
3 



Before the 
FEDERAL COMMUNICATIONS COMMISSION 

Washington, D.C. 20554 

In the Matter of 1 
1 

Review of the Commission’s Ruling 1 
Regarding the Pricing of Unbundled ) WC Docket No. 03-173 
Network Elements and the Resale of ) 
Service by Incumbent Local Exchange 
Camers 1 

) 

DECLARATION OF THOMAS W. HAZLETT, PH.D., PROF. ARTHUR M. 
HAVENNER, AND COLEMAN BAZELON, PH.D. 

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 cumculum 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 
cumculum vitae. 

3. My name is Coleman Bazelon. 
Attachment 3 is a copy of my cumculum vitae. 

4. In a previous Declaration, we evaluated the effect that TELRIC (“total element long- 
run incremental cost”) pncing for mandated network sharing is having on 
telecommunications Investment.’ Attachment 4 is a copy of that Declaration. We found 
that investment by both incumbent telephone camers, which face network sharing 
obligations, and by competitive entrants into local markets, which ostensibly benefit from 
mandates promoting wholesale access to network elements, has decreased substantially 
due to these regulatory policies. In additlon, we critiqued a Phoenix Center paper 
claimin that network sharing mandates increased investment by incumbent phone 
carriers. 

5 .  We have been asked by Venzon to update our previous analysis and to evaluate three 
studies of the relationship between telecommunications investment and network sharing 
policies that have appeared since our previous analysis was conducted. Section I 

I am a Vice President of Analysis Group, Inc. 
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‘ Thomas W .  Hazlett, Arthur M Havenner, and Coleman Bazelon, Declaration Submitted to the Federal 
Communications Commission by Verizon Communicarions, WC Docket No. 03-157 (September 2, 2003) 
[“HHB 2003”l. 

PHOENLX CENTER POLICY BULLETIN NO. 5 .  Competition and Bell Company hvesrmenr in 
Telecommunications Planr: The Eflects of UNE-P (Originally released July 9,2003 and updated September 
17,2003) [“PHOENLX~”] 

1 



provides an introduction and summary of our findings. Section II reviews mounting 
evidence that the rising use of UNE-P at TELRIC rates discourages telecommunications 
network investment, imposing inefficiencies that lower consumer welfare. Section m 
shows how a September 2003 study by the Phoenix Center3 misinterprets its own 
empincal estimates, while failing to produce any factual support for its conclusion that 
TELRIC-pnced UNE-P entry increases investment. Section IV demonstrates that an 
October 2003 Consumer Federation of America (CFA) paper4 reaches its conclusion that 
consumer gains from TELRIC-priced UNE-P exceed $5 billion a year by ignoring the 
basic economic trade-offs involved in network sharing rules. Section V critiques a 
September 2003 paper sponsored by AT&TS that is fatally flawed in its analysis of 
competition, as well as in its presentation of a game theory simulation of a twenty-year 
mandatory unbundling regime that confuses costs with investment, producing 
meaningless results. 

I. Introduction and Summary 

6.  The methodology used to determine re ulated wholesale rates is an important 
determinant of how competition will develop! These prices are crucial to the decisions 
that vanous market participants - ILECs, CLECs, investors, and others - make. All 
roads do not lead to the same economic outcome. A balance must be struck between 
terms and conditions that encourage entry (by reducing inefficient barriers), and those 
that discourage investment (by undermining the value of nsky assets committed to 
providing telecommunications network services). Hence, the pro-consumer objective 
cannot be to maximize entry or to minimize short-run prices, but must be to encourage 
efficient forms of competition over the long term. 

7. Inefficient forms of competition do not enhance consumer welfare. For instance, 
were rules to encourage resale modes of entry but discourage investment in new facilities 
(by entrants or incumbents), there might be retail price competition. But the net result 
could well be negative for customers. The cost of providing retail service would 
increase, due to increased marketing costs; efficiencies from vertical integration would be 
lost; and long-term benefits from the creation of improved, or additional, network 
infrastructure would be lost. This is why the argument for mandatory network sharing 
rules has been based on the “stepping stone” theory.’ This theory posits that allowing 
entrants to rent some pieces of the network that are particularly difficult to replicate at an 

PHOENIX CENTER POLICY BULLETIN NO 6 UNE-P Drives Bell Investment - A Synthesis Model 
(September 17,2003) [“‘PHOENIX 6‘7. 

Consumer Federation of America, Competition at the Crossroads: Can Public Utiliry Commissions Save 
Local Phone Competition 7 (October 7,2003)  [“CFA 2003”l. 

