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Executive Summary 
 
This essay examines the economics of “net neutrality” and broadband Internet access. We 

argue that mandating net neutrality would be likely to reduce economic welfare. Instead, the 
government should focus on creating competition in the broadband market by liberalizing more 
spectrum and reducing entry barriers created by certain local regulations.  In cases where a 
broadband provider can exercise market power the government should use its antitrust 
enforcement authority to police anticompetitive behavior. 
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1. Introduction 

 

Politicians, businesses, techies, and consumer groups used to agree on one 

government policy: “Hands off the Internet!”   

Now some Internet service providers like Verizon, AT&T, and Comcast want to 

upend the rules of the game. They’ve signaled that they may want to try charging content 

providers like Google and creating special Internet “fast lanes” rather than just charging 

end users a flat fee for access as they do now.  

Critics fret that this could be the end of the Internet as we know it.  We think it 

may just be the beginning of a better Internet if the government weighs policy choices 

carefully.  

Some noted academics, consumer groups and Internet content providers like 

Google, Amazon, and Microsoft want the government to guarantee “net neutrality.” Net 

neutrality has no widely accepted precise definition, but usually means that broadband 

service providers charge consumers only once for Internet access, don’t favor one content 

provider over another, and don’t charge content providers for sending information over 

broadband lines to end users. 

Most net neutrality advocates agree with providers that it’s OK to price customer 

bandwidth capacity differently.  So, for example, a broadband provider could charge 

different prices for slow, medium, and high speed connections.  But that’s where the 

agreement ends. 

Advocates argue that it should be illegal for broadband service providers to 

charge end-users more for, say, streaming a full-featured movie than for downloading a 

recipe, or to charge content providers for sending data down the broadband provider’s 

high-speed lines.  

The companies that supply high-speed Internet connections to consumers, like 

Verizon, Comcast, and AT&T, see it differently.  They argue that other companies should 
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not necessarily be allowed to use their property for free, and that they should be allowed 

to use flexible pricing mechanisms. 

This rancorous debate has made its way into Congress.  Senator Ron Wyden (D-

Oregon) introduced the “Internet Non-Discrimination Act,” which would have enshrined 

one interpretation of net neutrality into law.  Congress rejected this bill, but Wyden and 

other law makers are intent on reviving some version of it.  

This article examines the arguments for and against net neutrality. We conclude 

that mandating some form of net neutrality would be inconsistent with sound economic 

management of the Internet. Such a mandate would be likely to erode incentives to 

provide broadband Internet access and could prevent new applications or services from 

ever being developed.  Instead of imposing net neutrality, we suggest removing artificial 

regulatory barriers that serve to impede the development of broadband services, and more 

generally, information technology services. 

We believe government should encourage investment in broadband infrastructure 

and stimulate competition in two ways: first, by further liberalizing spectrum and second, 

by removing some local barriers to entry.  Where there is not sufficient competition, the 

government should use existing antitrust authority to police Internet providers’ behavior. 

 

2. The Economics of Broadband 

 

While an oversimplification, it is useful to think of the Internet as consisting of 

four groups:  Content providers like Google, Amazon, and eBay; the Internet backbone, 

which consists of networks managed by a host of companies including Level3, AT&T, 

Sprint, MCI (Verizon), Qwest, and others; broadband service providers like AT&T, 

Verizon, and Comcast; and end-users, which includes consumers and business.   

The Internet backbone remains largely unregulated and prices are determined 

through arms length negotiation.  Providers that carry approximately equal traffic and 

cover comparable geographic areas often carry each other’s data for no charge.  Providers 

with imbalanced traffic—for example, a web-hosting firm that primarily sends data out 

but receives very little—typically pays for access (see, e.g., Economides 2005). 
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Broadband service pricing also is currently unregulated, and the policy debate 

about net neutrality is really about whether it should be.  While rarely phrased as a debate 

over price regulation, net neutrality advocates implicitly say that broadband providers 

must charge content providers a price of zero and charge end-users only in certain, 

proscribed ways.  In other words, although no credible net neutrality proponents have yet 

said that broadband providers must charge consumers a specific price, they do say that 

broadband providers must charge content providers nothing and charge consumers a flat-

rate for “all-you-can-eat.”  

