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FOREWORD

The report, Telecommunications in Hawaii: Policy, Economics, and the Changing Industry,
was prepared pursuant to Act 331, Session Laws of Hawaii 1988. This act authorized the
Legislative Auditor to have a feasibility study conducted relative to the deregulation of certain
telecommunications activities as a means of promoting the growth of the telecommunications
industry in the State. It specified a study of three types of telecommunication services (private
coin operated telephones, telephone shared tenant services, and interisland telephone service)
as well as a study of the issue known as “bypass” in the telecommunications industry.

Our consultants for the study were Economics and Technology, Inc. of Boston,
Massachusetts, and Paul, Johnson, Alston & Hunt, Attorneys at Law, of Honolulu, Hawaii. The
study specifications prepared by our office instructed the consultants to: (1) provide a general
examination of the concept of “bypass”; (2) examine various questions regarding the regulation
or deregulation of four particular types of telecommunication services, including alternative
operator telecommunication services; and (3) assess these specific types of telecommunication
services relative to actual conditions prevailing in Hawaii in terms of what is already being done
with these services, what is being proposed, and what is potentially possible.

We join Economics and Technology, Inc. and the law firm of Paul, Johnson, Alston & Hunt
in expressing our appreciation to the many individuals, in the private sector as well as in

government, who assisted and cooperated in carrying out this study.

Newton Sue
Acting Legislative Auditor
State of Hawaii

January 1989
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Executive Summary

The availability of a telephone and the ability to place a call to across the street or around the
world are aspects of our modern life that we have come to take for granted. However, telephone
service is not what it used to be. Advances in technology are changing the way in which telephone
calls are made and the types of services that can be offered over the nation’s telecommunications
infrastructure. Recognizing that the ongoing changes in the telecommunications industry may have
a profound impact on the State of Hawaii, the Hawaii State Legislature has authorized this report,
under Act 331 of the 1988 Session Laws of Hawaii, to study issues of regulation and deregulation
in the telecommunications industry. Generally, the areas the Legislature asked to have studied
include the introduction of competition with Hawaiian Telephone Company (Hawaiian Telephone)
in furnishing local and long distance services in the State, the impact of allowing privately owned
pay telephones to replace some of the familiar coin telephones around the State and the benefits
and drawbacks of allowing several businesses to share a single telephone system.

Hawaii’s present treatment of telecommunications activities and its public policy as seen
through its regulatory approach are not unlike that of most of other states. Traditionally, a single
telephone company was responsible for furnishing local telephone service and for connecting local
customers to a single long distance network. The Public Utility Commission had both the authority
and the responsibility to regulate all telecommunications activities, ensuring that both quality and
price were reasonable. Rates were set so that local service for residential customers was cheap,
with long distance and/or business customers asked to pay more to provide the subsidy that was
necessary to maintain that rate structure. That is still the case in Hawaii today.

Solong as there was a monopoly and there were few choices for advanced services, this structure
worked well. However, new technology and the entrepreneurial spirit of the nation’s businesses
have made the industry more complex by introducing more competition and more choices for
telecommunications customers. Fundamentally, each of the issues included in the study raises
policy choices for the State between economic development concerns and the basic public tele-
communications regulatory policy which has worked to ensure universal telephone service for
residential customers. On the one hand, changes to the present regulatory structure may allow more
flexibility in the choices of telecommunications services, a change that should ultimately lead to
more choices in telecommunications for Hawaii’s consumers. On the other hand, the introduction
of more competition for Hawaiian Telephone, a natural consequence of increased choices, will force
Hawaiian Telephone to re-examine its ability to maintain the subsidy for local service presently
built into its rates.

This policy dilemma, along with the role that the Hawaii Public Utilities Commission has in
establishing and implementing regulatory policy for a dynamic industry, frames the examination
of each specific area. The report examines each of five specific topics identified by the Legislature:

Bypass: "Bypass" occurs when a customer decides to use an alternative to the local telephone
company’s basic services to complete local calls or to connect to a long distance company. The
alternative may be provided by a competing supplier, or (as in many cases) it may be a dedicated
line leased from the local telephone company itself. Bypass has not proven to be a significant
problem and most telephone companies have experienced strong growth in demand for network



services over the past several years. Under existing Hawaii law, the Public Utilities Commission
must regulate any company that intends to offer bypass services to the public. The legislature might
consider granting the Commission greater discretion in its regulation of bypass service providers.
The legislature might also direct the Commission to keep it informed on future bypass developments
to ensure that bypass will continue to have a minimal effect on Hawaiian Telephone and the state’s
ratepayers.

Shared Tenant Services: One of the new opportunities being promoted by some in the tele-
communications industry is the sharing of a single telephone system by several unrelated businesses
that are located in the same building or complex of buildings. The introduction of shared telephone
systems should provide small and medium sized businesses in Hawaii with access to advanced
telecommunications services, only available in relatively new telephone systems, and should offer
opportunities to save on the cost of telephone service. Increased efficiency and cost savings will
help minimize any impact that shared systems will have on Hawaiian Telephone’s revenues from
these business customers. Given the appropriate authority and ability to exercise discretion in
imposing regulatory requirements, the Hawaii Public Utilities Commission should be able to ensure
that customers have unrestricted access to Hawaiian Telephone services, if they so desire, and should
prevent shared telephone system operators from abandoning customers without notice. Further
regulation of these systems is probably unnecessary and might inhibit the development and
increasing choices that these systems would foster.

Customer Owned Coin Operated Telephone Systems: Competition in the provision of private
pay telephone service is increasing throughout the country. Hawaii is one of only a handful of states
that still prohibit installation of these pay telephones. Competition elsewhere has led to innovations
in technology of coin and "coinless" telephones and enhancements in the services and capabilities
of pay telephones. Competition would likely bring the benefits of these changes to customers in
Hawaii. Given the proper regulatory authority, the Hawaii Public Utilities Commission can ensure
that Hawaiian Telephone is not disadvantaged by the entry of additional pay telephone providers.

Alternative Operator Services: The Alternative Operator Services industry is quite new and
has stirred considerable controversy elsewhere in the nation. The service, which is generally offered
to hotels, private pay telephone operators, and operators of shared telephone systems, is a
replacement for the long distance operator service, traditionally offered by the local telephone
company, is used by customers making credit card, collect and third party calls. Competing operator
companies have been criticized for charging exorbitant rates, for not properly identifying themselves
and for not allowing adequate access to local and long distance telephone companies. Hawaii can
only directly control in-state activities of such companies but can influence their interstate and
international operation through regulation of, among other things, the billing and collection services
that Hawaiian Telephone could provide to these companies.

Interisland Services: Hawaiian Telephone’s rates for telephone service between islands are
maintained high for the purpose of generating a subsidy to support other Hawaiian Telephone
services, most notably, local residential service. In spite of these above-cost rates, there appears to
be little opportunity for significant competition in the interisland telecommunications market due



both to technological and geographic limitations and to relatively modest demand for these services.
However, reductions in Hawaiian Telephone’s prices could stimulate demand for service between
islands and help improve the economic development potential of the neighbor islands.

To the extent that the Hawaii, through its public policy, can encourage the growth and
development of the basic telecommunications infrastructure and of state-of-the-art telecommuni-
cations facilities, all of its residents will enjoy improved opportunities. Hawaii’s attractiveness as
a business location will be enhanced, and its residents will become part of the "information rich"
of the nation. Conversely, if state policy limits available services or acts as a disincentive to
innovators hoping to expand telecommunications opportunities, Hawaii will be correspondingly
less attractive to new business development, existing businesses will find it more difficult to grow,
and residents generally will have less access to advanced telephone services. Nevertheless, setting
policy to encourage the growth of the telecommunications industry must be done with care to ensure
that both economic development goals and public policy goals of ensuring universal telephone
service are met. Moreover, all branches of government must play arole in setting and implementing
these twin policies. To meet the challenge, the State must be equipped with a clear vision of its
policy goals and with a regulatory system that is both strong and flexible.



Chapter 1
Introduction
Origin

This Report was authorized by the Hawaii State Legislature through Act 331 of the Session
Laws of 1988, approved by the Governor on June 13, 1988. The Act called for the Legislative
Auditor to oversee a "feasibility study regarding the deregulation of private coin-operated tele-
phones, telephone-shared tenant services, and interisland telephone service and for a study on the
issue known in the telecommunications industry as bypass’". The accompanying Committee Report
No. 2668 noted that "[i]nlight of the State of Hawaii’s desire to become involved in the telemarketing
and high technology industries, it is imperative to gauge the effect deregulation of these services
will have on the provision of communication services generally in terms of service level and rate
structure."

Objectives

Hawaii, located at the center of the rapidly growing Pacific Rim, has an excellent opportunity
to use the existing and planned international telecommunications infrastructure to become a hub of
economic development within the Pacific. One might question whether examination of regulation
of telecommunications in the State, whose jurisdiction is confined to activities that occur solely
within the State, relates to economic development of activities in the Pacific basin. There is indeed
arelationship. Were Hawaii to function as an international telecommunications hub, there would
certainly be substantial need for facilities to the mainland U.S. and international facilities to Pacific
Rim countries. Jurisdiction over these facilities is held by the Federal Communications Commission
(FCC) and not the Hawaii Public Utilities Commission (PUC). However, State regulatory policies
can make it more or less difficult and costly to develop the local infrastructure necessary to interface
with international and mainland U.S. facilities. Hence, the climate for development and use of
facilities within the State may ultimately either facilitate or detract from Hawaii’s international role
as a Pacific Rim telecommunications hub. Ifit is difficult or impossible to carry on communications
activities within the State, international entrepreneurial activities could be severely hindered.

On the other hand, there may be existing societal objectives that would be affected by any new
policies designed to promote economic development through an enhanced telecommunications
infrastructure. In particular, the United States and the State of Hawaii both have a long history of
promoting pricing policies for telephone services that keep rates for residential customers relatively
low. This objective is achieved by maintaining relatively higher rates for other services, most
notably long distance and business services. The introduction of competition into certain areas of
Hawaii’s telephone service could reduce the power of Hawaiian Telephone Company (referred to
in this report as Hawaiian Telephone) - Hawaii’s only provider of land-based local telephone service
- to maintain a rate structure that relies in part upon business and long distance customers to subsidize
basic local residential telephone service.



The objective of this study, therefore, has been to examine economic development opportunities
in Hawaii that might be fostered by changes in the telecommunications industry and its regulation,
while measuring any potential consequences that such changes might have upon traditionally
protected services and ratepayers. The study’s authors interviewed dozens of key participants in
the telecommunications industry in Hawaii; reviewed Public Utilities Commission proceedings,
legislation, and court decisions, along with information provided by Hawaiian Telephone Company
and numerous private sector sources; analyzed rate, cost, demand, and revenue data regarding
existing telephone service markets in Hawaii; and surveyed policy initiatives and market conditions
throughout the remainder of the United States to assess Hawaii’s telecommunications industry.
Rather than arrive at definitive recommendations for regulatory or legislative action, the authors’
goals were to provide an array of policy options in each of the subject areas identified by the
legislature, and analysis of the likely impacts of adopting each option.

Scope and Organization

This report first addresses the relationship between telecommunications and economic
development and the legal and regulatory framework applicable to the telecommunications industry
in Hawaii. Using this as a backdrop, the report then looks at the five specific subject areas identified
by the Legislature and the Legislative Auditor, and examines the tradeoffs between public and
private interests, as well as mutual opportunities for growth, that are inherent in each area. Following
is a summary of the approach to each subject area.

1. Bypass. "Bypass" is a term used to describe the use of telecommunications facilities other
than those of the local telephone company, or, in some cases, use of one set of telephone company
services in place of other, more traditional services. The concept generally embraces the essential
confrontation between competitive forces and the existing monopolists. In this context are raised
questions concerning whether the loss of business by a monopoly telephone company leads to lower
revenues, and thus lower subsidies and higher rates for the monopoly’s remaining captive customers.
We examine this issue in its general national framework, and how it applies to Hawaiian Telephone
and its ratepayers.

2. Shared Tenant Services. An important area of debate involves the emergence of tele-
communications operations that offer services on a shared basis to tenants of business or residential
complexes (in Hawaii designated as Common Premises Communications Systems, but more
commonly known as Shared Tenant Services or STS). Through shared systems, small and medium
sized businesses, and even residential consumers, are able to obtain access to new and specialized
telecommunications capabilities that have previously been available only to larger, more wealthy
corporations with highly concentrated communications needs. By introducing shared tenant sys-
tems, however, developers and entrepreneurs may risk exacerbating the perceived rift between those
who have been called "information rich" and "information poor." This could occur especially if
development of shared telephone systems took place at the expense of Hawaiian Telephone’s
existing revenue and customer base. On the other hand, our analysis discusses the fact that the
incentives and growth fostered by access to low cost telecommunications may be more likely to
enhance the opportunities for bringing advanced communications to more people sooner.



3. Customer Owned Coin Operated Telephone Systems. Competition in the provision of
public coin telephones (Customer Owned Coin Operated Telephone Systems, or COCOTS) involves
similar tradeoffs. This industry has been increasing rapidly in many parts of the United States.
Public pay telephone service is only partially an "essential" service, and in some ways more of a
"luxury." Our analysis examines where there may be room for improvement and the introduction
of more options for pay telephone service through competition, and whether changes in the character
of this industry might lead to unnecessary cost burdens or other problems.

4. Alternative Operator Services. Alternative Operator Services, provided to telephone cus-
tomers in hotels and other public establishments as well as to consumers at home, are largely invisible
to the caller, and thus carry an exceptional risk of exploitation and abuse. There has been
considerable publicity concerning this issue recently, much of it adverse. The report looks into
whether public oversight of competition in these areas can protect the public interest from the
possible excesses of newly developing markets.

5. Interisland Services. The interests at stake in the market for interisland services include
the public at large, but in particular that segment of the public that lives on the outer islands. Those
neighbor island customers may see interisland telecommunications as a connection to the economic
base of the State, and thus their best opportunity to enjoy the benefits of technological and economic
development. We examine the existing rate and subsidy structure, and investigate whether greater
incentives to communicate between the islands can lead to increases in service volumes, revenues,
and economic activity that yields net benefits to the State as a whole, and to the neighbor islands
in particular.



Chapter 2
Background

Telecommunications and a Changing Society

The authors of this study have sought throughout to examine the conflicts and confluence
between traditional economic development and public policy objectives, on the one hand, and the
unique demands and opportunities associated with the emergence of telecommunications as a
fundamental resource in a changing society. Telecommunications is not a "natural” resource whose
exploitation is governed by the laws of nature and the limitations of a finite planet, but rather a part
of the man-made infrastructure, a conduit through which information, the most basic and unlimited
natural resource, is transmitted. As information and knowledge are a public good, endemic to all
individuals, we have come to see the means of obtaining, storing, and sending information as a
basic component of human needs: food, shelter, clothing, energy, and a telephone.

Government policy in Hawaii concerning telecommunications, as elsewhere, has incorporated
this principle, producing aregulated monopoly utility (Hawaiian Telephone Company) that provides
simple, basic telephone service to all citizens at affordable prices. The march of technology,
however, has long since moved past the era when a crackling voice on a hand-held receiver was
the sole product of the web of wires and switches that make up a telephone system. Telephone
regulation policies aimed at merely retaining the status quo, without recognizing the vast changes
that have occurred in the industry, would be anachronistic at best. Indeed, re-evaluation of the
regulatory frameworks applied to telecommunications has been increasing steadily throughout the
country, as technological and market forces have continued to alter the shape of the industry, and
of society itself.

This re-evaluation, however, including that embodied by this report, need notresult in a simple
dichotomy between "regulation” and "deregulation.” For the most part, the basis for instituting
regulatory oversights in the telephone industry remains, but there are potential variations in the
degree and scope of regulation which could help improve the efficiency of the market and could
allow new participants in certain service areas to introduce innovation and growth that might
otherwise be hindered. Most states have not chosen to simply deregulate some or all telecommu-
nications services and service providers. Many have, however, concluded that their regulatory
bodies can and must exercise increased discretion formulating and applying regulatory
requirements. Evolution of the public policy context along these lines has been the dominant theme
in telecommunications regulation in the U.S. in recent years.

Technological and Regulatory Developments

The telecommunications industry is among the most complex - organizationally and techno-
logically - of all major U.S. industries, and the dynamics of its component markets can be affected
in countless ways by government action. The most dramatic changes in telecommunications policy
in the United States have had to do with the break-up of the AT&T monopoly. Since 1984, the
divested Bell Operating Companies have been subject to explicit requirements as a result of the



federal government’s antitrust settlement with AT&T. Although GTE, the owner of Hawaiian
Telephone, also settled an antitrust suit in order to purchase a long distance company (US Sprint),
the specific restrictions on the GTE Operating Companies, including Hawaiian Telephone, were
less extensive than those for the Bell telephone companies. Still, many of the trends apparent
elsewhere will also be found in the industry in Hawaii, and the directions in regulatory policy also
might be applicable in the State.

One of the most visible effects of evolving telecommunications policy has been the opening
up of the markets for long distance services and telephone equipment to new competition. In 1984,
the Modification of Final Judgement (MFJ) split the former Bell System into AT&T, primarily a
long distance and equipment provider, and the Bell Operating Companies, the local telephone
companies. This decisionrestricted the local telephone companies to the provision of local telephone
service and alimited amount of long distance service within areas called Local Access and Transport
Areas (LATAs). By contrast, AT&T was allowed to provide the long distance service (service
between LATAGS) that the local telephone companies were strictly prohibited from offering. While
the local telephone companies retained their monopolies on local service, the provision of long
distance service was specifically opened up to competitors. This reorganization under the Modi-
Jfication of Final Judgment has successfully encouraged the development of a competitive long
distance market and recognized the franchised telephone companies’ continued monopoly at the
local level.

The policy to open up the markets for telephone equipment, telephone sets and the like, evolved
prior to the break up of the Bell System. Here, the Federal Communications Commission determined
that, as a matter of federal policy, consumers would be better off if many companies were allowed
to sell telephone sets and other equipment, as long as the equipment met certain technical standards.
Asin the long distance market, the changes imposed on the equipment markets have led to the rapid
growth of competitive supply in this area.

The convergence of several lines of technological progress and intensive network modern-
ization programs being undertaken by the major telephone companies, has led to the appearance of
innovative technical capabilities in a whole new array of sophisticated service offerings. At the
same time, new telecommunications technologies are in most areas pushing the costs of service
downward. For example, telephone company modernization programs will place both local and
long distance telephone companies in a position to enjoy significantly reduced operating expenses
for the next several years as newer, more efficient telephone switching equipment is put in place,
Telephone industry data indicates that local switching costs may decline by over 7% per year.'
Similarly, unit costs for transmission facilities are declining at an even faster rate than switching
because of the rapid deployment of fiber optic cable facilities. (Fiber optic cable is cable made
from glass fibers, and it can carry vastly more telephone traffic than standard copper wires.) The
cost of installing and using fiber optic cable has been undergoing a dramatic decline of roughly
15% per year, while technical improvements have expanded the capacity of operational fiber optic
cable systems by a factor of thirty-six since 1980.> Together, it is projected that these factors will
permit telephone companies that have deployed fiber to accommodate future growth in telephone
calling at almost no incremental cost.>



Innovation has also created alternative technologies for telecommunications services. An
increasing number of new technologies have been developed that can be used as alternative means
to fulfill certain communications needs outside of the realm of the traditional telephone company’s
services. Some of the market areas covered by this study, such as private coin telephones, shared
tenant services, and some instances of "bypass," fit this category.

While these innovations represent a significant industry development, the existence of alter-
native distribution technologies is not a demonstration that traditional local telephone services are
facing widespread new forms of effective, sustainable competition. In fact, despite these
technological developments, the fundamental monopoly of the local telephone companies has
changed very little, and is unlikely to erode in the near future since it is rooted in the natural
economies of scale and scope enjoyed by the large telephone companies. These advantages are
inherent to the local companies’ possession of akey resource, a widely distributed and interconnected
telecommunications network. The public local telephone network is the only way of providing
distributed communications without requiring massive investments in duplicate facilities; moreover,
this resource can be deployed with unmatched flexibility to furnish more specialized communi-
cations, since in most cases the needed transmission path could follow the telephone company’s
existing routes and rights-of-way.

Regulatory Roles in Response to Competition

The leading source of the growing interest in regulatory reform is the perception that com-
petition has entered the telephone market as a natural and inevitable outcome of technological
progress and the removal of legal barriers to entry. Inlight of the various degrees to which telephone
service markets can in fact accomodate competition, policymakers have had to develop specific
criteria for assessing the extent of competition in a market and the degree to which any competition
that exists can complement regulation as a means to maintain acceptable market conduct. Without
established criteria for what constitutes a valid "competitor" or "market," the definition of either
term can become overgeneralized. Consequently, regulators and legislators in at least seventeen
states have been using objective standards to assess competition. Table 2.1 provides a summary
of the criteria employed in these states for evaluating competition in telephone markets. Among
the most important criteria are:

e The number, size, and geographic distribution of alternative providers of service.

»  The ability of alternative providers to make functionally equivalent or substitute services
readily available at competitive rates, terms, and conditions.

»  The financial condition of the firms providing the functionally equivalent service in the
relevant market.

»  The existence of any significant barriers to the entry or exit of a supplier of the service in
the relevant market.

e The dominant telephone company’s market share, the ability of the market to hold prices
close to cost, and other economic measures of market power.



e Additional factors that may affect competition.

*  Additional factors that affect the public interest.

Table 2.1

Factors Used by State Regulators
to Evaluate Competition

State AZ CO FL GA IA IL MI MN MT ND NM OR UT VT VA WA WI
Year Established 88 87 85 88 84 8 87 87 85 8 85 8 85 87 84 86 86

Universal Service/Other Primary * * *
Public Interest

Other Factors Relevant to Public * % * LI *
Interest

Number, Size, Geog. Distr. of Alt. * * * * * ok ok ok ok k ko * % %
Providers

Alt. Providers offer Functionally * * * * & % &% & % % % & & *  * *
Equivalent Svcs.

Barriers to Market Entry/Exit LA * * % % % * *

Market Share/Other Market Factors * * * % * * % * *

Effects on Other Carriers’ Rates o * L

Source: Telegis database of state regulatory actions, Project Telegis, Michigan State University [1988]

Taken together, these criteria provide a workable framework for an objective assessment of
market competitiveness. Given these guidelines, a particular regulated service and market may
well prove sufficiently competitive to permit some form of "flexible" regulation to be employed.
On the other hand, it is likely that very few services furnished from a dominant telephone company’s
network will be determined to be competitive enough to render regulatory oversight unnecessary.

Problems can arise when telephone companies are allowed to depart from the traditional
cost of service standard, and their severity is closely related to the ability of competition to disci-
pline dominant service providers. When a dominant telephone company is not restrained by
market forces or regulatory oversight, it will have the ability and incentive to raise prices and
realize monopoly profits. Moreover, such companies will have no incentive to share any cost
savings resulting from improved economic conditions or technical innovations with consumers.



. When prices are not held to costs or some other stable standard, telephone companies will have
the opportunity and incentive to engage in strategic pricing, setting rates so as to discriminate
between different classes of customers or altering the pricing relationships between services to
maximize the use of particular offerings. These practices can further a number of strategic goals.
Customers can be compelled to shift to those services with higher profit margins, such as metered-use
rather than flat-rated services. The services targeted for such migration might also afford marketin g
intelligence such as increased knowledge of a customer’s operations.

Another important issue for policymakers is to ensure that telephone subscribers receive a fair
portion of the benefits of future productivity improvements achieved by the telephone companies.
Under the traditional cost-of-service standard for determining rates, regulators would be able to
ensure that ratepayers benefit from advances in productivity, by ordering new rates based on the
telephone companies’ lowered operating costs. In a truly competitive market, customers would
likely see the majority of these cost savings: When only one company implements a technology
with lower costs, it reaps the benefits in higher profits until its competitors follow suit, after which
the market price falls to a new equilibrium level that reflects the technological advance. However,
in a market without sufficient competitive or regulatory price constraints, the dominant telephone
company is free to simply retain the cost savings as additional monopoly profits.

Principles of Regulation in the New Environment

The introduction of new service offerings has been rapid and will continue to accelerate. When
considering these offerings, a distinction must be made between "new" offerings that are principally
arepackaging of existing offerings (through the repricing or bundling of older services, forexample),
and those that offer truly innovative features and functions and specialized terms and conditions.
Superficially "new" services are often created for marketing purposes or in order to alter established
tariff obligations and pricing restrictions. If new services are summarily exempted from regulatory
oversight, over time it is possible that the majority of a dominant telephone company’s captive
customer base would lose its regulatory protection, particularly if the telephone company’s dis-
continuance of existing services is not also carefully regulated. Regulators can address this concern
by developing standards for new service filings, including a requirement that any new offering must
provide a substantially new feature, function, or benefit to customers.

In order to decide the degree of regulatory oversight truly innovative services will require, the
central question is to determine their place in the emerging information infrastructure. Services
that are expected to play an integral role in the national network as it evolves to better accomodate
the transmission of data, in addition to voice traffic, will clearly require regulatory safeguards.
These new services include those that will result from the implementation of the Integrated Services
Digital Network and Open Network Architecture - two new technological and regulatory devel-
opments that are intended to allow for improved data communications. In addition, however, there
are new services that are likely to become key components in the economic infrastructure supported
by information technology. For example, electronic data interchange (EDI) capabilities have been
cited as potentially crucial to the revitalization of the American steel industry.* These services
must be protected as well to prevent market abuses that could stifle economic growth.



The regulatory process has frequently been criticized for being expensive and administratively
slow. Although improvement would be welcome in both areas, it should be borne in mind that the
direct costs of regulation are actually quite small in comparison to both the total revenues generated
by the telecommunications industry and, perhaps more important, the magnitude of consumers’
potential losses if regulatory protections were to be eliminated. Furthermore, the regulatory review
of tariffs and cost support could be greatly speeded up without relaxing regulation by the
industry-wide adoption of automated data collection and public reporting systems. Finally, regu-
lators can also streamline the review of new services without sacrificing thoroughness by developing
widely applicable, principled standards for new tariff filings and their review.

All of the regulatory roles outlined above ultimately must converge in a continuing role for
state regulators, working with regulated companies and ratepayers, to help define the public interest
in telecommunications services. While this role is an evolution of the traditional function of eco-
nomic regulation, it is heightened by both new technology and the increasing use of telecommu-
nications and information services in our society. In contrast to some views of a shrinking public
utility role, many in the industry see the public utility role of the local telephone company as
expanding over the coming decades to encompass many new types of information transfer.

The key role (and challenge) for the local telephone company over the next few decades will
be to build and maintain the low-cost, ubiquitous distribution system that is essential to the viability
and growth of traditional telephone services, and new "Information Age" services. While the
technology may be revolutionary, the goals for an "information gateway" (i.e., universal access,
reliability, and affordability) are an evolutionary outgrowth of those goals already achieved for the
voice communications "gateway" represented by traditional dial tone access to the public switched
network.,

Regulators historically have had a responsibility to all sectors of the public that are affected
by the availability of efficient and versatile telecommunications services. As this resource evolves
into a comprehensive information utility and takes on an even greater role in the economy, poli-
cymakers will have to become even more vigilant to ensure that this resource is managed wisely.
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Notes

1.  For 1982-86, the annual rate of decrease for local switching costs (dollars/line served) was
7.6%. Source: USTA data, presented in Lawton, R.W., "Telecommunications Modernization:
Issues and Approaches for Regulators,"” National Regulatory Research Institute, Report number
87-14, January 1988 - Fig. 1.6, p. 22.

2. R.J. Sanderrare, "Terrestrial Lightwave Systems", AT&T Technical Journal, Volume. 66,
January/February 1987 - p. 100.

3. "Fiber Deployment Update - End of Year 1987", Industry Analysis Division, Federal Com-
munications Commission Common Carrier Bureau, op. cit.

4. L. Arnheim, "Telecommunications Infrastructure and Economic Development in the
Northeast-Midwest Region", Northeast-Midwest Institute (April 1988) - p. 9.
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Chapter 3
The Role of Telecommunications in the Hawaii Economy

Economic Development and the Role of Telecommunications

Governor Waihee has proclaimed 1988 the Year of Telecommunications in Hawaii. This
proclamation encouraged development of telecommunications resources that would promote the
use of Hawaii as a hub for economic activity in the Pacific basin. The Governor noted that the
Pacific basin is among the most rapidly growing economic areas of the world, and he further noted
that Hawaii is ideally suited both by geography and interest to develop a central role in these
activities, a role that is grounded in large part on the availability of appropriate telecommunications
capabilities based in the islands.

The Governor’s message is that participation in Pacific basin activities will lead to economic
development and growth of opportunities within Hawaii and that telecommunications resources are
vital to the success of this strategy. While the proclamation focused on international activities in
the Pacific basin, the conclusion for development of other economic activities in Hawaii is similar.
Assuming that there is a goal in Hawaii to promote additional economic opportunities for citizens
of the State beyond the traditional areas of sugar, pineapple, and tourism - and that is a clear message
from both public and private sector leaders - the new (to Hawaii) activities will undoubtedly either
be telecommunications-based or rely heavily upon telecommunications services as part of a broader
activity. In addition, expansion even in the traditional economic bases of Hawaii will be both driven
and facilitated by improvements in the availability of telecommunications resources in Hawaii. As
Senator Daniel K. Inouye commented at the Governor’s Symposium on Telecommunications Now
and in the Future, "Telecommunications is more than an infrastructure: it is the heart of every
developed economy on this planet."