Kevin Hassett, Zoya Ivanova, and Lawrence J Kotlikoff, Increased Investment, Lower Prices - the 
Fruits ofpast and Future Telecom Competition (September 2003) [“HIK 20037. 

Of course, the implementation of that methodology is also critical The manner in which individual 
states have implemented TELRIC has produced widely varying rates. For example, the UNE-P discount 
(from retail) is set as low as $4 64  in Arizona, to as much as $35.06 in Arkansas UBS Warburg, How 
Much Pamfrom UNE-P7 (August 20, 2002), Table 5 .  

Gregory L. Rosston and Roger G. Noll, The Economics of the Supreme Court’s Decision on Forward 
Looking Costs, 1 REVIEW OFNETWORKECONOMICS (September 2002): 81-89, p 88 
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initial stage of competition provides an impetus to those entrants investing in their own 
facilities over time. Before long, nval networks are created and regulation of wholesale 
terms can be removed. 

8. While low pnces are good for consumers, all else equal, all else will not be equal 
when wholesale price regulation undermines investment incentives or otherwise leads 
network owners to reduce service quality. It is not an efficient outcome when 
consumers’ bills for service decline but these declines are offset by lower service quality 
or capital depreciation (which implies lower quality andor higher prices in future 
periods). In fact, policies that favor short-term price discounts at the expense of long- 
term capital investment tend to be highly inefficient because they distort the balance 
between the quality/price bundle available to consumers today and choices available in 
the future. And, in disrupting investment in new networks, they undermine the 
emergence of competitive market forces that promise to bring much greater consumer 
benefits than are available in today’s regulated marketplace. 

9. There has been considerable debate over how to establish a wholesale pricing 
structure that stnkes the proper balance between competitive entry, on the one hand, and 
anti-consumer reductions in network infrastructure, on the other. The current method for 
calculating the regulated wholesale pnce, TELRIC, has been adopted by regulators and 
will be re-evaluated in this proceeding. Based on our examination of the available 
evidence, we conclude that the net effect of TELRIC pricing has been to discourage 
investment in network infrastructure by both ILECs and CLECs, and that such regulated 
rates have failed to bolster incentives to create new competitive networks. 

10. In this paper, we examine additional evidence that TELRIC is detemng investment. 
We also respond to three recent papers purporting to show that TELRIC prices increase 
investment and consumer welfare. The new Phoenix Center analysis misinterprets its 
own results. When properly evaluated, its conclusion of a positive relationship between 
investment and UNE-P line growth vanishes. The CFA study, which calculates consumer 
benefits of over $5 billion annually from current network shanng mandates, is shown to 
be economically meaningless: the study focuses solely on short-run price discounts, while 
ignoring alternative sources of competition as well as the level of network investment by 
U C s  and CLECs. The HIK paper claims that lowering TELRIC pnces would increase 
consumer welfare, but misinterprets the empirical evidence it offers, presents an 
erroneous economic theory, and conducts a game theory exercise in which wholesale rate 
regulation is assumed to offer the exclusive form of voice telephone competition for 
twenty years into the future. As we show, none of these papers offers credible evidence 
bearing on the actual relationship between TELRIC pricing, on the one hand, and 
consumer welfare, on the other. 

11. Evidence That TELRIC Pricing Discourages Investment in Networks 

11. In our previous paper, we examined economic evidence on the relationship between 
current network sharing policies and network investment. We concluded that the 
availability of UNE-P at TELRIC pnces appeared to be having a strongly negative 
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impact on telecommunications investment. We will briefly review the basic evidence 
here and expand the analysis by including recent data on telephone company investment 
patterns and the results of a new regression analysis we performed on the relationship 
between CLEC-owned lines and UNE-P lines. 

12. Between year-end 2000 and year-end 2002, UNE-P lines grew over 220%, while 
CLEC-owned lines grew just over 20%.* When the subset of competitive lines provided 
via cable telephony is excluded, CLEC-owned lines actually declined. See Figure 1. 
During this penod, UNE rates (and, therefore, UNE-P prices) have been dramatically 
lowered in many states, and it apears  clear that this reduction in price has helped d i v e  
the increase in UNE-P lines. Dunng this same period, both ILEC and CLEC 
investments have plummeted. For instance, from 2001 to 2002, the total net capital stock 
of the three Bell operating companies (excluding Qwest, which reported its 2002 data too 
late to include in the current analysis) fell by 7%, indicating a remarkably high level of 
disinvestment.” CLEC capital spending declined from 49% of revenues in 2000 to 14% 
of revenues in 2002.” These reductions contrast with the experience in other 
communications sectors not subject to similar network sharing rules. For instance, 
although investment by wireless carriers and cable operators decreased in 2002 compared 
to 2001, investment in those sectors remains well above pre-bubble levels. Local phone 
networks, in contrast, are investin less in 2002 (even without adjusting for inflation or 
population increases) than in 1996. 