To understand whether such price regulation is justified, we need to understand a 

little bit about the economics of providing broadband service. Broadband service 

providers build part of a platform in what is sometimes referred to as a “two-sided” 

market. To be successful they must have enough content to attract subscribers, and 

enough subscribers to attract content.   

Such markets are common (e.g., Rochet and Tirole 2003).  Examples of similar 

platforms include credit cards, which must attract merchants and cardholders; video 

games, which need games and equipment that can run the games; and dating services, 

which typically must find ways to attract men and women.  A credit card accepted by no 

merchants will entice no consumers to carry the card, a new Playstation will attract few 

players if it has no games to play, and a (straight) dating service will attract no men 

without women, and vice versa. 

The challenge in multi-sided markets for a platform operator—the broadband 

service provider in this case—is how to set prices that at least cover fixed costs.  The 

policy challenge in these markets is how to ensure that proper incentives exist to 

encourage investment and innovation.  Theory tells us that prices in two-sided markets 

will generally deviate from marginal costs, often with one side subsidizing the other 

(Rochet and Tirole 2003).  In addition, it may not be easy to find prices that will cover 

costs when demands are uncertain and linked (see, for example, Evans 2003). 

Another key feature of these markets, and of broadband markets in particular, is 

the presence of direct and indirect network effects, which both yield positive externalities 

as long as new users and applications do not create network congestion (see, for example, 

Hagiu 2006).  Direct network effects arise when the social value of each new user is 
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greater than the private value to that user.  Email is a good example.  Each existing user 

may benefit from additional users, as long as they do not generate congestion, because he 

can now potentially email more people.  Indirect network effects arise from 

interdependent demands between end-users and content providers. The greater the 

number of broadband end-users the more content innovation there will be, and vice-versa. 

Society cannot reap all the benefits from these network effects without sufficient 

investment in the broadband platform.  But if the broadband service provider is not 

allowed to charge one group of platform users, then it will typically have less of an 

incentive to build the network in a way that takes into account key network externalities.  

In other words, if the platform provider is not allowed to internalize some of these 

externalities it may under-invest, from society’s perspective, in the platform. 

The need to cover fixed costs, coupled with society’s interest in having platform 

operators internalize the benefits that accrue to both sides of the market, suggests that 

these providers should have maximum price flexibility to encourage innovation. 

While we agree that one could identify theoretical cases in which such flexibility 

may not be warranted, we think the costs of such restrictions are likely to outweigh the 

benefits in this case.  Stated another way, in principle one could imagine the government 

improving social welfare by subsidizing or taxing certain groups that use the platform.  

But if the government chose to intervene to encourage a particular activity, such as 

content development, it is by no means clear the best intervention is to set the price of a 

particular activity at zero, as net neutrality advocates recommend. Moreover, neither the 

government nor anyone else is likely to have the information necessary to determine an 

optimal intervention, especially in such a fast-paced, dynamic industry. The general point 

here is that just because an activity has positive externalities doesn’t mean it should be 

free. 

 

3. Mandating Network Neutrality Could Harm Consumers 

 

Until now, content providers have generally not been charged by Internet service 

providers.  Advocates argue that the current pricing arrangement is in part responsible for 

the tremendous growth of the Internet. They suggest that the current system, in which 
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everyone connected to the Internet has the same opportunity to reach everyone else, 

stimulates entrepreneurship and free expression. Larry Lessig, an intellectual leader of 

the movement, has claimed that the Internet’s ‘end-to-end’ architecture–in which the 

network is basically a simple pipe that connects intelligent applications—has created an 

ideal environment for innovation (Lessig 2006).  

Yet, as Bruce Owen and Gregory Rosston (2003) have argued, it is not possible to 

know whether the current setup has been more beneficial than others because we cannot 

know the counterfactual.  In other words, we don’t yet know what might have developed 

under different pricing schemes. More to the point, we do not have an easy way of 

comparing what would happen if providers of new high-speed technology were forbidden 

from charging content providers with what would happen if they were given pricing 

flexibility. 

Mandatory net neutrality is a form of price regulation.  In this case, the regulation 

would state, in part, that content providers be charged a price of zero.  In the short run, 

such a regulation could help certain groups.  The Googles and Amazons of the world 

would be happy with their continued free access, and maybe consumers would be better 

off for a time because they appear to have equal access to all Internet content.  

