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Last year, Federal Communications Commission
Chairman Tom Wheeler authored a blog entitled
Removing Barriers to Community Broadband.! In
this blog, Mr. Wheeler held out the municipal
system in Chattanooga, Tennessee, as the
“poster child” for why “it is in the best interests
of consumers and competition that the FCC
exercises its power to preempt state laws that
ban or restrict competition from community
broadband.” In anticipation of the 2015 State of
the Union Address, the Obama Administration
jumped on Mr. Wheeler’s bandwagon both by
issuing a formal report? and by having the
President give a speech about helping
municipalities build their own broadband
networks to compete with privately-funded
broadband providers.s And on top of that, the
White House provided political cover for Mr.
Wheeler’s efforts by stating that it intends to file
a letter with the Commission formally asking it
to preempt state laws that prohibit and restrict
municipal broadband.4

Putting aside the glaring legal infirmities of the
Commission’s preemption authority over state
laws that restrict or prohibit municipal
broadband for the moment (including Section
706),5 the Chairman made three central claims to
support his desire to promote municipal
broadband:

First, that the Chattanooga experience can
easily be replicated elsewhere.

Second, that Chattanooga’s municipal
network resulted in “spurred” economic
growth.

And third, that Chattanooga’s municipal
network provides significant
“competition” to existing cable and
telephone network providers who, in Mr.
Wheeler’s words, would rather “legislate
than innovate.”

These claims are echoed by the White House.

the claim that Chattanooga is
the reason why the FCC should use
questionable legal authority to try
to preempt state laws in order to
allow local governments to build
broadband networks glosses over
several important details.

As I show in this PERSPECTIVE, however, while
the White House’s and Mr. Wheeler’s proposals
may make for good political theater, and even
assuming Chattanooga’s fiber system is the most
successful municipal broadband venture to date,
the claim that Chattanooga is the reason why the
FCC should use questionable legal authority to
try to preempt state laws in order to allow local
governments to build broadband networks
glosses over several important details.e While
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Mr. Wheeler holds out Chattanooga as the
“poster child” for community broadband —and
the White House is playing along—once the
facts are properly understood in context,
generalizing the Chattanooga experience to the
rest of the United States is a quite a stretch and
is, as I see it, irresponsible.” Chattanooga is
unique in many respects, so care must be taken
when generalizing this somewhat unique
situation to other communities. Also, both
Chairman Wheeler and the White House have
shamefully evaded any recognition of many
municipal broadband failures that have left
taxpayers holding the bill, and these cases are
every bit as important to good public policy as is
the Chattanooga experience. In some cities a
municipally-owned or municipally-supported
system may be the only option for broadband,
and a few cities may have the conscientious and
skilled leadership necessary to make a go of it.
Many will not. In any case, the widespread use
of government money to build networks to
compete with networks built with private sector
money over many decades deserves an
exceedingly careful analysis and not just grand-
standing by the President and the Chairman.

The Chattanooga Cannot Be

Generalized

Experience

At the outset, it is important to recognize that
the Chattanooga system was never a
“greenfield”  build. To the contrary,
Chattanooga’s broadband system is constructed
and maintained by the city’s municipal electric
utility, the Chattanooga Electric Power Board
(“EPB”). That’s right: Chattanoogans also get
their electricity from a government-run electric
monopoly. In fact, the initial justification for
Chattanooga’s fiber deployment was the cost
savings it might generate for the electricity
division.# (These internal savings, as well as
pure cost shifting, also make obtaining a clear
picture as to the financial success of the
broadband venture difficult to assess.)

The presence of spillover effects from its existing
electric plant, and the ability to have the electric

division shoulder some of the costs of the
broadband network, are significant and cannot
be discounted in any honest evaluation of the
Chattanooga experience.® Spillovers between
the electric and broadband segments reduce
costs, thereby making profitable entry into
broadband more likely (though success is not
guaranteed).lo  Where significant spillovers are
absent, greenfield municipal networks —such as
the infamous UTOPIA network—have failed
miserably and cost taxpayers millions.t As
discussed below, some municipal electrics also
have failed miserably in their efforts to build
broadband networks, passing on the losses to
constituents and captive ratepayers.

the help from Chattanooga’s
electric division was not limited to
spillover effects in the form of
reduced costs to entry. In
particular, the construction of the
broadband network was paid for by
$229 million in revenue bonds
[serviced by  captive electric
ratepayers] and a $50 million loan
to the broadband division from the
electric division.

