. ‘

Mr. Chairman, these investments that are being made by private
capital are going to create an awful lot of jobs here in the United
States of America, and my hope, Mr. Chairman, is that you will fol-
low your quite persuasive and quite impressive consumer nose to
allow you to determine how it is that we ought to regulate. I would
like to suggest, Mr. Chairman, that if you do follow that consumer
nose and say, what is it the consumer wants, what is it that I
want, what is it that you want as a consumer, it is much more like-
ly that our regulatory response will be appropriate.

Let me give you an example. I have got a number of consumer
needs that I have in my own househols, and I would like to de-
scribe those consumer needs, and I would like to describe as well
how I currently satisfy those needs.

First of all, I want a phone that works. To satisfy that need, I
make sure I elect regulators who promise to keep my rates as low
as possible. I want my television to be as clear as it can be, and
again to get that done, I elect regulators who promise to keep my
cable service as cheap as possible. I want a mix of news and enter-
tainment on my radio and TV, and so I ask Federal regulators to
monitor the hourly content of the broadcasts.

I want my newspaper delivered before I eat breakfast, so I pray,
Mr. Chairman, every day that the newsprint monopoly is concerned
enough about seeini print ads to get that done. ] want my mail
waiting home at night, and that is why I buy a Christmas present
for my postman every single year. I like to read, Mr. Chairman, so
I shop at stores that I like; I shop at stores that allow me to have
a cup of coffee and read at my leisure.

I have eclectic tastes in music, Mr. Chairman, so I go to stores
where the other shoppers are approximately the same age as my
children. Though I do not, Mr. Chairman, buy and watch video-
tapes, I do have an account at Blockbuster because my children,
like many children in America, currently today check out more vid-
eotapes at video stores than they do from the public library.

Mr. Chairman, what I suggest to you is that it is possible if we
regulate properly to go from an old world where I said I want tele-
phone service and television service and other information services
and I have got to seek the opportunity to get that through regu-
latory effort. I believe in the new world it is possible merely to say
I as a consumer should have options; I as a consumer should have
choice. I should not face any business that says to me, Mr. Chair-
man, that I have to take that service on a take-it-or-leave-it basis.
That business should understand that if I don’t like the service
that they provide me, I will take my business elsewhere; I will
move it down the road.

Mr. Chairman, I know it is difficult for all of us to understand,
but today all of this information—the dial tone, the video service,
the newspaper, the music, the images and the information that I
buy—all of this can be converted into an indistinguishable pile of
ones and zeros. Mr. Chairman, my hope is that we regulaie to
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