13. By 2003, the quarterly capital expenditure data reported by the Bell companies fell 
below replacement level.’3 Investment analysts predict that investment may fall further 
in 2004.14 These abnormally low capital expenditures are particularly striking, given the 
significant rebound in overall economic growth. For example, the third quarter of 2003 
saw the strongest GDP performance in two decades.15 Independent analysts blame 
disincentives associated with TELRIC regulation for lagging investment in 
telecommunications: “Near-term ramp-up in capital equipment is unlikely.. . [Nlew 
investment in the traditional wireline business will likely be constrained due to the 
extension of the UNE-P regirne.”l6 Analysts likewise conclude that unbundling rules 
diminish the ability of new entrants to build rival networks: “Rather than incent 

7 2  

’ A CLEC-owned line involves local phone services delivered entirely over a competitive, non-ILEC 
network. 

Local Telephone Competition, Status as of December 31, 2002, Federal Communications Commission, 
Wireline Competition Bureau (June 2003). 
lo  HHB 2003, Figure 5 
‘ I  HHB 2003, Figure 2. 
’* HHB 2003, pp. 4-8 

HHB 2003, Figure 4. 
Merrill Lynch Global Securities Research & Economics Group, Verizon Communications (November l 4  

17,2003) 
Is  “Gross domestic product - the broadest gauge of activity within the USA - grew an annualized 7.2% 
in July, August and September, the biggest gain since 1984 . .” 7.2% GDP Growth Fastest m 19 Years, 
USA Today, October IO, 2003, available ar httD’//www usatoda~.com/monev/economv/~d~/~~~~-l0-30- 
d x htm (December 9,2003). 

%d E Talbot and David M Dixon, Research Industly Comment. Integrated Telecommunication 
Services, RBC CAPITALMARKETS (June 26,2003). p. 5 
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competitors to overbuild RBOC networks as it should have done to foster redundancy in 
the nation’s telecom access network infrastructure, the FCC appears to have shifted the 
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14. The dividend policies of major telecommunications camers also provide evidence of 
the perverse effect of mandatory network sharing. If UNE-P, which is rapidly rising, 
increased the incentive of camers to invest, dividends paid by such firms would be 
constrained. That is, firms would tend to re-invest their earnings rather than paying them 
out to shareholders. Indeed, while dividends are looked at as income from the 
stockholder’s perspective, they are a form of disinvestment by companies. This is why 
firms with high growth potential ( i t . ,  opportunities to invest in profitable projects) tend 
to pay relatively smaller dividends than firms without such opportunities. Yet, with rapid 
UNE-P growth now evident in the marketplace, major telecommunications carriers are 
generally increasing dividends.” This is true of both incumbent caniers and of the 
leading UNE-P provider, AT&T. 

-~ 

” Jeffrey Halpern and Joshua W. Harrington, US. Telecom: Go Long the Lawyers: In States’ Hands, the 
New Regulations Will Take Years to Sort Out in the Courts, BERNSTEIN RESEARCH CALL (August 22, 
2003), p. 2. 

This increase is not explained by the reduction in the tax rate for dividends, as analyzed in Jennifer L. 
Blouin, Jana Smith Raedy, and Douglas A Shackelford, Did Dividends Increase Afrer rhe 2003 Reduction 
In Dividend Tar Rates?, Working Paper (October 2003, httr, //uaDers ssrn com/sol3/deliver~.cfm/SSRN 
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15. Currently, the average dividend yield for an S&P 500 company is 1.55%.19 SBC’s 
dividend yield equals 4.83%. AT&T’s 4.80%, Verizon’s 4.70%, BellSouth’s 3.88%.20 
All of these expected pay-outs are in the top ten percent of S&P 500 firms. It is not 
unusual for firms with slow, steady growth to pay high dividends. What makes these 
high pay-out levels distinctive is that they are generally increasing as revenue growth 
sharply declines or is negative. Moreover, all firms in the sector have been reducing debt 
loads to limit nsk, giving firms additional reasons to limit dividends. But the current 
trend I S  In the opposite direction. For Instance, the SBC dividend per share in the last 
quarter of 2000 was 25 cents; in the third quarter of 2003, it had increased to 28.25 cents; 
and SBC has recently announced the dividend per share was increasing again to 31.25 
cents.” AT&T, which slashed its dividend in 2000 in order to increase firm l iq~id i ty?~ 
turned around in the fourth quarter of 2003 and hiked its dividend from 19 cents to 24 
cents. This 26.3% increase came as revenues were falling prec ip i t~us ly .~~ The firm is 
simultaneously slashing capital expenditures, and forecasting healthy increases in UNE-P 

