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Updated Case Study of Chattanooga, Tennessee

The city-owned gigabit broadband network in
Chattanooga, Tennessee, continues to be offered by

Chattanooga, Tennessee
At-A-Glance

pro-GONs advocates as evidence that municipal

networks can thrive under the right circumstances.’
Since its 2010 launch, the city has sought to rebrand
and market itself as “the gig city.”2 Supporters assert Chattanooga

that the network has spurred economic development, City Population: 173,778 (2014)
is responsible for the launch of a fledgling high-tech

sector, and has enhanced the overall quality of life.3 Year of Network Launch: 2010
Federal policymakers, including the President, have
taken note and have cited Chattanooga as a model
that other cities should consider emulating.* Seeking
to build on this parade of positive publicity and take
advantage of a favorable federal regulatory
environment, the regulated public utility that owns
and operates the city’s GON took the extraordinary
step of petitioning the Federal Communications
Commission (“FCC”) to preempt a Tennessee state
law that delineates the footprint of the government-
owned network.® In early 2015, the FCC agreed to
preempt the law at issue, in turn triggering a lawsuit
by the state.® The matter is currently pending before
a federal appeals court.

Current Status: Built
Number of residential subscribers: 65,000
Number of commercial subscribers: 5,500
Number of gigabit connections: <5,500
Revenues: $99.9 million (2014)
Operating Expenses: $84.7 million (2014)
Total Cost of Network: ~$390+ million
Debt Financing & Loans: $280+ million
Federal Grants: $111.6 million
Total EPB Debt: $429.79 million
Total City Debt: $977.64 million

As discussed in this case study, many aspects of the Chattanooga GON render it very unique, making
duplication by other municipalities exceedingly difficult. Moreover, the benefits arising from this very
expensive fiber-optic network appear to be less robust upon closer examination, raising the possibility
that, over time, the significant costs of building this network might very well outweigh any benefits that
it generates.

BACKGROUND

The fiber-optic network that would eventually evolve into Chattanooga’s gigabit GON began to emerge
in April 1996, when the board of the city’s regulated electric utility” — the Electric Power Board (EPB)
— passed resolutions authorizing construction of a communications network to connect electrical assets
(e.g., substations) and the use of $350,000 to fund the first phase of build-out.®

Once deployed, the network was under-utilized for a number of years, leaving the local government and
EPB to consider how to put the network to more productive uses.® At that time, numerous legal
restrictions limited the types of services and businesses in which a municipal utility could engage vis-
a-vis its communications network. In the early 2000s, the state legislature began to amend these laws to
allow municipal utilities like EPB to offer non-electric services (including “cable service, two-way
video transmission, video programming, [and] Internet services”'%) and make loans between their
divisions.! These amendments spurred plans to commercialize EPB’s fallow communications network.
In 2007, the EPB board approved a plan to offer fiber-to-the-home (FTTH) service; in November 2008,
the city of Chattanooga granted EPB a franchise for these purposes.*?

EPB’s entrance into the market for telecommunications and broadband services was met with lawsuits
from incumbent ISPs and an array of other organizations. The Tennessee Cable Telecommunications
Association, for example, filed suit against EPB claiming that its business plan violated Tennessee state
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law.%3 In particular, the group argued that EPB was illegally cross-subsidizing its communications
services with revenue from its electric service.'* The case was eventually dismissed, and EPB was free
to continue with its expansion plans.®

Recently, EPB has begun exploring opportunities to further expand its fiber-optic network. Indeed,
much like a private provider (but with the added benefit of a captive base of electric ratepayers), the
utility appears to be looking to generate additional revenues and perhaps achieve greater efficiencies by
building out the network, which was initially intended to serve only the city of Chattanooga, into
surrounding cities and counties.'® As of October 2015, these plans are on hold. It is unclear whether this
suspension is due to the pending federal judicial review of FCC preemption of the Tennessee state law
that long prohibited such expansion.