The help from Chattanooga’s electric division
was not limited to spillover effects in the form of
reduced costs to entry. In particular, the
construction of the broadband network was
paid for by $229 million in revenue bonds and a
$50 million loan to the broadband division from
the electric division.12 It appears that the larger
debt ($229 million) is being serviced by captive
ratepayers, not the broadband customers, for the
purposes of Smart Grid technologies. (Note that
Smart Grid applications do not require fiber
optic connections, and home metering and real-
time pricing can be accomplished using a 500
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Kbps connection, well within the capacities of
private-sector broadband networks.)

Putting aside the financial support of broadband
deployment by captive electric ratepayers for
the moment, EPB’s broadband system also
received $111 million grant from the U.SS.
Department of Energy—funds made available
by the American Recovery and Reinvestment
Act.4 Notably, this grant represents a gift from
all Americans, not just Chattanoogans, of about
$2,000 per subscriber (or about $650 per electric
customer in EPB’s footprint).1s Such
government subsidies stand in stark contrast to
investment decisions by the private sector, as
the nation’s major broadband service providers
do not receive such generous financial help from
the federal government help to serve mostly
urban markets (in fact, they receive nearly
nothing to do so).

This sizable federal
generalization of the Chattanooga case
problematic.  First, for the most part, such
federal funding for broadband deployment has
dried up. Second, assuming other municipal
systems required such help to get going, federal
grants matching that in Chattanooga for the rest
of nation would amount to about $220 billion.1
By any measure, $220 billion a lot of dough,
especially when spent to overbuild existing
broadband infrastructure. Including the full
initial cost of the network’s buildout ($390
million), the money required for a nationwide
municipal buildout is about $780 billion (and
that's for, on average, a third wireline
broadband provider).””

grant again makes

What if the private-sector was the recipient of
such largess? EPB’s market includes about
170,000 units and it received a federal grant of
$111 million to serve them, or about $650 per
unit passed. Comcast, the nation’s largest
provider of broadband services, has about 54
million units passed.’s One has to wonder what
could be accomplished if the government gave
Comcast (not loaned it) the units-passed

equivalent of about $35 billion in upfront capital
to upgrade and expand its network; an amount
about 11-times the annual investment of
Comcast in its broadband infrastructure (about
$4 billion annually, excluding NBCUniversal
investments). 1 suspect Comcast's network
would be one of the most advanced in the world
given that type of money. What would AT&T
do if the government gave it (not loaned it) $30
billion to support its planned expansion of U-
Verse to an additional 30 million homes?®
Certainly, this gift would be a significant influx
of investment cash that would greatly improve
and expand AT&T’s increasingly fiber-based
network.

Putting aside the financial support
of broadband deployment by
captive electric ratepayers for the
moment, EPB’s broadband system
also received $111 million grant
from the U.S. Department of
Energy—funds made available by
the American  Recovery  and
Reinvestment Act. Notably, this
grant represents a gift from all
Americans, not just Chattanoogans,
of about $2,000 per subscriber (or
about $650 per electric customer in
EPB’s footprint).

I don't think these federally-funded cash
injections are probable, but it is interesting to
grasp the magnitude of the grant and the
advantage given to the municipal system in
Chattanooga relative to what is provided to the
private sector. Given the size of the equivalent
grants, it seems fairly clear that it is
unreasonable to compare the deployment and
upgrade schedules of the private sector against
municipal systems that are the recipients of
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massive federal cash infusions. As the
Commission itself has recognized on numerous
occasions, investors, unlike the federal
government, don’t give money away without
any expectation of a return.2

Finally, it is important to recognize that the
scope efficiencies that could improve the
financial case for broadband deployment by
municipal electric systems are, obviously,
limited to areas that have municipal electric
systems. Today, only about 14% of customers
are served by government-owned electric
utilities, and these systems often serve rural
markets where network deployment costs are
very high.2t This essentially means that for the
remaining 86% of Americans, municipal entry
will have to take some form of a greenfield
build. Thus, the Chattanooga experience again
cannot be generalized to municipal broadband
for the rest of the United States.2

