The Regulatory Environment
for Municipal Broadband

Limiting municipal broadband restricts competition and hurts incumbents as well

By Carl Kandutsch W Esg.

ecent years have seen

a burgeoning body of

writing among regula-

tors and economists
advocating that policy makers treat
communications infrastructure as a
“commons” rather than as a kind of
private property. A commons is a re-
source to which anyone within the
relevant community has a right with-
out obtaining the permission of any-
one else. Everyday examples include
public streets and parks, but the con-
cept includes nonphysical goods such
as artistic works in the public domain,
ideas such as Einstein’s theory of rela-
tivity, or the English language. This
line of thought can be seen as an aca-
demic expression of the public outrage
during the summer of 2003 when the
FCC relaxed its media cross-owner-
ship rules, in effect endorsing the on-
going consolidation-by-merger of the
major print and broadcast media into
the hands of a few huge conglomer-
ates.

It is no accident that in this same
period, we have seen a growing num-
ber of municipalities actually imple-
menting the idea of a communica-
tions commons by building or manag-
ing their own public communications
networks, often using “fiber-to-the-
home” (FTTH) technologies.!

Many factors — economic, politi-
cal, legal and technical — affect the
viability of these public networks. In
this article we focus on the regulatory
environment within which public
FTTH networks are deployed. We

seek to identify the most significant
regulatory issues on the federal, state
and local levels, and to provide some
examples that suggest how regulatory
policies might be reformed to allow
fiber-based local networks to achieve
their full potential sooner rather than
later.

Competitive Dynamics of FTTH

If the goal of communications policy
is to foster and enhance competition
for the benefit of end-users, the merits
of any regulatory regime, existing or
potential, must be evaluated in light
of the competitive characteristics of
the kind of network being regulated.
From a policy perspective, there are
two axes around which competition
may be suppressed or encouraged:

First, providers may compete by us-
ing their own physical infrastructures,
producing facilities-based competition.
In the United States, the market for
mobile personal communications
services is characterized by facilities-
based competition in that each pro-
vider builds, owns and maintains its
own network. There is limited (duo-
poly) facilities-based competition in
the market for broadband Internet ac-
cess in that many if not most consum-
ers can choose between cable modem
access from a cable operator, or DSL
access from an ILEC or CLEC.

To the extent that a physical infra-
structure tends toward natural monop-
oly — when it does not make economic
sense for a second provider to build a
parallel network in order to compete

for customers — policy dictates that
regulation be tailored to enhance ser-
vice level competition. Providers do not
own separate networks, but share the
resources of a common network and
compete in the provision of services
to consumers. North American com-
munications policy provides several
models for service level competition,
including the “unbundled network el-
ements’” (UNE) model applied to lo-
cal telephone services, and the “open
access” model (in which service pro-
viders share the common data-link
layer of the network) applied to cable
Internet service in Canada, but not
currently in the United States.

Many analysts see FITTH as the
communications technology of the
future because, more than any other
last-mile pipeline currently available,
fiber lines have the capacity and flex-
ibility to realize the full potential of
the broadband Internet. Because fiber
optic cable has a much higher poten-
tial bandwidth capacity than other
media, fiber networks can shed the
physical (if not the economic) “bottle-
neck” features of the “last mile” con-
nection between the cable headend
and the subscriber premises. Fiber can
accommodate bandwidth applications
such as streaming media, video on de-
mand, video telephony and peer-to-
peer applications yet to be imagined.?

The lack of empirical evidence at
this early stage of deployment makes
it difficult to assess the prospects for
facilities-based competition in FTTH
provisioning. The FCC’s decision in
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Municipal broadband initiatives are...only as ef-
fective as federal and state regulatory policies
allow them to be. Here are some of the regula-
tory policies that affect a municipality’s incen-
tive and ability to deploy Fiber-to-the-Home.

2004 not to require ILECs to unbun-
dle FTTH loops pursuant to Section
251 of the 1996 Telecommunications
Act incorporates a judgment that new
entrants are not “impaired” from of-
fering competitive services.?

On the other hand, several indepen-
dent studies point to the high capital
costs of deploying fiber and associated
equipment all the way to the home, as
well as significant first mover advan-
tages, and speculate that “competition
among multiple network operators is
not a realistic expectation.”

