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Summary—

Public Utility Commission of Texas
Office of Public Utility Counsel
Telecommunications Infirastructure Fund Board

Electric Utility Restructuving Legislative Oversight Committee

he Sunset staff review of the Public Utility Commission (PUC) and the

Oftice of Public Utility Counsel (OPUC) followed a time of dramatic
change in the electric and telecommunications industries due to the
introduction of competition by the Legislature and Congress. In forming its
approach to the review, Sunset staff sought to assess what changes need to be
made to the operations and statutes governing PUC and OPUC to facilitate
the transition to electric and telecommunications competition.

While competition benefits consumers by lowering rates and increasing choice
of services, competition also requires a fundamental change in the regulation
of the industries. Before competition, PUC acted as an adjudicative body
exerting control over monopoly companies with authority to approve or deny
requests for rate increases. In this environment, PUC acted
in the public interest, approving rates that were reasonable
fo; consumers while gllgwmg individual companies to make The Legislature’s intvo duction
a fair return on their investments. Companies had every . .
incentive to fully comply with the statutes to gain approval 0f00m176titw74 to Publw

for new rates, and OPUC functioned as the residential and utilities has plyﬂmatically
small CQmmcraal consumers’ representative in these changeﬂl how the State
proceedings. In today’s competitive environment, PUC ..
oversees most of the companies under its jurisdiction using regulates these entitics.
the techniques of rule-based regulation. Under this
regulatory strategy, PUC no longer controls a company’s rate-of-return, but
acts to protect consumers by ensuring fair competition through enforcement
actions against companies that fail to comply with the statutes or rules.

While Texas has made significant progress towards creating competitive
electric and telephone markets, Sunset staff identified several key concerns
regarding PUC’s oversight of the markets, and OPUC’s role in advocating
tor consumers. These concerns, outlined below, include the independence of
the Electric Reliability Council of Texas (ERCOT), effectiveness of PUC’s
electric market monitoring, authority of PUC to enforce wholesale telephone
performance measures, and continuation of the Office of Public Utility Counsel
as an independent, stand-alone agency.

e PUC relies heavily on the ERCOT, the Independent System Operator
(ISO) for Texas, to perform important functions in the competitive electric
market. ERCOT oversees the daily operation of the transmission network,
ensuring its continued reliability, and provides a platform for the
competitive electric marketplace. Through legislation bringing

Sunset Staff Report
April 2004 Summary




competition to the electric market, the Legislature granted PUC authority to approve ERCOT
as the ISO if PUC found that ERCOT had sufficient independence from individual market
stakeholders. The Legislature also provided ERCOT with statutory authority to charge electricity
users a fee to fund its operations, subject to PUC approval. Sunset staft examined ERCOT’s
independence from electric market participants and found that ERCOT would benefit from
oversight by an independent board. Staft also found that PUC should exercise greater oversight
over ERCOT’s fees.

o The Legislature charged PUC with oversight of the wholesale electric market to discover, correct,
and prevent potential market manipulations that can add millions of dollars to the bills of electricity
consumers. However, resource constraints prevent PUC from effectively monitoring the market,
limiting PUC’s ability to quickly identify manipulations, prosecute suspected manipulators, and
deter participants from manipulating the market in the future.

e Unlike the introduction of competition in the electricity markets, Texas telephone markets have
single providers that sell both wholesale services to other companies and retail services directly
to consumers. This dichotomy places new competitive providers in the unique role of being the
customers and competitors of Incumbent Local Exchange Companies (ILECs). To prevent
ILECs from providing poor wholesale service to preserve strong retail market shares, PUC
enforces wholesale performance measures that require ILECs to provide the competitive
companies with services that are at least as good as the ILEC provides to its own retail customers.
However, while PUC has general authority to create these performance measures, its strongest
authority exists only in a contract that is currently subject to renegotiation.

o Inlight of how the introduction of competition has changed utility regulation from rate regulation
of monopolies to rule-based regulation of competitive companies, Sunset staff assessed the proper
location of the consumer representation function. As a stand-alone agency, the Office of Public
Utility Counsel independently represents residential and small commercial consumers as a party
to rate cases and other regulatory proceedings at PUC, and through appeals of PUC rulings and
other litigation. Sunset staft found that while residential consumers may still need independent
representation in the declining number of rate cases, a stronger consumer focus at PUC could be
more beneficial to Texas consumers than the current adversarial role of OPUC.

The recommendations in this report are designed to address these concerns and others related to
PUC’s reporting requirements on telephone companies, enforcement authority, and need to continue
as a state agency. This report also contains recommendations on the Telecommunications
Infrastructure Fund Board and the Electric Utility Restructuring Legislative Oversight Committee.

Sunset staff also examined one other area of concern during its review of PUC, but without the
development of a recommendation in this report. Texas currently allocates $97.1 million from the
System Benefit Fund, derived from a fee assessed to electricity ratepayers in areas of Texas with a
choice of providers, to provide a discount off electricity bills to eligible, low-income customers.
While about 700,000 customers receive a 10 percent discount, many of these customers may not be
aware of the benefit they are receiving. In addition, because federal matching funds are not available
tor utility discount programs, the actual benefit of the program is not as great as an equal expenditure
of funds to many health and human service programs. Because this program is the subject of a
current audit by the State Auditor’s Office, Sunset staft decided to await further information before
considering any recommendations in this area.

A summary follows of the Sunset staft recommendations on the Public Utility Commission, Oftice
of Public Utility Counsel, Telecommunications Infrastructure Fund Board, and Electric Utility
Restructuring Legislative Oversight Committee.
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Public Utility Commission
Issues/Recommendations

Issue 1
The Electric Reliability Council of Texas Lacks Certain Standard Components for
Ensuring Independence and Accountability.
Key Recommendations

e Change the Electric Reliability Council of Texas Board to a nine-member independent
Board by September 1, 2006.

e Require ERCOT Board members to disclose any conflicts of interest and recuse themselves
from any vote related to those interests.

e Grant PUC clear authority to require ERCOT to submit detailed financial information
needed to scrutinize ERCOT’s fee requests.

e Apply the Open Meetings Act to ERCOT.

Issue 2
PUC’s Market Oversight Function Cannot Adequately Address Manipulations of the
Wholesale Electric Market.
Key Recommendations

e Require ERCOT to contract with, fund, and support the operations of a private company
to perform market monitoring.

e Require PUC to select the monitoring company, define the company’s monitoring
responsibilities, and set standards for funding, staft qualifications, and ethical conduct.

e Require the market monitoring company to report potential violations of PUC or ERCOT
rules or other potential market manipulations to PUC.

e Require the market monitoring company to submit an annual report to PUC and ERCOT
identifying market design flaws and recommending methods to fix the flaws.

Issue 3

Lack of Clear Authority to Establish and Enforce Wholesale Performance Measures
Limits PUC’s Ability to Foster Fair Telephone Competition.

Key Recommendation

e Grant PUC clear statutory authority to establish and enforce wholesale performance
measures for telecommunications service.
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Issue 4

PUC Requires Telephone Utilities to File Reports That May Not Be Needed in Today’s
Regulatory Environment.

Key Recommendations

e Eliminate the requirement for telecommunications utilities to file the Report of Certain
Expenses.

e Require PUC to conduct a one-time review of its reporting requirements for
telecommunications utilities to determine the ongoing need for the required reports.

e Direct PUC to consider the burden of new reporting requirements on telecommunications
utilities before adopting new rules regarding reporting.
Issue 5

PUC’s Administrative Penalty Authority Is Inadequate to Address Violations of PURA
by Wholesale Electricity and Telecommunications Providers.

Key Recommendation

e Increase PUC’s maximum administrative penalty from $5,000 to $25,000 per day, per
violation.
Issue 6

Texas Has a Continuing Need for the Public Utility Commission.

Key Recommendation

e Continue the Public Utility Commission of Texas for 12 years.
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Office of Public Utility Counsel
Issue/Recommendations

Issue 1

Due to Significant Changes in Utility Regulation, Texas No Longer Needs a Stand-
Alone Agency to Advocate Solely on Behalf of Residential and Small Commercial
Consumers.

Key Recommendations
e Abolish the Office of Public Utility Counsel.

e Transfer the responsibility for independent representation of residential and small
commercial consumers in utility rate cases to the Office of the Attorney General.

e Transfer OPUC’s remaining consumer representation functions to the Public Utility
Commission.

e Require PUC staff to evaluate and report findings related to the impact on residential and
small commercial ratepayers for each decision by the Commission and the Electric
Reliability Council of Texas.

e Replace OPUCs role on the Electric Reliability Council of Texas Board with a consumer
representative appointed by the Governor.

Telecommunications Infrastructure Fund Board
Issue/Recommendation

Issue 1

The Telecommunications Infrastructure Fund Board Is No Longer Operational and
Should Be Allowed to Expire Under the Sunset Act.

Key Recommendation

e Abolish the Telecommunications Infrastructure Fund Board and the related enabling legislation.

Electric Utility Restructuring Legislative Oversight Committee
Issue/Recommendation

Issue 1

Remove the Electric Utility Restructuring Legislative Oversight Committee From
Sunset Review.

Key Recommendation

e Repeal the expiration date for the Electric Utility Restructuring Legislative Oversight
Committee.
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Fiscal Implication Summary

When fully implemented, the recommendations in this report would result in more than $1 million
in savings to the General Revenue Fund. In addition to these savings to the State, two
recommendations would result in a cost of about $1.85 million to the Electric Reliability Council of
Texas, a private, non-profit corporation that operates outside the appropriations process. The specific
tiscal impact of these recommendations is summarized below.

PUC Issue 1 — Adding six new independent members to the ERCOT Board would not have
a fiscal impact to the State. However, ERCOT would incur total costs of $450,000 per year,
beginning in September 2006, to compensate the new independent Board members.

PUC Issue 2 - Transferring responsibility for conducting wholesale electric market
monitoring to ERCOT would not have a fiscal impact to the State. However, ERCOT
would incur a cost to conduct $1.4 million per year for six to seven FTEs, analytical software,
and other capital expenses of adequate market monitoring.

OPUC Issue 1 — Abolishing the Oftice of Public Utility Counsel and transferring its residential
consumer representation responsibilities to the Office of the Attorney General (OAG) and
PUC would result in a net annual savings of more than $1 million, including the reduction of
16 full-time employees. These savings would not be fully realized until fiscal year 2007,
tollowing the transition period outlined in the recommendations. To handle cases that directly
affect retail rates, the OAG would incur a cost of $197,000 and require an additional three
tull-time employees. Increased consumer representation efforts at PUC would cost an
estimated $365,000 per year, including an additional four full-time employees. Finally, ERCOT
would incur additional costs of $75,000 to compensate the gubernatorial-appointed Board
member representing residential and small commercial consumers, although this cost is
assumed within PUC Issue 1 discussed above.

Savings to Change
Fiscal General in FTEs
Year | Revenue Fund | From 2003
2006 $692.,000 -12
2007 $1,038,000 -16
2008 $1,038,000 -16
2009 $1,038,000 -16
2010 $1,038,000 -16
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Issue 1 —

The Electric Reliability Council of Texas Lacks Certain
Standard Components for Ensuring Independence and

Accountability.

Summary

Key Recommendations

e Change the Electric Reliability Council of Texas Board to a nine-member independent Board by
September 1, 2006.

e Require ERCOT Board members to disclose any conflicts of interest and recuse themselves
trom any vote related to those interests.

e Grant PUC clear authority to require ERCOT to submit detailed financial information needed
to scrutinize ERCOT’s fee requests.

e Apply the Open Meetings Act to ERCOT.

Key Findings

e The Electric Reliability Council of Texas performs numerous public functions in the electric
market using funds derived from ratepayers.

e Unlike other independent ISO boards, the ERCOT Board still includes a large number of industry
representatives, whose direct involvement in the market may lead to conflicts of interest.

e ERCOT’s budget and debt are growing significantly, yet PUC reports that ERCOT’s fee requests
lack the necessary detail for PUC to effectively evaluate the reasonableness of the requests.

e ERCOT posts meeting notices on its Web site, but does not follow the requirements of the Open
Meetings Act, potentially limiting the opportunity for public input.

Conclusion

The Electric Reliability Council of Texas (ERCOT) serves an important function as the Independent
System Operator (ISO) for Texas, overseeing the daily operation of the transmission network, ensuring
its continued reliability; and providing a platform for the competitive electric marketplace. Through
legislation bringing competition to the electric market, the Legislature granted PUC authority to
approve ERCOT as the ISO if PUC found that ERCOT had sufficient independence from individual
market stakeholders. The Legislature also provided ERCOT with statutory authority to charge
electricity users a fee to fund its operations, subject to PUC approval. Sunset staff examined ERCOT’s
independence from electric market participants, and PUC’s ability to oversee the actions and budget
of ERCOT] recognizing its separate status as a non-profit, private organization.

Sunset staft found that ERCOT, while operating with funds authorized by the Legislature, lacks
many of the standard components for ensuring accountability. ERCOT is not fully accountable to
PUC for its rapidly growing expenditures, debt, and fees. In addition, unlike all other ISOs nationwide,
the ERCOT Board still includes a number of industry representatives, which raises questions of

Sunset Staff Report Public Utility Commission
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conflicts of interest. Staft concluded that accountability of ERCOT could be increased by moving to
a fully independent ERCOT Board, adding restrictions on conflicts of interest, improving PUC’s
ability to oversee its fee requests, and making Board meetings more open to the public.

*

The Legislature
granted ERCOT, as
the ISO, authority to
collect fees from
electricity buyers,
subject to PUC
oversight.

Support

The Electric Reliability Council of Texas performs numerous public
functions in the electric market using funds derived from
ratepayers.

Texas electric utilities originally formed ERCOT in 1970 to ensure the
reliability of the transmission network. In 2001, PUC certified ERCOT
to serve as the independent system operator (ISO) for the competitive
electric market in Texas, as authorized in statute. The ISO serves as a
third-party administrator to provide a platform for the competitive
electric marketplace. As the ISO, ERCOT ensures reliable electricity
service, ensures equal access to the transmission network for all market
participants, accounts for electricity production and delivery, and ensures
customer information is conveyed to retail electric providers. ERCOT’s
service area covers about 85 percent of the demand for electricity in
Texas. Appendix C contains more information about ERCOT; including
a map of its service area.

In 2003, ERCOT’s revenues totaled $98.7 million, primarily derived
trom a statutorily authorized fee on wholesale electricity. The ERCOT
tee in 2003 equaled $0.33 per megawatt hour (MWH), and PUC recently
authorized increasing it to $0.44 per MWH. Membership in ERCOT
totals 153 electric industry companies, including generators, power
marketers, retail electric providers, investor-owned utilities, municipal
utilities, and electric cooperatives. Companies must have a financial
interest in the retail or wholesale electric market to join ERCOT.
ERCOT currently has 377 staft located in Taylor and Austin.

The ERCOT Board is composed of 14 part-time members, as shown in
the chart, ERCOT Board of Directors. The Board includes market
participants, independent members, consumers, the Public Utility
Counsel, the Chief Executive Officer of ERCOT, and the Chair of PUC
who serves as a non-voting member. Independent Board members
receive compensation for their service including a retainer and a set
amount for attendance at meetings. A Technical Advisory Committee
(TAC) made up of 35 members representing all segments of the ERCOT

market advises the Board on market issues.

In all other states with competitive electric markets, ISOs are primarily
overseen by the Federal Energy Regulatory Commission (FERC), with
some oversight by state agencies. However, because ERCOT operates
solely within Texas, PUC oversees ERCOT exclusively. As part of this
oversight, PUC must approve any changes in ERCOT’s fees.

Public Utility Commission
Issue 1
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ERCOT Board of Directors

Member Represents Method of Selection
Independent Generator
Investor-Owned Utility
6 Market Participants Power Marketer Elected by their respective market

Retail Electric Provider

Municipal Utility

Electric Cooperative

SCgIIlCIltS to one-year terms

3 Independent Members

Must be unaffiliated
with any market segment

Selected by the ERCOT
Board to serve three-year terms

3 Consumer Representatives

Industrial Consumer

Elected by segment to one-year terms

Large Commercial Consumer

Selected by outgoing large commercial
consumer to serve one-year terms

Residential Consumers represented Ex officio

by the Public Utility Counsel
ERCOT Chief Executive Officer ERCOT staff Ex officio
PUC Chair (non-voting) PUC Ex officio

Unlike other independent ISO boards, the ERCOT Board still includes
a large number of industry representatives, whose direct
involvement in the market may lead to conflicts of interest.

The ERCOT Board historically consisted solely of market participants.
However, when ERCOT was selected to serve as the ISO in 2001, it
began serving a very different and greatly expanded role, with funds
obtained through a statutorily authorized fee. In recognition of this
changing role, the Legislature has encouraged greater independent
representation on the Board. In 2003, the Board responded by adding
three independent members with no affiliation to the electric industry.
At the same time, the Board reduced the total number of members
from 22 to 14.

The Board selects the three unaffiliated members based on
recommendations from an executive search firm. Under ERCOT
bylaws, unaftiliated members must have experience in at least one of
the following areas: corporate leadership, finance, accounting, engineering,
law, utility regulation, risk management, or information technology. These
members must also be independent of any ERCOT market participants.

In contrast, all five of the other ISO boards in the United States are
made up entirely of independent, unaffiliated members. This includes
the ISOs serving California, New York, New England, and parts of the
Midwest; as well as the PJM ISO, which serves Pennsylvania, New Jersey,
and Maryland. The size of these boards varies from five to 10 members,
all serving part-time with compensation. In California, the Governor
appoints the members, with confirmation by the California Electricity
Oversight Board. The other ISOs use a mix of appointment
mechanisms. To ensure expert input, each of these boards has advisory
committees made up of stakeholders with an interest in the electric
market. While qualifications of independent members in other ISOs
vary, the requirement for all board members to be unaffiliated with the
electric industry ensures against any potential conflicts.

