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Introduction

Since enactment of the Telecommunications Act of
1996, promoting the deployment and adoption
of advanced communications services, in
particular high-speed Internet service (or
broadband), has been a formal policy goal of the
United States government. Billions have been
spent to encourage deployment and adoption,
and billions more will be spent each year as a
result of Universal Service reform. Some
progress has been made, but more is needed. It
would seem, therefore, an odd time to reverse
course.  Yet, it appears Congress may be
inclined to do so.

When the Internet was in its nascency, Congress
sought to encourage adoption by keeping prices
affordable. To do so, Congress passed the
Internet Tax Freedom Act of 1998 (“ITFA”), which
imposed a three-year moratorium on the
imposition of (new) state and local taxes on
Internet access.! Given that state and local
governments aggressively and discriminatorily
tax communications services, the moratorium
aimed to reduce prices significantly and,
consequently, encourage adoption. Since 1998,
this moratorium has been extended three times,
and is due to expire again in November 2014.
While there is generally broad bi-partisan
support to extend —if not make permanent— the
ITFA’s moratorium, given current
Congressional gridlock there are no guarantees.2

In this PERSPECTIVE, I provide some estimates of
the effects of a failure to renew or make
permanent the ITFA on broadband adoption.

These estimates indicate that the levying of the
typical state and local communications taxes on
Internet connections will have a sizeable adverse
effect on broadband adoption, likely erasing all
reasonable estimates of the gains to Internet
adoption from the billions of dollars spent to
date on federal, state and private-sector
programs. Indeed, given the price sensitivity of
many Americans to broadband service,
eliminating the ITFA will set the country back
many years of broadband adoption growth. In
light of such findings, the case for making the
ITFA permanent is compelling.

... the levying of the typical state
and local communications taxes on
Internet connections will have a
sizeable  adverse  effect  on
broadband adoption, likely erasing
all reasonable estimates of the
gains to Internet adoption from the
billions of dollars spent to date on
federal, state and private-sector
programs.

U.S. Policy at Promoting Broadband Adoption

Given the demonstrated social benefits of
getting  people on-line, promoting the
deployment and adoption of advanced
communications services has been an explicit
goal of the United States government for nearly
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two decades.: The Telecommunications Act of
1996, passed during the very early stages of the
Internet, is replete with multiple instructions to
both the Federal Communications Commission
(“FCC”) and to state regulators to use various
means to encourage broadband deployment to
all Americans, with a particular emphasis on
deploying broadband to classrooms, libraries
and healthcare facilities.

Subsequent actions to encourage deployment
and adoption were numerous. As already
mentioned, Congress passed the ITFA in 1998.
In 2004, President George W. Bush targeted,
albeit informally, universal availability of high-
speed Internet access by 20075 Five years ago,
the America Reinvestment and Recovery Act of 2009

(“ARRA”) assigned $7 billion in federal
expenditures to increase deployment and
adoption of high-speed Internet services

through a variety of programs.s

The continued subsidization of deployment and
adoption was encouraged by the FCC’s National
Broadband Plan in 20107 The Plan included a
proposal to redirect some funding from the
nation’s $9 billion Universal Service fund away
from traditional voice to broadband Internet
connections, in addition to about $3.5 billion in
other ongoing federal support through
programs like those overseen by the Rural
Utilities Service.# More to the point, the National
Broadband Plan also recommended extending
Lifeline and Link-up programs to help spur
broadband adoption.® These recommendations
were subsequently implemented by the
Commission in a series of orders and Further
Notices of Proposed Rulemakings and recently
upheld in court.1

Efforts to promote broadband adoption,
particularly in disadvantaged communities, are
not limited to the government. A program
called ConnectKentucky was an early mover in
promoting  broadband  deployment and
adoption using public and private funds.”m In
fact, it would not be a stretch to say that most

broadband promotional efforts are the offspring
of ConnectKentucky. More recently, Comcast’s
successful and on-going Internet Essentials
program, which offers broadband connections to
low-income parents for $9.99 per month, has
connected about 1.2 million people (or 300,000
households) to the Internet.

Private investment, buttressed by these public
and  private-sector  efforts to increase
deployment and adoption, has made broadband
available to about 95% of households, with a
subscription rate of about 70% at last count.s
While these figures are impressive, many feel
there is more work to be done, especially with
respect to adoption.4

With November 2014 rapidly approaching, the
question policymakers now need to ask
themselves is how a failure to extend the ITFA
will affect these efforts? As I show below, given
the size of communication service taxes and the
price sensitivity of consumers, the effects on
broadband adoption from failing to extend the
ITFA could be substantial.