In fact, success isn’t guaranteed even in markets
where a municipal electric utility builds a
broadband network. Consider the case of
Groton, Connecticut. Groton Utilities is, like
EPB, a municipal utility offering electricity
services. The city decided to build a modern
cable, telephone, and broadband network to
compete with Comcast.? The city borrowed
$27.5 million to build the network. After
incurring $11 million in losses from the
operation of the network, the broadband
network was sold to a private investor for
$550,000 (the initial agreed upon selling price to
the sole interested party was $150,000). The $38
million tally of debt and losses is being passed
on to the city’s captive electric ratepayers. One
has to wonder why Chairman Wheeler traveled
to Chattanooga for a photo-op instead of
Groton? Likewise, one must question why the
White House Report failed to mention Groton
even once? The answer seems obvious
enough—the push for municipal broadband
isnt thoughtful policy making, but is
showmanship.

Economic Migration is Not the Same as
Economic Growth

Is this government largess worth it? I doubt it.
While Mr. Wheeler and the White House note
the economic development attributed to the
Chattanooga network, which may considered a
benefit, here’s what Mr. Wheeler says: “Smaller
businesses such as Claris Networks, Co.Lab,
EDOps, and Lamp Post Group relocated to the
city, and Chattanooga is also emerging as an
incubator for tech start-ups.” “Relocated” is the
operative word here, implying that the
economic payoff from the Chattanooga network
is derived from stealing businesses from other
cities. Oddly, through the federal grant given to
Chattanooga, it is the very people in these cities
losing businesses that are funding the
broadband network in Chattanooga that is
destroying their economy. Also, such business
stealing is not sustainable. As more and more
cities get the fiber networks, there is less and
less incentive to “relocate.”

... much of the benefit Mr. Wheeler
and the White House attribute to
municipal broadband deployment
results from economic migration
rather than from overall economic
growth. Stated another way, the
benefits of fiber deployment by
municipalities come largely from
business stealing rather than
absolute economic improvements.

Chattanooga may be wise to get a first-mover
advantage in business stealing, but it's a “first-
mover” advantage not available to municipal
late-comers. I can see a city’s leadership
wanting advantage its city over others, but I'm
not sure why a federal regulator should be so
supportive of a particular project, since what
helps one city hurts another. That’s not to say
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there isn’t some overall economic gain from
fiber deployment, but much of the benefit Mr.
Wheeler and the White House attribute to
municipal broadband deployment results from
economic migration rather than from overall
economic growth.>s Stated another way, the
benefits of fiber deployment by municipalities
come largely from business stealing rather than
absolute economic improvements.

Promoting Competition or Crowding Out?

The number of competitors in a market is an
equilibrium outcome, not a policy choice.?
Generally speaking, the number of competitors
in a market is determined by the ratio of market
size (in expenditures, adjusted for the intensity
of price competition) to fixed entry costs.z”
Wireline broadband is a big market, but it also a
hard business that requires massive capital
investments. Among U.S. firms, AT&T and
Verizon rank first and second for annual capital
expenditures.2

The number of competitors in a
market is an equilibrium outcome,
not a policy choice.

Accordingly, if we view the equilibrium number
of firms (N*) as fixed, then the entry of a new
firm, municipal or otherwise, must lead to the
exit of another. The National Broadband Plan
expressed some concern about the exit of
broadband providers even absent municipal
entry, so we should expect, other things constant
and absent some radical technological
innovation that significantly lowers entry costs,
less private-sector provision of broadband
services in response to municipal entry.»
However, as the National Broadband Plan bluntly
observed, “Municipal broadband has risks.
Municipally financed service may discourage
investment by private companies.”3 Successful
municipal entry therefore cannot be viewed as

increasing competition, since there is a
possibility  of  displacing  private-sector
investment3 In the short run, we may see
private sector firms invest more in an effort to
protect their embedded investments to survive
or win outright (consider the Groton experience
discussed above), but in the end, firms will
acknowledge that past investments are sunk.
Eventually, the decision must be made as to
whether or not to continue to invest in light of
marketplace realities, including the realization
or threat of a government’'s entry into your
market using public funds.