Furthermore, as Lessig and others point out, some innovators, like the Indian immigrant 

who pioneered web-based email, may be able to get their products to market more 

cheaply.  While that benefit is real, so, too, are the costs imposed by price regulation.  

And price regulations become increasingly costly by distorting investment and 

innovation.1 

For example, net neutrality advocates abhor the idea of Internet “fast lanes” for 

which companies could pay to ensure uninterrupted, highly-secure data transmission.  

Yet, it is easy to imagine a demand for such applications. Indeed, we know a demand for 

this general type of service exists. This is one reason people and businesses are willing to 

pay more for faster Internet links now.  We find it ironic that the net neutralists are 

willing to say it is ok to price discriminate on the basis of general speed and convenience 

of the Internet link; but it is not ok to discriminate by guaranteeing a link will be 

                                                 
1 See Hagiu (2006) for a theoretical treatment of how pricing can affect social welfare in two-sided 
markets.  
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available at a certain speed at a certain time. This is simply a version of peak-load pricing 

that is used to help solve a host of resource allocation problems ranging from dining at 

restaurants (early-bird specials) to commuting (higher rush-hour subway prices) to 

generating electricity (lower prices in the middle of the night).  Such pricing can help 

reduce congestion problems more efficiently. 

Moreover, one can imagine some high-valued high-tech uses that could be 

stymied with one-size-fits-all pricing. Consider so-called telemedicine.  This example is 

constantly trotted out as a potential benefit of broadband, but seems to be forever just 

around the corner.  Perhaps this isn’t surprising.  After all, who wants to risk remote 

surgery or emergency medical advice if the video stream is sluggish and jerky because of 

congestion caused by an online game of Doom?  Maybe some people would be happy to 

pay for a guaranteed high-quality connection in such a situation.  If net neutrality 

enthusiasts have their way, though, such an application would be illegal. 

Putting hypothetical future scenarios aside, current developments already show 

the potential harm from such a mandate.  In a world of rapidly changing technology, the 

boundaries of “net-neutrality” blur rather quickly. Google, one of the louder advocates, 

may itself be poised to violate the principle it is endorsing with its planned “free” WiFi in 

San Francisco.  In particular, Google might deliver paid ads to people who use this 

service.  If true, Google would thus control how some content goes from the Internet to 

your computer—just what net neutralists fear. 

Similarly, another advocate of net neutrality, Yahoo!, may also be ready to violate 

its principles.  Yahoo! recently announced plans to integrate its services with the popular 

Blackberry.  According to news reports, Blackberry’s maker, Research in Motion, will 

pay Yahoo! to link into its services.  Replace the name “Research in Motion” with 

“Verizon” and, again, this is precisely the type of arrangement net neutrality enthusiasts 

fear. 

Some content providers are themselves discovering the benefits of pricing 

mechanisms they would deny broadband providers.  Amazon, for example, recently 

unveiled its S3 storage system.  Software developers can store data on Amazon’s servers 

for only $0.15 per gigabyte stored per month and an additional $0.20 for every gigabyte 

transferred.  Developers are thrilled—cheap, unlimited, online storage that charges them 
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only for what they use.  If a broadband provider tried to sell a similar plan many net 

neutrality supporter would be up in arms, yet Amazon got nothing but praise. 

There is nothing wrong with any of these plans.  Broadband infrastructure is 

costly and someone has to pay for it.  Many consumers may well be willing to see 

Google-powered ads in return for free access.  Research in Motion clearly believes that 

its customers will be happy to have integrated access to Yahoo!. If net neutrality 

mandates made these plans illegal, consumers would be worse off. 

The point is that there is not one “right” way to charge different customers in 

these markets.  While ‘net-neutrality’ sounds good, it isn’t that simple, and mandating it 

could have serious unintended consequences—like making Google’s much-hyped plan 

for free WiFi illegal.  That is precisely why broadband providers should be given the 

freedom to set prices, unless there is a clear showing of consumer harm.  

 

4. The Right Way Forward: Competition and Antitrust Enforcement 

 

Proponents of net neutrality worry that broadband service providers such as 

AT&T and Comcast can exercise monopoly power in the market for broadband 

connections and will be able to exercise anticompetitive control over pricing and access.  

Without some form of mandated net neutrality, advocates argue, such actions could harm 

consumers as providers use their market power to extract rents from consumers. 