... given the size of communication
service taxes and the price
sensitivity of consumers, the effects
on broadband adoption from failing
to extend the ITFA could be
substantial.

Raising the Price of Internet Connections

Taxes on communications services are often
very high and discriminatory, exceeding sales
taxes in many jurisdictions. Some also claim
these taxes are regressive in nature.’> Numerous
estimates of state and local taxes on
communications services compute average tax
rates of around 10%, with many states having
rates much higher.® Taxes raise prices,” and
studies suggest that communications taxes are
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often paid entirely by consumers.1s If so, then
broadband prices after the expiration of the tax
moratorium will rise from P to P(1 + t), where ¢
is the state and local ad-valorem tax rate.

By the law of demand, higher prices translate to
lower Internet adoption. The change in quantity
for a given price change can be determined
using the own-price elasticity of demand, a
measure of price sensitivity. Using published
studies on price sensitivity, one study concludes
a 10% increase in price can be expected, on
average, to produce a 15% reduction in
adoption.”” Some studies predict a smaller effect
(e.g., a 7% drop in quantity given a 10% price
increase),” but still it appears that consumers are
quite sensitive to price changes, especially low-
income consumers.2!

Across all the assumed values,
allowing states and municipalities
to tax Internet connections would
have a significant adverse impact
on adoption rates. These changes
are large enough to reverse the gains
in adoption funded by the multi-
billion dollar federal subsidies. ***
If the effective tax rate is 10%, then
six years of fixed-line growth would
be reversed...

In Table 1, I summarize the reductions in
broadband connections given an increase in
price resulting from the levy of state and local
taxes on Internet connections. The table
provides a range of estimates, since there are a
number of factors that may influence the
outcomes. For example, some states and
localities may not levy the tax, and, due to the
bundling of services, the tax may only impact a
portion of the bill2 To cover the bases, I
consider average effective tax rates of 2.5%, 5%,

and 10%, and own-price demand elasticities of
-0.5, -1.0, and -1.5» I suspect reality rests
somewhere in this wide berth. At last count, the
OECD estimates that there are about 91 million
fixed broadband connections and 300 million
wireless broadband connections in the United
States.2

Table 1. Adoption Declines

(in Millions)
Total
ih;?i%ee Elas. Fixed Wireless ggﬁiﬂg?ggs

Lost
2.5% -0.50 1.13 3.75 4.88
2.5% -1.00 2.25 7.50 9.75
2.5% -1.50 3.38 11.25 14.63
5.0% -0.50 2.25 7.50 9.75
5.0% -1.00 4.50 15.0 19.5
5.0% -1.50 6.75 22.5 29.25
10% -0.50 4.50 15.0 19.5
10% -1.00 9.00 30.0 39.0
10% -1.50 13.5 45.0 58.5

The table reveals that even at the most
conservative parameter values, the impact of
new taxes on broadband subscriptions is very
large. Assuming a 2.5% price increase and a
demand elasticity of -0.50, approximately 5
million broadband Internet connections are lost
to the tax. Increasing the price sensity of
consumers to -1.0, the loss of lines doubles to
nearly 10 million lines. These are, obviously,
very large impacts on adoption, even assuming
a small effective tax rate of 2.5%.

At the middle values of the parameter
assumptions (a 5% price increase and an
elasticity of -1.00), the U.S. drops 19.5 million
broadband connections. (Based on my
experience, I believe these are the perhaps the
“best guess” values of the parameters.) If
consumers are even more responsive to price (an
elasticity of -1.5), then the U.S. loses 19.5 million
connections at an average effective tax rate of
5%.
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Assuming a 10% tax rate and a sensitivity rate of
-1.0, adoption falls by 39 million connections. At
the largest parameter values I've considered
(10% price hike with an elasticity of -1.5), the
country loses nearly 60 million broadband
connections.

While wireless service adoption has
been growing rapidly in the last few
years, imposing state and local
taxes on wireless broadband
connections could easily reduce the
adoption rate to the level seen two
or three years ago.

Across all the assumed values, allowing states
and municipalities to tax Internet connections
would have a significant adverse impact on
adoption rates. These changes are large enough
to reverse the gains in adoption funded by the
multi-billion dollar federal subsidies. In fact, for
fixed connections, a 5% effective tax rate and an
elasticity of -1.0 would undo the last four years’
adoption gains. If the effective tax rate was 10%,
then six years of fixed-line growth would be
reversed, returning the adoption rate to the level
observed in 2008.  While wireless service
adoption has been growing rapidly in the last
few years, imposing state and local taxes on
wireless broadband connections could easily
reduce the adoption rate to the level seen two or
three years ago.