Telecommunications will play a major role in economic development in Hawaii for several
reasons. First, major economic expansion is likely to occur in high technology-type industries, not
in the smoke-stack and/or manufacturing sectors. No one would seriously suggest that the latter
industries would be appropriate for expansion here in the islands. Hawaii’s great distance from
both the mainland U.S. and Asia, as well as its natural resources and natural beauty, make
capital-intensive, heavy industries that generate products to be shipped to distant markets
impractical, uneconomic and undesirable for Hawaii. Conversely, it is precisely the portability of
many functions in the high tech sectors, which is accomplished using telecommunications resources,
that makes it possible and desirable to locate such activities in the State. For example, software
development need not take place in any particular location since ideas, innovations and software
can be transmitted to another location over telecommunications facilities. Similarly, scientific
research requiring input data need not be conducted at the site at which such data is collected. High
speed digital facilities allow for the accurate transmission of data from the site where it is collected
to the place where the analysis will be done. This is already the case with data collected at
observatories on the Big Island, which are transmitted for analysis to locations half way around the
world.
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In addition, developments in telecommunications are improving the efficiency with which all
businesses can operate. For example, telecommunications systems have been developed to allow
merchants to quickly and accurately verify the validity of a credit card used to make a purchase.
Thus, telecommunications innovations directly contribute to increased sales for merchants and,
hence, growth in the retail sector. Another example can be found in cellular radio telephone service.
Unlike traditional mobile telephone service, a cellular system can support many calls on each
available transmission channel thus greatly expanding the number of calls - and the number of
customers - that can be served by the system. This expansion of the availability of mobile com-
munications services has undoubtedly increased the efficiency of operation of agricultural enter-
prises by improving communications with workers in the field.

The interests of economic development must, however, be balanced with the public policy
interests in maintaining affordable local telecommunications service for Hawaii’s residents. The
question most often asked is whether the development of the telecommunications infrastructure
will require that basic residential customers pay more for their basic telephone service. Forexample,
if new technology is deployed to meet the more sophisticated business needs, will those modern-
ization efforts be paid for by the businesses which use them or will the cost of these improvements
be borne by ratepayers generally, including residential consumers? A related question, if
competition is allowed for some services, for example, through a Shared Tenant Service arrange-
ment, will Hawaiian Telephone lose money and be forced to raise residential rates to make up for
alost subsidy? While concern about residential service costs is generally focused on local telephone
service, residential consumers also use long distance service, and therefore decisions regarding
subsidies among different telecommunications services have a complex impact on residential
customers. Decisions to promote economic development through improvements to the telecom-
munications infrastructure or through increased competition (which could require Hawaiian
Telephone to restructure some rates) certainly will affect residential consumers and must be made
consistent with social policy goals. Market entry, competition, and/or deregulation, however, need
not automatically result in disadvantages to Hawaiian Telephone and its customers, as evidenced
by the considerable benefits Hawaiian Telephone continues to enjoy in the relatively unrestricted
realms of overseas communication and telephone equipment sales.

All businesses, whether old or new, high tech or traditional, utilize and depend upon tele-
communications services in a variety of ways. Growth of businesses can be enhanced by improving
and expanding the quality and extent of telecommunications services available. To the extent that
the telecommunications infrastructure can support a spectrum of telecommunications services,
particularly state of the art applications, Hawaii’s attractiveness as a business location will surely
be enhanced. Conversely, if state policy limits available services or acts as a disincentive to
innovators hoping to expand the telecommunications infrastructure, Hawaii will be correspondingly
less attractive to new business development, and existing businesses will find growth more difficult.
Such policies must be set with care so as to ensure that economic development goals do not eclipse
the social policy of affordable local residential service. Both economic development and universal
telephone service are important to Hawaii. The challenge is to modernize telecommunications
policy while balancing these interests.
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Telecommunications Activities in the Private and Public Sectors

As an initial approach to the assignment of reporting on competition and deregulation of
telecommunications services in Hawaii, the project team identified and interviewed key individuals
in Hawaii with interests, either direct or indirect, in the telecommunications industry. We found
considerable telecommunications-related activity in Hawaii in both the public and private sectors.
Some participants are interested in expanding and improving existing activities by utilizing new
telecommunications services. Others are planning economic development activities that depend
upon availability of a state of the art telecommunications infrastructure. Still others are devoting
resources to ensuring the continued availability of high quality, low cost telephone service for all
residents.

Since many have long viewed Hawaii as a difficult place to accomplish innovative tasks, the
breadth and quality of the proposed activities were somewhat unexpected. The interviews were
not intended to produce a statistical picture of the present use of telecommunications services in
Hawaii. Rather, the intent was to determine whether there were people in Hawaii whose activities
required or assumed an expanded and enhanced telecommunications infrastructure. We discovered
a wealth of ideas and activities, which are summarized below.

The Private Sector. Private telecommunications activities in Hawaii can be divided into
two areas: (1) those that are telecommunications-based themselves and (2) those that have tele-
communications services as important inputs. Activities in the former category that have been cited
as having potential for growth in Hawaii include: services offered through shared local telephone
facilities, private pay phone and other long distance services, operator services, and telemarketing
activities. On the other hand, many of the specific economic development activities that have been
cited as potential areas of growth for the State fall into the latter category. For example, the
development of research and development parks and a hub for Pacific basin financial activities
would depend upon availability of a state of the art telecommunications infrastructure. All of these
activities have their proponents in the community.

Use of Shared Local Telephone Equipment and Dedicated Facilities: Many different types of
business are interested in expanding their services for their customers through the use of shared
local telephone facilities. A small (in comparison with Hawaiian Telephone’s facilities) telephone
system that is used by a business customer to provide telephone service within his building or offices
and to connect to the public telephone network is called a "Private Branch Exchange" or "PBX."
The sharing of this common system by multiple, unrelated tenants is the fundamental basis of Shared
Tenant Services. Instead of restricting the use of the system (the PBX) to a single business, all of
the tenants of a building would share the system and would use common lines through the PBX to
get into to the telephone network. Proponents of this concept in Hawaii cite benefits such as more
efficient use of local telephone facilities and the opportunity to offer small business tenants
sophisticated, value-added telecommunications services, e.g., "voice mail" (electronic answering
machine) services, that are only available in sophisticated, new telephone systems. In some
instances, for example, in a medical group facility, a common telephone system within a building
would permit tenants with common interests, in this case doctors, to communicate among themselves
without using local telephone facilities. For this group of tenants, the shared system offers shorter
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dialing arrangements and reduced delays for calls between tenants, in addition to the value-added
services that can be supplied through the technologically-advanced system. At the present time,
this mode of telecommunications service is not permitted in Hawaii.

One major hotel owner would like to use a sophisticated telephone system, including a PBX,
to link hotels all over the state. He was particularly interested in expanding the opportunities for
use of the new technology that is available in modern telephone systems. He discussed the
advantages he could achieve in the structure of his telephone services for guests if he were able to
use a centrally located telephone system to serve his hotels. First, he could add to the services
available to hotel guests. Guests could have access to value-added services such as voice mail and
improved opportunities for data communications (for example, using a lap-top personal computer)
if the hotel room was served by a new PBX. Second, the telephone system (which is essentially a
specialized computer) could be programmed to maximize the efficiency of the hotel group’s use of
long distance services by identifying the lowest cost carrier for specific long distance calls.

Finally, the centrally located facilities would allow the owner to structure the hotel’s guest
operator services much more efficiently. With a centrally located telephone system, which would
be connected to each hotel with dedicated lines, the hotel group could improve its call answering
capabilities. Calls to guests at the hotel could be routed to one or several locations where they
would be answered. Therouting instructions could be changed based upon any number of conditions.
For example, during slow periods, calls could be routed to a central location. In addition, during
peak calling times, there might be several operator locations where calls were answered. If any
location were particularly busy, the telephone system could be programmed to identify a location
that was not busy and to switch the overflow calls to that second location. Sharing the answering
responsibility in that manner would permit more efficient use of the operators’ time, make it easier
for operators to take breaks without leaving telephones unattended, and allow the hotel to minimize
delay in answering calls without adding additional operators.

The owner was not certain that his ideas for innovation in his hotel telecommunications network
could be implemented at the present time. Since his hotels have a single owner and are, in any case,
exempt from the restrictions on resale of local service in the Hawaiian Telephone tariff, a prohibition
on Shared Tenant Services might not preclude this use of a shared telephone system. However, the
owner was deterred from linking his hotels via dedicated telecommunications channels by cost and
logistical difficulties. He has found Hawaiian Telephone’s prices for the necessary dedicated circuits
prohibitive. The process of installing the facilities on his own, while much less costly, is difficult
and time consuming. Rights-of-way between hotels must be secured, but in some cases those which
already exist, for example, those held by Hawaiian Electric Company, are not permitted to be used
for telecommunications facilities because of decisions by the Hawaii Public Utilities Commission.
Moreover, he has found that, because there are limited opportunities to install alternative facilities,
there are few companies in Hawaii who are interested in this business. In sum, his experience was
that existing regulatory and pricing policies in the State make it difficult for him to innovate and
improve the use of telecommunications services in his business.
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Operator Services: A long distance company based in Hawaii is one of the few alternative
long distance carriers to offer both live and automated operator services to its customers. It has its
operator service center located in downtown Honolulu. From this location, the long distance
company furnishes its customers with credit card, person-to-person, collect and other operator
assisted functions. It designs and builds its own hardware for a personal computer that performs
the automated function and switches a call to a live operator when necessary. The long distance
company has been successful in marketing this service and the size of its operator force (both live
and automated) is expanding. While the company has considered moving some of its operator
services functions either elsewhere on Oahu or to one of the neighbor islands (to reduce costs and
participate in developing the neighbor islands), the difficulties in obtaining dedicated facilities
necessary to connect the operators to the long distance network are a significant deterrent. The
long distance company finds Hawaiian Telephone’s rates for service between islands high, and
there are few options for alternative services.

Telemarketing: Telemarketing has often been cited during discussions of
telecommunications-based activities that might reasonably be developed in Hawaii. Telemarketing
is the marketing of products or services to customers over the telephone. Some telemarketers initiate
calls to potential customers, a practice that is coming under increasing criticism as more and more
people are bothered by these unsolicited calls. However, telemarketing also involves receiving
telephone orders from customers calling voluntarily in response to ads seen in magazines, news-
papers or catalogues or heard on the radio or on television. The time differential between Hawaii
and the mainland U.S. is such that it is possible that calls to Hawaii to 800 telephone numbers will
receive time-of-day discounts, thus substantially reducing the cost of the telemarketing activity. In
addition, telemarketing activity is not tied to any particular location, either in the State or in proximity
to the potential customers.

Proponents of the activity cite impressive growth figures for the industry and good earnings
for successful salespeople as additional benefits. On the other hand, the vast majority of the calls
for this activity would come from the mainland. At the present time the only long distance telephone
lines between Hawaii and the mainland terminate on Qahu. Thus, a telemarketer who set up his
business on one of the neighbor islands would have to buy dedicated telephone lines between that
business location and the long distance telephone facilities on Oahu. Consequently, the attrac-
tiveness of locating a telemarketing business on one of the neighbor islands will be influenced by
the cost of these lines, and high rates for dedicated channels will limit the growth of this option.

Private Pay Phone and Long Distance Services: One of the most unusual activities that was
discovered involves access to long distance service in Hawaii. The federal government has provided
the personnel on one of Hawaii’s military bases with a service center for long distance calls. The
caller goes to the center and gives an attendant the number to be called. The attendant places the
call and delivers it to the caller in a booth at the center. The caller pays the attendant for the charges
for the call upon completion. This system was common in Europe before many households had
telephone service. In many countries, the Post Office (or more accurately, the "Post, Telephone,
and Telegraph") still has these arrangements for making telephone calls.
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For the servicemen and women in Hawaii, the telephone bureau offers the opportunity to make
long distance calls to the mainland at prices below those that would be charged for credit card or
collect calls. It is our understanding that the center offers calling to the mainland U.S. and inter-
national destinations only and is thus not subject to the jurisdiction of the Hawaii Public Utilities
Commission. Thus far, it appears to have met a specialized need for armed services personnel,
although there may be wider interest in this activity.

Infrastructure for High Tech Research and Development. A major part of the business
community’s economic development efforts has been directed toward promoting growth of high
technology research and development activities in the islands. There is already a base of such
activities, particularly on Maui and the Big Island. On Maui, the University of Hawaii and a private
firm (under contracts with the federal government) operate research programs at observatories
located on Haleakala. On the Big Island, Mauna Kea is home of some of the nation’s most
sophisticated astronomical facilities, and the energy industry is exploring renewable sources of
energy on land and in the sea. These scientific communities make use of a variety of telecom-
munications facilities, including the use of satellite ground stations to transmit data to remote
locations for analysis.

Other neighbor island research facilities have considered use of satellite facilities for data
transmission in the past but have had limited success because earth stations were not available on
their island, and Hawaiian Telephone was unable to furnish high speed data links to Oahu. Lim-
itations on high speed data transmission and the lack of availability of digital facilities between
islands have posed some of the most serious difficulties for the research community, since without
adequate data facilities the researchers cannot send data to Oahu and, from there, out of state. While
some have solved the problem with privately-owned earth stations, this solution is not always cost
effective. Hawaiian Telephone has been working to upgrade its facilities, which has also helped
the research community. Continued growth of these research communities is dependent upon their
continued ability to move data either around the state or around the world, a function that requires
access to a state-of-the-art telecommunications infrastructure.

On Maui, links between the facilities on Haleakala and the research and administrative offices
located in the central valley have presented problems. Untilrecently, the analog microwave capacity
between the central valley and the observatories was inadequate to meet needs at the observatories.
Fiber optic cable would provide an excellent transmission medium to meet both data and voice
transmission needs between the observatories and research facilities; however, installation is dif-
ficult because of right-of-way and construction issues. Digital microwave offers another alternative,
although cost considerations have precluded this option thus far.

The business community is also engaged in efforts to expand the research and development
activities in Hawaii. The Maui Economic Development Board, with State sponsorship, is developing
a research and technology park on Maui that would provide space for high tech projects and
entrepreneurial ventures. The project developers hope to make the space attractive to potential
tenants by providing appropriately equipped space. The telecommunications infrastructure is one
important component of the services to be offered. The project developers may install fiber optic
facilities inside the Park and plan to offer tenants "hassle free" telecommunications service that
would include local features such as call forwarding, voice mail or messaging services, and
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three-way calling as well as state of art networking capability for both voice and data transmissions.
A prohibition of Shared Tenant Services would limit the Park’s flexibility in obtaining these services,
possibly making the venture less attractive to potential tenants. In addition, the Park’s ability to
offer networking capability will depend upon its ability to interconnect with state of the art facilities
off the Park’s boundaries. If State policy has discouraged development of the public telecommu-
nications infrastructure, the Park may find it impossible to meet its goals for telecommunications
services.

The Public Sector. A review of the telecommunications-related activities that have been
occurring in the public sector leaves no doubt that telecommunications has been moving to the
forefront in the minds of many decisionmakers. As with the private sector, there is an abundance
of ideas and projects. Several branches of the State government have been actively pursuing new
telecommunications ventures, at the same time that the State is articulating detailed plans for future
development of its telecommunications and other information resources. Additional initiatives have
been taken by county and municipal governments, most notably the City and County of Honolulu,
while the U.S. armed forces and other federal agencies located in the state continue to have a
significant impact upon the climate for telecommunications in the state. Finally, the University of
Hawaii and its colleges have been among the most active organizations in the State in implementing
systems designed to utilize advanced telecommunications capabilities, both to satisfy the needs of
specialized research and to fulfill their broader educational objectives.

State government initiatives: The Department of Budget and Finance recently issued a
comprehensive strategic plan for the management and future development of the State’s information
resources. As part of this plan, the Department outlined an agenda for development of the State’s
data communications capabilities. One major objective will be to integrate the separate data net-
works operated by various State agencies into a centrally managed, statewide network. This step
should improve inter-agency coordination and permit the rapid growth of the State’s data
communications requirements to be better managed, as well as reduce operating costs and simplify
the procurement process. In a second form of integration, the plan calls for greater use of sophis-
ticated high-speed lines and multiplexing equipment that can aggregate data traffic from several
locations and transport it more efficiently than could separate, low-speed lines. At the same time,
the Department intends to examine whether the use of ordinary phone lines to "dial-in" to State
computer facilities could be complementary to a more integrated network, which indicates that the
plan is appropriately focused on meeting the current and projected needs of users, rather than
focusing on new technology for its own sake. As a long-term objective, the Department foresees
a transition to a digital network as a means of accomplishing its aim of providing "fast, reliable,
and efficient" data communications for State agencies and decisionmakers who critically depend
upon the government’s information resources.

As part of the Governor’s telecommunications agenda, the State Department of Education has
received an initial $540,000 appropriation for the Distance Learning Technology (DLT) Project.
Distance learning involves the use of video and other advanced telecommunications technologies
to extend educational resources to remote schools and other locations. The DLT project is actually
acluster of eight existing and planned activities, many of which are being conducted in cooperation
with other State agencies and private institutions.
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A prominent example of this is the "Teleschools" project that was launched in 1985 with the
participation of the State Department of Commerce and Consumer Affairs and will give remote
schools the ability to receive live broadcasts in classrooms and interact with them via audio and
computer links. By partially removing the constraints of geography, projects of this nature can
improve both the quality and diversity of educational experiences. For example, the Hawaii public
school system currently employs just two teachers of Mandarin Chinese and one Russian instructor;
distance learning programs would permit schools across the state to offer these languages to
interested students who might not otherwise have the opportunity.

Other projects under the DLT umbrella are intended to explore the use of telecommunications
to promote additional educational goals. "Career Kokua" will receive funding to experiment with
the use of personal computers and cellular phones in portable career centers in order to increase
students’ awareness and utilization of high technology and their potential career options in the field.
"Hawaiikids" plans to connect to a national database geared to the needs of special education stu-
dents, which will provide resources that may not be available elsewhere in the state. Finally, plans
to introduce voice mail and computer networking into school administrations have the potential to
lower their operating costs and improve the dialog between administrators, teachers, and parents.

Local government initiatives: The City and County of Honolulu has recently acquired a new
"E-911" system for emergency calls. This system relies on a new software function of Hawaiian
Telephone’s digital switches known as Automatic Number Identification (ANI) that forwards the
telephone number of the dialing party to the recipient of the call. This capability could prove
invaluable to emergency and rescue workers by allowing them to identify the geographic origination
of an emergency call and expedite a response team. In fact, Mayor Fasi has already credited it with
saving one life in a medical emergency case. This represents a dramatic example of how
improvements in telecommunications can create an opportunity for government agencies and other
public institutions to provide services more efficiently and effectively.

The city’s Department of Data Systems has been increasingly active in upgrading the quality
and interconnectivity of its information resources. The agency established city-wide standards for
its data processing facilities in 1985. Since that time, the number of terminals linked to its main
computing facilities has grown from 200 to over 800, and the use of personal computers is becoming
more prevalent. An important part of this development has been the installation of terminals in all
eight of the "satellite city halls" that are located in neighborhoods throughout the city. The avail-
ability of reliable voice and data links to these locations plays a key role in the success of the
experiment in decentralizing the administrative functions of municipal government. The city plans
to extend this concept to include three "mobile" city halls, which would underscore the conclusion
that demand for advanced telecommunications services tends to increase the more their potential
is explored and realized.

Federal initiatives: The U.S. armed forces have a major impact in the telecommunications
sector in Hawaii. In December 1985, Hawaiian Telephone won a $112 million, ten-year contract
to build a comprehensive new telephone system for the armed forces based on Oahu. The Oahu
Telephone System (OTS) is now in its third and final phase of construction. By September 1 of
this year, 35,800 OTS telephones had been installed, while the anticipated growth of the system
was revised to substantially exceed the 30% growth rate estimated in the original Request for
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Proposals. In addition to meeting the armed force’s burgeoning needs for system capacity, OTS
will provide many improvements directly related to the utilization of new telecommunications
technology. Some of these are particular to the requirements of military operations, such as a very
high level of survivability and reliability through the use of alternate routing and dual homing
techniques. However, other improvements reflect the escalating telecommunications needs of any
modern public institution in the state, including high-quality digital switching and transmission of
data, expanded voice calling features such as conference calling, call waiting, and call forwarding,
and greater customer control and accounting for the system as a whole.

NASA has proposed to develop a Space Information Center at Ka Lae (South Point) on the
Big Island. The Center would be intended to serve as a central station for downloading and pro-
cessing data transmitted from the earth monitoring satellites operated by NASA, the National
Oceanic and Atmospheric Administration, and other scientific agencies. In addition to the site’s
geographic and climatic suitability for receiving satellite transmissions, the proposed Center would
also be located near the other Big Island research facilities and could be expected to contribute
substantially to the demand for advanced telecommunications on the Hilo side of the island.

University of Hawaii: The University of Hawaii is actively engaged in numerous telecom-
munications projects both on its main campus in Manoa and on satellite campuses on Oahu and the
other islands. The University has historically been a leader in the development and use of advanced
telecommunications technology in the State. Telecommunications has generally not been pursued
as an end in itself, such as focusing on direct research and development in telecommunications
engineering. Instead, the interest has been driven by the University’s role as a center of education,
research, and innovation, areas in which the ready availability and dissemination of information is
essential.

The University’s telecommunications initiatives fall into several broad categories. There are
projects designed to modernize the institution’s basic communications infrastructure, such as the
new telephone system for the Manoa campus. Other efforts are intended to satisfy the specialized
communications needs of advanced research, such as acquiring high-speed digital "T-1" lines for
the University’s Institute of Astronomy facilities on Maui and the Big Island. Third, the University
sponsors a variety of projects designed to both expand the range of its educational resources (such
as links to the computer networks operated by other universities on the Mainland), and to make its
resources available to a wider spectrum of the State’s citizens. Finally, through participation in
State initiatives such as the development of the public enhanced services gateway envisioned with
the passage of Act 1, 1988 Special Session, the University hopes to encourage the diffusion of
information and innovation throughout Hawaii’s economic and social sectors.

The University’s largest ongoing telecommunications project is the installation of a new
campus telecommunications system at Manoa. Bids were gathered during the first part of 1988
from Hawaiian Telephone (which provides the current system out of its "Selex" Centrex tariff) and
several PBX vendors, including AT&T, NEC, and IBM/Rolm. The ten-year, approximately $25
million contract was awarded to Hawaiian Telephone in July 1988, and the resulting project is
expected to represent a major step forward for the campus communications infrastructure. The new
system will include a new digital switch located on campus designed to serve up to 7600 lines and
824 trunks. In addition to furnishing numerous custom calling features, the switch will incorporate
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a Telecommunications Management System which would allow the University to analyze its traffic
patterns, monitoring service quality, and provide its own directory services. The contract also calls
for the system to offer digital data transmission capability to every telephone location served. The
university’s existing optical fiber and coaxial cable networks used for computer networking and
video transmission will also be expanded to serve additional buildings. The system is scheduled
for completion and "cutover" in June of 1989.

By virtue of its continual requirements for state of the art telecommunications, the University
has frequently been the first institution in the state to make use of new service capabilities of
Hawaiian Telephone. For example, the University was among the first customers to request and
obtain high capacity "T-1" digital circuits. In fact, the University’s role has sometimes been to "pull"
Hawaiian Telephone into the provision of an advanced service before the telephone company was
prepared to tariff a generally available service offering. Perhaps because of this pioneering role,
the University has had some frustrating experiences with the provision of advanced services by
Hawaiian Telephone. Problems cited by University staff include company resistance to and slow
delivery of new services, occasionally unreliable service, and a lack of communication between
end users of the University and service personnel of the telephone company.

Maui Community College, which benefits from the University’s centralized projects, has added
several additional systems designed to meet its unique requirements to serve students on three
islands. The College began planning for a five phase projectin 1981 and has succeeded in bringing
many new systems into operation since then. The systems already operational include both on
campus and off campus cable TV channels, the Maui Community College Skybridge, which is a
two-way teleconferencing network that links the Wailuku campus to Lanai and Molokai, and satellite
downlinks that permit programming from outside of Hawaii to be broadcast on the campus. Future
plans call for installation of satellite uplinks that will permit Maui Community College to initiate
programming for others, and links between the satellite facilities and the cable TV and Skybridge
facilities. In addition to the instructional and programming facilities, Maui Community College
uses telecommunications facilities for transmission of data within the campus, to its community
outreach facilities, and to and from other University systems and out-of-state facilities.

The educational and teleconferencing facilities that the University of Hawaii plans will benefit
the research and development community as well. For example, scientific staff on the neighbor
islands miss the opportunity for continuing education since there are no advanced scientific and
engineering courses available in the community colleges. However, HITS (the Hawaii Instructional
Television System), Skybridge, and satellite facilities have the potential for bringing these courses
from distant locations providing a substantial benefit to the community.
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Chapter 4
Telephone Regulation in Hawaii

Jurisdiction of the Hawaii Public Utilities Commission

This section will outline Hawaii law relevant to the regulation by the Hawaii Public Utilities
Commission of telecommunications services such as bypass, common premises communications
systems or shared tenant services, customer owned coin operated telephone systems, alternative
operator services, and competitive alternatives to interisland service. The discussion will include
an analysis of Chapter 269, Hawaii Revised Statutes, and the Hawaii Supreme Court’s seminal
decision in the Windpower case. The section will conclude with a brief review of the options
available to the legislature should it wish to increase the Commission’s flexibility and discretion,
or to curtail the Commission’s authority, to regulate "telecommunications activities" as a "public
utility" as those terms are defined by the present statute.

Chapter 269, Hawaii Revised Statutes, mandates the regulation of every public
utility. Chapter 269, Hawaii Revised Statutes, vests the Commission with broad authority to
regulate Hawaii’s public utilities. The scope of this authority is expansive, and runs the gamut from
the necessity for the service to the terms pursuant to which it may be provided. The question,
therefore, is whether activities such as bypass, shared tenant services, pay telephones, alternative
operator services, and alternatives to interisland service fall within the statutory definition of "public
utility."

It should be pointed out initially that the dockets filed with the Commission thus far have
focused on shared tenant services and pay telephones. The related issues of bypass, alternative
operator services, and alternatives to interisland service which are discussed at length in following
sections of this report have not yet generated controversy in Hawaii as have shared tenant services
and pay telephones, and have not been the subject of direct inquiry by the Commission. The analysis
of the present jurisdictional scheme in Hawaii is the same for these related services as it is for shared
tenant services and pay telephones.

Section 269-1, Hawaii Revised Statutes, defines a public utility as any person who may own,
control, or operate equipment for the transmission of intelligence by electricity within the state. A
careful parsing of the text of the provision reveals a three-pronged test: (1) ownership and control
of any plant or equipment; (2) which is dedicated directly or indirectly for public use; (3) for the
conveyance of or transmission of telephone or telegraph messages, or the transmission of intelligence
by electricity.

In view of the generality of the provision, the decision of the Commission to exercise juris-
diction over shared tenant services and pay telephones comes as no surprise. The Commission’s
position is not without opposition, however. Those wishing to offer shared tenant services or to
install privately owned pay telephones argue they are not a "public utility" either because their
service is limited to a discrete group and not to the public, or because they are merely "resellers”
of the service.
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In Docket No. 5660, In the Matter of Hawaiian Telephone company Instituting an Investigation
of Regulation of Telephone Shared Tenant Services, the parties by stipulation created a new name
for a telecommunications system used to furnish shared tenant services, Common Premises
Communications System (CPCS) and defined CPCS as a telecommunications system that offers to
occupants of common premises use of private telecommunications switching equipment and ser-
vices connected to the public switched telephone network. In addition, they agreed that the com-
ponents comprising the system must be subject to the legal control of the same individual,
partnership, or corporation, who shall also be affiliated with the owner, lessor, or renter of the
common premises either by common ownership or by contract. (Docket No. 5660, Order No. 9024.)
Lastly, the parties and the Commission agreed that premises occupied by a single entity orindividual,
as well as single family detached dwellings were not within the definition of CPCS. Using this
definition, under existing statutes CPCS providers will be subject to regulation if they own, lease,
rent or control the plant and equipment for the transmission of telephone messages to the public.
Similarly, providers of customer owned coin operated telephones (COCOTS) will be subject to
regulation under existing statutes if the facility for the transmission of telephone messages (the
telephone itself), as the name connotes, is "customer owned.” Although the parties have agreed on
a definition of CPCS, they disagree on the application of the Windpower test to the definition.

Before examining the test, it is significant to note that Hawaiian Telephone’s current tariff
addresses the subject of resale of its service. The tariff provision prohibits the resale of any service
furnished by Hawaiian Telephone or the resale of the use of any facility furnished by Hawaiian
Telephone. See (Hawaiian Telephone Company P.U.C. Tariff No. 1, Section 2, subsection 27.)
However, the tariff contains one important exception to this prohibition. Hawaiian Telephone
customers who are in the business of furnishing temporary lodging, where the provision of telephone
service is ancillary to the provision of temporary lodging, and where it is impractical for Hawaiian
Telephone to directly bill the end user of the telephone service, "may pass along the cost of providing
service to the occupants of the temporary lodging." (Id.) Essentially, the tariff allows the use of a
common telephone system to provide local service without subjecting those systems to regulation
if the system is used by those in the business of temporary lodging. Clearly, it would not be practical
for Hawaiian Telephone to bill the transient user, such as a hotel guest, for the use of local telephone
service. The Commission presently has before it Docket No. 6232, In the Matter of Hawaiian
Properties, Ltd., in which the Commission will consider whether a provider of temporary lodging
in condominiums is a reseller of Hawaiian Telephone service, and whether the service furnished
should be offered under tariff or falls within the exemption described above.

