
- 33 •

also raises antitrust concerns because it ultimately would extend to the now-competitive CPE

market the oligopoly conditions that exist in the interexchange service market.

A. BunclUDl By Interexchanae Carriers Can Constitute a fa: SI
Violation of the Federal Antitrust Laws

The proposal contained in the Notice would allow interexchange carriers to require

their basic service customers to purchase carrier-provided customer premises equipment. In

antitrust law, this practice is referred to as tying. II The Supreme Court has made clear that

antitrust law seeks to prevent a fum from usina its "control over the tying product to force the

buyer into the purchase of a tied product that the buyer . . . might have preferred to purchase

elsewhere. "12 For that reason, the Court has held that "when 'forcing' occurs" or is

"probable," a tying agreement is 1m S unlawful under Section 1 of the Sherman Act." The

81 The typical tying cue involves an express requiremem by the seller of the "tying"
product that the buyer also purchase the "tied" product. However, the courts and
commentaton have recognized that an offer to provide customen who purchase a tying
product with a deep discounl on a tied product (UDrelated to any cost savinls resulting
from joint provision) also can coDStitute a tyq apeemeDl. S. Phillip E. Areeda, IX
Antitrust Law: An ""lYsis of A'Mimw ".... aM Ibcjr Applisa'ion , 1717.d.3
(1991). Thus, the Iditrust law restrictions on tyiJII are applicable if an inlerexchange
carrier either requires a baic service customer to purdJuc carrier-provided CPE Q[ if
the carrier pric:es CPS at a level so low that the "omy viable economic: option is to
purchase" the U'lnsmiuion service aDd the CPE "topCber in a sina1e plCnle." ~
and Me', Inc· y. IVAe Corp.. 506 F. Supp. fi1'1, 701 (N.D. Cal. 1979), affiI, 638
F.2d 143 (9th Cir. 1981), COR. denied, 454 U.S. 895 (1981); HI IlM1 Amerinet v,
Xerox Com.. 972 F.2d 1483 (8th Cir.), em. denied, 113 S. Ct. 1048 (1993).

Jeffmon Parish HOII. DiM. No. 2 v. Hyde, 466 U.S. 2, 14-15 (1984).

IQ. at 16. In many cases, tying also can restrict competition in the market for the "tied"
product. Nonetheless, coDUVy to the suUestion colllliDed in the Notig, .. Notice at
, 87 t it is DOt necessary to demonstrate that a pany is likely to "monopolize" the market
for the tied product in order to make out a 1m Ie violation of the aDtitrust laws. Sst
~,PansagI Elsctrical Moton v. Stcrlinl Electric, 826 F.2d 712, 719 (7th Cir. 1987)
(" [T]be requirement that there be a threat of market power in the tied product has not
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Court further has made clear that, in determining whether an entity has the ability to "force" a

customer to purchase a "tied" product, the analysis must be guided by "actual market realities,"

rather than "fonnalistic distinctions. ""

If the Commission seeks to justify its proposal on antiuust grounds, it must

demonstrate that interexchange carriers lack the ability to "force" their customers to use canier-

provided CPE. In conducting this analysis, it not sufficient for the Commission to rely on a

"formalistic distinction" between those carriers that it has classified as dominant and those that

it has classified as non-dominant in the interexchange market. Rather, the Commission must

conduct a fact-specirIC assessment of the "realities" of the interexcbanae service and CPE

markets, and the relationship between them. is

The Supreme Court's decision in fMbMn JS'nd'k Conpoy v. ImaB Technical

Services provides useful guidance. In Knd'k, the Court found tbat - beeause of the unique

stn!cture of the market - a rum that lacked market power in the photocopier sales market might

nonetheless have the ability to force iDcumbent customen to purchase its copier repair service.

This could occur, the Court explained. because customers miJbt make die initial decision to

purchase a photocopier/panslservices p8Ckale without separately assessinl die costs and benefits

beeDeIIdor.t u a requisite for a tyina violatioD by a Supreme Coun majority. "). Thus,
a tyq aar-- by an inrerexcbanae carrier would be UDlawful even if it is not likely
to result in tbe creadoo of a monopoly in the CPE market.

Fa5JmlD Kgdfk CoQI1IQ.Y v. {lDAce Iechpigl SCryjcca, ~1 U.S. 451, 466 (1992).

sa Pilidync Com. v. Qegcgl Com.. 734 F.2d 1336~ 1341 (9dl Cir. 1984), ~.
denied, 473 U.S. 908 (1985) (In a tyina case, issue is not wbecber die defendant has
market power in die tyina market. it is whetbel' - bee.1I of die market strueture - the
defendant bas the ability to "force" some of its customers to purcbue tied products that
they would have preferred not to buy.).
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of the parts aDd service, which account for only a small ponion of the total cost of the package.