BellSouth recently increased its quarterly dividend to 23 cents from 19 cents.26 
(Venzon has deviated from the sectoral trend by keeping its dividend per share constant, 
allowing i t  (in part) to sustain capital expenditures relative to other ILECs.) These data 

21 . . 

ID462542 code03 11 1 1540 ~dPabstractid=462542. The study finds only “scant evidence that regular, ’ The dividend yield IS calculated by dividing the expected annual dividend by the purchase price of an 
equity share. IndexArb. http://www indexarb com/dividendYieldSortedsp.html, (December 11, 2003). 
Omitting the 134 firms in the index which pay zero dividends, produces an average dividend yield of 
2 12% 
2o Ibid 
2 ’  “The RBOCs have aggressively reduced financial risk during the last two years by predominantly using 
free cash flow and to a lesser extent the proceeds from asset sales to reduce debt.” Moody’s Investors 
Service, The Far-Reaching lmpacr of UNE-P Regulation (October 2003). p. 6. AT&T reduced net 
corporate debt “from $56.2 billion entering 2001 to $12 9 billion at year-end 2002.” AT&T claims to have 
slashed capital spending by 50% 1999 - 2002, “and we’ll continue to moderate our spending going 
forward ” AT&T Chairman’s Letter, Annual Report (2002). http://www att.codar-2002/hrml/cl2.html. ’’ UPDATE - SBC Hikes Dividend, Sets Share Buyback, Reuters, December 12, 2003, available at 
http://biz vahoo com/rf/031212/telecoms sbc 4 html. (December 15, 2003). During the first three quarters 
of 2003, SBC also declared three special dividends. 
” Deborah Solomon and Nikhil Deogun, AT&T May Cut Dividend as much as 77% -- Board ro Debate 
Amount of First-Ever Reduction In Bid to Conserve Cash, THE WALL STREET JOURNAL A3 (December 20 

” AT&T reported annual telephone revenues of $37.8 billion in 2002, down from $46.9 billion in 2000. 
AT&T 2002 Annual Report, p. 12 ’’ “Our network investments are largely behind us. We spent $3.9 billion in capital expenditures in 2002, 
roughly half the 1999 level, and we’ll continue to moderate our spending going forward” AT&T 
Chairman’s Letter, p.2, http://www att.codar-2002/html/cll.html. The same letter notes that AT&T’s 
growth in UNE-P lines IS strong, “Our initial results prove that customers want choice and will support a 
competitive offer. We have earned mid single-digit market share or higher in our first eight markets. We 
doubled our number of all-distance customers in 2002. In the fourth quarter alone, the number grew more 
than 25 percent from the previous quarter ” Ibid., p. 3 ‘This pattern suggests strong opportunities for 
growth in new markets as well, We are confident that we will be offering all-distance service in a total of 
14-17 markets by the end of 2003, with more markets to follow in 2004.” Ibld., p. 4. In sum, the leading 
UNE-P retailer exhibits the belief that U N E P  lines are and will continue to grow at a brisk pace, and that 
capital expenditures on network infrastructure should be drastically reduced. 
26 Data from Bloomberg 

uarterly dividends increased substantially in the first quarter following enactment. .” (Ibid., p. 23). 
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are consistent with the observation that the best current financial strategy for existing 
telecommunications caniers is to reduce investment in risky network assets. Paying out 
dividends, as opposed to reinvesting these funds in new infrastructure, helps achieve this 
end. 

