PERSPECTIVES

PHOENIX CENTER FOR ADVANCED LEGAL & ECONOMIC PUBLIC POLICY STUDIES

Re-Auction of the D Block: A Review of the Arguments

George S. Ford and Lawrence J. Spiwak®

May 24, 2011

Introduction

Last March, we released a POLICY BULLETIN
entitled: Public Safety or Commercial Use? A
Cost/Benefit Framework for the D Block,' in which
we proposed a framework to assess the relative
benefits of having the government either assign
the D Block to public safety or re-auction the
spectrum for commercial use. Each approach
has its costs and its benefits. Our analysis
indicated that the 10 MHz D Block provides $3.4
billion more in social benefits if assigned to
public safety rather than to commercial use,
even accounting for the expected auction
revenues from that block. That is, the financial
benefits of public safety assignment exceed any
lost auction revenue from the D Block.

Notwithstanding, some policymakers remain
committed to a re-auction attempt of the D Block
for commercial use. Many proponents of a
D Block re-auction focus exclusively on the
potential auction revenues from the block.
Others appear to believe the auction will
somehow fund the entire (or at least a good
chunk of the) public safety network. In these
tough financial times, it is difficult to criticize
anyone looking for revenues or cost savings.:
However, it is essential to consider the full
financial effects of the allocation options, not
simply those implications favoring one option or
another.

In this PERSPECTIVE, we present a more holistic
view of the financial implications of a D Block
re-auction. First, we present evidence
suggesting that the claimed $3 billion in revenue

from a D Block re-auction is too rosy an
expectation.s  Statistical analysis of historical
auctions indicates that a 10 MHz block of
spectrum in the 700 MHz band must be
unencumbered to produce $3 billion in revenues.s
Yet, the FCC’s National Broadband Plan envisions
a number of significant encumbrances on any re-
auction of the D Block which have substantially
reduced auction revenues in the past.” (In 2008,
the D Block failed to secure a minimum bid at
auction of $1.3 billion due to onerous
encumbrances, creating the stalemate among
lawmakers and policymakers we are faced with
today over this block of spectrum.)

re-auction of the D Block will
increase government spending on
the public safety mnetwork and
reduce future auction revenues by
far more than the re-auction may
generate in revenues.

Second, the re-auction of the D Block will under
no circumstances come close to fully funding a
public safety network. A nationwide public
safety network is expected to cost about $10 to
$13 billion. Even if a re-auction of the D Block
did bring in $3 billion of revenues, it offsets only
about one quarter of the public safety network’s
cost. The D Block re-auction offers no other
mechanism by which to generate funds for the
remaining network construction and operating
costs. To date, the only formal proposal put
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forth to fund the public safety network with
auction revenue is a voluntary incentive auction
for television broadcast spectrum.s

Finally, we discuss the potential broader
adverse market effects of a D Block re-auction.
The evidence indicates that the public safety
community needs a full 20 MHz of spectrum.® If
the D Block is assigned to commercial use, then
an additional 10 MHz for public safety must be
obtained from either future spectrum
assignments or the capacity-equivalent thereof
obtained via burdensome public safety
encumbrances on commercial spectrum.’ This
alternate block of spectrum will not be
contiguous to the Public Safety Broadband
(“PSB”) Block, which has the effect of increasing
the deployment cost of the public safety
network by an estimated $4 billion relative to
the D Block assignment.1!

. a 10 MHz block of spectrum in
the 700 MHz band must be
unencumbered to produce $3 billion
in revenues. Yet, the FCC’s
National Broadband Plan envisions
a number of significant
encumbrances on any re-auction of
the D Block ...

A commercial assignment of the D Block also
has the potential of frustrating the creation of
contiguous blocks of spectrum for future
auctions, thereby substantially reducing auction
revenues. Moreover, filling the public safety
spectrum shortage with public safety obligations
on all commercial providers could substantially
reduce future auction revenues.

In all, a plausible case can be made that the re-
auction of the D Block will increase government
spending on the public safety network and
reduce future auction revenues by far more than

the re-auction may generate in revenues. Even
under the favorable scenarios (e.g., $3 billion in
revenues), the re-auction of the D Block does not
appear to pass a cost-benefit test.

