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One of the central arguments in the Net
Neutrality debate is over whether the Federal
Communications Commission’s (“FCC”)
controversial 2015 decision to reclassify
broadband Internet access as a common carrier
“telecommunications” service had a negative
effect on network investment in 2016. The
evidence is mounting that it did.! Recent
releases of data from USTelecom and CTIA both
reveal very large reductions in capital spending
by telecommunications firms in 2016.2 Even a
recent report by Free Press—a zealous
proponent of aggressive Internet regulation—
backs up FCC Chairman Ajit Pai’s claim that
investment declined subsequent to
reclassification.?  This anecdotal evidence is
supported by recent econometric research
demonstrates that the Obama Administration’s
regulatory “reign of terror” on Broadband
Service Providers ("BSPs”) has cost the U.S. over
one-hundred billion in infrastructure investment
since 2010.4

Financial data tells a consistent story about
investment in 2016 —capital spending is down,
and way down. Free Press believes the
consistency in the data does not carry over to the
BSPs” advocacy, however. Comparing
statements made by BSPs to the FCC and to
Wall Street, Free Press contends that these
apparent inconsistencies imply that the
companies are lying to the Commission and to

the public about the effect of Title II on
investment.> The Internet Association—a trade
group of companies favoring aggressive Internet
regulation —recently borrowed from Free Press’s
report to produce an online video summarizing
the Free Press narrative.

Allegations  that someone is
deliberately misleading the
Commission should not be taken
lightly. *** [However, bloth Free
Press and the Internet Association
omit  relevant  evidence  and
selectively ~ edit  the  BSPs’
statements to Wall Street and thus,
whether intentional or not, present
a highly-distorted view of the
qualitative evidence.

Allegations that someone is deliberately
misleading the Commission should not be taken
lightly.” So, in this PERSPECTIVE, I review the
shared evidence across Free Press and the
Internet Association. Doing so makes it clear
that it is Free Press and the Internet
Association —and not BSPs —who are not telling
the whole story. Both Free Press and the
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Internet Association omit relevant evidence and
selectively edit the BSPs” statements to Wall
Street and thus, whether intentional or not,
present a highly-distorted view of the
qualitative evidence. In one case, the two
entities simply contradict their own policy
prescriptions, using as evidence an investment
deal struck long after the Trump Administration
indicated it would seek to repeal the FCC’s 2015
Open Internet Order.

While Free Press and the Internet
Association want the public to
believe that AT&T is misleading the
public and the Commission on Title
II, Free Press and the Internet
Association’s failure to mention the
AT&T/DirecTV merger as the source
of the financial change reported by
AT&T reveals the true fabulists.

AT&T: Setting the “Record” Straight

The Internet Association’s video begins with a
statement made by John Stephens, AT&T’s Chief
Financial Officer, on the company’s January-
2017 earnings call® On that particular call,
Mr. Stephens announced that the company had
$39 billion in cash flow from its operations in
2016—an amount, according to Mr. Stephens,
that was “a record for us.”® Mr. Stephens also
stated that the company is “investing more in
capital than we ever had before....” While Free
Press and the Internet Association want the
public to believe such statements speak to the
insignificance of Title II regulation on capital
spending, the statements do not. The sizes of
the figures have an obvious explanation: in July
of 2015, AT&T completed its $49 billion
purchase of DirecTV.10

Table 1 includes data on AT&T and DirecTV’s
revenues, cash flow, capital spending, and

property, plant and equipment (“PPE”). In the
year prior to the deal (2014), DirecTV’s revenues
were $33 billion, its cash flow was $6.4 billion,
and its capital spending was $2.9 billion.11
AT&T had revenues of $132.4 billion, cash flow
of $31.3 billion, and capital expenditures of $21.2
billion.12 A combination of these two companies
results in an entity with roughly $165 billion in
revenues, $38 billion in cash flow out, and $24
billion in capital spending. By adding $6 billion
to AT&T’s $31 billion in cash flow (a 20%
increase), it is no surprise that 2016 was a record
for the company. Likewise, DirecTV’'s $2.9
billion in capital spending is a 14% positive
bump to AT&T’s capital expenditures, a sizeable
increase.