16. As two recent reports explain, this disinvestment is directly traceable to current 
TELRIC UNE-P policies. Both the analysis by Moody’s, the bond ratings agency, and 
Gartner, the NYSE-listed IT consulting firm, conclude that TELRIC-priced UNE-P is in 
large measure responsible for the decline in telecommunications investment incentives. 
Moody’s states bluntly that “the FCC’s recently released network unbundling order will 
have a negative credit impact on the industry’s wireline  operator^."^^ It attnbutes the 
financial problems of the RBOCs to “economic recession,” “technology substitution,” 
and the fact that they “will continue to lose retail access lines due to the significant 
difference between UNE-P pricing and retail rates.”** RBOCs will respond to the UNE-P 
threat by lowenng retail rates and bundling, “which will likely require modest capital 
i nve~ tmen t . ”~~  In addition, “RBOCs might elect to reduce both operating expenses and 
maintenance capex, the latter of which could result in network quality de te r i~ra t ion .”~~ 

17. Gartner gives a similar appraisal of current regulatory policy: 

By going beyond the intent of the [ 1996 Telecommunications] [Alct, the 
FCC has stymied facilities-based competition and overall growth in the 
marketplace. Even though there were hundreds of negotiated contracts in 
place at the time, the FCC issued its Local Competition Order in August 
1996. The FCC’s rules preempted these contracts and negotiated rates by 
imposing requirements that the rate be based on TELRIC, a hypothetical 
costing methodology that had historically been used in [the] telephone 
industry to define rate structures and to define rate floors to prevent 
predatory pricing in a monopolistic marketplace. However, the FCC 
ordered this application to define UNE rate ceilings ... The FCC’s policies 
have and will continue to have a damaging effect on facilities-based 
competition and the overall health of the telephone e c ~ n o m y . ~ ’  

18. These analyses by independent analysts are consistent with the evidence of declining 
L E C  and CLEC investment we reviewed in our previous report, as well as with the 
pattern of CLEC entry found across states. The pattern conflicts with that predicted by 
the “stepping stone” theory used to justify aggressive network sharing policies. Recall 
that the regulatory justification of low wholesale prices in the UNE-P resale program is to 
encourage firms to enter the market and to then convert UNE-P lines into new networks. 
If the stepping stones were working, one should be able to use the number of UNE-P 

’’ Moody’s Investors Service, The Far-Reaching Impact of UNE-P Regularion (October 2003), p. 1. 
” Ibid ’’ Ibid 
30 Ibid , p 6. 
3’ 

Report (October 24,2003). p. 5. 
Gartner, Inc , Unbundled Network Element Policies Threaten U.S. Telecom Services Growth: Focus 

7 



lines in a state in one period to help predict the number of facilities-based CLEC llnes in 
that state in future periods. 

19. We tested this theory in a multivariate regression equation estimated on sem-annual 
state-level data from the FCC’s Local Competition Report, December 1999 through 
December 2002,3’ and from the U.S. Department of Labor, Bureau of Labor  statistic^.^^ 
See Appendix 1. The results demonstrate that the level of UNE-P lines (and other 
measures of non-CLEC owned competitive lines) have no statistically significant 
relationship with facilities-based CLEC lines (CLEC-owned or UNE-L) in future periods. 
This empirically contradicts the stepping-stone theory, the economic justification offered 
for TELRIC-pnced UNE-P. 

111. Phoenix Center Bulletin No. 6 

20. In POLICY BULLETIN No. 5,34 the Phoenix Center claimed to produce statistical 
evidence that ILEC investment is higher than it would otherwise be because of UNE-P.35 
We found their empirical results uncompelling, as detailed in our previous paper.36 In 
POLICY BULLETW NO. 6;’ the Phoenix Center concedes certain problems in their 
original estimation of the UNE-P/investment relationship, but claims that adjustments 
“recommended by Tom Hazlett, Art Havenner and Coleman Bazelon” help remedy them, 
producing estimates of the UNE-Phnvestment relationship that “are generally comparable 
to our earlier estimates, supporting the reasonableness of our chosen specif icat i~n.”~~ 
Hence, PHOENIX 6 endorses the PHOENIX 5 estimates as properly captunng the UNE- 
Phvestment r e l a t i~nsh ip .~~  

21. Yet, far from correcting the fundamental flaws we identified in PHOENIX 5 ,  PHOENIX 
6 extends these analytical errors. First, the results produced by PHOENIX 540 are the 
product of spurious c ~ r r e l a t i o n , ~ ~  and no analysis presented in PHOENIX 6 adjusts for, or 
even recognizes, this demonstrable fact.42 The spunous nature of the estimated results is 

32 Available at. htto.//www fcc eov/wcb/iatd/como html, November, 26,2003. 
33 The 
unemployment rate was included to control for differences in the economic climate between states and over 
time 
34 PHOENIXS. 
3s PHOENIX 5 ,  p. I 
36 HHB, p. 13-15 ’’  PHOENIX^. 
38 PHOENIX 6, p 11 

Available at’ httD //data bls eov/lab~avdoutside Isu%urvev=la, accessed November 26, 2003. 