If the FCC is right, government
can best encourage FTTH investment
and deployment by not burdening
providers with unnecessary service-
level regulation with regard to com-
petition, such as UNE or open access.
This is the “hands off” approach ad-
opted in the FCC’s most recent Z7ien-
nial Review Order, and it is consistent
with the Commission’s deregulatory
approach to “information services”
generally. However, to the extent that
the FCC’s approach is likely to pro-
duce monopoly or duopoly (that is,
replicating the cable/telco duopoly
that currently prevails in most broad-
band Internet access markets), poten-
tial new entrants will be discouraged
from investing in a locked-up market.
From this perspective, FTTH deploy-
ment can best be enhanced by a regu-
latory policy focusing on preserving
service-level competition; for exam-
ple, by mandated sharing of last mile
facilities in some form.

If the FCC’s critics are right, poli-
cies aimed at stimulating cable and
telco investment in FTTH infrastruc-
ture may accomplish that goal at the

price of conceding monopoly control
over the new networks to media com-
panies that have little interest in in-
novative broadband products, such
as video on demand and VoIP that
threaten their core video and voice te-
lephony businesses.

Municipalities can act to preserve
service-level competition by building
their own high capacity local fiber
networks and making those networks
available to private broadband service
providers on a competitive, non-dis-
criminatory basis. The result is not
only better service for consumers, but
the creation of a hospitable environ-
ment for investment and economic
development. Municipal broadband
initiatives are, however, only as ef-
fective as federal and state regulatory
policies allow them to be.

Here are some of the regulatory
policies that affect a municipality’s in-
centive and ability to deploy FTTH.

Federal Policies

In general, the FCC’s broadband
policies are characterized by uncer-
tainty, and uncertainty retards in-
vestment. For example, within the
framework of the FCC’s Computer
Inquiries;’ ILECs offering DSL Inter-
net access have been required to allow
competing DSL providers to use their
high capacity local transport facili-
ties, whereas cable companies offering
cable modem Internet access have not
been required to allow unafhliated
ISPs to use their local cable networks.
The FCC has recently proposed a
solution to this regulatory asymme-
try by tentatively classifying wireline
broadband service as an unregulated
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“information service,” like cable mo-
dem service.®

The Commission has taken this
decidedly deregulatory approach to
broadband in order to encourage the
large network owners to invest in up-
grading their infrastructure. The hope
is that facilities-based competition will
emerge later, opening up the duopoly
structure of the market. The FCC’s
“wait and see” approach to broadband
markets may be prudent in the face of
rapidly evolving technology, but it is
also by definition reactive, and there-
fore fraught with uncertainty.

In the midst of this uncertainty, mu-
nicipalities need not remain passive.
Federal law does not prohibit munici-
palities from being communications
providers. Only the states can de-
limit the powers of local government
when it comes to broadband. Section
613(e)(1) of the Communications Act
provides that “a State or franchising
authority may hold any ownership in
any cable system.” Similarly, Section
253 of the 1996 Telecommunications
Act says: No State or local statute or
regulation or other State or local legal
requirement may prohibit or have the
effect of prohibiting the ability of any
entity to provide interstate or intra-
state telecommunications service.®

While this language would appear
to clear the way for municipal tele-
communications, in Nixon v. Missouri
Municipal League, the United State
Supreme Court held that Section 253
did not preempt a Missouri statute
prohibiting municipalities from pro-
viding telecommunications services
because “any entity” does not include
municipalities. The Court’s decision is
worrisome; not only does it sanction a
lack of uniformity in state policies, it
may in the long run (given the power
of cable and telco lobbyists in state leg-
islatures) short-circuit municipal au-
thority in many parts of the country.

Another point: There are no federal
restrictions on a municipality’s author-
ity to offer “information services” per
se.



State and local governments can encourage
FITH deployment by removing regulatory ob-
stacles to private investment, and by creating
incentives for private companies to deploy high-
capacity fiber networks in local communities.

State Supply-Side Policies

State regulatory policies can en-
courage (or discourage) FTTH de-
ployment from either the supply
side, through the construction or
financing of public or public/private
networks, or from the demand side,
through the creation of incentives for
private providers. On the supply side,
a municipality’s authority to provide
a communications service generally
is a matter of state law. Currently,
thirteen states have enacted legisla-

tion limiting or blocking the ability
of municipalities to offer communi-
cations service (see box).

