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FOREWORD

The Lyndon B. Johnson School of Public Affairs has established
interdisciplinary research on policy programs as the core of its educational program.
A major part of this program is the nine-month Policy Research Project, in the
course of which two or three faculty members from different disciplines direct the
research of ten to twenty graduate students of diverse backgrounds on a policy
issue of concern to a government agency. This "client orientation" brings students
face to face with administrators, legislators, and other officials active in the policy
process, and demonstrates that research in a policy environment demands special
talents. It also illuminates the occasional difficulties in relating research findings to
the world of political realities.
This study of state regulation in Texas is th e product of a Policy Research
Project conducted at the LBJ School in the 1985-86 academic year.
The
publication was funded by the Texas Department of Health, the State Board of
Insurance, the P ublic Utility Commission of Texas, and the Savings and Loan
Depar tment of Texas.
The curriculum of the LBJ School is intended not only to develop effect ive
public servants but also to produce research that will enlighten and inform those
already engaged in the policy process. The project that resulted in t his report has
helped to accomplish the first task; it is our hope and expectation that the report
itself will contribute to the second.
Finally, it should be noted that neither the LBJ School nor T he University of
Texas at Austin necessarily endorses the views or findings of this study.

Max Sherman
Dean
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CHAPTER 1
DEPARTMENT OF HEALTH
INTRODUCTION
The Texas Department of Health (TDH) is the state agency for public health
service and planning.
In order to perform these · functions, the TDH has
established programs to provide health services to a variety of groups, to prevent
the spread of disease or illness through the state, to protect Texas citizens from
environmental and consumer product hazards, and to coordinate with other state
organizations and agencies on health-related matters.1
In addition, the 69th
Legislature gave the TDH responsibility for providing technical assistance and for
monitoring activities in conjunction with the indigent care package passed during
the short special session in the summer of 1985.
Legislation authorizing the activities of the TDH is as broad and diverse as
the jobs the department undertakes. Similarly, specific legislative intent for the
TDH's regulatory activities varies with each legislative session and from program to
program. However, several of the authorizing statutes have been recodified into
one law--Article 4414b, Vern9n's . Texas Civil Statutes (V.T.C.S.)--which establishes
the board of health and the department.
The law also details the authority,
duties, and responsibilities of the department · and integrates the state chest
hospitals in San Antonio and Harlingen into the department. The basic purpose of
the law and of the agency, "to better protect and promote the health of the
public~" remains unchanged. 2
Most of the regulatory programs of the TDH relate to consumer protection
and regulation of potential environmental hazards. There are currently more than
a dozen· separate regulatory programs under the auspices of the department. These
programs regulate over fifty different professions and industries, ranging from
athletic trainers to the solid waste disposal business. Methods of regulation include
licensing or permitting of facilities, certification of individuals, inspection of
facilities, and enforcement of regulations at various levels. The diversity of the
groups regulated has resulted in a scattered array of statutes and a variety of
regulatory processes. 3 For the purposes of this chapter, the focus will be on the
TDH's regulation of industry and, more specifically, on the Bureau of Solid Waste
Management (BSWM) and · the Bureau of Long Term Care (BLTC).
Through
discussions with TDH staff, these two programs were identified as the most visible
and/or controversial regulatory programs at this time.
The other regulatory
programs in the department will be described with more brevity.
Prior to the 1985 legislative session, the TDH underwent the sunset review
process to determine if selected programs were necessary or if revisions were
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needed.
Several of the programs in this report-including the Bureau of Solid
V..1 aste Management and the Bureau of Long Term Care-were reviewed by the
sunset staff. With the exception of the Occupational Safety Board of the Bureau
of Environmental Health, the sunset commission recommended continuance of all
programs reviewed, with modifications (e.g. , authority to assess administrative
penalties, refinement of fee schedules, amendment or clarification of statutes).4 The
TDH sunset bill was passed in the waning moments of the legislative session and
was signed by the governor June 15, 1985.
This chapter first traces the history of the TDH and explains its overall
Then, a description of the agency and its
philosophy towards regulation.
organizational structure are provided.
Third, several of the larger regulatory
programs within the TDH are briefly described.
Fourth, the Bureaus of Solid
Waste Management and Long Term Care are explored in more detail, focusing on
their regulat-Ory procedures, tools, and problems.

