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1. My name is Thomas W. Hazlett. I am a Senior Fellow at the Manhattan Institute for
Policy Research, and a former Chief Economist of the Federal Communications
Commission. Attachment 1 is a copy of my curriculum vitae.

2. My name is Arthur M. Havenner. I am a Professor of Agricultural and Resource
Economics at the University of California, Davis. Attachment 2 is a copy of my
curriculum vitae.

3. My name is Coleman Bazelon. I am a Vice President of Analysis Group, Inc.
Attachment 3 is a copy of my curriculum vitae.

4. We have been asked by Verizon to analyze recent trends in telecommunications
investment, and in particular the relationship between these developments and the use of
the unbundled network element platform (“UNE-P”) at TELRIC rates. We have also
been asked to evaluate a recent study by the Phoenix Center that purports to show that the
rise in the use of UNE-P has increased investment by incumbent local exchange carriers
(“ILECs”).

5. This declaration is organized as follows. Section I provides an introduction and
summary of our findings. Section II demonstrates that telecommunications investment —
by both incumbent and competitive carriers — has declined sharply in the past two years,
and that available financial and economic evidence indicate that this is due in large part
to the rise of the TELRIC-priced UNE-P. Section III demonstrates that the recent
analysis by the Phoenix Center does not support the conclusion that increases in UNE-P
lines have caused ILECs to increase investment.

L. Introduction and Summary

6. Investment in local wireline facilities, by both competitive and incumbent carriers,
has recently declined in the United States. The decline is so substantial that it has
reduced the capital stock of the major local telecommunications providers. While no one



factor explains the entire decline, a major contributing cause is the regulatory policy that
enables competing carriers to resell the entire suite of an incumbent’s network services at
sharply discounted wholesale rates. From year-end 2000 through 2002, such resale —
known as the UNE platform or UNE-P — increased by more than 200 percent, from 2.838
million lines to 10.225 million.'

7. There is abundant evidence from the marketplace that the decline in wireline
investment is due in substantial part to the rise of UNE-P. This causality is supported by
the pattern of investment taking place in the sector as compared with other sectors, the
reaction of facilities-based competitors to UNE-P, and the wide consensus among
investment analysts and telecommunications technology suppliers that the expanding use
of UNE-P threatens capital expenditures on network assets.

8. A recent paper by the Phoenix Center presents the results of an econometric study
that, it argues, support an alternative view. The paper asserts that UNE-P’s rapid growth
has abbreviated the fall in investment by the Bell Operating Companies (BOCs), which is
entirely (or more than entirely) attributable to other factors. Neither the models
estimated, nor the conclusions reached, hold up under careful scrutiny, which reveals
their central finding to be wholly the product of spurious correlation. This is
demonstrated by the fact that three alternative models of the relationship between
investment and UNE-P that correct Phoenix’s methodology produce sharply contrasting
results. If the Phoenix models accurately estimated the true relationship, we would not
expect these alternative models to negate their results.

II. The Decline of Telecommunications Investment

9. In this section, we first describe ways to measure investment in wireline
telecommunications. We then demonstrate that, under any appropriate measure,
investment in wireline telecoms has declined in recent years, both for incumbent local
exchange carriers and competing local exchange carriers. Finally, we demonstrate that
one of the primary causes for this decline is the regulation requiring wholesale access to
the UNE platform at TELRIC rates. We show, for example, that the investment decline
is most marked in telecommunications segments where unbundling policies have been
most aggressive. While investment flows have slowed for wireless and cable — which are
both subject to many of the same market forces as local wireline markets but are free of
the regulatory burdens imposed on ILECs — both have outperformed incumbent telephone
companies in continuing to attract investment capital.

A.  Measuring Telecommunications Investment

10. There is some debate about the proper measure of investment in the
telecommunications industry. To avoid confusion, it is important to define terms. To
economists, investment refers to the creation of new productive assets. Investment
expenditures cause capital stock — approximated in telecommunications networks by the

! FCC, Local Telephone Competition: Status as of December 31, 2002, at Table 4 (June 2003).



total book value of plant and equipment — to rise. By contrast, depreciation refers to the
wearing out of old capital, which causes capital stock to fall. Each year, capital stock
may change depending on the relationship between new investment and depreciation.
For example, if new investment exceeds depreciation, capital stock will rise. Gross
capital stock is total capital stock before subtracting depreciated capital, whereas net
capital stock is total capital stock after subtracting depreciation.

