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The last day of existence for the Bell
System was 31 December 1983. The follow-
ing morning it was replaced by seven newly
created independent regional telephone
companies and a drastically reorganized and
stripped down AT&T. Yet as Temin notes,
“On New Year’s Day, 1984, dial tones
greeted those who picked up their phones
and calls to distant locations were routinely
completed” (p. 332). This, he continues,
was a final tribute to a corporate culture that
had provided the United States with the
world’s most efficient and comprehensive
telephone network but had been unable to
make the political and internal organization-
al changes required to preserve itself in the
face of rapid and fundamental changes in the
telecommunications market and in the na-
tional ideology concerning the respective
roles of competition and government regu-
lation.

As described by Temin, this corporate
culture had evolved in response to the vision
of AT&T’s “legendary” president, Theodore
N. Vail, who in the early years of the century
had accepted—even welcomed—public reg-
ulation in turn for government acquiescence
to Bell’s monopolization of a nationwide
telephone network. The network’s primary
objective, as defined by Vail, was “universal
service,” or “a telephone in every home
connected to every other telephone in the
country” (p. 16). Stemming from this goal
of universal service was a dedication to
steadily increasing quality through engineer-
ing excellence and technological virtuosity.

To implement his vision, Vail designed an
organizational structure that survived virtu-
ally intact from its inception in 1909 into
the 1960s. This structure was highly decen-
tralized, with a great deal of autonomy given
to operating-company presidents, and with
similar freedom granted the researchers and
engineers at Bell Labs and Western Electric
to develop and exploit communications
technology. There was little direct control
from AT&T headquarters, with coordina-
tion stemming primarily from a pervasive
allegiance to Vail’s goals—an allegiance that
was imbued in a core of managers by a
system of frequent transfer within the sub-
sidiaries and to and from AT&T headquar-
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ters and by promotion based on absorption
of the culture as much as on skill and ability.

For over half a century, the Bell System
worked “spectacularly well” (p. 19) in Te-
min’s assessment. But “universal service”
coupled with continuing technological im-
provement came to be viewed as a corporate
responsibility to define customers’ needs (as
contrasted with ascertaining what customers
wanted) and then design products or sys-
tems to meet the perceived needs most
efficiently. Such an attitude, firmly anchored
in the corporate culture, had gone from a
basic strength to a fundamental weakness of
the Bell System by the 1970s, with the
emergence of a vast new set of customer
demands for information transmission and
processing services and equipment. The ob-
solescence of Bell’s approach to its custom-
ers was typified by its struggles to maintain
monopoly positions in provision of “end-to-
end” service, including control of terminal
equipment, which by that time included
television transmission devices, PBX switch-
boards, modems, and more complex ma-
chinery integrating data transmission and
processing, as well as the familiar telephone
instrument. These unsuccessful efforts ulti-
mately resulted in little but antitrust troubles
and increased criticism from both govern-
ment and private sources.

The Bell System was further afflicted by
the breakdown of a long-standing regula-
tory arrangement. In essence, charges made
by the operating companies for connection
services provided to the Long Lines Divi-
sion had diverged further and further from
realistically estimated interconnection costs,
leading to subsidization of local telephone
service from the revenues provided by long-
distance calls. This cross-subsidization was
of mutual convenience, promoting both
Vail’s universal service goal and the parochi-
al interests of congressmen and state regula-
tory commissions in holding down the costs
of basic telephone service. But the growing
gap between the costs of providing long-
distance services and the charges made by
AT&T for such calls was bound sooner or
later to attract potential competitors. Bell’s
struggles to beat back challengers such as
Motorola in the late 1950s and MCI in the
following decade through tariff reductions
led to conflict with the Federal Communica-
tions Commission, roused congressional
fears of higher local rates, stirred up popular
antimonopoly sentiments and sympathy for

the smaller entrants that were under attack,
and ended in a capitulation under which
entrants’ interconnection charges were set at
a fraction of those assessed against AT&T’s
Long Lines Division. And in 1974, the U.S.
Department of Justice filed an antitrust suit,
alleging that AT&T had used the Bell Sys-
tem’s corporate structure to monopolize the
telecommunications market by restricting
communications services through the Long
Lines Division and by encouraging the op-
erating companies to acquire their equip-
ment from Western Electric.

