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Chapter 24 How Pac Bell and SBC Stole California’s Digital Future.

In 1993, Pacific Bell laid out a massive Information Superhighway plan titled “California First”.
The company stated that they would be spending a whopping $16 billion to rewire the state with
fiber optic technologies, replacing the old, in use, copper wiring. By the year 2000, the company
would have 5 million homes rewired, 1.5 million by the end of 1996! According to Pacific
Telesis’s 1993 Annual Report:**

"In November 1993, Pacific Bell announced a capital investment plan totaling
$16 billion over the next seven years to upgrade core network infrastructure and
to begin building California's 'Communications Superhighway'. This will be an
integrated telecommunications, information and entertainment network providing
advanced voice, data and video services. Using a combination of fiber optics and
coaxial cable, Pacific Bell expects to provide broadband services to more than
1.5 million homes by the end of 1996, 5 million homes by the end of the

decade.”

And what would be offered? — Tele-medicine, tele-learning, and “unlimited programming

. . 350
choices”, to name a few services.

e “telemedicine, linking medical specialists across time zones for review of
x-rays and medical procedures;

e learning and education programs that connect universities and school
districts, whether for information access, or teacher-student and class-to-
class interaction;

e unlimited programming choices at flexible times for TV watchers and
unprecedented public access for TV producers; and

e multi-media, virtual-reality computer games; and voice-activated home

shopping from an infinite variety of vendors.”

This wonderland would not just include regular cable or online services, but would also give
customers between 70 cable channels and 150 to 300 digital channels, according to Pac Bell’s
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video dialtone application to the FCC for permission to deploy this fiber-upgraded system.
According to the FCC: **!

“The Commission found that Pacific Bell's proposed platform, consisting of 70
analog channels and between 150 and 300 digital channels, would offer sufficient

capacity to serve multiple programmers.”

The speeds of these services would be incredibly fast, according to the Pacific Telesis 1994 Fact
Book.**” Fiber optics is a glass wire and has the capacity to deliver speeds about 100 times faster
than current DSL, which still travels over the original copper wiring.

Exhibit 53
Pac Bell’s Consumer Broadband Hybrid Fiber/Coaxial Direction
(* The speeds are not quite the equivalent to Mbps)

750-50 MHz Forward Direction (to the customer)
5-40 MHz Reverse Direction (from the customer)
Source: the Pacific Telesis 1994 Fact Book

But the main reason the FCC agreed to allow Pac Bell to build this new network was because
Pac Bell would be bringing in competition in both cable (video) services, as well as new

interactive digital services. *>°

“The Commission found that Pacific's proposals will produce new investment in
an advanced telecommunications infrastructure, bring additional competition in
the distribution of video services, and give consumers in those areas additional

choices in video programming and interactive digital services.”

And who was going to pay for this fiber optic wonderland? According to Pac Bell, the expenses

would fall to customers. >
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“Pacific Bell officials say the whole project will cost about $1,000 per household.
While most of the cost will be covered by telephone rates, Pacific Bell officials
were adamant that phone bills would not be increased. *

Pac Bell reiterated this numerous times. In another article, Pac Bell said the fiber upgrades would
benefit customers so, of course, it would be paid for by ratepayers. *>°

"Pacific Bell officials say most of the new network would be paid for by
ratepayers because the upgrade would benefit phone customers by

improving quality and reducing maintenance costs.”

There were, of course, numerous people who questioned the plan. Some complained that the Bell
was creating a schism between the communities that would and would not be wired — the first

signs of today’s Digital Divide.

"While hailed by many state and local officials, Pacific Bell's plan has come
under fire from Sen. Steve Peace, D-Chula Vista, because South Bay communities

were not included in the phone company's initial upgrade program.**®

“Peace said his 720,000 constituents, who live south of Interstate 8, primarily in
the South Bay, will be economically and educationally disadvantaged by the
telephone company's initial deployment of the superhighway in more affluent

communities to the north.*’

""You're going to have two societies out there — one that's plugged in and one
that's not plugged in', Peace said. 'Pacific Bell has carved out where the wealth is
in the county, and it's going to give those communities a head start. The gap is
going to get wider and we'll never catch up.””

