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This outline and discussion is intended to provide an overview of the different methods by which a municipality or municipalities can finance a municipal broadband project.  Examples of a “municipal broadband project” include the following: (a) a city providing its citizens with retail access to the Internet through fiber optic cable, (b) a large city providing wireless Internet, or Wi-Fi, access to all of its constituents or just to those in designated “hot spots” throughout the city, or (c) a collection of municipalities installing fiber optic cable to all of their constituents’ premises and then letting private enterprises compete to provide retail Broadband services.  Municipal Broadband projects, depending on the goals and scope of the project, can be financed through the following, or a combination of the following, methods: (1) capital accounts, (2) loans, (3) bonds, (4) licensing agreements, (5) leases and (6) grants.  

I.
Definitions
1.
“Municipal Broadband” has been defined by Wikipedia as “broadband Internet service provided (at least partly) through local government support.”  
2.
“Broadband” is used herein to mean a high-speed communiciations medium that has the ability to allow multiple simultaneous voice, video and data transmissions.   

II.
Assumptions  

1.
Municipality knows what it wants to do.  The municipality or municipalities have determined exactly what they want to do.  This includes a determination of what type of Municipal Broadband infrastructure a municipality wants to install (for example, citywide or hotspot Wi-Fi, or fiber optic cable to residents’ premises).  In addition, the municipality needs to have decided whether it or private companies will maintain the network and/or provide on-going cable and internet services.  

2.
The Project is Legal.  The municipality or municipalities are aware of existing and pending state and federal laws that could affect or even potentially prohibit their projects.  Currently there are bills pending in Congress that would bar states from opposing municipal networks if they are not discriminating against private competitors.  At the same time Congressional bills are pending which would bar states from allowing Municipal Broadband in communities that are already being served by private companies.  State laws can also have a material or prohibitive impact.  Municipal Broadband projects and financings in Florida are subject to the very restrictive provisions of Florida Statue Section 380.51.  

3.  
The Project is Feasible.  The municipality or municipalities have undertaken a feasibility study to ensure that what they want to do can be done within budget. 

III.
Capital Accounts.  The least expensive way of financing a Municipal Broadband project is to pay as you go.  Some municipalities have done this, funding their Municipal Broadband network on a piece meal basis through funded capital accounts.  For the vast majority of municipalities, this will not be a viable option for any significant project.  

IV.
Loans.  There are a variety of types of loan transactions that can provide funds for a Municipal Broadband project.

1.
Bank Loans.  The advantages to a traditional bank loan are that they allow borrowers to close quickly with minimal closing costs.  Currently, bank loans provide favorable interest rates.  There is some flexibility in loan structuring based on the negotiation of financial terms.  One key negotiation for the municipality and the bank will be what secures the loan – project revenue and materials only, or a guaranty of other municipal revenues.    
2.
Inter- and Intra- Municipality Loans.  Smaller scale projects that require less funding than larger scale projects have been funded through inter- and intra- municipality loans.  Through a $400,000 loan from the city’s municipal electric utility, the City of Manassas, Virginia has provided a citywide broadband-over-power-line (“BPL”) network.
  The BPL network provides slower service than services delivered via fiber optic cable but requires only that customers have a modem and power to have an Internet connection.
  After obtaining the initial project funding through a loan, the City of Manassas used another method of finance by franchising the operation of services of the system to a Virginia-based communications company which provides homeowners with a free modem and then charges homeowners’ $28.95 per month for service.
  In return for the franchise, Manassas gets a sliding scale of monthly revenue (reportedly around 10.5%) based on the number of residential customers.
  As of August 2006, about 600 Manassas residents were using the network.
  
The private telecommunication giants are quick to criticize that these loans are really subsidies often covered by municipally owned electric utilities’ surpluses.
  And, further, that it is irresponsible of governments to use taxpayers’ dollars to compete with private industry.
  

3.
Federal Government Loans.  The United States Department of Agriculture’s (“USDA”) Rural Development Telecommunications Program provides “many programs for financing rural America’s telecommunications infrastructure”.
  To qualify, a community must have a population of 20,000 or less.
  The USDA gives priority to communities without any existing broadband service.
  The loans are made at a low interest rate.
  The loans are made to companies rather than municipalities as a way for allowing the technology chosen to be market driven.
  Many of these programs provide communities with DSL (digital subscriber loop) technology over traditional phone lines; however, some of the more recent have provided loans for the construction of fiber optics to the premises.

