WHY DID THE U.S. TELECOMMUNICATIONS
INDUSTRY COLLAPSE?

J. Gregory Sidak

The U.S. telecommunications industry has collapsed.
As I write this essay, Global Crossing is -bankrupt,
WorldCbm is near bankruptcy, and Qwest may have
narrowly avoided it. AOL TimeWarner has lost tens of

billions of doltars of shareholder value since its merger,

and AT&T continues to divest businesses after having

spent more than $100 billion to buy cable television com-
panies that by 2002 it hoped to sell for half their pur-
chase price. Wireless carriers and equipment manufac-
turers have lost three-quarters of a trillion dollars in
market capitalization between January 2001 and June
2002

By the summer of 2002, some in Washington indeli-
cately asked, "Does ihe Federal Communications Com-
mission bear some responsibility for this debacle?" De-
spite the revelation of accounting fraud at WorldCom
and investigations being made of other carriers, it is not
sufficient to dismiss the collapse as the result of simple
corniption or, in the amorphous jargon of business jour-
nalists, "speculative excess." Joseph Schumpeter's fa-
mous phrase "creative destruction” is mouthéd with
greater frequency than insight. Yet, it is incorrect to
aitribute the collapse to the inevitable workings of the
invisible hand of the marketplace. The FCC's hand has
been all too visible, explicitly influencing the expecta-

tions upon which speculation, and investment, rest.

Two areas of regulatory policy show how the FCC can

distort efficient outcomes. One is the FCC's complex and
contentious policies for the mandatory unbundling of
local exchange networks. The second is the FCC's mis-
handling of Auction 33, the spectrum auction for wire-
less telephony frequencies that has become frozen in

seemingly endless litigation.
“Impairment” and Mandatory Unbundling

Through its unbundling policies the FCC atfirmatively
promoted preferred forms of market entry that might have
been immediately rejected in a truly deregulated mar-
ketplace rather than one that was subject to managed
competition. Moreover, it would not be credible to lay
the blame at Congress's feet by saying that the Teleco-
mmunications Act of 1996 compelled the FCC to follow
an unbundling rule that ensured perverse economic con-
sequences. Far from fecling constrained to follow a par-
ticular interpretatior-l of the unbundling provisions of the
Telecommunications Act imposed upon the FCC, the
FCC aggressively imparted its own result-oriented in-
terpretations of the law, In 2000, former FCC Chairman

Reed Hundt wrote in his memoir:

The [congressional] compromises [for the Teleco-
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mmunications Act of 1996] had produced a moun-
tain of ambiguity that was generaily tilted toward the
local phone companies' advantage. But under prin-
ciples of statutory construction, we had broad dis-
cretion in writing the implementing regulations. In-
deed like the modern engineers trying to straighten
the Leaning Tower of Pisa, we could aspire to pro-
vide the new entrants to the local telephone markets
a fairer chance to compete than they might find in

any explicit provision of the law.!"

Mr. Hundt's stratagem worked. By 2002, the FCC's
lawyers successfully persuaded the Supreme Court, ina
7-1 decision, that the agency's pricing rules predicated
on the novel concept of total element long-run incre-
meﬁtal cost (TELRIC)—a concept so nuanced that the
FCC needed more than 600 pages to explain it in a 1996
rmlemaking®— was one reasonable interpretation of the
statutory provisions of the Telecommunications Act of
199_6.(3’ Even if not the best possible interpretation on
economic grounds, the FCC's TELRIC pricing model

was deemed to deserve deference from a reviewing court

under American administrative law. In a remarkable

illustration of the extent of the Supreme Court's defe-

rence to the FCC, Justice David Souter wrote for the Court

that, as the FCC concluded in its TELRIC pricing order,

the Telecommunications Act of 1996 created a "novel
ratesetting designed to give aspiring competitors every
possible incentive to enter local retail telephone mar-
kets, short of confiscating the incumbents' property.”*
In short, the Supreme Court was willing to defer to any
method, even one not envisioned by Congress in the
Telecommunications Act of 1996, that the FCC ‘devised
for pricing UNEs, as long as the Court did not think the
method a taking of property —a question that the Court
signaled in the same opinion it had no interest in deci-

ding in the foresecable future.
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The FCC's leadership emphatically believed that it had
the wisdom to devise, and the authority to impose, the
means to promote competition in local telephony. But
those same officials and their successors have been slow
o ackno.wledge that over the same period the FCC, if its
permissible policies in fact were unwise, correspon-
dingly wielded the power to distort competition and in
the process retard investmenl;‘in the telecommunications
industry. That retardation of investment in turn would
harm industries other than telecommunications services,
including industries outside the Commission’s jurisdic-
tion, such as telecommunications equipment, consumer
electronics, semiconductors, and software. The finan-
cial distress of those industries merits considering
whether the FCC's policies on mandatory unbundling
were lawful but foolish.