Once they had bought the package, the Coun continued, customers might be "locked-in" to the

photocopier supplier because of the high cost of purchasing another photocopier. As a result,

the Coun concluded, the ftrm could "force" its customers to continue to purchase its repair

service. 86

In a similar manner, the relationship between the interexchange service and CPE

markets makes it possible for carriers that do not have market power in the interexchange

service market to force customers to purchase carrier-provided CPE. As in Kodak, there are

good reasons to believe that customers who purchase interexcbange service/CPE packages often

do not separately consider the costs and benefits of CPE. which represents a small poniOD of

the total cost of the package. Once a customer has selected an interexcbanae carrier, the carrier

can "lock-in" the customer through the use of long-term contracts and early termination

penalties. Such practices are becomina increasingly common, especially in the business services

market. Because the customer then lacks the ability to switch carriers easily, the carrier can

"force" the customer to meet its future equipment needs usina additional carrier-provided CPE.

Indeed, once the customer bas purchased the initial piece of carDer-provided CPE, it may be

required to obtain additioDll carrier-provided CPE in order to ensure interoperability among

premises-based devices.

Tbe ability of inreI'exchangc carriers to eople in "forcinl" is even greater than

that of the photocopier lDIDIfacturer in Kgd'k. While Kodak iDdisputably lacked market power

in the photocopier market, there remain good reasons to conclude that the leadiDa interexcbange

86 SB Knd'k. ~l U.S. at 476.
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carrier, AT&T, retains at least a degree of market power in the interexchange market. Plainly,

under traditional antitrust analysis, a finn with a sixty percent share of a market in which the

top three participants account for ninety percent of all sales would be presumed to have a degree

of market power. AT&T has repeatedly exercised this power by increasing prices for

interexchange service in the face of declining costs. r7 Moreover, even if AT&T lacks market

power in the over-all interexcbange market, the Commission now recognizes that AT&T appears

to possess market power in several significant submarkets, such the analog private line service

market.U Because interexchange carriers have the ability to "force" customers to obtain carrier-

provided CPE. preservation of the CPE No-Bundling Rule is necessary to prevent interexchange

carriers from engaging in conduct that would constitute a m B violation of the Sherman Act.

B. Ey. lD the Ablenee of SIqIe firm Market Power, Bundllnl
CaD Kaye Aati-COIIIpetitiye Effects

The Notice relies heavily on the Commission's prior rmdina that the interexchange

market is "substantially competitive." However, even if no one rum in the interexcbange market

has the ability to enpae in uPi',tm! anti-eompetitive coDduct, evideDce exists that the

interexchange service market is an olilopoly, in wbich tbree laqe providen collectively have

the ability to establish prices.· At a minimum, UDder the DOl-fie Meqer Guidelines, the

87

U

89

SK Commeau of die 1DdepeDdent Data Communication Mllllflcturen Association, CC
Docket No. 79-252. at 6-10 (June 9, 1995) ("IDCMA AT&T Reclassification
Comments").

Notice at 1 40 ("AT&T miaht possess the ability to raise and sustain prices for . . .
analOl private line service above competitive levels without m'kinl the price increase
unprofitable. It).

SK Notice at 1 80-81.
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interexchange market must be considered highly concentrated.9Q Indeed, even if several new

finns enter the market. such concentration is likely to remain for yean to come.

Allowing panicipanu in a concentrated market to engage in bUndling can raise

serious competitive concerns. As Professor Areeda explained, "oligopolisu in a tying market

might transfer their concenttated market structure from the tying to the tied market. "9\

Professor Areeda went on to provide the followinl example:

suppose that all usen of product B need a product A. which is
supplied only by five sellers; each of them supplies A only to those
who take their B requirements from him. So lana u tbese tyinl
arranaememscontinue. they create and maintain an olilopoly in die
tied market by denyinl a1l potential customers to any DeW supplier
of B. 1bis total deDiaI of potential paaonqe to odIen is well
capaared by die 100'1 foreclosure that resulu from Iddinl tolether
die separate foreclosure of each tyinl seller.91