For municipal broadband networks,
the estimated breakeven penetration
rates are often around 40-60%. If a
40% penetration is required to
financially break even, then only
two firms can survive. Thus, in
most U.S. cities, a financially viable
municipal broadband system means
the loss of at least one private-
sector provider.

An easy way to think about the crowding out
issue is the concept of a breakeven market
penetration rate. Communications networks are
expensive to build and are thus subject to
substantial economies of scale. As a result,
financial success requires the acquisition of
many customers. The breakeven penetration
rate is the share of homes
-passed required for the network to earn a
sufficient return to be viable. For municipal
broadband networks, the estimated breakeven
penetration rates are often around 40-60%.32 If a
40% penetration is required to financially break
even, then only two firms can survive.®® Thus, in
most U.S. cities, a financially viable municipal
broadband system means the loss of at least one
private-sector provider.
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Certainly, the threat of widespread municipal
entry increases the risk of private investments;
all entry does, but government entry imposes
unique risks. In the long-run, the threat of
municipal entry could curb privately-funded
broadband expansion and upgrades, even
rendering areas that would be profitable
without such a threat too risky to enter with it.3
As a consequence, the need for municipal
financial support could rise with municipal
entry —a potentially costly cycle.

Reducing Prices for Consumers?

Finally, we come to the empirics on competitive
pricing. Last January, I authored a PERSPECTIVE
challenging the New America Foundation’s
study that purported to show that municipal
networks provide lower prices than their private
sector counterparts.>> Among the case studies
provided was Chattanooga. When I corrected
for New America’s errors by comparing like
services between the private sector and
Chattanooga, it turns out that the Chattanooga
prices were not lower than private sector
offerings.

In the long-run, the threat of

municipal  entry  could  curb
privately-funded broadband
expansion and upgrades, even

rendering areas that would be
profitable without such a threat too
risky to enter with it. As a
consequence, the need for municipal
financial support could rise with
municipal entry—a  potentially
costly cycle.

For comparison, consider Comcast’s services.
For $139.99, Comcast offers a 50 Mbps
broadband service with about 170 channels of
video and fully-featured, unlimited-calling voice

service. EPB’s comparable triple-play, including
a 100 Mbps broadband connection,* its largest
programming tier of about 150 channels, and a
fully-featured, unlimited-calling voice service, is
priced at $139.38. So, it appears that for
comparable services, EPB and its private-sector
rival are charging roughly equal prices.

While not serving the Chattanooga market,
Verizon also offers across its FiOS footprint a 50
Mbps service as part of a triple-play. Verizon's
bundle also includes about 215 video channels
and a fully-featured, unlimited-calling voice
service for the price of $89.99. Verizon’s price is
much lower than is EPB'’s price, again leading to
the rejection of the claim that municipal
providers offer lower prices than do their
private-sector ~ counterparts, at least for
comparable bundles of services.

Conclusion

Municipal broadband has its place, and
admittedly the boundaries of that place can be
blurry. Using government funds to supply
broadband in unserved areas is sensible enough
(subject to cost-benefit analysis), but to use
government funds to add supply in a market
already served deserves, at a minimum, close
scrutiny. Notwithstanding, without any
thought of a proper -cost-benefit analysis,
Chairman Wheeler and now the White House
are vocal advocates of municipal broadband and
in recent statements both labeled Chattanooga’s
fiber-optic deployment as an archetype for
government entry into telecommunications.

Whatever one thinks about the Chattanooga
system (and it is certainly an interesting case), it
is not an archetype for widespread municipal
fiber buildouts. First, the fiber deployment
offers the electricity division cost efficiencies,
and only about 14% of the nation is served by
government-run power companies. Also, the
Chattanooga system received $111 million in
federal support (about $2,000 per subscriber).
Extending the Chattanooga experience to the
rest of the country would cost over $220 billion
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in grants, and the cost burden on municipalities
would equal $780 billion nationwide. There is
no federal, state or city grant program available
that could cover such expenditures.