Windpower and the Public Use Test. Application of the "public use" element of the
test set out in Windpower has been the focus of discussion. On September 19, 1986, the Commission
initiated Docket No. 5660 to investigate (1) whether or not shared tenant services should be allowed;
(2) if shared tenant services are allowed, whether or not the activity should be regulated; and, (3)
what rules, regulations, and rates should be established to best serve the consumers of these services.
The Commission ordered the Consumer Advocate and the Hawaiian Telephone Company to par-
ticipate. The Commission also allowed Outrigger Hotels Hawaii (Outrigger), Kakaako Venture
Limited (Kakaako), and Wang Information Services, Inc. (Wang) to participate as intervening
parties to the investigation. The intervening parties took the position that shared tenant service was
not subject to regulation because it would not be offered to the public.
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The Consumer Advocate and Hawaiian Telephone countered that intervenors were reading
the word "public" too literally, and that intervenors intended to offer their services not to one
consumer but to a large segment of the public. They cite as an example the occupants of a given
building or project, who would utilize a common switch network for their telecommunication needs.
The Consumer Advocate and Hawaiian Telephone maintain that this is the "public" meant by the
Hawaii Supreme Court in its decision in In re Windpower Pacific Investors--1II (67 Hawaii 342
(1984)).

Windpower Pacific was engaged in the production and sale of electricity to Waikoloa Water
Company Inc. Waikiloa Water Company contracted to sell excess power to Hawaii Electric Light
Company. Waikoloa Water Company had no other customers for its surplus electricity. Under
these facts, the Commission found that Windpower’s wind mills would not be dedicated to public
use and that the company was not, therefore, a public utility. (67 Hawaii at 346.)

In upholding the Commission’s determination, the Supreme Court reiterated the common law
definition of a "public utility:"

Whether the operator of a given business or enterprise is a public utility depends on
whether or not the service rendered by it is of a public character and of public consequence
and concern, which is a question necessarily dependent upon the facts of a particular case,
and the owner or person in control of property becomes a public utility only when and to
the extent that his business and property are devoted to a public use. The testis, therefore,
whether or not such person holds himself out, expressly or impliedly, as engaged in the
business of supplying his product or service to the public, as a class, or to any limited
portion of it, as contra-distinguished from holding himself out as serving or ready to serve
only particular individuals. (67 Hawaii at 345.)

The Commission subsequently applied the Windpower test in In the Matter of the Application
of Tel-Net Joint Venture, dba Tel-Net Hawaii (Docket No. 5121 (February 1986)). Tel-Net sought
to provide microwave communications service between points in the state of Hawaii. In deciding
that Tel-Net was not a public utility, the Commission stated:

A public utility implies public use and the owner must dedicate his business and property
to public use for it to become a public utility.

The Commission found that Tel-Net intended to provide service solely for the private use of
Honolulu Federal Savings & Loan Association (HonFed). The Tel-Net facilities were not "dedi-
cated" to public use because they served only one consumer, HonFed. However, the Commission
emphasized that should Tel-Net offer the service to others, it would be required to seek a certification
as a public utility. Tel-Net later did so.

Before the Commission could decide the jurisdictional issue, Outrigger moved to defer pro-
ceedings until the telecommunications investigation requested by the Legislature under Act 331,
Sessions Laws of Hawaii 1988, was completed. With the agreement of the other parties, the
Commission agreed to continue the investigation.

25



The logic of Windpower is borne out by the Commission’s initial finding that shared tenant
service providers are public utilities subject to its jurisdiction because of the public nature of the
beneficiaries of the service. The same conclusion was reached with respect to privately owned pay
telephones. The pay telephones would be available for use by anyone; at the very least, by the
occupants or visitors to a private building. Regardless of who owned the pay telephones, the service
would be offered to "the public, as a class, or any limited portion of it." ( Windpower, supra.)

Other jurisdictions having public use requirements similar to Hawaii have responded to the
issue of shared tenant services with a wide range of solutions. Some states have determined that
shared tenant service providers are not public utilities, while others have determined that they are.
Some states have prohibited sharing of telephone systems by unrelated firms altogether while other
states permit the services subject to no regulatory constraints, or subject to varying degrees of
regulation. Still other states take the position that shared tenant services may be offered on an
unregulated basis provided the end users have the option of subscribing to local telephone company
service. This degree of competition is viewed as enough to impose self-regulation on the shared
tenant service provider.

Atleast one jurisdiction, Utah, opted for regulation based on the reasoning of Windpower. The
Utah Public Utilities Commission used the Windpower test to determine whether a shared tenant
service provider was a public utility. In Re Local Exchange Service Resellers (62 PUR. 4th. 652,
656 (1984)) the Utah Commission stated:

We do not understand the cases to mean that the offered service must be available by
subscription to the entire universe of Utah’s citizenry before rising to the jurisdictional
level of ’service to the public generally’.

Although the Utah PUC determined that its statutory scheme mandated that shared tenant
services be regulated, the legislature later exempted these services from regulation.

As in the case of the common ownership requirement, there is no dispute that the technologies
involved in shared tenant services and pay telephones are subject to regulation. Section 269-1,
Hawaii Revised Statutes, specifically includes within the jurisdiction of the Commission every
technology that conveys or transmits intelligence by electricity. The shared tenant service provider
(whom the Hawaii PUC called a CPCS provider) will control the common switch through which
all telecommunications of the common premises will flow. To reach the public telephone network,
all occupants will be required to use the CPCS network. This involvement with the public telephone
network clearly falls within the ambit of Section 269-1, Hawaii Revised Statutes.

The Commission must regulate all public utilities. Once an activity is determined
to be a public utility, Chapter 269, Hawaii Revised Statutes, mandates Commission regulation of
that activity. Section 269-6, Hawaii Revised Statutes, for example, declares:

The Commission shall have the general supervision hereinafter set forth over all public

utilities, and shall perform the duties and exercise the powers imposed or conferred upon
by this chapter. (Emphasis added)
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Likewise in respect to regulation of rates, Section 269-16, Hawaii Revised Statutes, mandates
that "all rates, fares, charges, classifications, schedules, rules and practices...shall be just and
reasonable and shall be filed with the public utilities commission." (Emphasis added).

The plain language of the statute allows no argument that the Commission has discretion to
decline to regulate a given public utility. The use of the word "shall" indicates that the legislature
intended that the Commission carry out the mandates of Chapter 269, Hawaii Revised Statutes,
without equivocation. In re Fasi (63 Hawaii 624 (1981)). Once shared tenant services or pay
telephone services are determined to be public utilities, the present statutes dictate that the Public
Utilities Commission shall regulate those services and their ratemaking procedures.

The form of the regulation will entail issuance of a certificate of public convenience and
necessity (CPCN) pursuant to Section 269-7.5, Hawaii Revised Statutes. Before commencing
services, any person who holds himself out to the general public as a public utility must first obtain
a CPCN from the Commission subject to the criteria set out in this section. The section includes
the following criteria:

(b) A certificate shall be issued to any qualified applicant therefor, authorizing the whole
or any part of the operations covered by the application, if it is found that the applicant
is fit, willing, and able properly to perform the service proposed and to conform to the
terms, conditions, rules and regulations promulgated by the commission thereunder, and
that the proposed service is, or will be, required by the present or future public convenience
and necessity; otherwise such application shall be denied...

There is no current legal basis on which a telephone service, meeting the definition of a public
utility, may claim exemption from substantial regulation. Any exemption from jurisdiction or
regulation should be authorized by legislation. This could be done by exempting specific types of
telephone service from public utilities jurisdiction (as was done for various types of non-fossil fuel
electric producers exempted by Section 260-1(7), Hawaii Revised Statutes.) Given the fast changing
nature of telecommunications, probably a better approach would be to adopt legislation granting
the Public Utility Commission discretion to determine, in the public interest, whether it will regulate,
and to what extent it will regulate, telecommunications activities within its jurisdiction.

Conclusion. Shared tenant services and pay telephones are public utilities under current
statutory and case law in Hawaii. The same jurisdictional analysis is applicable to the related issues
of bypass, alternative operator services, and competitive interisland service. As such, Hawaii
Revised Statutes mandate that the Commission exercise its regulatory control over these services.
Assuming that the State Legislature determines that any of these services should be available in
Hawaii, then the alternatives available to the Legislature with respect to regulation of these services
include:

(1) allowing the Commission complete regulatory control over these services, and
affirmatively requiring the Commission to regulate rates and tariff conditions, which
is the situation under present Hawaii law;

(2) exempting these services from any regulation;
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(3) exempting these services from any regulation but providing that the end user must
have the option to choose between the provider of these services and direct Hawaiian
Telephone service; or

(4) allowing a regulatory body, such as the Commission, flexibility and discretion in
setting regulations and/or tariff requirements for these services where to do so would
be in the best interests of the public.

The State Legislature must determine what degree of regulation, if any, of these telecommu-
nications services will best serve the interests of the people of Hawaii, and the role that the Public
Utilities Commission will take in serving those interests. In making this determination, the
legislature should consider the flexibility that the Public Utilities Commission will need to meet
the challenges presented by a complex and rapidly changing telecommunications field; and, the
Commission should evaluate its approach to regulation to insure that it is responsive to the needs
of the public.

Current Rate Structure

The current rate structure for Hawaiian Telephone Company is an important consideration in
the formation of policy for Hawaii Telephone’s regulated telecommunications services. Itis a key
factor both in providing motivation for customers to seek out alternatives to Hawaiian’s regulated
services and in establishing the viability of those alternatives. This section will provide a concise
overview of the relevant services discussed in this report. (A summary of Hawaiian Telephone’s
rates is included in Appendix A to this report.) In addition, the public policy that has influenced
the rate structure and the implications of that policy vis a vis restructuring of rates will be discussed.

Local telephone service is currently provided exclusively on a flat rate basis in the state of
Hawaii, and rates are structured according to the traditional demarcation between business and
residential rates. The rates vary from island to island based generally upon the size of the population
(although the rates do not vary in direct proportion to population). Thus, rates for service on Oahu
are the highest, while those on Lanai are the lowest. The rates for individual line business service
range from $35 per month on Oahu to $17 per month on Lanai. Monthly rates for individual line
residence service span arange of approximately $10 to $14 on the islands. PBX trunk service rates
range from $54 per month on Oahu to just over $20 per month on Lanai. By way of comparison,
on the mainland, individual line residence service rates average $10 per month. However, because
each island has been established as a single local calling area, Hawaii has larger geographic local
calling areas than those found on the mainland.

Local measured service, which has been proposed by Hawaiian Telephone, has been
implemented in a number of states as an alternative to traditional flat rate local telephone service.
Under measured service plans the customer is charged for every call. Some plans are based on both
time and distance, others have some message unit-type structure which may involve calling bands
and may or may not time the calls. Measured service has been promoted as a more efficient scheme
for pricing of local service -- since those who make more calls pay more for their service. However,
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one of the chief proponents of measured service has recently concluded that the economic gains
possible from measured service pricing are, at best, marginal, because the costs of measuring and
billing for calls raise the total cost of furnishing local service.!

Local measured service is offered to both residential and business customers in various forms
on the mainland. A recent survey of 23 states found residential local measured service offerings
in 17 states and business local measured service offerings in 19 states. In 13 of these 19 states,
measured service is, and has been, an option for businesses in traditional regulatory policy. Business
local measured service is pending in two states studied and is mandatory in three other states.
Businesses are more likely to be subject to mandatory measured service. Flat rate unlimited local
service remains the traditional standard residential telephone option offered for local telephone
service.

Public policy considerations have been most influential in pricing of local telephone service,
particularly for residential customers. There has long been a policy goal of achieving "universal
telephone service," not just in Hawaii, but in the U.S. generally. Simply put, the policy goal is to
have all residents of the United States on the national telephone network, that is, to have telephone
service in their homes. To achieve this goal, regulators have supported pricing policies that sub-
sidized residential telephone rates. Rates for local telephone service were typically set below the
cost incurred by the local telephone company in furnishing the service. The subsidy was recovered
from other services that were priced above cost.

Much, although not all, of the subsidy to local service has typically been recovered from long
distance services. For a long time, perhaps since the early 1950s, it was easy to maintain this pricing
policy because technology was dramatically reducing the cost of long distance telephone calls.
Rather than ordering reduced rates for long distance calls, the regulatory authorities - both federal
and state - simply left the long distance rates high and passed the subsidy on to local telephone
rates. That is the basic rate structure that remains in place in Hawaii today. Rates for residential
local telephone service are priced below the cost to Hawaiian Telephone of furnishing that service,
while long distance service between islands is priced well above cost.

Long distance service is called "Message Telecommunications Service" by Hawaiian Tele-
phone. Alllong distance calls in Hawaii are between islands, and it appears that all calls go through
Oahu even if the neither the caller nor the called party is on Oahu. Hawaiian Telephone charges
the same rate per minute (first/additional) for all calls regardless of the origination and destination
of call. As discussed below, these factors have various implications for allowing competitive entry
into this market.

There are three categories of long distance service: dial station-to-station (where the caller
dials the number), operator station-to-station (where the operator assists, as with a collect or credit
card call), and person-to-person. Regular dial station-to-station service has an initial period of one
minute for which there is a $0.42 charge. Both operator station-to-station and person-to-person
calls have an initial period of three minutes with corresponding charges of $2.00 and $3.05
respectively. The charge for each additional minute beyond the initial period, for all categories, is
$0.29. There are time-of-day discounts of 35% for the evening period and 60% for the night/weekend
period for some charges. These discounts are closely aligned with mainland discounts.
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Hawaiian Telephone also offers business customers a discount long distance service called
Wide Area Telecommunications Service (WATS). Unlike customers in the mainland states, many
customers in Hawaii have found that WATS is not a cheaper alternative to regular long distance
charges. The business customer must pay for a minimum of 10 hours of use at $168.00 per month.
The additional period provides for the use of this service beyond the initial period on a per hour
basis with charges ranging from $13.55 for the first 30 hours beyond the initial period to a charge
of $2.45 for each additional hour beyond a total of 200 hours. The rates for 800 Service (or Inward
WATS) in Hawaii follow the traditional rate structure found in the mainland states. The rates are
comprised of a monthly access line charge of $32.10 and monthly usage charges per access line
ranging from $12.00 per hour for the first 30 hours to $3.30 per hour for each additional hour beyond
220 hours.

These rates for long distance service are high from a number of perspectives. First, as many
in Hawaii are aware, the rates are higher than those for long distance service to some parts of the
mainland. It is cheaper to call Los Angeles from Honolulu than it is to call from Honolulu to Lihue.
The rates are also high in comparison with the cost to Hawaiian Telephone of furnishing the service.
This is because of the universal service policy discussed above. According to data obtained from
Hawaiian Telephone’s most recent general rate proceeding (Hawaii Public Utilities Commission
Docket No. 5114), the amount of the subsidy to residential service is some $50-million annually.?
This is equivalent to approximately $12 to $13 per month per residential customer. Itislong distance
service that provides much of this subsidy.

In summary, Hawaii’s rate structure combines relatively low flat rate residential service and
moderately priced, flat rate business service within each island with high, measured charges for
calls between islands. The islands include geographically larger local calling areas than are found
on the mainland. To the extent that business is communications intensive, the rate structure
encourages doing business within a single island and discourages interisland business. In addition,
flat rate, as compared with measured rate, local telephone service has an impact on views as to
whether or not shared tenant services should be allowed. Since one of the effects of sharing local
telephone service among several unrelated businesses is to concentrate local calls over fewer lines,
there is some suggestion that the local telephone company would lose revenue unless shared tenant
service installations were required to pay for local service on a measured basis. As discussed further
in Chapter VI, the impact of shared systems on the local telephone company’s costs and revenues
is more complex than this simple view would suggest. Thus, it is not evident that a change in the
rate structure for local service is either necessary or desirable prior to approval of the concept of
shared tenant services.
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Notes

1. Rolla Edward Park and Bridger M. Mitchell, Optimal Peak-Load Pricing for Local Tele-
phone Calls, The Rand Corporation, Publication Number R-3404-1-RC, March 1987.

2.  See, Hawaii Public Utilities Commission Docket 5114, Exhibits Hawaiian Telephone-1200
and Hawaiian Telephone-1219(S). Based on the same data, it appears that, on average, business
local telephone service is not subsidized. Rates for this service on Oahu substantially exceed

cost, and business local telephone service contributes some $8- to $9-million annually to other
services.
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Chapter 5
Bypass

"Bypass” occurs when a customer decides to use an alternative to the local telephone
company’s basic services to complete local calls or to connect to a long distance company.
The alternative may be provided by a competing supplier, or (as in many cases) it may
be a dedicated line leased from the local telephone company itself. Bypass has not proven
to be a significant problem and most telephone companies have experiencedstrong growth
in demand for network services over the past several years. Under existing Hawaii law,
the Public Utilities Commission must regulate any company that intends to offer bypass
services to the public. The Legislature might consider granting the Commission greater
discretionin its regulation of bypass services providers. The Legislature might also direct
the Commission to keep it informed on future bypass developments to insure that bypass
will continue to have a minimal effect on Hawaiian Telephone and the state’s ratepayers.

Issue Summary

The issue of bypass has been a source of controversy in the industry almost since the term was
introduced by the Federal Communications Commission in 1982. This is partly because the defi-
nition of what constitutes bypass activity varies widely among industry participants with different
interests. In the broadest sense, the term "bypass” refers to the use of any telecommunications
facility or service that substitutes for the basic switched telephone services provided by the local
telephone company. Under this definition, new types of service arrangements such as mobile cellular
telephone services ("carphones”, etc.) and Common Premises Communication Systems (otherwise
known as Shared Tenant Services arrangements) are considered to be competing with traditional
local telephone services in a single, broadly conceived local exchange services market.

Other observers may see the development of these service alternatives as instances of the
emergence of new and distinct markets, but still consider other forms of substitution forlocal services
as manifestations of bypass. For example, bypass investigations conducted on the federal level
have been primarily concerned with alternatives to the switched access arrangements normally
required for the completion of long distance communications. In any event, the principal issue
raised by bypass in any form is the potential impact it may have on the rates and revenues of the
franchised local telephone company, and by extension on the welfare of the general body of rate-
payers, including residential subscribers. The concern is that if large numbers of customers elect
to bypass and thus reduce their payments to the local telephone company, a revenue shortfall could
be created that would have to be recovered by imposing higher rates on the remaining base of
telephone subscribers. Moreover, the potential problem is often characterized as a continuing spiral:
as more customers leave the public network, those that remain are subject to rate increases that then
increase the incentives for more bypass, ultimately threatening the long-standing public policy goal
of affordable, universal access to telephone service.
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Laterin this Report, detailed consideration will be given to three specific categories of emerging
local service alternatives, namely shared telephone services ("Common Premises Communications
Systems"), private payphones ("Customer Owned Coin Operated Telephones"), and competitive
operator services ("Alternative Operator Services"). This section will focus on the most prevalent
form of existing and potential bypass activity, the use of alternatives to traditional switched access
arrangements. It must be noted at the outset that many of the investigations of bypass and the
resulting policies adopted in other jurisdictions have limited applicability to Hawaiian policy-
making. Earlier this year, Hawaiian Telephone reported to the Federal Communications Com-
mission that it has experienced very low levels of access-related bypass, with virtually no
non-company supplied bypass substitutes being employed for calling to the mainland U.S. Secondly,
with the virtual lack of in-state competition (with one important exception, Tel-Net’s interisland
high-speed data service), the Public Utilities Commission has not to date established a system of
intrastate access charges, which is frequently central to the bypass inquiries undertaken in other
jurisdictions.

Nevertheless, there are two related topics in the bypass controversy that merit close attention
by policymakers in Hawaii. Since bypass remains largely a potential problem for the State, the first
topic is the incentives to bypass that can arise for subscribers, particularly for the class of large
business and institutional customers that comprise the overwhelming majority of existing bypassers
in other jurisdictions. This leads directly to the second topic, which is how Hawaiian Telephone’s
present rate structure and provisioning of service could be changed in order to minimize the future
potential for a bypass problem in the state.

Approaches Elsewhere

Background. The possibility of bypassing traditional switched telephone service is gen-
erally contemplated only by large, sophisticated users of telecommunications services, such as banks
and other financial institutions, hotels, etc. For example, a hotel with high volumes of outbound
long-distance calling might consider obtaining a dedicated telephone line that would provide a
direct connection to the switch of a long-distance carrier (such as AT&T or MCI). In this
arrangement, the hotel can originate interstate calls without using (or paying for) any portion of
their local telephone company’s switched network. In this service arrangement, the public switched
network continues to be used for both the long distance portion of the call and its eventual termination
at the called party’s location. The bypass occurs only at the point of the originating connection to
the long-distance company, where part or all of the facilities normally obtained from the local
telephone company are avoided.

Those cases in which a dedicated telephone line is furnished by an alternative supplier or the
customer itself are known as facilities bypass. This arrangement is shown in Figure 5.1.
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Figure 5.1 - Facilities Bypass

In the great majority of cases, the customer must lease the dedicated access line from the local
telephone company itself, there being few, if any, economic alternatives.
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Figure 5.2 - Service Bypass

This situation is known as service bypass, since the customer is simply replacing one local
company service (ordinary local telephone lines) with another (the dedicated line). Itis considered
an instance of bypass because a dedicated line may make little or no use of the company’s existing
lines and switches, as illustrated in Figure 5.2.
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The least frequent and more extreme form of bypass is end-to-end bypass. This occurs when
a large business or institution owns or maintains a telephone network for its private use, that may
carry traffic entirely independently of the public switched networks of both the local and long
distance companies. This is shown in Figure 5.3.

E;

Figure 5.3 - End-to-End Bypass

The use of alternatives to local telephone services has occurred to some extent for many years,
but only with the dismantling of the Bell System in 1984 did this activity receive attention as a
policy issue. This occurred partly because changes in regulatory policy and the structure of the
industry, in particular the establishment of access charges, created greater structural opportunities
for bypass. Second, the resulting proliferation of alternative technologies such as microwave
transmission, improved satellite systems, and optical fiber generated more technically feasible
bypass options. And third, the combination of these factors resulted in a limited number of bypass
options becoming more economically attractive.

Access charges. The AT & T divestiture’s separation of the functions of the local telephone
company and the long distance provider led to the creation of a system of access charges, first on
the federal level and later, where in-state long distance competition has been permitted, on the state
level. These charges are ordinarily paid by a long distance company to local telephone companies
to compensate for the use of their local telephone lines and switches - called "access facilities" - in
originating or terminating long distance traffic. In addition to recovering the costs directly associated
with usage of the local switched network, these charges generally include a rate element (such as
the FCC-mandated Common Carrier Line Charge for interstate access) intended to recover a portion
of the fixed or non-traffic sensitive costs associated with the creation and maintenance of the local
network.
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Technological Options. Innovation during the past decade or more has resulted in a range of
technological options for potential bypassers. Although these options are often referred to gener-
ically as "bypass technologies", it should be borne in mind that most of these technologies were
originally developed by the telephone companies themselves, with microwave and fiber optic
technologies in particular having become an integral part of modern telephone networks. The new
technologies that are capable of being used in bypass applications include the following:

» Microwave - uses high-frequency radio waves to transmit voice or data traffic between
receivers ordinarily located no more than 20 miles apart. Generally low cost and
relatively unsophisticated, but with limited range and capacity. One of the earliest
and most widely used technologies for bypass.

+ Fiber optic cable - the latest, state-of-the-art technology; uses tiny strands of glass
fiber to transmit voice or data traffic over light signals. Generally used in a digital
format, which is effectively error-free. Currently being widely deployed by regulated
telephone companies to take advantage of its extremely high carrying capacity.

 Coaxial cable - an older technology similar to the copper wire traditionally used by
telephone companies but with a higher capacity. Coaxial cable is used by telephone
companies for some purposes, including some of the undersea cables linking Hawaii
and the mainland U.S. However, this technology has been most widely used by cable
television companies, which have extensive coaxial networks. While these networks
could be used for some bypass applications, it would usually require additional
equipment and network design changes that have so far deterred their use for bypass.

 Satellite - for bypass applications, normally requires fixed or semi-portable dishes
(1-3 meters in diameter) at the customer’s location, which beam radio signals up to a
relay satellite. Generally more suited for longer distance uses or communication
between many widely scattered points.

» Several "exotic" options - these include infrared laser beams and a radio broadcast
technique called FM radio sideband, techniques that are now possible but mainly
suited to specialized, infrequent conditions.

While potential bypassers may be able to choose from among these options, the performance
of each will vary for different applications. For example, microwave systems are best for short-
range, line-of-sight purposes, since transmission over longer distances ordinarily requires expensive
amplification and "repeater” equipment. Optical fiber is best for sophisticated users who require
reliable, high-speed data transmission and or other advanced services, both because of the medium’s
enormous capacity and since it currently requires considerable skill and experience to install. In
practice, therefore, a business or institution considering whether to bypass usually has fewer options
than would be suggested by simply listing the available technologies, even before factors such as
their relative costs are taken into account.
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Economic Factors. The greatest economic factor impacting on bypass decisions has been how
state and federal policymakers have allocated the fixed, non-traffic sensitive costs mentioned above.
Since the local network is shared by (and indispensable to) both local service and access services,
in economic terms there is no "correct" allocation of these joint costs between the local service and
access service categories. Both the method and the size of the share of fixed costs charged to access
service can loom large to potential bypassers, since access rates that are set significantly above the
direct costs of access may make alternative access arrangements look economically attractive.

With the imposition of intrastate access charges, many state regulatory commissions created
a usage-sensitive charge to recover fixed costs. These charges penalize high-volume users with an
overrecovery of fixed costs, and thus create an artificial incentive to bypass. The FCC and several
states have attempted to minimize this incentive by adopting flat-rate access charges paid directly
by end users. Some other states have adopted capacity-based fees paid by long distance carriers to
access providers, while still others, notably Illinois, have experimented with alternative access tariff
structures.

Federal bypass policies. The issue of bypass and concerns over the negative impact
widespread bypass could have on the local rates of telephone carriers has received the most attention
on the federal level. Rather than being considered in isolation, however, bypass has been primarily
addressed in the context of how the fixed costs of the local exchange network should be recovered.

In its 1983 decision to establish the interstate access charge system, the FCC called bypass a
"growing phenomenon", although it conceded "uncertainty surrounding the precise size and threat
of uneconomic bypass".” On balance, the FCC concluded that the deterrence of uneconomic bypass
"must be one of the criteria for the design of an access plan."” This factor, plus general arguments
for the economic efficiency benefits of transferring costs onto the cost-causer, led to the Federal
Communications Commission’s adoption of an end user charge (the monthly Subscriber Line
Charge) for access to interstate service as part of the federal access charge regime.

Since the Subscriber Line Charge was intended to apply to all customers’ access lines regardless
of their usage of the long distance network, consumer advocates and others objected that the charge
would reduce the affordability of basic service and could force marginal subscribers, such as
low-income households, the elderly, and struggling businesses, to leave the network. In response
to Congressional attempts to ban Subscriber Line Charges for residence and single-line business
subscribers, in February 1984 the FCC decided to open an investigation of bypass and defer the
introduction of a Subscriber Line Charge for those telephone subscribers.

In its Second Report on Bypass released in December 1984, the FCC expanded its definition
toinclude service bypass. The FCC concluded that bypass continued to present a significant potential
threat, but in this report emphasized that "during the next few years, service bypass (i.e., the use of
special access lines) will be the most prevalent form" and expressed particular concern over the
potential for the direct connection of large users to long distance carriers. This conclusion was then
used as one of the main justifications for the introduction of a limited Subscriber Line Charge for
single-line subscribers.
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In June 1986, the FCC opened another investigation to determine whether the Subscriber Line
Charge should be increased further. Despite a resurgence of legislative attempts to freeze the
Subscriber Line Charge for single-line subscribers, in April 1987 the FCC adopted a plan to increase
the charge by $3.50 over a two-year period. In response to a call for substantiation of the bypass
threat from the House Telecommunications Subcommittee, the FCC released its third and most
recent report on bypass the following month. That report found that bypass continued to be a
significant threat, and concluded that "bypass has still not yet achieved its full potential."* Once
again, the FCC cited long distance carriers as likely to become major bypassers in the future.

However, the Federal Communications Commission’s view of the significance of the bypass
phenomenon has not been shared by other prominent policymakers on the national level. In Sep-
tember 1987, the presiding judge of the AT&T Consent Decree concluded that the near-monopoly
on local telephone companies held by the Bell telephone companies had remained essentially
unchanged since 1984. In thatruling U.S. District Court Judge Harold H. Greene observed, referring
to data compiled by the U.S. Department of Justice’s expert, Peter Huber, that:

The lack of any but the most minuscule bypass may also have a bearing upon the Federal
Communications Commission’s effort...to impose access charges upon the ratepaying
public. These efforts have been represented as a necessary measure to halt the menace
of growing bypass...The Huber Report demonstrates that the premise for this activity has
been largely imaginary.®

Furthermore, two successive chairmen of AT&T, Charles L. Brown and James E. Olson, had
expressly and publicly rejected a pro-bypass policy, and rebutted FCC statements that AT&T could
become a leading bypasser. As recently as August, 1987, Chairman Olson observed:

...[A]fter all, we built the network. We believe it is fundamental to the provision of quality
service that our customers be connected to the telephone company facilities.®

At the same time that the FCC confirmed its access charge and bypass policies, the FCC directed
the Bell and GTE telephone companies and other major local telephone companies to submit
documentation of the bypass occurring within their service territories. Although the FCC had been
collecting carrier data on bypass since 1984, these were the first submissions that were opened up
to public comment. As conceded in the June 1988 Monitoring Report where the submissions were
first published, the carriers reported disparate and conflicting levels of bypass. Other policymakers
and interested parties such as the National Association of State Consumer Advocates criticized the
carriers’ evidence for bypass activity as methodologically deficient, inconsistent, and generally
leading to inflated estimates of the revenue losses attributable to bypass.