HISTORY
The TDH had its roots in state legislation passed in 1856, allowing county
courts and city authorities to establish quarantine regulations.
Eventually, the
legislature established a governor-appointed position of quarantine officer. By 1891,
the organization under this officer consisted of a staff of ten and had been named
the Texas Quarantine Department (TQD). In 1903, the TQD was renamed the
Department of Public Health and Vital Statistics (DPHVS). The department was
renamed by the legislature to highlight the broader scope of the its functions and
the importance of maintaining health statistics, but in typical fashion they failed to
appropriate money for the vital statistics function.
Six years later this organization was abolished and the Texas State Board of
Health was established. The board then consisted of seven physicians, all of whom
(including the state health officer) were appointed by the governor. The board
assumed the duty of selecting the state health officer in 1927 and board
membership was expanded to nine: six physicians, one dentist, one pharmacist,
and one engineer.
These developments were considered the first steps towards
depoliticizing public health work. The state health officer and his administrative
organization had also become known as the Texas State Health Department by this
time. 5
These changes represented a shifting of early attitudes towards public health.
\\'hen Texas was still predominantly a frontier area, isolating and preventing
epidemic diseases were the primary health goals.
With westward expansion,
however, came the desire and need to keep more complete health records for
medical analyses and to increase public health services. During the 1920s, the nine
programs established in the department-vital statistics, dairy and food commission,
sanitation, public health education, maternal and child hygiene, rural health
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sanitation, venereal disease, communicable diseases , and laboratories--reflected these
new orientations.6
Through the 1930s and the 1940s, increased federal funding was made
available through legislation such as the Social Security Act of 1935 and the La
Follette-Bullwinkle Bill of 1938 and through agencies such as the United States
Public Health Service and the Work Projects Administration (WPA) . As a result,
the activities of the department expanded and continued to expand through the
1950s to include many of the programs currently in the department. Among them
were dental health, public health nursing, crippled children's services, local health
services, bedding, tuberculosis control, hospital survey and construction, nursing
homes, occupational health , radiation control, chronic disease and emergency
medical services. During the 1960s and 1970s, programs for vector control (pestrelated disease), wastewater technology, marine resources, veterinary public health,
nutrition, kidney health care, Title XIX (Medicaid) screening, and immunizations
were also added. The office of deputy commissioner also was created during this
period.
Public health service delivery changed drastically in 1970, when the state was
divided into public health regions. The regional concept was devised primarily to
ensure that services were provided to those areas not served by local health
departments, to assist local health departments if needed, and to provide better
administrative oversight. A more detailed explanation of the creation and operation
of the public health regions within the department is provided later in the chapter.
On March 9, 1974, the board approved a major internal reorganization of the
TDH. There were two reasons for the reorganization. First, to be more effective,
the department required a more functionally based organization. Second,
reorganization was needed to respond to new types of budgeting procedures
prescribed by the legislature. The new format involved changing program-oriented
deputy commissioners' titles and altering their areas of responsibility to reflect
Sectional titles that were previously in use
program activities more effectively.
were dropped and bureau titles and divisions were adopted instead. Programs were
also grouped within the bureaus on more logical and functional bases.
The board underwent its final expansion to date with the passage of the
Texas Health Planning and Development Act (H.B. 2164) in 1975. Membership
was doubled from nine to eighteen and provisions were included to establish an
even broader professional representation. 7 The board now consists of six licensed
physicians (one of whom must specialize in the problems of crippled children), two
hospital administrators, one dentist, one registered nurse, one veterinarian, one
pharmacist, one nursing home administrator, one optomet rist, one civil engineer,
one chiropractor, and two public members. The governor still makes these
appointments (with senate consent) and the terms last six years.8
The most recent internal reorganization, occurring in 1981 , resulted in the
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creation of the current organizational structure of the department. Basically, the
office of deputy commissioner was separated into two positions, the deputy
commissioner for professional services and the deputy commissioner for management
and administration. In addition, the deputy commissioners for ptogram areas were
retitled "associate commissioners," and the two major program areas of Health
Maintenance and Administrative Services were renamed Personal Health Services
and Support Services, respectively, in order to better represent their activities.
Finally, a new position of associate commissioner for community and rural health
was created.9 The functions of all large organizational sections are described later.

PHILOSOPHY
Although the philosophy of an agency can be difficult to identify, one word
adequately describes the mind-set that permeates the regulatory programs of the
TDH: conservatism. Most of the extraneous connotations that may be associated
with this term can be ignored, since the decision to regulate rarely seems to
Rather, it is
develop into a Republican/ Democrat issue within the programs.
simply a reflection of the attitude that the TDH generally will not intervene with
enforcement actions until enough information is available to ensure that intervention
is necessary and the method of implementation to be used is reasonable,
particularly in unfamiliar areas of concern.
A good example of the general conservatism of the TDH is the handling of
the recent ethylene dibromide (EDB) pesticide controversy. EDB is usually injected
into soil to kill nematodes (parasitic worms) that may damage crops like soybeans,
peanuts, cotton, tobacco, and various fruits and vegetables. In October 1983, the
Environmental Protection Agency (EPA) published a report detailing its intent to
cancel the registration of pesticides containing EDB because of the high potential
cancer risks associated with the chemical.
By December , Florida had set a mm1mum tolerance level for EDB in food
products, prompting the TDH and the Texas Department of Agriculture to begin
testing for the presence of EDB. Public concern began to mount about the TDH 's
apparent unwillingness and/or inability to set acceptable tolerance levels and
Despite this growing concern, the
remove food from store shelves quickly.
commissioner stood by an earlier decision to wait for the EPA to produce data on
what it considered to be reasonable tolerance levels.
The EPA published this information in early February 1984, setting the
The board adopted emergency rules that
departmental processes in motion.
established maximum tolerance levels on February 7. On February 8, recall letters
were sent to four manufacturers of five products that had already been tested and
exceeded the new standards. By April , the TDH had tested nine hundred products
and had begun recall action on thirty .10
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This example demonstrates what appear to be the overall attitudes of the
TDH and the commissioner toward the r egulation of industry. First, it is unwise
to take action on a perceived problem without as much information as possible on
the situation and on the ramifications of departmental intervention.
Due to
potential health risks , of course, this must be done within the time limits available.
Second, it is often in the best interests of all affected parties to work with the
party not in compliance to solve the problem, rather than rushing into an
enforcement action.
In many situations it is counterproductive to penalize the
violator, since it only makes it more difficult for the problem to be corrected.
Third, when the determination is made that some type of enforcement action is
necessary (through repeated violations, complaints, or other developments), the
department is almost always able to act quickly and effectively with the tools that
it possesses.
There are obvious trade-offs to this method of decisionrnaking. On the one
hand, decisions are usually more thoroughly considered, more efficient, and easier to
implement.
On the other hand, with many of the problems the TDH handles,
there are immediate health risks that. must be addressed. This cautious approach
can also lead to accusations that the TDH is "in bed with the industry," an
accusation that is predictably denied by the TDH staff. There was, however, little
evidence of a strong bias in favor of industry in any of the regulatory areas
examined in depth.