In 2002, the FCC undertook a "triennial review" of its
policies on mandatory unbundling of local exchange
networks. At that time, the agency continued to embrace
the proposition that "access to UNEs would lead to ini-
tial acceleration of alternative facilities build-out because
acquisition of sufficient customers and necessary mar-
ket information would justify new construction."® This
regulatory hypéthesis invites many questions. After six
years of implementing the Telecommunications Act of
1996, is there any empirical evidence that this hypo-
thesis is comrect? Whaf would the FCC have to find em-
pirically to continue to make this hypothesis a defen-
sible basis for its unbundled network element (UNE)
rules? To the extent that it rests on this empirically tes-
table proposition, is the FCC's unbundling policy arbi-
trary and capricious if the agency fails to substantiate
that proposition? Empirical evidence shows that facili-
ties-based competitive local exchange carriers (CLECs)
have produced "more sustainable competition."®In New
York and Texas, for example, where CLEC market share

is higher than elsewhere, is there any empirical evidence



thit there was a greater rate of reliance on UNEs by
CLECs? Answers to such questions are essential to know-
ingwhether, as the FCC assumes, mandatory unbundling
atiegulated prices achieves its intended purpose.

Section 252(d)(2).of the Telecommunications Act re-
quires an incumbent local exchange carrier (ILEC) to
untundle at a regulated price any network element which,
if ot offered on an unbundled basis at the regulated price,
waould "impair” the CLEC's ability to compete.” The
meaning of "impairment"” is critical. Not surprisingiy,
the definition was litigated in the Supreme Court after
the FCC essentially said that any UNE that can be un-
buadled must be unbundled. The Supreme Court con-
cluded that such a definition had no limiting principle
and therefore remanded the rulemaking to the FCC.®
The FCC then decided to use the phrase "materially di-
rninishes” to provide a limiting principle for the scope
of the statutory phrase "impairs."®

In May 2002, the FCC's impairment rule was again
struck down on judicial review, this time by the U.S.
Court of Appeal for the District of Columbia Circuit.*®At
the time that the D.C. Circuit struck down the FCC’s
definition of "impair” as arbitrary and capricious, the
FCC was already in the midst of its triennial review of
1ts unbundling rules. The FCC thus already had a pro-
ceeding underway in which it would be appropriate to
ask the following questions that would give -economic
content to the definition of "impairment.” If CLECs are
subject to lesser levels of "impairment,” what variable
should we observe changing: Prices? Output? Invest-

ment? CLEC profit? Sales of complementary hardware

and software? The FCC says that it wants to review its

UNE policies "in light of [its] experience” since
1996.0VExperience connotes empiricism, as distin-
guished from a priori reasoning. It is commendabie that
the FCC recognizes the value of empiricism. But from

the perspective of empirical economics, unless the FCC

can clearly state its hypothesis concerning the predicted
effects of its particular unbundling policies, such as the
impairment test, it has no way of knowing what changes
in the marketplace to look for—let alone no method for
guantifying that change. The standard economic metric
is consumer welfare, yet that is the one conspicuous vari-
able that the FCC excluded from its laundry list of five
factors that supposedly should inform the decision to
order unbundling of a particular network element.!™”
“Impairment” cannot be defined without reference to
the price regulation to which UNEs are subject. Impair-
ment is endogenously affected by UNE price regulation.
Moreover, impairment is endogenously affected by the
allowed duration of the lease. Under existing TELRIC
pricing, would a CLLEC be impaired if it were required
to lease a UNE for its useful life (more precisely, for the
duration of its depreciable life for regulatory purposes),
instead of leasing the UNE for a period that is termi-
nable at will by the lessee and capped by regulators?
What is the fundamental economic characteristic of
"impairment"? In European unbundling proceedings, the
bottleneck of the telecommunications network is increa-
sing regarded as the trench in the street. The costliness
of digging holes is a breathtakingly unpersuasive justi-
fication for mandating the unbundling of telecommuni-
cations networks, especially next-generation services. In
an economic sense, a CLEC faces no barrier to entry
with respect to the provision of a service if the ILEC
itself is overlaying existing facilities or if it is building

new facilities or totally rehabilitating previous facilities.