State bypass policies. New York was one of the first states to initiate its own investigation
of the extent and potential threat of bypass.” After reviewing two years of data submissions and
testimony on the issue, an Administrative Law Judge issued a recommended order that included
the following findings:

(1) Bypass has existed for years and the telephone companies themselves have been
providing bypass services for larger customers.
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(2) The use of privately-owned bypass systems is primarily motivated by the users’ unique
service requirements and not cost considerations.

(3) Bypass has not been undertaken by long distance companies to any significant extent.
However, this form of service bypass has the highest potential growth, which could be
minimized by restoring cost-based pricing relationships between switched and dedicated
access services. -

(4) The major impact on local telephone companies has been the loss of potential revenue
growth (rather than absolute reductions in income or stranded investment). Local tele-
phone companies could reclaim some of this growth by improving their services and
paying closer attention to the needs of their larger customers.

In its final Opinion (No. 85-16), the New York Public Service Commission (NYPSC) placed
a heavy emphasis on the possibility of future growth in bypass activity and the threat of increased
rates for local ratepayers. However, the Commission agreed with the Judge’s determination that
both access pricing policies and telephone company responsiveness to customer needs affected the
growth of bypass. The NYPSC ordered New York Telephone to reduce the portion of fixed costs
that were being recovered through usage-based access charges. Second, New York Telephone was
directed to make available certain digital services that are attractive to larger business customers,
and to furnish more specialized services on a case by case basis. And third, New York Telephone
was ordered to update a set of standards for service quality that had been previously developed
under Commission direction. This latter step was intended to increase the company’s ability to
meet customer demands for advanced service provision, timeliness, maintenance, and attractive
pricing.

In addition, the Commission imposed streamlined regulation on the providers of bypass ser-
vices, requiring an initial certification and the filing of tariffs. Finally, the Commission concluded
that moving rates closer to costs would be the best method to deter the spread of uneconomic bypass
in the future. Consequently the Commission ordered New York Telephone to lower its switched
access rates by spreading the responsibility for fixed cost recovery to all revenue sources instead
of switched access services alone.

The North Carolina Public Utilities Commission reviewed the bypass situation in the state in
the context of an access charge proceeding (Docket P-100, Sub 65). In April 1988, the Commission
found that bypass is a form of competition and symptomatic of an industry with increasing com-
petition. The evidence also suggested that most bypassing is performed on the originating end,
with only a small number of customers possessing the capability of engaging in end-to-end bypass.
The Commission concluded that uneconomic bypass was primarily motivated by high common
carrier line charges. In response, the Commission ordered the local telephone companies to adopt
a lower, uniform charge, financed in part by territory-specific access rates.

The California Public Utilities Commission most recently addressed bypass issues in Phase
III of a comprehensive proceeding (Cases 83-01-22 et al). In the Final Opinion released in June
1987, the Commission concluded that the record had a "dearth of evidence of the increased bypass
threat",’ and rejected the local telephone company’s proposals for a fixed access service charge to
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recover fixed costs in favor of existing plans to gradually alter the assignment of fixed costs. The
Commission noted that uneconomic bypass was "a real problem which bears our attention"®, but
concluded that nothing in the record indicated that bypass presented an immediate threat to access
revenues and ratepayers.

Conditions in Hawaii

Past and current policies. To date, the Hawaii Public Utilities Commission has not
addressed bypass issues in any of its proceedings, and there is no monitoring or regulation of the
providers of bypass alternatives at the state level. On the federal level, the Federal Communications
Commission has required reporting on bypass activity from Hawaiian Telephone along with other
large local telephone companies, which has resulted in the bypass report issued last April. One
notable restriction that does exist is that other utilities companies in the state cannot use their
rights-of-way to provide telephone services to the public. This issue was raised when Hawaiian
Electric Company attempted to supply a fiber optic dedicated line to a bank through its own
rights-of-way. In this case, the Hawaii Public Utilities Commission determined that Hawaiian
Electric Company would have been providing a service outside of its certificated authority, and
ordered the company to limit its telecommunications activities to its own internal communications

purposes.

Current extent and future of bypass activity. In general, review of the existing data
on bypass and the authors’ conversations with industry participants indicates that little bypass
activity has developed in the state.

Service Bypass. The current extent of service bypass reported by Hawaiian Telephone to the
Federal Communications Commission represents just 5.6 percent of its annual net interstate access
revenues, and even less if measured relative to the annual access revenue that would be assumed
if no bypass occurred.”® This claimed loss is the lowest of the seven states for which the GTE
operating companies supplied bypass data in their 1988 bypass reports, and represents roughly
one-third of the average percentage of revenue claimed to have been lost in those states. Hawaiian
Telephone attached to its report a partial listing of users of special access lines, which indicated
that government agencies, financial institutions, and hotels are the largest users of these services.

Facility Bypass Hawaiian Telephone reported that there is no evidence of facility bypass of
its interstate access services. The company concluded that those private microwave systems that
are known to exist on the islands are apparently being used only for intrastate communications. To
date, long distance carriers have generally not used alternative facilities to connect end users to
- theirswitches. Although both AT&T and at least one competitor have employed some interbuilding
microwave links in the downtown Honolulu area for particular customers, that appears to be a rare
circumstance. A number of long distance providers have used non-Hawaiian Telephone facilities
to connect their switches to earth stations and undersea cable termination points, but this cannot
properly be considered bypass of Hawaiian Telephone since these links are a part of their long
distance networks.
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There also appears to be little interest in the bypass market among potential providers of
alternative network services. For example, operators of cable television systems have been able to
offer certain bypass capabilities, but have not provided much service to date. One leading cable
company indicated that it had been approached in the past by a hotel and a holding company
interested in bypass opportunities, and had conducted its own feasibility study. However, the
company found it difficult to assess demand for telecommunications services and noted that most
applications would require new facilities and investments.

Stakeholders concerned with the determination of bypass policies. The stake-
holders in the issues surrounding bypass activities include both suppliers and users of telecom-
munications equipment and services. The local telephone company, in this case Hawaiian
Telephone, is the major stakeholder on the supply side, since most bypass policies would directly
affect its rates and offerings. Bypass policies can also affect the operators of other distribution
networks with the potential to provide alternative services. These include cable television companies
such as Oceanic Cablevision and McCaw Communications; cellular system operators such as Land
Mobile Communications (an affiliate of Motorola); and other utilities such as Hawaiian Electric
that own extensive rights-of-way. The most numerous suppliers are the vendors of equipment that
can be used for bypass applications. These include microwave equipment suppliers such as Motorola
and Rockwell; providers of fiber optic systems, including AT&T, American Lightwave Systems,
and Pirelli; and satellite dishes and electronics, such as Contel. Several of these suppliers are
currently without specific offices in the state, but growth in demand could increase their tendency
to establish a stronger state presence.

The largest group in the category of users of telephone services is precisely those for whom
bypass alternatives are not readily available, namely the class of residential and small business
ratepayers. The large businesses and institutions that would be directly affected by bypass policies
includes federal, state, county, and municipal government agencies, the branches of the U.S. military,
the University of Hawaii and other educational institutions, and the spectrum of hotels, financial
services firms, and other major corporate interests that comprise the class of likely bypassers. In
addition, long distance carriers including AT&T, MCI, US Sprint, and Long Distance USA (a
Hawaii-based company) would be directly impacted by actions taken to deter bypass.

Policy Options

Given the limited extent of bypass activities within the state, the most obvious implication is
that no particular State policy or regulation is required. In other regions where bypass has been
judged to be a present or future area of concern, policymakers have considered the following options
that could be implemented in the Hawaii environment:

(1) Imposing regulation or other restrictions on alternative service providers or private
network operators.

(2) Reducing the incentives for uneconomic bypass by requiring telephone company rates
to better reflect the underlying costs of service.
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(3) Permitting the local telephone company to charge lower, deaveraged rates for service
in highly competitive regions and along highly competitive routes.

(4) Encouraging the local telephone company to be more responsive to large users’ needs
for technologically-advanced and high-quality services, by establishing service quality
guidelines, for example.

(5) Establishing procedures for monitoring the usage of local service alternatives and
periodically reassessing their potential impact.

Analysis

In evaluating these options, Hawaii policymakers should consider their relation to the goal of
promoting the overall economic development of the state, as well as the specific impacts bypass
policies may have on Hawaiian Telephone and ratepayers. Within the broader context of economic
development, it is important to make a distinction between two potential results of bypass, actual
revenue loss versus revenue diversion. Revenue loss occurs when an existing telephone customer
reduces or entirely abandons service. In contrast, revenue diversion refers to the reduced growth
in telephone company revenues that may occur when a potential telephone customer chooses to
bypass. There is in fact an implicit question of policy hidden within the concept of revenue "di-
version" - namely, the degree to which the local telephone company is entitled to serve all of the
local telecommunications needs that arise within its franchised service territory.!

From an economic standpoint, a reasonable answer is that the local telephone company should
provide services to all customers for which it is economically efficient to do so. Conversely, in
those situations in which it may be inefficient for the local telephone company to provide service,
customers should be free to find and utilize the most efficient alternative. This argument is equally
valid for all forms of "bypass”, and is reinforced by the goal of promoting statewide economic
development. Therefore, where economic efficiencies are available through the use of alternative
telecommunications and they can be exploited without countervailing harm to social policy
objectives, those efficiencies should be encouraged.

Policies which rely on disincentives to action are unlikely to have this effect. For instance,
while direct regulation or restrictions on bypass could inhibit its potential growth, this option could
also eliminate truly cost-effective applications of innovative telecommunications that can support
new economic growth. The other policy options are oriented toward providing positive incentives
to motivate potential bypassers to use the services of the local telephone company. Some of these
options may be appropriate remedies, if and when a significant bypass threat appears.

The Public Utilities Commission already has the statutory authority to implement all but one
of these policy options at its discretion, since each policy involves the regulation of Hawaiian
Telephone’s rates and services. The exception is the first option, direct regulation of bypass service
providers or private networks. As discussed in Chapter 4, under current Hawaii law the Public
Utilities Commission is required to regulate certain forms of bypass activity. Private companies
that engage in bypass for their own use and suppliers of bypass equipment do not fall within the
scope of the Commission’s jurisdiction. However, any company that intends to offer bypass services
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to the public has the status of a public utility, whose rates and terms of service must be regulated
by the Commission. Since bypass appears to be a minimal problem in Hawaii, the Legislature might
consider granting the Commission greater discretion in its regulation of bypass services providers.

This could be accomplished through legislation amending appropriate sections of the statute
governing regulation of telecommunications activities. Such changes would be designed to allow
the Commission to choose through a rulemaking procedure - guided by the public interest - whether
to regulate, and in what manner and degree, the provision of bypass services within the state. The
Legislature might also direct the Commission to keep it advised of the level of bypass activity
occurring within the state, in order to insure that bypass will continue to have little effect on Hawaiian
Telephone and ratepayers in the future.
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Chapter 6

Shared Tenant Services

The introduction of shared tenant services should provide small and medium sized
businesses in Hawaii the opportunity to take advantage of advanced technologies, and
1o save money on their telephone service. Increased efficiency and cost savings will help
minimize any impact that shared services will have on overall Hawaiian Telephone
revenues. Regulation should assure that customers have unrestricted access to Hawaiian
Telephone services if they so desire, and should prevent shared system operators from
abandoning their customers without notice. Further regulation of these activities, or
discriminatory pricing policies, is probably unnecessary, and might inhibit the devel-
opment that they would foster.

Issue Summary

Shared Tenant Services (STS)' are telecommunications services provided through a
customer-owned switchboard known as a private branch exchange (PBX) that enable small and
medium-sized businesses (and in some cases residential communities) to take advantage of shared
calling benefits. By pooling their resources, businesses are able to share local telephone lines,
thereby reducing the total number of lines required from the local telephone company to serve that
group of customers. STS providers are typically landlords or real estate developers who provide
telephone service to tenants or occupants of multitenant buildings, complexes, or developed
properties as part of an overall package of services. The service package may include enhanced
services such as voice mail or data and word processing, as well as office automation services
including heating, lighting and air conditioning control, and building security. The advantages of
STS to tenants consist of lower prices for telephone service than they could obtain from the local
telephone company, as well as access to these special features which they might not otherwise be
able to afford. The advantage to landlords is the revenue margin they can earn from providing STS
throughout a building complex, and the ability of special telecommunications capabilities and prices
to attract tenants to a development.

Shared tenant services have received considerable attention in recent years, both for the
opportunities they present to users and developers and for the potential problems they can pose to
local telephone companies and their ratepayers. STS ventures have only become relatively common
since the introduction of sophisticated PBX switchboard systems in the mid-1970s. As PBX
technology has improved, and costs have declined, individual companies have found that the use
of on-premises switches for internal calling and shared use of outside lines (known as "trunks") can
be a less expensive alternative to telephone company services such as Centrex that provide many
connections to the local telephone company’s switches.
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Figure 6.2 also points out one aspect of the controversy over STS that has been raised in many
jurisdictions. In general, policymakers have expressed concern that the replacement of functions
traditionally provided by the local telephone company with other facilities, and the reduced use of
telephone company lines and equipment, will result in reduced revenues to the local telephone
company without a commensurate reduction in costs. This problem can be especially disturbing if
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STS providers establish themselves in locations where the local telephone company has already
engineered its local network in anticipation of serving all customers individually. In such instances,
STS would result in fewer total lines being used than the local telephone company planned for and
installed, and thus the cost of the additional lines might not be recovered through existing rates.
This phenomenon has been called "stranded investment," since telephone company investments in
facilities may find no use in a particular area, but must still be paid for through regulated rates. In
effect, stranded investment and lost revenues in general due to STS could lead to overall telephone
rate increases, meaning that the general body of ratepayers would be paying, in some sense, for the
benefits that users of STS would enjoy.

Approaches Elsewhere

Most states have initiated investigations and implemented policies regarding shared tenant
services, with the majority openly permitting the practice, but varying in the extent and type of
regulation thereof. In the Hawaii Public Utilities Commission’s initial investigation of STS (Docket
No. 5660), two parties, Hawaiian Telephone and Kakaako Venture Limited, have submitted sum-
maries of state actions concerning STS. In other regions of the country, there is no consensus as
to either the jurisdiction that state regulatory commissions may have over STS providers, nor the
specific policies that apply both to STS providers and to the services they purchase from local
telephone companies. Many states mandate that STS providers purchase only measured local trunks,
which result in per-minute charges for all calls from an STS location; this practice assures the local
telephone company that the STS customer will pay for any increasing usage on the network and
will not overload the company’s trunks. Almost all states require that alternative access to local
telephone company services be available to tenants of STS complexes. A brief summary of rep-
resentative guidelines and regulations governing shared tenant services in Missouri, California, and
North Dakota follows.

Missouri. The Missouri Public Service Commission issued an order establishing permanent
tariffs and service standards for the provision of shared tenant telecommunications services on April
19, 1988. The order established, among others, the following standards:

1. Since STS is only one part of a package of services offered to a group of customers, and is
offered only for private, not public, use, an STS provider would not be considered to be a
public utility.

2. Local telephone companies are required to be providers of last resort to end users in buildings
served by STS which are later abandoned by the STS provider.

3. STS need not be limited to connection through a single private branch exchange (PBX),
however, local telephone companies are required to provide only one point of termination to
connect STS facilities with the local telephone company network.

4. A provider of STS will be charged according to the rates used for access by private branch

exchanges (PBXs). STS access charges should be priced residually and reflect the flat trunk
rate already used for PBX access.
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5. A provider of STS must give 180 days notice to the local telephone company of its intent to
offer service in a new building, but such a notice period does not apply in existing buildings.

California. On January 28, 1987 the California Public Utilities Commission issued an order
which included the following STS guidelines:

1. An STS provider may offer services to tenants in a single building or complex of buildings
on continuous property. The shared tenant service provider is the customer of the utility.

2. If STS providers operate under certain guidelines they are not subject to Commission regu-
lation.

3. The STS provider may charge for its management and billing services and for its use of its
facilities in any manner it chooses including flat or measured service charges.

4.  All telephone utility and long-distance carrier service charges shall be directly rebilled to
tenants on a flow-through or pro rata basis and shall be separately stated on the bill.

5. Service may be extended to residential premises located in the specific complex, but business
rates will apply to private business exchange trunks and other facilities.

6.  The property owner or manager is not allowed to place restrictions on tenants who desire
service directly from the local telephone company, and similarly may not impede the local
telephone company from furnishing service directly to a tenant.

North Dakota. In an order dated October 7, 1986, the North Dakota Public Service Com-
mission established service regulations for shared tenant service. Based on the assertion that resale
of local telephone company services fosters competition and provides more efficient service by
more closely matching consumer needs to available technology, the Commission found that resale
of local services would be beneficial to North Dakota citizens. The order stipulated that the local
telephone company may file tariffs at rate levels that protect against stranded plant and revenue
loss. The Commission limited STS provision to a contiguous building complex, new or old, or a
community of interest, business or nonbusiness. With the exception of residents of dormitories or
residence halls of schools, colleges or universities, the end user has the right to choose service from
the local telephone company in place of, or in addition to, service furnished by the STS provider.
In addition, the local telephone company is permitted to use STS provider’s intra-building cable
and wire in the event that an end user requests local telephone company service. STS providers in
North Dakota must register with the Commission and provide annual reports of revenues, expenses,
capital investments, return on investment, area serviced, services offered and number of customers.

Conditions in Hawaii
Policies. Asdiscussedin Chapter4, the Hawaii Public Utilities Commission initiated Docket
No. 5660 on September 19, 1986, for the purpose of investigating issues relating to STS in Hawaii.

The Commission sought comments from interested parties, including Hawaiian Telephone, the
Consumer Advocate, and potential STS providers, concerning three principal questions: (1) whether
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STS should be allowed in Hawaii; (2) if STS is allowed, whether or not the providers of STS should
be regulated; and (3) what rules and regulations and rates should be established for STS to best
serve the needs of telephone consumers in Hawaii. A related threshold issue raised by the Com-
mission was the legal question of whether STS systems should be considered public utilities subject
to the Commission’s jurisdiction. In the initial stages of the proceeding, the major parties agreed
to a definition of shared tenant services under the term "Common Premises Communication Sys-
tems," which the Commission adopted as the pertinent definition for purposes of the case, and of
policy development in Hawaii. The definition is as follows:

Common Premises Communications System (CPCS) is defined as a telecommu-
nications system that offers, among other things, use of telecommunications switching
equipment and services which provide access to the public switched network, to
occupants of common premises. The same individual, partnership, or corporation shall
own, lease rent or have obtained licenses for all components of the CPCS, and shall
also be affiliated with the owner, lessor, or renter of the common premises either by
common ownership or by contract. Common premises is defined as a building or set
of buildings that are: (1) owned, leased or rented by an individual, partnership, or
corporation, and where the owner, lessor, orrenteris not the sole occupant of the buildin g
or set of buildings; or (2) Horizontal Property Regimes, consisting primarily of indi-
vidual or multiple structures that are part of a common development; or (3) any
combination of (1) and (2) above when the structures are part of a common development.
Single family detached dwellings are specifically excluded from the definition of
common premises. [As adopted by the Hawaii PUC in Order No. 9024]

The Commission divided Docket No. 5660into two main phases, the first to address the question
of whether STS/CPCS providers are public utilities subject to Commission jurisdiction, and the
second to examine regulatory options concerning their activities. Hawaiian Telephone and several
intervenor parties presented initial and reply briefs focusing on issues in both areas. These sub-
missions, and the other materials from Docket 5660, constitute the bulk of the existing public record
concerning STS/CPCS in Hawaii.

Concerning Commission jurisdiction, the principal arguments revolved around the question
of whether shared service providers can be classified as offering service of a "public" nature or
whether they are entirely private operations. As discussed in Chapter 4, if the activity is "public,"
the Commission has an affirmative obligation to regulate, including ensuring that rates for the
service are reasonable. The Commission, after considering the evidence, issued a ruling on this
question on March 4, 1988 (Decision and Order No. 9686). The Commission interpreted existing
law and precedents to conclude that "though the proposed service is limited to tenants within certain
buildings, the scope of the service and the impact to the number of tenants, both residential and
commercial, that may be involved would appear to make the CPCS service a service ’to the public,
as a class, or to any limited portion of it as contradistinguished from holding himself out as serving
or ready to serve only particular individuals.”" The last cite referred to Hawaii Supreme Court
standards. In making this ruling, the Commission nevertheless observed that circumstances may
differ for different shared system operators, and left open the possibility that in some cases it would

51



determine that shared tenant services were not public utility services, and thus not subject to reg-
ulation. The immediate consequence of this ruling, however, is to define STS/CPCS providers as
public utilities, and to require that they obtain certificates of public convenience and necessity prior
to commencing operation.

This ruling concerning Commission jurisdiction left unresolved the questions of what type and
level of regulation should apply to STS/CPCS in Hawaii, the second phase of the proceeding. On
September 8, 1988, in view of the Legislature’s decision to authorize an independent review of
policies regarding shared tenant services, the Commission continued Docket No. 5660, pending the
results of this study.

Markets. There does not yet exist any shared tenant service in Hawaii, and it is unclear
what the overall market potential for this type of activity would be. Itis possible, as some prospective
STS operators have claimed, that the market for shared services would be quite large, and would
encourage innovative uses of telecommunications in Hawaii and general economic growth. The
potential magnitude of such growth cannot be measured, however, without the benefit of at least
some initial experience. Similarly, it is difficult to estimate how much of Hawaiian Telephone’s
existing or future revenues might be at stake if STS providers were to enter the market. The best
general measure of these factors derives from data concerning Hawaiian Telephone’s existing
services to businesses, particularly those that would be likely candidates for STS-type operations.

As of 1985, Hawaiian Telephone provided some 12,000 PBX trunks to customers, representing
anywhere from 50,000 to 100,000 total station lines (end user telephones), depending on the size
of the businesses involved. The vast majority of these trunks (about 10,000) were located on Oahu.
At 1988 rates, this total demand would yield Hawaiian Telephone about $7.4 million annually.
Other 1985 customer categories that would appear to be candidates for STS included subscribers
to Joint User service and Centrex customers. Between these two groups, Hawaiian Telephone
served an additional 17,000 to 18,000 station lines, which generated some $4 million in revenue.
These customer groups, by subscribing to explicitly multi-line services, are perhaps the most likely
candidates for STS arrangements, but even smaller companies that only purchase a few individual
business lines might move into shared tenant complexes.

Itis widely anticipated that STS complexes would primarily be in new developments, and thus
would purchase new Hawaiian Telephone services as opposed to replacing existing services. To
the extent this is the case, a better measure of their potential market would be the growth in multi-line
business customers (including those that merely buy more than one standard business line).
Hawaiian Telephone’s 1985 data showed annual growth of more than 10,000 lines in this category,
covering over 3,000 separate customer accounts. The per-line annual local service revenue from
these customers varies from island to island and with the nature of service they purchase, but a
rough estimate would be $400 to $500 per line per year. This would suggest that, at the 1985 growth
rate, Hawaiian Telephone revenue growth susceptible to some level of usurpation by new shared
system complexes would be in the range of $40 million to $50 million. Of course, even the most
efficient STS provider could reduce total payments to Hawaiian Telephone by no more than about
50% to 60% for the same level of customer demand. Thus the total market opportunity suggested
by these estimates would be in the range of $25 million per year for new STS providers, with a
comparable level of Hawaiian Telephone revenue growth subject to diversion to the STS market.
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To the extent that shared system operators were successful in entering existing buildings, or in
persuading existing businesses to move to the new developments, their revenue opportunities would
increase somewhat, and Hawaiian Telephone’s revenue base would decline.

Stakeholders. Nearly all of Hawaii can be said to have a direct or indirect stake in the
issue of STS. In addition to Hawaiian Telephone and its ratepayers, who have a stake in the possible
cost and revenue impacts of STS, the business community in general stands to be affected by the
availability of low cost, technologically advanced communications systems that STS providers
would seek to offer. To the extent such systems truly involved the latest advances in technology,
the opportunities for improved productivity, new markets, and overall economic growth could be
considerable. Finally, there are several specific stakeholders, who have considered or have already
begun to develop plans for the implementation of STS, assuming the regulatory climate is favorable.
Kakaako Venture Limited, which is developing a large new office and residential park at One
Waterfront Plaza, was until recently among the most visible of these entrepreneurs, but has since
decided to forego implementing a shared telephone system, largely due to the uncertain regulatory
climate surrounding the issue. Outrigger Hotels Hawaii, Wang Laboratories, and VIP Connections
- all intervenors or participants in the PUC’s investigation of STS/CPCS - are also among the leading
prospective developers of shared tenant services; should their ventures prove successful, there will
undoubtedly be many other entrants into the market.

Policy Options

There are a wealth of possible policies that could be implemented regarding STS, with respect
to shared communication services themselves and to Hawaiian Telephone’s rates and services
provided to STS operators. Following are some of the principal policy decisions that need to be
addressed in this area.

1. Should STS be allowed at all in Hawaii? That is, should the PUC grant certificates of public
convenience and necessity to proposed shared service operators under any circumstances? If
s0, should the PUC deny certification under some conditions, such as when the replacement
of existing Hawaiian Telephone services with STS would result in substantial stranded
investment and/or revenue losses?

2.  'What trunk rates should Hawaiian Telephone be required to charge for STS access to the public
network? Should trunk rates be the same as existing PBX rates, or should they be greater to
reflect likely higher use levels on STS lines? What methodology should be used to estimate
the extra cost of above average trunk utilization for rate setting purposes?

3. Should tenants in complexes served by STS be guaranteed access to Hawaiian Telephone
services as an alternative to the shared services? Concomitantly, should Hawaiian Telephone
berequired to serve all tenants who desire its services as acarrier of lastresort? Whatregulations
should be imposed to govern Hawaiian Telephone access to customers, and to inside wiring?

4. Should STS providers have an obligation to serve all tenants of their complexes, regardless of

their telecommunications needs or the costs of serving them? Under what conditions can STS
providers decline to provide a given service, or to serve a given tenant?
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5. Should there be any regulations regarding the grade or quality of service provided by shared
system owners to their customers? Should STS operators be obligated to offer the same grade
of service (probability of call blockage) as Hawaiian Telephone provides?

6. Should the specific rates and rate structures of STS be regulated by the PUC? If so, what types
of rate structures will be allowed? Will measured service charges be permitted within STS
complexes while they are prohibited for Hawaiian Telephone’s public network services?
Should there be rate ceilings or other restrictions on rate levels? Should price discrimination
be allowed, or must STS providers charge the same rates to all tenants in a complex?

7. Must STS operators provide notice to Hawaiian Telephone prior to abandonment of service?
How much advance notice should be required? What termination liabilities or security deposits
should be required of STS operators?

8.  Other issues: Should STS operators be required to register their equipment with the Federal
Communications Commission? Should there be limits on the total size of a shared system, or
on the number of buildings in an STS complex? Should STS operators be allowed to resell
intrastate long distance or other non-basic services? Should STS operators be allowed to offer
dial-up services to the public?

The analysis in the next section does not attempt to answer all of these questions, but presents
aframework in which policymakers can evaluate the issues, and a discussion of the economic forces
and impacts associated with the major policy questions.

Analysis

STS Costs and Benefits. The threshold issue of whether to allow STS and under what
circumstances involves in large part empirical questions of the extent of possible revenue losses
and stranded investment versus the benefits that might be derived from STS. One important dis-
tinction must be made between STS installations in new buildings and complexes, and those that
might be installed to replace existing telephone services in older buildings. Shared service
arrangements can be achieved at relatively lower cost in new construction, because the wiring plan
for the distribution of telecommunications services can be incorporated into the basic building
architecture. When STS plans are included in the development of a location, such as contemplated
for One Waterfront Plaza, there is no reason to expect that the telephone company will confront
stranded investment, since it will be able to plan for the shared system accordingly. There is also
no real "loss" of revenues in such an instance, because the new tenants and shared services are not
displacing anything that existed previously.

Retrofitting existing buildings to accommodate shared services is more complex than new
construction. Inthese cases, STS could well create idled telephone company facilities, if the location
of the building is in an area that has already been engineered to serve a large number of tenants on
an individual basis. But because such retrofitting involves additional costs to the STS provider, it
islesslikely to occur than in new complexes. Moreover, there are likely to be offsetting cost savings,
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as well as possible revenue stimulation, from STS that must be weighed against any adverse effects
due to stranded investment before one can determine that, on balance, any particular shared tenant
service operation would be harmful to Hawaiian Telephone.

There are three major sources of cost to Hawaiian Telephone in connection with the provision
of local exchange access and usage services. These are (1) the non-traffic-sensitive (NTS) costs of
the basic access lines connecting the telephone company central office with the customer location,
(2) the traffic-sensitive costs associated with the level of usage of the local telephone company
network generated by the customer, and (3) the per-customer costs of account administration and
billing. As described below, Hawaiian Telephone could well realize cost savings in all three of
these areas when multiple users participate in an STS arrangement.

