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IntRoduCtIon
Debate over government provision 

of broadband has generated many of the 

usual arguments over the pros and cons 

of government service provision.  On the 

one hand, such initiatives might make 

broadband more affordable and hasten its 

adoption. On the other hand, they could 

also generate significant costs for taxpayers 

and stunt incentives for cost containment.  

Such arguments commonly occur when 

governments consider direct provision of 

electricity, gas, water, roads, and many 

other services that tend to be provided by 

monopolies that invest in long-lived assets.  

Less extensively discussed, however, are 

some unique challenges that arise because 

broadband is a new, fast-changing technol-

ogy available from competing suppliers. 

Policymakers need to consider some unique 

problems when a government enterprise 

enters a dynamic market such as the provi-

sion of Internet services.  

Traditionally, infrastructure like water 

systems, gas distribution and electricity 

distribution has involved a fixed invest-

ment that was very large compared to the 

ongoing operating cost.  The technology of 

the infrastructure itself changed relatively 

slowly.  As a result, local governments could 

usually invest in what appeared to be the 

best technology at the time without having 

to worry much about whether they chose 

the right technology.  Pricing and selling 

the service was relatively easy.  Most people 

need water, heat and electricity, and the 

service providers usually had a monopoly.  

Long asset lives and slow technological 

change made long depreciation schedules 

possible.  Service providers could be reason-

ably confident of recovering their capital 
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costs over a long time period.  

However, these static monopolies differ significantly 

from services like Internet provision, which are dynamic 

due to their fast-changing technology and variety of ser-

vices.  Unlike heat, water and electricity, Internet service 

is not viewed as a need by most people.  This elasticity of 

demand also makes the market dynamic, as companies 

continually change their offerings and prices to appeal to 

a variety of consumer desires.  This dynamic competition 

upsets the tranquil conditions prerequisite for successful 

government provision of a service.

ISSuES FoR dECISIon-MAKERS
Scholarship on dynamic competition suggests seven 

new issues that are likely to be significant in municipal pro-

vision of Internet service:

n Competition: Unlike a monopolist, an enterprise that 

faces competition cannot count on a captive market.  

In many cases, government-sponsored broadband will 

have to compete with incumbent firms, such as cable, 

telephone, and wireless companies that already have 

a substantial head start. After reviewing many cities’ 

actual experience with cable and broadband enter-

prises, research concludes that an assumed penetration 

rate for a municipal system of more than 10 percent 

in the first year, or 20-50 percent in subsequent years, 

appears highly unrealistic in most cases. A wireless 

system might expect to serve about 25 percent of the 

residential market and 10-20 percent of the business 

market.  The only exceptions might be small communi-

ties serviced only by expensive alternatives, or munici-

palities willing to commit to very large subsidies for 

their broadband systems.

n Performance Competition: Competitive businesses seek 

to continually improve performance—or even develop 

new aspects of performance that were not previously 

thought capable of improvement. Speed is perhaps the 

most measurable aspect of performance. Comparing 

prices and services offered by government-sponsored 

Internet provision to those in the private sector, the 

prices and performance of existing government sys-

tems are inferior to those of existing private systems. 

An effective government-owned competitor must be 

prepared to offer a price/performance combination 

that a significant number of consumers will prefer to 

those offered by competitors.  If government ignores 

performance competition, it could end up offering a 

fairly plain service appealing only to customers who 

want relatively slow broadband speeds, and may not be 

willing to pay much for it.  In effect, government would 

be seeking an unattractive market niche similar to the 

one now occupied by the dialup Internet access firms.  

While such an approach might be attractive as social 

policy, it is unlikely to pay for itself over the long term 

and would likely require ongoing subsidies.

n Continuous Improvement: One indicator of the extent 

of change is the pace at which prices of goods and ser-

vices fall as technology improves, costs fall, or com-

petition intensifies.  This has occurred frequently in 

the market for Internet service, as well as in related or 

analogous markets such as wireless communications, 

telephone equipment, and telecommunications services.  

Real consumer price indices for wireless, telephone 

equipment, and long-distance service have fallen even 

faster—by 45-65 percent (see figure below).  If recent 

experience is a guide, government broadband opera-

tions will need to be prepared to continually improve in 

the future if they want to keep pace with private sector 

competitors.

n Technological Change and Lock-In: “Lock-in” occurs 

when an initial decision gives one technology a slight 

Figure 1: Real Consumer Price Index, 
Internet Services

Source: Bureau of Labor Statistics
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edge, then sets in motion a process which leads that 

technology to dominate the market.  If the technology 

that gets locked in is truly the superior technology, then 

there’s no harm done.  But if an inferior technology 

gains a temporary edge in market share, some scholars 

argue that it might remain dominant even though it is 

inferior.  Discussions of lock-in often focus on numeri-

cal examples in which the early adopters of technologies 

choose the technology that creates the biggest payoff 

in the short term.  An alternative technology, however, 

creates greater value over the longer term, when there 

is a larger number of adopters.  The market gets locked 

in to the inferior technology due to the decisions of the 

early adopters, and often has to rely on subsidies to stay 

afloat when better technology is available elsewhere. 