ORGANIZATIONAL STRUCTURE
The eighteen-member board of health is responsible for providing general
policies for the TDH , especially regarding program matters. In actuality, many of
the decisionmaking duties related to the day-to-day operations of the department
are assumed by the board-appointed commissioner of health, while the board
reserves final rulemaking authority and oversight activities for itself. The board
meets once a month to perform its functions. These usually include reviewing and
disposing of internal rules of operation (both proposed and final versions),
approving fiscal or senior personnel matters, and acting on reports from one of its
internal committees or the thirty-three advisory boards or committees. 11
In a broad sense, of course, t he TDH is responsible to the governor, who
appoints board members and can establish advisory committees, and the legislature,
which holds the statutory and appropriations powers. As with most large agencies,
a great deal of political maneuvering is done around the time of a legislative
session, attempting to save funds or programs from attacks by unfriendly legislators
and to gain passage of needed legislation.
A significant point that must be emphasized is that the commissioner of
health is not an elected position, like the administrative heads of some of the other
large agencies around the state.
He is, therefore , somewhat less susceptible to

6

political pressure and does not haYe to maintain a high profile for purposes of
public exposure. The familiar argument against this type of structure is that it
makes the commissioner less accountable to the people and can possibly lead to
complacency. The validity of this argument in the case of the current commissioner
lS questionable, judging from observations made during the summer of 1985.
The comm1ss1oner has two deputy coIDm1Ss10ners: one for professional services
and one for management and administration.
The deputy commissioner for
professional services is primarily responsible for professional and program activities
in the department. Fiscal and management activities within the TDH fall under
the supervision of the deputy commissioner for management and administration. 12
The TDH central office is further divided into six associateships, one of which
(Support Services) is primarily an administrative program.
The five remaining
service associateships are the Associateship for Personal Health Services, the
Associateship for Preventable Diseases, the Associateship for Special Health Services,
the Associateship for Environmental and Consumer Health Protection, and the
Associateship for Community and Rural Health (which monitors the activities of
the regional offices and the participating local health departments).

Budget
In f15cal year (FY) 1985, the TDH budgeted 4,820 full-time positions and
$272,504,961 to carry out its responsibilities.13 Appropriations for FY 1986 and
FY 1987 are $251,755,783 and $253,416,608, respectively. 14 This represents an 8
percent cut from current operating funds for the biennium. Short descriptions of
the various associateships and the TDH's Office of General Counsel and the
budgets of each associateship follow.

Associateship for Personal Health Services
The Associateship for Personal Health Services has the goal of providing
public health services for diagnosis and treatment of various ailments. A diverse
group of health concerns--including dental health, crippled children, maternal and
child health , and adult health-are treated through this associateship. In addition,
the Bureau of Emergency Management, which is responsible for programs such as
Emergency Medical Services (EMS) and Disaster Response, is also under the
supervision of the associateship.
In FY 1985, the associateship budgeted 872
positions and $157,991 474 for its programs.15
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Associateship for Preventable Diseases
The Associateship for Preventable Diseases provides services aimed at reducing
or preventing the spread of diseases throughout the state. Major programs in this
associateship are communicable disease monitoring and · control, epidemiological
surveillance, laboratory services, and veterinary public health. This associateship
budgeted 1,106 positions and $31,665,401 to provide these services in FY 1985.

Associateship for Special Health Services.
The Associateship for Special Health Services provides a variety of services
dealing mostly with licensure and certification of health care providers and facilities.
This associateship is also responsible for maintenance of a statewide system of vital
statistics.
A majority of the TDH's regulatory programs are under this
associateship and the Associateship for Environmental and Consumer Health
Protection. In FY 1985, this associateship budgeted 795 positions and $20,326,114
for its programs.

Associateship for Environmental and Consumer Health Protection
The duties of this associateship continue to . grow as protection of the
environment and consumer health become higher nat ional priorities. Currently, the
associateship operates programs that inspect and regulate industries producing or
providing milk and dairy products, food and drugs , shellfish products, hazardous
household products, drinking water, sanitation services, radiation, and nonhazardous
municipal solid waste. The associateship also provides consultation for employees
on occupational health and safety matters and inspects a variety of public gathering
places (e.g., public swimming pools, youth camps, motels, etc.). Over 450 positions
and $14,999,679 were budgeted in FY 1985 to support these programs.