Table 1. AT&T/DirecTV Merger

($ billions)
2014 2016
AT&T  DirecTV AT&T
Revenue 1324 333 163.8
PPE 112.9 6.7 124.9
Cash Flow 31.3 6.4 39.3
Cap. Exp. 21.2 29 21.5

PPE: Property, Plant, and Equipment

While Free Press and the Internet Association
want the public to believe that AT&T is
misleading the public and the Commission on
Title II, Free Press and the Internet Association’s
failure to mention the AT&T/DirecTV merger as
the source of the financial change reported by
AT&T reveals the true fabulists.

In fact, a closer look at the data reveals that
AT&T’s  financial results more plausibly
contradict the claims of Free Press and the
Internet  Association. The AT&T/DirecTV
merger was consummated in mid-2015, so let’s
compare financial data from 2014 and 2016.

In 2014, the ratio of cash flow to revenue for the
two companies was 0.1915. Applying this figure
to 2016 revenues ($163.8 billion) produces an
expected Cash Flow of $37.8 billion, which is not

PHOENIX CENTER PERSPECTIVES 17-06

PAGE 2



PERSPECTIVES

wholly unlike, but lower than, the actual cash
flow that year of $39.3 billion. In terms of cash
flow, AT&T did a bit better than this naive
expectation.

Turning to capital expenditures, let's look at
three ratios of capital spending, all with some
conceptual validity:  spending to revenue
(0.1457); spending to property, plant and
equipment (0.2018); and spending to cash flow
(0.64).13 Applying these ratios to the
corresponding base for 2016, a naive estimate of
capital spending would lie between $24.1 and
$25.2 billion.* This range is well above actual
capital spending of $21.5 billion. Relative to
expectations, since reclassification, AT&T has
increased cash flow but reduced investment.
The evidence conflicts directly with the Internet
Association’s narrative.

While Free Press and the Internet Association
make a scandal of Mr. Stephens’ observation
that AT&T was “investing more in capital than
we ever had before,” the difference between
2016 and 2014 for AT&T alone (ignoring
DirecTV’s spending in 2014) is only $317 million
(about a 1.5% difference). Making an
adjustment for inflation between the two years,
AT&T’s real capital spending actually fell by $193
million (= $21.5 - $21.7 billion).!5 Appropriately
adding DirecTV’s capital spending to AT&T’s
capital expenditure in 2014 and then making the
comparison with the combined company in
2016, the combination’s capital spending is
down $2.7 billion in nominal and $3.2 billion in
real dollars. AT&T's investment levels are, in fact,
down significantly in 2016. If you think this type
of data is probative, then it offers a severe
indictment of Net Neutrality regulation.

Free Press and the Internet Association also
point to Mr. Stephens’” mention of the
company’s fiber investments.l®  While Mr.
Stephens does mention AT&T’s fiber rollout,
Free Press and the Internet Association fail to
mention that no small part of AT&T’s fiber
investment is the direct result of Chairman Tom

Wheeler using the merger review authority of
the FCC to extort concessions from AT&T during
the DirecTV merger proceeding (a common
tactic during Obama’s regulatory revival).l”
While AT&T had indicated in its merger filing
that it could profitably deploy fiber to 2 million
households, Chairman Wheeler required, as a
condition of the merger's approval, the
company to deploy fiber to 12.5 million
households.’® AT&T’s fiber rollout says more
about the Obama Administration’s abuse of
power at the FCC than it does about Net
Neutrality.1?

Free Press and the Internet
Association fail to mention that no
small part of AT&T's fiber
investment is the direct result of
Chairman Tom Wheeler using the
merger review authority of the FCC
to extort concessions from AT&ET
during  the  DirecTV  merger
proceeding (a common tactic during
Obama’s regulatory revival). ***
AT&T’s fiber rollout says more
about the Obama Administration’s
abuse of power at the FCC than it
does about Net Neutrality.