Governments that want to get into the broadband busi-

ness already face several technology choices. Govern-

ment broadband plans should squarely address the 

potential for lock-in and explicitly evaluate whether 

subsidies would give an inferior technology an artificial 

boost.

n Obsolescence: In a dynamically competitive market, 

networks become obsolete faster. Technology improves 

more rapidly, and as a result capital investment 

becomes obsolete more quickly. Business plans for gov-

ernment broadband enterprises need to assume faster 

depreciation rates, and concomitantly higher prices, 

than have traditionally been used for government 

utilities.  For example, a workable plan for municipal 

Wi-Fi needs to assume that revenues will not just cover 

operating costs plus interest, but also recover the initial 

capital outlay in three to five years.

n Risk: Financially, investment in a dynamic field such 

as Internet provision is less of a “sure thing” than a 

conventional government monopoly.  That means the 

cost of capital should carry a higher risk premium 

than normally considered appropriate for government 

enterprises.  But just how risky is it?  Comparing risk 

levels shows clearly that investments in electric, gas, 

and water utilities have involved much less risk than 

investments in firms that sell broadband or wireless 

data services (see Figure 2).  Electricity, gas, and water 

are precisely the types of static, monopolized indus-

tries where governments have traditionally invested.  

In terms of risk, broadband is a whole new ballgame.  

Investing in broadband is much riskier than investing 

in the overall stock market.  Nevertheless, some govern-

ments have financed broadband initiatives as if they 

were traditional, low-risk investments in infrastructure 

that provides necessities.  A government enterprise that 

faces an artificially low cost of capital is more likely to 

waste the public’s money by “investing” in capabilities 

that produce little value for customers, or do so only 

after an excessively long time.  

n Uncertainty: A private business firm’s shareholders bear 

uncertainty as well as risk.  The prospect of additional, 

higher returns entices them to bear that uncertainty.  

The fact that uncertainty affects shareholders’ financial 

fortunes gives them strong incentives to seek out man-

agement that will exercise sound judgment.  The most 

likely method would be to organize the enterprise as a 

for-profit company, with explicit expectations from the 

owner (the government) that it be successful.  The most 

credible way governments make these types of com-

mitments is by enacting a plan to privatize the enter-

prise.  But in this context, a privatization plan would 

beg the question of why the government is getting into 

the broadband business to begin with!  For government 

broadband enterprises, taxpayers bear the uncertainty 

in their role as the ultimate owners.  At a minimum, 

therefore, effective accountability requires that govern-

ment broadband initiatives should have accountability 

Figure 2: utility Risk Levels (Beta Coefficients, Where 
Stock Market = 1)

data Source: Aswath damodaran, http://pages.stern.nyu.
edu/~adamodar/new_Home_Page/datafile/Betas.html

0

0.5

1

1.5

2

2.5

Electic Utility Gas
Distribution

Water Utility Cable TV Telecom
Services

Wireless
Networking



ConCLuSIon
The factors outlined above need not imply that govern-

ment-provided broadband is a bad idea.  However, no plan 

for government-sponsored broadband should be consid-

ered complete or responsible unless it addresses the factors 

outlined in this report.  More specifically, any plan that 

adequately takes dynamic competition into account should 

answer the following questions: 

n Who are the competitors?

n Do the projected penetration rate and market share 

reflect realistic assumptions about current and potential 

competition?

n What cost or quality advantage will the government 

broadband service have over competitors?

n What performance attributes matter to customers?

n How will the government service compare to competi-

tors on these performance attributes?

n How rapidly have broadband prices fallen in the market 

where the government enterprise will compete?  

n How rapidly can prices be expected to fall in the future?

n How rapidly have performance attributes improved in 

and transparency for taxpayers at least as good as that 

which publicly held companies must have for their 

shareholders.  These transparency measures may not be 

sufficient to make government managers as accountable 

to uncertainty-bearing taxpayers as corporate managers 

are to uncertainty-bearing owners.  But it is difficult to 

see how accountability is possible without them.

While many broadband initiatives require some type of 

public sponsorship or investment—either by government 

or by government-owned entities—a recent twist appears 

to offer the public a much better deal.  In some cities, such 

as Philadelphia and San Francisco, private firms have 

proposed to build Wi-Fi networks at no cost to taxpayers.  