4.
Loans from Private Investors / Enterprises.  A municipality could obtain a loan from a private investor or investors to finance a Municipal Broadband project; however, loans from private enterprise are more fittingly discussed under capital or financing leases or public / private partnerships (both discussed elsewhere herein).  
V.
Municipal Bonds.  Municipal bonds provide a municipality with access to the capital markets, which allow it to raise significantly larger amounts of money at typically lower interest rates than it normally could through a traditional bank loan.  Bonds require higher closing costs and take a longer time to close than traditional bank loans.  Municipal bonds can be secured with as little as the revenues from the project to all revenues of the issuer.  Municipal bonds can be taxable or tax-exempt.

1.
General Obligations Bonds.  General obligation, or G.O., bonds require the municipality to pledge all municipal revenues from all sources.  This provides the holder of the bonds with the greatest possible security.  G.O. bonds offer lower interest rates to the municipality than revenue bonds.  G.O. bonds require voter approval in a public referendum.

2.
Revenue Bonds.  Revenue bonds require the municipality to pledge only the revenues of the project being funded.  This limits the municipality’s risk in the event the project is a failure.     

3.
Taxable v. Tax-Exempt Bonds.  Most municipal bonds offered today are tax-exempt under Section 103 of the Internal Revenue Code.  This means that the holder of the bonds does not have to pay taxes on the interest earned on the bonds.  The municipality in return gets a lower interest rate.  One of the requirements for municipal bonds to be tax-exempt sets a limitation on how much “private use or activity” will be benefited by the bonds.   
4.
Example # 1 – Financing UTOPIA in Utah.  The best example of how multiple municipalities can come together to finance a large Municipal Broadband project is that provided by the Utah Telecommunications Open Infrastructure Agency
 (“UTOPIA”).  UTOPIA consists of 14 member municipalities and, in 2002, began construction across a large portion of Northern Utah to install over 1,500 miles of fiber optic cable.  When completed, this network of fiber optic cable and related items
 (collectively, the “Network”) will enable over 170,000 residences and businesses to purchase and use high-speed broadband services.   
a.
Reason for Entering the Broadband Market.  In 2000, the City of Provo, Utah dissatisfied with the speed and price of broadband services provided by the local cable company, decided to get into the high-speed telecommunications business.
  With the 2002 Winter Olympics only 2 years away and the rest of Utah Valley involved in significant infrastructure improvements, 18 cities including Salt Lake City began the process of forming UTOPIA for the purpose of building their own high-speed network.
  Salt Lake City and three other cities eventually dropped out of UTOPIA after a local cable provider, Quest, promised to provide their citizens with digital cable services.
  Undeterred and lacking such a deal, the remaining 14 members and, separately, the City of Provo remained committed to providing their citizens with a fiber optic cable network.  Ultimately, the 14 Utah municipalities involved in UTOPIA came together to build the Network because of their collective belief that private companies would not be willing to build and maintain this infrastructure, but that such companies would be more than willing to provide the latest and greatest of broadband services to end users through such a Network if it were already built.

b.  
The “Wholesale Model” Compromise.  The private cable companies did not like the municipalities entering into their domain.  After an extensive legal and lobbying battle,
 the private and public sectors eventually ended up with a compromise - state legislation that allowed municipalities to provide “wholesale” but not “retail” broadband services.
  Thus, the Network is and will be operated by UTOPIA solely as a wholesale carrier network.  UTOPIA has agreed to sell bandwidth to any willing retail service providers.  These retail service providers will be allowed to sell high-speed broadband voice, video and data transmissions to end users, such as residential and small business users.  The service providers will be responsible for marketing and selling the broadband services to end users and, of course, billing the end users.  They will compete against each other on price, features and service quality.
  As a condition to being able to use the network, the service providers are required to provide reliable performance pursuant to specific service level agreements and to actively market to as many customers as possible.  The service providers also remit a portion of their sales to UTOPIA for using the Network.  This “wholesale” business model, along with the sheer volume of fiber optic cable being installed, has been cited as what sets UTOPIA apart from other Municipal Broadband projects throughout the country.
  It is also a model that Wall Street analysts, who have been skeptical about municipalities providing internet service, prefer.