Comcast

Turning to Comcast, Free Press and the Internet
Association point to the following statement
made by Comcast’s CFO Michael Cavanaugh at
during the company’s Q4-2016 Earnings Call:

Through consistent investment and innovation,
we offer the best broadband product on the
market. We double the capacity of our network
every 18 to 24 months. These investments
enhance our competitive position, allowing us to
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continue to take advantage of opportunities to
grow penetration and market share.?

It is unclear why Free Press and the Internet
Association view this statement as some sort of
“smoking gun.” Much of this statement is
boilerplate earnings-call banter. Comcast is
obviously interested in growing penetration and
market share; profit-maximizing firms consider
such things important. Comcast also invests
billions each year, and likely would do so even
under very heavy-handed regulation, especially
since it customer base continues to grow. No
one has ever claimed that investment would
stop in response to the regulatory revival at the
FCC under the Obama Administration, but only
be less than what it would be under the
alternative of less regulation.?!

Indeed, the correct question is not what Comcast
is doing, but what it would have done “but for”
the regulation (the counterfactual).22 Without
Title II, perhaps Comcast would double its
speeds every 12 to 18 months. Econometric
evidence employing a counterfactual analysis
provides strong support for the attenuation of
investment in the telecommunications industry
during the Obama years.?

In fact, this “but for” issue was addressed in the
same earnings call, yet Free Press and the
Internet Association left it out of their advocacy.
The following is an exchange between analyst
Vijay Jayant (Evercore ISI) and Comcast CEO
Brian Roberts from that same call:

Mr. Jayant: . with the prospect of Trump-
related tax reform and a deregulated FCC
philosophy, [] what would you do differently in
terms of investment and return on capital?

Mr. Roberts: ... I think regulatory certainty for
investors is the same as it is for management. It
helps you have the confidence to make long-term
plans. And the kind of discussion we've been
having this morning, whether it’s fiber or other
investments in in-home equipment, and what
your business opportunities are, the more
uncertainty, the less encouraging it is to want to

invest. So we’re encouraged by the prospect of
rules that we believe will encourage that
investment, stimulate investment, whether that’s
tax decreases or revisiting the authority of the
government to go to places that they said they
weren’t going to, but legally they could go to in
the Open Internet Order with Title II.

So we're looking forward to working with the
new administration and the new regulatory
leaders to try to frame something that’s good for
consumers, and it gives a stable platform that we
caninvestin ... .24

Mr. Roberts clearly states the regulatory
overhang of Title II raises uncertainty and curbs
investment incentives. Why did Free Press and
the Internet Association exclude this
conversation from their respective works? A
plausible explanation is that Mr. Roberts” views
don’t match so well with the false narrative on
Internet regulation and investment offered by
Free Press and the Internet Association.

... the correct question is not what
Comcast is doing, but what it
would have done “but for” the
regulation (the counterfactual). ***
[T]his “but for” issue was addressed
in [Comcast’s] earnings call, yet
Free Press and the Internet
Association  appear to  have
(strategically) left it out of their
advocacy.

Verizon

For Verizon, Free Press and the Internet
Association offer as evidence the April 2017
announcement that Verizon will purchase $1.05
billion worth of fiber from Corning.?> The deal
spans three years (2018, 2019, and 2020), so it
amounts to a $350 million contribution to
Verizon’s capital spending per year, on
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average.2 Verizon buys a lot of fiber, and
Verizon’s CFO Matt Ellis describes Corning as a
company “with whom we have a long
relationship.”?” As an initial matter, it is not
clear whether this deal with Corning represents
an expenditure that is out of the ordinary.

What's surprising about the wuse of this
agreement by Free Press and the Internet
Association is that the deal was announced five
months after Donald Trump was elected
President and three-months after Ajit Pai was
selected as FCC Chairman.?