*

In vecognition of its
public role, the
Legisiature has

encouraged greater

independent
representation on the
ERCOT Board.
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*

ERCOT bylaws do
not require Board
members to vecuse
themelves even if n

vote would financially
benefit their company.

*

This year, ERCOT
will pay $23.4 million
in debt service costs

aginst its total debt
of $193 million.

The presence of a large number of industry representatives on the
ERCOT Board can create an environment that focuses more on
balancing the specific needs of different market participants rather than
the best interests of the public or the ratepayers that fund the system.
As a private, non-profit organization, ERCOT operates outside of
traditional government accountability to the Legislature. Individual
market participants have no real incentive to act in the best interest of
consumers, or to keep spending in check, as the costs are spread across
all ratepayers.

Another concern is the potential for a Board vote to be inappropriately
controlled by a class of market participants or by multiple classes of
market participants working together. In response to a proposed rule
by the Federal Energy Regulatory Commission (FERC) to encourage
the formation of ISOs, the Department of Justice strongly argued in
support of fully independent boards, citing the danger that utilities could
work together to unreasonably restrain trade and lessen competition.!
Based on experience with competitive electric markets, FERC
encourages ISO boards to be fully independent. Although ERCOT is
not under FERC jurisdiction, all other ISOs have adopted this
independence standard.

ERCOT bylaws do not require members to recuse themselves from
voting when they have a conflict of interest. The bylaws simply require
members to disclose matters in which they have an interest, but do not
prohibit them from voting, even when the decision would clearly give
their company a substantial benefit. In contrast, appointed state officials
must disclose any personal or private interest in a measure, proposal,
or decision, and may not vote or otherwise participate in a decision on
the matter.?

ERCOT’s budget and debt are growing significantly, yet PUC reports
that ERCOT’s fee requests lack the necessary detail for PUC to
effectively evaluate the reasonableness of the requests.

ERCOT’s budget has grown about 40 percent since being certified as
Texas” ISO by PUC in 2001. ERCOT projections indicate that the budget
will grow an additional 62 percent by 2008. The chart, ERCOT
Administrative Fee,

demonstrates the ERCOT Administrative Fee
past growth and 08 69 70 &6
proposed  future 0.7 63 ] —
growth in ERCOT’s 061 "

0.5 A :

fee since 2001.
0.4 I ] ] N
ERCOT’s use of debt 0.3

.33
financing to fund a 8 ¢ | =
significant portion of 3 0.1 | gt H
its capital expenses 0 ’—‘ : :

has also grown
dramatically.
ERCOT reports that its debt in 2004 will total $193 million, with debt
service costs totaling $23.4 million. ERCOT projects that debt service
will rise from the current 9.8 percent of ERCOT’s total budget to 35

In Dollars per MWH

2001 2002 2003 2004 2005 2006 2007 2008
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percent by 2008. The chart, ERCOT Fee Expenditures
ERCOT Fee Expenditures,
illustrates the projected growth
in operating expenses, revenue-
tunded capital, and debt service $200
payments given ERCOT’s
assumptions. ERCOT’s Board $150 -
has historically assumed an 80 to
20 percent ratio of debt to
revenue funding for capital
expenditures. Of each dollar
spent on capital expenditures,
ERCOT planned to borrow 80
cents of the total. In the budget $0 ‘ ‘ ‘ ‘ ‘ ‘
approved by the ERCOT Board 2002 2003 2004 2005 2006 2007 2008
tor 2004, the Board changed the Operations B Revenue-Funded Capital M Debt Service
ratio to a 60 to 40 percent ratio

of debt to revenue funding.

$250

$100 -

In millions

$50 -

Delaying the costs of capital purchases with extensive debt financing
increases the overall costs of such purchases. The ERCOT Board has
debated the merits of debt, with those that support debt financing
arguing that ERCOT is in a start-up period and that debt financing is
appropriate to fund capital expenditures with benefits extending over
many years. Those opposed have raised concerns that relying on debt
tinancing simply postpones the associated costs in an effort to keep the
administrative fee at a low level during this initial period.

e ERCOT’s employee costs account for more than 45 percent of
ERCOT’s total budget. ERCOT projects these costs will continue to
rise. ERCOT also assumes a 5 percent increase in labor costs for
employee promotions and merit increases, if warranted, over each of
the next four years. In addition to direct salary costs, ERCOT pays
recruiting and relocation costs, full health premiums for employees and
tamilies, and provides incentive compensation to officers and directors
of up to 30 percent of base salary. In 2003, ERCOT’s budget included
$1.06 million for employee recruiting and relocation. ERCOT proposes
a similar amount in the 2004 budget.

o The significant growth in ERCOT’s budget and debt financing makes
PUC oversight critical to ensure accountability for fee increases. *
However, according to PUC, ERCOT’s fee requests lack the necessary The significant

detail for effective evaluation. In the final order approving ERCOT’s growth in ERCOTs
2004 administrative fee, PUC found that ERCOT’s supporting budyget and debt
documentation contained inadequate details for PUC to gauge the highlights the need
relative merits and historical trends of the budget.? Although the for PUC oversight
documentation included total expenditures, required staffing levels, and '
the total amount of revenue needed to fund the budget, it did not clearly

link costs with tasks. Therefore, PUC could not link specific costs to

designated functions or projects, limiting PUC’s ability to ensure that

ERCOT was spending an appropriate amount of funds per function or

project.
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ERCOT posts its meeting notices on its Web site, but does not
follow the requirements of the Open Meetings Act, potentially
limiting the opportunity for public input.

e ERCOT has a large number of Board, TAC, subcommittee, and working
group meetings. In February 2004, ERCOT held 64 scheduled meetings

* at 10 different locations in Austin and around the state. While ERCOT

At a recent meeting, posts a calendar of events on its Web site, it requires any person planning
the ERCOT Board on attending a meeting to RSVP at least four days in advance.

discussed opening o In spite of its public function, ERCOT does not always operate in a

$50 million line of manner that allows the maximum amount of public awareness and input.

credit, although the For example, at a recent meeting the ERCOT Board discussed methods

item was not posted. to accommodate a lower than expected fee increase by PUC, including

a proposal to open a $50 million line of credit. However, this item was
not a posted item on the agenda. Without proper posting of agenda
items, the public cannot effectively provide input on ERCOT Board
decisions.

Recommendations
Change in Statute

1.1 Change the Electric Reliability Council of Texas Board to a nine-member
independent Board by September 1, 2006.

This recommendation would reduce the Board from 14 to nine members who would all be required
to be completely independent and unaffiliated with the ERCOT electric market. Eight members
would be chosen by ERCOT stakeholders through the same process used to select the three current,
independent Board members, and would serve three-year staggered terms. One member would be
appointed by the Governor to represent the interests of residential and small commercial consumers.
This member would serve a two-year term, to conform with constitutional requirements for
gubernatorial appointment terms. This is discussed in more detail in the Oftice of Public Utility
Counsel issue in this report.

As part of this recommendation, members chosen by stakeholders would have to meet specific
professional criteria similar to criteria in ERCOT’s bylaws used to select current independent
members. This recommendation would give the Board one year from the effective date of the
legislation to plan for the transition to an independent Board, and allow for the completion of
ongoing changes to the wholesale market. The Board members would be compensated for their
time, similar to current independent Board members. The new Board would obtain stakeholder
input and technical expertise from electric industry market participants and representatives of
consumer groups through the Technical Advisory Committee and its subcommittees.

1.2 Require ERCOT Board members to disclose any conflicts of interest and
recuse themselves from any vote related to those interests.

This recommendation would ensure that ERCOT Board members disclose conflicts of interest and
are prohibited from voting on any matter in which they or their company would clearly benefit. The
disclosure should be entered in the minutes of the meeting. The recusal of a member should not
impact the existence of a quorum. This requirement would apply to the current Board, as well as the
new independent Board; although the potential for conflicts should be greatly reduced at that point.

12
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1.3 Grant PUC clear authority to require ERCOT to submit detailed financial
information needed to scrutinize ERCOT’s fee requests.

The statute should be clarified to ensure that PUC may require ERCOT to provide sufficiently
detailed information to effectively evaluate the reasonableness of ERCOT’s fee requests. PUC
should closely scrutinize ERCOT’s cost efficiency, salaries and benefits, and use of debt financing.
PUC should work with ERCOT to set the level of detail and historical budget information needed to
effectively evaluate the fee requests. As part of this recommendation, ERCOT would be required to
provide this information in a time frame prescribed by PUC.

1.4 Apply the Open Meetings Act to ERCOT.

This recommendation would apply the Open Meetings Act to meetings of the ERCOT Board and
subcommittees of the Board. This would ensure that anyone interested in the activities of ERCOT
could find out about the meetings in advance, and have the opportunity to attend. The Board would
be permitted to enter into executive session to address sensitive matters prescribed in the Act, such
as confidential personnel information, contracts, and lawsuits. Also, the current practice of requiring
an RSVP to attend would be eliminated. This recommendation is not intended to subject ERCOT
to the Public Information Act.

Impact

These recommendations are designed to ensure greater independence and accountability of ERCOT.
An independent Board would reduce potential conflicts of interest tied to members that represent
the electric market. The consumer input currently provided by the Public Utility Counsel would be
preserved by having the Governor appoint a person to fill this role. The independent members
would be assisted in their job of forming ERCOT’s policy objectives by the continued existence of
the Technical Advisory Committee. Requiring ERCOT Board members to fully recuse themselves
from voting on matters in which they, or their companies, have a financial stake, would ensure that
the industry representatives do not vote on matters which may present a conflict of interest. Requiring
PUC to obtain more detailed financial information would allow the agency to exert greater scrutiny
over ERCOT’s budget, resulting in better justifications of expenses and greater containment of
unnecessary costs. Applying the Open Meetings Act would also add greater accountability by ensuring
that the work of ERCOT is more fully open to the public.

Fiscal Implication

These recommendations would not have a fiscal impact to the State. The recommendation to
transition the ERCOT Board to a nine-member independent Board would have a fiscal impact to
ERCOT. This impact would be dependent upon the level of compensation for the members, as set
by the Board. If the Board continues at the current level of compensation of $75,000 per independent
member, the cost to ERCOT of six new, independent members would be $450,000 per year.

L Federal Energy Regulatory Commission, Docket No. RM01-12 (July 31, 2002).
2 Texas Government Code, sec. 572.058(a).

3 Public Utility Commission, Docket No. 28832, Item No. 172 (March 18, 2004).
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Issue 2 —

PUC’s Market Oversight Function Cannot Adequately Address
Manipulations of the Wholesale Electric Market.

Summary

Key Recommendations

e Require ERCOT to contract with, fund, and support the operations of a private company to
perform market monitoring.

e Require PUC to select the monitoring company, define the company’s monitoring responsibilities,
and set standards for funding, staff qualifications, and ethical conduct.

e Require the market monitoring company to report potential violations of PUC or ERCOT rules
or other potential market manipulations to PUC.

e Require the market monitoring company to submit an annual report to PUC and ERCOT
identifying market design flaws and recommending methods to fix the flaws.

Key Findings

e Market manipulations, if left unchecked, can significantly increase electricity costs and erode
confidence in a competitive market.

e PUC cannot eftectively discover and correct market manipulations before they become severe.

e Limited monitoring impairs PUC’s ability to prosecute and deter manipulations of the wholesale
electric market, potentially increasing electricity costs by millions of dollars.

Conclusion

The Legislature charged PUC with oversight of the wholesale electric market to discover, correct,
and prevent potential market manipulations that can add millions of dollars to the bills of electricity
consumers. However, resource constraints prevent PUC from effectively monitoring the market,
limiting PUC’s ability to quickly identify manipulations, prosecute suspected manipulators, and deter
participants from manipulating the market in the future. A monitoring unit located at and funded
by the Electric Reliability Council of Texas (ERCOT), reporting to and supervised by PUC, would
improve market monitoring performance while maintaining the independence of monitoring staff
trom the influence of market participants. A monitoring unit at ERCOT would also bring the
market oversight methods in Texas in line with other states with competitive wholesale markets,
which have determined that market monitoring works best on-site at an Independent System Operator,

such as ERCOT.
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PUC oversees the
operation of n $20
billion electric market
that involves more
than 500 participants
that buy and sell
electricity.

Support

PUC oversees the operation of the competitive wholesale electric
market at the Electric Reliability Council of Texas.

The Electric Reliability Council of Texas, an independent, non-profit
organization, ensures the reliable transmission of electricity across a
major portion of Texas. Because the ERCOT transmission network
has limited interconnection with networks outside Texas, PUC serves
as ERCOT’s sole regulatory authority. Within ERCOT, retail electric
providers purchase electricity at wholesale rates from power generators
and resell the electricity at retail rates to large and small consumers.
More than 500 market participants buy and sell wholesale electricity in
the ERCOT network, in a market worth about $20 billion. In 2003,
ERCOT operated on a budget of $98.7 million, paid for by electricity
users. For more details on ERCOT and a map of its service area, see
Appendix C.

In recent years, ERCOT"s role has expanded significantly. Since 1970,
ERCOT has monitored the safety and reliability of the transmission

network. In 2001, ERCOT began
coordinating access to the
network to facilitate the day-to-
day operation of the competitive
wholesale market as an
Independent System Operator
(ISO), without favoring any
individual market participant.
The wholesale market is
comprised of a series of sub-
markets for electricity and related
services, as described in the
textbox, Wholesale Electric Market
Components.

ERCOT collects data on the
thousands of daily transactions
between market participants and
monitors the transmission
network for signs of congestion
or other imbalances that threaten
network reliability. To mitigate
threats to network reliability,
ERCOT orders increases and
decreases of balancing energy and
deployment of ancillary services;
compensates participants for their
increases or decreases of activity;
and charges the cost of resolving
local congestion to market
participants based on each
participant’s level of activity in the
market.

Wholesale Electric
Market Components

Bilateral Energy Market: Contracts
between generators and retail providers
to buy and sell electricity. Such
contracts can be for long-term, short-
term, or spot purchases and sale.
Electricity from the bilateral market
represents about 90 to 95 percent of
total energy transacted.

Balancing Energy Market: A pool
of energy used to correct
unanticipated imbalances between
supply and demand on very short
notice. Supplies about 5 to 10 percent
of the total demand for electricity.
Purchased real-time by ERCOT as
needed.

Ancillary Services Market: Services
purchased from generators to balance
supply and demand at all times and
to maintain network reliability.
Includes a market for capacity
reserves to protect against outages of
power plants or transmission lines.
Purchased real-time or in advance by
ERCOT as needed.

Transmission Congestion Rights:
Financial instrument purchased by
market participants as a credit against
penalties for contributing to
congestion on the network.
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PUC plays a key role in overseeing the
wholesale electric market at ERCOT
by developing rules to foster fair
competition and good market design;
monitoring market operations; and
taking enforcement actions to control
market abuse and manipulation.
PUC’s Market Oversight Division
(MOD) monitors the activities of
market participants with eight full-time
employees and a budget of $600,000.
The textbox, Wholesale Market

Wholesale Market Monitoring

PUC’s Market Oversight Division (MOD) monitors
activities of participants in the ERCOT market to ensure
compliance with market rules. MOD has full access to
ERCOT market data, consisting of hundreds of indices and
thousands of data points produced every 15 minutes to
summarize the activities of ERCOT and market participants.

IfMOD suspects activities to manipulate the market in favor
of one or more participants, it initiates an informal investigation
to learn more about the suspicious activities, including requests
for information from ERCOT and market participants. If
necessary, MOD files a formal investigation, which may lead

Monitoring,  describes  PUC’s

to an informal settlement or other enforcement action.

monitoring duties in greater detail.

Market manipulations, if left unchecked, can significantly increase
electricity costs and erode confidence in a competitive market.

Market manipulation occurs when a market participant conducts unfair,
misleading, or deceptive practices to gain material advantage at the
expense of other market participants and consumers.! Manipulation

*

also refers to activities that restrict competition in the market, interfere Market

with the efficient operation of the market, or adversely impact the  manipulations ave
reliability of the network. Manipulative activities may violate the rules difficult to identify
tor participation in the market or take advantage of loopholes in market . 1o complexity of
design to gain advantage in a manner contrary to the spirit of the rules. the market.

Actions taken to manipulate the wholesale market are often difficult to
identify and verify due to the complexity of the market and the need to
analyze vast amounts of data produced through market trading. The
textbox, Market Manipulation Activities, lists several activities that are

alleged to have occurred in Texas and other states.

In recent years, manipulation
of competitive wholesale
electric markets in other states
has contributed to excessive
costs to electricity consumers.
For example, the California
energy crisis of 2000 and
2001, caused in part by
manipulative  activities,
increased the cost of electricity
in that state by about $20
billion during the peak 12
months of the crisis. This, in
turn, led to the bankruptcy of
one of California’s largest
utilities and the repeal of the
competitive retail market.

Market Manipulation Activities

Artificial Congestion: Creating congestion on the transmission network
to receive payments for reducing the self-created congestion.

Economic Withholding: Bidding large blocks of power at high prices
to raise prices above market value.

Hockey Stick Bidding: Routinely oftering final amounts of megawatts
needed by the market at maximum price when the market is critically
short of supply to earn windfall revenues far in excess of marginal cost.

Misrepresentation of Schedules: Providing inaccurate data to
ERCOT on intentions to buy or sell electricity, to create an artificial
imbalance on the network and receive payments to restore the balance.

Physical Withholding: Making generation unavailable to create an
artificial shortage and raise prices above competitive levels.

Predatory Pricing: Offering balancing energy or ancillary services at
prices below marginal cost to keep competitors with access to fewer
resources out of the market.
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In 2003, potential
market manipulation
led to morve than $60
million in costs to
consumers.