However, though there were doubters, Pac Bell decided to go forward, and in 1994, they would

start replacing the older copper wiring with the newer fabled fiber optics — as one writer put it,

“The Copper Age is over in California”.**®



Broadband Scandal 250

“The Copper Age is over in California. Hundreds of Pacific Bell technicians
have begun yanking thousands of miles of twisted-pair copper telephone wire
and replacing it with broadband fiber and coax. Lasers and light — that's the
future for this Baby Bell's 10 million telephone customers, who will be among
the first in the nation to ride on the information highway."

Also, it was clear from Pac Bell that this was not a test or trial, but full deployment. **°

“And there's one crucial difference between what is happening in the Golden
State and interactive efforts elsewhere: In California, they're playing with real
bullets.

“While other RBOCs and cable companies continue to test market their
broadband networks with subscribers, Pacific Bell has launched into full-

scale deployment.*

As we discuss in other sections, virtually every phone company had plans to roll out fiber optics
in the states they controlled. From Bell Atlantic’s 8.75 million households by 2000, or
Ameritech’s 6 million households by 2000, All of America was going to be rewired. As we now
know, this was mostly fiber to the press release.

Construction Begins.

In May of 1994, four areas were included in the initial phases of construction:**

e The San Francisco Bay Area in Northern California
e The Los Angeles area
e Orange and Riverside counties

e The San Diego area

In a Los Angeles Times article, titled “Interactive TV Will Come to Valley in ’94", specific
neighborhoods were detailed:*®!
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“Areas of Canoga Park, Reseda, Sherman Oaks, Northridge, Van Nuys,
Calabasas and Hidden Hills have been targeted for Pacific Bell's Los Angeles
roll-out of a high-speed fiber optic network that will bring customers everything
from phone and cable television services to movies-on-demand, video catalogue
shopping and video research libraries."

Even the starting point, the Reseda area, was outlined by Pac Bell. ***

“The initial Valley beachhead will be part of the Reseda area, where 45,000
households will be wired with fiber optic cable next year. By 1996, when all the
targeted Valley areas are connected, 250,000 homes in the Valley will be capable
of receiving the new phone and video services.”

The next page is an actual copy of the deployment plan as stated in the Pacific Telesis “Fact
Book”, from 1993. It outlines in no uncertain terms, the various parts of California that should
be rewired — and when.
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Exhibit 54
Pacific Telesis’ Consumer Broadband Deployment Schedule for California,
1996-2000.
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Other Promises: The Wiring of Schools

Alongside these promised networks, Pac Bell made other claims that insured that even
California's schools and libraries would be entering the future.*®®

"Pacific Bell will spend $100 million during the next three years to hook up more
than 7,400 schools, community colleges and libraries to computer and video
networks, the company announced yesterday.

“By the year 2000, phone company officials predicted, every classroom will be
wired to handle voice, data and video telecommunications."

In fact, Pac Bell would: >**

"install four digital lines, called ISDN, free in every public school, community
college and public library in its service areas by end of 1996. Costs of installation

and one year's usage would be waived.

"Wire two rooms at each school and library for computers and video-conferencing

and donate $5 million in seed money for wiring all classrooms."
Pac Bell said that they would be the ones footing the bill.**®

“Pacific Bell President Phil Quigley said telephone rates will not be affected by
the company's program because the money is coming from the corporation's

regular capital-spending budget.

"in the same breath Pac Bell stated that it would 'ask the Public Utilities Commission to

29

set special rates for educational access’.

But the phone company didn’t have to worry. The Public Service Commission slapped everyone
with the bill. **°
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“The PUC is developing a $150 million-per-year grant program for schools,
libraries and nonprofit groups to develop telecommunications programs, train
personnel and buy equipment.”