c. 
Structuring and Financing UTOPIA.  The public side of this public / private venture has been financed through the issuance of taxable municipal bonds.  UTOPIA has issued over $115,000,000 in two separate issuances of taxable bonds
 (collectively, the “Bonds”) to finance the installation of the Network.  UTOPIA has slightly more than 20 years to repay the Bonds.  In addition to funding project costs, the Bonds also provided funds for reimbursing UTOPIA and its Pledging Members (discussed below) for certain expenditures incurred prior to the issuance of the Bonds and to provide UTOPIA with working capital.  In addition, the Bonds provided funds for capitalized interest on the Bonds during the construction period and to pay for certain costs of issuance of the Bonds.  The Bonds are secured by the Net Revenues of the Network and the Debt Service Reserve Fund which itself is ultimately secured through the terms of the Pledging Agreements among the Pledging Members (as defined below).

As a separate legal entity and political subdivision of the State of Utah, UTOPIA sets forth the legal relationship of the 14 UTOPIA members, including their rights and obligations, in an interlocal cooperative agreement (the “UTOPIA Agreement”).  Under the UTOPIA Agreement and various other agreements securing the Bonds, 11 of the 14 municipalities are “Pledging Members” whereby such municipalities have pledged to replenish any shortfalls in the “Debt Service Reserve Fund”.  These Pledging Agreements use a capped portion of the Pledging Members’ sales and use tax revenues as security.  In return for their obligation to pledge, if necessary, Pledging Members will be entitled to “receive a percentage of any profits generated from the operation of the Network.  Although Non-Pledging Members will not receive any profits from the operation of the Network, UTOPIA may nonetheless, at its discretion, install the Network within their boundaries.”  UTOPOIA is governed by a board of directors representing each member.  Each municipality member is entitled to one vote for each of its 1,000 residents, rounded to the nearest 1,000; however, only Pledging Members have voting rights with respect to: “(i) the construction of the Network financed with proceeds of the Bonds relating to that Member’s Pledge Agreement, and (ii) the use of discretionary revenues generated from [that] portion of the Network constructed with proceeds of the Bonds secured by that Member’s Pledge Agreement.”

d. 
UTOPIA’s Taxable rather than Tax-exempt Bonds.  As noted above, the “public/private partnership” between UTOPIA and the private enterprise service providers has not been without its problems.  The “wholesale” model forced by state legislation causes all bonds issued by UTOPIA to be taxable rather than tax-exempt because their use of bond proceeds exceeds the allowable threshold for “private use” under IRS tax regulations.   

Notably, in UTOPIA and Provo’s taxable bond offerings, the municipalities ultimately decided that the costs associated with a taxable bond offering were less than the transactions costs involved in a bank loan.  The Bonds offered access to the capital markets allowing them to raise large amounts of project money.  In order for a bank to provide similar funding amounts it would likely be forced to syndicate, which significantly increases transaction costs.  

5.
Example # 2 of Issuing Bonds for City-Wide Wi-Fi.   Similar to the UTOPIA model, the City of Philadelphia is in the process of putting together a “wholesale” model for city-wide Wi-Fi.
  This means Philadelphia will not sell the service itself directly to the end consumer but will contract with Internet service providers to do so.  The City expects to issue and sell bonds to hire private companies to build and run the Wi-Fi network, repaying the bonds through a monthly per-customer charge.
    
VI.
Licensing to Private Companies.  Another approach is the purely private funding used in Grand Haven, Michigan.  This city, which in 2004 became the nation’s first “hot city”, granted a non-exclusive license to a private company to install Wi-Fi transmitters on the City’s existing electrical infrastructure.
  The company pays the City a five percent franchising fee and customers pay for the installation of receiving antennas at their homes, a monthly service fee and the wireless cards for their computers to connect to the Wi-Fi signals.
  See also the Manassas, Virginia discussion in Section IV.2. above.
VII.
Capital or Financing Leases.  Capital or financing leases are a way that a producer or seller of equipment or other assets can provide a purchaser with financing to purchase such equipment or assets.  The advantages are that a purchaser can obtain what they want quickly without having to find financing.  The disadvantages are that such financing only applies to the physical equipment or assets being acquired, which forces the purchaser to find other financing for the rest of the project, and such leases typically have higher interest rates and less flexibility in structure than other methods of financing.