Bell’s problems, Temin emphasizes,
stemmed from a changing national ideology
as well as changes in the technical character-
istics of telecommunications. Specifically,
under the Ford, Carter, and Reagan admin-
istrations alike, there was a growing skepti-
cism about the need for and efficacy of
public regulation of a number of industries,
including communications, and a concomi-
tant search for viable competitive alterna-
tives. This deregulation movement struck at
the heart of one of the fundamental aspects
of the Bell corporate culture—Vail’s accept-
ance of government regulation in exchange
for tacit permission to monopolize the mar-
ket.

The new ideology hit the Bell System
with full force under the Reagan Adminis-
tration, in the person of William Baxter,
assistant attorney general in charge of the
Antitrust Division, described by Temin as
one whose strongly held views combined
“two parts of neoclassical economics with
one part of law” and who was “committed
to implementing that ideology as only a true
believer can be” (p. 217). Baxter’s suspicion
of regulated horizontal monopoly was
grounded in his agreement with the deregu-
lation concept. But he combined this with a
wholehearted acceptance of the Chicago
school of economics and its precept that
vertical integration was rarely if ever harmful
and was instead almost always established in
pursuit of efficiency. Thus, he rejected out of
hand his predecessors’ proposals for spin-
ning off all or parts of Bell Labs and Western
Electric from the rest of the system. Instead,
he began crafting and discussing with Bell’s
attorneys a proposed horizontal divestiture
settlement in which the operating compa-
nies, remaining under regulation, would be
separated from a restructured and unregulat-
ed AT&T that would retain the R&D and
manufacturing capabilities of Bell Labs and
Western Electric. Of great importance to
Baxter, there should be a “bright line” be-
tween the regulated activities of the operat-
ing telephone companies and those of the
new, unregulated AT&T.

Baxter, a third-line official in the Justice
Department, had not only the strength of
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his convictions but also the force of charac-
ter to pursue the case in the face of outspo-
ken opposition from the secretaries of de-
fense and commerce and doubts expressed
by the President. His hand was strengthened
by the fears of AT&T’s counsel that the trial
judge would find the company guilty and
order a drastic vertical dissolution if the
parties did not reach a settlement first, and
by the threat of legislation pending in Con-
gress designed with cavalier inconsistency
both to end AT&T’s monopoly and to
protect the cross-subsidization of local ser-
vice. (Temin is unduly kind in his discussion
of the irresponsible and opportunistic be-
havior of leading members of Congress in
this affair.)

On 8 January 1982, a settlement along
the lines advocated by Baxter was agreed to
and filed. With some modifications, it was
accepted by the court the following May.
And thus the restructuring of December
1983 was set in motion.

Temin’s study was sponsored by AT&T,
and his underlying sympathy for the compa-
ny is clear throughout. Nevertheless, his
analysis of the events and of the behavior of
the various participants, especially the Bell
culture’s inability to cope with a changing
environment, is thorough, unsparing, and
objective. Among the most admirable fea-
tures of the book is the clarity and precision
with which Temin explains complex and
changing aspects of technology, pricing, and
politics that shaped this environment. “Busi-
nessmen contemptuous of government,” he
concludes, “would do well to contemplate
AT&T’s institutional rigidity and the role it
played in the fall of the Bell System” (p.
351).

Temin ends his study with a relatively
brief and inconclusive assessment of the
likely effects of the dissolution. He notes
that stockholders, who received shares in
each of the seven successor operating com-
panies as well as in the new AT&T in
exchange for their shares in the old compa-
ny, have benefited from the restructuring.
Thus, the financial market must have judged
the break-up favorably. Yet Temin is dubi-
ous, observing that “divestiture may well
have sacrificed long-run gains in the quest
for short-run goals” (p. 362). He identifies a
number of potential long-run problems, of
which three seem most significant.