In die preseDl cue. allowinl iDterexcbanae carrien to bundle CPE could result

in a situation in which each of tile major IXCs "teams up" with ODe CPE vendor. and then

provides that vendor's CPE u pan of iu replated service offeriDl. 1bis would eliminate the

current competitive CPE market. in wbich a tarae mamber of IDIDlfIcturm compere to sell

equipment to the vast eDd-u.r 1DII'ket. In its pIKe, a new olilOP01y/oliJOPSOllY market would

9Q

9\

The Merpi' Ouidel_ .... me depee of marbt CODCeIIb'ItioIl uaq tile Herfmdahl­
Hirsc""". IDda (-IUD-), wbich is calculated by !lUIMDina tbllqUIRI of the market
sbalel of tile pudc..... in • liven market. UDder tbe OuideliDes, a market with an
HID aboWI 1,800 II cc.ideIed to be "hilblY COIIl:IIIII'Ire." ~ Deplnment of Justice
and Federal TndI ComaiU1on. BodPm' ....' QyjdeIj- 111.5-1.51 (Apr. 2,
1992), ...... jp .. TI'Ide Rea. Rep. (CCH) '13.104. In 1995 me iDrerexcbanle
market bid an HIlI of 3,936. Ssa 1DCMA ATaT I8clluiflcadoo COIIIIDIIIII 116. The
HHI for tile pri~ liDI sub-1DII'ket. 1IlOIeOVeI', srood II 5.320 -an eXll'lOldinarily high
level of concenttltion. 14. 1bese fiames have DOt cbaDpd perceptibly in the put year.

Areeda. IX Aptjgps lAw , 1704.c.4.
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arise, in which a handful of manufacturers would make equipment sales to a few carrier­

purchasers. Such an outcome plainly is at odds with the pro-competitive goals of the antitrust

laws.

C. BundOn, Will Not Provide Competitive Beneftts

Finally. the NQtice fails tQ demonstrate that allQwing IXCs to bundle interexchange

service and CPE WQuid provide any pro-compctitive benefits. Rather, the Notice simply qUQtes

a fooUlOte from the Computer U Final Decision, in ~hich the CQmmissiQn engaged in a brief

theoretical discussiQn Qf the possibility of CQnsumer benefits from cQmmodity bundling. In the

footnote, the CQmmissiQn observed that, in a market characterized by "wQrkable cQmpetitiQn, "

bundling might benefit CQnsumers by reducing transactiQn costs." Bundling. however, is DQ1

necessary tQ reduce transactiQn CQsts. Under the No-BuDdling Rule. carriers may offer

CQnsumer packages CQntaining both interexchange service aDd CPE _. provided that each element

also is separately Qffered aDd separately priced.

Nor does buDdlq result in production efftc:ieucies. If all netWQrk Qperators are

required tQ disclose customer iDrerface infQrmation. tbeD any customer equipment manufacturer

will be able tQ design iDreroperable products. Packagq ttansmiMion service aDd equipment will

only serve to thwart competition from the independent customer equipment sector by providing

netwQrk-affiliaIed equipment manufacturers with an artifICial advantage in the sale Qf their

products.

Finally. buDdlq does not lower the total cost to CQDSUDIen of service/CPE

packages. A carrier that provides a deep discount Qn CPE to customers that buy a service/CPE

Computer II Final Decision, 77 F.C.C.2d at 443 n.51.
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package still must recover the cost of both components of the package. If the carrier lowers the

"up front" purchase or lease price of the CPE, it will have no choice but to recover the costs

through service charges. CPE costs are non-usage-sensitive. If these costs are recovered

through usage-sensitive transmission service charges, high volume service users will be required

to contribute far more than the cost of the CPE they are using, thereby causing significant

market distortions.

IV. REQUIRING INTEREXCHANGE CARRIEItS TO OFFER AN
UNBUNDLED BASIC SERVICE OmON IS NECESSARY, BUT
INADEQUATE

The Commission also bas requested comment on an alternate proposal - modeled

on the regulatory regime in the cellular market -- that would allow interexchange carriers to

offer bUDdled interexcbange service/CPE pacUlet. provided that they continue to offer

interexchange service on an UDbuDdled, nondiscriminatory basis.M As the Commission

recognized in the cellular market, Section 202 of the Communications Act reauires carriers to

unbundle their underlYina basic service and make that service available on a non-discriminatory

basis.95 Nonetheless. compliaDce with this statutory mamate woujd not satisfy the requirements

of the Communications Act. Under the CommiUlon's altemare proposal. an interexcbange

carrier still c:ould require 1 c:ustomer to purchase carrier-provided transmission service in order

Notice at 189.

sec Bundt. of C,the..p,,,,.,. prtpiw ...i.... "" e,nyler Service. Notice of
Proposed RuJen1Iki"l. 6 FCC Rc:cI1732, 1775 (1991) ("(P]tcilitia-baed carriers who
provide cellular CPE and cellular service on 1 pKbIed basil will coDlinue to be
required to offer cellular service to agelllS. resellen. and odIer c:ustomen subject to ...
the nondiscrimination provisions of Section 202(1) of tile Act." (fOOlDOte omitted».