The general fear is justified.  As in any industry, a monopolist has an incentive to 

increase prices, reduce quantity or quality, and block competitive entry. However, even in 

the case of a monopolist, it does not follow that regulating prices will improve upon the 

situation. Indeed, in industries where technology is changing quickly, we think that such 

regulation will frequently do more harm than good. Furthermore, the first firm into a new 

market may enjoy a temporary monopoly of sorts, especially if it is pioneering a new 

technology, but this is hardly a reason to regulate.  

A review of the evolution of the broadband market provides an instructive picture 

of how competition evolves in high-tech industries. In early stages of broadband 

deployment, many places had no or only limited access to broadband providers.  This 
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reflected a number of factors, including regulation, demand, cost, and availability of 

applications.  

Today, consumers have increasingly more choice. By June 2005, according to the 

FCC’s latest statistics, nearly 90 percent of all zip codes in the U.S. had two or more 

broadband providers, and 75 percent had three or more.  The FCC’s zip code data have 

some problems.  In particular, just because a zip code has multiple providers does not 

necessarily mean that those providers directly compete for customers.  So whether 

“enough” firms compete with each other yet is debatable.  Nonetheless, the trend is 

positive.  Even just two years earlier about 70 percent of all zip codes had at least two 

providers and 58 percent had at least three.  In other words, more people are getting 

served by more providers.  

Even if some service providers could exercise some market power, the multi-

sided nature of the market means that they still have powerful incentives to offer a wide 

array of content.  Suppose AT&T tries to charge Google for the right to stream video 

over its high speed fiber and Google refuses to pay. AT&T might allow unfettered access 

to Google anyway because customers want it. The point is that even firms with market 

power in one part of the market will not necessarily be able to control content.  

What does the state of competition imply for policy and net neutrality?  First, we 

should drop the phrase “net neutrality” as it is not well-defined and implies a simple 

correct response that would be neither simple nor, we believe, correct.  Next, let’s 

analyze the issue carefully. 

Suppose you believe that Internet service providers do not face enough 

competition to prevent them from behaving anticompetitively.  Should we then 

necessarily mandate how they provide and charge for Internet service? 

No.  Rather than trying to artificially create what some believe today to be the 

best Internet architecture, policy should address the root cause of the problem. 

Specifically, policymakers should consider whether some factors are preventing 

more competition in high-speed Internet access and more choice for consumers. 

Two artificial barriers reduce competition and choice today.  

First, restrictions on the use of spectrum—those valuable airwaves that carry 

wireless signals—may be restricting the growth of wireless broadband providers.  
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Because of outdated regulations, much spectrum simply cannot be put to its highest-

valued use.  Congress and the FCC could give the economy a boost estimated to be in the 

hundreds of billions of dollars by making more spectrum available and allowing licenses 

to use it to be traded (Hazlett and Munoz 2004). One of these uses could very well be 

more wireless broadband options that would add more choices for consumers. 

Second, local governments block competition by arbitrarily determining who is 

allowed to enter the market and what types of services can be provided over broadband 

lines.  New firms wishing to provide broadband services often must obtain local 

approval, access to rights of way, pay fees, and meet regulatory obligations regarding 

service provision.  Firms already providing service must seek local regulatory approval 

regarding what information can flow across their broadband lines.  Telephone companies 

hoping to provide video services, for example, must negotiate approval separately with 

each city.  Congress could eliminate most of these wasteful and anti-consumer rules. 

Both of these suggestions would improve competition, but government still has an 

important role to play through antitrust enforcement if the market is not workably 

competitive. 

Say that a monopoly broadband provider favors itself in providing Internet phone 

service by charging a competitor like the leading Internet phone provider, Vonage, a 

fortune.  Antitrust laws allow the government to police such behavior, as it has in the 

past, by not permitting such self-dealing.  

The basic message is that government should proceed with care and allow firms 

to experiment with different forms of pricing. The last thing we want is to snuff out the 

next Google, eBay or new wireless access provider because it uses a pricing model that 

deviates from textbook economics or from the status quo, but actually makes sense for 

economic survival on the Internet. 

The Internet and the broadband industry are highly dynamic, making it difficult to 

know what actually is best for consumers now and in the future.  “Hands off the Internet” 

was good policy when the Internet was brand new, and it’s good policy now. 
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