Non-traffic-sensitive access line costs. By combining the traffic associated with a number of
individual customers within a common group of exchange access lines, Hawaiian Telephone can
realize a substantial reduction in the quantity of such facilities that are required to handle a given
volume of calling.

Traffic-sensitive costs. While traffic-sensitive costs are often thought of as varying with the
level of usage, in actuality these costs depend upon the simultaneous capacity demand presented
to the switching and interoffice networking facilities. By combining a number of individual cus-
tomers’ requirements onto a common group of facilities, Hawaiian Telephone will experience a
potentially large reduction in the combined level of capacity demand presented by the group as
compared with that which would exist were all of the individual participants served directly by the
telephone company. This could allow Hawaiian Telephone to handle the same volume of total
usage with fewer switching and network facilities, and hence at a lower overall cost. Hawaiian
Telephone will also enjoy an additional, although small, reduction in traffic-sensitive costs arising
from the ability of the shared PBX system to handle intrasystem traffic between individual par-
ticipants in the STS system without having to utilize central office switching facilities.

Account administration and billing. Hawaiian Telephone will enjoy a significant savings in
the costs it would otherwise have to incur to administer each of the participants’ individual accounts
when these users join in a common sharing arrangement. Instead of maintaining a large number
of small accounts and having to prepare and administer a large number of small individual bills,
the telephone company will be able to deal with a single, larger entity, an entity that will itself
assume the obligation to maintain the required customer relationships with its own end users.

In addition to these cost savings, Hawaiian Telephone will not necessarily, in the wake of the
introduction of shared tenant services, lose all extra revenues that individual customers would have
paid in the absence of STS. The effect of STS for tenants is to lower the cost of basic and specialized
telecommunications services below what they would have otherwise paid for a given volume and
type of service. If offered such service at lower prices, many tenants may elect to purchase services
through the STS vendor that they might not otherwise have chosen because of cost constraints. This
type of demand stimulation is at the heart of competitive market economics, and is very likely to
occur in STS situations where tenants are medium and smaller businesses that must balance limited
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resources with the desire to expand their operations. To the extent sharing of Hawaiian Telephone
services thus creates additional demand, the telephone company will recapture some of the revenues
it ostensibly "loses" by not serving customers directly.

It is thus not clear that even STS installations in existing buildings will be consequentially
detrimental, all other things equal, to Hawaiian Telephone and its ratepayers. In new developments,
the efficiencies of shared usage will be available with almost no risk of stranded investment or
Hawaiian Telephone revenue loss, and thus would appear to offer positive net benefits to the STS
providers, end users, and Hawaiian Telephone alike. There would appear to be little reason,
therefore, to summarily exclude STS from the Hawaii market. In those cases where an STS system
proposed for an existing building or complex might lead to substantial net costs to Hawaiian
Telephone, the Public Utilities Commission may wish to examine the merits of such a system
independently, in the context of a review of its application for certification. In most cases, however,
STS development is likely to offer net benefits to the State.

Regulations Concerning STS. Notwithstanding the above discussion, there remain
serious questions as to whether Public Utility Commission regulation of various aspects of STS is
necessary to ensure that the benefits associated with shared services arrangements will be realized,
and that customers both of Hawaiian Telephone and of the STS providers will be protected. In its
briefs before the Public Utilities Commission, Kakaako Venture asserted that regulation of STS
providers is unwarranted because (among other things): (1) STS tenants will always have the option
of subscribing to Hawaiian Telephone services in place of the STS offerings, and (2) STS providers
will reserve the right to refuse to serve certain tenants whose needs may engender greater costs than
the STS system operator is prepared to bear. Yet these assertions alone raise important policy
questions.

Without some specific requirement, and associated monitoring and enforcement mechanisms,
it is not clear that all STS providers will in fact permit customers the option of subscribing to
Hawaiian Telephone services, and will allow Hawaiian Telephone the necessary access to customers
and to inside wiring, at reasonable compensation fees, to assure that the alternative is viable. At
the least, the availability of Hawaiian Telephone service should thus be a requirement of STS
systems, rather than an expectation that is left to their good intentions to uphold. At the same time,
Hawaiian Telephone should naturally be required to serve all tenants in an STS complex who desire
service. If these requirements are established, they can override any concerns about the reason-
ableness of STS rates, and whether the PUC should, in its capacity as regulator of public utilities,
affirmatively fix the rates for shared tenant services. With Hawaiian Telephone services readily
available to all tenants, STS providers should not be able to charge rates that exceed those for
Hawaiian Telephone’s equivalent services. Similarly, there would be no compelling need to
mandate rules concerning rate structure, since again the worst any tenant could do under any form
of STS pricing would be to abandon the shared services in favor of traditional Hawaiian Telephone
services and rates.

The other side of the issue of competitive availability of Hawaiian Telephone service is rep-
resented by the assertion that STS providers will reserve the right to deny service to certain cus-
tomers. This issue focuses on the broad question of non-discrimination, and whether market forces
and the availability of Hawaiian Telephone as a carrier of last resort will adequately prevent any

56



disadvantage to STS customers or to the general body of ratepayers arising from discrimination
within an STS complex. Itis clear that the highest rates that STS providers could charge customers
would be essentially equal to Hawaiian Telephone’s rates for similar service. Thus, if an STS
provider wished to deny service to a tenant, it could merely insist on an exorbitantly high price from
that tenant, and force the customer to opt for Hawaiian Telephone. In the absence of any PUC
regulation of rates, there would be no particular reason why STS operators could not implement
rate discrimination of this type. More explicit discrimination would involve simply refusing to
serve a tenant at all (although presumably there would always be some price at which the STS
operator would be willing to serve any customer).

The question that such practices raise is whether the systematic exclusion of higher cost cus-
tomers from shared communication systems, and their consequent "dumping" on Hawaiian Tele-
phone, would lead to increasing average costs for Hawaiian Telephone, which would be passed on
to all ratepayers in the form of higher rates. In this scenario, STS providers would serve only those
customers whose service needs involve incremental costs below the highest rate the STS operator
could charge - i.e., below Hawaiian Telephone’s rates. Any customers whose incremental cost to
the STS provider is above Hawaiian Telephone’s rates would be served by Hawaiian Telephone.

In order to analyze this condition, it is necessary to understand the source of cost variations.
A tenant’s telecommunications costs to an STS provider would be considered high if that tenant
had an unusually high level of traffic demand per line, e.g., if it were a business involved in tele-
marketing or in a retailing function that led to high incoming usage. High usage would require the
shared PBX owner to purchase additional trunks, and perhaps a larger PBX, to assure that the
average grade of service (percent of calls blocked) available to all customers did not become
unacceptably low. If the STS operator could directly charge the high use customer for the extra
costs of this expansion, then other customers would not be burdened, but otherwise the STS provider
might prefer not to serve the customer at all. From Hawaiian Telephone’s point of view, however,
a high use customer will produce the same traffic demand on its network whether the customer is
served by Hawaiian Telephone directly or through a shared system (assuming no change in business
activities occurred). Hawaiian Telephone’s network costs are largely a function of peak loading
demand - the need to engineer the network to provide an appropriate grade of service during peak
calling periods. The fact that the same total usage pattern would exist under either a shared or
individual serving arrangement means that there would be no difference in the average peak load
between the two means of serving a high use customer. This implies that, although the cost to the
STS provider to serve the customer would be higher than average, Hawaiian Telephone’s network
cost would be essentially the same under either scenario. As discussed above, other costs, related
to the actual trunk facilities and to billing and administration, would be higher for Hawaiian
Telephone if it served the high use customer directly, but in this instance it would also receive higher
revenues. The net result is that there should be no systematic cost increase or revenue loss to
Hawaiian Telephone from the direct or indirect exclusion of certain customers from shared tenant
systems. The State may wish to limit rate and service discrimination within STS complexes for
other reasons, but overall economic efficiency should not be a significant factor in deliberations on
this issue.
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The above discussion highlights some other considerations relative to regulation of STS and
of Hawaiian Telephone services provided to STS operators. Just as the alternative of Hawaiian
Telephone’s services should provide a market check on STS rates, the quality of service that
Hawaiian Telephone offers should assure that STS providers meet certain reasonable service quality
standards. It may be that in a given complex the precise grade of service available through the
shared system would be marginally poorer than that available from Hawaiian Telephone. However,
if the alternatives are clearly known - i.e., if Hawaiian Telephone has full opportunity to market its
services to STS tenants - then there is no reason why additional regulation of service quality should
be necessary to protect customer interests. In fact, some customers may be willing to accept lower
service quality for reduced rates, and there is no immediately apparent reason why they should be
unable to make that choice, as long as it would not generally burden other ratepayers who have no
choice.

The final major question regarding regulation of STS providers is whether any restrictions
should be placed on abandonment of service. In this instance, as with the need to require access
to Hawaiian Telephone, there is clearly a public interest in assuring that shared systems are not
unexpectedly abandoned without notice either to customers or to Hawaiian Telephone. If an STS
provider in a development were to simply close down the shared PBX overnight, customers would
be left without telephone service, and Hawaiian Telephone would, in all likelihood, be unable to
provide comprehensive replacement service immediately. Even if the telephone company could
install replacement facilities quickly, doing so would probably involve exceptionally high costs,
which would have to be borne either by the former STS customers, or by the general body of
ratepayers. Adequate notice of shared tenant services termination could prevent this circumstance
from occurring. The State may wish to mandate some minimum notice period, such as 180 days,
and include some form of termination liability for premature abandonment of an STS operation.

All of the above discussion implicitly includes assumptions about the rates at which STS
providers themselves can obtain service from Hawaiian Telephone. In some states, a separate rate
element has been introduced to apply to shared tenant systems only. Such a policy would itself
amount to rate discrimination, in that a shared PBX customer needing, say, 500 lines, would not be
able to purchase those lines at the same price as a single large company operating an identical PBX
and requiring the same number of lines. The purpose of combining traffic onto a shared PBX is to
allow smaller companies to take advantage of the efficiencies available to larger companies, and
thus to improve the overall economic climate relative to telecommunications. If shared systems
were charged higher rates simply because they are available to small and medium sized businesses,
the business climate would certainly suffer; at the same time, it is not clear that the telephone
company and its customers would necessarily benefit. Higher STS rates would reduce the incentives
to create shared systems, and would diminish any demand stimulation that would have otherwise
occurred. There is no a priori certainty that the net result of such a scenario would be greater
revenues for Hawaiian Telephone, nor that any such revenue gain would offset the economic benefits
engendered by STS.
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Notes

1. The term Shared Tenant Services or Shared Telecommunications Systems (STS in either
case) is generally used in the industry. In Hawaii, the parties in Hawaii PUC Docket No. 5660
have agreed upon the term Common Premises Communication Systems (CPCS). This report
will for the most part refer to the more common usage, STS.

2. Using the $25 million figure as a high end estimate for the potential diversion of revenues
that could subsidize residential services, the maximum average impact per residential customer
would be about $75 per year. Since most of the revenue diversion would be from revenue
growth rather than existing subsidies, it is unclear how much, if any, of this would actually trans-
late into higher rates for residential customers, even under the most extreme assumptions.
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Chapter 7

Customer Owned Coin Operated Telephone Systems

Competition in the provision private coin telephone service is increasing throughout
the country, and Hawaii is one of only a handful of states that still prohibit competitive
entry in this area. Innovations in the technology of coin telephones have led to many
enhancements in service and capabilities, which a competitive market would likely
encourage. Ratepayer interests can be protected by requiring private coin telephone
operators to pay rates to Hawaiian Telephone for local access service that will recover
most of the revenues that Hawaiian Telephone would stand to lose due to competition.

Issue Summary

Along with all other elements of the telecommunications world, the market for private coin or
"pay" telephone service, also referred to as Customer Owned Coin Operated Telephone Systems
(COCOTS),' has been changing rapidly in the past few years. In 1984, at the same time as the
Divestiture of AT&T was going into effect, the Federal Communications Commission ordered the
deregulation of the private pay telephone industry. Since then, technological innovation in the
underlying public switched network, as well as in the pay telephone instruments themselves, has
combined with changing economic and policy trends to fundamentally alter what was once a
homogeneous and unimposing industry.

The basic question confronting the State of Hawaii with respect to COCOTS is simply whether
the State wishes to participate in this newly competitive market, or to continue with the traditional
exclusive local telephone company provision of pay telephone service. If the State were to choose
to allow competition, there would be numerous other specific policy choices to be considered, as
discussed below. In the first instance, however, it is necessary to ask whether there are potential
benefits to be achieved from the introduction of competition, and whether those benefits might
outweigh any countervailing costs.

Some of the developments in the pay telephone market have been spurred by the changing
overall structure of the telephone industry - e.g., the introduction of public telephones which accept
all long distance telephone company calling cards, or allow selection of a preferred long distance
telephone company. Other changes result from the increasing availability of Touch-Tone or Digital
signalling functions, from new processing capabilities inherent in telephone company switches and
in remote switching facilities, and from changing public needs and interests. In only a few years,
this industry has begun to develop, and is beginning to influence service provision policies for both
private users and public agencies around the country. A wealth of new manufacturers and service
vendors has appeared, offering a wide variety of new capabilities, service arrangements, and the
concept of competition in a traditional monopoly market.
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In virtually all telephone markets, the provision of public and semi-public telephone service
has been traditionally the role of the monopoly local telephone company. These services involve
the connection of telephone sets in public places, or in private businesses (in the case of semi-public
telephone service), to the public switched network. Use of the telephones is effected by either
depositing coins or calling an operator to make a collect, third party, or credit card call. Among
the many new developments in the industry is the increasing availability of "coinless" telephones
that can operate directly from telephone company or commercial credit cards; in some cases, these
types of telephones can be used only to make long distance interexchange calls. Finally, certain
capabilities have generally been available for free from pay telephones, including 911 emergency
service, and directory assistance.

The connection of pay telephone instruments to the local telephone network is obviously
necessary to provide for local calling, but what has changed is the notion that other elements of the
service, from the installation and maintenance of the instruments themselves, to the billing, col-
lection, operator services, and features associated with pay telephones, should be solely provided
by the local telephone company. Competition in the pay telephone market has thus involved
permitting other companies to own and operate the actual telephone sets, collect the revenue
therefrom, and reimburse the local telephone company only for the access connection to the local
network (at a tariff rate specifically designed for COCOTS). Such competition can involve the
mere private ownership by a restaurant or shop owner of the handful of pay telephones on his
premises, or the replacement of some or all local pay telephones on public property in a given
location (such as an airport, or even a city) with a new system operated by a private company. In
the latter instance, the government authority will offer a franchise to the alternative pay telephone
service provider that may include specific service requirements, rate levels, and commission fees,
usually as the result of a competitive bidding process. In this respect, the "competition" in the pay
telephone market does not generally take the form of multiple service options at any one location,
butrather occurs in the bidding process, prior to the establishment of an alternative de facto monopoly
provider of the service. COCOTS is also often considered to be a resale issue, because third parties
purchase connections from the local telephone company and sell the same capacity to pay telephone
users.

Approaches Elsewhere

Since the federal deregulation of COCOTS, there has been rapid movement in many states to
open the market to competitive entry. At this time, Hawaii is one of only four states, along with
Arkansas, Oklahoma, and Connecticut, that do not permit competitive provision of pay telephone
service for local calling. These states, moreover, are considering altering their restrictions. The
remaining 46 states and the District of Columbia permit COCOTS, with varying levels of restrictions
and regulations. Following are brief summaries of some of the analysis and actions taken in other
states with respect to COCOTS.

The Arkansas Public Service Commission (PSC) in 1986 became one of the few state com-

missions to explicitly prohibit the introduction of private pay telephones. The Commission found
no evidence of any particular benefit to the public from COCOTS and expressed concern that the
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local telephone companies in the state would experience revenue losses from competitive coin
telephones that would not be adequately recovered through tariff provisions addressed to COCOTS.
In particular, the Commission ruled:

That the record in this docket does not contain sufficient factual data or information in
order for the commission to determine whether COCOTS telephone competition will
result in higher or lower prices for telephone service; whether COCOTS competition
would increase or decrease the availability of coin telephones; whether opening the
technological marketplace to a multitude of variously programmed, customer-owned,
coin-operated telephones will promote convenience or confusion; whether competition
will constitute economic advantage or disadvantage to the local telephone companies;
whether it is possible to design a tariff with a reasonable expectation of replacing the
revenue that may be lost by the displacement of local telephone company plant; and
whether competition can provide an equitable substitute for regulated monopoly, coin-
telephone services. (Arkansas PSC Docket No. 84-211-R, Order No. 8, February 21,
1986)

In short, the Arkansas PSC was unconvinced that a change from the status quo would serve
any positive purpose, and seemed inclined to believe that adverse consequences would result from
COCOTS. In this opinion, however, Arkansas was in the distinct minority, as most other state
commissions have assumed that the introduction of COCOTS can be accomplished without detri-
mental revenue effects on the local telephone company, and with at least some expectation of social
benefits due to innovation, greater availability, and improved service.

For example, the New York Public Service Commission’s ruling on the same issue, at virtually
the same time as the Arkansas decision, is typical of the positions that the majority of state com-
missions have taken on COCOTS. This ruling dealt not with private pay telephones, which were
already permissible in New York, but with the expansion of pay telephone competition to public
locations, including city streets and public offices. The Commission concluded that it was no longer
necessary to restrict the location of COCOTS to residential or private business premises. Although
the Commission expressed misgivings about the existing status of COCOTS service, it anticipated
that the continuing development of the market would make widespread introduction of public service
feasible:

[Olur experience with the overall quality of service provided by COCOTs to date gives
us cause for concern about immediately opening the market to all locations. . . . Our staff
reports that users found many models difficult to operate, particularly when the users had
not taken the time to read instructions prior to using the phone. . . . Fortunately, there are
indications that most of these problems will soon be ameliorated, if not eliminated, by
the introduction of new vintages of COCOTS equipment of a quality equal or superior to
the quality of central office-controlled coin telephones provided by telephone utilities.
(Memorandum, Order, and Resolution, NYPSC Case No. 27946, February, 1986, pp.9-10)
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This kind of equivocal endorsement of COCOTS, whether for public service or private own-
ership, is fairly representative of the opinions of other state commissions. The expectation that
technological improvements and other advantages from COCOTS would come about if competition
were permitted has been largely based upon subjective opinions, with only limited empirical
experience to support them. Still, most states have been willing to allow the market to demonstrate
the viability of COCOTS competition, rather than expressly forbidding it, as did Arkansas, on the
basis of uncertainty.

Beyond the decision to permit COCOTS competition, states have varied in their approaches
concerning the type and degree of regulations to apply to COCOTS vendors, and to the local
telephone line connections that these vendors must purchase. In some states, legislative intervention
has superceded public utility commission authority to regulate COCOTS, and in others such reg-
ulation has been limited to basic standards for service quality. Among the more common rules
applying to COCOTS are requirements for free access to 911 emergency, operator, directory
assistance, and toll-free 800 services; clear posting of ownership and service information; and limits
on rates that can be charged from COCOTS for local, long distance, and operator services.

Connections to the local exchange network are usually governed by separate public access line
tariffs. These tariffs typically include service connection charges, and recurring monthly charges
set in relation to local business service rates. Many states require that pay telephone operators
purchase measured service, to assure that the local telephone company recovers revenues on a usage
basis from private vendors. A common price level is to charge 60% of the business access line rate,
plus some two to six cents per minute for usage. In some states only measured public access service
is available, while others permit flat rate service where measured local service is not offered. A
few states do not require or even permit measured service lines for COCOTS, and seek to recover
revenues from private pay telephone owners strictly through flat public access rates.

The consequences of opening up the pay telephone market in these states have also varied, but
for the most part the growth of competition has been steady but slow. The average number of
private pay telephones, as opposed to those still owned by the local telephone company, is only a
few thousand per state. On the whole, privately owned pay telephones nationally account for less
than 5% of the over 1.5-million pay telephones located in Bell Operating Company territories, and
a somewhat lower percentage of pay telephones in independent company territories. Although there
is an increasing interest in many areas in installing private pay telephones, the entrenched telephone
companies retain a position of vast dominance.

In contrast to semi-public and private COCOTS, municipal replacement of public telephone
company pay telephones with competitively procured alternative systems is an especially new trend.
A few cities have been exploring this avenue, for purposes of revenue enhancement or other
municipal goals, and recently New York City announced its intention to seek competitive bids for
pay telephones on public property, easily the largest proposed procurement of its kind. The most
common public agency pay telephone procurements have been for isolated government-run faci-
lities, such as airports, military bases, and public park areas. These purchases typically involve no
more than 100 to 300 stations, and thus present far less risk, and a greater opportunity for field
testing and experimentation, than is presented by a city-wide procurement of many thousands of



units. Even in this area, however, pay telephone replacement programs have been sparse so far,
and the market still depends primarily upon private COCOTS, that is, end user purchases of relatively
small systems.

The largest private pay telephone procurement to date (before New York’s proposed program)
is the recent award by the Army and Air Force Exchange Services (AAFES) of a $120-million
contract to AT&T for service at 121 military bases around the United States. This procurement,
for which AAFES received thirty bids, called for up to 17,000 instruments to be installed at the
designated bases. The fact that the winning bidder in a procurement of this magnitude was AT&T
suggests that some newer entrants to the market may not yet be established and experienced enough
to contend successfully for such vast contracts. On the other hand, the presence of thirty serious
bidders - out of some 275 companies from which AAFES originally solicited participation -
demonstrates that strong interest exists in this type of procurement, and that the COCOTS market
continues to expand nationwide.

Conditions in Hawaii

Policies. The Public Utilities Commission of Hawaii considered the matter of COCOTS
competition in Docket No. 5563 in 1986 and 1987. The principal questions addressed by the
Commission in that docket were:

1. Is the resale of local telephone company services in furtherance of the public interest?

2. If the resale of local telephone company services through COCOTS furthers the public
interest, are the providers of COCOTS public utilities and therefore subject to direct or
indirect regulation by the Hawaii Public Utilities Commission?

3. 'What are the reasonable rates for COCOTS access (or interconnection) with Hawaiian
Telephone’s local telephone company network?

The Commission also identified a number of subordinate issues associated with these. The
proceeding incorporated viewpoints from parties favoring COCOTS - principally potential market
entrants - along with Hawaiian Telephone testimony opposing the idea, and recommendations from
the Consumer Advocate that the Commission institute a test market program. Those supporting
COCOQOTS claimed that the introduction of competition would expand the total availability of public
pay telephones, and would lead to technological innovation. Hawaiian Telephone’s position was
thatit already adequately served public needs, and provided the latest technology; moreover, revenue
would be lost if competitors replaced Hawaiian Telephone’s high traffic coin telephones, leaving
only the low traffic telephones to the company.

As discussed in Chapter 4, the Commission addressed the jurisdictional question first, and
determined that COCOTS, if authorized, would in fact represent a public utility subject to its
jurisdiction. However, the Commission went on to decide that it would not allow COCOTS
competition on the basis of the available evidence, not even on an experimental basis, and thus
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there was no need to address the question of rates and regulations to apply to COCOTS. In ruling
that COCOTS would not be permitted in Hawaii, the Commission made the following observations,
among others:

*  Whether the introduction of COCOTS will indeed bring real competition to the local
exchange pay telephone service market is open to question. . . . the evidence is
unpersuasive that benefits will affect the end user with the introduction of COCOTS.

*  [W]e find no evidence to establish that Hawaiian Telephone’s coin telephone service
is operating inefficiently. Neither is there any evidence which shows that the public
needs are not being met by Hawaiian Telephone’s coin telephone service and that
service quality will be improved with the introduction of COCOTS.

»  Werecognize that technology is bringing innovations to pay phones but innovations
alone cannot justify the introduction of COCOTS.

»  Given the uncertain benefits of COCOTS, we do not believe it is in the public interest
to affect the present $2.5 million level or even a portion of the contribution to
Hawaiian Telephone’s revenues which accrue to the benefit of the general ratepayers
in the form of lower rates.

*  [W]e do not believe that an experimental implementation of COCOTS will provide
any meaningful results because there will be a reluctance on the part of prospective
COCOTS owners to make those kinds of investments in an uncertain situation.
(Hawaii PUC Decision and Order No. 9492, September 22, 1987)

The Commission’s rejection of COCOTS for the above reasons was accompanied by further
discussion of the conditions under which the Commission would reconsider its position. In par-
ticular, the Commission would require "reliable and probative evidence" regarding the intentions
of COCOTS owners and the prospective benefits of COCOTS. In addition, the Commission stated
it would be amenable to reassessing its decision if there were "a definite showing that Hawaiian
Telephone Company has failed in its obligation to serve the public including the placement of coin
telephones in low volume public locations."

Markets. Hawaiian Telephone last submitted comprehensive data concerning pay telephone
demand and revenues in 1985 in Docket No. 5114, in connection with its request that the coin rate
be increased from $0.15 to the present $0.25. At that time, the Company projected that with the
rate increase it would earn some $8.0 million in combined annual revenues from public ($7.5 million)
and semi-public ($0.5 million) coin telephone services. These amounts were based upon projected
totals of some 30 million local public telephone calls, and some 233,000 semi-public calls plus
minimum revenue payments from semi-public location owners. There were an estimated 417
semi-public telephones in the State: 310 on Oahu, 62 on Hawaii, 33 on Kauai, and 12 on Maui.
Public pay telephones totaled 6024: of these, 4591 were on Oahu, 674 on Maui, 499 on Hawaii,
224 on Kauai, 29 on Molokai, and 7 on Lanai.



It is thus evident that, for the present, only Oahu would represent a significant market
opportunity for COCOTS vendors, and then only if public telephones were included in the pool.
Whether COCOTS companies could make significant inroads into Hawaiian Telephone’s existing
market, if allowed to compete, is an open question. With the abundance of international travelers
in Hawaii, there may be a market to incorporate simplified overseas calling as a public telephone
feature, in a manner comparable to current long-distance access functions, and perhaps multi-lingual
operator services or other marketing concepts as inducements to try new public telephone choices.
Also, hotel owners and others serving visitors may have an interest in providing COCOTS in
conjunction with Alternative Operator Services (see Chapter 8), for the increased profit opportunities
they may present.

Stakeholders. The principal stakeholders in the area of pay telephone competition are the
Hawaiian Telephone Company and the customers of its monopoly local telephone services; users
of public pay telephones, especially visitors, as well as the establishments that serve them; and the
established and prospective participants in the COCOTS industry, many of whom either intervened
or obtained participant status in Docket No. 5563. Although Hawaiian Telephone and its customers
could confront a risk of lost revenues and thus higher rates, possible economic benefits could be
available to store owners, hotels, restaurants, and entrepreneurs that could produce overall benefits
to citizens of the State. Other potential beneficiaries could be municipal, state, and federal gov-
ernment authorities, who could realize increased commission revenue as a result of competitive
bidding for pay telephone franchises on public property. Since the constituents of these various
groups - e.g., telephone subscribers, pay telephone users, taxpayers, business owners, and so forth
- undoubtedly overlap, it is not immediately clear which individuals or subgroups might ultimately
gain or lose from COCOTS competition.

Policy Options

As the Commission recognized in its previous review of this issue, there are several tiers of
policy decisions that can be applied to COCOTS. The threshold question remains whether to permit
COCOTS competition at any level or not. If the Commission’s previous determination were to
remain unchanged, then no further policy decisions would be required. On the other hand, if the
State of Hawaii chose to allow COCOTS in some form, there would arise numerous secondary
policy issues that would need to be resolved with regard to the newly competitive market. One
possibility, of course, would be to allow COCOTS on a deregulated basis. This would minimize
the additional policy considerations that would be required, although there would remain the issue
ofrates and regulations pertaining to Hawaiian Telephone’s provision of access services to COCOTS
owners. In the absence of deregulation, there would be questions about rates for COCOTS, service
quality requirements, and minimum public interest obligations, all or some of which the Legislature
and/or the Public Utilities Commission would have to address in some form. Figure 7.1 provides
a brief schematic diagram of the hierarchy of policy issues, and the range of options in each area,
that arise in the context of pay telephone competition in Hawaii.
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Figure 7.1
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The key decision points represented by this diagram, and the options they cover, include the

following:

68




¢ If competitive COCOTS are to be permitted, will only privately owned pay telephones be
allowed, or will semi-public (in stores, restaurants, etc.) and/or public pay telephone compe-
tition also be introduced?

»  What kinds of regulation will apply to the access connections to COCOTS? Minimal or no
regulation would allow COCOTS owners to connect their instruments to existing Hawaiian
Telephone services, with no special tariff provisions. Otherwise, COCOTS access could be
provided on a measured or flat rate basis, over business and/or PBX trunks. The tariffed rates
for COCOTS access are likely to include a non-recurring element, a fixed monthly element,
and some provision relating to usage, whether measured or flat rate. The precise amounts of
these charges must be determined.

»  If COCOTS regulation is within the Commission’s jurisdiction, and the Commission chooses
or is compelled to regulate the industry, what will be the nature of these regulations? There
would be at least three categories requiring attention:

*  Rates. Whatrates may COCOTS owners charge? Options include a fixed rate per minute
or per call, a maximum rate equal to Hawaiian Telephone’s coin rate or some other level,
or complete rate deregulation, leaving pricing up to owners.