- 40 .

to obtain a discount on CPE. As demonstrated above,96 this practice violates the non-

discrimination requirements contained in Section 202 of the Act. Moreover, even if the

Commission had the statutory authority to adopt its alternate proposal, strong policy

considerations militate against it.

'The Commission's alternate proposal is identical to the regime adopted in the

CelWlv CPE Bundlig Onier.97 That decision, however, reflected the unique conditions in the

relevant markets. In the cellulv market, CPE accounts for a signiflCallt ponion of the cost of

a combined service/CPE "solution. "91 As a result, consumers' primary purchasing decision

concerns the equipment they wish to obtain. Moreover, most cellulv CPE is sold by

independent retailers who also act as agents for thecellulv carriers that service their locality.99

These retailers typically offer CPE produced by several competiq manufacturers. Given these

conditions, the Commission concluded that it was unlikely that bundling would result in a

situation in which the carriers could dictate customers' choice of equipment. Rather, the

Commission believed, bundling would allow independent retailers to assemble packages that

combined customer-selected CPE with transmiS$ion service. loo

96

99

100

S=mm § B.A.

s= Aypdl. olee_IV Cuatqucr PregUscs Eav'" apd Clllular Service, Repon and
Order, 7 FCC Red 4028, 4032 (1992) ("Cellular Cn Buodljg Order").

Id. at 4030.

hi. at 4029-30.

hi. at 4032. In decklint to allow bundliq in the cellular CPE market. the Commission
also relied on several public interest factors unique to the cellular market. Id. In
particular, the Commission stressed theimponaDce of promodnl efftcient use of the
specuum by iDcreasina the number of customers sublcribq to cellular service. The
CommiS$ion reasoned that "the high price of cellular CPE" presented a "barrier" to
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The structure of the interexchange market differs considerably from that of the

cellular market. Most interexchange customers' primary concern is their transmission service.

which constitutes the lion's share of the cost of an interexchange service/CPE solution.

Moreover. the customer's principal point of contact for this service is the interexchange carrier.

rather than an independent vendor. As a result, interexchange camers have a far greater ability

than cellular service providers to dictate their customers' CPE choices.

If the Commission were to adopt the alternate proposal, interexchange carriers

likely would offer bundled service/CPE packages at the same - or nearly the same - price as

the stand-alone transmission service. lOt In tbcoa. this approach would allow customers to

obtain transmission service from an interexcbange carrier, and then purchase the associated CPE

from an independent vendor. In realiLY. however, once customers bad obtained transmission

service from the carrier. they would be unlikely to seek out an independent vendor m;l pay

market price for competitively provided equipment, wben they could obtain "free" equipment

lOt

wide-spread use of cellular service. By alIowiDa sellen to provide steep discowus on
equipment prices to consumers tbat agreed to purcbue a combined cellular service/CPE
package, the Commiuioa boped to iJ:MIuce more customen to sublcribe to this service.
hi. at 4031. CPE buDdliDa in the inrereKbaDp muk&t is not necessary to provide any
of the public interest beaefits tbat the Commiuioa soulbl to achieve in the cellular
market. As tbe Commiu. recopized in tbe AI&]' 81cla"iClCltion Order,
interexchanp caplCity - UD1ike spectrum - is not in shon supply. ~ Motion of
AT&T Corp. to be _I·,ifted as a Non-QmniN. Cmier, Order. , 58, FCC 95-427
(rei. Oct. 23, 1995), ... MiD', Moreover. in me inrereKbange service market.
the Commiulon's goal of widespread service availability bas been achieved.