To anyone who even casually follows the
telecom debate, it should have come as no
surprise that the reversal of the FCC’s
controversial 2015 Open Internet Order was going
to be at the top of the Trump Administration’s
telecom policy priorities list. On November 22,
2016, just two weeks after the election, USA
TODAY reported that Net Neutrality was headed
for the “ax under Trump.”? One month later,
Ajit Pai—by then the presumptive nominee for
Chairman of the FCC—announced that it was
time to “fire up the weed whacker and remove
those rules that are holding back investment,
innovation, and job creation” —a clear reference
to reclassification.®  Thus, the question of
whether the Trump Administration would
reverse reclassification was not “if,” but
“when.”?! To argue that Verizon and Corning —
two sophisticated business entities —believed
that the heavy-hand of Title II would continue at
the time they signed the deal strains credulity.

Indeed, the Verizon/Corning deal is compelling
evidence of what may happen after the
reclassification decision is reversed. Let’s look
at the timing. Since the 2015 reclassification
decision, analysts have looked to changes in
2016 investment levels. In 2017, the FCC is
likely to overturn the reclassification decision.
Consequently, analysts will now look for the
effects of that decision in the investment
numbers from 2018, the same year the
Verizon/Corning deal triggers. Verizon's

capital spending averages around $17 billion in
recent years, so the Corning deal represents
about 2% of Verizon’s annual capital spending.
It appears, therefore, that the argument for the
positive effects of returning to a Title I world
already has some support32  Rather than
provide damning evidence that reclassification
did not stymie investment, if anything the
Verizon/Corning deal is a resounding statement
that the industry now believes that the Obama
Administration’s eight year “reign of terror” on
the economic profits of BSPs is rapidly coming
to a close and it is time to begin re-investing in
their networks.®

Rather than provide damning
evidence that reclassification did
not stymie investment, if anything
the Verizon/Corning deal is a
resounding statement that the
industry now believes that the
Obama Administration’s eight year
“reign of terror” on the economic
profits of BSPs is rapidly coming to
a close and it is time to begin re-
investing in their networks.

Conclusion

While reasonable minds can certainly differ over
statutory language and case law interpretation,
allegations of perjury are no laughing matter.
Both Free Press and the Internet Association
have leveled a direct charge that major BSPs
have deliberately misled the Commission,
saying one thing to the Agency and another to
Wall Street.

In this PERSPECTIVE, I show how Free Press and
the Internet Association offer the public a
highly-distorted view of the BSPs’ public
response to reclassification. In fact, if anything,
the examples used by Free Press and the
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Internet Association demonstrate the some parties seeking to influence the Agency (or
detrimental effects of Title II regulation, as well =~ Congress) remain firmly entrenched in the
as show how low these groups will go to “economics-free  zone”  of the  prior
maintain the special interest regulation. Despite administration.

the hope of more rigorous analysis of Net

Neutrality under the Trump Administration,
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Studies. The views expressed in this Perspective do not represent the views of the Phoenix Center or its staff. Dr. Ford may
be contacted at ford@phoenix-center.org.
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transcript.
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PERSPECTIVES

NOTES CONTINUED:

32 Given the highly-politicized nature of telecommunications policy there remains a great deal of uncertainty associated
with a potential change in administration every four years. Consequently, it is unclear whether the BSPs will fully respond
to more favorable investment policies. Even today, the regulatory overhang of aggressive regulation remains.

3 See G.S. Ford, “Regulatory Revival” and Employment in Telecommunications, PHOENIX CENTER POLICY PERSPECTIVE NoO. 17-05
(June 12, 2017) (available at: http://www.phoenix-center.org/perspectives/Perspectivel7-05Final.pdf); see also G.S. Ford, Is
the FCC’s Regulatory Revival Deterring Infrastructure Investment? BLOOMBERG BNA (November 13, 2015) (available at:
http:/ /www.phoenix-center.org/BloombergBNAInvestmentCounterfactual13Nov2015.pdf).
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