VIII.
Grants.  Small rural municipalities interested in providing Internet access to their constituents should contact the United States Department of Agriculture Rural Development Telecommunications Program.  See “Federal Government Loans” above for a brief discussion of the USDA’s Rural Development Telecommunications Program.  

VIX. 
State Law Concerns – Florida’s Statute.  Florida Statute Section 350.81
 passed into law in 2005at the request of private telecommunication companies is intended to deter municipalities from entering into the broadband business.  It sets a procedural process for Florida municipalities interested in public financing of Municipal Broadband projects and imposes limitations on how and when such projects can be financed.  As a result of this new law, (1) prior to entering the communications business, municipalities must first consider allowing the private sector the opportunity to provide the services the municipality wants to provide; (2) municipalities may not charge below cost prices for communications services even if existing private company providers are doing so; (3) municipalities must separate all operations, funds and budgets for communications services from others services provided by the municipality; (4) revenues bonds issued without a public referendum must have maturities within 15 years; (5) must provide a profit by 4th year of operations or approve a plan to cease providing communication services, partner with a private entity  or continue providing such services if approved by a majority vote of the governing body of the governing authority.  

VX.  
How Broadband Finance Projects Differ from Traditional Municipal Finance Projects.  

1.
Less Market Penetration for Services.  Unlike traditional municipal services such as power or water that can rely on near 100% usage, broadband services such as the Internet usually penetrate only 45 percent of the market.
  

2.
Newer Technology.  Unlike traditional municipal infrastructure projects, broadband projects are installing a much newer technology.   There is much less of a track record on how often upgrades and repairs will be required.  Will the technological medium chosen by the municipality for delivery of broadband services will be outdated before the costs incurred can be repaid?

3.
Market Competition.  By getting into the broadband business, municipalities are entering into a market with competitors who do not want to compete against them.  These private telecommunication giants have several advantages over most municipalities, including, without limitation, their history and experience of providing such services and their ability due to their size to gain access to large amounts of capital at the lowest rates.

4.
Legal Uncertainty.  Private competitors have lobbied and litigated government at all levels resulting in a period of legal uncertainty at the federal, state and local levels.
VXI. 
Municipal Broadband Projects – Successes or Failures?

1.
When to Declare a Municipal Broadband Project a Success.   It takes a significant period of time to pass before an expensive, municipal infrastructure project, especially one in a new technology such as the installment, operation and maintenance of a municipal infrastructure project, can be declared a success.  As of the date of this article, some industry observers are declaring the UTOPIA project a success due to its wholesale model while many other Municipal Broadband projects around the country are being declared failures.  Notwithstanding these declared successes and failures, the UTOPIA project, along with all others Municipal Broadband projects throughout the country, are still in their infant stages.  

2.
The Failures - When Losses Mount and Municipalities Sell to Private Companies.  Several municipalities have invested heavily in constructing and operating a broadband network only to sell to private enterprises quickly thereafter at a substantial discount.  One of the most cited examples is the City of Marietta, Georgia which sold its fiber optic infrastructure to a private business for $11 million after investing $35 million in it.
  Another example is the Utilities Commission for the City of New Smyrna Beach, which decided to sell its high-speed Internet service to a private company after being faced with losses of $200,000 a month.
  

3.
Are these failures?  Although critics point to these failures as proof that municipalities should not be involved in providing broadband, there are two noteworthy responses to such critics.  First, private industries, especially telecoms, have a history of failures too.
  Second, what constitutes a failure?  Some municipalities might decide that they are better off having broadband services and that the money was well spent because had they not entered the business, private enterprise would not have entered their market.  This is the same motivation that led to the UTOPIA project.  In addition to the benefit of having high-speed broadband, municipalities in Utah’s Northern Valley use their region-wide fiber to the premises as a selling point to court companies tired of the high costs of living in Silicon Valley.
VXII.
Conclusion.  
A municipality must determine the goals, scope, feasibility and legality of a Municipal Broadband project prior to securing financing.  Once it determines to undertake a Municipal Broadband Project, the municipality has several options available to it, from traditional bank loans and bonding to negotiated ventures with private enterprises.  In any type of financing, the municipality will have to address how the funds borrowed will be secured, what expenses are involved, how quickly it will be required to repay moneys borrowed, and the state law restrictions that can further impact, restrict or prohibit certain financing structures.  
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