»  Service. Does the State wish to prescribe certain service capabilities that COCOTS
providers must offer, such as universal access to all long distance carriers, availability of
automatic credit card and operator service access, and other advanced features (e.g., voice
messaging)? The State may also wish torequire certain minimum maintenance and service
quality standards, and periodic reports to confirm that problems are rectified and customers
satisfied.

*  Public Interest. The State may wish to require certain other services and standards in
the public interest. These may include service availability in designated locations,
combining the opportunity for high traffic area profits with an obligation to serve certain
low traffic areas; clearly written usage and customer assistance instructions, as well as
owner identification; free access to 800, 911 emergency, and Directory Assistance; and
special features for hearing impaired, handicapped, and foreign language customers.

Analysis

The Public Interest and Pay Telephones. The questions raised in connection with the
possible introduction of pay telephone competition in Hawaii concern the interests of Hawaii res-
idents and visitors, and the potential benefits that a competitive market might provide in terms of
convenience, accessibility, public safety, and security, as well as entrepreneurial opportunity. To
meet these goals, it will be useful to approach the issues with an understanding of the traditional
place of pay telephones in the spectrum of telephone services, especially in Hawaii, in addition to
the economics and technology of the present industry.
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Historically, public pay telephones have frequently been treated as a positive benefit to society,
and for this reason, regulatory authorities have often maintained pay telephone charges compara-
tively low, even when other telephone usage costs have increased. At the same time, this service
is not directly analogous to basic monopoly residential local telephone services, which have
traditionally merited revenue subsidies from other telephone services such as business services,
long distance toll, and "vertical" local service optional features. There is something of a mix of the
“luxury" and "necessity" character in the public pay telephone area, which can compel conflicting
policy approaches. For example, the District of Columbia Public Service Commission (DCPSC)
reasoned in 1984:

. . . [Cloin telephone service is, in a sense, situated between the [telephone] Company’s
pure monopoly basic exchange services and its "luxury" vertical services. When a person
uses a public telephone, he or she is usually in a situation which offers no realistic
alternative . . . We would not, of course, raise the pay telephone rate to $5.00, even if
demand repression would sustain the increase, as the person in that no-choice situation
would be greatly injured by the increase. . . . [Nevertheless] while pay phones may
occasionally represent a temporary necessity, they are more frequently used under con-
ditions - e.g., in airports, restaurants, stores, and other public places - where the caller has
consciously situated himself out of reach of alternative means of communication, in full
knowledge that he might have need of a telephone. In these cases, the caller demonstrates
an implicit willingness to pay the coin rate, even though it might be marginally higher
than the cost of staying home and calling from there. (DCPSC Order No. 7954, January,
1984)

This analysis describes the tradeoffs inherent in a coin telephone pricing decision, but the same
general reasoning applies to the nature of the service itself, and to many other issues that must arise
in considering whether pay telephone competition is desirable, and under what conditions. It is
clear that some level of oversight of service rates and quality would be desirable in view of the
public interest concerns outlined above, but at the same time there may be room for competitive
activity if the result would be service improvement, and the potential for innovation.

Technological Innovations. In analyzing the tradeoffs inherent in a decision concerning
COCOTS competition, one must consider the nature of the functional and service options that the
new service vendor(s) might propose if the market were opened to competition. The expectation
of technological innovations from competitors has been a principal motivation behind many states’
acceptance of COCOTS, largely due to publicity concerning developments in the industry, and the
observation that local telephone company pay telephones do not seem to have advanced much in
the absence of competition. As the number and variety of pay telephone manufacturers and vendors
have grown, so have the capabilities of pay telephones themselves. With constantly changing
telephone network and microprocessing technology, vendors have entered an accelerating race to
offer new features and capabilities to the private pay telephone market. Many of these new concepts
would qualify as luxuries for the pay telephone user, and revenue enhancers to the operator, but
others are becoming standard features in the new telephone industry environment.

Among the more basic innovations available are certain convenience and special use features
that improve the public benefit of pay telephones. These features include the following:
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* Instant 911 Emergency access.

e Pre-programmed automatic dialing capabilities that can be assigned to city authorities
or information offices.

*  Voice-synthesized usage instructions, including multi-lingual options.
*  Hearing aid compatible devices, and similar special needs functions.

Beyond these features are other, more exotic developments. One of the most prominent new
concepts currently on the market is the so-called "Universal Pay Telephone," which combines
traditional access through coin payments with optional Calling Card and standard credit card access.
The credit card capability is the newest innovation in the Universal Phone: the caller inserts a typical
Visa, Master Card, American Express, or other national credit card into a slot (or through a "swipe"
device), and the telephone verifies the validity of the card, and then charges calls from the station
to that cardholder’s account. The technology necessary to accomplish this function is particularly
challenging for small service operators, since it requires either remote or internal verification and
data processing capabilities, as well as a complete management and billing system linked to the
credit card companies’ systems. Nevertheless, the Universal system is quickly becoming the state
of the artin public and private pay telephone service, both because it allows the caller more flexibility
in using the telephones, and because it permits the operator or owner of the pay telephone to earn
additional commission revenues from long distance calls.

In addition to the Universal Phone concept, COCOTS companies frequently offer some of the
following special features to the public:

»  Bill changers for cash calls, in both $1.00 and $5.00 denominations.

»  Visual display of operating instructions, call time, time remaining on coin calls, and other
pertinent information on an alpha-numeric LCD screen. These same features can be
provided through synthesized voice techniques.

*  Voice Messaging capability. This innovation causes a recording to come on the line when
the caller receives no answer or a busy signal, and instructs the caller that he may leave a
message if desired. Once the message is recorded at a remote processing center, the system
periodically attempts to reach the called number at set intervals, and when a connection is
made, it plays the recorded message to the receiving party.

»  Alternative Operator Service options (see Chapter 8), providing callers with the ability to
reach live operators affiliated with the pay telephone system or long distance carrier,
regardless of the carrier selected to connect a given call.

 Remote system management capabilities, which allow the system operator to monitor
telephone usage, update internal rate tables, detect malfunctions, compile revenue histories,
and track collection schedules, all from a central management office, using specialized
computer software.
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Ratepayer Protection. If indeed the introduction of pay telephone competition would
facilitate improvements in service along the lines of the above features, the policy question is reduced
to whether there would be associated costs that would outweigh these benefits. Competition would
not realistically increase the availability of pay telephones in places that are currently underserved,
since those locations are undoubtedly low revenue, high cost locations that would be unattractive
to new entrants and are currently subsidized by Hawaiian Telephone’s more profitable stations.
Thus any displacement of Hawaiian Telephone’s pay telephones would generally occur where the
revenue contribution (profit) is highest, and the result would be a reduction in subsidies to other
public telephones, including most of those on islands other than Oahu. Hawaiian Telephone would
then have to choose between increasing other service rates to make up for the lost contribution, or
removing the least profitable pay telephones. Obviously, it would be incongruous with a policy of
promoting development on the outer islands to institute a program that led to a reduction of the
already small number of public telephones available on those islands.

Nevertheless, there is a perception that COCOTS is somewhat inevitable, given the pattern of
decisions in most other states and the growth of the industry nationwide. It is worth noting in this
respect that even the Hawaii Commission’s present policies with respect to COCOTS apply only
to pay telephones used for calling within Hawaii, whether local or between islands. As such, the
prohibition on competitive systems necessarily prevents private ownership of pay telephones that
could be used for both in-state and out of state calling. However, the Commission would not have
jurisdiction to place a similar restriction upon the implementation of pay telephone service for the
sole purpose of providing calls between Hawaii and the mainland, or international calls. Thus in
effect COCOTS operators could institute service on the islands for these non-local markets only,
establishing a market presence that would position them strategically for local service entry if
permitted. In light of these conditions, the State may wish to consider policies that permit COCOTS
while minimizing contribution losses and assuring service quality standards, rather than endeavor
to resist perpetually any COCOTS presence.

Along these lines, the most common approach in other states has been to implement access
tariff rates for COCOTS that seek torecover from COCOTS owners directly the bulk of any potential
diverted revenues, by means of usage related rates. Although many states accomplish this through
local measured service access rate structures, it should be possible to design a tariff structure that
approximates usage under a flat monthly COCOTS access rate, without incurring the costs and
other disadvantages associated with measured service. Of course, the higher the COCOTS access
rate (i.e., the more completely it recovers lost Hawaiian Telephone pay telephone revenues), the
less incentive there will be for COCOTS suppliers to enter the market. They might not avoid Hawaii
altogether, however, even if the access rate is quite high relative to likely local coin telephone
profits, because there will remain the opportunity for profits from long distance, overseas, and
operator assisted calling. Although exclusively non-local pay telephones could achieve these profits
without paying the COCOTS access rate, COCOTS companies might choose to offer full local and
off-island services as an incentive to encourage premises owners to choose their service over other
competitors. It is the nature of a competitive market that the provider offering the most attractive
and lucrative alternative will excel in the marketplace. By permitting local COCOTS with
contribution-preserving access charges, Hawaii could promote such a competitive market without
seriously risking monopoly revenues or ratepayer interests.
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Notes

1. There appears to be no universally adopted terminology or acronym in this area. Among
the most common usage are "COCOTS" for Customer Owned Coin (or Currency) Operated
Telephone System, "PATS" for Pay Telephone System, and "COPTS" for Customer Owned Pay
Telephone System, as well as "public” and "semi-public" telephones, and simply "coin" or "pay"

telephones.
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Chapter 8

Alternative Operator Services

The Alternative Operator Services industry is quite new, and has stirred considerable
controversy. Competing operator companies have been criticized for charging exorbitant
rates and for not properly identifying themselves or allowing adequate access to local
and long distance company services. Hawaii can only directly control in-state activities
of such companies, but can influence their interstate and international operation through
regulation of, among other things, the billing and collection services that could be pro-
vided to operator companies by Hawaiian Telephone.

Issue Summary

Alternative Operator Services (AOS) companies are telecommunications resellers that provide
operator services to hotels, motels, hospitals, airports, Customer Owned Coin Operated Telephone
Systems (COCOTS), universities and other institutions with a high volume of operator-assisted
calls. The AOS company pays a commission to the institution for the right to handle its operator-
assisted calls, and arranges for local telephone companies to provide billing and collection services.
Two developments created a market niche for the birth of the AOS industry. In 1983, AT&T
discontinued its practice of paying hotels a commission on calls made using an operator (sometimes
called "0+" calls) to reimburse them for the cost of making telephone service available to all of their
guests. The following year, the Federal Communications Commission (FCC) authorized compe-
tition in the pay telephone industry and allowed hotels and similar institutions to resell local and
long distance service and to add surcharges to their guests’ telephone bills. AOS companies seized
this opportunity to offer operator services to the hospitality industry on a commission basis.

A few of the more than thirty AOS providers in business today own operator and switching
centers and control their own network facilities; some others just hire operators, but must contract
with another company to connect calls. In addition, some AOS providers route their calls to a distant
operator center via a toll-free 800 line purchased from a long distance company (which increases
the time required to complete the call and the transmission cost of the call). These technical con-
siderations combined with the practice of paying commissions to institutions (motels, hospitals,
etc.) and making a sizable profit in the process, have resulted in operator service rates that are
considerably in excess of the normal tariff charges imposed by traditional long distance telephone
companies such as AT&T. Consumers are typically unaware of these high rates until they are billed
for their usage after the fact; most consumers are not aware of the presence of AOS companies, and
there has not been any concerted effort to inform the public about the industry and the nature of its
services. Some callers have even complained that when they have used their AT&T calling card
number from a hotel or similar location, an AOS provider handled the call instead of AT&T.

The issue of connectivity is key to the AOS controversy. From the transient caller’s point of
view, AOS companies (while considered "competitive" by the FCC) are in effect local (and
unregulated) monopolies, since in many cases the AOS company will only connect the caller to a
specific long distance company. The only option for a caller who does not want to use the AOS
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service available through the institution from which he is calling is to find another telephone; this
is particularly difficult for hospital patients, and is cumbersome for hotel guests and others. Even
if the AOS operator is willing to connect the caller to another long distance company, it sometimes
tries to dissuade the caller from exercising this option. The competition that does exist in the AOS
industry is available only to the institution that is in a position to contract with the operator service
company it chooses. Because of the transient nature of individuals placing calls at hotels, motels,
and private pay phones, caller dissatisfaction with the operator service has little or no short term
effect on the institution or on its choice of AOS contractor.

During the past year, widespread and frequent consumer complaints have led to unfavorable
publicity for Alternative Operator Services and pressure on regulators to clamp down on this newly
"competitive" segment of the telecommunications industry. Consumers report being subjected to
excessive rates, mis-routed emergency calls, charges for uncompleted calls, bills from unknown
companies, and the inability to reach the long distance company of their choice. In response to
these consumer outcries, many state utility commissions have resorted to regulation to protect the
individual making the call, while the FCC has generally avoided regulation of operator service
providers altogether, on the theory that competition will ultimately foster the development of
innovative services of benefit to consumers.

Approaches Elsewhere

The National Association of Regulatory Utility Commissioners (NARUC) conducted a national
survey on Alternative Operator Services in early 1988 and issued a report on the findings in July.
From the pool of survey respondents comprised of all state regulatory agencies, 84% indicated that
they had received customer comments/complaints pertaining to AOS providers. As a result of the
survey NARUC proposed a resolution containing national regulatory guidelines for AOS providers.
These guidelines proposed regulation of AOS providers’ rate levels to guard against unfair pricing,
and the regulation of emergency call procedures to assure that these calls are routed in the quickest
way possible to the local network. In addition, the NARUC task force recommended that AOS
providers be required to quote their rates upon request, post a notice identifying the call provider
and the customer complaint procedure, and meet established industry guidelines for call completion,
operator response time, and the minimum technical standards for interconnection and transmission
quality. The resolution also recommended that AOS firms be required to demonstrate that the
services they propose are in the public interest and that a need exists for the services.

In marked contrast with regulatory activity in numerous states and the recommendations of
NARUC, the FCC seems hesitant to regulate AOS providers. At the request of the House Energy
and Commerce Committee Chairman, John Dingell (D-Mich), and in response to numerous com-
plaints, the FCC agreed to conduct an inquiry on AOS. To this end, the FCC sent letters to seven
AOS providers asking how they do business, and issued a consumer bulletin encouraging callers
to ask how their long distance service will be provided when they use a pay phone or call from a
hotel, hospital, or other transient location. The FCC indicated upon completion of the inquiry that
it would continue to educate consumers about AOS and meet informally with AOS companies to
resolve consumer problems. FCC chairman Dennis R. Patrick stated that he sees AOS companies
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as potential sources of innovative operator services which should not be eliminated through regu-
lation. The FCC came under attack by national consumer groups, which have asserted that the FCC
should take a harder line with AOS companies, whose services the groups believe violate the
requirement in the Communications Act of 1934 that rates must be "just and reasonable".

Among the state responses to Alternative Operator Services have been outright prohibitions
on AOS for intrastate calling, certification requirements, rate caps, public information campaigns
and warnings, and various restrictions on operator access. Following are some specific examples
of state actions:

California: The California Public Utilities Commission issued a consumer warning on AOS
companies. The Commission instructed consumers to ask the operator or the management of the
hotel, motel, airport, hospital or other facility which telephone company he or she works for and
what the rate for the call will be. The Commission ordered AOS providers to apply for reseller
certification and submit proposed tariffs for intrastate operator-assisted calls. In order to resell
intrastate interLATA (Local Access and Transport Areas) long distance service via a pay telephone,
AOS firms must observe a rate price cap matching the AT&T operator-assisted rate plus no more
than ten cents.

Florida: In March of this year, the Florida Public Service Commission ruled that AOS
companies must route all "0+" intraLATA traffic to the local telephone company, along with all
direct calls to operators. AOS companies will be permitted to charge what they want for calls within
the state but between LATAs; however, the difference between their rates and the highest tariffed
rate for a Southern Bell operator-assisted call is subject to refund. A rate cap on calls made at pay
telephones was set so that the AOS rates could not exceed the daytime rates set by AT&T plus
$1.00. In addition, private pay telephone owners must permit access to a local telephone company
operator by dialing "0". Certification, which was previously optional, became mandatory for AOS
providers. .

Idaho: The Idaho Public Utilities Commission issued an order on August 30,1988 introducin g
the following regulations: AOS providers must file informational tariffs including rates and charges
with the Commission, identify themselves before completing a call, quote their rates upon request,
and charge only for completed calls. Telephones using AOS must be labeled with, or be located
near, the name and telephone number of the AOS provider, the procedures for reporting service
problems and making billing inquiries, and dialing instructions for reaching the local telephone
company operator. Private pay telephones must have emergency dialing procedures posted and
must be set up to route calls to the local telephone company operator when "0" is the first digit
dialed unless exempted by the Commission. AOS may be accessed through any other dialed code
or symbol. Local telephone service cannot be disconnected for nonpayment of an AOS charge and
bills for AOS services must contain the following statement: "The rates for these services are not
regulated by the Idaho Public Utilities Commission."

New Jersey: In mid-1988, the New Jersey Board of Public Utilities issued an order allowing
AOS companies to complete operator-assisted calls between LATAs within the state over their own
networks. Calls within LATAs, on the other hand, must be completed via the resale of local telephone
company services. The Board ruled that private pay telephones must reach a local telephone
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company operator by dialing "0" and telephones in institutions with high operator-service demand
must provide the same access to a local company operator by dialing "0" once an outside line
connection is obtained. Callers may access AOS operators via any other designated telephone key
or symbol. This will ensure that customers reaching an AOS company are doing so by choice rather
than by default and that all emergency calls are routed directly to local telephone company operators.
Telephone companies that provide billing and collection services for AOS companies are required
to include a statement on the AOS portion of the bill explaining that the local telephone company
and the AOS company are not affiliated and that AOS charges are not regulated by the Board.

Conditions in Hawaii

Policies. The issue of Alternative Operator Services has not to date caused controversy in
Hawaii, in part due to the prohibitions on COCOTS and Customer Premises Communications
Systems, and to the relatively small level of interisland calling versus local calling. To our
knowledge, no independent operator services companies operate in the state in connection with
either local or long distance calling. Nevertheless there are certainly many types of establishments
in Hawaii, such as hotels, hospitals, and other public institutions, which might serve as a lucrative
market for AOS companies seeking to provide services to the mainland U.S. or internationally.
AOS companies serving callers to these locations would not be subject to direct state regulation,
but their operations could be partly overseen through certification requirements and regulations
governing billing and collection services provided by Hawaiian Telephone Company. The Hawaii
Public Utilities Commission has not yet taken any action in this area.

Present operator services surcharges above standard rates in Hawaii are listed below. The local
public pay telephone surcharges apply in addition to the $0.25 charge per local call. Long distance
rates incorporate a minimum three minute initial period charge. The long distance surcharge is the
difference between the charge for the first three minutes of a long distance direct dial call and the
operator assisted charge.

Table 8.1 Hawaiian Telephone Operator Assisted Rates
Service Charge
Local Public Telephone $1.05
Credit Card Billing
Local Public Telephone $1.55
Third Number/Collect
Long Distance Station-to-Station $0.74
Long Distance Person-to-Person $1.79

Markets. The principal market opportunity for AOS companies in Hawaii would not be
in-state operator-assisted calls, but mainland U.S. and overseas calls, for which rates are already
fairly high, and for which operator surcharges could be considerable. Hawaiian Telephone does
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not earn a substantial amount of revenue from operator services within Hawaii. In Docket No. 5114
in 1985, the Company provided estimates of in-state operator-assisted long distance traffic that
showed that about 2.5 million interisland calls per year involve operator services (or calling cards),
about 17% of the nearly 15 million total interisland calls. The extra revenue attributable to the
operator service element of these calls is approximately $7.5 million per year. It is unclear how
much additional revenue from such services is earned by hotels and similar establishments that
effectively resell long distance service to captive customers, and that would be the prime candidates
for AOS companies. Hotels are reluctant to reveal their telephone surcharge rates and policies.

Stakeholders. The stakeholders in any introduction of AOS in Hawaii would include
consumers and visitors, establishments that might wish to contract with AOS companies, and of
course the potential service vendors themselves. Hawaiian Telephone Company and its ratepayers
would not stand to be directly affected by AOS, except to the extent ratepayers make use of the
public telephones that would be connected with AOS systems. Hawaiian Telephone itself would
not stand to lose significant revenue from the presence of AOS, since these services typically replace
long distance company operator services, and revenues that would have been paid to those long
distance companies. To the extent, however, that AOS might occasionally replace Hawaiian
Telephone operator functions, for example for interisland calling or local collect and third party
billing, Hawaiian Telephone might realize some small level of revenue losses if the service were
introduced. Aside from AOS companies, the stakeholders standing to gain the most from com-
petitive entry in this area would be hotels and other establishments concentrating on the visitor
industry. Through revenue sharing arrangements, it can be expected that these businesses could
realize substantial additional profits under AOS arrangements. If COCOTS competition were to
be permitted, owners of private pay telephones could also contract with AOS companies, to their
mutual benefit.

Policy Options

If the state wishes to avoid the possibility of Alternative Operator Services becoming a con-
sumer problem as has arisen elsewhere, there are a few options for policies regarding the in-state
activities of AOS companies that could be implemented, along the lines of other state rulings. Itis
important to recognize, however, that most regulations dealing with AOS activities on an interstate
or international basis are beyond the control of the Hawaii Public Utilities Commission or the State
Legislature, and can only be addressed at the federallevel. State policy options include the following:

*  Prohibit the operation of Alternative Operator Services companies in the provision of operator
services within the state, both local and long distance.

»  Permit AOS competition, but require certification of AOS companies.
»  Establish rate ceilings or specific rates for AOS service within Hawaii.

*  Require routing of all "0" dialing from public pay telephones to Hawaiian Telephone Company
operators, but allow AOS companies to be accessed through other dialing procedures.
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*  Require posting of AOS company identification, rates, customer service procedures, and
instructions for dialing a Hawaiian Telephone operator at all telephone locations where AOS
services are used.

*  Require that all AOS companies using Hawaiian Telephone billing and collection services,
including those that provide mainland and international service, meet any or all of the above
requirements.

»  Conduct a public information campaign to inform consumers and visitors about the nature of
AOS services, and the options available to them.

Analysis

In 1984, when the FCC authorized competition in operator services, the national monopoly
that AT&T had previously enjoyed was eliminated. The result was that the single national AT&T
monopoly was replaced by a multitude of local monopolies whose respective source of monopoly
power is derived from their control of the real estate within which a telephone instrument is located
(hotels, hospitals, etc.). The FCC’s pro-competition policy did not create any additional choices
for the consumer of operator services. The "competition" among the various AOS companies is
directed not at keeping prices down or offering innovative services and features, it is primarily
driven by the commissions offered to owners of establishments with high transient telephone usage.
Rather than foster lower prices, that kind of "competition" only serves to increase the fees that
captive users of these services are required to pay. As a result of the transition from a national
monopoly to multiple local monopolies, the FCC replaced the monopoly that could be efficiently
regulated with one that could not.

The image and practices of the AOS industry may be changing. Faced with increasing regu-
latory attention and a pervasively negative image, several AOS providers joined together in April
1988 to form a trade association called Operator Service Providers of America. More than twenty
companies (approximately two-thirds of the total number in existence) have joined the association,
which has several objectives. Members adopted a code of responsibility which states that they will
"identify themselves to the public, provide pricing and billing information, provide high-quality
service at competitive rates, and respond rapidly to consumer inquiries." In addition, the code
emphasizes that AOS providers should "work cooperatively with regulatory agencies" and try to
"increase public awareness of the benefits afforded by a competitive operator services industry."
In the past, AOS companies have aimed their advertising at customers such as hotels and motels
through trade publications, but they will now attempt to reach the actual callers through bill inserts
explaining who they are and the service they provide. When questioned about rates that remain
high, the trade group stated that it will take a few months for progress to become evident because
of the long billing process (60 to 90 days) for operator-assisted calls.

Despite these positive developments, it is not clear at this time that the introduction of Alter-
native Operator Services in Hawaii would be in the public interest. This industry is not, in an
economic sense, a manifestation of competition for local or long distance telephone services, and
as such its prospects for improving service, reducing costs, and encouraging innovation are ques-
tionable for the present. Although market forces may eventually shape the AOS industry so that it
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is acceptable to consumers and to the hospitality industry, this will take time, and in the interim it
is apparent that, to the extent the State is willing to permit entry into this industry, regulation of
AOS may be needed to protect consumers from unfair rate and billing practices. As a practical
matter, the State can forbid AOS companies from providing in-state calling services only, and can
exercise only limited influence over the interstate and international operations of AOS companies
that seek to function in Hawaii. The principal mechanism for accomplishing this would be to place
restrictions on AOS companies’ use of Hawaiian Telephone billing and collection services unless
they adhere to certain rules of practice. These same basic rules could be directly applied to AOS
companies wishing to provide in-state service in Hawaii.

Since an efficient market depends on adequate information, one of the principal tasks of
regulation should be to alert consumers to AOS companies, their rates, and their practices. To make
an economically efficient purchasing decision, callers must have this information before making
their calls. Hawaii may decide, as have other states, to require AOS companies to post a notice at
every location identifying themselves, explaining how to register a complaint concerning their
service, and indicating how to access emergency telephone service. The disclosure of such infor-
mation, including rates, could be made mandatory for hotels and the like as well, even if they provide
service through Hawaiian Telephone only. Further regulatory action, focusing on preserving
existing routing of "0" traffic to Hawaiian Telephone, and mandating maximum rates for AOS,
would also help to protect consumers in the event that AOS service should be authorized in Hawaii.

The future of the AOS industry is unclear. Regulation on the part of states such as Hawaii
without similar action on the federal level will probably not succeed in providing comprehensive
consumer protection. Certainly state regulation will cut into AOS providers’ profits, but the
opportunity to install AOS facilities that intercept only interstate calls will continue to provide a
market incentive to the industry even where in-state service is prohibited outright. In this case, the
AOS provider would simply have to contract with more client hotels and the like in order to cover
service costs. While regulation may be required to protect consumers and preserve their rights to
choose a long distance company, the potential may nevertheless exist in the long run for AOS
companies to offer innovative services such as voice-messaging on a competitive basis. Independent
AOS companies could offer such services with no affiliation to a hotel or similar institution, and
the consumer would be free to compare the services and rates of several AOS providers and choose
among them. To the extent that true competition in the area of innovative services represents a
legitimate future opportunity for AOS companies which would not be at the expense of the consumer,
but rather a benefit to the industry as a whole, it is worth keeping open the prospect of encouraging
AOS growth in Hawaii. The short term imperative, however, weighs in favor of protecting, to the
extent possible, the consumers of Hawaii from monopolistic abuses that carry no identifiable benefit.
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Chapter 9
Interisland Service

Current rates for service between islands in Hawaii are maintained high for the
purpose of generating a subsidy to support other Hawaiian Telephone services. In spite
of these above-cost rates, there appears to be little opportunity for significant competition
in the interisland services market, due to technological and geographic limitations and
the relatively modest level of demand for such services. Reductions in Hawaiian Tele-
phone’s interisland rates, however, could stimulate telecommunications usage between
islands, and contribute to economic development on the neighboring islands.

Issue Summary

The opportunities for alternatives to Hawaiian Telephone’s service between islands are cur-
rently very limited. In addition, the existing rates for this service and the cost and availability of
alternative transmission facilities may not be conducive to competitive entry, excepton a specialized
basis. However, there may be policy approaches that would encourage competition, perhaps through
resale of service, that would improve economic efficiency, foster economic development, and
provide customers with less expensive options for calling between islands. The major issues can
bedivided into two categories: Hawaiian Telephone’srate structure and the potential forcompetitive
entry in the market. Hawaiian Telephone’s present rate structure is modeled on AT&T’s late 1979
tariffs and generates a substantial subsidy for other Hawaiian Telephone services. The potential
for competitive entry may be limited by geographic barriers and lack of available microwave
spectrum.

Approaches Elsewhere

In one sense, it is obvious that the issues associated with interisland service competition will
not find any precedent in other states, with the exception of a handful of coastal locations (for
example, Maine, Massachusetts, Washington, Florida) where telephone services are provided to
islands. Realistically, Hawaii is the only state where the unique geographical impediments of
interisland waterways, not to mention weather and other conditions, affect a large volume of in-state
traffic demand. On this level, therefore, the lessons to be learned from competitive policies in other
states will be limited.

Nevertheless, a more general review of in-state competition at least may provide some back-
ground into the nature of economic and technical tradeoffs involved in analyzing the interisland
issue, subject to the specific limitations that the islands’ geography imposes. Appendix B shows
the extent to which long distance competition within states is permitted and regulated. This
information demonstrates that variations in size and geography, as well as regulatory philosophy,
have produced a wide array of approaches to in-state competition for long distance (or "inter-
exchange") services.
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The fundamental theory underlying the divestiture of AT&T was that competitive telecom-
munications markets could develop along certain geographically defined interexchange routes,
whereas competitive conditions would be less likely to exist within concentrated local service areas.
The Modification of Final Judgment that governed the AT&T divestiture established Local Access
and Transport Areas (LATAs) in all the regions served by the former Bell system, and mandated
that AT&T and other long distance telephone companies could carry traffic between these areas,
while the divested Bell Operating Companies (the local telephone companies) could only provide
service within LATAs. Thus, those states that are divided into multiple LATAs (all but 12 states)
generally allow interLATA competition as a result of the Modification of Final Judgment and the
AT&T divestiture. Several states, however, have recently begun examining whether in fact some
level of competition within LATAs should be allowed, even though this was not a part of the original
divestiture settlement per se. It is unclear, however, whether this intraLATA competition will
survive or prosper, in view of the structural economic advantages that local telephone companies
have within their service areas over any competing telephone companies.