“The ILEC faces the same sunk cost that a CLEC would.

This analysis is directly responsive to the FCC's request
for "comment on whether [it] should modify or limit
incumbents’ unbundling obligations going forward so as
to encourage incumbents and others to invest in new
consuﬁction."“”

The most promising avenue of economic analysis of
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Tindatory unbundling is real option theory."? The idea
of "impairment" could be clarified by explaining the
magnitude of the real option that mandatory unbundling
ofa particular network element at TELRIC prices would
confer on the CLEC. The FCC should undertake to cal-
culate the real-option value inherent in mandatory un-
bindling. Sensitivity analysis could be performed to
understand how the value of the real option held by the

CLEC increases with (1) regulatory uncertainty, which

has been high due to the multiple court decisions that

have reversed or remanded FCC rules concerning un-
bundling, (2) technological uncertainty, (3) the duration
of the real option, which under current FCC.rules is in-
definite, and (4) the degree to which investments made
by the ILEC -are sunk rather than salvageable. With re-
spect to new broadband services, the uncertainty associ-
ated with that real option is greater still because the data
with which an ILEC would make investment decisions
may not be publicly available, but rather may be the pro-
prietary information of an interested market participant,
such as an Internet service provider.

“The real option view of mandatory unbundling meshes
neatly with two of the FCC's five current factors for in-
terpreting the phrase "at a minimum" in section
251(d)(2): "whether the [unbundling] obligation will
promote facilities-based competition, investment, and
innovation,” and "whether the unbundling requirements
will provide uniformity and predictability to new entrants
and certainty in general.""® With respect to the latter
factor, a lack of uniformity and predictability will in-
crease the standard deviation of returns for the ILEC,
which increases the value of the real option that the ILEC
is implicitly forced by the FCC to confer on CLECs.
That increased value of the real option—which repre-
sents the value to the CLEC of waiting to see whether
the [LEC's investments in new technologies pan out be-

fore the CLEC must commit itself to leasing particular
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UNEs—has the effect of discouraging ILEC investment.
To the extent that innovation flows from investment,
innovation is jeopardized by a rising value of the real
option inherently conveyed to CLECs through mandatory
unbundling. This line of analysis is directly responsive
to the FCC's request for comments on "whether [the
Commission] can balance the goals of sections 231 and
706 by encouraging broadband deployment through the
promotion of local competition and investment in infra-
structure."'®

In contrast to such economic analysis, the FCC's defi-
nition of "impair" as meaning "materially diminishes"
does nothing to reduce the regulatory risk that drives the
value of the real option that the ILEC must give CLECs
when the FCC mandates unbundling at TELRIC prices.

A "materiality” standard places enormous discretion in

_the hands of the regulator, which increases regulatory

risk-for those making decisions on investment in net-
work infrastructure. That greater risk increases the value
of the real option that the FCC forces the ILEC to confer
on CLECs.

To its credit, the FCC in 2002 proposed a "more granu-
Jar statutory analysis” of section 251, a recommenda-
tion that is completely consistent with the proposal that
Professor Hausman and I made in our 1999 article in the
Yale Law Journal ‘? We recommended there an impair-
ment standard that is product-specific, geographically
specific, and limited in duration. In essence a competi-
tive analysis of each desired network element is required,
with an antitrust-style examination of competition in the
relevant product and geographic market over the relevant
time horizon..

The Hausman-Sidak test for impairment would consider
the effect of declining prices and growing subscribership
for wireless as a factor bearing on (1) the extent to which
wireless-wireline displacement, rather than unbundling

rules, have impaired CLECs, and (2) the consumer-wel-



Far consequences of the impairment of such CLECs. This
andysis is relevant to "the rapid introduction of competi-
tion in all markets," one of the FCC's current five factors
forjudging impairment."*The Hausman—Sidak analysis
s so directly responsive to the FCC's request for analy-
sisof "intermodal competition."*®0Of course, the ability
ofwireless telephony to displace wireline telephony de-
pends critically on the FCC's allocation of the necessary
spectrum. The FCC, however, has failed to discharge that
responsibility satisfactorily, as the experience with Auc-

tion. 35 attests.