There is nothing inherently wrong with proposals for free or 

privately subsidized Wi-Fi.  However, governments need to 

realize that rights-of-way and light poles are valuable assets, 

and access to these assets would bestow a significant com-

petitive advantage on any firm selected to use them.  

Any local government that grants one Wi-Fi provider an 

exclusive right to use right-of-way and poles risks distort-

ing competition in whatever markets are generating the 

revenue stream that will subsidize the Wi-Fi service.  The 

only provider of advertiser-supported Wi-Fi allowed to use 

city light poles, for example, could likely charge a higher 

price for advertising than if there were competing providers 

of advertiser-supported Wi-Fi.  A monopoly that gives away 

Wi-Fi to build demand for other services it might sell to 

Wi-Fi users might be able to charge a higher price for these 

other services than it would in the presence of other Wi-Fi 

competitors.  For this reason, local governments should 

beware of granting one Wi-Fi provider exclusive access to 

public assets, even if the Wi-Fi service itself is free of charge 

to users.  At a minimum, decision-makers should assess 

whether exclusive access would distort competition in the 

markets for other goods and services sold by the Wi-Fi 

company.

The factors outlined above need not imply that govern-

ment-provided broadband is a bad idea.  However, no plan 

for government-sponsored broadband should be considered 

complete or responsible unless it addresses many factors.  

Government faces the daunting challenge of entering a 

market where technological change is swift, the future is 

uncertain, and competitors’ actions are unpredictable—a 

playing field fundamentally different from the stable, 

predictable utility markets that have traditionally attracted 

public investment.
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the market where the government enterprise will com-

pete?  

n How rapidly can performance be expected to improve in 

the future?

n How will the government enterprise keep pace with 

competitors’ price reductions and/or performance 

improvements?

n What safeguards are necessary to ensure that the gov-

ernment enterprise competes with the private sector 

strictly on the merits?

n What safeguards are necessary to ensure that any bene-

fits the government enterprise receives due to its public 

nature do not distort competition in related markets?

n What safeguards are necessary to ensure that private 

broadband competitors obtain access to public rights-

of-way on equal terms with the government entity?

n What safeguards are necessary to ensure that political 

considerations or subsidies do not let an inferior tech-

nology dominate the market by giving it a head start?

n What is the economically useful life of the capital 

deployed by the government enterprise and the appro-

priate depreciation rate?

n What cost of capital reflects a realistic depreciation rate 

on the assets?

n What cost of capital accurately reflects the risks that 

the government enterprise will face in a dynamically 

competitive market?

n How will the incentives of the enterprise and its 

employees be structured to foster sound judgment in 

the face of significant uncertainty about competition 

and future technological developments?

n How will any subsidies be quantified and transparently 

disclosed to the public?

n What public benefits is the enterprise intended to pro-

duce?

n How will these benefits be measured and communi-

cated to the public?

n How will financial, performance, and public benefit data 

be gathered, verified and validated?

These questions may appear daunting.  They are no less 

daunting than the challenge of actually entering a market 

where technological change is swift, the future is uncer-

tain, and competitors’ actions are unpredictable.  Such is 

the nature of dynamic competition.  If the questions seem 

unfamiliar to policymakers, that’s one more bit of evidence 

that the nature of dynamic competition is fundamentally 

different from the stable, predictable utility markets that 

have traditionally attracted public investment.
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REASON FOUNDATION’s mission 

is to advance a free society by develop-

ing, applying, and promoting libertar-

ian principles, including individual lib-

erty, free markets, and the rule of law. 

We use journalism and public policy 

research to influence the frameworks 

and actions of policymakers, journal-

ists, and opinion leaders.

We promote the libertarian ideas of:

n Voluntarism and individual responsibility in social 

and economic interactions, relying on choice and 

competition to achieve the best outcomes; 

n The rule of law, private property, and limited gov-

ernment; 

n Seeking truth via rational discourse, free inquiry, 

and the scientific method.

We have the following objectives: 

n To demonstrate the power of private institutions, 

both for-profit and non-profit; 

n To foster an understanding of and appreciation for 

complex social systems and the limits of conscious 

planning; 

n To foster policies that increase transparency, 

accountability, and competition and that link 

individual actions to personal outcomes; 

n To preserve and extend those aspects of an open 

society that protect prosperity and act as a check 

on encroachments on liberty. Among these are 

free trade and private property, civil liberties, 

immigration, labor and capital mobility, scientific 

inquiry, and technological innovation; 

n To promote the use of economic reasoning to 

understand a world of scarcity and trade-offs; 

n To show that government intervention is inappropriate 

and inefficient for solving social problems; 

n To reframe debates in terms of control versus choice; 

n To show the importance of a culture of responsibility 

that respects innovation, creativity, risk, failure, and 

diversity.