The case of Hawaii can be compared in some ways to both interLATA and intraLATA com-
petition. The LATA system is based upon both geographic and demographic factors that tend to
determine where the strongest communities of interest lie within and between various states. Thus
most LATASs are organized around one or a few large population centers, closely situated, whose
telecommunications traffic could be most efficiently served by a single integrated telephone
company. Each of the Hawaiian Islands in this sense could be thought of as a LATA, especially
since the barriers between islands effectively prohibit true network integration other than on each
island separately. If a different telephone company served each of the islands, their local telephone
networks would be no less efficient than Hawaiian Telephone’s present systems on each island.

In another sense, however, Hawaii more closely resembles - and by definition is - a single-
LATA state. Because the population of the State is overwhelmingly centered on Oahu, service
between islands is analogous to service between cities and towns within a mainland LATA, where
the bulk of the population lives in the cities, and rural areas lie in between. The economics of
serving this type of market tend to favor monopoly service, as evidenced by the fact that the
single-LATA states, and many LATAs in larger states, fit the same pattern. Appendix C includes
a LATA map of the United States, and several representative state LATA maps. States with large
areas but low populations in many cases consist of only one LATA, despite having widely separated
population centers. In South Dakota, for example, over 400 miles separates Rapid City from Sioux
Falls, but they are in the same LATA. Maine is a single LATA, despite the distances between
Portland, Augusta, and Bangor. States that are divided into numerous LATAs, such as Illinois,
New York, and several other Eastern states, have fewer rural areas, and relatively high population
density across greater proportions of their territory.

It is these states with higher population densities that, in general, have been more inclined to
institute and support intraLATA competition. With the exception of California, virtually all of the
states that do not permit competition within LATAs are relatively sparsely populated. In fact,
however, there is little evidence yet that even where intraLATA competition is openly allowed and
unrestricted, it will grow to capture a significant market share from the dominant local telephone
company. Mostsuch "competition” todate has been in the form of resale of local telephone company
services, a practice which is not necessarily economically efficient, and which in any event does



not constitute true economic competition. Even at the interLATA level, in-state competition has
been limited in most states, and the historic dominant long distance company, AT&T, retains the
vast majority of the market in spite of several years of unrestricted entry and competitive oppor-
tunities. On the national (interstate) level, where non-dominant long distance telephone companies
such as MCI and US Sprint have gained the majority of their traffic, AT&T still retains by far the
largest share of the market, at least 70% by most measures. Itis evident, therefore, that even in the
most favorable markets, long distance competition has its limitations. In smaller markets with
geographic and demographic barriers, competition has not yet proven to be viable in the long term.

Conditions in Hawaii

As noted above, there are two primary issues to be addressed in examining state policy with
respect to calling between islands. The first is whether Hawaiian Telephone’s rate structure for
services that are furnished between the islands is appropriate. The second is whether or not com-
petitionintransmission services between the islands is feasible and/or desirable. The present Hawaii
Public Utilities Commission regulatory policies and Hawaiian Telephone rate structure for
telecommunications services between the islands act to limit both the use of these services and the
availability of alternatives.

Rate Structure. The Hawaii Public Utilities Commission most recently reviewed the rate
structure for switched services (i.e., Message Telephone Service and wide area telephone service
(WATS) between islands as part of a general review of Hawaiian Telephone’s service charges. This
Docket No. 3423 was initiated in the late 1970s and had several phases, one of which was devoted
to interisland Message Telephone Service and WATS service within Hawaii. In this proceeding,
Hawaiian Telephone proposed, and the Hawaii Public Utilities Commission agreed, to restructure
rates for these services to pattern Hawaiian Telephone’s rate structure after the AT&T rate structure
that was then in effect. Changes that occurred as a result of this proposal included standardization
of the times for evening and night discounts and the initial calling periods, and the introduction of
a rate differential for operator assisted calls. Hawaiian Telephone also proposed that there be only
one rate for calls between islands, regardless of the distance involved, and selected that rate to be
equal to that which would apply for calls between points in different states on the mainland U.S.
that were about 140 miles apart, the average transmission distance for a call between islands.
Hawaiian Telephone’s WATS proposals included changes to the rate periods and rate levels,
elimination of a flat rate option, and the addition of inward WATS (also known as "800 Service").
As with the Message Telephone Service rate structure, the WATS rate structure was modeled after
AT&T’s charges for similar services.

Hawaiian Telephone’s rate structure and its rate levels for Message Telephone Service and
WATS have remained virtually unchanged since this major restructuring of rates. AT&T’s rates
and its rate structure, and the rates and rate structures for interstate long distance services generally,
have undergone substantial changes since the conclusion of Hawaiian Telephone’s rate restruc-
turing. These changes have significantly affected customers’ perceptions of service between
islands. The major change has been the substantial reduction in rates for AT&T’s Message
Telephone Service that has occurred since the 1984 divestiture of AT&T’s operating companies
and the Federal Communications Commission’s introduction of access charges. As a result of
AT&T’s rate changes, Hawaiian Telephone’s rates, and to some extent its rate structure, are now
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quite inconsistent with charges that customers see for other services. For example, there is a per-
ception -- which is correct at some times of the day -- that it costs more to call Lahaina from Honolulu
than it does to call San Francisco or New York.

Moreover, rates for calls between islands are high not just in comparison to present rates for
service to the mainland U.S. They are also high when compared to the cost to Hawaiian Telephone
of furnishing that service. Hawaiian Telephone, like other local telephone companies, has tradi-
tionally used Message Telephone Service and WATS as sources of subsidy for local residential
rates. This rate structure policy came about as a means to promote universal service, a goal that
has been the subject of long standing federal and state public policy. Because Hawaiian Telephone
has relied on revenues from long distance service to subsidize its local telephone service, Hawaiian
Telephone now is in a position of being unable to reduce rates for service between islands without
considering how and where it can make up the lost subsidy that was provided by this service. Much,
although not all, of the $50-million annual subsidy to residential service comes from interisland
switched services revenues.

Nevertheless, the simple solution to replacement of lost subsidy -- to raise residential rates --
may not be either the only solution or the best solution. Nor is it clear that raising rates for residential
service will necessarily abrogate the universal service goal. Moreover, the present policy of high
rates for calls between islands and relatively low rates for residential service has additional impacts
on residents, both as to telecommunications services and for areas outside of telecommunications.

While Hawaiian Telephone’s rate structure affects all customers in Hawaii by providing
financial disincentives in calling other islands, it may have a more significant impact on economic
development on the neighbor islands than it does on Oahu and in Honolulu specifically. Clearly,
the economic base for the state is presently on Oahu and is likely to remain there for the foreseeable
future. Thus, to the extent that a business on a neighbor island has any activities within the State,
for example, even meeting its needs for office supplies, it is likely that it will be necessary to
communicate with others on Oahu. The highrates for service between islands substantially detracts
from the economic attractiveness of locating on a neighbor island and could seriously impair ongoing
efforts on Kauai, Maui, and the Big Island to foster new business ventures.

Competition. The Hawaii Public Utilities Commission has concluded that its jurisdiction over
alternative telecommunications service providers is fairly substantial. The Commission must
determine that such services are in the public interest, and it maintains the responsibility to ensure
that the terms and conditions under which such services are offered are just and reasonable. At
present, there has been only one request by a firm to furnish an alternative to Hawaiian Telephone’s
transmission service between islands. That request, which was approved by the Hawaii Public
Utilities Commission, was from a firm named Tel-Net, which planned to offer high speed, digital
data service using digital microwave facilities. There have apparently been no requests by firms
to enter the market for resale of either switched or dedicated services between the islands. Since
Tel-Net presently provides specialized services to a small number of customers, Hawaiian Tele-
phone furnishes virtually all telecommunications service between islands.
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The Hawaii Public Utilities Commission authorized Tel-Net to furnish high speed, digital data
service over dedicated facilities in 1986. Tel-Net has constructed a "backbone" digital network
across the State that utilizes microwave facilities.! In its application for operating authority, Tel-Net
contended that it planned to furnish a service that was not, at that time, available from Hawaiian
Telephone, namely, high speed digital data transmission service over microwave, rather than
land-based, facilities. Although Hawaiian Telephone countered that it was ready, willing, and able
to offer the same service, the Hawaii Public Utilities Commission concluded that Hawaiian Tele-
phone was not already offering such service and consumers would benefit from the addition of
Tel-Net’s microwave offering.

Since entering into competition with Hawaiian Telephone, Tel-Net has experienced some
difficulties associated with Hawaiian Telephone’s position as the overwhelmingly dominant tele-
phone company serving the islands. Tel-Net seems to have been disadvantaged in its attempts to
compete by Hawaiian Telephone’s manipulation of its private line rate structure in particular
markets. In an incident that is the subject of a complaint to the Hawaii Public Utilities Commission,
Hawaiian Telephone reclassified a route on the Big Island. The route was one where Tel-Net
planned to offer service to a specific customer for about $300 per month per circuit, a price that
was substantially lower than Hawaiian Telephone’s tariffed rate. Hawaiian Telephone’s tariffed
rate for the route (Hilo to Kona) was included in the rate category for routes that began and ended
on the same island. Hawaiian Telephone reclassified the route so that it was priced as if it were a
route between islands, a change that had the effect of reducing the total price for a circuit on that
route from approximately $900 per month to just over $100 per month.? In filing the changed tariff
pages with the Hawaii Public Utilities Commission, Hawaiian Telephone apparently did not advise
the Commission that the reclassification of this route would have a substantial rate effect. Nor did
Hawaiian Telephone propose reclassifying any other routes which may have had similar geographic
and/or cost characteristics. In short, the incident gives the appearance that the dominant telephone
company quietly changed a particular rate in an effort to prevent a competitor from encroaching
upon its business. The incident is noted here because it highlights the power of an incumbent local
telephone company even where there is oversight by a regulatory body.

As noted above, Tel-Net is the only firm that has attempted to obtain permission to install
alternative facilities to furnish telecommunications transmission services between islands. Aside
from the regulatory and competitive difficulties that Tel-Net has faced, which would be shared by
others who entered the market, it is likely that other potential competitors face insurmountable
physical barriers to entry into this market. Based upon presently available technology, there are
two reasonable alternatives for transmissions between islands -- microwave facilities and fiber optic
cable -- each of which presents different problems for use between islands.?

There are no technological barriers to installation of fiber optic cable between the islands;
however, the State’s geography would make it a relatively expensive venture. The channels between
the islands, particularly between Maui and the Big Island and between Oahu and Molokai, are very
deep and the currents are quite strong. Thus, installation would be costly even though the cost of
fiber optic cable has been declining dramatically over the last several years. In addition, even though
the large capacity of fiber optic cables means that a potential developer could recover the relatively
high fixed costs from many customers rather than from just a few, it is not clear that sufficient
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additional traffic could be generated to justify the installation of such high capacity facilities.* In
any event, given the present volume of traffic between islands, it seems unlikely that a fiber link
between islands will be constructed in the near term.

The barriers to additional microwave facilities are quite different. Microwave is a cost effective
transmission medium between islands. The problem is that there are severe limitations on the
spectrum (i.e., the microwave radio frequencies) suitable for use between islands, in part because
of the distance a microwave signal must travel without the opportunity for use of repeaters (devices
to strengthen the signal). Frequencies in the 2-gigaHertz and 6-gigaHertz range are necessary for
digital transmissions over these distances.” The Federal Communications Commission is respon-
sible for assigning microwave frequencies to users and for ensuring that each installation is sited
s0 as not to interfere with other microwave operations. It has been reported that no additional
frequencies in these ranges, other than those already held by Hawaiian Telephone and Tel-Net or
allocated for other purposes, can be assigned for use between the islands.® That would preclude
any additional companies from using microwave facilities to compete with Hawaiian Telephone
and Tel-Net to carry interisland traffic.

One last factor with respect to competition should be considered. As noted above, there are
no firms that resell Hawaiian Telephone’s interisland service. Italso does not appear that the Hawaii
Public Utilities Commission has received any requests to enter the resale business. When there are
no firms offering a particular type of service, it is difficult to determine the factors that have deterred
firms from entering the market since there are no obvious sources of information or any analyses
that may have been performed. That is the case with the resale market in Hawaii. It is possible to
speculate, however, that the existing Hawaiian Telephone rate structure is not conducive to resale
efforts. In order for a reseller to be successful, he must be able to purchase the necessary service
at a "wholesale" price that allows some margin for the reseller’s operating expenses. When resale
of interstate long distance began, firms were able to purchase WATS service on a wholesale basis
at a price that allowed sufficient margin for resale. Hawaiian Telephone’s WATS rates do not offer
that potential margin. Inaddition, Hawaiian Telephone has no bulk, or wholesale, rates for dedicated
services between the islands. Thus, a potential reseller who analyzed the market in Hawaii would
undoubtedly conclude that there was not a viable business opportunity there.

Policy Options

There are policy options that correspond with the two categories of issues discussed above.
First, regardless of whether there appears to be potential for the introduction of competitive
facilities-based long distance telephone companies in this market, it is reasonable to question
whether Hawaiian Telephone’s rate structure for services between islands should be modified. The
present rate structure requires customers using Hawaiian Telephone’s service between islands to
provide a substantial contribution, primarily to local telephone service. There are related issues
that accompany an examination of the rate structure for service between islands. These include the
appropriate level of contribution for residential local telephone service, the identification of other
services that do or might generate contribution, and the incentives and disincentives to economic
development on the neighbor islands that are associated with particular rate structures. Thus,
examination of restructuring rates for service between islands would be best done during a general
examination of Hawaiian Telephone’s rates.
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Second, the State should examine whether there are policies which would either enhance or
impair whatever limited potential there may be for development of alternative interisland facilities
orservices. The nature and extent of regulation of both Hawaiian Telephone and potential alternative
providers will impact development opportunities. If alternative long distance telephone companies
are prohibited from operating, development of alternatives would be absolutely foreclosed. The
same policy decisions can be made with respect to resellers. Resellers could be absolutely prohibited
from offering telecommunications services between islands. If both facilities-based and resale of
interisland services is prohibited, then Hawaiian Telephone would remain the monopoly provider
of these services.

Assuming that alternative long distance telephone companies are not prohibited from entering
the market, then both they and Hawaiian Telephone may be subject to varying degrees of regulation.
Such regulation can encompass (1) market entry, where new companies might be required to
demonstrate public need for the new service and fitness to operate, and/or (2) rate regulation, where
there are many possible regulatory schemes that range from rate base/rate of return regulation, to
prohibitions on price discrimination among customers, to simple requirements to provide notice of
prices and pricing changes through filings price lists with the Hawaii Public Utilities Commission.

There are two levels at which policy is made and implemented. The Legislature can mandate
a particular policy, for example, by requiring the Hawaii Public Utilities Commission to certificate
all telecommunications providers and to regulate rates for providers. Alternatively, the Legislature
could give the Commission discretion to determine whether certification and/or rate regulation are
necessary for specific segments of the industry.

Analysis

The unique geography of the State of Hawaii presents fundamentally different conditions than
those found in other states for firms that wish to offer telecommunications service in competition
with the franchised local telephone company. As noted, it is likely that there are no economically
viable alternatives for transmission between islands that can be developed, at least in the near term.
Tel-Net may have identified and captured the only niche for limited competition with its digital
microwave network. At the same time, Hawaiian Telephone’s high rates for service between the
islands act to limit demand for service. Without the possibility of effective competition for this
traffic, Hawaiian Telephone has no incentive to restructure these rates. Thus, absent affirmative
actions either by the Legislature or by the Hawaii Public Utilities Commission, there is likely to be
little change in the pricing, usage or availability of telecommunications service between the islands.

Incentives and Disincentives in Present Interisland Rates. Consumers in Hawaii, most par-
ticularly business customers on the neighbor islands, have expectations for expansion of the tele-
communications infrastructure that are important to continued economic development in Hawaii
and should not be ignored. As discussed in Chapter 3, many -- indeed, virtually all -- economic
development opportunities for Hawaii depend upon the availability of a state of the art telecom-
munications infrastructure. Many ventures in the planning stages, such as the University of Hawaii’s
initiatives and the research and technology park planned for Maui, assume that state of the art
telecommunications facilities will be available, at prices that are affordable for the potential tenants
of the park, when the venture is ready to begin operation. Existing industries that employ many
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large numbers of residents, such as the visitor industry and the financial community, see opportu-
nities to operate more efficiently or to expand services to their customers by incorporating new
products or services into their operations that are based upon new telecommunications products
and services. For example, hotels can centralize call answering and message taking services for
their guests, and perhaps offer expanded services such as voice mail or data transmission services
by installing centralized private branch exchange (PBX) equipment and using dedicated lines to
connect several locations.

The attractiveness of strategy for connecting hotels on, forexample, Oahu and Maui is presently
limited by regulatory restrictions on installation of alternative facilities and by Hawaiian Tele-
phone’s prices for the dedicated facilities between islands. In general, in a free market the intro-
duction of competitive alternatives would force down the rates for service where, as is the case
here, the prices for the service exceed the cost of furnishing the service. Indeed, as discussed above,
itappears that Hawaiian Telephone’s dedicated service price reduction for the Hilo-Kona route was
adirect response to the entry of a competitor on that route. However, the market for service between
the islands has too many constraints to operate as a free market. As already noted, geographic and
economic constraints make it unlikely that any additional facilities will be constructed to carry
telecommunications traffic between the islands. Moreover, Hawaiian Telephone’s rates continue
to be regulated by the Hawaii Public Utilities Commission, and, hence, Hawaiian Telephone does
not have unlimited ability to change its rates, even in response to the entry of a competitor. Thus,
the question remains whether -- and how -- the State can influence the pricing and development of
these facilities. In this regard, the experience of the Federal Communication Commission in the
implementation of its access charge policy is relevant.

Source of Interstate Rate Reductions. There is a perception that the decision to allow com-
petition in long distance service that resulted most particularly from the AT&T antitrust settlement
and the break-up of the Bell System has significantly reduced rates for long distance service between
states. This perception is not, however, entirely correct. While these actions certainly ensured that
competitors such as MCI, Sprint, and Long Distance USA could exist (if not prosper), that alone
was probably not enough to cause long distance rates to drop. Concurrent with these antitrust
remedies, the Federal Communications Commission was implementing a policy of access charges
paid by long distance companies to local telephone companies. This access charge plan eventually
began to reduce the level of payments made by AT&T to the local telephone companies as compared
with AT&T’s payments before divestiture (which were structured to provide subsidies to local
telephone services). Virtually all of the price reductions implemented by AT&T since 1984 have
been ordered by the Federal Communications Commission to pass through these reductions in
AT&T’s payments. As AT&T reduced its rates, other long distance companies matched those
reductions. Thus, overall, prices for interstate long distance calling have dropped dramatically over
the last few years. Technological and regulatory changes, including the Federal Communications
Commission’s commitment to fostering competition in long distance service, have permitted
alternative companies to exist; however, the reduction in long distance rates is due to the Federal
Communications Commission’s continued regulation of AT&T and not to the existence of the
alternative long distance companies. The relevant point for Hawaii is that regulatory policy can
bring about fundamental changes in rate levels and in rate structure.
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of subsidy is often raised in the context of business concern regarding high rates for service between
islands, it is not just business customers who are the source of the subsidy. Residential consumers
also pay high rates for calls between islands and thus are a source of contribution. On the one hand,
universal service for Hawaii’s residents has been and remains an important social goal. On the
other hand, there is a renewed State commitment to economic development, particularly on the
neighbor islands. The State must strike the appropriate balance between support of these economic
development goals, through policies designed to minimize the cost of having available a state of
the art telecommunications infrastructure, and support of the residential consumer, through the
availability of affordable basic telephone service.

The Resale Alternative: The benefits of increased calling between the islands suggest thateven
if one concludes that facilities-based competitive alternatives are unlikely to be developed, beyond
Tel-Net’s specialized alternative, consumers can benefit from a rate-restructuring. This restruc-
turing need not be tied to introduction of resale alternatives; however, resale opportunities have
offered consumers in some areas additional choices, including lower rates, in some areas. Given
the absence of facilities-based competitors, it is unlikely that Hawaiian Telephone would move in
this direction on its own initiative. However, a regulatory investigation of resale might lead to an
agreement on a viable wholesale/retail tariff restructuring. Moreover, if there is a favorable balance
among all pertinent factors, the stimulation in calling between islands could eventually lead to
overall increased sales and earnings for Hawaiian Telephone. That result is by no means certain,
but is one possible outcome of an aggressive policy to foster competition through resale.

Regulatory Options: The market for calling between islands raises perhaps the most unique
problems for Hawaii. Unlike virtually all other areas of the country, facilities-based competitive
alternatives are practically and economically impossible. Thus, deregulation of interisland calling
will not -- and cannot -- lead to increased competition in telecommunications services. However,
maintenance of the status quo in this area may not be in the best interest of the State. Both the high
rates for existing services and the prohibition of options discourages innovation in many ways.
These factors make the State less attractive to telecommunications-based and
telecommunications-intensive industries, and repress the use of telecommunications services by all
consumers, both business and residential. Nevertheless, the changes must be accomplished through
regulation rather than through competition. The present law, which gives substantial regulatory
authority and responsibility to the Hawaii Public Utilities Commission, may not prohibit such
changes, but the law also does not prescribe policy options. In sum, in the area of interisland
services, changes to the law may not be necessary, but a statement of policy may be desirable.
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Notes

1.  Tel-Net has not yet constructed its microwave facilities on Kauai and thus does not use its
own facilities to furnish service to customers on Kauai. Tel-Net orders service from Hawaiian
Telephone which is "resold" by Tel-Net to its customers on Kauai.

2. Rates for dedicated circuits are charged on a "per mile" basis. The per mile charge for a
circuit between islands is lower than the per mile charge for a circuit whose end points are
located on one island. Hence, Hawaiian Telephone’s reclassification reduced the price for a cir-
cuit between Hilo and Kona.

3.  Two additional alternatives -- traditional copper (or coaxial) cables and satellite facilities --
are even less practical as options at the present time. Standard cable facilities do not have
enough capacity to make their continued use between islands practical. Satellite facilities have
significant delay associated with the transmission that make this medium less than ideal for voice
communications. In addition, the cost of such facilities is generally not attractive as compared
with other alternatives because of the short distances involved. However, technological
advances are improving the quality of the transmission and reducing the cost. Thus, it is not
impossible that this will represent a third alternative at some time in the future.

4.  Hawaiian Telephone has said that it does not have any present plans to use fiber. During
an interview regarding this study, Hawaiian Telephone indicated that the depth of the channels
and currents between islands made it impossible to install fiber. Others in the industry disagree,
although they do agree that the installation would be costly. Hawaiian Telephone’s position may
reflect its belief that there is insufficient additional demand for capacity to justify the cost of
installation.

5. It would make little sense to develop new analog microwave facilities between the islands
since these facilities cannot support either the level of traffic or the high speed data needs that
already exist in the State.

6.  The FCC has allocated portions of these frequency ranges for the use of private network
operators (gas and electric companies, for example), but these frequencies cannot be used to
offer communications services to the public.

7.  Price elasticities for the interisland market were reported by Robert T. Tanimura in his
1982 doctoral dissertation. The figures obtained by Dr. Tanimura in his study, which was con-
ducted with the aid of Hawaiian Telephone, support the conclusion that there would be a sub-
stantial increase in calling between islands if there were significant price reductions. See, An
Analysis of Optimal Rate Regulation in Telecommunications,; Deregulation of Intercity
Communications and the Economically Efficient Structure of Telephone Prices, Chapter V., Rob-
ert T. Tanimura, University of Hawaii, December, 1982.
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Chapter 10

Conclusions

Hawaii faces unique challenges and opportunities as it guides its telecommunications policy
into the future. In order to grow and prosper economically, the State must ensure that it provides
an attractive environment for both existing and new businesses while maintaining high quality,
affordable telephone service for the residents of the State. The telecommunications industry is
evolving rapidly for technological and economic reasons, and hence, appropriate policies may also
change with time.

The present jurisdiction of the Hawaii Public Utilities Commission requires that the Com-
mission both certificate firms which plan to offer telecommunications services to the public and
regulate the quality and price of those offerings. There is little, if any, flexibility for the Commission
to vary its requirements or to require some firms, forexample, non-dominant firms, to meet minimum
filing requirements. Thus, there is little opportunity for the Hawaii Public Utilities Commission to
vary its policies and treatments based upon its informed view of specific industry needs.

This lack of flexibility in development of an appropriate regulatory response to changes in the
telecommunications industry will make it more difficult for the State to adapt its policies to meet
changing needs. In general, for each of the areas examined in this report, one could conclude that
the State would be best served by a telecommunications policy that provides the Hawaii Public
Utilities Commission with (1) sufficient jurisdictional authority to continue to oversee the entry of
firms into telecommunications markets and the pricing and availability of telecommunications
services offered by those firms and (2) sufficient discretionary authority to tailor specific require-
ments to meet the specific conditions of the particular product or service in question. While the
general conclusion is the same for each area studied, the reasons for the conclusions differ to some
degree.

Bypass: The use of telecommunications facilities other than switched network facilities
belonging to the local telephone company has been the subject of much controversy at both the
state and federal levels. Some contend that the loss of traffic on the public switched network through
bypass threatens the revenues for local telephone companies and could, eventually, lead to higher
prices for those who remain on the network, especially residential customers with no other alter-
natives for service. In Hawaii, as elsewhere, this scenario of ultimate doom for local telephone
companies and their customers seems to be overstated. Nevertheless, the State can benefit from a
review of the conditions confronting telecommunications consumers in Hawaii to ensure that these
customers are making economically correct decisions. The review is best done by the Hawaii Public
Utilities Commission, which could respond to its findings through any number of actions including
ordering changes to the regulated carriers’ rate structures and/or appropriate policies for approval
of new entrants to the telecommunications market.

Shared Tenant Services (STS)/Common Premises Communications Systems (CPCS): The use

of a shared private branch exchange (PBX) system for a building or development complex has the
potential of providing small business customers with sophisticated telecommunications features
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Impact of Rate Reductions. 1tis also worth noting that the reduction in rates for interstate long
distance service has fueled substantial growth in calling. Figure 9.1 shows a composite figure for
reductions in long distance rates contrasted with the growth in number of minutes of long distance
calls. Itis readily apparent rate reductions have stimulated additional usage. It is likely that this
same trend would be seen in Hawaii if rate reductions were implemented for callin g between islands,
and there would be substantial increases in calling between islands were the rates for these services
to be reduced in similar proportions.’

Figure 9.1
Interstate Rate Reductions and Growth in Traffic
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One disincentive to accomplishing such rate reductions is a concern expressed by Hawaiian
Telephone that reductions in rates for services between islands would also reduce the level of
contribution to local residential service from those services. Message Telephone Service is priced
above cost and there is a substantial subsidy that flows to residential local telephone service. Hence,
itis true that rates for interisland services cannot be restructured without a concurrent examination
of the impact of the rate changes on the level of subsidy available.

However, several points can be made regarding this subsidy flow. First, the increase in service
volumes resulting from rate reductions would at least partially offset the lost contribution attributable
to lower rates. Second, there are options for targeting subsidies to consumers in need of aid rather
than providing a subsidy for residential customers generally. Finally, while the concern with loss
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and services that would not otherwise be available to them. Nevertheless, placing a developer or
manager, rather than a certified common carrier, in the position of furnishing telecommunications
services to the public has consequences for both the quality and availability of service. In addition,
it alters some underlying assumptions that are used by the regulated local telephone company in
developing rates for local service. Thus, while allowing such services increases the options for
telecommunications service that are available to consumers, and can thus be viewed as beneficial,
there are potential consequences for both consumers and other regulated firms which suggest that,
if the service is allowed, providers and the regulated local telephone company who furnishes local
service to the STS provider should both be subject to some regulation on availability and quality
of service. It is both reasonable and appropriate for the Hawaii Public Utilities Commission to
weigh the policy issues both pro and con, and to establish requirements that are in the best interests
of all consumers in Hawaii.

Customer Owned Coin Operated Telephone Service (COCOTS): Since the federal deregulation
of COCOTS, there has been rapid movement in the U.S. to open the market to competitive entry.
All but four states, Hawaii being one of those four, permit competitive provision of pay telephone
service, although with varying levels of restrictions and regulations. When it reviewed the subject,
the Hawaii Public Utilities Commission was unconvinced that potential benefits arising from pay
telephone competition, such as increased convenience, accessibility, and innovative features, would
indeed materialize. Evenifthey did, the Commission was not sure that these benefits would outweigh
countervailing costs, in particular, lost revenue contribution to, and therefore a possible reduction
of, public telephones in those locations outside urban Honolulu where competition is less likely to
develop. Despite the Hawaii Commission’s doubts, there is a general perception that introduction
of privately owned pay telephones is somewhat inevitable, in large part due to the entrepreneurial
opportunities which such competition provides. Further, the Hawaii Public Utilities Commission
does not have jurisdiction to restrict private pay telephone service limited to calling between Hawaii
and the mainland or overseas. For these reasons, it may be best for the State to consider policies
that permit privately owned pay telephones but that are also designed to minimize contribution
losses and assure service quality standards.