Revenues from the D Block are Likely to be
Relatively Small

The D Block and the PSB Block are two
contiguous 10 MHz blocks in the 700 MHz band.
In 2008, the Commission attempted to auction
the D Block to create a mandated public-private
partnership for a public safety network. Since
the D Block is contiguous to the 10MHz
PSB Block, the agency hoped that the
partnership would permit some commercial use
of the PSB Block and provide additional capacity
for public safety professionals on the D Block
when needed. As we all know, the effort was an
unmitigated failure, effectively leaving fallow
both blocks —a condition that persists today.12

Despite the D Block bust, the National Broadband
Plan proposes to try again. Recognizing the past
failure, the Commission hopes to “overcome
past challenges by encouraging, though not
requiring, incentive-based partnerships to
ensure success.”13 In other words, the
Commission intends to assign the D Block to
commercial use, leaving the public safety
community to make its way with its 10 MHz
PSB Block, an amount that appears to be
insufficient for a modern, interoperable public
safety network.1

Some favor the agency’s plan; others oppose it.
Support for the re-auction of the D Block is
based largely on its potential to generate auction
revenue, which will be used to support
unprecedented levels of federal deficit
spending.’s By government estimates, the
D Block would generate about $3 billion in
auction revenues.1

Based on an econometric analysis of the more
recent spectrum auctions in the United States, if
the FCC auctioned the D Block on a truly
unencumbered basis, then we could expect the
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auction to generate revenues in the range $1.3 to
$3.3 billion.? However, the re-auction of the
D Block is not unencumbered. The Commission
has made clear that it intends to impose costly
requirements on any re-auction of the D Block.

While the agency hopes for a “voluntary”s
public-private  partnership, it nevertheless
hedges, advancing a set of rules by which the
D Block will be auctioned. These rules include
the following;:

e D Block licensee(s) must use a nationally
standardized air interface [to] ensure that
the D block will be technically capable of
supporting roaming and priority access by
public safety users of the neighboring public
safety broadband block;

e D Block licensee(s) are required to provide
such roaming and priority access to public
safety users;

e D Block licensee(s) must develop and offer
devices that operate both on the D Block and
the neighboring public safety broadband
block; and

e [D Block licensee(s)] should be subject to
commercially reasonable buildout
requirements. 19

Clearly, the National Broadband Plan’s proposal
for re-auctioning the D Block includes a number
of meaningful value-reducing encumbrances.»

As what is past can easily become prologue, it is
sensible to look for guidance at the effects of
similar requirements from the original failed
auction.  Fortunately, we have available a
detailed report on the first failed auction from
the agency’s own Inspector General (“IG”), who
conducted a careful and detailed investigation
into the reasons underlying the failure of the
first D Block auction. This report contains
numerous interviews with many of the major
industry players, and presents a devastating
critique of the public-private partnership

approach to the public safety network.2? Many
of the findings in the IG’s Report remain
relevant to the National Broadband Plan’s re-
auction proposal, as we discuss below.

Roaming and Priority Access

Perhaps the biggest conflict for any public safety
public/private partnership comes over the
crucial and highly contentious issue of roaming
and priority access. Under both the FCC’s old
and new proposed paradigm, the D Block
licensee is “required to provide roaming and []
priority access” for public safety use.22

... the re-auction of the D Block will
under no circumstances come close
to fully funding a public safety

network.

In the case of the original D Block auction, the
IG found such access requirements to be a major
impediment to the successful implementation of
the D Block paradigm. Indeed, as the IG
pointed out, public safety’s mandatory
prioritization meant that commercial users on
the D Block would have been “subject to the
very kinds of service interruptions—during
periods  of  peak  preemption—deemed
unacceptable to public safety.”» One industry
executive described the plan as “ruthless
preemption” that would lead to “a very costly
network with diminished commercial value.”2

Moreover, given the requirement to enter into
roaming and access agreements, the parties are
obligated to set compensation to the private
operator for use of its spectrum. A likely
approach is for the FCC to impose on
commercial providers a mandatory obligation
similar to that imposed in the agency’s recent
Data Roaming Order, where parties must reach
“commercially reasonable” roaming agreements
with public safety entities or deal with the
Commission as arbiter.>
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... filling the public safety spectrum

shortage  with  public  safety
obligations on all commercial
providers  could  substantially

reduce future auction revenues.

The problem with such a paradigm, particularly
in regards to public safety entities, is that the
Commission has very little credibility with Wall
Street as a neutral arbiter of disputes. Indeed, in
the case of the original D Block auction, the IG
found that private firms expressed a legitimate
“fear that the FCC would have a tendency to
support the perceived needs [of public safety...
and, as such, the] assurance that the FCC would
monitor the negotiations, require good faith, and
be the final arbiter of disputes was small
comfort” to any  prospective bidder.>
Obviously, such risk will continue reduce the
value of the D Block at any re-auction.