Associateship for Community and Rural Health
The Associateship for Community and Rural Health warrants special attention
because of its unique functions and relatively recent addition to the department. It
became apparent in the late 1960s that not only were public health problems
mounting as the population of the state grew, but that services were being
For example, a nurse would perform a
delivered in an inefficient manner.
screening for a particular program, and another nurse, from a different program,
would follow a short time later to perforin a separate screening. There was an
obvious need to transform the categorical program services into a more
comprehensive system (i.e.! provide several services during one patient or famil y
visit) and to provide services in those areas without local health departments.16
As a result of a study ordered by the commissioner in 1968, the state was
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divided into twelve public health regions. The primary purp~e of the regional
concept was to address the previously mentioned problems with service efficiency
and availability.
The seve.nty-two participating local health departments remain
semi-autonomous. They maintain independence from the TDH, b.u t receive policy
direction , technical assistance, and funds to assist them in delivering services and
coordinating with the TDH programs.
The Associateship for Community and Rural Health was established in 1981
to facilitate the transition from categorical to comprehensive service delivery and to
encourage consistent application of TDH policies. Currently, there are ten regional
offices serving the twelve regions under the supervision of the associateship. Two of
the offices serve two regions (2. and 12; 7 and 10) because it became clear that
those areas could be administered more effectively and economically if they were
consolidated.
Each region is staffed with the appropriate health professionals to carry out
departmental program activities. Administrators in the regions attempt to foster
comprehensive service delivery between the programs and with the local health
departments. In addition, each region has a regional director, who determines the
needs of his/her region and reports directly to the associate commissioner for
community and rural health.
This associateship also oversees the operations of the two state chest hospitals
These hospitals provide cost-effective diagnostic
in San Antonio and Harlingen.
services, medical care, rehabilitation , and continuing care to referred patients with
tuberculosis and chest diseases. In addition, these hospitals treat patients with
general medical and surgical disorders referred to them under the provisions of
Texas statutes.
The Hospital Division budgeted 551 positions and $16,375,794 for its
The rest of the Associateship for Community and Rural Health
operations.
budgeted 577 positions and $16,225,799 to perform its ~esponsibilities. 17
Although the creation of the Associateship for Community and Rural Health
seems to have helped achieve the goal of more comprehensive service delivery,
several problems were identified with the internal processes involved during the
sunset review and during conversations with program staff. · First, policy guidelines
must be funneled from a program, through that program's associateship, to
Community and Rural Health and finally to the regions. This lengthy process can
adversely affect the ·timeliness of policy communications.
Concern was also
expressed that although all communications from the central office must flow
through Community and Rural Health, communications flowing from the regions to
the central office programs are occasionally misrouted. 18
Second, lines of authority can be confused easily.
Many of the people
implementing programs in the regions may have two or more bosses: one giving
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direction from the central office and anot her in the region. Questions may arise
concerning "turf," or who should have authority over a program's operation. The
staff of a regional program may be paid through the budget of the central office
program, but the central office program may have little direct influence over how a
policy is implemented.
By the same token, staff in the regions may feel that
central office staff are too far removed from the actual problems and manipulate
policies to fit their particular biases.
Attempts are being made to clarify the lines of authority and communications
through Community and Rural Health. The department is aware that the creation
of this associateship has led to some confusion in t he field.
However, it was
believed that the rapid and basic changes of responsibilities occurring should be
allowed to become more defined before relationships bet.ween the central office
program staff and regional staff were completely formalized . Policy changes were
reflected as they occurred through additions to the Texas Department of Health
Administrative Policy Manual and the Texas Department of Health Personnel
Manual.
A new policy entitled "Policy Concerning Relationship of Regional Directors of
Public Health and Central Office Program Directors" has recently been approved.
This provides some general guidelines for the relationship between regional directors
and the central office directors, and outlines the avenue for conflict resolution. An
organizational and functional manual for the Associateship for Community and
Rural Health is also being developed. 19

Office of General Counsel
Another section of the department that must be mentioned because of its
importance to departmental operations is t he Office of General Counsel. The main
office consists of twelve attorneys and, as a result of the increased environmental
regulatory responsibilit ies of the TDH, a separate environmental law section with
four attorneys and clerical support.
The Office of General Counsel is available to provide legal advice to all levels
of the department and acts as legal counsel to the commissioner and the board of
health. The office is also responsible for drafting legislation prior to each session of
the Texas Legislature and tracking this legislation during the sessions. Following
each session, the office publishes the Public Healt h Laws of Texas, which is a
compilation of the scattered public health laws of the state. It is hoped that all
public health laws can one day be codified into one statute, but this duty has had
to wait because of the tremendous workload facing this office.
In order to comply with the Administrative Procedure and Texas Register Act
(APTRA), all rules and regulations adopted by the board and implemented by the
department must go through certain formal procedures outlined therein.
This
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includes publication of all rules in the Texas Register.
There is currently one
attorney responsible for helping program personnel draft rules for publication and
ensuring that these rules are published and filed with the secretary of state. In
addition , attorneys from this office conduct or assist in conducting any public
hearings on proposed rules.
The APTRA also requires that administrative hearings be conducted in
conjunction with assorted licensing and permitting programs of the TDH. Hearing
examiners--who issue proposals for hearing settlements to the commissioner in
preparation for his decision--and legal advocates are furnished through this office for
these types of hearings.
Although unable to actually represent the TDH in court (this being the duty
of the attorney general) , the Office of General Counsel works with the programs
and the attorney general when it becomes necessary to go to court to enforce
departmental regulations. This office also assists with cases in which the TDH, an
employee of the TDH, or its officers are named as defendants in a lawsuit.
Requests for legal opinions on public health matters must be prepared by this
office as well. 20
A final duty of the Office of General Counsel, which has experienced
tremendous growth in recent years, is the preparation and review of contracts.
With the increased use of the "block grant" method of funding by the federal
government over the past several years , the flow of money through the department
to health service providers (e.g., cities, counties, local health departments) is
handled on a contractual basis much more often.
Between 1981 and 1983, the
TDH estimated that the number of contracts it executed increased by 400 to 500
percent. The Office of General Counsel prepares most of these contracts, reviews
and approves contracts prepared by other parties, and rei;iews interdepartmental
contracts.

REGULATORY PROGRAMS
As previously stated, an attempt has been made to pinpoint and briefly
Although a
describe several of the larger regulatory programs in the TDH.
somewhat arbitrary selection process was used, several criteria were used (at least
peripherally) in the selection of the programs to be described. They include size of
budget and number of employees, size of regulated industry, uniqueness of program,
and perceived public health need for a program's regulatory process. Again, the
choice of programs for description was based entirely on personal perceptions and
should by no means be considered exhaustive or indicative of a program's relative
importance in the department.
The programs of the Bureaus of Consumer Health Protection, Licensing and
Certificat ion, Environmental Health, Veterinary Public Health, and Radiation

I i
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Control are reviewed. Following these short program descriptions, more detailed
descriptions of the Bureau of Solid Waste Management and the Bureau of Long
Term Care are provided.