11. Economic depreciation is distinguished from accounting depreciation. Economic
depreciation is the amount of capital actually consumed; accounting depreciation, by
contrast, is the amount of capital that is theoretically consumed pursuant to a depreciation
schedule consistent with accounting principles, tax law, or regulatory guidelines.

12. Because all capital goods, such as telecommunications equipment, depreciate,
investment is required to maintain capital stock at constant levels. Put differently, if
investment falls below the level of economic depreciation, capital stock will fall and,
consequently, output (adjusted for quality) will fall. In capital-intensive and high-
technology industries, the amount of capital investment required merely to maintain the
level of capital stock is typically very large. Investment analysts estimate, for example,
that the maintenance level of investment for the local wireline telecommunications
industry is approximately 15 to 20 percent of revenues, which represents an average of
about $20 billion per year.” '

13. Economists distinguish between the investment required to maintain capital stock and
other investment. Investment that merely replaces depreciated capital does not lead to
expanded output or productivity but just maintains the status quo. In contrast, investment
above this maintenance level increases the net capital stock and creates the potential for
future gains in productivity. Gross investment is a measure of capital expenditures that
includes this maintenance level of investment. Gross Investment is equivalent to the
change in Gross Capital Stock. Net investment is a measure of capital expenditures that
subtracts this replacement capital. The investment analyst community typically focuses
on gross investment for the companies they cover, calling it “capital expenditures” or
“cap ex.”

14. One principal source of data on investment by incumbent local exchange carriers in
their regulated lines of business is the FCC’s ARMIS database.” ARMIS provides
information enabling calculation of some of the variables described above. First, ARMIS
provides the gross capital stock of each of the larger ILECs, including the BOCs. This is
reported in ARMIS as Telecommunications Plant in Service or TPIS. TPIS is the total
book value — before depreciation — of central office switching assets, central office
transmission assets, information origination and termination assets, cable and wire
facilities, operator systems, general support assets, and amortizable assets. ARMIS
reports TPIS by Company Study Area (a “COSA”). Some COSAs correspond to

% Skyline Marketing Group reports that the maintenance level for Regional Bell Operating Company
investments is 15-20 percent (CapEx/Rev). Skyline Marketing Group, CapEx Report: 2002 Annual Report,
June, 2003, p. 8.

? http:/www.fce.gov/web/armis/overview. html.



operations within a single state, while other COSAs are an aggregation of state COSAs
and cover operations in multiple states.*

15. Second, ARMIS contains a category called Additions to TPIS that approximates gross
investment. This represents the book value of capital investments at their time of
purchase. This category is closely related to what investment analysts term cap ex.

16. Third, ARMIS contains a category called Average Net Investment that is TPIS
adjusted for “Other Investment” and “Reserves.” Contrary to what its name implies, this
category does not represent an investment flow, but something close to net capital stock.
Therefore, the change in Average Net Investment in any given year is a rough measure of
what economists call net investment.®

B. The Decline of Wireline Telecom Investment

17. Investment by wireline local exchange carriers is down sharply not only from the
highs of 2000 and 2001 but also from historic averages. According to a recent report by
Skyline Marketing Group, the amount of annual gross investment by wireline
telecommunications carriers (both local and long distance) declined from $104.8 billion
in 2000 to $42.8 billion in 2002 — a reduction of over $60 billion in just two years.’
According to the Telecommunications Industry Association, spending by carriers on
telecommunications equipment (one crucial component of network capital) decreased
from $58 billion in 2000 to $22 billion in 2002.° Independent analysts doubt U.S.
wireline investment for 2003 and 2004 will significantly rebound.’

* For example, BellSouth’s nine-state region forms a single COSA (KY, TN, NC, SC, GA, AL, MI, LA,
FL), as does the five-state Ameritech region owned by SBC (WI, IL, IN, OH, MI), the five-state
Southwestern Bell Telephone region owned by SBC (TX, OK, KS, AK, MO), the two-state Pacific Bell
region owned by SBC (CA, NV), and the five-state New England Telephone region owned by Verizon
(MA, ME, NH, RI, VT).