Increased Cost of Deployment

A network suitable for public safety also
requires both higher technical standards and a
larger footprint than does a strictly commercial
network. And, logically, with such increased
requirements comes higher network
deployment costs, and, in turn, with higher
deployment costs comes a lower auction value
for the spectrum.” Former FCC Chairman Reed
Hundt, who was serving as the President of
potential D Block bidder Frontline
Communications, conceded “the costs necessary
to reach only a few additional users would
entail a vastly disproportionate additional
cost.”2  Likewise, Verizon testified that the
buildout requirements were too “costly”> and
Qualcomm  testified that the buildout
requirements were “too onerous”, going so far
as to note that these requirements were “far
more expensive than any of the current
[commercial] networks.”30

The National Broadband Plan’s re-auction
proposal does not fully alleviate these cost
concerns. The new D Block licensee would be
required to take on cost-increasing mandates
including: (1) the use of a Commission-selected
air interface; (2) the mandate to develop and
offer devices that operate both on the D Block
and the PSB Block; and (3) the requirement to
buildout the network on the agency’s
timetable.r  All of these requirements could
increase deployment costs, thereby reducing the
auction value of the D Block.

The Value of the Encumbered D Block

According the FCC’s Inspector General, public
safety encumbrances on quasi-commercial
spectrum create “many layers of uncertainty
and risk,” and these problems “were responsible
for potential bidders’ decisions not to bid” on
the public/private partnership promoted by the
agency.® The National Broadband Plan’s proposal
likewise creates “many layers of uncertainty and
risk,” and it is reasonable to expect a significant
diminution in the value of the block to private-
sector bidders, reducing auction revenues.

Public safety obligations of the first auction
attempt reduced the value of the spectrum by
86%3 and, as discussed above, the FCC’s re-
auction plan embraces similar encumbrances.
Moreover, in light of recent Commission actions
in the Harbinger Order,* and the pending merger
of AT&T and T-Mobile, we believe there will be
few established bidders for the D Block, either as
a result of carrier choice or, more likely, by
government mandated exclusion.ss Fewer
bidders typically implies less revenue.

As we concluded in our earlier paper, a re-
auction of the D Block could produce less than
$1 billion in revenue and is unlikely to exceed $2
billion in the best plausible scenario.’e (We note,
however, such predictions are necessarily
speculative.)
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Revenues from a New D Block Auction Will
Not Fully Fund a Public Safety Network

As noted above, one alleged benefit of re-
auctioning the D Block is the creation of
revenues to help fund the public safety network.
It appears that some policymakers believe these
revenues will be sufficient to fully fund the
public safety network. Nothing could be further
from the truth.

The cost of constructing a public safety network
is estimated to be about $10 to $13 billion.*” In
light of the numerous encumbrances, it is
unlikely that the D Block will generate auction
revenues anywhere near the claimed $3 billion.
A more reasonable estimate is revenue in the $1
billion to $2 billion range. So, under the best of
conditions, therefore, the re-auction offsets
about one one-third of the costs. A more
plausible case is one-tenth of the cost.

Plainly, a D Block re-auction will not pay for the
public safety network. Indeed, it will cover only
a small share of the costs under the best of
conditions, and, as explained in the next section,
may actually increase the cost of the network.

Broader Adverse Market Effects of a D Block
Re-Auction

As noted above, evidence indicates that public
safety needs 20 MHz of spectrum to construct a
modern, interoperable LTE public safety
network.3 Re-auctioning the D Block, however,
leaves the public safety community with only 10
MHz of spectrum (the PSB Block). If 20 MHz is
indeed required for a fully-functioning public
safety network, then, as we explained in POLICY
BULLETIN NO. 26, there are two solutions to
resolve this shortfall, neither of which favor the
re-auction of the D Block.

One option is to give additional spectrum, say
10 MHz, to the public safety community in the
future. This block, however, will not be
contiguous to the PSB Block. As a consequence,
the efficiencies of contiguous spectrum are lost.

Adding a non-contiguous 10 MHz block to the
PSB Block increases deployment costs for the
public safety network by about $4 billion.»

Now, rather than reducing the public cost of the
public safety network by an amount equal to
auction revenues (as re-auction proponents
hope), the re-auction plan increases the cost of
the network by more than any offered estimate
of auction revenues. The re-auction places a
heavier burden on government finances than
does a reassignment of the block to public
safety. In essence, it could be argued that the re-
auction proposal is founded on the logic that $3
billion in revenues (at best) is sufficient to justify
$4 billion in additional network deployment
costs (which must be funded by the
government).