As indicated, several of these stat-
utes are currently subject to legal
challenges. These state restrictions
vary widely, from outright prohibi-
tions (Texas, Missouri) to various
procedural obstacles (Minnesota,
Pennsylvania, South Carolina, Ten-
nessee, Wisconsin), to bans on retail
service but allowing municipalities
to offer wholesale “open access” com-

States That Limit Municipal Networks

Arkansas (Ark. Code § 23-17-409)

Florida (Florida Statutes §§ 125.421, 166.047, 196.012, 199.183 and
212.08; pending litigation)

Missouri (Revised Statutes of Missouri § 392.410(7))
Minnesota (Minn. Stat. Ann. 237.19)

Nebraska (Legislative Bill 827; pending litigation)

Nevada (Nevada Statutes § 268.086, § 710.147)
Pennsylvania (new law as of 12/1/2004)

South Carolina (S.C. Code § 58-9-2600)

Tennessee (Tenn. Code Ann. §§ 7-52-601 et. seq.)

Texas (Texas Utilities Code §§ 54.201 ez. seq.)

Utah (Utah Code Title 10 Ch. 18, Sec. 101 ez. seq.)
Virginia (VA Code §§ 15.2-2108, 56-265.4:4, 56-484.7:1)
Washington (RCW § 54.16.330)

Wisconsin (2003 Wisconsin Act 278)

munications (Nevada, Utah, Wash-
ington).

Laws that restrict municipal com-
munications are intended to shield
the private sector from unfair (pub-
licly subsidized) competition. Given
that the “private sector” in this con-
text generally means the local tele-
phone or cable monopoly, the policy
rationale for such laws is open to
question, if for no other reason than
the needs of under-served rural com-
munities are ignored. Most munici-
palities would not be interested in
providing communications if the pri-
vate monopoly providers could be re-
lied on to invest in and deliver com-
petitively priced products to their
communities. Moreover, it may be
argued that laws blocking municipal
entry into communications markets
actually retard private investment in
certain rural markets. For example,
there is some evidence that one fac-
tor in a firm’s decision on whether to
serve a particular market is the risk
that not providing service would re-
sult in loss of that market.'

A sensible compromise is embod-
ied in statutes that restrict munici-
palities” ability to offer retail commu-
nications, but allow them to address
the last-mile bottleneck by building
and leasing publicly owned networks
to private providers of retail voice,
video or data services. Municipal
wholesale networks allow consum-
ers to benefit from open competition
in services using the public network,
while service providers benefit from
having the network built by munici-
palities at public expense.

Successful municipal FTTH proj-
ects based on the wholesale open ac-
cess model can be found in the states
of Washington and Utah."" The state
of Washington limits public utility
districts to the provision of whole-
sale telecommunications. The Grant
County Public Utility District was
one of the first to build (in 2000) an
open access FTTH network, leasing
wholesale capacity (using an active
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star Ethernet architecture) to pri-
vate providers of voice, video and
data. The project provides “triple
play” communications services to
more than 4,400 customers at low
prices. The Grant County FTTH
project was undertaken due to the
local ILEC’s reluctance to invest in
this sparsely populated rural area.!”
Utah’s UTOPIA project provides an
ambitious and convincing example
of how municipalities can join to-
gether to achieve the economy of
scale needed to build a wholesale
FTTH network."

Most states do not have statutes di-
rectly addressing a municipality’s au-
thority to provide communications
facilities or services. In these states,
municipal authority is determined
by the extent of a municipality’s au-
tonomy under state law. Some thir-
ty-nine states have adopted “Dillon’s
Rule,” which allows municipalities
only those powers explicitly granted
or necessarily implied by explicitly
granted powers. In these states, a mu-
nicipality cannot provide communi-
cations without more or less explicit
statutory authority. In other states,
municipalities possess “home rule”
or “charter” authority to exercise any
powers that are not explicitly denied
by the state’s constitution, statutes,
or the municipality’s own charter.
In home-rule states, municipalities
presumably have the authority to
provide communications unless ex-
plicitly barred.

Municipal ~ Electric  Utilities
(MEUs) lead the movement toward
municipal broadband provisioning
for several reasons, most importantly,
communications services can be pro-
vided using a wiring infrastructure
that already reaches every potential
customer in the community. Also,
MEUs can usually raise funds on
favorable terms. In addition, MEUs
already have access to conduits and
utility poles, and a service relation-
ship with consumers and businesses
in the community.