Texas electricity consumers and market participants have also suftered
from market manipulations. For example, during the ice storm of
February 2003, PUC estimates that the market was overcharged at least
$17 million as the result of a hockey stick bid, and that the ripple effect
resulted in an overall cost in excess of $60 million to the market.
Although PUC determined that the activities that led to the overcharging
were not violations when they occurred, these activities are now

prohibited by PUC rule.

Since the opening of the competitive wholesale market in July 2001,
PUC has reached settlements with 10 companies involved in activities
that resulted in high prices to the market on four different occasions.
The settlements have resulted in more than $70 million in refunds to
market participants as compensation for excessive costs and an additional
$7 million in administrative penalties. The chart, PUC Market Oversight
— Investigations and Enforcement Actions, lists the major investigations
by PUC of suspected market manipulations. Despite allegations of
manipulative activities that have led to informal settlements, PUC has
never formally charged any company with market manipulation.

PUC Market Oversight — Investigations and Enforcement Actions
Duration of
Date Name Alleged Activities Investigation Results
August 2001 - | Balancing Energy Misrepresentation of demand 18 months | Refund to market
February 2002 | Neutrality Adjustment | schedules participants: $12 million
August 2001 — | Enron Activities Under| Misrepresentation of demand 26 months | Refund to market
February 2002 | Balancing Energy schedules by Enron - separated participants: $2.9 million*
Neutrality Adjustment | from previous settlement
Administrative Penalty:
$6.5 million*
February 2003 | Extreme Weather Extreme increases in electricity 6 months Recommendations for
Event (Ice Storm) prices caused by hockey stick PUC rule changes
bidding
February 2003 | Market Power Abuse | Abuse of market power through | 12 months to | Preliminary finding of no
Related to the Extreme withholding electricity date (continuing | market power abuse - final
Weather Event generation (allegations by Texas | investigation) analysis and report pending
Commercial Energy)
June - High Local Noncompetitive bidding and | 7 months to Refund to market
July 2003 Congestion possible artificial congestion date (continuing | participants: $55 million
investigation)
January - City of Austin Wind | Misrepresentation of demand | 14 months Refund to market
December 2002 | Project Settlement schedules participants: $1.9 million
*Recovery of refund and penalty from Enron is pending action in bankruptcy court.

PUC cannot effectively discover and correct market manipulations
before they become severe.

The Federal Energy Regulatory Commission notes that “one of the
principal goals of market monitoring is to serve as an early warning
system for events that are not yet severe.”” Under the current
monitoring arrangement, PUC cannot discover and correct
manipulations until and unless they reach a high level of severity.
Undiscovered manipulative activities can cost millions of dollars to
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consumers and market participants if the activities are allowed to persist.
Also, activities that grow to a high level of severity create significantly
higher costs to consumers and market participants than if they were
discovered and corrected earlier.

Based on experiences with market monitoring at PUC and in other
states, real-time market monitoring greatly improves the ability to
discover market manipulations. Real-time monitoring occurs when
monitoring staff observe market transactions as they occur and is most
effective when the monitors are located on-site in the control room of
the Independent System Operator. On-site, real-time monitoring allows
the monitors to observe the actions of control room operators as they
communicate with market participants. Through these observations,
monitoring staff can learn extensive details about the behavior of market
participants in normal and abnormal circumstances, and can develop
leads on potentially manipulative activities through anecdotal
conversations and observations as well as data analysis.

Due to resource limitations, PUC cannot conduct on-site, real-time
market monitoring as described above. PUC has only one employee
dedicated half-time to monitoring in real-time. This level of effort is
not sufficient to analyze the more than 200 indices reflecting transactions
in the wholesale market in real-time. Further, because PUC’s market
oversight staff must also work on wholesale market design,
investigations, enforcement actions, and other activities at PUC,
stationing them at ERCOT for monitoring purposes is not practical.

Resource constraints require PUC staft to focus on monitoring a handful
of the primary indices of market transactions, leaving consumers and
market participants at risk from manipulative activities not measured
by the primary indices. For example, PUC has recently received
allegations of predatory pricing by a market participant. However,
because PUC does not have the resources to monitor and analyze all of
the necessary data, it cannot determine whether an investigation of the
situation is warranted.

In recognition of PUC’s limited monitoring capabilities, the 78th
Legislature allocated $3 million for this biennium to the agency on a
one-time basis to hire a consulting firm to perform on-site, real-time
market monitoring. However, funding for the contract came from the
System Benefit Fund, which is primarily dedicated for the low-income
discount program and cannot be considered a stable source of funding
tor market monitoring in the future.

Limited monitoring impairs PUC’s ability to prosecute and deter
manipulations of the wholesale electric market, potentially
increasing electricity costs by millions of dollars.

Without on-site, real-time monitoring, PUC staft must rely on delayed
data analysis for its investigations and enforcement actions. Reviewing
data days or weeks after the events occur is more time and labor intensive,
and lacks key contextual elements (such as the conversations between
control room operators and market participants) that often provide
good evidence of manipulative activities.

*

Resource constraints
limit PUC’s ability to
conduct the on-site
monitoving needed to
effectively uncover
and deter market
manipulations.
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Texas is the only

The reliance on delayed data analysis, coupled with heavy workloads
tor PUC market oversight staff, has resulted in lengthy investigations
and prosecutions of suspected manipulations. For example, PUC took
18 months to conclude its investigative report into possible manipulative
activities during the opening of the competitive market in August 2001.
PUC also needed 14 months to investigate and negotiate a settlement
tor possible manipulation of wind energy schedules.

A comparative study of market monitoring units in other states found
that prompt detection and prosecution of market manipulation can be
an effective deterrent against future manipulative activities.>* However,
PUC cannot efficiently deter market manipulations without on-site, real-
time monitoring due to the length of its investigations and prosecutions.
On the contrary, market participants may have a greater incentive to
undertake manipulative actions if PUC cannot keep up with its existing
enforcement responsibilities.

competitive market  QOther states have found that market monitoring works best when
state that does its located at, and funded by, the Independent System Operator.
MoMLorIng At A State o Texas is the only state with a competitive wholesale market that
agency. maintains the market monitoring function at a state regulatory agency,
tunded by the State. In the other four competitive markets, the
Independent System Operator (ISO) funds wholesale market
monitoring units located at the ISO. These units have access to greater
resources than are available to PUC. The chart, Market Monitoring
Units, compares PUC’s budget and stafting for market monitoring with
those of the other four ISOs.
Market Monitoring Units
Location of Market | Market Size Based | FTEs | Budget for Market
States Monitoring Unit on Peak Demand | 2003| Monitoring 2003
Texas Public Utility Commission 60,000 MW 8 $600,000*
Pennsylvania, New Jersey, Maryland, PJM 1SO 64,000 MW 12 $2.7 million
Delaware
California California ISO 45,000 MW 13 $2.7 million
New York New York ISO 31,000 MW 30 $6.0 million
Connecticut, Maine, Massachusetts, New England ISO 25,000 MW 11 $1.3 million
New Hampshire, Rhode Island,
Vermont
* PUC’s Market Oversight Division is responsible for all aspects of market oversight, including market monitoring,
investigations, and enforcement actions. In other states, the monitoring units assist the Federal Energy Regulatory
Commission with investigations and enforcement actions, but are not primarily responsible for such activities.

Monitoring staff at other ISOs conduct more sophisticated analyses of
the large amounts of data produced by market transactions. Monitoring
staff also provide increased vigilance of market participants that can act
as a deterrent to manipulative behavior. For example, monitoring staff
at the PJM ISO can contact market participants to discuss potentially
manipulative activities. PJM has ordered market participants to
discontinue suspicious activities discovered through data analysis
techniques that are currently beyond the capabilities of PUC.*
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e Monitoring units in other states maintain their independence from
market participants by reporting to ISO governing boards comprised
entirely of independent members. The recently-formed Midwest ISO
has contracted with a private consulting firm to conduct market
monitoring operations once its competitive market opens. The ISO
requires the firm to follow ethical standards to maintain the firm’s
professional and financial independence from market participants.®

e Due to the interstate nature of wholesale electric market transactions
outside Texas, the Federal Energy Regulatory Commission (FERC)
conducts investigations and enforcement actions related to market
manipulation in other ISOs, equivalent to PUC’s investigation and
enforcement functions in Texas. Although monitoring staff at other
ISOs assist FERC with investigations and enforcement actions, such
actions are not their primary responsibility, and they are able to focus
more intensively on market monitoring than are PUC staft.

To prevent market participants from influencing the market oversight
process, FERC requires market monitoring units to provide information
needed to investigate and prosecute suspected market manipulations.
FERC also requires each monitoring unit to prepare an annual State of
the Market Report identifying flaws in its wholesale market that could
lead to manipulations and recommending changes to fix the flaws. The
report gives each market monitoring unit the opportunity to improve
the competitive market design for its ISO, which reduces the
opportunities for market manipulations.®

Recommendations
Change in Statute

2.1 Require ERCOT to contract with, fund, and support the operations of a
private company to perform market monitoring.

This recommendation would eftectively transfer the market monitoring function from PUC’s Market
Oversight Division to a monitoring unit based at ERCOT. ERCOT should pay for the monitoring
unit through its system administrator fee, and should provide the monitoring staft with full access to
the main operations center and other support as needed.

2.2 Require PUC to select the monitoring company, define the company’s
monitoring responsibilities, and set standards for funding, staff
qualifications, and ethical conduct.

This recommendation would solidify PUC’s oversight of the monitoring function. PUC would ensure
that the monitoring unit has the resources, expertise, and authority to effectively monitor the wholesale
market. To allow ERCOT to provide input on how monitoring funds are spent, PUC should consult
with a subcommittee of independent ERCOT board members when setting budget and stafting
requirements. The ethical standards should ensure that monitoring staft maintain professional and
tinancial independence from market participants.
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2.3 Require the market monitoring company to report potential violations of
PUC or ERCOT rules or other potential market manipulations to PUC.

This recommendation would ensure that PUC receives the information it needs to investigate and
prosecute suspected market manipulations. Monitoring staff would have unrestricted authority to
communicate with PUC staft.

2.4 Require the market monitoring company to submit an annual report to
PUC and ERCOT identifying market design flaws and recommending
methods to fix the flaws.

This recommendation would allow PUC and ERCOT to improve the wholesale market design
based on the extensive experience gained by monitoring statf. Improvements in market design
should help to prevent future market manipulations. PUC and ERCOT should review the report
and evaluate the need to adopt changes to PUC or ERCOT rules based on the recommendations in
the report.

Impact

A wholesale market monitoring unit based at ERCOT would be able to more effectively monitor
market participant behavior than market oversight staft based at PUC. Having ERCOT fund the
cost of the monitoring would provide a stable funding source, supported by fees assessed to fund the
market system. A unit at ERCOT would also bring monitoring and oversight at ERCOT in line
with the approach used by the federal government and other states. The unit would maintain its
independence from market participants through PUC selection and oversight of the monitoring
company. These changes would enable PUC to focus its efforts on improving its investigations,
enforcement actions, rulemakings, and other market design activities. PUC would also continue to
conduct data analysis as necessary when investigating suspected manipulative activities.

Fiscal Implication

These recommendations would not have a fiscal impact on the State. The recommendations would
maintain PUC’s current level of funding for market oversight while removing most of its market
monitoring duties, thereby increasing resources for investigation, enforcement, and market design
tunctions. Based on two and a half years of experience of monitoring the ERCOT wholesale market,
PUC has estimated adequate market monitoring would cost $1.4 million per year for six to seven
FTEs, analytical software, and other capital expenses. The estimated cost, to be paid by ERCOT
through its system administrator fee, is equivalent to about 1 percent of ERCOT’s budget of $138
million for 2004.

1 Texas Administrative Code, Title 16, part 2, rule 25.503.

2 Federal Energy Regulatory Commission, Strawman Discussion Paper for Market Power Monitoring and Mitigation Panel, Docket
No. RMO1-12 (Washington, D.C., February 2002), p. 3.

3 Lawrence Berkeley National Laboratory, A Review of Market Monitoring Activities at U.S. Independent System Operators, by
Charles Goldman, Bernie C. Lesieutre, and Emily Bartholomew (Berkeley, California, January 2004), p. 29.

4 For an example of PJM’s market monitoring activities, see Lawrence Berkeley National Laboratory, p. 24.

5 Midwest Independent Transmission System Operator, Inc., Open Access Transmission Tariff, Second Revised Volume No. 1,
Attachment S, p. 610A. Filed with the Federal Energy Regulatory Commission on July 1, 2002, Docket No. ER02-108-003.

6 Federal Energy Regulatory Commission, Office of Market Oversight and Investigations.
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Issue 3—

Lack of Clear Authority to Establish and Enforce Wholesale
Performance Measures Limits PUC’s Ability to Foster Fair
Telephone Competition.

Summary

Key Recommendation

e Grant PUC clear statutory authority to establish and enforce wholesale performance measures
for telecommunications service.

Key Findings

e State and federal law charge PUC with ensuring that incumbent local exchange companies provide
competitive access to local telephone networks.

e Without enforcement of wholesale performance measures, ILECs could impair competition.

e PUCs authority to set and enforce wholesale performance measures is unclear.

Conclusion

The Legislature has established a clear goal for the State to achieve a competitive telephone market
that will bring the benefits of diverse services and competitive rates to Texans. Unlike the introduction
of competition in the electricity markets, Texas telephone markets have single providers that sell
both wholesale services to other companies and retail services directly to consumers. This dichotomy
places the new competitive providers in the unique role of being the customers and competitors of
the Incumbent Local Exchange Companies (ILECs). To prevent ILECs from providing poor wholesale
services to preserve strong retail market shares, PUC enforces wholesale performance measures
that require ILECs to provide the competitive companies with services that are at least as good as
what the ILEC provides to its own retail customers. However, while PUC has general authority to
create these performance measures, its strongest authority exists only in a contract that is currently
subject to renegotiation.

In reviewing PUC’s ability to foster competition in the telephone market, Sunset staft assessed the
agency’s current authority to enforce wholesale performance measures on the Incumbent Local
Exchange Companies. Staff weighed the burden that continued enforcement of the standards would
pose to the dominant wholesale provider against the benefits of greater competition. Staft concluded
that providing clear statutory authority to PUC would enable the agency to better achieve the legislative
goal of fostering competition in the telephone markets.
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Support

State and federal law charge PUC with ensuring that incumbent
local exchange companies provide competitive access to local
telephone networks.

*

New competitive
phone companies m,

ay

enter the market by

leasing telephone
services from
incumbent local

exchange companies.

In 1995, the Legislature opened the local telephone market in Texas to
competition, establishing the policy of the State to promote diversity of
providers, interconnectivity of networks, and a fully competitive
telecommunications marketplace. The law allowed new telephone
companies (competitive providers) to enter the local telephone market
and required the former monopolies — known as incumbent local
exchange companies (ILECs) — to allow competitors to access their
telephone networks.

Congress later enacted the Federal Telecommunications Act of 1996
(FTA), opening local telephone markets nationwide to competition.
Similar to the Texas law, the FTA contained provisions to facilitate
competition by requiring the Bell Operating Companies — the traditional
providers of basic local telephone service — to open the local telephone
markets to competition. Once the Bell Operating Companies opened
their markets to competition, the FTA permitted them to offer long
distance services. Southwestern Bell (now SBC) was the Bell Operating
Company serving Texas.

The combined effect of state and federal law grants competitive providers
three options for entering the telephone market. The new competitors
may build their own network facilities; lease and resell the full services
of another telephone company; or lease parts of the network, called
unbundled network elements (UNEs), from an ILEC.

The FTA delegated significant responsibility to the Federal
Communications Commission (FCC) and PUC to carry out provisions
of the law. For example, the FTA authorizes PUC to approve the terms
and conditions of formal interconnection agreements between ILECs
and competitive providers. In addition, if the parties cannot agree on
interconnection terms, or if they have a dispute about the terms, PUC
conducts an arbitration hearing to resolve the issues.

Through authority in the FTA and state law, PUC oversees 63 ILECs
and more than 480 competitive providers in Texas. The requirements
established by state and federal laws

Distribution of Access Lines primarily affect SBC, CenturyTel,

14,000,000
12,000,000 -
10,000,000 -
8,000,000 A
6,000,000 -
4,000,000 A
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Verizon, Sprint, and Valor, as the major
ILECs in Texas; and all competitive
providers who depend upon these
ILECs’ wholesale networks to provide
services to customers.'

e ILECs maintain a significant share
of the local retail telephone

1999

2000 2001 2002 market. As evidenced by the chart,

O ILECs

W Competitive Providers

12,601,936 12,063,09811,365,441 11,005,195 Distribution of Access Lines, ILECs

586,111

1,687,586 | 2,166,033 | 2,298,333 serve 83 percent of the Texas
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market, while competitive providers serve about 17 percent. Although
competitive providers in Texas possess greater market share than the
nationwide average (11 percent), competition in Texas is still in the
formative stages.

PUC enforces performance measures established in contract as
a means of ensuring fair competition.

ILECs function as both wholesale and retail providers of
telecommunications service, and most of the new entrants into the
telephone market are both the wholesale customers and retail
competitors of ILECs. This structure differs from the Texas electricity
deregulation plan that structurally divided the incumbent utilities into
separate wholesale generators and retail electric providers.

The majority of competitive providers are dependent Methods of Market Entry

upon the wholesale services of ILECs. As shown in

the pie chart, Methods of Market Entry, 60 percent of Lease
competitive providers lease unbundled network UNE - Platform
components (UNE-Platform) from an ILEC, 11 60%
percent lease the last segment to the customer’s

premise (UNE-Loop), and 9 percent resell the entire

service. The remaining 20 percent have chosen to

build their own facilities.

To ensure the ability of competitive providers to access wholesale services
trom ILECs, PUC approved a standardized interconnection agreement
referred to as the Texas 271 Agreement (T2A).> The T2A allows
competitive providers to enter the local telephone market without
needing to negotiate a separate interconnection agreement and ensures
that competitive providers have fair access to the network of the primary
ILEC in Texas — SBC.