... the re-auction of the D Block will
increase government spending on
the public safety network and
reduce future auction revenues by
far more than the re-auction
generates in revenues.

A second approach is to burden all commercial
providers with public safety obligations.
Indeed, this approach is already being
contemplated by the Commission. In the
National Broadband Plan’s re-auction plan, the
Commission intends to impose a requirement
that “commercial mobile radio service providers
... give public safety users the ability to roam on
commercial networks in 700 MHz and
potentially other bands.”« Unlike in the earlier
attempt to auction the D Block, the Commission
now proposes to extend the “priority access on
commercial networks” to “all networks using the
700 MHz band and potentially other networks as
well. "

Thus, under the agency’s purportedly new and
improved plan, the value-killing obligations that
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sank the first D Block auction apply not just to
the D Block but to all spectrum licenses,
sabotaging the commercial value of spectrum
and increasing compliance costs for firms. As
such, the expectation should be that the D Block
re-auction curbs future auction revenues,
including the contemplated voluntary incentive
auction to reclaim unused broadcast spectrum.
The plan also reduces the value of spectrum
auctioned in the past, though we do not expect
the Commission to issue refunds (though
perhaps they should).«

The voluntary spectrum incentive
auctions proposed for broadcast
spectrum could break the stalemate
on this wvitally important issue
regarding robust broadband
communications for America’s first
responders.

Depending on the rules, which the agency
suggests may be expansive, the lost auction
revenues could accrue on virtually all spectrum
auctioned in future periods. Adding these lost
revenues to the attenuation in commercial value
of previously auctioned spectrum would easily
swamp the $1 to $2 billion in auction revenues
expected from the D Block. If true, the re-

auction option appears exceedingly short
sighted.
Conclusion

Resistance to the assignment of the D Block to

the  public safety = community—thereby
providing these vital public servants the
resources to build a modern mobile

communications network —rests largely on the
hope of significant revenues generated from the
re-auction of the D Block for commercial uses.
However, a re-auction of the D Block offers far
less revenue potential than the government
predicts. Given the FCC's proposed

encumbrances, and other likely auction rules
imposed by an aggressively regulatory agency,
the auction revenues from the block are more
likely to be about $1 billion —about one-third of
the number bandied about by auction
proponents.

Yet, regardless of whether or not revenues are
$1 billion or $3 billion, the auction revenues do
not come close to fully funding the public safety
network, as some appear to believe it will, and
the re-auction plan offers no other source of
revenue for funding the network. The
government is on the hook for funding the vast
majority of the costs of the public safety
network. As noted above, to date, the only
credible proposal that could provide sufficient
spectrum to alleviate the looming spectrum
exhaust and provide significant auction revenue
sufficient to cover the cost of building a public
safely network and have money left over for
deficit reduction is the notion of voluntary
incentive auctions to repurpose unused
broadcast spectrum.#

If the 10 MHz PSB Block falls short of satisfying
public safety’s spectrum requirements, as
studies indicate it will, then the re-auction of the
D Block actually increases the taxpayer’s share
of network deployment costs by far more than
anyone’s expectation of auction revenues. Also,
the re-auction will cut substantially future
auction revenues if the Commission imposes
public safety encumbrances on all 700 MHz
spectrum and other spectrum as well to cover
the spectrum shortfall for public safety.

In all, the notion that the re-auction of the
D Block is a net positive for the government’s
budget is exceedingly weak. A more likely
consequence is that the re-auction increases
deficit spending by adding costs to the public
network and reducing future auction revenues.

If Congress is truly serious about raising money
through commercial spectrum auctions, then it
should encourage federal regulators in their
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efforts to find more spectrum, including the
repurposing of television broadcast spectrum to
more valued uses. The voluntary spectrum
incentive auctions proposed for broadcast
spectrum could break the stalemate on this
vitally important issue regarding robust, reliable
and resilient broadband communications for
America’s first responders.
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3 Supran.9.

39 Cost/Benefit Framework for the D Block, supran. 1 at p. 11.

40 National Broadband Plan, supran. 7 at p. 316 (Emphasis supplied).
4 Id. atp. 316.

42 In the Matter of Preserving the Open Internet, Broadband Industry Practices, FCC 10-201, REPORT AND ORDER, __ FCC Red __
(rel. December 23, 2010) at Y 133 (according to the FCC, it has the authority to “change the license terms ‘if in the judgment
of the Commission such action will promote the public interest, convenience, and necessity’ ... even if the affected licenses
were awarded at auction.”)

4 Seesupran. 9.
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