Second, since a large share of economic benefits
of such fiber networks come mostly from
stealing businesses from other cities (cities
whose population subsidize the Chattanooga
system), it's unclear why a federal regulator
should have a position on the topic; one city’s
gain is another’s loss so there is little net gain at
the federal level.

Third, the evidence does not suggest the
municipal systems offer any price cuts to
consumers relative to the privately-funded
broadband providers. Since municipal systems
are new construction, they are typically fiber
and thus capable of far more bandwidth than
presently needed. These high-capacity networks
are intriguing, but good policy is not made by
focusing on shiny things; good policy is made
by reasoned analysis —at least, that’s the goal.

Finally, given the economics of supplying
wireline broadband service, a successful
municipal venture is unlikely to lead to a long-
term increase in the number of providers; more
likely, the exit of private-sector providers will
probably ensue in the long-run.
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entrepreneurs and investors (emphasis added)”).

26 G.S. Ford, T.M. Koutsky, and L.J. Spiwak, Competition After Unbundling: Entry, Industry Structure and Convergence, 59

FEDERAL COMMUNICATIONS Law JOURNAL 331 (2007)(available at: http://phoenix-
center.org/ papers/FCL]CompetitionAfterUnbundling.pdf).
7 Id.

2 D. Carew and M. Mandel, US. Investment Heroes of 2013: The Companies Betting on America’s Future, Progressive Policy
Institute  (September 2013) (available at: http://www.progressivepolicy.org/issues/economy/investment-heroes-
who %E2%80%99s-betting-on-america % E2 %80 %99s-future).

29 Supran. 20.

30 Id. atp. 153.

31 In a paper published in 2007 (using 2004 data), I presented evidence that municipal investments in communications
networks did not crowd out, but rather stimulated, entry by CLECs. Given changes in FCC policy, CLECs are now largely a
bygone. G.S. Ford, Does a Municipal Electric’s Supply of Communications Crowd Out Private Communications Investment? An
Empirical Study, 29 ENERGY ECONOMICS 467-478 (2007).

32 See, e.g., Martinsville, Virginia: Fiber to the Premise Feasibility Study, CCG Consulting, LLC (November 30, 2012) (available
at: http:/ /www.martinsville-va.gov/content/File/fiber_optic_report feasibility_study _nov_2012.pdf)  (breakeven
penetration rate 42% to 62%); Municipal Fiber to the Home Deployments: Next Generation Broadband as a Municipal Utility, FTTH
Council (October 2009) (available at: www.ftthcouncil.org/d/do/69); Austin, Minnesota: Ultra-broadband Feasibility Study,
CCG Consulting, LLC (March 27, 2014) at p. 66 (40% to 46% breakeven penetration) (available at:
http:/ /gigaustin.org/uploads/Ultra-broadband_Feasibility Austin_3-27-14 1 .pdf).

3 A 40% penetration is of all homes passed, and only about 80% of total homes passed subscribe to any broadband
service. See, e.g., A. Banerjee and M. Sirbu, Towards Technologically and Competitively Neutral Fiber to the Home (FTTH)
Infrastructure, Working Paper (2003) at p. 23 (“if a 35-40% penetration is required for profitability, then in the long run at
most two firms can profitably serve the same market”) (available at:
http:/ /papers.ssrn.com/sol3/ papers.cfm?abstract_id=2060612).

34 While opposition to municipal entry by larger providers is frequently discussed and disliked, smaller competitors in the
Chattanooga area are also not happy competing with the government, and have noted to difficulty of obtaining financing
under such conditions. See A. Rued, Chattanooga Broadband: High Speeds at an Even Higher Price, AMERICAN LEGISLATOR (April
15, 2013) (available at: http://www.americanlegislator.org/chattanooga-broadband-high-speeds-at-an-even-higher-price).

3% G.S. Ford, PHOENIX CENTER POLICY PERSPECTIVE NO. 14-01: Do Municipal Networks Offer More Attractive Service Offerings
than Private Sector Providers? A Review and Expansion of the Evidence (January 27, 2014) (available at: http:/ /www.phoenix-
center.org/perspectives / Perspectivel4-01Final.pdf).

3  EPB’s lowest speed offering is 100 Mbps, but I doubt most consumers could tell the difference between 50 and 100
Mbps.
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