This scenario is DOt speculative. To the contrary, experience in the cellular market
demonstrates that. if bundliDa is allowed, cusromers are likely to be offered CPE for
"free" if they agree to enrer into a long-term service CODttKt. Because me cost of CPE
accoums for a smaller proportion of me cost of me services/CPE "solution" in the
interexcbange market than it does in the cellulu market. iD1erexcbaDp carrien are even
more likely than cellular carriers to offer artifICially low CPE prices as an inducement
to customen to enter into long-term service contnets.
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from the carrier. 102 The end-result would be no different than if the carrier were permitted to

offer all service on a bundled basis: customers would accept carrier-provided CPE, even if it

was not the equipment that best met their needs.

v. AT A MINIMUM, THE COMMISSION SHOULD DEFER
CONSIDERAnON OF ANY CHANGE IN TIlE NO-BUNDLING RULE
FOR THREE YEARS

The Commission's proposal to allow interexcqe carriers to bundle interstate,

interexchange service and CPE is deeply flawed. The evidence, IDCMA believes, demonstrates

that this proposal would impede competition in the CPE market and harm the public interest.

Nonetheless, IDCMA recognizes that the Commission may take a different view as to the cost

and benefits of CPE bundling. Even if the Commission disagrees with IDCMA's analysis,

however, a compellinl reason exists to defer action on this radical proposal.

This is a time of considerable uncertaincy in the telecommunications industry. As

demonstrated below, actions taken by the Congress and the Commission - as well as on-going

international developments - are likely to transform the telecommunications market in as-yet-

unimaginable ways. In Ii.. of this substantial UDCertIiDIy, IDCMA believes the appropriate

course of action is for die Coriunission to defer co.-ideration of die rebundliDa proposal for at

least three yean.

Tbe buis of tile Commission's proposal is the increase in competition in the

interexcbange market. Yet, the exteDt to which die Telecommunications Act will promote

competition by permittina die BeD Operatinl Col1lp8D&t to enter this market bas yet to be seen.

102 The CPE, of course, is DOt free; die cost is recovered over time tbroup higher
transmission service cbarps. Bundlina merely serves to cooceal die trUe costs to
consumers. SII BIltI , m.C.
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At present. there are reasons for concern. On the day the President signed the

Telecommunications Act. commentators predicted that elimination of the Modification of Final

Judgment would result in~ significant new entrants into the long distance market. Soon

after the Notjce was released, the merger of SBC Conununications and Pacific Telesis reduced

the potential to B1. By the time these comments were filed. the Bell Atlantic-Nynex merger had

reduced the number of potential BOC entrants to tbl. Moreover, it may be some time before

any of the surviving BOCs obtain the state and federal regulatory approvals necessary to enter

the in-region interexchange market.

There .also are substantial questions as to wbedler BOC entry into the CPE

manufacturing market will promote competition by increuiDI the number of market participants,

or will impede competition by allowiDI the BOCs to use their substantial market power to

disadvantage their rivals. At a minimum, it seems likely that several currently independent

manufacturers will soon become BOC-aftUiates. The future role of Bellcore. and the effect that

a possible BOC divestiture will have. also remain UDkDown.

Actions taken by the Commission also have increued market wanainty. The

Commission's recent MAT BIc"pirlCltion Order baa elimiMted many rqulatory consuamts .

on the nation's larpst iDrerexcbaqe carrier. In this proceedinl, moreover, the Commission bas

proposed a manr.Wory forbearaDce relime which -- for the rll'St time in the Commission's history

-- would result in the provision of III intentate, interexcbanp service on a DOn-tariffed basis.

Future proceediDp at the Commission will doubtless briDI more changes. For

example. the major interexcbanle carriers have asserted that Section ~1 of the

Telecommunications Act allows them to obtain cost-based. UDbuDdIed access service at prices
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as much as 80 percent lower than current canier access charges. How the Commission -- and.

ultimately, the courts -- decide this question will profoundly affect the competitive structure of

the interexchange market. Commission proceedings governing a wide range of additional issues

-- from universal service to the revision of the customer proprietary network infonnation rules

-- also lie ahead. At the present time, it is simply not possible to predict how the Commission

will resolve the difficult issues presented in these dockets, let alone what effects these decisions

will have on the relevant markets.

Finally, the international telecommunications rqutatory environment remains in

flux. In panicular, the extent to which the United States will bind itself to unbundle CPE as pan

of the on-going NGBT negotiations remains uncenain. The Commission should be wary of

taking any action that would be inconsistent with, or which could undermine, the Government's

international negotiating position.

In light of this substantial market uncenainty. the prudent course of action is for

the Commission to defer consideration of this matter until the effect of the changes now under

way can be determined. IDCMA believes that a three-year defem1 period - begiDniq upon

adoption of the decision in this proceedina - would be appropriate. At the end of that period,

the Commission will be in a far better position than it DOW is to assess the costs aDd benefits of

any alteration in me N~BundJiDa Rule.