Consolidation in network control forces the
question: If our roads and highways are consid-
ered a public resource, why shouldn’t the “in-
formation superhighway” also be considered a

public resource?

According to the American Public
Power Association, 621 public power
systems offered some kind of com-
munity broadband services as of the
end of 2004, a significant increase
over the preceding year. These efforts
should benefit from the FCC’s Oc-
tober 2004 adoption of rules that
establish specific technical and ad-
ministrative requirements for “Access
BPL” (Broadband Over Power Lines)
equipment. The rules are intended
to ensure that BPL operations do
not become a source of interference
with licensed radio services.'” The
establishment of technical standards
usually reduces uncertainty and
thereby spurs investment in FTTH
by MEUs.

State Demand-Side Policies

On the demand side, state and local
governments can encourage FT'TH
deployment by removing regulatory
obstacles to private investment and
by creating incentives for private
companies to deploy high-capacity
fiber networks in local communities.

For example, deployment of any
communication network usually
requires the use of public property,
such as for the construction of radio
towers, digging up roads or sewers,
and attaching equipment to utility
poles. State or local regulations often
deter infrastructure investment by
burdening access to public property
with unnecessary fees, procedures or
delays. State and local governments
can act to remove barriers to invest-
ment by implementing policies that,
for example, streamline the permit
application process for accessing
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public property and outlawing exces-
sive fees for such access.

TechNet/Analysys has published a
comprehensive description of poli-
cies adopted by twenty-six states to
reduce regulatory obstacles related
to rights-of-way.'® The report also
details other state and local demand-
side initiatives, such as tax credits and
subsidies for broadband providers to
spur investment in infrastructure,
and governmental efforts to stimu-
late broadband consumption.

Demand-side initiatives avoid the
political ~ controversies  associated
with governmental participation in
communications markets, and tend
to be inexpensive and low-risk. For
example, municipal government can
aggregate demand by forming pub-
lic/private partnerships, or by acting
as a bulk buyer of broadband servic-
es. The Ohio Department of Devel-
opment administers the Ohio Broad-
band Link, which negotiates volume
discounts with providers based on the
combined purchasing power of Ohio
businesses. Here the state functions
as a reseller for commercial provid-
ers, reducing the sales and marketing
costs of serving a large number of
smaller customers.'”

Pennsylvanias Keystone Com-
munications Project is a similarly
creative demand-side initiative; the
networking contracts of multiple
state agencies are combined into a
single contract, guaranteeing a large
volume of state business to any pri-
vate provider committed to provid-
ing low-cost communications ser-
vices to rural areas.' The success of
these and many other demand-side



initiatives demonstrates how state
and local governments can lower the
costs for commercial providers to de-
ploy broadband infrastructure, thus
increasing the incentives for invest-
ment in their communities.

A Logical Outcome

In Washington, D.C. and on Wall
Street, the name of the game is con-
solidation when it comes to com-
munications policy and economics.
And consolidation means control
— centralized control over networks
on multiple layers, from the physi-
cal infrastructure, to the logical pro-
tocols that enable applications, to
the content delivered through ap-
plications over the physical conduit.
What are the policy implications of
a few vertically integrated companies
controlling all three of these layers as
we enter the broadband era?

If the tendency to consolidate and
centralize control is a reaction to the
threat posed by the radically decen-
tralized Internet to legacy business
models, then the movement toward
a communications ‘commons’ can
be seen as an effort to preserve the
democratic values associated with
the open architecture of the original
or “first generation” Internet.

Municipal broadband networks fill
the regulatory void left by a federal
policy that funds the deployment of
high-speed networks by granting mo-
nopoly or duopoly status to vertically
integrated media giants. Adopting
the FCC’s passive “wait and see” ap-
proach to broadband markets would
mean, in many parts of the country,
waiting to see if Big Media decides to
deploy high-speed networks in areas
that are historically under-served.

As outlined in this article, there
are many ways in which creative lo-
cal governments can take the initia-
tive to ensure that their communities
have access to a full array of broad-
band services. Policy makers, espe-
cially at the state level, should allow
these experiments with community

networks to blossom, rather than nip

them at the bud. @

Carl Kandutsch, Ph.D. is a consul-
tant and former FCC attorney; he in-
vites readers to contact him with com-
ments, questions or consulting inquires
at ckandutsch@adelphia.net or (207)
942-0972.
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