Bureau of Consumer. Health Protection
The Bureau of Consumer Health Protection operates four regulatory programs
designed primarily to inspect and certify the safety of a variety of consumer
prpducts, including most foods, drugs, and household products deemed to be
potentially dangerous. The divisions in the bureau that handle these responsibilities
are the Product Safety Division, the Shellfish Sanitation Control Division, the Food
and Drug Division, and the Milk and Dairy Products Division. The Bureau of
Consumer Health Protection budgeted 102 positions and $3,548,848 in FY 1985. 21
The Product Safety Division attempts to reduce the ·risk to consumers of
illness or death from contact with hazardous consumer products.
Originally
established only to regulate the bedding product industry and problems associated
with concealed filling materials, the duties of the division have expanded to include
other potentially hazardous products, such as flammable fabrics, sprays, lead-based
paints, toys, and cleaners.
Inspections of all manufacturing and distributing
facilities of statutorily defined hazardous products are done on a continuous basis in
order to identify potentially hazardous products, ensure proper labeling and
registration, and ·take necessary enforcement or compliance actions.
In addition,
retail outlets of bedding products are routinely inspected, and bedding firms are
licensed and regularly inspected.
The Division of Food a,nd Drugs is responsible for enforcing laws relating to
consumer protection from harmful or uninspected foods, drugs, medical devices, and
cosmetics. The division also regulates the use of synthetic narcotics for addiction
treatment and monitors the list of controlled substances.
All manufacturers,
wholesalers, retailers, and distributors of these products are inspected and licensed.
Treatment programs that use synthetic narcotics are also inspected.
There is
coordination with the U.S. Food and Drug Administration (FDA) on all recall
activities and inspection activities to prevent a duplication of effort in the state.
The Shellfish Sanitation Control Division is a relatively low-profile program
that, nevertheless, performs several important functions . Due to both the quick
perishability of shellfish and their proclivity for taking on high levels of
contaminants with no apparent harm to the·mselves, their harvesting and processing
must be closely monitored.
The division surveys and classifies all shellfishproducing areas, investigates complaints, licenses and inspects processing plants, and
prepares maps of safe harvesting areas.
Like shellfish products, milk and dairy products are highly perishable and
susceptible to contamination; therefore, they require special monitoring.
The
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Division of Milk and Dairy Products performs - this duty through inspections of
dairies, processors, packaging, labeling, transportation operations, distributors, and
retail outlets. These facilities must be initially licensed and periodically inspected.
The program includes complaint and enforcement procedures to prevent facility
noncompliance. Frozen dessert manufacturers are now included in the jurisdiction
A recent controversy facing the program involved the
of the program as well.
production of unpasteurized milk and the licensing of facilities still producing this
product. Final action was taken by the Board of Health on September 14, 19,85,
banning the sale of unpasteurized milk and its use in commercial dairy products.

Bureau of Licensing and Certification
The duties of this bureau vividly illustrate the diversity of the regulatory
programs in the department.
Within this one bureau alone, licensure,
Medicaid/Medicare certification, and survey activities are carried out for six
different types of facilities and ei_g ht different categories of health care professionals.
In addition, the program is responsible for establishing and maintaining the public
health pharmacies in the state. i 2
The Bureau of Licensing and Certification
budgeted 66 positions and $2,086,116 in FY 1985.2 3
Currently, the bureau licenses hospitals and home health agencies, and will
soon begin licensing ambulatory surgical centers, birthing centers, and abortion
facilities.
The licensure procedure basically entails a review of construction or
renovation plans to ensure that they are in compliance with all relevant regulations
for providing safe delivery of heaith care services . . With the abolition of the Health
Facilities Commission (HFC) and the certificate of need (CON) process--where the
need for new construction or major additions to existing facilities had to be
demonstrated to the satisfaction of the HFC--the license is all that is necessary to
proceed with construction of health care facilities . .
The bureau also licenses (or certifies) athletic trainers, counselors, dieticians,
speech pathologists, medication aides, and, after the 69th Legislature, respiration
therapists and massage therapists.
These activities generally include proctoring
exams, ensuring completion of continuing education requirements, and monitoring
complaints. Complaints of licensed facilities are also monitored and investigated.
24
Medicare surveys and certification are provided for . almost thirteen hundred
health care providers and suppliers under an agreement with the U.S. Department
of Health and Human Services (USDHHS). This certification is available to a wide
variety of providers, including hospitals , home health agencies, end-stage renal
The wide, recent proliferation of
dialysis centers, hospices, and nurse-midwives.
health maintenance organizations (HMOs) has: led to· ·.the bureau providing surveys
evaluating the quality of care and recommendations for or against certification to
the Texas State Board of Insurance.
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Bureau of Environmental Health
The Bureau of Environmental Health is responsible for mon itoring potentially
hazardous conditions· in the workplace and the community, providing consultation
on problems identified in the workplace, and assuring that. problems are corrected
in certain public places.
Four programs are established to handle these
responsibilities, but only two--the General Sanitation Division and the Water
Hygiene Division--are regulatory in nature.
The other two (Division of
Occupational Health and Division of Occupational Safety) provide primarily
consultative services to businesses regarding industrial health hazards and
compliance with federal standards. The Bureau of Environmental Health budgeted
130 positions and $4,152,691 for FY 1985.25
The General Sanitation Division has a number of responsibilities relating to
overall sanitary conditions of various public areas. The division is responsible for
providing assistance with and correcting problems associated with disease-carrying
pests. Children's camps, public swimming pools, motels, mobile home parks, public
schools, migrant labor camps and raw vegetable sheds are all inspected and licensed
The division also inspects. child care facilities licensed by the
by the division.
Texas Department of Hi,unan Services (TDHS, formerly the Texas Department of
Human Resources prior to its renaming by the 69th Legislature) , certifies public
employees who apply limited-use pesticides and maintains a complaint system for
all programs under its jurisdiction. 26
The goal of the Water Hygiene Division is to assure that public water
supplies are safe and adequate. In order to perform these functions, the program
surveys public water systems, reviews plans for construction of new water systems
or major improvements to existing systems, responds to complaints, certifies water
systems operators, and registers sanitarians. The division may also award state
approval for systems meeting higher-than-minimum standards set by the
department. Out of the approximately 6,900 public water systems in the state, 477
have achieyed the state approval status.2 7