Tbere is liale COlt to this appl'OICb. InIerexcbanae carrien currently have the

right to provide "o....stop-sboppina" for their CUS1OIDerS, so 1001 as they separately offer and

separately price each element of the servicesJCPE packap. Should any carrier make a case that
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this is inadequate, moreover, the Commission retains the authority to provide a carefully

circumscribed waiver of the No-Bundling Rule.

This is not the time to jettison one of the Commission's most successful regulatory

policies.

CONCLUSION

For the foregoing reasons, the Commission should retain the current, highly

successful, pro-competitive Customer Premises Equipment No-Bundling Rule.

Respectfully submitted,

JOrwhaD Jacob Nadler
Thomas E. Skilton
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SUMMARY

Only a handful of commenters supported the Commission's proposal to eliminate

the CPE No-Bundling Rule in the interstate, interexchange market. A somewhat larger number

of commenters endorsed the Commission's alternate proposal, which would permit interexchange

carriers to bundle CPE, provided that they also offer an unbundled service option on a non­

discriminatory basis. These commenters, however, provided only the most cursory statement

of their position. In contrast, trade associations representing three major industry sectors -­

independent equipment manufacturers (IDCMA), consumer electronics retailers (CERC), and

enhanced service providers (ITAA) -- submitted detailed comments explaining their strong

opposition to the Commission's proposals. As these parties demonstrated, the No-Bundling Rule

serves the public interest by fostering the development of a vibrant- independent manufacturing

sector, which has been a source of innovation and "intermodal" competition.

The "rebundling" advocates have failed to provide any adequate basis for

elimination of the No-Bundling Rule. These parties rely principally on the Commission's earlier

fmding that the interexchange market is "substantially competitive." Even if antitrust

considerations were dispositive -- which they are not -- IDCMA has demonstrated that, because

interexchange carriers have the ability to dictate their customers' CPE choices, agreements

"tying" CPE to interexcbange service are W S unlawful.

The only public interest argument advanced by the rebundling advocates is that

elimination of the No-Bundling Rule would permit carriers to offer "packages" that include

transmission services and CPE. In fact, however, the CPE No-Bundling Rule does nQt prevent

carriers from offering such "packages." The Rule merely requires that -- if a carrier chooses

to offer "one-stop shopping" -- it must separately price the service and CPE components, and

- i -



offer each component on a stand-alone basis. As a result, elimination of the No-Bundling Rule
,-'

would neither increase the number of service options available nor lower users' "transaction

costs." Rather, elimination of the Rule would reduce the level of CPE innovation, as many

independent manufacturers either would be forced from the market or required to shift their

focus from directly serving the end-user to acting as a vendor for the carriers.

Finally, allowing bundling would not advance the "deregulatory" goals embodied

in the Telecommunications Act. To the contrary, the Commission's proposal would allow

carriers to provide CPE as part of their regulated transmission service offering, thereby resulting

in the reregulation of currently non-regulated CPE. In addition, rebundling would impair

implementation of the Commission's universal service mandate.

The comments also confmn that elimination of the No-Bundling Rule would be

unlawful and contrary to the public interest. Indeed, AT&T alone argues that adoption of the

Commission's proposal would not violate the U.S. obligation under the GATS

Telecommunications Annex to ensure that service providers have the right to attach CPE to any

common carrier network or service.

The alternate proposal would have similarly adverse consequences. As IDCMA,

CERC and ITAA demonstrated, because interexchange carriers retain at least a degree of market

power, they are able to sustain prices for transmission service at levels that are at least modestly

above cost, thereby generating sufficient of revenue to allow a carrier to provide "free" CPE to

their transmission service customers. If the alternate proposal were adopted, customers who

purchase stand-alone transmission service would be forced to subsidize customers that purchase

- ii -



bundled service/CPE. At the same time, independent manufacturers -- who lack the ability to

engage in cross-subsidization -- would be placed at an insurmountable competitive disadvantage.
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Before the
FEDERAL COMMUNICATIONS COMMISSION

Washington, D.C.