The T2A resulted from negotiations among SBC, competitive providers,
and PUC, while SBC was seeking FCC approval to enter the long
distance market. SBC agreed to offer the T2A to all competitive
providers for four years and used the interconnection agreement to
prove to FCC that it had opened its telephone market to competitors.?
In 2000, SBC received approval to provide long distance service. Since
1999, more than 200 competitive providers have signed interconnection
agreements with SBC that are substantially similar to the T2A.

PUC included a number of safeguards in the T2A, including
performance measures relating to all aspects of SBC’s wholesale
operations, to ensure that SBC maintained the quality of its wholesale
services after winning long distance approval. The performance
measures assess whether SBC provides its competitors with
interconnection, resale, and unbundled network elements on non-
discriminatory terms, as required by federal law. The performance
measures cover major categories of wholesale service, such as ordering,
billing, and provisioning services, as well as maintenance and repair.
These categories are further divided into 90 key performance measures,
each with numerous submeasures. In addition, the T2A requires SBC

Resale
9%

Build Facilities
20%

Lease UNE — Loop
11%

*

Four out of five
competitive phone
companies depend on
ILECs, who act as
both wholesale and
retail providers.
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to report its performance by region to ensure that poor performance in
one region is not masked by high performance in another.* For examples
of key requirements, see the chart, Examples of Performance Measures.

Examples of Performance Measures

Category Requirement on ILEC Performance Measure | Harm of No Requirement
Interconnection Allow competitive providers to physically | @ Timeliness and reliability | Customers of competitiors
link communications networks to ILEC of interconnection would not be able to call
network. Interconnections may beatany | ¢ Number of calls that customers served by other
available point in network and must be cannot be completed phone companies.
equal in quality to services provided to due to related problems
ILEC affiliates. Must also provide e Time to restore service
collocation space to facilities-based
competitors seeking to integrate
switching equipment into network.
Access to Must provide competitors with o Installation time Competitors would not have
Unbundled connection to network elements (such | ¢ Number of orders access to critical network
Network Elements | as circuit switches, interface devices, and | processed electronically components or electronic
(UNEs) loops) at any technically feasible point | @ Missed due dates information required to place

with reasonable and nondiscriminatory
rates, terms, and conditions. Must
offer retail service, at wholesale rates,
to competitors for resale.

e Frequency of trouble
e Restoration time

and install service orders,
maintain and repair facilities,
or bill customers.

911, Directory
Assistance, and

Accurate and nondiscriminatory access
to emergency services, directory

Customers who switch to
competitors may not have access

o Timeliness and accuracy
of updating information

Operator Services | asssistance, and operator services. to 911 or information services;
or customer information relayed
to service may be inaccurate.

Number Must provide number portability to o Timeliness and accuracy in | Customers who switch phone

Portability competitive providers in a reasonable porting phone numbers companies would need to change

time frame to enable customers to keep
phone numbers when changing
companies.

from ILEC to competitors | phone numbers. Slow porting
of numbers would prevent
customers from receiving

incoming phone calls.

e To ensure that the

measures continue to capture relevant and useful

data, PUC, SBC and competitive providers periodically evaluate the
measures to determine whether existing measures are still necessary
and if new measures should be added. Over time, PUC has reduced
the number of performance measures from 131 to 90. Based upon

T2A Remedy Plan
The Remedy Plan includes two types of payments.

Tier 1: Damages payable to an individual competitive
provider when SBC’s wholesale services fail to
meet standards, impairing the competitive
provider’s ability to provide services to
customers. Tier 1 damages are assessed monthly.

Tier 2: Payments to the State to compensate the citizens
of Texas for substandard performance that
harms customers and inhibits competition.
SBC makes these payments to the Comptroller,
for deposit in the General Revenue Fund. Tier
2 assessments apply if SBC misses a standard
for three consecutive months.

SBC electronically reports its compliance to PUC each

month, calculates the penalties owed, and remits

payments to the appropriate parties.

Texas’ success, the T2A has been widely replicated
in other states.

The T2A performance measures establish
predefined standards to gauge SBC’s wholesale
performance. For example, some measures gauge
whether SBC provides wholesale services to
competitive providers at parity with the services it
provides its own retail customers. Where no
comparable retail service exists, the service is
measured against a benchmark. When SBC fails
to meet standards, a performance remedy plan in
the T2A outlines the applicable penalty. Details
about the penalties are provided in the textbox 724
Remedy Plan. Since 1999, SBC has paid $21 million
in damages to competitive providers and $10 million
in payments to the State.
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The T2A expired on October 13, 2003, but has been voluntarily extended
by SBC until a successor agreement can be arbitrated and approved by
PUC. PUC was conducting the arbitration proceedings at the time of

this writing.

Without enforcement of wholesale performance measures, ILECs
could impair competition.

As both wholesale and retail providers, ILECs
are in a position to limit the ability of competitors
to win retail customers by providing substandard
wholesale services. In most cases, a new
customer of a competitive provider would not
know that service problems were the result of
poor wholesale service by the ILEC, not the new
competitor. If poor service continues, the
customer may return to the established former
monopoly rather than taking a second chance
on a competitive provider. For examples of
problems reported to PUC by competitive
providers, see the textbox Complaints About
Wholesale Services.®

Complaints About Wholesale Services

o A competitive provider complained that poor
wholesale performance by the ILEC caused
customers to receive the wrong long distance
carrier or features, outages, and canceled orders.

o A competitive provider’s request for a customer’s
change in service included moving 21 phone
lines, with an overlap in service for one week.
Because the ILEC claimed that this service could
not be provided, the customer canceled the order.
After the competitive provider lost the customer
to the ILEC, the ILEC provided the requested

service.

Performance measures are an effective tool for ensuring that ILECs, as
the dominant wholesale providers, do not restrict competition.
Performance measures set clear expectations of service with which ILECs
must comply. Knowing that their performance will be monitored
monthly, ILECs strive to meet the standards or risk penalties.

Performance measures in the T2A have
effectively tracked the quality and timeliness
of SBC’s wholesale services to competitive
providers during the last four years. The chart,
SBC’s Wholesale Performance, shows the
percentage of performance measures met by
SBC since November 1999.° During the first
two years, SBC’s performance was generally
in the 86 to 89 percent range, while SBC’s
recent performance has been consistently
better than 90 percent.

PUC’s authority to set and enforce wholesale
performance measures is unclear.

General provisions in the Public Utility Regulatory Act
(PURA) grant PUC authority to oversee wholesale
performance, but the statute does not have a clear, specific
grant of authority for PUC to set performance measures.
Through PURA, PUC has broad authority to create rules
providing each telecommunications utility an equal
opportunity to compete, broad authority over the wholesale
rates of ILECs to ensure fair competition, and limited
authority over wholesale competition to prohibit certain
ILEC behavior, as shown in the textbox, Prokibited Actions.

SBC’s Wholesale Performance
100%

95% -
90% - /‘{\/\\MM
85% -\

80%

Percent Success

75% A

70% f f f f
Nov'99 Nov'0O0 Nov'01 Nov'02 Nov'O3

Prohibited Actions
PURA provides that ILECs may not
unreasonably discriminate against other
providers by:

o refusing access to the local network;

o refusing or delaying interconnection;

o degrading access or line quality; or

o failing to fully disclose network
specifications.
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While these provisions clearly give PUC authority to take enforcement
action in response to anti-competitive behavior, authority to take
preventive actions, such as monitoring ILEC wholesale performance,
is unclear.

e The T2A contract provides PUC’s strongest authority to enforce
wholesale performance measures. However, as a contract, the authority
in the T2A applies only to SBC, and all parties must consent to any
changes. The impending expiration of the T2A also threatens the current

* arrangement through which PUC monitors wholesale performance.
PUCs strongest Although currently in arbitration, SBC has stated that it is not willing
authority to enforce to readopt the remedy plan in successor agreements.” The current
remedy plan provides penalties designed to ensure compliance with the
performance standards.

wholesale performance
measuves vests in

contract. By comparison, PUC has clear authority to enforce quality of service
standards for retail telecommunications services.

e PUC has statutory authority to establish and enforce quality of service
standards in the retail telecommunications market that are similar to
the wholesale performance measures. PURA grants PUC authority to
adopt standards for telephone utilities to follow when providing services
to customers. PUC has established these standards in rule and set
minimum service quality benchmarks applicable to ILECs. Pursuant
to its administrative penalty authority, PUC has established a penalty
matrix outlining the penalties for non-compliance with service standards.

Recommendation
Change in Statute

3.1 Grant PUC clear statutory authority to establish and enforce wholesale
performance measures for telecommunications service.

This recommendation would clarify PUC’s statutory authority to establish wholesale performance
measures for ILECs in rule, and to enforce those measures. Within the boundaries of this authority,
PUC would have the ability to add, remove, or modify wholesale performance measures as necessary
to ensure fair access to the network by competitive providers, address acts of noncompliance by
ILECs, and respond to the changing telecommunications market by modifying standards as
competition progresses. PUC should ensure that any rules adopted do not conflict with federal laws.
Further, the recommendation would not affect current exemptions for certain rural telephone
companies under state and federal laws. PUC would be able to address violations of wholesale
performance measures through its administrative penalty authority and would establish, in rule, a
penalty matrix to link violations of wholesale performance measures to appropriate penalties.

Impact

This recommendation would ensure that PUC has clear authority to effectively oversee the wholesale
telecommunications market. Providing clear authority in statute would reduce PUC’s reliance on
contractual terms in interconnection agreements, and provide PUC with the tools it needs to properly
monitor the wholesale telecommunications market. PUC needs clear statutory authority in this area
to carry out state and federal mandates relating to fair competition.
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Because ILECs serve as providers of both wholesale and retail services, PUC’s oversight is critical to
preventing wholesale market power abuse against competitive providers. With the authority to
establish wholesale performance measures, PUC would ensure, through predefined standards, that
ILECs grant competitive providers equal access to the telephone network, and when performance
does not meet standards, that ILECs resolve problems as soon as possible. This clarifying language
would not prevent PUC from approving interconnection agreements with terms similar to those in
the T2A, but would instead provide PUC with added authority over the wholesale services of ILECs.
Outside the confines of a contract, PUC would have the ability to ensure that ILECs meet performance
measures necessary to preserve competition, and to adjust regulation as competition progresses.
These changes would not have any impact on pending litigation.

Fiscal Implication

Clarifying PUC’s authority in statute would not have a fiscal impact to the State. However, since
1999, under terms outlined in the current contract, SBC has paid approximately $10 million to the
State for its failure to meet certain performance measures in the T2A. Because the future compliance
of SBC and other ILECs cannot be predicted, the gain or loss to the State from future penalties
could not be determined for this report.

L public Utility Commission, Self-Evaluation Report, submitted to the Sunset Advisory Commission (August 2003), p. 37.

2 271 refers to the section of the Federal Telecommunications Act which allows a Regional Bell Operating Company to enter
the long distance market after it has opened its local network to competition. After lengthy proceedings and negotiations at the
state and federal levels, the Federal Communications Commission granted SBC section 271 approval in June 2000, and SBC began
providing long distance service in Texas in July 2000.

3 Public Utility Commission of Texas, Report to the 78th Legislature, Scope of Competition in Telecommunications Markets of Texas
(Austin, Texas, January 2003), p. 47.

4 SBC must meet performance measures in each of the following geographic regions of Texas: Houston; Dallas/Fort Worth;
Central and West Texas; and South Texas.

5 Informal Dispute Resolution For Issues Relating to Operational Support Systems, Public Utility Commission, Project No. 21000,
Item No. 13 (June 26, 2000); Section 271 Compliance Monitoving of Southwestern Bell Telephone Company, Public Utility Commission,
Project No. 20400, Item No. 596 (May 8, 2003).

6 Public Utility Commission of Texas, Report to the 78th Legislature, Scope of Competition in Telecommunications Markets of Texas
(Austin, Texas, January 2003), p. 50.

7 Letter from SBC to Competitive Local Exchange Carriers (CLECs), No. CLEC04-038, January 29, 2004; Arbitration of Non-
Costinygy Issues for Successor Interconnection Agreements to the Texas 271 Agreement, Public Utility Commission, Docket No. 28821, note
4 (March 1, 2004).
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Issue 4 —

PUC Requives Telephone Utilities to File Reports That May Not
Be Needed in Today’s Regulatory Environment.

Summary

Key Recommendations
e Eliminate the requirement for telecommunications utilities to file the Report of Certain Expenses.

e Require PUC to conduct a one-time review of its reporting requirements for telecommunications
utilities to determine the ongoing need for the required reports.

e Require PUC to consider the burden of new reporting requirements on telecommunications
utilities before adopting new rules regarding reporting.

Key Findings

e Many of PUC’s reporting requirements are burdensome to telecommunications companies, may
result in increased costs to consumers, and are not needed under incentive regulation.

e The Legislature has shown interest in reducing unnecessary regulatory burdens on companies.

e Other federal and state agencies have successfully worked with the industries they regulate to
reduce unnecessary regulations and cut costs.

Conclusion

PUC, through its statutory authority to make and enforce rules, requires telecommunications utilities
to submit numerous reports covering a broad range of information. Many of the reporting
requirements were initiated during the era of rate regulation when PUC needed a great deal of
information about the earnings and spending patterns of companies.

The Sunset Act requires Sunset staff, when assessing an agency’s functions, to consider alternative
or less restrictive methods of regulation. In its review of PUC, Sunset staff assessed the continued
need for the agency’s reporting requirements in a competitive telecommunications environment
that PUC controls with rule-based regulation. Although PUC staff state that many of these reports
provide information that may be useful under certain circumstances, Sunset staft weighed the value
of this information against the need to reduce the regulatory burdens on the industry. While many
of the reporting requirements are still necessary, Sunset staff identified outdated requirements that
could be eliminated or reduced without impairing PUC’s ability to monitor the companies.
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*

PUC rules require
about 40 reports from
various telephone
companies.

*

Excessive veporting
requivements ave
especially havd on
small companies.

Support

PUC requires numerous reports from telecommunications utilities.

The Public Utility Regulatory Act (PURA) contains a number of specific
reporting requirements for telephone companies. For example, PURA
requires certain telecommunications utilities to file with PUC tariffs
and explanations of rates charged to consumers, accounts of profits and
losses, and plans to achieve workplace diversity and increased business
opportunities for historically underutilized businesses.

State law grants PUC permissive authority to require
telecommunications utilities to file annual reports about expenditures
relating to business gifts, entertainment, advertising and public
relations.! PURA also authorizes PUC to require utilities to submit
copies of reports filed with federal or state agencies.?

The Legislature has also granted PUC general authority to require
information about utility transactions subject to PUC jurisdiction. Using
this authority, PUC has established a number of specific reporting and
filing requirements for telecommunications utilities in rule.* These rules
require some 40 reports from telephone companies, although not all
reports are consistently required of every provider. For example, only
incumbent local exchange companies (ILECs) that have elected into
incentive regulation are required to file infrastructure reports with PUC,
and only those companies that interrupt services to customers for more
than four hours are required to file a report about the occurrence.

Although PUC has broad —
; . Telecommunications Reports

authority to require
reports from  all Number of
telecommunications Category Reports
utilities, far fewer [ Area Code 2
reporting requirements | Equal Employment Opportunity
are lmposed on newer’ and Historically Underutilizcd
competitive companies | Businesses 3
than are required Of Financial RCpOI'tS 6
dominant ILECs. The | Municipal Right-of-Way 3
chart, Tgl“?mm”m”l”‘ons Service Provider Information 4
Rép orLs p rOV;ldeS mformauori Service Quality and
about ) t ed gebneraf Customer Protection 6
categories and number o . .

g. Universal Service Fund 8
required reports.

Many of PUC’s reporting requirements are burdensome to
telecommunications companies, may result in increased costs to
consumers, and are no longer needed under incentive regulation.

Telephone companies believe that excessive reporting requirements
require them to focus limited resources on outdated or unnecessary
regulations and result in significant costs that may be passed through to
consumers. These regulations are especially onerous on smaller
companies that average from nine to 38 employees per company. The
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chart, Examples of Requived Reports,

Examples of Required Reports

list reports that are frequently cited
as burdensome on ILECs, along

Average Number
of Hours per

with the average number of hours Report Company | Frequency | Company to Complete
spent by small and large companies || Report of
in preparation. Certain Expenses ILECs Annual 18 to 120

. . Telephone
Some reporting requirements are Earnings Report | Utlities Annual 40 to 240
unnecessary holdovers from the era Cost
when PUC regulated the rates and || Aliocation Manual |  TLECs Annual 10 to 16

services of monopoly utilities. For
example, under rate regulation, the Legislature granted PUC permissive
authority to require telephone companies to file annual earnings reports.
These reports contain information that PUC needed to determine
whether telephone companies were earning excessive profits on
regulated rates. Today, however, a number of ILECs have elected into
incentive regulation, a statutory structure designed to reduce the degree
of regulation and exempt the company’s earnings from PUC review.
Despite this change in regulation and a reduced need for PUC to collect
earnings information, PUC continues to require annual earnings reports
trom all telephone companies.

PUC does not always use the information from reports that it continues
to require companies to file. For example, PURA permits PUC to require
a Report of Certain Expenses, which requires telecommunications utilities
to annually report expenditures for business gifts, entertainment,
advertising, and public relations.* PUC staft indicate that these reports
were necessary for ratesetting proceedings. However, now that many
companies are not under rate regulation, PUC only uses the information
to respond to occasional information requests from legislative staft and

the public.

The Legislature has shown interest in reducing unnecessary
regulatory burdens on companies.

During a number of sessions, the Legislature has directed agencies to
review regulatory requirements that create unnecessary burdens on
private businesses. For example, the Sunset Act charges the Sunset
Commission and its staff, when conducting agency reviews, to assess
ways that the agency’s regulation could be less burdensome and still

adequately protect the public.

