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    Traditionally, the U.S. electric utility industry has been subject to a comprehensive system of government
regulation. The retail prices charged by the vertically integrated utilities have been set by state regulatory
authorities, who also monitored utility planning efforts, approved new services, reviewed utility investments in
new generation and transmission facilities, and enforced quality of service standards. Federal or state agencies
regulated pricing in wholesale markets. Prices were established so as to permit utilities an opportunity to recover
their reasonable and necessary costs of business and earn a reasonable return on prudent investments. 
    In the 1980s, policymakers and economists increasingly questioned the need for regulatory oversight of some
utility functions. Particularly in Texas, the potential for competition in the generation of electricity had become
greater. In the late 1970s, federal legislation guaranteed a market for the excess electricity generated by
qualifying cogeneration facilities (i.e., facilities that efficiently produced steam for an industrial process, as well
as electricity). Consequently, the share of electricity produced by non-utilities in Texas increased to more than
10 percent by the early 1990s. Competition in generation markets was further advanced by resource planning
rules requiring utilities to solicit competitive bids for resources before pursuing new power plant construction
projects. 
    It also became apparent that competition could be introduced into the retail sector if the existing "wires"
infrastructure (transmission and distribution lines) could be made available to retailers on a nondiscriminatory
open-access basis. Customers could then choose among a number of retail electricity providers in the same
manner as they were permitted to select among long-distance telecommunications providers when the wires
infrastructure of the telephone industry attained common carrier status. 
    Beginning in the mid-1990s, states with high energy costs (notably, the northeastern states and California)
announced plans to restructure their electricity markets in hopes that greater competition would lead to lower
costs and greater choices for consumers. These announcements followed restructuring initiatives in a number
of other countries, including Norway, England and Wales, Indonesia, Chile, Argentina, Spain, Australia, New
Zealand, and Brazil. With the May 1999 approval of an industry restructuring plan in the state legislature,
Texans can also expect to see changes their electricity market. How will these changes affect current prices (see
Table 1, Table 2, and Table 3) in particular and the Texas industry in general?

Senate Bill 7 
    Senate Bill 7 (S.B. 7) was introduced by Senator David Sibley at the start of the 76th session of the Texas
Legislature and was revised extensively by the House State Affairs Committee, chaired by Representative
Steven D. Wolens. (The objective of S.B. 7 was concisely summarized in the bill.1) Under the plan, customers
of most of the investor-owned utilities in Texas will be permitted to choose among various retail electricity
providers beginning in January 2002. Some pilot customer choice programs will begin earlier. Rural electric
cooperatives and municipal utility systems can either elect to participate in the plan (opt in) or decline to
participate (opt out). In some areas of the state, where transmission constraints are likely to hamper
competition among power generators (e.g., the Panhandle region and El Paso), customer choice may be
introduced at a later date. 
    However, before customer choice is initiated anywhere, vertically integrated utilities will be required to
separate or "unbundle" their operations into separate generation, "retail electricity provider," and transmission
and distribution entities. Transmission and distribution activities will continue to be regulated. Generation and



retail activities will be largely deregulated, although certification requirements and various safeguards will be
imposed. Limitations will be placed on the exchange of information and personnel between regulated and
competitive activities. Other key features of the plan include the following: 
 

the Public Utility Commission of Texas (PUC) will designate "providers of last resort" to ensure that all
Texans continue to have an opportunity to receive electric service;
metering will eventually be provided on a competitive basis;
no generator will be permitted to control more than 20 percent of the installed generating capacity in a
market;
the larger utilities will be required to auction off "entitlements" to a share of their generating capacity;
ten percent of the growth in electricity demand will be met through energy efficiency;
retail electricity providers must make at least 5 percent of their sales to residential customers or face a
penalty;
the state’s renewable energy generating capacity will increase by 2000 megawatts by 2009;2

a Systems Benefit Fund will be established to fund programs to assist low-income families, provide
customer education regarding customer choice, and compensate local school districts for any tax losses
resulting from the legislation;
other delivery charges will be assessed to compensate the owners of the transmission and distribution
system for its use, fund the installation of scrubbers to reduce air emissions on lignite and coal-fired
plants that were "grandfathered" from recent environmental regulations, and enable utilities to recover
"stranded costs" (investments that are unlikely to prove economical in a more competitive market);
targets will be established for emissions reductions from the grandfathered lignite and coal-fired power
plants.