COST AND FINANCING

The EPB fiber network, which provides commercial broadband service and supports a smart grid
system,” was financed with a number of intra-utility loans, one-off federal grants, and significant debt.
All told, the fiber-optic network has cost approximately $390 million to deploy.*8

At the outset, EPB Fiber, the division of the utility responsible for building the GON, received a $50
million loan from EPB Electric during the planning phase of the FTTH network.*® In 2009, EPB was
awarded $111.6 million in federal stimulus funding from the U.S. Department of Energy in support of
its smart grid system.? To raise additional funds needed to build the fiber-optic network, EPB issued
$229 million of local revenue bonds, which carried an interest rate of 4.5 percent and were rated as AA+
by Fitch.?! About 70 percent of this bond issue — $162 million in all — was used to fund the fiber-optic
build-out.?? The local revenue bonds have a 25-year maturity and are due to be paid in full in 2033.%3

These start-up costs have been supplemented numerous times with additional debt and loans. EPB Fiber
maintains a $2.5 million line of credit secured by revenues and assets, which is used for working capital
needs.?* The line of credit has an interest rate equal to 30-day LIBOR plus 1.15 percent.?> In March
2011, EPB obtained a bank loan for $19.5 million over the course of 60 months, guaranteed by the
revenues and finances of its communications division.?® The purpose of this loan was to pay off the loan
provided by EPB’s electric division.?” In August 2012, EPB obtained a $60 million revolving line of
credit to pay the remaining loan balance.? The line of credit is secured by the assets and revenues from
the video and Internet system.?® As of June 30, 2014, the outstanding balance under the revolving line
of credit was $45.9 million.® In the recent past, EPB has made a number of financial decisions aimed
at securing lower interest rates and more favorable financing terms.3!

In July 2015, Chattanooga issued $260.1 million of new debt on behalf of EPB — the largest debt in the
utility’s 76 year history.®? The purpose of this latest issuance is to refund some of the utility’s
outstanding debt, including Electric System Revenue Bonds from 2006 and 2008, as well as to fund
capital improvements to the electricity system.®® As of June 2014, EPB’s total long-term debt stands at
$282.5 million.®* The vast majority of this debt is secured by revenues from the electric system, while
only $4,777,000 is secured by the fiber network itself.*> Whether intended or not, this arrangement
obscures the true debt of the fiber system by ascribing the vast majority of total debt used to construct
the network — beginning with the initial $229 million issuance - to the electrical system.

Such financial obfuscation stems from the network’s ownership by the EPB, which remains the
monopoly electric provider in Chattanooga, where it has over 175,000 electric customers.3® Indeed, the
financial and operational relationship between the electric division and the fiber division remains
symbiotic, allowing the utility to position its captive electric customers as the financial backstop for the
fiber system. For example, in 2012 there was a downgrade of the utility’s bond rating.®” The downgrade
was due to an “increase in leverage to fund capex in the electric system’s smart grid.” % Fitch, the ratings
agency, also expressed concern with the use of cross-subsidies (i.e., money from the Fiber division
supporting the Electric division) and cost savings (from the smart grid) instead of rate increases to
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support future EPB investments.®® In particular, Fitch noted that it was wary of the “variable nature” of
these revenue sources.*° In July 2015, however, Fitch assigned a more favorable credit rating to EPB,
citing stronger performance in the utility’s core electric distribution business; its fiber-optic division
was barely mentioned.*

One unique and important advantage for EPB of such a close relationship between the electric division
and its fiber-optic division is that investment in fiber by the utility for the ostensible purpose of
bolstering its smart grid can be socialized amongst its captive electric ratepayers (i.e., every resident
and business in its service territory). In practice, this means that at least some percentage of the GON is
being subsidized by the parent utility.*? The benefits flow the other way as well. For example, EPB
readily admits that “revenues from [its] Fiber Optics division have allowed the utility to defer rate
increases that would have totaled 5 [percent] over the last four years.”4* Nevertheless, EPB recently
raised its rates by 3.5 percent for customers to “cover increases in operating costs.”4 Whether and how
these increased rates might be used for the benefit of the utility’s broadband network remains to be seen.