In a second example, the Legislature, in establishing the Administrative
Procedure Act, directed all agencies to establish a process and timetables
tor reviewing administrative rules.® Agencies are specifically directed
to assess whether the reasons for initially adopting the rule continue to
exist and to remove unnecessary rules. Under this procedure, PUC will
begin its review of telecommunications rules in 2006, after completing
reviews of administrative, procedural, and electric rules.®

The Legislature has also recognized the burdens that PUC places on
public utilities by directing PUC to adjust its regulation to match the
degree of competition in the marketplace.” Although this requirement
does not address reporting requirements on telecommunications

*

Some vequived reports
ave holdovers from the
era of rate vequintion.

*

The Sunset Act
requives a veview of
ways to reduce the
burden of requlation
and still protect the
public.
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utilities, it does direct PUC to reduce the cost and burden of regulation.
Other statutory provisions require PUC to incorporate an appropriate
mix of regulatory and market mechanisms when adopting rules for
ILECs.®

Other federal and state agencies have successfully worked with
the industries they regulate to reduce unnecessary regulations
and cut costs.

e The Federal Communications Commission streamlined and modified
its financial and operating data reporting requirements on ILECs in
2001.° Reforms included consolidating and streamlining accounting

* requirements, eliminating cost allocation manuals and biennial audits
for mid-sized carriers, and streamlining the amount of information
The Texas required in reports. As part of its Annual Performance Plan, the FCC is
Department of continuing efforts to eliminate outdated or unnecessary accounting and
Insurance successfully reporting regulations.!
eliminated the o In 1995, the Texas Department of Insurance revamped its regulatory
unnecessary processes to better respond to its customers, which included the
processing of about Legislature, insurance companies, agents, other regulated entities, and

2,000 7eports. consumers. TDI streamlined processes and cut costs by eliminating
unnecessary functions. For example, TDI adopted rules to simplify
ratemaking and rulemaking processes, eliminate unnecessary reviews
of routine corporate and holding company transactions, streamline rate
tiling reviews, and implement electronic transfers of data. These efforts
allowed TDI to eliminate the processing of about 2,000 reports per
year.!'!

Recommendations
Change in Statute

4.1 Eliminate the requirement for telecommunications utilities to file the Report
of Certain Expenses.

This recommendation would eliminate the statutory provision that authorizes PUC to require
telecommunications utilities to annually report expenditures relating to business gifts, entertainment,
advertising, and public relations. As part of this recommendation, PUC should also repeal any
related rules. Eliminating this provision would relieve telecommunications utilities — such as ILECs
that have elected into incentive regulation — from the burden of preparing and submitting this
report to PUC on an annual basis, but would not prevent PUC from collecting this information
trom rate regulated companies using the agency’s general statutory authority.

4.2 Require PUC to conduct a one-time review of its reporting requirements
for telecommunications utilities to determine the ongoing need for the
required reports.

This recommendation would require PUC to conduct a one-time, comprehensive review of all
reporting requirements in PUC rules and in statute. The review should include an examination of
the continuing necessity and use of the information collected, and should be completed by September
2006. During this process, PUC, with the assistance of interested parties, would establish criteria
tor how and when reports would be used, and would ensure requested information does not duplicate
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other reports. PUC would be directed to eliminate unnecessary reports that are required in rule and
to streamline requirements for reports that continue to be needed. For example, PUC could waive
reporting requirements for companies during the years the data would not be used, or allow companies
to report some information biennially. PUC would also be charged with identifying reports required
in statute that are no longer necessary for regulation of the industry. PUC would make its
recommendations on eliminating these outdated requirements to the Legislature in the agency’s
existing Scope of Competition Report.

Management Action

4.3 Direct PUC to consider the burden of new reporting requirements on
telecommunications utilities before adopting new rules regarding reporting.

This recommendation would require PUC, when writing new rules, to weigh the need for new
reporting requirements against the burden imposed upon the utility. While this recommendation
would not prevent PUC from adopting necessary rules, it would require PUC to carefully consider
the burden of new reports and would provide utilities with information on the purpose of the new
requirements.

Impact

These recommendations are intended to reduce the burden of PUC’s reporting requirements on
telecommunications utilities while still adequately protecting the public. Because the majority of the
requirements are in agency rule, these recommendations require PUC to review its rules, searching
for opportunities to eliminate or reduce outdated or unnecessary requirements, without sacrificing
customer protection. Because the agency has an existing rule review process, these recommendations
would ensure the review is conducted with the goal of tailoring the rules to the degree of regulation
needed in today’s competitive telephone market. These recommendations would also reinforce the
Legislature’s directive to PUC to adjust its regulation as competition progresses. While Sunset staff
did not find evidence of unnecessary regulatory burdens in general, staff did find that reporting
requirements could be reduced without decreasing PUC’s ability to oversee the market.

Fiscal Implication

These recommendations would have no fiscal impact to the State, as PUC can carry out its review of
existing rules using current staff and within the rule review process that the agency already plans to
conduct. The recommendation should also have the benefit of slightly decreasing the workload on
PUC staff to process the required reports.
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1 Texas Utilides Code, sec. 52.254.

2 Texas Utilities Code, sec. 14.003(5)(B).

3 Texas Administrative Code, Title 16, part 2, ch. 26.
4 Texas Utilities Code, sec. 52.254.

5 Government Code, sec. 2001.039.

©  Revised Plan for Review of Agency Rules for Fiscal Years 2004 - 2007, Public Utility Commission, Project No. 27816, Item No. 6
(Austin, Texas, August 22, 2003).

7 Texas Utilities Code, sec. 51.001(e).
8 Texas Utilities Code, sec. 52.051.

9 “ECC Modernizes Accounting and Reporting Requirements,” Federal Communications Commission, October 11, 2001
(news release). Online. Available: http://ftp.fcc.gov/Bureaus/Common_Carrier/News_Releases/2001/nrcc0139.html.  Accessed:
March 5, 2004.

10 Federal Communications Commission, FY" 2004 Annual Performance Plan, Goal 2 - Promote Competition in All Communica-
tions Markets: Performance Goal - Appropriate Deregulation. Online. Available: http://ftp.fcc.gov/Reports/
fcc2004budget_section_2.pdf.  Accessed: March 5, 2004.

11 Texas Department of Insurance, Tizrning the Corner, Elton Bomer, Commissioner of Insurance (Austin, Texas, May 1995), p. 265.
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Issue 5 —

PUC’s Administrative Penalty Authority Is Inadequate to

Address Violations of PURA by Wholesale Electricity and
Telecommumnications Providers.

Summary

Key Recommendation

e Increase PUC’s maximum administrative penalty from $5,000 to $25,000 per day, per violation.

Key Findings

e PUC’s administrative penalty authority is inadequate to address violations in the competitive
wholesale electric and telecommunications markets.

e Other state public utility commissions have greater administrative penalty authority.

e Other Texas state agencies have greater administrative penalty authority.

Conclusion

The Public Utility Commission seeks to protect consumers through enforcement of the Public Utility
Regulatory Act and agency rules. In recent years, the Legislature has introduced competition into
the former monopoly industries of electric utilities and telecommunications service providers. This
change has necessitated a shift in the agency’s primary means of enforcing the Act from approval of
rate changes by individual companies to taking enforcement actions. While the Legislature increased
PUC’s maximum administrative fine from $1,000 to $5,000 as part of the introduction of competition
into the telephone industry in 1995, this fine may not be an adequate deterrent to wholesale electricity
and telecommunications providers. In view of the fact that actions by wholesale electric and
telecommunications companies can result in millions of dollars in costs to consumers, Sunset staff
assessed whether the current administrative fine is adequate to deter and redress violations. Sunset
staff found that recent major cases, settled informally, may not have resulted in adequate fines if the
agency had been forced to rely on its current maximum penalty. As other major states with competitive
public utility markets, such as Florida, New York, and California, have administrative penalties far
in excess of Texas, Sunset staff recommend that PUC’s maximum penalty be raised from $5,000 to
$25,000 per day, per violation.
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Support

PUC uses administrative penalties as one means of enforcing the
Public Utility Regulatory Act.

e In creating PUC and Texas’ system of utility regulation in 1975, the
Legislature granted PUC broad authority to make rules to protect
consumers of electricity and telecommunications services, and to levy
administrative penalties to enforce the rules. Although most state
regulatory agencies rely primarily on administrative penalties to achieve
compliance with law and rules, PUC primarily policed the monopoly
companies under its jurisdiction through approval of rates. This
regulatory authority provided utilities with a strong incentive to comply
with laws and rules to receive requested rate increases.
PUC Administrative Penalties e Using its maximum administrative
Fiscal Type of Number penalty of $5,000 per day, per
Year Violation of Violators | Penalties violation, PUC imposed more than
Failure to comply with customer $7 million in administrative penalties
service standgrdg for retail. . 4 $900,000 during the past two fiscal years, as
2002 | telecommunications provision :
(slamming and cramming show‘n‘ n . the Ch?rt’ PUC
complaints).! Administrative Penalties. These
Failure to respond within 21 15 $17,750 penalty totals exclude payments
days to a PUC request to settle made to the State under terms of the
a customer complaint. Texas 271 agreement, an
Failure to accurately report 3 $6,000 interconnection agreement relating to
2003 :gfgggiﬁgﬁgﬁéfhmf' wholesale  telecommunications
Misrepresentation of demand 1 $6,500,000 services, as those p enalties are set in
schedules in the wholesale contract and are not collected under
clectric market. the PUC’s administrative penalty
Total 23 $7,423,750 authority.
PUC’s administrative penalty authority is inadequate to address
violations in the competitive wholesale electric and
telecommunications markets.
e Under rate regulation, PUC did not rely on administrative penalties as
its primary tool to achieve enforcement. However, in 1995, the
* Legislature began transitioning PUC from rate regulation to rule-based
PUC needs stronger rcgule.ltlon by allowing competition in local tclephgne a.nd .Who.lesa.le
penalsy authority electric rparkets. .The Leglsl.a'.cure. took furt.her steps in this d1rect19q in
1999 by introducing competition in the retail electric markets and pricing
und W_V”l e-based flexibility and consumer protections in the telecommunications markets.
regulation than was Acknowledging PUC’s need for greater penalty authority, the Legislature
needed under rate raised PUC’s maximum administrative penalty from $1,000 to $5,000 per
regulation. day, per violation with the passage of the telecommunications bill in 1995.
e PUCs maximum penalty of $5,000 per day, per violation allows the

agency to take action against retail violations where cases typically affect
many individual consumers and thus constitute multiple violations.
However, the penalty may not be significant enough to prevent wholesale
violations by electric and telephone companies as examined in the
tollowing material.
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Wholesale Electric Market - PUC cannot effectively enforce wholesale
market rules with a maximum administrative penalty of $5,000 because,
in the multibillion-dollar electric industry, a single violation of market
rules could result in millions of dollars in illegal profits and only a single,
$5,000 penalty. For example, suspected market manipulations during
the ice storm of February 2003, described in Issue 2 of this report, led
to the overcharge of Texas electricity consumers by an estimated $60
million in excess electricity charges. If PUC charges a company with
market manipulation, the company may offer to return the profits and
pay the administrative penalty as part of the cost of doing business,
without substantial financial impact to the company. Under such
circumstances, a $5,000 penalty is not substantial enough to deter the
illegal behavior from occurring in the first place, or to deter future violations.

PUC has issued one administrative penalty of $6.5 million for
competitive wholesale market violations. Because the penalty was part
of an informal settlement with the company, the fine is much larger
than PUC could likely have obtained through formal enforcement action.
As part of the settlement, PUC and the violating company agreed to
count each 15-minute interval of illegal activity as a separate violation,
allowing PUC to generate a substantial administrative penalty based
on multiple violations per day. However, if the company would not
have agreed to the informal settlement, the penalty could not have
exceeded $5,000 for each violation per day.

Wholesale Telecommunications Market - Federal and state laws charge
PUC with ensuring fair competition in the wholesale
telecommunications market, where Incumbent Local Exchange
Companies (ILECs) still have significant control over the telephone
network. PUC currently relies on performance measures established
in contract as its primary means of monitoring the largest ILEC in the
wholesale telephone market. Because the contract includes a self-
executing penalty plan, PUC has never had to exercise its enforcement
authority for wholesale market violations. Since 1999, the ILEC has
paid more than $10 million to the State, pursuant to contractual terms.

However, the impending expiration of the contract threatens the current
arrangement. PUC may now be forced to rely on its administrative
penalty authority to address wholesale market violations. These
violations have a direct impact on competition by decreasing the quality
of services that competitors are able to offer customers. In Issue 3,
Sunset staff recommends claritying PUC’s statutory authority to establish
and enforce wholesale performance measures for ILECs. Along with
this authority, PUC will need an adequate penalty to deter violators.

Other state public utility commissions have greater administrative
penalty authority.

Public utility commissions in other states have higher administrative
penalties than the Texas PUC. California may impose a penalty up to
$20,000 per day, while Florida’s cap is $25,000 per day.

In New York, a violation of the Public Service law is a civil penalty
punishable by a fine not to exceed $100,000 per day. However, if the

*

A $5,000 penalty
may provide little
detervence or vedyess
of violations vesulting
in mullions of dollars of
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utility company violated a law or order that was designed to protect the
overall reliability and continuity of electricity service, the maximum
penalty is $500,000.

Other Texas state agencies have greater administrative penalty

authority.
* e In 2003, the Legislature raised the Texas State Board of Public
\ Accountancy’s administrative penalty from $1,000 to $100,000 per
The L"/Z islature violation. With the increased penalty authority, the Board is better able
recently increased to enforce the Public Accountancy Act by tailoring the penalty to the
admanistrative severity of the violation. The higher cap should assist in the prosecution
penalties to better of firms involved in accounting fraud cases, like the recent scandals
address and deter involving Arthur Andersen, Enron, and WorldCom.
accountiny froud. e The Commissioner of Insurance may impose an administrative penalty
up to $25,000 per offense, for violations of the Insurance Code, a state
insurance law, rule or order. The amount of the penalty imposed is
based on the seriousness of the violation.
e For specific violations involving the storage of hazardous liquids, the
Railroad Commission may impose a penalty up to $25,000 per day,
with a maximum penalty of $500,000. The Commission has established
a penalty matrix to help guide its use of monetary penalties.
Recommendation

Change in Statute

5.1 Increase PUC’s maximum administrative penalty from $5,000 to $25,000
per day, per violation.

This recommendation to increase the statutory cap on administrative penalties would permit the
Commission to take stronger action, but would not mandate these penalties in every case. To ensure that
all parties are aware of what violations may merit potential penalties, PUC would need to pass rules
adopting a penalty matrix and specifying which violations are serious enough to merit higher penalties.

Impact

The current penalty cap was put into law in 1995, before the electric and telecommunications industries
tully transitioned to competition. Along with the benefit of competition came new opportunities for
violations. With this broader range of monetary penalties, PUC could more effectively address and
deter violations by electric and telecommunications utilities operating in a deregulated environment.

Fiscal Implication

This recommendation may result in a fiscal gain to the State. However, because the number of
violations and the degree of seriousness varies depending on the circumstances in each enforcement
situation, an exact fiscal impact could not be estimated for this report.

1 Each individual complaint addressed numerous violations. For example, one complaint, which resulted in a $500,000 fine,
resolved 759 slamming and cramming violations committed against customers.
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Issue 6 —

Texas Has a Continuing Need for the Public Utility Commission.

Summary

Key Recommendation

e Continue the Public Utility Commission of Texas for 12 years.

Key Findings

o Texas has a clear and continuing interest in regulating the electric and telecommunications
industries.

o PUC effectively accomplishes its mission in overseeing public utilities.
e PUC is the most appropriate agency to regulate electric and telephone utilities.

e Most other states regulate the telecommunications and electric industries through a structure
similar to the Public Utility Commission.

Conclusion

The Public Utility Commission’s mission — to protect customers, foster competition, and promote
high quality infrastructure in the electric and telecommunications industries — is important to the
State. As the Legislature has transitioned these industries from single, integrated monopolies with
defined service areas to a competitive environment, PUC’s role in enforcing state laws and rules is
important in ensuring that companies compete fairly and obey state and federal law and rules. The
Sunset review evaluated the continuing need for an independent agency to oversee the electric and
telecommunications industries. Sunset staff assessed whether the agency’s functions could be
successfully transferred to another agency, and looked at how other states administer public utility
regulatory programs. While other recommendations in this report identify changes in PUC’s focus
and statutory authority needed to complete the agency’s transition from a rate-setting role to rule-
based regulation of public utilities, Sunset staff found that the agency is generally effective in its
current role and should be continued by the Legislature.
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Support

The Public Utility Commission is primarily responsible for regulating
electric and telephone utilities in Texas.

The Legislature *
created PUC in 1975

to rate requlate
monaopoly electric and

telephone industries.

Telephone Services
Not Overseen by PUC

o Long Distance Services
o Cellular Services

o Paging Services

o Yellow Pages

o Cable Television

o Wireless Services

The Public Utility Commission achieves its mission of protecting
customers and fostering competition in the electric and
telecommunications industries through the regulatory tools of
rulemaking and enforcement. PUC is overseen by a full-time, three-
member Commission, and operates with a staft of 210 full-time
employees and a budget of $113 million.

In 1975, the Legislature created PUC to regulate the monopoly electric
and telecommunications industries through approval of rate changes.
PUC played an adjudicative role in these rate cases and made its
determinations in the public interest. The concept of public interest
required recognition of the interests of both consumers and the regulated
industries — the public interest would be found in keeping rates low for
consumers, but high enough to ensure that utilities made a fair return
on their investment and were encouraged to continue conducting
business in Texas.