The Social Cost of the FCC's Litigation
over Auction 35

Between January 2001 and June 2002, the market capi-
talization of wireless service providers and wireless equip-
ment manufacturers fell by more than $750 billion, and
by late June of 2002, the stock prices of AT&T Wireless
and Sprint PCS had fallen to all-time lows. Over the same
ireless service providers and wireless equip-
ment manufacturers laid off more than 200,000 workers.
Credit downgrades for wireless service providers
(Sprint PCS, AT&T, Cingular, and Nextel) and wireless
equipment manufacturers (Nortel, Lucent, Ericsé.on, and
Qualcomm) noW constrict the industry's access to capital.

The sharp downturn in the wireless industry coincided
with the ECC's conclusion of Auction 35. In May 1996,
a startup named NextWave won nearly $5 billion worth
of spectrum licenses at an FCC auction in which only
small businésses were eligible to bid. Experienced
carriers such as AT&T, Bell Atlantic, BellSouth, SBC,
and Sprint were excluded. After stalling for nearly two
years on most of the required payments, NextWave did
the unthinkable. It filed for Chapter 11 bankruptcy.

While the licenses were still in bankruptcy limbo, the

FCC auctioned the same licenses for a second time, in

December 2000, when the price of spectrum was much
bigher. In June 2001, before the FCC could award the
licenses to the carriers that had submitted winning bids
in the "reauction,” the U.S. Court of Appéals for the D.C.
Circuit ruled that bankruptcy law precluded the FCC's
reauction of the spectrum, sending the spectrum back to
NextWave.® After settlement efforts failed, the FCCre-

fused to cancel the reauction results, even though it had

“no spectrum to give the winners. The bankruptcy case i3

now in the Supreme Court, with a decision not likely
until 200320

The FCC continues fo litigate against NextWave to
"protect the integrity” of the spectrum auction process.®
But because the licenses were never delivered, the
winning bidders effectively acquired large liabilities with
no offsetting assets. The FCC denies the carriers' con-
tention that their bids in the reauction are now voidable
because the agency failed to deliver spectrum licenses
on a commercially reasonable timetable. Instead, if the
FCC wins in the Supreme Court in 2003, another round
of litigation regarding the timeliness of delivery will
begin, with ultimate resolution in about 2005. At that
point, if the FCC can reclaim the disputed spectrum, it
could try to force the winning bidders to pay $16 billion
within ten busineés days or levy multi-billion-doliar fines
if they do not pay. The FCC will then essentially hold a
“put option” over the Auction 35 winning bidders. This

option is a shield against a decline in the spectrum’s value

‘that the agency can eXercise at some indefinite date, years

from now. It is impossible for wireless carriers to mea-
sure the resulting financial risk using an options pricing
model like Black-Scholes, because real-world options
markets trade only futures contracts with expiration
terms. The FCC's asset therefore breaks new financial
ground.

Not only does the FCC's policy harm wireless service
providers and equipment manufacturers, it also harms
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(1) taxpayers by lowering future auction receipts to the
U.S. Treasury and (2) consumers by delaying the intro-
dnction of third-generation wireless services. The bene-
fics from the FCC's continuing to litigate against the auc-
lion winners pale in comparison. At the very earliest,
the Treasury would collect the $16 billion of winning
bids by 2005. By that time, growth in the U.S. wireless
industry may have stagnated for three more years.
Finally, the FCC's actions could actually undermine
lhe integrity of the auction process. By establishing a
precedent that it owes no contractual obligation to deliver
spectrum to winning bidders in a timely manner, the
FCC could increase uncertainty in the auction process,
causing bidders to discount their bids or avoid auctions
atogether. Becanse the costs of not allowing the winning
bidders to opt out of Auction 35 exceed the benefits of
pursuing its current policy, the FCC should reverse course

and void the auction results.
Lessons Learned

The FCC is an agency dominated by lawyers, not
economists. Perhaps it should not be surprising that the
agency is still defining the standard for identifying which
network elements an ILEC must unbundle under legis-
lation that is now more than six years old, Perhaps it
should not be surprising as well that the FCC continues
to litigate over the cutcome of Auction 35 while ignoring
the social costs of having left the spectrum idle for six
years. But perhaps it also should not be surprising that,
with the financial uncertainty that such distorted regula-
tory priorities create, the U.S. telecommunications
industry is in a state of collapse, six years after it was

"deregulated."
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