THE NETWORK

The EPB FTTH network is fully operational and provides broadband for schools, residences, and local
businesses.*® The service is available to over 170,000 homes, schools, and businesses in the service
area, covering 600 square miles.*® According to EPB’s most recent annual report, the system served
over 58,000 residential customers and 5,200 business customers by the end of 2014.#” Recent reports
estimate that those numbers have risen to over 65,000 residential customers and about 5,500 commercial
customers so far in 2015. This represents about a 45 percent share of the local residential market for
broadband, video, and telephone service.*® Despite being available to all potential customers, only
about eight percent — or fewer than 5,500 — of residential customers that purchase Internet access
subscribe to its signature gigabit service.

An array of service packages is available to residential customers. EPB Fiber offers high-speed Internet,
television, and phone, which can be purchased individually or as a bundle. Monthly subscription prices
range from $57.99 for basic, standalone Internet access with speeds of 100 Mbps, to $190, which
includes a gigabit connection (1,000 Mbps), an unlimited phone plan, and a premium television package,
as well as enhanced customer service for $24.95 a month that covers setting up a gigabit-ready router
and “ensur[ing] that...devices are running at optimal levels.”> As a standalone feature, a gigabit
Internet connection is available for $69.99 per month.>2

Notwithstanding questions about its accounting practices and the extent to which the utility might be
leveraging its monopoly electric service to support its telecom division, EPB continues to report
relatively strong financial health of its fiber system. In 2014, the GON increased its revenues from $80.7
million to $99.9 million.52 Revenue from Internet access sales in particular saw a net increase of about
$17 million,> much of which was due to residential customer growth.>® Overall, residential services
accounted for two-thirds of EPB Fiber’s revenues in 2014.5 Expenses and transfers to the city of
Chattanooga totaled $84.7 million.5”

COMMUNITY IMPACT

The gigabit network in Chattanooga has been the source of considerable attention as debate rages over
the extent to which a GON of any kind can have sustainable positive impacts on communities and
whether those benefits justify the enormous expense of building such a system. In Chattanooga in
particular, some see the FTTH system and the city’s efforts to rebrand itself as a high-tech hub as a
reasonable reaction to a long-term decline in the local industrial base.%® As such, there is significant
enthusiasm around the potential for using the GON to spur economic development, create new jobs, and
otherwise enhance quality of life. The following evaluates some of these claims.
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Business Environment. The city is using its network — and all the attention it has garnered nationally
and internationally — to wage an aggressive campaign in support of high-tech entrepreneurship and
encouraging more established firms to relocate to the city.>® For example, EPB and city officials
highlight that Chattanooga is home to an Amazon.com fulfillment center, which opened in 2011 and
supports about 2,700 jobs.®° The role of the gigabit network in luring Amazon to Chattanooga, however,
remains uncertain. Some argue that the existence of the network likely had little, if any impact, on
Amazon’s decision to open a plant in Chattanooga.5! Indeed, the Chattanooga plant was one of a number
of new distribution centers that Amazon opened in 2010 and 2011, including another located in
Lebanon, Tennessee, which is not served by EPB.%? Moreover, an array of tax breaks played a pivotal
role in enticing the company to the area as the city competed with other localities to bring the thousands
of low-tech jobs to Chattanooga.®® Similarly, the gigabit network is also often lauded as a primary driver
behind convincing Volkswagen to build a plant in the area a few years ago. Recently, the company
announced that it planned to expand its plant and add 2,000 manufacturing and engineering jobs with
an investment of $600 million.5* The GON’s role in these developments, however, is largely tangential:
major drivers of these decisions included significant state tax incentives,® as well as the fact that
Tennessee is a right-to-work state. 56