In the past decade, both the Legislature and U.S. Congress have
introduced competition into large segments of both electric and
telephone industries. Today PUC oversees these industries and protects
the public primarily through the traditional regulatory means of rulemaking,
administrative enforcement, and investigation of customer complaints.

Although the scope of regulation varies considerably, PUC licenses or
registers more than 3,000 companies in the electric and
telecommunications industries. The extent of this regulation ranges
from simple registration of payphone providers based upon information
submitted by the providers, to extensive authority to prescribe the rates,
terms, and conditions of the services provided by the five remaining,
integrated electric utilities. The chart, Companies Regulated by PUC,
lists the industries, type, and number of companies overseen by PUC,
while the textbox, Telephone Services Not Overseen by PUC, lists some of
the major telecommunications services that PUC does not have a role
In overseeing.

Although PUC does not regulate telemarketers, the agency does
maintain a list of names of telephone customers who object to receiving
unsolicited telemarketing calls. Unless exempted by law, telemarketers
may not contact any of the 980,000 names on the list. PUC investigates
complaints and assesses administrative penalties for violations of the
Texas No Call List.

PUC administers two public benefit programs designed to ensure that
Texans have access to affordable electricity and telephone services. The
Low-Income Discount Program, operated with a budget of $97 million,
provides a 10 percent discount on electricity rates for low-income
customers in the parts of Texas that have access to competitive retail
electric providers. The Legislature has funded this program through
an assessment on ratepayers in competitive electric markets, which
accrues to the System Benefit Fund.
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Companies Regulated by PUC

Type of
Industry Company Explanation PUC’s Function Number
Integrated Traditional monopoly electric utilities | Fully regulates rates and services. 5
Utilities that exist only in parts of Texas that have
not been deregulated by the Legislature.
Transmission and | Monopoly utilities that provide Fully regulates rates and services. 6
Distribution transmission services in otherwise
Utilities (TDUs) | deregulated parts of Texas.
Retail Electric | Competitive electric companies that Regulates through rules and 80
Providers (REPs) | purchase wholesale electricity from enforcement actions.
generators and directly bill consumers.
Power Generation | Competitive generators that sell Registers but otherwise has 105
Companies electricity to Retail Electric Providers. | limited regulatory authority.
Electric Non-profit, integrated utilities owned | Authority to regulate transmission
Cooperatives by customers. (May choose to allow services provided to other utilities 27
other companies to compete withinits | but no authority over retail rates and
service area.) services. For co-ops that opt into
Electric competition, PUC has jurisdiction
Companies over terms and conditions for open
access to distribution facilities.
Municipal City-owned, integrated utilities. (May | Authority to regulate transmission 12
Utilities choose to allow other companies to services provided to other utilities.
compete within its service area.) No authority over retail rates and
services for Municipal Utilities, except
to review rates charged to customers
who live outside the municipality.
For Municipal Utilities that opt into
competition, PUC has jurisdiction
over terms and conditions for open
access to distribution facilities.
Power Companies that contract with multiple | Registers but otherwise has limited 170
Aggregators customers to purchase and distribute regulatory authority.
electricity at bulk rates.
Power Companies that purchase and resell Registers but otherwise has limited 121
Marketers wholesale electricity. regulatory authority.
Incumbent Local | Traditional phone companies that Utility laws require ILECs to offer 63
Exchange provide local service to businesses and | telecom services for resale at
Companies residences, and wholesale services to wholesale rates and provide for the
(ILEG:s) competitive local exchange carriers. interconnection of telephone
networks, but ILECs are otherwise
granted pricing flexibility for basic
retail services under a price cap.
Competitive Local | Newly formed competitors that Utility laws give authority to CLECs 487
Exchange Carriers | provide local service to businesses and | to change retail rates or services by
Telephone (CLECGs) residences in competition to ILECs. filing notice with PUC, but prohibits
Companies them from charging excessive access
charges.
Interexchange | Intrastate, long distance service Registers companies to facilitate 1,316
Carriers providers. enforcement of statutory provisions.
Pay Phone Pay phone providers other than local Registers companies to facilitate 511
Providers exchange carriers. enforcement of statutory rate caps.
Automatic Companies that operate computerized | Registers companies to facilitate 249
Dialing telephones that play taped messages to | enforcement of statutory provisions
Announcing consumers. on hours of operation, and content
Devices and length of messages.

PUC also oversees the Universal Service Fund (USF) that is designed
primarily to offset the high cost of telephone service in rural areas of
the state. USE funded by an assessment on most telecommunications
providers, currently has an annual budget of about $600 million,

although these funds are held outside the State Treasury:.

Sunset Staff Report
April 2004

Public Utility Commission

Issue 6

43




*

While the Legislature
has shifted the electric
and telephone
industries from rate
regulation to rule-
based regulation,
PUCs oversight is
still needed.

Texas has a clear and continuing interest in regulating the electric
and telecommunications industries.

Both industries regulated by PUC - electric and telephone — provide
services essential to all Texans. The inability of individual citizens to
have electricity or phone services might have severe consequences for
their health and safety. In addition, the inability of regions of the state
to secure service would have dramatic economic results for the state as
a whole. PUC has traditionally operated to ensure that all citizens of
Texas, and all parts of the state have access to providers of these services.

Despite the introduction of competition into the industries that PUC
oversees, the State has a continuing interest in overseeing the companies
involved. While the changes made by the Legislature and Congress to
introduce competition into the markets are often referred to as
deregulation, the reality is that the industries remain regulated. The
shift in the State’s approach to overseeing the industries has primarily
been to replace the high degree of control involved in rate regulation
with more flexible, rule-based regulation.

Although a competitive environment should benefit consumers by
creating incentives for companies to lower prices, improve services, and
offer new products, the State still needs to regulate companies to ensure
that they compete fairly and obey state and federal laws and rules. This
regulation is particularly needed in areas where incumbent providers
still have large market shares, which raises the possibility of market
power and the ability to control prices. In response to the transition
from rate-setting to rule-based regulation, PUC has expanded the size
of its legal and enforcement and customer protection staff to better
police the regulated industries’ adherence to laws and rules.

PUC effectively accomplishes its mission in overseeing public
utilities.

As PUC transitions the industries it oversees to a rule-based regulatory
environment, its ability to create effective rules to enforce state and
tederal laws has become an increasingly important function. PUC has
established an effective means of creating rules based upon its staff
presenting a preliminary strawman proposal as a basis for discussion
by working groups made up of affected parties and interested
individuals. Although short of its performance target, PUC, in its
implementation of major legislative reforms, created 51 new rules in
tiscal year 2003. These rules are broad-based and encompass major
policy initiatives.

Taking strong action against companies that violate state law and rules
is necessary for regulatory agencies to properly enforce state law. PUC
is proactive in its responsibility to identify and penalize companies that
fail to comply with the Public Utility Regulatory Act or agency rules.
In fiscal year 2003, PUC enforcement actions resulted in $6.5 million
in administrative penalties and $2.7 million in credits and refunds for
consumers, exceeding its targeted performance.

With so much change in how public utilities are structured, PUC’s role
in educating and informing the public of their rights and protections
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regarding electricity and local telephone service, and assisting customers
with complaints has become a key function. PUC effectively performs
these public education functions. In fiscal year 2003, PUC fielded some
121,000 calls from the public about their utility providers, and its
customer protection Web site received 231,000 hits. In that same year,
the agency received and resolved informally about 31,000 customer
complaints and was able to conclude these complaints, on average, within
35 days — well under its target performance of 55 days.

While PUC’s traditional regulatory strategy of setting utility rates
through rate cases has declined dramatically in number and scope due
to the introduction of competition to the electric and telephone markets,
rate cases are still an important part of its duties. Despite the decline,
PUC continues to effectively complete rate cases, having done 20 in
tiscal year 2003 with its major electric cases taking an average of 346

days.

PUC is the most appropriate agency to regulate electric and
telephone utilities.

The Railroad Commission of Texas (RRC) regulates natural gas utilities
that provide service to many of the same customers as the electric utilities
regulated by PUC. In fact, a number of regulated companies provide
both gas and electric service. However, the nature of the regulation
performed by the state agencies is significantly different: RRC rate-
regulates retail gas providers as monopoly utilities, while the Legislature
is transitioning PUC’s regulation of the electric industry to a competitive
environment under rule-based regulation.

The Legislature, on a number of occasions, has debated the merits of
consolidating RRC and PUC. For example, in the 78th legislative
session, the Legislature considered the State Comptroller’s proposal to
abolish both RRC and PUC and transfer the functions of the agencies
to a proposed Texas Energy and Communications Commission and
other state agencies. The major debate centered on the potential cost
savings and compatibility of the functions of the respective agencies.
Much of the cost savings were found to be dependent on a reduction in
the level of services provided by the agencies. Ultimately, the Legislature
did not approve this approach to consolidating RRC and PUC.

Sunset staft analyzed this consolidation in light of the Legislature’s
decision. Since potential cost savings were not significant, staff examined
the potential for better coordination. RRC and PUC coordinate on
cases important to the business of both agencies. For example, in 1999,
the two agencies conducted joint monitoring of coal deliveries by the
Union Pacific Railroad. While the agencies could benefit from closer
coordination, Staft concluded that consolidation of RRC and PUC was
not warranted at this time.

The Texas Commission on Environmental Quality (TCEQ) also
regulates utilities — water and wastewater providers — that have functions
similar to PUC. In fact, PUC regulated these same utilities from 1975
to 1985, when the Legislature transferred the regulation to the Texas
Water Commission. Today, the nature of the regulation performed by

*

Last year PUC
resolved 31,000
customer complaints
in an average of 35
duys per complaint.
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TCEQ difters from PUC in that TCEQ regulates the rates of water
utilities as monopolies while PUC uses rule-based regulation for electric
and telecommunications companies. Due to the different nature of this
regulation, consolidation of these functions would not result in any
significant cost savings since a similar number of staft and resources
would continue to be needed to perform the tasks.

e The State could have federal agencies such as the Federal
Communications Commission or the Federal Energy Regulatory
Commission administer federal regulation for electric and
telecommunications utilities. In fact, PUC and FCC currently share
authority for Texas’ telecommunications market. In contrast, Texas is
the only state that has authority independent of FERC to manage its
transmission network because the service area of the Electric Reliability
Council of Texas is wholly within the state. Abdicating Texas” local control
over its electric and telecom markets, however, would pre-empt local control
and dilute the State’s ability to design state-specific solutions to its programs.

Most other states regulate electric and telecommunications
industries through a structure similar to the Public Utility Commission.

e All other states have regulatory agencies that oversee electric and
telephone service providers through either rate regulation or rule-based
oversight of competitive markets. Most other states have also structured
their public utility commissions similar to Texas’ composition. Thirty-
seven states have public utility commissions that are appointed like Texas,
while 13 states use elected commissioners. Twenty-eight states have a
three-member commission, as in Texas, while 19 states have a five-
member commission and the three remaining states have commissions
made up of four, six, and seven commissioners.*

Recommendation
Change in Statute

6.1 Continue the Public Utility Commission of Texas for 12 years.

Impact

This recommendation would continue PUC as an independent agency, responsible for protecting
electricity and telephone consumers and enforcing the rules of competition for these industries. The
agency would also continue its effort to bring the benefits of competition in the electric and
telecommunications industries to the citizens of Texas.

Fiscal Implication

If the Legislature continues the current functions of the Public Utility Commission, using the existing
organizational structure, the agency’s annual appropriation of about $113 million from the General
Revenue Fund would continue to be required for its operation.

1 National Conference of State Legislatures, www.ncsl.org/programs/esnr/puccomp.htm. Accessed: February 27, 2004.
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Public Utility Commission

Recommendations Across-the-Board Provisions
Already in Statute 1. Require public membership on the agency’s policymaking body.
Update 2. Require provisions relating to conflicts of interest.
Already in Statute 3. Require unbiased appointments to the agency’s policymaking body.

Already in Statute 4. Provide that the Governor designate the presiding officer of the
policymaking body.

Update 5. Specity grounds for removal of a member of the policymaking body.
Modify 6. Require training for members of the policymaking body:.
Update 7. Require separation of policymaking and agency staft functions.

Already in Statute 8. Provide for public testimony at meetings of the policymaking body:.

Modify 9. Require information to be maintained on complaints.
Apply 10. Require the agency to use technology to increase public access.
Apply 11. Develop and use appropriate alternative rulemaking and dispute

resolution procedures.
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Agency at a Glance

he Public Utility Commission (PUC) oversees electric and
telecommunications companies to ensure Texas consumers have access

to high-quality, competitive utility services. Established by the Legislature
in 1975, PUC was originally created to regulate rates and services of
monopoly utility service providers. Significant changes in both industries
have shifted PUC’s primary focus towards oversight through rulemakings
and enforcement, and away from regulation of rates and services. PUC’s
major functions include:

overseeing and fostering fair competition in the wholesale and retail
electricity and telecommunications markets;

regulating the rates and services of investor-owned electric utilities in
areas of the state not subject to retail competition, transmission and
distribution utilities in competitive areas, and incumbent local exchange
companies that have not elected incentive regulation;

helping consumers resolve complaints, and enforcing

PUC Agency Information—

*

compliance with statutory requirements, agency rules On the Internet:
and policies; Information about PUC is

administering discount electricity and telephone available at
service programs for certain low-income and rural WWW.puc.state. 1x.us.

customers; and,

monitoring and participating in federal activities that affect the regulation
of the electricity and telecommunications industries in Texas.

Key Facts

Funding. PUC received a total of $180.4 million in fiscal year 2003.
Of this total, $12.1 million went to support the operations of the agency.
The large majority of the funds, more than $165 million, passed through
the agency to utilities to provide discounts for low-income electricity
consumers in areas with competition. These discounts are funded
through fees charged to customers in those same areas.

Staffing. The Commission has 210 employees, all based in Austin.

Electric Companies. In the 75 percent of the state open to competition,
PUC has registered 105 power generation companies, licensed 80 retail
electric providers, and regulates the rates and services of six transmission
and distribution utilities. PUC also oversees the Electric Reliability
Council of Texas (ERCOT) — the independent system operator that
coordinates activities of these participants in the deregulated electric
market. In areas of the state not yet open to competition, PUC regulates
the rates, services, and service quality of investor-owned electric utilities.
In fiscal year 2003, PUC conducted 20 electric rate cases.
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Telephone Companies. PUC certifies providers of local telephone
service, ensures that competitive companies have equal access to the
telephone network, and monitors the quality of telephone services
provided by Incumbent Local Exchange Companies, or ILECs.
Currently, 63 companies operate as ILECs and 487 operate as
Competitive Local Exchange Carriers, or CLECs. PUC also continues
to regulate the rates and services of ILECs that have not elected into
incentive regulation. However, PUC conducted no telephone rate cases
in 2003.

Rulemaking, Arbitrations, and Contested Cases. PUC establishes
rules for the electric and telephone markets and settles disputes between
companies through arbitrations and contested case proceedings. In fiscal
year 2003, PUC adopted 51 new or modified rules, issued final orders
tor 39 contested cases, and conducted nine arbitration proceedings.

Customer Protection and Enforcement. PUC educates the public
about electricity and local telephone services, and assists customers with
complaints. In fiscal year 2003, PUC received about 121,000 customer
calls, and informally resolved about 31,000 complaints. PUC also takes
formal enforcement action against violators of the Public Utility
Regulatory Act and PUC rules, including violators of the Texas No Call
List. In fiscal year 2003, PUC assessed $6.5 million in penalties against
electric and telecommunications companies in Texas.

Assistance Programs. PUC administers several programs to help
ensure access to basic utility services. The Low-Income Discount
Program provides discounts for about 700,000 low-income electricity
customers in areas open to competition, funded through fees charged
to customers in those areas. The Universal Service Fund offsets the
high cost of telephone service in rural areas of the state, and is funded
through fees on telecommunications providers. Relay Texas provides
telecommunications services for people with speech and hearing
impairments.

Major Events in Agency History

1975 The Legislature created the Public Utility Commission to regulate

various types of utilities, including telephone, electric, water and
sewer, and enacted the Public Utility Regulatory Act (PURA).

1985 The Legislature transferred water and sewer utility regulation from

PUC to the Texas Water Commission (now the Texas Commission
on Environmental Quality).

1987 The Legislature took the first step towards telecommunications

deregulation by requiring PUC to determine the existence, impact,
and scope of competition in the telecommunications industry.

1988 PUC established the Universal Service Fund to assist telephone

companies in providing basic local service at reasonable rates in
high cost areas, and to allow low-income consumers to receive basic
telephone service at reduced rates.
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1989

1995

1995

1996

1999

2001

The Legislature created Relay Texas, a statewide telephone
interpreting service for persons with hearing and speech
impairments, and placed it under the jurisdiction of PUC.

The Legislature enacted House Bill 2128, which encouraged local
competition for telecommunications services by removing barriers
to entry, decreased regulation of small local exchange companies
and cooperatives, provided incentive regulation for certain
companies willing to make infrastructure commitments, and
maintained commitments for universal service.

The Legislature enacted Senate Bill 373, which encouraged
competition in the wholesale electric market by allowing flexible
pricing for wholesale power rates, requiring comparable
transmission access and pricing, and allowing companies
independent of the integrated monopoly utilities to build and operate
power generation facilities.

Congress enacted the Federal Telecommunications Act, which,
similar to Texas’ own statute, opened local telephone markets to
competitive entry, promoted increased competition in markets that
were already open to competition (including the long distance
market), and reformed the federal system of universal service.

The Legislature enacted Senate Bill 7, which initiated the transition
to a competitive retail electric market while maintaining regulation
of transmission and distribution utilities, implementing consumer
safeguards, and requiring discounts for low-income customers.

The Legislature enacted the Texas Telemarketing Disclosure and
Privacy Act, which authorized PUC to create the Texas No Call List.