Alternative Operator Services (AOS): Perhaps no industry has been as much maligned by
negative consumer complaints as the AOS industry, i.e., those companies offering operator services
to institutions, such as hotels, airports, hospitals, and pay telephones, which have a high volume of
operator-assisted calls. Consumers report being subjected to excessive rates, mis-routed emergency
calls, overcharging foruncompleted calls, receiving bills from unknown companies, and the inability
to reach the long distance telephone company of their choice. Responses from states to the AOS
controversy have been many, ranging from outright prohibitions on AOS for intrastate calling to
implementation of certification requirements, rate caps, public information warnings, and various
other restrictions. Interestingly, in Hawaii, there has been no controversy over AOS to date, in part
due to restrictions on privately owned pay telephones and shared tenant services, and in part due
to the relatively small level of interisland calling versus local calling. Nonetheless, for mainland
U.S. and overseas calls, for which operator surcharges could be high, there is a market opportunity
for AOS companies in Hawaii. Thus, it would be prudent for the State to examine policies such as
those implemented in other states, including outright prohibition which could be justified based
upon the unlikely benefits to consumers of AOS, to help prevent the type of consumer problems
which have arisen elsewhere from occurring.
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Interisland Telecommunications Service: Hawaii’s unique geography limits the potential for
facilities-based carriers to compete with Hawaiian Telephone in the provision of telecommunica-
tions services between islands. A single carrier, Tel-Net, has established digital microwave service
across the State and offers dedicated, high speed data service to customers. It is unlikely, however,
that any additional firms could use microwave facilities to offer either data or voice services since
the suitable and available microwave spectrum has been allocated to Hawaiian Telephone and
Tel-Net. Absent viable competition in this market, there is noreason to believe that any deregulation
is appropriate. Indeed, since the market is a virtual monopoly, with Tel-Net offering a limited
alternative for certain specialized services, deregulation would likely be harmful to consumers. At
the same time, the rates for telecommunications service between islands are quite high. These high
rates discourage calling between islands and make economic development plans of the neighbor
islands less attractive. The disincentives associated with high rates are detrimental to residential
and business consumers alike, and the impact on economic development may be contrary to other
State policy goals. Thus, changes to the rate structure for calling between islands, which can be
accomplished through regulatory proceedings, may be both reasonable and desirable for the State.
While the Hawaii Public Utilities Commission does presently have the jurisdiction to accomplish
such rate restructuring, it is also appropriate for the Legislature to provide policy guidance by
articulating the State’s goals foreconomic development and affordable telecommunications service.

In summary, in each area there are policy choices which range from complete deregulation to
maintaining the status quo. Neither extreme is likely to meet the State’s needs. As industry
technology develops and as the State continues to pursue economic development goals, there are
opportunities to open up markets and to allow more flexibility, without completely abandoning
regulation of existing providers or new entrants, or abrogating the State’s commitment to universal
telephone service for residential customers. Like the industry itself, these options will evolve over
time. To meet the challenge of this evolutionary process, the State should be equipped with a
regulatory system that maintains sufficient authority over telecommunications suppliers to ensure
that high quality, reasonably priced telecommunications services are available yet also permits the
regulatory agency to develop specific requirements tailored to meet changing needs for regulatory
control.
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RESPONSES OF THE AFFECTED AGENCIES



COMMENTS ON AGENCY RESPONSES

A preliminary draft of this study was transmitted on December 21, 1988, to the Public Utili-
ties Commission, the Department of Commerce and Consumer Affairs, and the Department of
Budget and Finance. We asked each of the agencies for their comments on the report.

A copy of the transmittal letter to the Public Ultilities Commission is included as Attachment
1 of this section. Similar letters were sent to the directors of the Department of Commerce and
Consumer Affairs and the Department of Budget and Finance. Two of the three departments
responded and their responses are included as Attachments 2 and 3.

In its response, the Public Utilities Commission indicated it would like the Legislature to
provide the commission with flexibility in its regulatory authority to deal with the present and
emerging telecommunications businesses. On the other hand, the Division of Consumer Advo-
cacy would have preferred more specific information on Hawaii’s telecommunication markets in
comparison with mainland markets as well as more detailed information on the benefits and
disadvantages of changes in the regulatory climate for ratepayers, the utilities, and potential cus-
tomers.
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ATTACHMENT 1
THE OFFICE OF THE AUDITOR CLINTON T. TANIMURA
STATE OF HAWAII AUDITOR
465 S.KING STREET, RV. 500
HONOLULU, HAWAIl 86813 N

CoOPY

December 21, 1988

Mr. Yukio Naito, Chairman
Hawaii Public Utilities Commission
465 South King Street, Room 103
Honolulu, Hawaii 96813

Dear Mr. Naito:

Enclosed are three copies, Nos. 5 through 7 of our preliminary report on Telecommunications in
Hawaii: Policy, Economics, and the Changing Industry, jointly prepared under the supervision of this
office by Economics and Technology, Inc. of Boston, Massachusetts and Paul, Johnson, Alston &
Hunt, Attorneys at Law of Honolulu, Hawaii. This study was prepared pursuant to Act 331, Session
Laws of Hawaii 1988.

We invite your comments on the report. If you decide to submit comments, we ask that you (1) notify
us by telephone of this intention by December 27, 1988, and (2) submit your written comments by
January 11, 1989, so that they can be included in the final report.

Since the report is not in final form and there could be changes to the report, access to it should be
restricted to those persons whom you might wish to call upon to assist you in reviewing the report.
The only other parties who have been provided with copies of this preliminary report are the
Governor, the presiding officers of the Legislature, the Director of the Department of Budget and
Finance, and the Director of the Department of Commerce and Consumer Affairs. Public release
of the report will be made solely by our office and only after the report is published in its final form
and submitted to the Legislature.

We appreciate the assistance and cooperation extended to us during the course of the study.
Sincerely,
Lo Jrmimerin

Clinton T. Tanimura
Legislative Auditor

Enclosures
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JOHN WAIHEE
Governor

ROBERT A. ALM
Director of

Commerce and Consumer Affairs

STATE OF HAWAII
DIVISION OF CONSUMER ADVOCACY CHARLES W. TOTTO

DEPARTMENT OF COMMERCE AND CONSUMER AFFAIRS Fxeoutive Director
P. O. BOX 541
HONOLULU, HAWAII 96809

January 11, 1989
RECEIVED

Jw |7 11 51 AM RO

Ur - ﬁ *’J;\J{l
Mr. Newton Sue STATE OF HAWAI
Office of the Legislative Auditor

465 South King Street, Suite 500
Honolulu, Hawaii 96813

RE: Telecommunications in Hawaii: Policy, Economics, and
the Changing Industry.

Dear Mr. Sue:

By your letter dated December 21, 1988, you requested review
and commentary by the Department of Commerce and Consumer Affairs
on the "Circulating Draft" of the above-entitled document. The
Division of Consumer Advocacy appreciates the opportunity you
have provided us to comment on the report's review of Shared
Tenant Services, Customer-Owned Coin Operated Telephone Systems,
Interisland Services, Alternative Operator Services and By-Pass.

By statute, the Division of Consumer Advocacy is mandated to
"represent, protect, and advance" the interests of consumers of
utility services. The Division has urged that reasonably priced
telecommunications services be provided to Hawaii's consumers
with a high degree of reliability, in compliance with defined
quality standards. Because new demands for innovative
telecommunications services are expanding rapidly, the timeliness
of the introduction of innovative services in competitive markets
is becoming as important a factor as reliability and economy.
The Division thus finds itself in accord with many of the
recommendations and suggestions provided in your study for
regulatory flexibility while safeguarding ratepayer interests.
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Mr. Newton Sue
Page 2
January 11, 1989

The study does have shortcomings, though. No doubt these
are due to time and funding limitations in 1light of the
complexity of each of the selected topics. However, virtually no
quantitative or economic analyses were conducted of the demand in
discrete segments of the telecommunications industry in Hawaii.
Additionally, there is no assessment of Hawaii markets compared
to mainland markets. Moreover, the benefits and disadvantages of
changes in the regulatory scheme for the ratepayers, the monopoly
carrier, and potential competitors are not evaluated in detail.
As a result, specific recommendations regarding each of the
topics examined was not forthcoming.

It is regrettable that the constraints of time and funding
imposed upon the study precluded a more detailed analysis of user
demands and the nature and number of potential providers of new

innovative services. Compilation of such data and analysis of
same would have greatly assisted the Legislature and the Hawaii
Public Utilities Commission in determining appropriate

modifications to the regulatory regime.

In any event, you can be assured that this agency will work
with your office's staff, your consultant, and the regulated and
non-regulated providers of telecommunications services to assist
the Hawaii Legislature and the Hawaii Public Utilities Commission
in its consideration of the findings and recommendations
contained in the study.

Thank you again for inviting us to comment.
Sincerely yours,

W b VTS

Charles W. Totto
Executive Director
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ATTACHMENT 3

RGN

JOHN WAIHEE
GOVERNOR

Yukio Naito
CHAIRMAN

0
b,
¥
b

Patsy Young

COMMISSIONER

STATE OF HAWAII

PUBLIC UTILITIES COMMISSION CLYDE S. DUPONT
DEPARTMENT OF BUDGET AND FINANCE COMMISSIONER
465 S. KING STREET
KEKUANAOA BUILDING, FIRST FLOOR
HONOLULU, HAWAII 96813

January 12, 1989 RECEIVED

Jan 1?7 2 w2 PH'RY

&

k- T
Mr. Newton Sue L

Acting Legislative Auditor
Office of the Legislative Auditor
465 South King Street, Room 500
Honolulu, Hawaii 96813

STATE OF HAWAII

Dear Mr. Sue:

Thank you for the opportunity to review and comment on the
preliminary report on Telecommunications in Hawaii: Policy,
Economics, and the Changing Industry.

As the report suggests, there are a number of regulatory
policy options in each of the areas examined. Generally, in each
of the areas, the options are (1) to regulate or not regulate and
(2) if regulation is desired, the extent and scope of the
regulation. These policy options may be decided by the legislature
itself or left to the public utilities commission to determine.

Each of the areas examined in the report raises a variety of
issues and concerns. These issues and concerns require in-depth
examination, in light of the broad state objectives (stated in the
report) of economic development and assurance of universal local
telephone service at affordable rates, before any regulatory policy
decision is made. The issues and concerns are complex, and the
rapidly improving and expanding technology in the telecommunication
field is likely to increase the number and kind of entrepreneurial
opportunities beyond those examined in the report.

If we are correct in our assessment set forth in the preceding
paragraph, it would appear that the most prudent course is for the
legislature to provide the public utilities commission with
flexibility in its regulatory authority to deal with the present
and emerging telecommunication businesses. Such flexibility would
leave it to the commission to determine whether a given enterprise
should be regulated and, if so, to what extent. The desirability
of granting of such flexibility to the commission, it would seem,
is underscored when one considers that various areas of the
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Mr. Newton Sue
Page 2
January 12, 1989

telecommunication field are interrelated in such a fashion that a
decision in one may impact greatly on the others. Flexibility in
the commission could ensure the development of a cohesive policy
in the telecommunications field.

Very truly yours,

Chairman
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Appendix A

Hawaiian Telephone Rate Structure

Source:

GTE/Hawaiian Telephone Tariffs
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* Local Exchange Service Rates »

Business Service - Individual Line:

Oahu $34.80
Hawaii 25.75
Maui 23.70
Kauai 23.70
Molokai 19.25
Lanai 16.95

Type "A" Access Line - PBX Trunk:

Oahu $54.80
Hawaii 39.85
Maui 36.35
Kauai 36.35
Molokai 29.20
Lanai 25.65

Residence Service - Individual Line:

Oahu $14.10
Hawaii 12.75
Maui 12.20
Kauai 12.20
Molokai 10.60
Lanai 9.65
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Appendix B

Intrastate Competition and Regulation

Source:

State Telephone Regulation Report, Nov. 5, 1987

and Economics and Technology, Inc. Research
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Intrastate Competition and Regulation

IntralLATA

Inter- iX IntralLATA
State LATA Carriers Resellers AT&T 0OCC Reseller
Alabama Yes No Yes ARP ARP AP
Alaska* nfa Pending Pending n/a P P
Arizona Ycs No Yes B,R B.R D
Arkansas Ycs No Ycs ARP AP AP
California Yes Partial No ARP D D
Colorado Ycs Yes Yes AP AP D
Connccticut nfa No Ycs n/fa P P
Dclawarc* nfa Ycs Pending P P P
Florida Ycs Partial Yecs BR D D
Georgia Yes No Yes B B,P D
Hawaii* nfa Partial No n/a A n/a
Idaho Ycs Yes Ycs CRP P DP
Illinois Ycs Yes Yes F F F
Indiana Ycs No Yes ARP AP AP
lowa Ycs Yes Yes AR AR AR
Kansas Yes Pending Pending BR D D
Kentucky Yes No Yes ARP D D
Louisiana Ycs Partial Yes BR D D
Mainc® n/a Pending Partial P P AP
Maryland Yes Yes Yes D D D
Massachusetts Ycs Yes Yes AR A A
Michigan Yes Yes Ycs B,R,P D D
Minncsota Ycs Yes Yes D D D
Mississippi Ycs No Yes B.R B D
Missouri Ycs Yes Ycs BRP BP BP
Montana Ycs Yes Yes C, D D
Ncbraska Yes Yes Yecs D D D
Ncvada Yes No No D D. D
New Hampshire® nfa No Action No Action nfa n/a nfa
New Jerscy Yes No Yes BR B D
New Mexico® n/a Yes Yes AR A A
New York Yes Ycs Yes B,RP cp CP
North Carolina Ycs No Yes C D D
North Dakota No Action No Yes n/a n/a D
Ohio Yes Yes Yes B.P BP B,P
Oklahoma " Yes No Ycs A A D.P
Orcgon Yes Yes Yes B D D
Pennsylvania Yes Yes Yes A A D
Rhode Island* n/a No Action No Action nfa n/a n/a
South Carolina Ycs Partial Yes C (&
South Dakota® n/a No Yes n/a n/a DpP
Tennessee Yes No Yes C D D
Texas Yecs Ycs Ycs BR D D
Utah® n/a No Yes nfa n/a D
Vermont® nfa Yes Yes nfa D D
Virginia Yes No Yes D D D
Washington Yes Yes Yes D D D
West Virginia Yes Pending Pending D D D
Wisconsin Yes Pending Yes ARP AP D
Wyoming® n/a No Ycs n/a n/a A

A - No pricing flexibility; any tariff change requires prior state approval

B - Banded rates; company free to move rates between ceiling and fMoor levels

C - Cciling prices only; company can sct rates at any point below rate ceiling

D - Full pricing flexibility; company may reprice without prior stale review

F - Floor prices only; company can sct rates at any point above floor level

P - Pending proceeding may result in changes to regulation in the future

R - Rate of return prescribed by state
Single-LATA state. Docs not take into account the fact that border LATAS from other states may cxist. In such
states where there are border LATAS, the state is still classificd as a single-LATA state,

Source: State Telephone Regulation Report, November 5, 1987; revised from ETI sources.
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Appendix C

Local Access and Transport Area Maps
United States
South Dakota
Ilinois
New York

Arizona
Ohio

Source:

Economics and Technology, Inc., LATA Handbook
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Glossary

Access Charges - fees imposed by Local Exchange Carriers on Interexchange Carriers and
End Users to defray that portion of the costs of the LEC’s facilities that are associated with or
otherwise assigned to the provision of interexchange services.

Access tandem - an LEC switching facility that aggregates switched access traffic from (or to)
a number of individual end offices for delivery to (or receipt from) an interexchange carrier.

Alternative Operator Services (AOS) - companies that are unaffiliated with local or long dis-
tance carriers, and provide operator services and long distance connections from telephones in
hotels, hospitals, and other institutions, as well as public telephones. AOS operators usually add a
surcharge for the service, and often pay a commission to the owner of the telephone system to which
the AOS is connected.

Bell Operating Company (BOC) - a local exchange carrier that was formerly part of the Bell
System prior to the break-up of AT&T. There are seven Regional Bell Operating Companies each
one of which has one or more operating company subsidiaries.

Busy hour - the hour of the day in which the resource (i.e., central office, interoffice network,
etc.) is subject to the highest level of usage.

Busy hour minutes of use - the amount of usage that occurs during the busy hour - a measure
of peak load capacity requirements.

Bypass - a term sometimes used to describe arrangements that avoid use of local exchange
carrier switched access services and hence avoid payment of switched access charges. "Service
bypass" generally refers to the use of other LEC services (such as Special Access or Private Line),
while "Facilities bypass" generally refers to the use of a non-LEC transport facility to interconnect
the customer’s premises with the interexchange carrier’s Point of Presence.

Carrier Common Line Charge (CCLC) - a usage-based access charge rate element that is
intended to recover those Non-Traffic-Sensitive costs assigned to the interstate jurisdiction that are
not recovered directly through the Subscriber Line Charge. The CCLC is paid to the LECs by
interexchange carriers, who in turn include these charges in the rate they charge their customers for
long distance (toll-type) calling services.

Central Office (CO) - a telecommunications switching facility.

Class 5 central office - the lowest level in the network switching hierarchy. See also End
Office.

Class 4 toll central office - the lowest level in the toll network switching hierarchy.
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Common Line - the basic telephone service "dial tone" access line used by a business or res-
idential subscriber to originate and receive local and long distance calls. See also Subscriber Line
and Dedicated Access Line.

Common Premises Telecommunications Systems (CPCS) - see Shared Tenant Services (STS).
Customer Access Line Charge (CALC) - see Subscriber Line Charge.

Customer Owned Coin Operated Telephone System (COCOTS) - coin (or "pay") telephones
that are owned and operated by private companies as opposed to the local exchange carrier.
COCOTS owners pay the LEC for connection to the local network, and retain all additional revenues.

Customer Premises Equipment (CPE) - telephone sets, private branch exchange (PBX) Sys-
tems, and other equipment located on the customer’s premises. Under the terms of the FCC’s Second
Computer Inquiry tuling, all Bell CPE was deregulated as of January 1, 1984.

Dedicated Access Line (DAL) - a special access facility that connects a subscriber’s premises
with the local end office, from which a connection to the interexchange carrier’s Point of Presence
is accomplished using local exchange carrier switched access and transport services, and which is
not used for other than interexchange carrier access. See also Wide Area Telecommunications
Service and Common Line.

Division of Revenues (DR) process - a pre-divestiture toll revenue allocation system among
the Bell System operating companies and AT&T’s Long Lines Department.

Dominant Carrier - the telecommunications carrier having the predominant market share and
thereby able to exercise market power.

"800 Service" - see Wide Area Telecommunications Service.

End Office - the local central office that normally serves an individual subscriber. See also
Class 5 central office.

End User - the ultimate consumer of the service. Most access services are furnished by LECs
to interexchange carriers, who combine them with their own transport service in furnishing an
end-to-end service to their customers.

End User Common Line Charge (EUCLC) - see Subscriber Line Charge.
ENFIA - a transitional interstate carrier access charge system for Other Common Carriers
(OCCs) adopted by the FCC in 1979. The term stands for "Exchange Network Facilities for

Interexchange Access," and was replaced by the FCC’s interstate access charge system adopted in
May, 1984.
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Equal Access - a requirement of the divestiture decree that the divested Bell Operating
Companies offer switched access and other interconnections to all interexchange carriers of a type
that is equivalent to that furnished to AT&T. See also Premium Access and Non-premium Access.

Equal Access Exchange Area (EAEA) - (Florida Public Service Commission) a geographical
region within the state of Florida generally corresponding to the area served by a LEC Class 4 toll
switch within which competition with LEC services is prohibited.

Facilities-Based (FB) carrier - a carrier that owns a substantial interexchange transport net-
work. See also Resellers.

Federal Communications Commission (FCC) - the federal administrative agency responsible
for regulation of interstate and foreign telecommunications services.

Federal-State Joint Board - a board consisting of representative FCC and state public utility
commissioners established on an issue-by-issue basis for the purpose of addressing policy matters
affecting the relationship between state and federal regulatory jurisdictions.

Feature Group - a collection of switched access service features offered by LECs as a package
to interexchange carriers and end users.

Foreign Exchange (FX) service - a hybrid private line switched service arrangement in which
an interexchange private line is used to provide a subscriber with dial tone from a central office or
exchange area other than the one that would normally furnish local service.

High Cost Factor - an element of the Carrier Common Line Charge (CCLC) that is intended
to provide a subsidy to small local exchange carriers with extraordinarily high subscriber line costs.

Independent operating company - a non-BOC local exchange carrier.

Interexchange Carrier (IEC or IC) - a telecommunications common carrier that provides
service among its various Points of Presence in various local exchange service areas, using the
facilities of the Local Exchange Carriers to interconnect its network with individual subscribers.

Interexchange transport - the carriage of a call between exchanges (or LATASs) by an inter-
exchange carrier.

Interoffice transport - the routing of a call between different LEC central offices or between
an LEC end office and the interexchange carrier’s Point of Presence.

Interstate service - a service furnished in connection with a call the two ends of which are
located in different states. An access connection between a customer’s premises and an interex-
change carrier’s Point of Presence both of which are located in the same state would still be treated
as an interstate service if the ultimate interexchange call were to an out-of-state point.
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Intrastate service - a service furnished in connection with a call the two ends of which are
located in the same state.

Jurisdictional Separations and settlements - the process by which costs and revenues are
allocated among the federal and state jurisdictions for regulatory accounting and rate-setting pur-
poses.

"Leaky PBX" - the potential ability of a customer to interconnect an interexchange private line
to a non-access service ordinary business exchange line through a Private Branch Exchange (PBX)
telephone system, thereby avoiding the imposition of switched access charges on the interexchange
call.

“Lifeline” exemption - a program available to state regulatory agencies that permits qualifying
low-income residential customers to be exempted from payment of the FCC Subscriber Line Charge.

Local Access andTransportArea (LATA) - The geographical area within which a Bell Operating
Company may provide local and interexchange service under the terms of the divestiture settlement.
With minor exceptions involving adjacent LATAs, BOCs may not provide service between LATAs.

Local Exchange Carrier (LEC) - the franchised local telephone company that provides basic
dial tone service to individual business and residential subscribers. The LEC typically owns the
local Subscriber Line plant, local central offices, interoffice trunking facilities, and intermediate or
"tandem" switching facilities. The LEC provides exchange telephone service to connect individual
subscribers within its own local service territory, and provides access interconnections between its
subscribers and Interexchange Carriers at the latter’s Points of Presence for calls that go to points
beyond the limits of the LEC’s service territory.

Local Exchange Service - the basic subscriber line and local message services normally fur-
nished to individual residential and business subscribers by a Local Exchange Carrier.

Local Loop - see Subscriber Line.

Message Toll Service (MTS) - ordinary "long distance" telephone calls that are originated and
completed over a Common Line and which are charged on a per-call basis.

Minutes of Use (MOU) - a standard measurement of switched access service usage upon which
most carrier switched access charge rate elements are based.

Modification of Final Judgment (MFJ) - the divestiture decree adopted in 1982 by the United
States District Court for the District of Columbia that formed the basis for the break-up of AT&T
and the various line of business and other restrictions on the Bell Operating Companies.

Non-Dominant Carrier - a telecommunications carrier with a relatively small market share
that is not able to exercise market power.
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Non-premium access - a form of switched access furnished by the LECs to the OCCs prior to
the adoption of "equal access” as required by the MFJ. This typically required the caller to dial a
local access number, receive a second dial tone from the interexchange carrier, enter a Personal
Identification Number (PIN), followed by the called number. Non-premium access typically did
not provide signal amplification, answer and off-hook supervision, automatic number identification,
and other features associated with premium access.

Non-Traffic-Sensitive (NTS) costs - investment and operating costs, including depreciation and
return on investment, associated with telephone company facilities the existence and amount of
which do not vary with the aggregate level of usage (i.e., number of calls, minutes of use) of the
telephone system. The principal NTS component is the Subscriber Line connecting each individual
customer’s home or business premises with the local telephone company central office.

Other Common Carrier (OCC) - a term that is generally applied to interexchange carriers other
than AT&T.

PBX - Private Branch Exchange telephone system used to provide internal telephone service
to medium and large business/government/institutional users.

Point of Presence (POP) - the location at which the interconnection between the LEC and the
IECis made. AnIEC may maintain one or more POPs in each LATA in which it desires to provide
service.

Premium access - the form of switched access interconnection traditionally furnished by the
local exchange carriers to AT&T. See also Non-premium access.

Presubscription - an arrangement whereby an individual subscriber may designate one
interexchange carrier over whose facilities interLATA calls dialed on a "1+" basis will be routed.
Under the terms of the MFJ, BOCs are required to offer presubscription choices in all central offices
equipped for equal access, but only interLATA calls are required to be routed to the selected carrier.
IntraLATA calls continue to be routed via the BOC even if the presubscribed carrier is authorized
to provide the intraLATA service.

Private Line Service - a permanent connection between two customer premises generally not
involving central office switching operations.

Public Utility Commission (PUC) - a state agency that regulates telecommunications and other
utilities. Sometimes named "public service commissions," "corporation commissions," or other
local variation.

Regional Bell Operating Company (RBOC) - one of the seven holding companies created by
the 1982 divestiture decree that settled the United States Deparment of Justice antitrust case against
AT&T. The seven RBOCs and their respective operating company subsidiaries are: NYNEX
Corporation (New York Telephone Company and New England Telephone Company); Bell Atlantic
Corporation (New Jersey Bell, Bell of Pennsylvania, Diamond State Telephone, and the Chesapeake
and Potomac Telephone Companies of Maryland, Virginia, West Virginia and the District of
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Columbia); BellSouth Corporation (Southern Bell and South Central Bell); Ameritech Corporation
(Michigan Bell, Ohio Bell, Indiana Bell, Illinois Bell, and Wisconsin Telephone Company);
Southwestern Bell Corporation (Southwestern Bell Telephone Company); U S West (Northwestern
Bell, Mountain Bell, and Pacific Northwest Bell); and Pacific Telesis Group (Pacific Bell and
Nevada Bell). Two other former Bell System operating companies - Southern New England
Telephone and Cincinnati Bell, Inc. - were not majority owned by AT&T and are not considered
BOC:s for purposes of the various restrictions and limitations imposed by the antitrust settlement.

Reseller - a carrier that generally does not own its own transport facilities, but instead combines
access services purchased from the LECs with transport services purchased from facilities-based
interexchange carriers to offer end-to-end services to its customers.

Shared Tenant Services (STS) - also known as Shared Telecommunications Systems and, in
Hawaii, Common Premises Communication Systems (CPCS). The provision of telephone services
to tenants of a building or development complex on a shared basis. The STS operator provides
local and long distance connections through a common PBX within the complex, by purchasing
access services in bulk and reselling them to tenants.

Special Access - permanent, dedicated private-line type connection between an individual
subscriber and an interexchange carrier’s Point of Presence.

Special Access Surcharge - a fee imposed on an interexchange private line that is capable of
being interconnected to the local exchange by means of a customer PBX system. See also "Leaky
PBX" and PBX.

Subscriber Line Charge (SLC) - A fixed monthly surcharge that is included in the total monthly
basic telephone service rate imposed on individual subscribers. The "interstate Subscriber Line
Charge" is determined by the FCC and recovers a portion of the interstate-assigned Non-Traffic-
Sensitive costs. The balance of these NTS costs that are notrecovered through the SLC are recovered
through the Carrier Common Line Charge (CCLC). Note that this rate element is sometimes referred
to as the "Customer Access Line Charge" (CALC) or the "End User Common Line (EUCL) charge."

Subscriber Line Usage (SLU) factor - factor expressing the relative use of Local Exchange
Carrier plant among local, intrastate toll and interstate toll services. Used for jurisdictional sepa-
rations purposes.

Subscriber Plant Factor (SPF) - the factor by which Non-Traffic-Sensitive (NTS) costs are
assigned between the interstate and state jurisdictions. Currently, the SPF is scheduled to become
fixed at 25% interstate nationwide, after a transition period.

Switched Access - temporary dial-up type connection between an individual subscriber and an
interexchange carrier’s Point of Presence.

TI - a standard transmission capacity unit for digital communication, expressed as 1.544
Megabits per second. T1 circuits are typically multiplexed into either 24 or 44 voice grade circuits.
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Tandem office - an intermediate switching facility used to interconnect other central offices
with each other and with interexchange carriers. See also Access Tandem.

Traffic-Sensitive (TS) costs - investment and operating costs, including depreciation and return
on investment, associated with telephone company facilities whose aggregate quantity varies with
the volume of calls (and other measures of traffic) handled by the telephone system. Included in
the TS category are common switching facilities in the local central office ("end office"), interoffice
trunking that interconnect several end offices either directly or via an intermediate switching point,
and the costs associated with intermediate or "tandem" switching systems used to route calls.

Universal Service - apolicy objective that calls for maximum residential basic exchange service
penetration.

Universal Service Fund - arevenue pool established by the FCC and funded through the Carrier
Common Line Charge (CCLC) that is designed to help defray unusually high subscriber line costs
experienced by certain small, usually rural local exchange carriers. See also High Cost Factor.

Wide AreaTelecommunications Service (WATS) - abulk-priced long distance telephone service
that uses a dedicated (as opposed to "common") type access line but still uses switched access to
connect the subscriber’s end office to the interexchange carrier’s Point of Presence at the "closed"
or originating end of the call. WATS calls are terminated over Common Lines like MTS calls. "800
Service" is another form of WATS, except that the service is furnished on an incoming basis. Calls
are thus originated over a common line and terminate at the "closed end" over a special 800 Service
access line. See also Dedicated Access Line.
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