In the high-tech space, where the city sees its most potential vis-a-vis leveraging its GON for economic
development purposes, officials and other stakeholders have consistently observed that the municipality
has much work to do when it comes to fostering the kind of environment that is conducive to start-up
growth. For example, the city’s Technology, Gig, and Entrepreneurship Task Force issued a report in
March 2014 identifying strengths, weaknesses, opportunities, and challenges to fully harnessing the
city’s technology assets for economic growth.6” Among the challenges identified were the need for
“more capital, talent and resources” to drive investment in tech start-ups, the need for “actual practical
demonstrations and applications of the digital assets to help people understand” their real world value,
and a “lack of diversity among the initial stakeholders” in the city’s nascent start-up community.% There
were also significant concerns regarding “digital inclusion” and making sure that stakeholders didn’t
overlook the importance of dedicating sufficient resources to closing stubborn digital divides.5°

Job Growth. In general, no empirical evidence exists to confirm a causal relationship about the positive
impact of the FTTH network on jobs in Chattanooga.” The number of new jobs stemming directly from
the network appears to be small. Indeed, while there appears to be a good amount of anecdotal data
suggesting a surge in the number of start-ups and high-tech businesses leveraging the network, there
continues to be a lack of hard data to support these contentions.”* On the contrary, employment data
collected by the Bureau of Labor Statistics shows that job growth in Chattanooga’s information
industries, which encompass many of the jobs likely to be created by start-ups and other tech-focused
businesses, has been flat over the last few years.”> According to recent data, the total number of
Chattanooga jobs in these industries has been stuck at just under 3,000 for the last several years after
having decreased from a peak of nearly 4,000 in 2009.7 (By way of comparison, information jobs have
increased at a steady clip nationally since 2009.74) Meanwhile, the city’s unemployment rate has steadily
decreased in recent years — the rate in July 2015 was 6.3 percent, down from a peak of 10.2 in June
2009.7

Perhaps reflecting dissatisfaction with tepid job growth in these sectors, Chattanooga has invested
resources in several initiatives aimed at bolstering the city’s high-tech workforce. For example, in March
2015 the city eagerly joined the federal government’s TechHire initiative, a program aimed at helping
to “make it cheaper and faster to gain tech skills and to change the way companies look at, and hire
candidates.””® According to one report, more is needed to jolt job creation than just a super-fast GON:
“This initiative provides jobs for Chattanoogans, but also makes the city more desirable for companies
looking to relocate. The city says they plan to focus their attention on underrepresented communities to
provide them with opportunities to fill these jobs.””” The city also continues to sponsor an annual
program — the GigTank — that seeks to answer the question of “what to do with a gig.”’® The goal is to
not only show off the gigabit network but also to figure out how to use it to grow new businesses in the
city.” Interestingly, of this year’s 14 participating firms, only one was local.
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Ancillary Benefits. EPB officials also promote its smart grid network as another positive outgrowth of
its fiber network. This system, which uses the high-speed communications network to generate,
aggregate, and analyze data from an array of sources (e.g., smart meters) about the distribution and
consumption of electricity in near real-time, was completed in 2013.8* Officials have already credited it
with helping to save money by preventing widespread power outages. For example, a windstorm in
early 2013 brought down power lines that resulted in power outages impacting 3,500 customers; EPB
officials believe that number would have been over 8,000 if not for the smart grid.®? During a snowstorm
in early 2014, the utility credited the smart grid system with “prevent[ing] power outages or
automatically restor[ing] electric power to about 40,000 customers, representing more than a 50 per cent
reduction in the number of customers who otherwise would have experienced a sustained outage.”®
EPB officials estimate that the smart grid system has helped them enhance reliability and “reduce
outages by over 60 percent.”8