Bureau of Veterinary Public Health
The Bureau of Veterinary Public Health is responsible for ensuring that
consumers receive ·o"nly clean, wholesome, and properly labeled meat and meat
products; assuring safe, effective, and beneficial means of disposing of dead animals
and inedible materials; and controlling or reducing zoonotic diseases (diseases
intertransmissible between animals and humans).
Two divisions have been
established to perform these duties: the Cooperative Meat Inspection Division and
the Zoonosis Control Division. The Bureau of Veterinary Public Health budgeted
312 positions and $7 ,553,771 in FY 1985.28
The Cooperative Meat Inspection Division (CMI)

has established a daily

14
inspection system in over 500 meat and/or poultry producing establishments.
Routine inspections consist of ante and postmortem inspections of all animals,
sanitation inspections of facilities and procedures, and examination of finished
products.
Periodic inspections are also performed at 165 establishments un<Jer
custom exemption and approximately 6,000 planned or random inspections are
conducted at meat handling firms. Another program performed by the CMI is the
inspection and licensing of rendering plants, dead animal haulers and animal food
manufacturers.
Approximately 150 of these facilities are licensed and inspected
annually.
The Zoonosis Control Division attempts to detect, investigate, and control
animal diseases that can be transmitted to humans. Examples of these diseases are
rabies, encephalitis (sleeping sickness), and ornithosis (a poultry disease).
The
division maintains a continuous zoonosis disease surveillance campaign, provides
epidemiological investigations, performs health education activities related to
zoonotic diseases, conducts animal quarantine facility inspections and lic~nsing
activities, and certifies animal control officers. 29

Bureau of Radiation Control
The Bureau of Radiation Control is responsible for assuring that exposure to
radiation from low-level sources is not harmful to the public or those working in
proximity to low-level radiation sources and for protecting the environment from
the effects of excessive radiation from these sources. Three programs have been
developed to achieve this purpose: the Division of Environmental Programs; the
Division of Compliance and Inspection; and the Division of Licensing, Registration,
and Standards. As the titles may suggest, the latter two are primarily regulatory,
while the Division of Environmental Programs performs environmental monitoring
and prepares assessments of the effects of low-level wastes and uranium recovery.
The bureau also has an Office of Information, Education, and Administration,
which provides public education programs and support services for the other
divisions. The Bureau of Radiation Control budgeted 136 positions and $4,320,791
m FY 1985. 30
The Division of Compliance and Inspection inspects all types of facilities
(including industrial, medical, and educational) to ensure that waste is being
temporarily stored and handled properly and that radiation-producing machines
(e.g., x-ray units) are being used in a safe manner. Laser operations are also
inspected by this division. Inspection intervals are based on the relative radiation
hazards of the various operations and compliance histories.
Regional personnel
from the division receive, evaluate, and investigate complaints. H violations have
occurred, the case is referred to the central office for compliance or enforcement
action.
The Division of Licensing, Registration, and Standards licenses all entities
(individuals, corporations, clinics, etc.) possessing and/or using radioactive materials.
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It also
Generally,
published
certificate
adequate
standards

issues certificates of registration for radiation-producing machines.
applications are reviewed and , in the licensing process, notice is
in the Texas Register allowing the opportunity for a public hearing. A
is issued for radiation-producing machines if the application is considered
and complete.
The division is also responsible for developing the
for the bureau of radiation control. 31