For one, as a result of the trial judge’s
concern for the financial viability of the
operating companies, Baxter’s bright line
between regulated and free-market activities
has been blurred. The right to issue the
Yellow Pages was reassigned from AT&T to
the operating companies. The operating
companies are allowed to sell customer-

- premises equipment. And the judge left the
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operating companies free to petition his
court for permission to engage in yet other
competitive activities. Second, Bell Labs has
been weakened both by the smaller re-
sources of the new AT&T and by being
removed from direct vertical integration
with the operating companies, thus elim-
inating economies of scale and scope that
made the Labs one of the nation’s greatest
research institutions. And third, Baxter’s
hope that the new AT&T, freed from regu-
latory restraints and able to pursue new lines
of business, would offer domestic competi-
tion to IBM was “based on a total lack of
understanding of the internal operations of
the two firms” (p. 361). Rather, Temin
expects IBM to remain a full-line computer
manufacturer with only a minor interest in
telecommunications, while AT&T will run a
national telecommunications system and
concern itself primarily with computers in-
volved in performing network switching
functions.

As an objective historical analysis of a
major economic event, describing what hap-
pened and why, this book is admirably
thorough and lucid. But Temin has chosen
not to formulate any specific standards of
economic performance by which he can
evaluate the actual performance of the old
Bell System, the likely future performance of
its successor firms, and the objectives sought
by Bell managers, regulators, and politicians
as societally good or bad, thus refraining
from the sort of analysis that most econo-
mists consider a major comparative advan-
tage of their discipline with respect to other
social sciences. Perhaps, as an economic
historian, he has given too little weight to
this principle of comparative advantage and
too much to another venerable precept of
economics, division of labor.
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Few readers of Arvowsmith will forget
Sinclair Lewis’s sardonic portrait of the
Dawson T. Hunziker Company, the drug
manufacturer that celebrated its antitoxins
in full-page advertisements while peddling
cancer cures and complexion creams on the
sly. The fictional Hunziker Company would
not have been out of place in the medical

marketplace of turn-of-the-century America.
Even the best pharmaceutical houses sold
ancient nostrums and house elixirs side by
side with the products of the new science of
Koch and Pasteur; few saw more than ad-
vertising value in a scientific laboratory. By
the 1920s, however, when Lewis was writ-
ing, major American makers of pharmaceu-
ticals had left Hunziker behind. Manufac-
turers, of course, had not lost the capacity
for hypocrisy, but they had culled product
lines, improved quality control, and em-
barked on systematic and sustained efforts to
develop new drugs; they had, that is, thor-
oughly incorporated science and scientific
standards into their operations.

It is this transformation of the American
pharmaceutical industry that forms the sub-
ject of Medical Science and Medical Industry.
According to its author, Jonathan Liebenau,
these changes were neither the result of a
revolution in the values of management nor
the automatic response to the progress of
medical science, but rather arose from com-
petitive pressures in a changing market.
Two events emerge as critical in his analysis.
The first is the appearance of new biological
drugs, especially diphtheria antitoxin, in the
1890s. Among the first fruits of modern
bacteriology, diphtheria antitoxin could not
be made without the supervision of scien-
tists who possessed up-to-date laboratory
experience. In the 1890s such expertise was
not to be found in pharmaceutical firms.
Rather, it was in such public agencies as the
New York Board of Health that bacteriolo-
gists, fresh from German universities, organ-
ized the first commercial production of anti-
toxins in the United States. Stimulated by
the specter of a government monopoly on a
lucrative market, drug makers warmed to
the task of making serums, often buying the
requisite talent from their public sector com-
petitors. Once in operation, the pharmaceu-
tical industry mobilized its advertising and
political resources to restrict or eliminate
commercial production by government
agencies. Later, anxious to build public con-
fidence in their products and to stamp out
competition from small producers, the ma-
jor makers of biological drugs lobbied on
behalf of federal legislation to impose stan-
dards on the industry. The resulting Biolog-
ical Controls Act of 1902, by imposing
licensing controls on the sale of vaccines and
serums, both led to consolidation in the
industry and gave legal definition to scien-
tific practice. Thus, while fighting govern-
ment competition with one arm, the indus-
try embraced government regulation with
the other.

The introduction of biological drugs led
to sporadic research on other antitoxins,
cfforts to educate physicians in their use, and
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