While these smart-grid outcomes are positive, there is debate as to whether the gigabit GON was actually
necessary to achieve these service improvements. The communications requirements of even the most
advanced smart grid components are significantly less than 1,000 Mbps.8 The smart meters that were
installed using the $111.6 million federal grant, for example, generate a relatively small amount of usage
data that, even in the aggregate, do not necessitate a gigabit communications network. Moreover, the
intelligence of these new systems tends to be located either on the utility side or the customer side; the
data generated and transmitted across communications networks feed into analytical tools that allow the
utility or customer to adjust distribution or consumption patterns.®” In addition, even though the
communications component of the Chattanooga smart grid might have resulted in cost savings in the
short term, the utility will have to continue to invest in maintaining and upgrading the network, as
evidenced by recent bond issuances.® Improvements to the smart grid system will undoubtedly have
positive impacts on broadband service, providing additional benefits for subscribers — benefits that will
be implicitly subsidized by EPB’s electric customers, who recently saw their rates increase by 3.5
percent.8®

ASSESSMENT

Positioning Chattanooga as a template for other municipalities to use when building a GON s
problematic for several reasons.

First, this particular network arose out of unique circumstances. Although the roots of the system
stretch back to the late 1990s, momentum around the gigabit GON was greatly bolstered by the
economic responses to the Great Recession. The city received a one-time federal grant of $111.6 million
to deploy its smart grid, while actions by the Federal Reserve resulting in historically low interest rates
allowed EPB to finance its network (and refinance its debt) in ways that might be difficult for other
cities going forward, as interest rates are expected to rise in the near future.®

Second, notwithstanding a creative corporate structure for the service, Chattanooga residents are
not entirely shielded from liability stemming from the FTTH network. EPB is a nonprofit agency
owned by the city of Chattanooga. In theory, this structure allows the utility to take on liabilities without
directly exposing the city government or taxpayers to these risks. However, a recent legal case made
clear that “EPB and the city of Chattanooga are legally the same identity,” undermining arguments about
the two operating under separate and distinct identities for liability purposes.®® In addition, even though
the bonds issued in support of the network are structured to limit taxpayer liability, bondholders have a
security interest in EPB’s electrical revenues.®? The bonds’ structure is not technically a general
obligation, so it has the effect of limiting the ability of creditors to access tax dollars, but it does allow
creditors to access revenues stemming from electric ratepayers. In short, if EPB was unable to pay down
its debt obligations associated with the FTTH network, it might be forced to raise the rates of its captive
electric customers even further.
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Third and related, the GON has amassed significant debt, requiring the city to make trade-offs in
how it spends limited public dollars. A less publicized community impact of the GON is how much
it has contributed to the amount of debt held by the city of Chattanooga. The city government’s debt is
close to $1 billion.®® More specifically, the total primary debt is $977.64 million, about a quarter ($279
million) of which is interest.** The biggest portion of this debt stems from EPB, whose obligations total
$429.79 million, payable through 2034.%

Although some dismiss arguments about heavy debt loads incurred by GONs, rationalizing that they are
no different from other long-term monetary obligations assumed by government entities, the decision
to invest in a municipal network nevertheless involves important trade-offs.% In short — a dollar spent
on a GON, in the form of debt or cash, is a dollar that is not spent on other core government functions.
These are especially timely considerations for the state of Tennessee and for Chattanooga: the state
faces a “$6 billion backlog of already-committed” transportation infrastructure projects; of those, seven
projects worth $423.7 million are located in Hamilton County, the seat of which is Chattanooga.®’
Overall, the state, according to a 2014 report, “needs at least $38.8 billion of public infrastructure
improvements during the five-year period of 2012-2017,” an increase of 3.5 percent in just one year.%

Fourth, Chattanooga’s long-term economic revival is likely driving many of the economic gains
being attributed to the GON. Beginning in the 1980s, the city engaged public and private stakeholders
in a comprehensive reassessment of its economy. The result was the creation and use of a series of
public-private partnerships aimed at bolstering nearly every aspect of the city, from revitalizing the
riverfront to building a world-class aquarium.®® By the end of the 1990s, the results of these myriad
efforts were impressive: there were clear — and in some cases, dramatic — increases in the number of
businesses in the area, wages, jobs, and median household income. %
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