BUREAU OF SOLID WASTE MANAGEMENT
The handling and disposal of solid waste is a recognized potential health
problem that has recently been generating a great deal of controversy. Solid waste,
if improperly managed, can not only provide a breeding ground for disease-carrying
vectors, but can also contaminate ground and surface water supplies as it breaks
down. Recent estimates project that each person in the state generates about one
ton of "municipal solid waste" (which is the type under the jurisdiction of the
TDH) per year. As a result, between fifteen and sixteen million tons of waste from
municipal, commercial, institutional, and recreational activities must be disposed of
annually in the state. This is enough to fill the Astrodome once every two weeks
for a year.
The source of controversy lies in the fact that the most economical method of
disposal remains the sanitary landfill.
Suitable sites for these landfills must be
found and permitted through a process that includes the opportunity for a public
hearing if the site is opposed. Once short and unc.o mplicated affairs, these public
hearings have become long, tedious, and increasingly complex as the NIMBY ("not
in my backyard") syndrome gathers momentum.3 2
The Bureau of Solid Waste Management (BSWM) administers the
department's regulatory activities concerning municipal solid waste.
Waste
generated by such sources as homes, schools, hospitals, and small businesses is
regulated.
Although the TDH has been conducting surveys and complaint
investigations of solid waste sites since 1935, it was not until the legislature passed
the Solid Waste Disposal Act (Article 4477-7, V.T.C.S.) in 1969 that the
department was granted the authority to require and issue permits for municip_a l
solid waste disposal facilities.
The act also granted the authority to adopt
regulations for the operations of facilities and to develop a more comprehensive
control program.
The Texas Department' of' Water Resources (TDWR) was
designated as the state agency with jurisdiction over the management of industrial
solid waste (waste resulting from . industry, manufacturing, mining, or agricultural
operations) and the Texas Railroad Commission (RRC) controls waste associated
with exploration, development, or production of oil and gas.
Obviously, there are several possible areas for confusion over jurisdictions, and
the need exists for consultations when a particular agency lacks the expertise to
evaluate adequately all of the aspects of a solid waste site. For example, the TWC
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may not have the personnel to determine the health risks of a particular facility.
Interagency coordination and jurisdictional definitions are determined by a variety
of formal agreements-such as the Memorandum of Understanding, which goes
through the APTRA rulemaking procedure-and informal agreements or
memorandums. The BSWM must be consulted on health aspects of all proposed
waste disposal sites and renovations.SS
Several major changes have recently occurred in the BSWM's responsibilities,
funding, and personnel. Congress amended the federal Solid Waste Disposal Act
by enacting the Resource Conservation and Recovery Act (RCRA) in 1976. As
part of this new act, financial assistance was provided to the states to, among
other things, set up a hazardous waste control program in place of a federal
program operated by the EPA. Hazardous waste is distinguished by more extreme
characteristics of ignitibility, corrosivity, reactivity, or extraction procedure toxicity.
Under the program developed by the state, the TDH had jurisdiction over
municipal hazardous waste, and the TDWR had jurisdiction over industrial
However, the Texas Legislature decided to consolidate the
hazardous waste. 34
entire hazardous waste program in the newly created Texas 'Water Commission
(TWC) and to dissolve the TDWR. These changes went into effect September 1,
1985.
The exact effects of the loss of the hazardous waste portion of the BSWM is
not yet known. However , it is certain that federal funds and positions established
specifically to handle hazardous waste will be transferred to the TWC. There is
concern within the department that, since there was some overlapping of duties, the
loss of personnel will significantly hamper the ability of the bureau to perform its
remaining duties. Other federal funds were made available through the RCRA to
conduct open dump inventories, develop state waste management plans, and provide
assistance to cities interested in resource recovery projects (projects designed to
recover materials or energy from solid waste). The availability of state funds to
continue financing these activities at least partially is also unclear at this time.
Budget
For FY 1985, the BSWM budgeted 76 pos1t1ons and $2,633,897 to perform its
responsibilities.SS Of this amount, 39 percent (or $1,012,795} consisted of federal
funds. Department staff estimate that most of the federal funds and approximately
twenty positions will be eliminated with the loss of the hazardous waste program.
The remainder of this section describes the structure of the bureau and briefly
outlines the functions of its three divisions: Programs Management, Permits, and
Surveillance and Enforcement. Next, the regulatory tools available to the bureau,
the processes involved in their use, and some of the impediments associated with
Then, a short description of the solid
their implementation will be examined.
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Finally, a review of the issues and
waste industry in T exas will be included.
problems currently facing the BS\VM will be provided.
Organizational Structure
The BSWM is part of the Associateship for Environmental and Consumer
Health Protection. Currently, the bureau consists of three divisions , each having
two branches. Including staff for the public health regions, the total solid waste
staff is composed of thirty-eight professional engineers, thirteen administrative and
clerical personnel, and seventeen other professional and technical staff positions.
These latter staff represent the fields of geology, chemistry, hydrology, public
education, planning, and sanitation. As previously stated, the organization of the
BSWM and the number of personnel will probably change drastically with the Joss
of the hazardous waste program. Two central office branches were dedicated to the
hazardous waste program, as well as several regional staff members. 36
The bureau is under the direction of a bureau chief, who is responsible for
advising the board, the commissioner, the deputy commissioners, and the associate
commissioner for environmental and consumer health protection on solid waste
In performing this duty, he reviews most enforcement, planning, and
matters.
Other duties ·include representing the department
major permitting activities.
before councils of state and legislative committees on solid waste matters; directing
the establishment and execution of solid waste management policies under the
department's jurisdiction; and providing consultative services to regional , local, and
private elements on state programs dealing with solid waste. The bureau chief is
also responsible for maintaining coordination relationships with other state and
federal agencies. 37
The three divisions housed in the BSWM are the Programs Management
Division, the Permits Division, and the Surveillance and Enforcement Division.
The Surveillance and Enforcement Division and the Permits Division are primarily
regulatory in nature, while the duties of the Programs Management Division involve
mostly planning and implementation management activities. Brief descriptions of
each division and its functions follow.
Programs Management Division
The Programs Management Division will probably be one of the divisions
The division
most affected by the loss of jurisdiction over hazardous waste.
It also
operated the state's municipal hazardous waste manifest system.
coordinated state and federal municipal hazardous waste responsibilities linked to
the RCRA and the CERCLA, or Comprehensive Environmental Response ,
Compensation and Liability Act of 1980 (42 United States Code [USC) 9601 ).
CERCLA established a trust fund aimed at enabling direct responses to problems
at uncontrolled hazardous waste disposal sites. Although the TWC has been the
lead agency for CERCLA in Texas and few municipal sites are affected by the

18
CERCLA program, it is worth mentioning because of its national importance.
Most of the $1.6 billion fund is supported by truies on producers and importers of
petroleum and forty-two basic chemicals. Currently, there is discussion in Congress
of enacting a large increase in the size of the fund and broadening the scope of the
types of producers that must contribute.
Even with these responsibilities eliminated for the most part, the division still
performs most of the planning, public education, and legislation-related activities of
the bureau.
Remaining responsibilities include coordinating with the EPA on
development of legislation and regulations; assisting in development of local and
regional solid waste management plans; preparing proposed legislation and tracking
relevant legislation during the session; developing budgets for bureau activiti:es;
implementing a training and certificatio~ program for solid waste management
technicians; and promoting alternative solid waste disposal systems (e.g., resource
recovery, volume reduction). Given the available funds and personnel, the division
will continue developing the state solid waste management plan. Finally, due to
the backlog occurring in the permits division (which will be discussed later), this
division performs the TDH review of industrial solid and hazardous waste facility
permit applications forwarded to the TDH by the TWC.
This departmental
function is performed to coordinate the review of · the public health aspects for
proposed facilities. 38

Permits Division
The Permits Division processes the permit applications for solid waste facilities
to be operated and maintained under the regulatory control of the department.
This involves ensuring the completeness of permit applications, providing assistance
to applicants in gathering required data, providing professional geological and
engineering evaluations of all proposed sites, participation in public hearings and
meetings on applications for permits, and preparing the technical evaluations of
permit applications after public hearings.
The division can also recommend
standards for site plans and operations of solid waste facilities. Most, but not all,
permitted facilities are landfill operations of some size or type.
Please refer to
table 1 for a listing of the nine types of facilities classified by regulations. 39
Significant reductions will also occur within this division due to the loss of
jurisdiction over municipal hazardous waste.
Since the process for permitting
hazardous waste facilities is somewhat different than the process for permitting
nonhazardous solid waste facilities, a separate branch was created to help with the
increased workload. The differences occurred because of the need to comply with
EPA procedures for permitting hazardous waste facilities. Again, the main concern
is that there is enough overlap of duties that the loss of the hazardous waste
positions will affect the remaining functions of the program.
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Table 1
Texas Department. of Health
Types of Solid W ast.e Facilities
Classified by Regulations
Type I -- A sanitary landfill serving 5,000 or more people. Daily
compaction and cover required.
Type II -- Landfill serving less than 5,000 people. Compaction and cover
required at least once every seven days.
Type III -- Landfill serving less than
compaction and cover specified in permit.