Video Dialtone Promises
As in every other state, the phone company also filed with the FCC to offer "video dialtone"

services. By 1993, Pac Bell California filed for four locations with 1.3 million households in the
initial wave of construction.

Exhibit 55
Requested Video Dialtone Applications by Pacific Telesis for California,
Filed 1993
Date Telco Location Homes Proposal
12/20/93 | Pacific Bell | Orange Co. 210,000 permanent
12/20/93 | Pacific Bell | So. San Francisco 490,000 permanent
12/20/93 | Pacific Bell | Los Angeles 360,000 permanent
12/20/93 | Pacific Bell | San Diego 250,000 permanent
1,310,000

Did Promises of the Highway Effect California Customer Phone Rates?

As early as 1988, Pac Bell pushed hard to change state laws that would give them more money to
build this wonderous wonderland, as well as roll out ISDN. Based on the Bell’s continual assault
in the press about how California needed this wonderland, laws were changed to give the Bells
more money. The old “rate of return” (which capped the Bells profits, since they were still a
monopoly) was replaced with a newer form known as “alternative regulations”. Also, known as
“price caps", the law capped the price of some services for a while, but not the profits. And
considering that the costs to offer telephone service continually dropped, price caps just supplied
more profits — 1i.e., extra billions of pennies, nickels, dimes, and quarters on customers’
phonebills.**” In short, Pac Bell received an additional $600 million.*®®
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"John Gueldner, Pacific Bell's vice president of regulatory affairs, said
yesterday's decision on rates ‘gives Pacific Bell the funding we need to

continue building the information superhighway’.

""With that $600 million, we'll be able to accelerate our investment in

improving telecommunications in California’, said Gueldner.”

Another form of monies came in the numerous concessions that the Bell was able to get from the
very anxious California cities and counties that wanted their fiber optic networks — ASAP. As

the San Jose Deputy City Manager put it: °*

""We want to get the on-ramps and off-ramps (to the systems) built as soon as
possible.... We want it to be clear, from (city) staff to the city council, that San
Jose is aggressively pursuing (the high-tech development)', said Greg Larson,
deputy city manager."

Though each city and county had a long list of enticements, the major incentives offered were:
(Note: It is not in the scope of this report to identify all of the agreements and their terms.)

e loosened regulations and fast-track permitting

e various fee waivers for prospective developers

e waivers for its enterprise zones

e waiver of candidate fees, charges for use of public right-of-ways

We will return to the topic of the financial impacts of these decisions later.

A Dark Secret: The Technology Didn’t Work as Advertised.

Unfortunately there was a very dark secret — the system couldn't be built. As discussed in other
sections, the technology wasn’t available — not for the price that the companies had outlayed for
each home, and there were even questions if it could be built for any sum. According to a report

titled “The Information Superhighway: Get a Grip”, by New Networks Institute, 1994: *"°



Broadband Scandal 256

“Numerous speeches given at a conference titled 'Interactive Marketing', May
1994,>"" discussed the technological and manufacturing hurdles required to bring
to the residential subscriber full-motion, interactive video services. The consensus

was simple:

o The boxes required computer chips that were not yet being mass manufactured.

. The initial boxes would cost $2,000—$5,000 per unit, since they are, in reality,
high-speed computers and not production models.

o The mass market manufacturing price would most likely wholesale for $1,200—
$1,500 per unit.

“In fact, in most of the interactive TV trials during 1994-1995, the price per set-
top box was between $4,000-$5,000. The Time Warner trials in Orlando,
originally scheduled for spring 1994 (and shut down in 1997) were delayed a year
because even the prototypes were not fully operational and the boxes reportedly
cost $5,000. In another trial by Viacom and AT&T in Castro Valley, that was also
canceled, the cost was $4,000 per box. This $4000-$5000 box didn't take into
account the network upgrades, or the digital switches and servers, which were
believed to cost an additional $1,000 to $1,200 per subscriber."