PHOEND(6,p 1. 
We focus on the results obtained from Model 2, the speclficatlon the Phoenix Center prefers. 
If there IS a plausible theory about the joint variation of two variables, the sign and size of the correlation 

coefficient may lend support to that theory. If no such theory exists, the correlation IS classlfied as a 
spurious, or nonsense, correlation See JACK JOHNSTON AND JOHN DNARDO, ECONOMETRIC METHODS 9- 
10 (1997) 
” Comments submitted to the FCC by R. Carter Hill, at the request of Z-Tel Communications, Inc., 
purport to address this issue, but they do not Rather than answering our charge of spurious correlation- 
that IS, that the reported results are accidental-Hi11 discusses an issue we did not raise, Spurious 
Regressions-a situation where correlation is falsely found between data series that include trends. Reply 

39 
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revealed in several ways. Estimating the PHOENIX 5 model using time-consistent data, 
for instance, eliminates the positive statistical relationship claimed to exist between UNE- 
P lines and ILEC investment. Only by mixing data sources (changing time penods) do 
the results claimed by Phoenix appear. The magnitude of the estimated UNE-P effect, 
which IS implausibly large (the one-year increase in ILEC investment attnbuted to one 
new UNE-P line is estimated to exceed the entire net capital stock of an average ILEC 
line), also demonstrates the spunous nature of the Phoenix results. Moreover, as we 
previously showed, estimating the UNE-P effect using BOC-level (instead of state-level) 
data not only eliminates the relationship Phoenix claims between UNE-P and ILEC 
investment, but actually reverses it (as the estimated coefficient is both negative and 
statistically ~ igni f icant ) .~~  All of these ‘reality checks,’ as well as others reported in our 
previous Declaration, were ignored in PHOENIX 6. See Appendix 2. 

22. The Phoenix results also fail to survive an additional cross-check. When the effect 
of Resale and UNE-L lines on ILEC investment are estimated using the method 
employed by Phoenix to evaluate the UNE-P effect, the results are strikingly different, 
and these distinctions are inconsistent with economic theory. Using the PHOENIX 5 

UNE-L lines reveal no statistically significant relationship with ILEC 
investment. Resale lines exhibit a relationship with ILEC investment that is statistically 
significant and three times as large as the estimated UNE-P effect, but in the opposite 
direction. See Appendix 2. While each of the three nval forms of competitive entry 
should theoretically have positive impact on ILEC investment under the “stepping stone” 
theory, the results sharply diverge: one is positive (UNE-P), one is negative (Resale), and 
one is indistinguishable from zero (UNE-L). The proper economic interpretation is not to 
pull the one desired “result” from this mixed bag, but to regard the “statistically 
significant” estimates as spunous 

23. Second, PHOENIX 6 offers an economic theory to justify its regression model, an 
element lacking in PHOENIX 5. Unfortunately, the theory presented as justification for 
their econometnc approach is entirely inappropnate. PHOENIX 6 offers an investment 
model developed in 1963 that has been abandoned by economists in recent decades due 
to its theoretical flaws and because it produces unreliable empirical results. More modem 
investment models take a different approach in estimating the relationship between 
explanatory variables (such as revenues or UNE-P lines) and investment flows. The 
theory invoked by Phoenix uses changes in explanatory vanables, whereas more recent 

Comments of R. Carter Hill, Ph D., In the Matter of Joint Petition for Forbearance From Current Pricing 
Rulesfor the Unbundled Network Platform, Petition for Forbearance From Current Pricing Rules for the 
Unbundled Network Platform, Federal Communications Commission, WC Docket No. 03-189, WC Docket 
No. 03-157 (September 22, 2003) [“Hill Declarat~on”] See Appendix 2 for further evaluation of the Hill 
Declaration. 

In a footnote, PHOENIX 6 claims that the use of BOC-level data is not superior to the use of state-level 
data, but this misses the point. The fact that these alternative specifications produce sharply inconsistent 
results demonstrates that neither result has compelling economic significance Although PHOENIX 6 claims 
that it chose state-level data over BOC-level data because it produces a larger sample size. this does not 
explain how the BOC-level data produces inconsistent results. Hence, Phoenix simply lgnores the issue of 
s urious correlation in its response. 
“ Specifically, Model 2, which PHOENIX 5 recommends as the preferred specification 
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