Organization

Policy Body

The Public Utility Commission is governed by three full-time
Commissioners who represent the general public and are not permitted to
have financial ties to the regulated industries. The Governor appoints

Commissioners for six-year terms and —
designates a Chair. Each Commissioner PUC Commissioners

is based in Austin. The chart, PUC Name Term Expires
Commussioners, provides information | Paul Hudson, Chair 2009
about each Commissioner. The | Julie Parsley 2005
Commission meets about every other [ yacancy 2007

week to set rules for competition in

the electric and telecommunications markets, issue final orders for contested
cases, consider the outcome of arbitration hearings that resolve disputes
between telecommunications providers, and adopt rules for agency programs
and services. Staft members from the Policy Development Division serve as
advisors to the Commission in contested case proceedings, and thus must
abide by ex parte communication rules when serving in this capacity.

*

The Legislature’s
introduction of
competition into the
electric and telephone
industries has shifted
PUC from rate
regulation to rule-
based vegulation.
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The Commission appoints an Executive Director to administer the daily
operations of the agency and coordinate the activities of agency staff.

Staff

The Public Utility Commission Organizational Chart depicts the agency’s
structure. The agency uses inter-departmental teams, drawing on employees
trom across the agency to carry out major Commission projects, contested
cases, and rulemakings. The agency’s 210 employees are located at the
headquarters in Austin.

Public Utility Commission
Organizational Chart

Commissioners

Executive Administration
Director General Counsel

Internal
Audit

Deputy

Executive
Director

Poli . Mark \ Financial Legal and Customer

olicy Electric et Telecom 1c eg ustome

Development . Oversight . Review Enforcement Protection
N Division L Division .. L L
Division Division Division Division Division

Appendix A compares the agency’s workforce composition to the civilian
labor force for the past three years. The agency has had some difficulty
meeting the statewide civilian labor force percentage for African Americans
and Hispanics in some categories.

Funding

Revenues

PUC received more than $180 million in revenue for fiscal year 2003, as
shown in the pie chart, PUC Sources of Revenue. The System Benefit Fund
accounted for 92 percent of the agency’s total revenue, while General

Revenue accounted for 6 percent. The

PUC Sources of Revenue System Benefit Fund is funded by a fee
FY 2003 paid by electricity consumers in areas with
Texas Emissions Reduction Plan retail competition. Within the last fiscal

System Benefit Fund
$166,077,418 (92%)

Total: $180,397,308

$3,055,906 (2%) year, legislation took effect that converted
the System Benefit Trust Fund to a
General Revenue Dedicated Fund. The
Texas Emissions Reduction Plan (TERD)
General Revenue funds are derived from a tax on certain
$10,804,905 (6%) diesel and gas-powered equipment, to
tund programs to promote cleaner air.

Appropriated Receipts
$459,079 (<1%)
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Expenditures

The pie chart, PUC Expenditures, depicts PUC Expenditures

the agency’s primary expenditures. The

largest single category, Electric Utility

Restructuring, used $165 million from

the System Benefit Fund to provide Electric Utility Restructuring
discounts for low-income electricity ~ $165201,575 (91%)
consumers. PUC also received $3 million

as part of TERP to fund energy efficiency

grants. The remaining $12 million pays

tor the agency’s operations.

FY 2003

Energy Efficiency Grants
$3,055,906 (2%)

Agency Operations
$12,139,827 (7%)

Total: $180,397,308

The pie chart, PUC Agency Operations, PUC Agency Operations

breaks out in greater detail how the agency FY 2003
allocates its funding across its core
tunctions. PUC devoted considerably
more than half of its funding to
competitive market oversight and utility
rate regulation. Investigations and
enforcement, along with customer

Market Competition
$4,101,617 (33%)

Indirect Administration
$2,376,920 (20%)

Investigations and Enforcement

$1,639,293 (14%)

education, received about another fourth y ) Customer Education
Utility Regulation $1,167,026 (10%)

of the budg;t, With the rerr'la%ning‘ 20 $2,854,971 (23%)
percent covering indirect administration.

The agency’s use of Historically Underutilized Businesses (HUBs) in
purchasing goods and services is detailed in Appendix B. Although the
agency has fallen short of statewide goals in some categories, its HUB
spending for commodities far exceeded the goal each year.

Agency Operations

To best understand PUC’s functions, the material below first describes
changes in each industry — electric and telecommunications — and PUC’s
shifting role in regulating them. The industry overviews are then followed
by a description of certain key PUC functions, such as contested case
proceedings, rulemaking, and customer protection, that relate to both
industries.

Electric Industry
State of the Industry

Texas businesses and residents consumed about $24 billion worth of
electricity in 2003. Residential consumers account for about 40 percent of
the demand for electricity, while commercial and industrial consumers
account for about 60 percent. Consumers receive electricity from an investor-
owned utility, a retail electric provider, a municipally-owned utility, or an
electric cooperative.

Utilities operating in the transmission network managed by the Electric
Reliability Council of Texas (ERCOT) supply electricity to 75 percent of
the geographic area of Texas (accounting for 85 percent of the demand for
electricity). ERCOT, one of 10 regional reliability councils in North America,

Total: $12,139,827

*

Texas consumed $24
billion worth of
electricity in 2003
with vesidentinl
consumers using 40
percent, and business
and industry using
the rest.
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F*

Until 1995, investor-
owned utilities
Jenerated,
transmitted, and
billed customers as
vertically integrated
monopolies under

PUC rate regulation.

*

In the ERCOT
competitive market,
electric utilities
dwided into separate
companies for
generation,
transmission, and
retail sales.

oversees the transmission of electricity within its network. While the Federal
Energy Regulatory Commission oversees all nine other councils, PUC has
exclusive regulatory authority over ERCOT because it operates solely within
Texas. Appendix C explains ERCOT in greater detail and shows a map of
the ERCOT service area.

Until 1995, all investor-owned utilities generated, transmitted, and billed
electricity to consumers as vertically integrated monopolies, and PUC
regulated all aspects of these monopoly operations, including rates and
services. In 1995, the Legislature opened the wholesale market in the
ERCOT area to competition by allowing new companies, independent of
the integrated utilities, to build and operate power generation facilities. In
1999, the Legislature initiated the deregulation of the retail electric market
in the ERCOT area by requiring investor-owned utilities in ERCOT to
divide into separate companies for power generation, transmission and
distribution, and retail service provision. Municipal utilities and electric
cooperatives in the ERCOT area were permitted, but not required, to opt
in to deregulation of their retail markets.

In the ERCOT area, retail electric providers (REPs) compete to buy
electricity from power generators at wholesale rates and sell to large and
small consumers at retail rates. Changes in the law encouraged competitive
REPs, unaffiliated with the previously integrated utilities, to enter the retail
market to compete against the affiliated REPs, which retained the vast
majority of small consumers at the start of competition. The Legislature
directed PUC to fix the rates an affiliated REP could charge residential and
small commercial consumers to protect those customers during the transition
to a competitive retail market. The rate, called the Price to Beat, may only
be adjusted by PUC to reflect changes to the price of natural gas. This fixed
rate allows competitive REPs to compete with affiliated REPs by charging
lower prices for the same amount of electricity.  When the Price to Beat
tully expires on January 1, 2007, all REPs will be free to change their retail
rates based on competitive market forces.

The utilities in the areas of Texas outside ERCOT connect to multi-state
transmission networks, do not have competitive retail markets, and are
rate regulated. PUC and the Federal Energy Regulatory Commission jointly
regulate the utilities in those areas. Once the non-ERCOT areas overcome
tinancial, organizational and technical hurdles, they may also transition to
competition.

Competitive Electric Market

The chart, Competitive Electric Market Sectors, describes the various sectors
of the market and the regulatory activities performed by PUC for each
sector. PUC has varying degrees of oversight over the sectors, from
registering power generation companies and licensing retail electric providers
to full rate regulation of transmission and distribution utilities. PUC’s key
responsibilities related to the oversight of the wholesale and retail markets
are described below.

e Wholesale Market Oversight. PUC monitors activities of participants
in the ERCOT wholesale market to ensure that all participants are
obeying PUC and ERCOT rules. PUC investigates activities that may
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Competitive Electric Market Sectors

Type of Entity Function Number Examples PUC Role
Electric Ensures the safety and reliability of the 1 N/A Reviews and approves ERCOT operating
Reliability transmission network. Acts as the rules on appeal. Authorizes
Council of Texas |Independent System Operator (ISO) changes to ERCOT fees. PUC Chair
(ERCOT) to ensure fair access to the network serves as a non-voting member of the
by competing market participants. governing board.
Power Generation | Generates electricity. Operates in a 105 TXU Energy Registers each company. Monitors
Company competitive wholesale market. Production, Texas | each company to ensure that
(PGC) Genco Holdings, | no single company owns more than 20
EPL Energy percent of generating capacity
statewide. PUC does not regulate
rates, monitor service quality
performance, or siting of facilities.
Transmission Delivers electricity from generators 6 Oncor, CenterPoint, | Regulates wholesale transmission rates
and Distribution | to consumers. Operates as a AED Texas Central |in areas open to retail competition.
Utility monopoly in its service area. Ensures open access to all PGCs and
(TDU) REPs. Monitors performance in meeting
service quality and customer protection
standards. Approves siting of new
transmission facilities and changes
to service area.
Retail Electric Purchases wholesale electricity from 80 TXU Energy Licenses each company. Reviews
Provider generators to resell to retail consumers. Retail, Reliant financial, managerial, and technical
(REP) Bills consumers for use of electricity Energy, Green capacity before approving a license.
and functions as the point of contact Mountain Energy | Monitors performance in meeting service
for electricity consumers. Operates quality and protection standards.
in a competitive retail market. Authorizes changes to the Price to Beat
rates (unique to each REP) until 2007.
PUC does not regulate rates other than
the Price to Beat.
Power Marketer | Purchases wholesale electricity for resale 121 Coral Power LLC, | Registers each company.
at wholesale rates, without owning Mirant Energy
power generation or transmission and Marketing
distribution capacity.
Power Aggregator | Negotiates bulk purchases of 170 Cities Aggregation | Registers each company.
electricity from REPs on behalf of Power Project
multiple customers.

be in violation of the rules, and takes formal and informal actions to
enforce the rules if violations are found. PUC also participates in
ongoing changes to the design of the market undertaken by ERCOT.

Retail Market Oversight. PUC participates in the development of
retail market rules for the ERCOT area, and ensures that retail market
participants comply with the rules. PUC also designates a Provider of
Last Resort (POLR) in each transmission and distribution service area
within ERCOT to serve customers if a retail electric provider can no
longer provide service, and sets the rates charged to POLR customers.

Low-Income Discount Assistance. As part of the deregulation of
the electric industry, the Legislature charged PUC with administering
an assistance program for low-income electricity customers in the
ERCOT area. The program, funded by the System Benefit Fund,
provides discounts to customers with incomes equal to or lower than
125 percent of federal poverty guidelines. Customers are automatically
enrolled if they receive food stamps from the Department of Human
Services (DHS) or medical assistance from any State health and human
service agency; customers may also self-enroll in the program if they
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*

PUC continues to

rate-vegulate utilities
outside the ERCOT
area.

meet the income threshold. In FY 2003, PUC spent $165 million to
provide a 17 percent discount on the rates charged to about 700,000
customers. Based on current appropriations, PUC has reduced the
discount to 10 percent.

Customer Education - Texas Electric Choice. PUC administers a
customer education program, funded by the System Benefit Fund, to
inform Texas residents of their rights and opportunities in a competitive
electric market. Before the opening of retail competition in the ERCOT
area in 2002, PUC implemented an extensive advertising campaign,
including television and radio commercials, to establish customer
awareness of the competitive market. Today, PUC networks with
community groups and funds a Web site [www.powertochoose.org] and
call center to provide consumer information in English and Spanish.

Energy Efficiency. To promote energy efficiency among electricity
consumers, PUC requires transmission and distribution utilities in the
ERCOT area and integrated utilities outside ERCOT to provide
incentives for energy efficiency activities in their service areas. Ultilities
offer fixed rate incentives to customers or to energy service companies
to install energy efficient equipment or renovate facilities. In FY 2002,
utilities spent $35 million on energy efficiency incentives to reduce
growth in demand by 276,000 megawatt hours, enough to power about
20,000 homes for one year.

Non-Competitive Electric Markets

Integrated Utilities Outside ERCOT. PUC regulates rates and
monitors service quality standards for the four investor-owned utilities
operating as integrated monopolies outside the ERCOT area. PUC
sets rates through contested case proceedings, as described in the section
entitled Contested Case Proceedings. When setting rates, PUC must
determine an appropriate cost of service and rate of return for a utility,
and allocate rate costs by customer class. PUC also reviews and approves
proposals for new transmission facilities by the utilities.

Municipal Utilities and Electric Cooperatives. PUC does not regulate
the rates or service standards for municipal utilities and electric
cooperatives. However, in the ERCOT area, PUC regulates the
wholesale transmission rates charged to utilities and cooperatives by
transmission and distribution utilities. While none have done so to
date, if a municipal utility or electric cooperative chooses to open its
service area to competition, PUC would impose a code of conduct to
guide the utility or cooperative through the transition to competition.
PUC also hears appeals of rate changes affecting customers of municipal
utilities who live outside the limits of the municipality.

Telecommunications Industry

State of the Industry

Nearly 95 percent of households in Texas have telephone service. PUC
oversees the telephone companies that provide local services to those
customers. Local telephone providers fall into one of two main categories:
Incumbent Local Exchange Companies (ILECs) — the telephone companies
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that held certificates issued by PUC on or before September 1, 1995 — and
Competitive Local Exchange Carriers (CLECs) — certificated by PUC to
provide local exchange telecommunications service in Texas after September
1, 1995. Currently, PUC oversees 63 ILECs and 487 CLECs. For a list of
telecommunications services PUC does not regulate, see the textbox,
Telephone Services Not Overseen by PUC.!

Competition in the telephone market was non-existent until the mid-

Not Overseen by PUC

Telephone Services

1980s, when the U.S. Justice Department issued an order breaking up
AT&T, the monopoly provider of local and long distance services. The
order created Regional Bell Operating Companies, like Southwestern
Bell Telephone Company (now known as SBC), authorized them to
provide local service subject to state regulation, but prohibited them from
providing long distance services outside of defined regions and across

¢ Long Distance Services
o Cellular Services

o Paging Services

o Yellow Pages

o Cable Television

o Wireless Services

state lines.

In 1995, the Texas Legislature opened the local telephone market to
competition. The law allowed CLECs to enter the telecommunications
market after obtaining a certificate from PUC, and required all
telecommunications providers to interconnect their networks with one
another. One year later, Congress passed the Federal Telecommunications
Act (FTA), which closely paralleled the Texas law by opening local telephone
markets nationwide to competition. Among other things, the FTA obligated
Regional Bell Operating Companies to open their networks to local
competitors, and in return, allowed them to seek approval from the Federal
Communications Commission (FCC) to enter the long distance market.
Eager to offer one-stop shopping to Texas customers, SBC was the second
Regional Bell Operating Company to apply for, and win, long distance
approval.?

Subsequent Texas legislation further defined the competitive market by
affording ILECs the opportunity to elect into a reduced regulatory
tramework. The law allowed electing ILECs to obtain certain benefits,
including flexible pricing of individual services and packages and an expedited
review process for the introduction of new services. While several ILECs,
known as Chapter 58 and 59 companies, have elected into incentive
regulation, many of the smaller ILECs have remained under rate regulation.
The chart, Regulatory Categories for Local Exchange Companies, outlines the
different regulatory designations available to local telephone companies,
the number of providers in each category, and the benefits and obligations
imposed by the designations.

To date, ILECs have maintained a dominant presence in the Texas local
telephone market, continuing to serve about 83 percent of the market and
earning $2.2 billion in revenues in 2002. CLECs’ market share totaled 17
percent, with revenues of $536 million.

Wholesale Telecommunications Market

The introduction of competition in the telecommunications market placed
new responsibilities on PUC. The Federal Telecommunication Act requires
telecommunications carriers to interconnect with the facilities and equipment
of other carriers. In addition, ILECs must allow competitive carriers access
to the telephone network to provide services. Unlike the structural

*
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Regulatory Categories for Local Exchange Companies

Rate-of-
PURA | Type of Return Other
Category| Cite Utility Number | Regulation Benefit of Category Requirements Example

Ch. 52| ILECs that 44 Yes May offer new services and N/A Comanche County
have not exercise pricing flexibility Telephone
clected into (including packages and Company
incentive promotions) 10 days after filing
regulation an informational notice with

PUC; new services must be
priced at or above the long run
incremental cost (LRIC).

Each regulated service offered
separately or as part of a package
must be priced at the tariffed
rate or at a rate not lower than
LRIC. May exercise Ch. 52 rate
increases with PUC approval.

Ch. 53| Partially 5 No Extensive latitude to introduce N/A Central Texas
Deregulated new services, and change rates, Telephone
Cooperatives terms, and conditions of service. Cooperative

Incumbent| Ch. 58| ILECs 6 No Basic network services are rate | Provide private | SBC
Local clecting capped until September 1,2005. | network services
Exchange into May change rates or terms of and meet
Companies incentive nonbasic services 10 days after | infrastructure
(ILEC) regulation filing an informational notice needs of
with PUC; services must be hospitals,
priced above LRIC. educational
institutions, and
May offer new services and libraries. Other
exercise pricing flexibility technology-
(including packages and related
promotions) 10 days after filing | infrastructure
an informational notice with goals.
PUC; new services must be
priced at or above LRIC.
Packages containing network
and nonbasic services must
meet specific criteria.

Ch. 59| ILEGCs 8 No Each regulated service offered | Provide private | Kerrville
electing separately, or as part of a network services| Telephone Co.
into package, must be priced at the | and meet
incentive tariffed rate or at a rate no infrastructure
regulation lower than LRIC. May offernew | needs of

services and exercise pricing hospitals,
flexibility (including packages | educational
and promotions) 10 days after | institutions, and
filing an informational notice libraries.
with PUC; new services must
be priced at or above LRIC.
Competitive Ch. 52| Competitive| 487 No May change rates or terms of N/A AT&T
Local companies services by filing a tariff, schedule,
Exchange or list of prices with PUC;

Carriers filings not subject to review.