5 Other investment includes “other jurisdictional assets,” “property held for future telecommunications
use,” “telecommunications plant under construction,” “plant acquisition adjustment,” “investment in
nonaffiliated companies,” “other deferred charges,” “inventories,” “cash working capital,” and “FCC
investment adjustment.”  “Reserves” is the sum of “Accumulated Depreciation”, “Accumulated
Amortization”, “Deferred Operating Income Taxes”, “Customer Deposits”, “Other Deferred Credits”,
“Other Long-Term Liabilities”, “Deferred Tax Liabilities”, “Other Jurisdictional Liabilities and Deferred
Credits”, and “FCC Reserve Adjustment.” ARMIS Report 43-01 Instructions.  Available at
http://www.fcc.gov/web/armis/instructions/2002/definitionsO 1. htm#T1R.

¢ A complication is that one component of “Reserves” is accounting depreciation. Economic depreciation
is not reported in ARMIS. Reserves also includes a number of items that are not directly related to network
investments, such as Deferred Tax Liabilities and Other Long-Term Liabilities.

7 See Skyline Marketing Group, CapEx Report: 2002 Annual Report, Carrier Data Sheet 1, June, 2003.

8 TIA, 2003 Telecommunications Market Review and Forecast at 56 — Tables 1I-4.1 & 11-4.2 (2003).
Spending by carriers on telecommunications equipment decreased by 26.2 percent in 2001 (from $58B to
$43B) and by 49.1 percent in 2002 (from $43B to $22B).

° See, e.g., Soundview Technology Group, “Wireline Communications Services: Sector Capital
Expenditure Update,” May 1, 2003; J. Parmelee, Telecom Equipment — Wireline Update, Credit Suisse
First Boston, September 26, 2002; Deutsche Bank Securities Inc., U.S. Wireline Services, “RBOCs:
Initiating Coverage”, November 22, 2002. Investment analysts are not optimistic. One reports, “...we
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18. The decline in overall telecom investment reflects a decrease in spending by both
competitive local exchange carriers (CLECs) and incumbent carriers (ILECs). In both
cases, current levels of gross investment are below not only the peak-years of 1999-
2001, but also below previous levels when measured in the standard way, which is cap ex

as a percent of revenues.

19. Gross investment by both private and public CLECs fell by 39 percent from 2000 to
2001, and by an additional 81 percent from 2001 to 2002."° According to ALTS, a CLEC
trade association, capital expenditures by the subset of publicly traded, facilities-based
CLECs decreased by 19 percent from 2000 to 2001, and by 56 percent from 2001 to
2002. See Figure 1. As a percentage of revenues, the decline for these CLECs was even
greater — 71 percent from 2000 to 2002. See Figure 2. Under this measure, CLEC
investment has plummeted to about one-quarter its level in 1999-2000.

Figure 1
CLEC Gross Investment
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Source: ALTS: The State of Local Competition 2003, p. 10 (April 2003).
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would expect the total level of US wireline spending, which approximates $36 billion for 2003, down from
roughly $110 billion in 2000, will remain at these depressed levels for some time.” Fulcrum Global
Partners, Wireline Communications: Thoughts on FCC Order, February 25, 2003. Another analyst is even
more pessimistic: “Precursor doubts that wireline telecom capex will meet guidance for *03 or
expectations for ’04....Telecom has not bottomed; it is not even close....We project that wireline capex is
trending towards ~$23b for the year, significantly below guidance of ~$28b-$30b.” Precursor Group,
Wireline Telecom Capex Guidance Is Likely Too Optimistic, August 8, 2003 (emphasis in orginal).

1 See Skyline Marketing Group, CapEx Report: 2002 Annual Report, Carrier Data Sheet 1, June, 2003.




Figure 2
CLEC Gross Investment as a Percentage of Revenue
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Source: ALTS: The State of Local Competition 2003, pp. 8, 10 (April 2003).

20. There has also been a significant decline in investment by incumbent local exchange
carriers. Figure 3 shows the net capital stock of BellSouth, SBC, and Verizon from 1990
through 2002. (The remaining Bell Operating Company, Qwest, has not yet reported its
2002 numbers.) While net capital stock appeared to rise during the last of the Internet
boom, it was a relatively minor uptick, and substantial disinvestment appears to be taking
place since. Net capital stock of these Bell companies is down approximately 12 percent
— $13 billion — since enactment of the 1996 Telecommunications Act.


































































































































