And there were obvious signs that there were problems with the Info highway. For example, Bell
Atlantic halted its video service plans in April of 1995.

“Bell Atlantic Halts Plan for Video Services”, The New York Times, April 26, 1995°7

“Bell Atlantic Corporation called an abrupt halt to its scramble into television
yesterday. Saying it wanted to rethink its strategy for upgrading its telephone
network, the company asked the Federal Communications Commission to
suspend its application to offer video services to as many as three million

telephone customers....”
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Meanwhile, an article in The New York Times, December 18, 1995, stated that:

"Bell Atlantic revealed that it cost $17,000 per household to build and deliver a

Full-Service network.” (in Toms River, New Jersey) >

The odds that Pac Bell was aware of this at the time this law was passed was high, since Bell
Atlantic and US West (two other Bell companies) both started to close down some of their info
highway plans months before, citing technical difficulties.

As we discuss elsewhere, statements made by both Verizon and SBC about their new
fiber optic plans, including Verizon’s FIOS and SBC’s Lightspeed, also indicate that it wasn’t
until 2004 that they were once again discussing their new fiber optic deployments, both claiming
that the plans to have fiber-to-the-home was a ‘first’, with no mention that these identical plans

were first announced in 1993!

Construction Expenditures for the Network Came from the Regulated Budget.

More to the point, an examination of Pacific Bell’s construction expenditures for the years in
question clearly show that there weren’t any major increases in network spending. The company

spent more money on the telephone network in the mid-1980's.

Exhibit 56
Pacific Telesis Construction & Capital Expenditures, 1984-1996
(In the billions)

1984 | 1985 | 1986 | 1987 | 1988 | 1989 | 1990 | 1991 | 1992 | 1993 | 1994 | 1995 | 1996

$2.1 823 | $2.2| $2.2| $1.6| $19| $2.1| $1.7| $1.8| $1.9| §1.7|82.1 | $1.8

Source: Pacific Telesis Annual Reports, 1984-1996.

From these statistics it is clear that Pac Bell’s network upgrades for fiber most likely came
directly from their normal annual spending, and most likely replaced the upgrades to the copper

wiring plant — the same plant that handles DSL.




Broadband Scandal 258

Also, simple math would dictate that if the company was spending $16 billion starting in
1994 for a total of seven years, then the 1994, 1995, and 1996 expenditures would have to be at

least $2.3 billion a year above the normal average amount.
The SBC-Pacific Bell Merger: The Hatchet Comes Down on California’s Plans.

While Pac Bell at least gave the appearance that it cared, although didn’t fulfill any of these
obligations, SBC simply pulled the plug on all of these plans. *"*

“Pacific and Southwestern Video Curtailment/Purchase Commitments — SBC
also announced in 1997 that it was scaling back its limited direct investment in
video services in the areas also served by Pacific Bell Telephone Company
(PacBell) and Southwestern Bell Telephone Company (SWBell). As a result of
this curtailment, SBC halted construction on the Advanced Communications
Network (ACN) in California. As part of an agreement with the ACN vendor,
SBC paid the liabilities of the ACN trust that owned and financed ACN
construction, incurred costs to shut down all construction previously conducted
under the trust and received certain consideration from the vendor. In the second
quarter of 1997, SBC recognized net expense of $553 ($346 net of tax) associated
with these activities. During the third quarter of 1997, SBC recorded the
corresponding short-term debt of $610 previously incurred by the ACN trust on
its balance sheet.

“Additionally, SBC curtailed certain other video-related activities including
discontinuing its broadband network video trials in Richardson, Texas, and San
Jose, California, substantially scaling back its involvement in the TELE-TV joint
venture and withdrawing its operations in territory served by SWBell from the
Americast venture. During 1999, SBC negotiated a settlement with its Americast
partners related to the withdrawal. The settlement did not have a material impact
on SBC's financial condition or results of operations. The collective impact of
these decisions and actions by SBC resulted in a charge of $145 ($92 net of tax)
in the second quarter of 1997.”