For comparison purposes, recall that at the time
the National Broadband Plan was released, there
were 7 million homes in the U.S. without access
to terrestrial fixed-broadband service.s This
availability gap of 7 million homes was a key
motivator in Congress’ desire for a broadband
plan, and a dominant factor in the Plan’s
analysis. According to the Plan, it would cost
$24 billion to close this gap, and the FCC later
indicated that a failure to provide ubiquitous

access to broadband was an “unreasonable”
level of network deployment.2s  Much effort has
been put forth to solve this shortfall in
availability. Yet, as shown in Table 1, a failure
to extend the tax moratorium could easily cost
the country 7 million broadband connections
(not just homes passed), revealing once again
the gravity of the situation. The tax moratorium
is a big deal.

Though 95% of Americans have access to high-
speed Internet services, 5% (or one in twenty) do
not. Deployment of broadband to unserved
areas is a federal policy priority. Also, the
definition of “high speed” changes over time, so
in the future areas now “served” could become
“unserved” under a new standard. Critically,
the effect of taxation will not be limited to the
demand side of the market, but will also affect
the supply side. As demand for broadband falls
due to higher taxes, broadband service
providers have less incentive to extend or
upgrade their networks, imposing a greater
burden on public funding to ensure widespread
network deployment.”? A 10% drop in demand
for broadband is likely to lead to a material
reduction in the financial incentives to deploy
and upgrade broadband networks, thereby
expanding the problems commonly associated
with a “digital divide.”

A 10% drop in demand for
broadband is likely to lead to a
material reduction in the financial
incentives to deploy and upgrade
broadband  networks,  thereby
expanding the problems commonly
associated with a “digital divide.”

International Implications

While I focus primarily in this PERSPECTIVE on
the adverse impacts of failing to extend or make
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permanent the ITFA on US. broadband
adoption efforts, it is also important to note that
failure to extend or make permanent the ITFA
has international implications.

For example, while the OECD’s broadband
rankings are no longer used by most analysts as
a policy-relevant measure of relative adoption,
for those few who continue to obsess over
OECD rankings, it should be noted that the fall
in adoption caused by a failure to extend (or
make permanent) the tax moratorium is also
likely to lower the U.S.s rank in broadband
adoptions per capita.s For fixed-line
connections, a loss of 5 million connections,
which Table 1 suggests is plausible, would
lower the U.S. one spot in the OECD’s rankings.
At the higher end of the figures in the table (13.5
million fixed lines lost), the U.S. would fall from
a rank of 16 to 21. For wireless, a plausible loss
of 30 million lines (a 10% drop in adoption)
would move the U.S. from the 7t to the 9th spot
in the OECD’s rankings of mobile broadband
adoption.

The international aspects of failing to renew the
ITFA do not end with lowering the United
States’ place in OECD rankings for broadband
adoption. Over the years, some have argued
that U.S. broadband prices are “too high”
relative to the rest of the world. While these
studies have generally been discredited,” one
cannot dispute the fact that, as shown here, the
imposition of state and local taxes will cause
U.S. broadband prices to rise vis-d-vis the rest of
the world.

Finally, over the last several years, great effort
has been extended to ensure that the Internet
stays free from foreign government control.
Among the motivations for this fight is the fear
that somehow foreign governments—or worse,
the United Nations —could impose some sort of
“Internet Tax” on U.S.-based websites.®
However, if the U.S. fails to extend the ITFA,
then the U.S. might look a bit hypocritical in
future  negotiations  regarding  Internet

governance. Clearly then, allowing the ITFA to
lapse—and, by extension, explicitly condoning
the ability of state and local governments to tax
the Internet at will —is not a positive example of
American exceptionalism.

. the fall in adoption caused by a
failure to extend (or make
permanent) the tax moratorium is
also likely to lower the United
States’ [OECD] rank in broadband
adoptions per capita.

Conclusion

It is axiomatic that taxes reduce consumption.
In some cases, like cigarettes, the government
levies taxes with the specific intent to reduce
consumption. Some states aggressively tax
alcohol and gasoline for the same purpose—to
reduce consumption. However, given that a key
policy goal of the United States Government for
the last twenty years has been to increase
broadband adoption—a goal to which we have
allocated billions of dollars over the years—
choosing now to reduce broadband consumption
by letting the ITFA expire is an odd and
counterproductive policy.
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NOTES:
*  Dr. George S. Ford is the Chief Economist of the Phoenix Center for Advanced Legal and Economic Public Policy
Studies. The views expressed in this PERSPECTIVE do not represent the views of the Phoenix Center or its staff.

1 Internet Tax Freedom Act of 1998, Title XI of the Omnibus Appropriations Act of 1998, Pub. L. No. 105-277 (October 21,
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