In the Matter of

Policy and Rules Concerning the
Interstate, Interexchange Marketplace

Implementation of Section 254(g) of the
Communications Act of 1934, as amended

CC Docket No. 96-61

Reply Comments of the
Independent Data Communications Manufacturers Association

The Independent Data Communications Manufacturers Association ("IDCMA"),

by counsel, hereby replies to the comments filed in response to the Commission's proposal to

allow interexchange carriers to bundle customer premises equipment ("CPE") with interstate,

interexchange service. l

INTRODUCTION

The response to the Commission's request for comments on the bundling issue was

surprisingly small. Of the more than one hundred parties that filed initial comments in this

proceeding, only 29 addressed the CPE bundling issue. Within this group, only a handful of

commenters -- led by AT&T -- supported elimination of the CPE No-Bundling Rule in the

interexchange market. A somewhat larger number of commenters supported the Commission's

alternate proposal, which would permit interexchange carriers to bundle CPE, provided that they

1 ~ Policy and Rules Concerning the Interstate. Interexchanie Marketplace, Notice of
Proposed Rulemaking, CC Docket No. 96-61. "84-91 (reI. Mar. 25, 1996)("Notice").
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also offer an unbundled service option on a non-discrirninatory basis. However, commenters

supporting this alternative did little more than provide a cursory statement of their position.

In contrast, trade associations representing three major industry sectors --

independent equipment manufacturers (IDCMA), consumer electronics retailers (CERC), and

enhanced service providers (ITAA) -- provided detailed and well-reasoned comments explaining

the basis for their strong opposition to the Commission's "rebundling" proposal.2 As these

commenters demonstrated, the CPE No-Bundling Rule has been one the Commission's most

successful policy initiatives and remains an essential regulatory tool. 3

As IDCMAexplained, the CPE No-Bundling Rule ensures that consumers have

the ability to obtain CPE from an independent manufacturer. Because independent

manufacturers work directly with their end-user customers, they have been the principal source

of innovative CPE. In many cases, equipment developed by these manufacturers reduces users'

need to purchase network-based services or facilities -- a process often referred to as

"intennodal" competition. If the Rule were to be modified or eliminated, IDCMA observed,

2 ~ Comments of the Independent Data Communications Manufacturers Association
(ftied Apr. 25, 1996) ("IDCMA Comments")~ Comments of the Consumer Electronics
Retailers Coalition (filed Apr. 2S, 1996) ("CERC Comments")~ Comments of the
Information Technology Association of America (filed Apr. 25, 1996) ("ITAA
Comments")~ ~ 11m Comments of the Alabama Public Service Commission at 9 (filed
Apr. 19, 1996) ("Alabama PSC Comments") (opposing the Commission's rebundling
proposal); Initial Comments of the Pennsylvania Public Utility Commission, To the
Notice of Proposed Rulemaking Regarding Interstate, Interexchange Service, Sections
III, VII, VIII and IX at 11 (filed Apr. 2S, 1996) (same).

3 ~ CERC Comments at 7 (As a result of the No-Bundling Rule, "American consumers
and businesses have had access to the widest variety of affordable CPE in the world. ");
ITAA Comments at 3 ("If there ever were a Commission policy, the benefits of which
are empirically and undeniably verifiable, it is the Commission's prohibition of
bundling. ").



- 3 -

carriers would be able to foreclose independent manufacturers from a substantial portion of the

end-user market. As a result, many independent manufacturers would exit the market. Those

that remained, moreover, would be forced to shift their focus from the end-user market and,

instead, would become vendors for the carriers. Carrier-dependent manufacturers, .IDCMA

further explained, would have far less incentive to continue to develop innovative products that

reduce the need for carrier-provided facilities or services.4

I. THE REBUNDLING ADVOCATES HAVE NOT PROVIDED ANY
ADEQUATE JUSTIFICATION FOR ELIMINATION OF THE NO­
BUNDLING RULE

The parties that expressed support for the Commission's proposal to allow

interexchange carriers to bundle CPE advance three possible justifications for their position.

First, they suggest that, because the interexchange market is "substantially competitive," there

is no basis for continued application of the Rule. Second, they contend that bundling is

necessary to permit carriers to offer "packages" that include transmission service and CPE.

And, finally, they assert that elimination of the Rule would advance the "deregulatory" goals

embodied in the recently enacted Telecommunications Act. As demonstrated below,~ of

these purported justifications provides a basis for elimination of the No-Bundling Rule in the

interexchange market.

4 ~ IDCMA Comments at 19-20.
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A. The Commission's Prior Findings Regarding the Level of
Competition in the Interexchange Market Do Not Provide a
Basis for Elimination of the No-Bundling Rule; The
COIIlIDiuion's Decision Must be Based on a Public Interest
Analysis

1. Antitrust considerations

The rebundling advocates have distorted the purpose for which the Commission

adopted the No-Bundling Rule. These commenters portray the Rule as little more than an effon

to codify the restriction -- already contained in the federal antitrust laws -- against "tying lt

agreements by carriers that possess market power.S This myopic view leads these commenters

to suggest that the principal issue in this proceeding is whether interexcbange carriers possess

market power. Because the Commission previously has detennined that they do not, the

rebundling advocates conclude, the No-Bundling Rule should be eliminated.