Impacts on Energy Consumers 
    Electric utility restructuring will provide new choices for consumers in Texas, the nation’s leading state in
electricity consumption and production. Out-of-state utilities, power marketers, and businesses completely
outside of the energy industry are positioning themselves to become retail electricity providers in the Texas
market. The state’s investor-owned utilities will soon compete outside of their traditional service areas. 
    To distinguish themselves from their competitors, various retail electricity providers will offer unique service
packages. Promotional packages might include, for example, environmentally friendly green power, energy
efficiency services, convenient payment plans, or even frequent flier miles or free electric appliances. The
largest electric utility in the state, TXU (formerly TU Electric Company), has announced that it will offer a
package of services including electricity, natural gas, telephone, cable, and home security to occupants in a new
business and residential development outside of Austin. 
Electricity prices will be affected by restructuring. The non-fuel portion of electricity prices charged by the
state’s investor-owned utilities to all customer classes will be frozen until the start date for competition. 
    The future pattern and components of residential electricity prices are depicted in the figure. After the rate
freeze period, the retail electricity provider affiliated with the incumbent utility will be required to reduce the
electricity prices paid by residential and small commercial customers by 6 percent, thus establishing a
benchmark "price to beat" for potential competitors. This price to beat will remain in effect for 36 months or
until the retail electricity pro-vider loses at least 40 percent of its residential and small commercial customer
load to competitors. After either of these events occur, the price to beat establishes only a ceiling, and the retail
electricity provider affiliated with the incumbent utility may reduce prices. A retail electricity provider
associated with an incumbent utility failing this "40 percent market test" by 2004 will forfeit a portion of the
"incumbency assessment" identified on the figure. After 2007, the ceiling disappears. 
    The exact components of the total residential price will vary by utility. These charges will be set by the
Public Utility Commission (PUC) before the start of customer choice and will be revisited during a "true up" (a
reconciliation of costs) around 2004. 
    It is less certain what will happen to the electricity prices paid by industrial energy consumers during this
price-to-beat period. No price to beat was established for larger electricity users. Some costs associated with
power plant investments that are unlikely to prove economical in a competitive market will be shifted from
residential customers to industrial energy consumers under the legislation. This reallocation of stranded costs
will hit industrial consumers taking interruptible service particularly hard. Some fear that further cost shifting
will be attempted in order to provide residential and small commercial customers with the rate discounts
contemplated in the bill and to fund energy efficiency initiatives. Other analysts believe that larger energy



consumers will nonetheless be able to purchase power at attractive rates from alternative suppliers. Prices paid
by customers who exercise their option to change to a different retail electricity provider and the prices offered
following 2007 will be established by market conditions and the negotiation skills of energy consumers.

The Challenges Ahead 
    While S.B. 7 provides a very detailed blueprint for introducing competition into the Texas electric utility
industry at the retail level, successful implementation will require numerous rule-making proceedings at the
PUC and actions by the market participants. Yet the challenges ahead will prove less formidable due to the
successes of Senator Sibley and Representative Wolens in garnering support for their restructuring plan among
a very diverse crowd of stakeholders and achieving near-unanimous passage in both houses of the legislature.

Notes

1. S.B. 7, Chapter 39, Subchapter A. From the bill: "The legislature finds that the production and sale of electricity is not a monopoly
warranting regulation of rates, operations, and services and that the public interest in competitive markets requires that, except for the
transmission and distribution services and for the recovery of stranded costs, electric services and their prices should be determined by
customer choices and the normal forces of competition." 
2. Renewable energy includes solar power, wind power, hydropower, and a number of other technologies that do not rely on fossil fuels
to generate electricity. 
 

The two primary architects of the restructuring legislation, Senator David Sibley and Representative Steven D.
Wolens, were interviewed for this article and their contributions are gratefully acknowledged. Any errors are
the sole responsibility of the author. 
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