(CLEC) Prohibited from charging
excessive access charges.
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separation of the wholesale and retail markets that occurred with electric
deregulation, ILECs serve as both wholesale and retail providers. As a
result, PUC must closely monitor the wholesale telecommunications market
to ensure that all telephone providers have an equal opportunity to compete.
These activities are described below.

Approval of Interconnection Agreements. Federal law requires the
terms and conditions of network access to be outlined in formal
interconnection agreements and has delegated the approval of negotiated
interconnection agreements to PUC. As shown in the table, Types and
Number of Intevconnection Agreements, parties often develop
interconnection agreements through voluntary negotiations.

Types and Number of Interconnection Agreements

Negotiated Agreements/ | Requests for Requests for
Year Contract Amendments/T2A Arbitration Dispute Resolution

FY 2001 282 16 16

FY 2002 360 9 10

FY 2003 486 4 27

When carriers cannot mutually agree on terms, PUC arbitrates the
disputed issues, ensuring that the conditions imposed on parties conform
with federal requirements.* PUC staft generally serve as the arbitrators
in a proceeding. Staff submit a proposed decision to the Commission
outlining the disputed issues, parties’ positions, arbitrators’ decisions
and rationale. Any interested party may file written comments about
the decision. The Commission must issue a final decision within 30
days and may reject, approve, or modify staff’s proposed decision.
Parties may appeal the Commission’s decision to district court.

Wholesale Market Oversight. The interconnection and network access
obligations imposed by the FTA primarily impact SBC, as the leading
local telephone provider in Texas. PUC monitors SBC’s compliance
with network access requirements through performance measures
outlined in a contract referred to as the T2A. In accordance with terms
of the T2A, SBC provides the Commission and affected CLECs with
monthly data for each measure, calculates the monies owed for missed
measures, and remits those amounts to the appropriate parties.

A remedy plan, also in the contract, requires SBC to pay damages to a
CLEC for non-compliance with customer-aftecting measurements (Tier
1 payments); and to make payments to the State for non-compliance,
tor three consecutive months, with customer and competition affecting
measurements (Tier 2 payments). Through the end of 2003, SBC paid
$21 million in Tier 1 payments to CLECs, and $10.3 million in Tier 2
payments to the State, for a total of $31.3 million. SBC forwards Tier
2 payments to the Comptroller, who then deposits them in the General
Revenue fund. The T2A expired on October 13, 2003, but has been
temporarily extended until a new contract can be adopted. Arbitration
proceedings to establish a successor agreement are currently in progress.

F*
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PUC can take
enforcement action to
ensure that phone
companies meet
PUCs standards for
quality vetoul services.

Municipal Rights-of-Way Compliance. In 1999, the Legislature passed
a bill to create a uniform system for compensating cities for use of their
rights-of-way (ROWs) by telecommunications providers, and authorized
PUC to implement rules to carry out the legislation. PUC established
rates, based on a fee-per-access line method, and now monitors
telecommunications providers’ compliance with line count filing
requirements. PUC takes enforcement action against providers that
fail to file accurate and timely reports, with penalties ranging from $500
to $5,000. Currently, 1,135 of the 1,210 municipalities in Texas, and
530 telecommunications providers are participating in the program.

Building Access. The Public Utility Regulatory Act affords building
tenants the right to select the telecommunications provider of their
choice, and provides for the non-discriminatory treatment of the
telecommunications provider by the property owner. Through rule,
PUC ensures telecommunications providers have access to properties
to provide telecommunications services upon tenant request In the
event the parties fail to reach consensus, the rule also provides for dispute
resolution before PUC.

Retail Telecommunications Market

PUC oversees retail services to ensure that Texans have access to quality
telecommunications services that are reasonably priced. In doing so, PUC
oversees the following activities.

Market Entry. Telephone companies, both ILECs and CLECs, must
have a certificate issued by PUC to operate and provide
telecommunications services in Texas. PUC reviews applications to
ensure companies have the proper technical and financial qualifications,
as well as the ability to meet retail service quality standards established
by the Commission. While staff handle most applications
administratively, applications opposed by a party are handled as contested
cases. PUC requires CLECs to offer services within four years of
certification, and update contact information annually. In 2003, PUC
granted 30 applications to new competitors entering the market.

Retail Service Quality. PUC requires ILECs to offer continuous and
adequate basic local phone service in their certificated areas, and to
meet standards for quality retail service. ILECs must submit quarterly
reports detailing monthly performance in categories such as
provisioning, maintenance and repair, and transmission quality. A
company that falls below the benchmark could be subject to enforcement
action if it fails to resolve the deficiency.

Information Filings. Although ILECs electing into incentive regulation
are not subject to rate of return regulation, PUC requires them to file
price changes to ensure customers are being charged just and reasonable
rates. Price caps, established in law, dictate the price of basic network
service; however, electing ILECs may offer packages and promotions
10 days after filing an informational notice with PUC. Prices may not
be preferential, prejudicial, discriminatory, predatory or anti-competitive,
and must be priced at or above the long run incremental cost of providing
the service. Tariff filings are presumptively valid, and do not require
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PUC consent. However, any affected party, including PUC staff, may
tile a complaint challenging whether the filing complies with laws and
rules.

o Texas Universal Service Fund. The Legislature created the Texas
Universal Service Fund (TUSF) in 1987 as a competitively neutral
mechanism to enable all residents of the state to obtain basic telephone
services at an affordable rate, and delegated administration of TUSF to
PUC. Telecommunications providers pay into the fund an assessment
imposed on all local, long distance, pager, wireless, and other
telecommunications services, except pay telephone service. Providers
may pass this fee on to their customers. The current assessment equals
3.6 percent of each telecommunications provider’s taxable receipts and
the fund contains about $600 million.

PUC has delegated the day-to-day administration of TUSF to the
National Exchange Carriers Association (NECA). Under the contract,
NECA collects the assessment from each telecommunications provider
and distributes funds to eligible companies. Currently, the fund supports
the following key programs:

e High Cost Plan — support for companies that provide basic
telecommunications service in high cost rural areas;

e Lifeline and Link Up Programs — provides a discount on monthly
local service rates and installation charges to qualified, low-income
customers; and,

e Relay Texas and the Specialized Telecommunications Assistance
Program (STAP) — support for a telecommunications relay service
for persons with hearing or speech impairments, and reimbursement
to vendors and service providers that offer reduced rates for
telecommunications equipment and services for those customers.

As evidenced in the pie chart, TUSF
Disbursements by Program, the High
Cost Plan receives the largest Small and Rural ILECs
disbursement from TUSE followed by $100,447,215 (A17%)
Relay Texas/STAP, and Lifeline and

Link Up. Inaddition, certain agencies,

including PUC and NECA, recover

costs incurred in administering the  High Cost Plan
program. SBC, Verizon, and Valor $443:032847(77%)

Administration

*

The $600 million
Universal Service
Fund helps all Texans
obtoin basic telephone
services at veasonable
rates.

TUSF Disbursements by Program

Texas Relay Service/STAP
$13,852,194 (2%)

Lifeline-Link Up
$17,664,460 (3%)

Other
$6,377,745 (1%)

Telecommunications receive the largest $1,986,138 (<1%)

portion of TUSF monies, each Total: $583,360,599
receiving more than $100 million in
2002.

Rate Regulation of Telecommunications Companies

The degree of PUC rate regulation or oversight of an ILEC depends upon
the company’s certification or election under PURA. ILEGCs that have not
elected into incentive-based regulation continue to be subject to full rate of
return regulation. PUC determines the amount of revenue the company
needs to provide services, including an appropriate rate of return. Once
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SOAH judges hear
most PUC cases, but
PUC Commissioners

make all final
decisions.

*

PUC promotes o
consensus approach to
rulemaking, using
workshops to solicit
input early in the
process.

PUC sets the overall revenue requirement, it then allocates costs across
customer classes to produce that level of revenue. For a utility to change
rates, it must seek PUC approval. PUC has not held rate cases for any of
the 44 rate-regulated ILECs in recent years.

Contested Case Proceedings

PUC uses contested cases to address issues regarding a specific electric or
telecommunications company, or to settle disputes between companies and
other parties. A contested case may be initiated to contest a company’s
application for certification, to contest a change in regulated rates or service
areas, or to file a formal complaint against the company. PUC also initiates
contested cases to enforce administrative penalties against entities under
the Commission’s jurisdiction.

Administrative law judges at the State Office of Administrative Hearings
(SOAH) conduct most contested case proceedings, including all enforcement
actions. In fiscal year 2003, SOAH judges heard 34 PUC cases. A SOAH
judge presides over a contested case hearing and issues a proposal for decision
with a recommendation for how PUC should decide the case. SOAH sends
the proposal to the PUC Commissioners, who issue a final decision that
may or may not concur, in part or as a whole, with SOAH’s recommendation.
A party may appeal a final decision by PUC to state or federal court.

In addition, PUC Commissioners may directly preside over some contested
cases without sending them to SOAH, such as cases that have important
policy implications. In fiscal year 2003, the Commissioners heard five cases.
If a formal complaint does not involve a dispute over the facts of the case, a
PUC administrative law judge may review the case based on existing laws
and rules. The PUC judge would recommend an outcome to the
Commissioners, who make the final decision in an open meeting.

In contested case proceedings, PUC staft with legal, financial, or technical
expertise participate as a party to the case, on behalf of the public interest.
PUC interprets the concept of the public interest, mentioned but not defined
in statute, as achieving a balance among the interests of utilities, consumers,
and other parties involved in a case. Staff participating on behalf of PUC
are not permitted to discuss the case with the Commissioners or staft of
the Policy Development Division who assist the Commissioners in making
their final decision on the case.

Rulemaking

PUC uses rulemaking proceedings to implement laws, policies, and other
agency requirements regarding both the electric and telecommunications
industries. Rulemakings may be initiated at the request of the Commission,
PUC staft, or any interested party. In FY 2003, the Commission adopted
51 new or modified rules.

PUC follows standard rulemaking procedures established in the
Administrative Procedures Act. In addition, PUC has adopted a negotiated
rulemaking process, which promotes a consensus-based approach to
rulemaking. PUC makes extensive use of workshops and pre-publication
‘strawman’ proposals, and although not required for all rulemakings, PUC
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routinely schedules public hearings on almost all proposed rules to allow
an opportunity for oral comments from persons who do not wish to file
written comments. PUC publishes notice of all workshops and public
meetings in the Texas Register, on the agency’s Web site, and in the PUC
Update, a weekly publication providing information about PUC activities.
Interested parties may also subscribe to an online list server to keep current
on rulemaking projects.

Customer Protection

PUC has greatly expanded its customer protection efforts, in both the electric
and telecommunications industries, as a result of deregulation. These efforts
include:

Texas No Call List
In 2001, the Legislature created the
Texas No Call List and required PUC

e informing and educating the
public about their rights and

safeguards under the law;

e operating a call center to
answer questions and respond
to complaints; and

e administering a program to
help reduce unsolicited
telemarketing  calls, as
described in the textbox, Texas
No Call List.

PUC receives, investigates, and helps
consumers resolve complaints

to compile a database of names and
telephone numbers of people in this
state who object to receiving unsolicited
telemarketing or telephone calls.
Telemarketers may not contact people
whose names appear on the list, unless
they qualify for one of the exemptions
allowed by law. As of November 2003,
983,894 phone numbers were
registered on the No Call List.

Since the effective date of the first No
Call List on July 1, 2002, PUC has
received 3,800 complaints. In 2003,
PUC referred 33 cases, addressing

against telephone and electricity
service providers through an
informal resolution process.
Customers may make inquiries,
provide opinions about telephone and electric service, or file complaints through
a toll-free customer assistance hotline, or by mail, email, or fax. In fiscal year
2003, PUC received more than 121,000 customer contacts, including almost
30,000 complaints. The pie charts, Telephone Complaints and Electric Complaints,
provide a breakdown of the types of complaints received about each industry;
but does not include complaints related to the No Call List.

more than 800 individual complaints,
to the Office of the Attorney General
for prosecution.

Telephone Complaints Electric Complaints

FY 2003 FY 2003
Billing Discontinuance of Service
3,159 (20%) Discontinuance of Service 3,051 (22%)
1,009 (6%) Service Provisions Cramming
1,914 (14%) 318 (2%)
Cramming Quiality of Service
3,448 (22%) 271 (2%)
Other Slamming Slamming
164 (1%) 4,976 (31%) 1,353 (10%)
Service Provisions Total: 13,733
2,508 (16%) _ _ Total: 15,956 Other Billing
’ Quality of Service 237 (2%) 6,589 (48%)

692 (4%)
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Intake

As illustrated in the flow chart, Informal Complaint Process, PUC tracks all
information received from callers. Intake staff forward inquiries and
opinions to the appropriate PUC division or service provider for follow-up
and forward complaints to staff investigators. The investigators notify the
service provider of the complaint and require the company to submit a
written response within 21 days. Staft work with the complainant and the
service provider to informally resolve the complaint. In 2003, PUC arranged
for $2.7 million in refunds for customers through this process.

Informal Complaint Process

Investigation Resolution

o Complaints > Data entry

> PUC staff review and assess:

yes —> e Letter to customer

Rule

o Inquiries
o Opinions

H*

In 2003, PUC
arvanged for $2.7
mullion in customer

refunds.

e Customer information . . e Enter results in database
o violation? )
o Utility response o Legal & Enforcement

investigate certain violations

‘ v

‘ Letter to customer & utility

e Email/letter to utility

e Answer inquiries and opinions

PUC seeks to resolve all informal complaints within 48 days. In fiscal year
2003, PUC averaged 35 days. PUC staft resolve 99 percent of complaints
through the informal complaint process, either through corrective action
taken by the service provider, or a determination by staft that the service
provider did not violate laws or rules. Staft advise customers of their findings
and of their right to file a formal complaint with PUC if they are not satistied
with the outcome. In fiscal year 2003, customers filed 36 formal complaints.
Regardless of the action taken by the service provider or customer,
investigators note the outcome in PUC’s database for tracking purposes
and possible further investigation by Legal and Enforcement staft.

Enforcement

Enforcement staff investigate violations and conduct enforcement actions
against electric and telecommunications companies suspected of violating
state laws or PUC rules. The flow chart, PUC Enforcement Process, illustrates
the agency’s enforcement procedures. Enforcement staff follow-up on
selected complaints to determine if the company has violated state law or
PUC rules. Staff focus on violations that result in serious harm to the
customer or market, or that represent a trend of similar violations by a
company. Due to resource limitations, enforcement staft do not pursue
minor or isolated violations.

To initiate enforcement action, staff send a notice of violation to the company.
The notice describes the specific rule violation and administrative penalties
approved by the executive director. An administrative penalty may not
exceed $5,000 per day, per violation. The notice gives the accused party
three options: pay the penalties, request an informal settlement conference
with PUC staft, or request a formal hearing with SOAH. If the company
accepts the settlement, the penalties must be paid within 30 days after the
Commission’s order imposing the penalties is final.®
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Enforcement staff conduct PUC Enforcement Process
informal settlement conferences

— the most common method of Legal.&Enforcement DiVisipn
. . Investigates Selected Complaints

resolution - but the final

settlement must be approved by ¢

the Commission. If not settled,

enforcement cases must go to

Rule Violation Found

SOAH for a hearing.” The ¢
Commission reviews the SOAH Administrative Penalty Calculated
ruling, and issues an order Notice of Violation Sent
imposing a penalty if a violation ¢
occurred. Ifa party disagrees with Violator Chooses
the Commission order, the party Method of Disposition
may seek judicial review under the i )
substantial evidence rule. )
Pay Full Amount of Request Informal Request Formal
In 2002 and 2003, enforcement Administrative Settlement Conference Contested Case
staff issued seven notices of Penalty Assessed at PUC Hearing at SOAH

violation, all of which staff

resolved through settlement conferences. The violations, which involved
thousands of customer complaints, resulted in PUC assessing $7.5 million
in administrative penalties.®

1 Although PUC does not have jurisdiction over long distance services, state law requires the 1,300 long distance carriers
operating in this state to register with PUC. PUC uses the registration information for enforcement purposes, primarily to enforce
slamming and cramming laws. PUC also has limited regulatory authority over pay telephone providers, operator service providers,
and operators of automatic dial announcing devices.

2 Bell Atlantic, the Bell Operating Company for the state of New York, was the first to gain FCC approval.

3 Texas Senate Bill 560, 76th Legislature (1999).

4 While arbitrations relate to new terms or entirely new agreements, post interconnection disputes involve interpretation or
enforcement of existing terms and conditions.

5 Texas Utilities Code, sec. 15.023(b).
6 Texas Utilities Code, sec. 15.025(a).
7 Texas Utilities Code, sec. 15.024(f).

8 The total dollar amount excludes penalties imposed as a result of telecommunications providers noncompliance with right-of-
way access line reporting and T2A performance measures.
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IssUE




Issue 1 —

Due to Significant Changes in Utility Regulation, Texas No
Longer Needs a Stand-Alone Agency to Advocate Solely on Behalf
of Residential and Small Commercial Consumers.

Summary

Key Recommendations

e Abolish the Oftice of Public Utility Counsel.

e Transfer the responsibility for independent representation of residential and small commercial
consumers in utility rate cases to the Office of the Attorney General.

e Transfer OPUC’s remaining consumer representation functions to the Public Utility Commission.

e Require PUC staft to evaluate and report findings related to the impact on residential and small
commercial ratepayers for each decision by the Commission and the Electric Reliability Council
of Texas.

e Replace OPUC’s role on the Electric Reliability Council of Texas Board with a consumer
representative appointed by the Governor.