Even if antitrust considerations were dispositive -- which they are not -- the

rebundling advocates would be obliged to do more than incant the Commission's prior findings

regarding the level of competition in the interexchange market. If interexcbange carriers have

the ability to "force" customers to purchase carrier-provided CPE, then any effort to tie ·the

provision of transmission service to the provision of CPE would constitute a m s violation of

Section 1 of the Shennan Act. Therefore, if the rebundling advocates are to justify elimination

s ~ Comments of the American Petroleum Institute at 14 (filed Apr. 2S, 1996) ("API
Comments") ("Since no carrier in the domestic interstate, interexchange market exerts
market power, the Commission need not retain a regulatory requirement intended to
constrain that power. It); accord Comments of AT&T Corp. at 26 (filed Apr. 2S, 1996);
Comments of Excel Telecommunications, Inc. at S (filed Apr. 15, 1996); Comments of
Frontier Corporation at 7 (filed Apr. 2S, 1996); Comments of the Florida Public Service
Commission at 17 (filed Apr. 19, 1996) ("Florida PSC Comments"); Comments of the
United States Telephone Association on Price Collusion and CPE Bundling at 3-4 (filed
Apr. 25, 1996) ("USTA Comments").
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of the Rule on antitrust grounds, they must demonstrate that interexchange carriers do not have

the ability to dictate their customers' CPE choices.

The rebundling advocates have not even attempted to assess this critical economic

issue. AT&T's comments epitomize the approach taken by these parties. AT&T baldly asserts

that, because it is subject to competition in the interexchange market, it does not have the ability

to dictate its customers' choices in the CPE market.6 AT&T's conclusory assertion is flatly

inconsistent with the analytic approach mandated by the Supreme Court's Kodak decision. 7 In

that case, the Court squarely rejected the suggestion that a firm that lacks market power in its

principal market should be presumed incapable of engaging in unlawful tying in an adjacent

market. Rather, the Court concluded, it is essential to consider the "realities" of the relevant

markets in order to determine whether the firm has the ability to "force" its customers to

purchase an unwanted product.

Unlike the rebundling advocates, IDCMA has carefully analyzed the "realities"

of the interexchange and CPE markets, and the relationship between them. 8 Based on this

analysis, IDCMA demonstrated that the Commission's basic assumption is incorrect:

interexchange carriers !IQ retain the ability to dictate users' CPE choices.9 IDCMA further

demonstrated that carriers have every incentive to use their power to "force" customers to obtain

6 S« Comments of AT&T Corp. at 26.

7 ~ Eastman Kodak Co. v. Image Technical Services, 541 U.S. 451, 466 (1992).

8 ~ IDCMA Comments at 35-36.

9 ~ id. at 36.
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carrier-provided CPE. IO Therefore, even if antitrust principles were dispositive, the

Commission would be obligated to reject its proposal to eliminate the No-Bundling Rule in the

interexchange market.

2. Public interest considerations

Contrary to the suggestion of the rebundling advocates, antitrust principles do not

control the Commission's decision in this proceeding. As IDCMA demonstrated in its

comments, "the Commission did not adopt the CPE No-Bundling Rule solely to codify the

Sherman Act proscription against tying by firms with market power." 11 To the contrary,

IDCMA explained, "adoption of the Rule was the culmination of a generation-long effort" to

advance the public interest by "ensur[ing] that users have the right to use the premises equipment

that best meets their needs -- regardless of whether they obtain such equipment from a carrier

or an independent manufacturer. "12 For that reason, IDCMA observed, the Commission has

consistently applied the No-Bundling Rule to all carriers, not just those with market powerY

10 As IDCMA explained in its comments, in a competitive market a carrier has an incentive
to bundle CPE in order to obtain complete "account control." This incentive exists
regardless of whether the carrier actually manufactures the bundled CPE. ~ id. at 18­
19.

\I Id. at 4.

12 Id.

13 ~ isle at 7;~ 11m CERC Comments at 3 (Prevention of "anticompetitive conduct. . .
was not the Commission's primary reason for adopting the antibundling role. ");
Comments of America's Carriers Telecommunication Association ("ACTA") at 17 (filed
Apr. 2S, 1996) ("Beyond the specific concerns for applying the tenets of the antitrust
laws... the Commission must also be assured that ... its rules [do] not ... violate other
public interests. ").