1,500 people.

Frequency of

and
brush
of
disposal
for
used
Landfill
IV
Type
construction/dem olition wastes. Compaction as often as necessary to
minimize voids; cover required at least monthly.
Type V -- Solid waste processing site; includes incinerators, transfer
stations, and resource recovery systems.
Type VI -- Includes experimental facilities or operations involving a new
or unproven method of managing or utilizing solid waste; shredding and
land spreading are examples.
Type VII -- Land application of municipal sludge, including but not
limited to wastewater plant sludge, septic tank pumpings, or shredded
waste.
Type VIII -- Municipal hazardous waste treatment, storage, or disposal
facility (these are no longer under the jurisdiction of TDH if they treat,
store, or dispose of only hazardous waste).
Type IX -- Typically a closed landfill from which either minerals or gas
is to be extracted.
Management,
Source: T exas Department of Health, Bureau of Solid Waste
1984.
March
"T exas Municipal Solid \\'aste Management Programs Information,"
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Surveillance and Enforcement Division
The Surveillance and Enforcement Division monitor~ facilities where municipal
solid waste is handled to ensure operation within departmental regulations and t]1e
This is done by coordinating and reviewing
provisions of individual permits.
inspections of all municipal solid waste activities (including collection, handling,
transport, storage, processing, and disposal). Engineers in each of the public health
regions have direct responsibility for conducting inspection and providing reports to
the central office. Central office staff review the inspection reports and initiate
The division also receives,
corrective action when it becomes necessary.
regarding solid waste
complaints
citizen
all
to
responds
investigates, and
4
management activities. 0
One division official estimated that two or three regional office positions would
be lost in this division as a result of the move of hazardous waste to the TWC.
His concern echoed that of other staff contacted in the bureau: that regional
personnel would simply be spread too thinly to carry out the remammg
Specifically, he was worried about the
responsibilities of the BSWM effectively.
danger of eliminating regional inspection personnel in regions already operating at
"bare bones" levels.

Regulatory Tools and Procedures ·
The BSWM (1) develops and maintains regulations for solid waste
management, (2) permits municipal solid waste facilities , and (3) enforces solid
waste regulations through a surveillance process .a nd its authority to impose
There are, of couTse, a variety of procedures for
penalties on violators.
implementing these regulatory tools and several problems associated with their use.
Each tool and its process, therefore, will be examined individually.

Regulations
The procedure for establishing new rules or standards is b asically the same
for the entire. TDH. Once the need for new rules is establi.s hed, a set of proposed
rules is generated in the Programs Management Division. This process may involve
consultation with staff from throughout the bureau, industry representatives, or one
of the two advisory committees to the bureau. These proposed rules are forwarded
through the bureau chief to the associate commissioner for· environmental and
consumer health protection. If the rules cover a particularly controversial or costly
area, they may be reviewed by the deputy commissioners and the commissioner
before presentation to the board. The associate commissioner presents the proposed
rules to the board, which generally r ecommends publication in the Texas Register
for public comment or public hearing , if requested. Again , if the topic is
controversial, the department may hold the public hearings , regardless of whether a
request for a hearing has been received.
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A final version is presented to the board for adoption after public comments
have been received and appropriate revisions made. Rules may go through several
proposed versions before they are adopted. When rules are presented to the board,
agency staff prepare comments assessing their potential fiscal impact and the degree
of support from the related advisory committee.
The need for new or amended rules can come from many sources. Changes
in federal guidelines often result in the revision of state regulations in order to
maintain as much consistency as possible or to maintain federal funding assistance
(prior to the move of hazardous waste, this was an EPA requirement for the
continuance of federal funds).
With the move of hazardous waste, however,
equivalency requirements for the BSWM will be significantly reduced.
Rule changes or additio14s can also come from other sources, such as program
personnel, interested party comments on proposed rules, and legislative mandate.
Program staff and affected parties are in the unique position of being able to spot
possible problem areas in proposed regulations, identify flaws in current regulations,
and point out items that may require regulation. The legislature has the power to
require the writing apd promulgatio n of rules in any area it believes needs
regulation. For example, the 68th Legislature passed the Comprehens ive Municipal
Solid Waste Managell)ent, Resource Recovery, and Conservation Act (article
4477-7c, V.T.C.S.) , requiring that r·ules be developed relating to the review and
adoption of regional or local solid waste management plans. The passage of this
act was a half-hearted attempt (no funds were appropriated in conjunction with the
act) to encourage alternative solid waste management systems and regional
planning.
The encourageme nt of regional or local solid waste planning is of special
interest to the BSWM, because increased regional planning would help ease the
department out of the politically sticky land use issue.
Land use refers to the
question of whether a solid waste management facility is compatible with its
surroundings , regarding such issues as quality of existing development , potential for
future growth, and t he general effect that a facility might have on the area in
which it will be located. In the absence of the desire on the part of localities to
deal with such an unpopular topic, the duty ultimately falls upon the commissioner,
who denies or approves permit applications. 41
Although the permitting process and its problems will be discussed in greater
detail in the next section, it is mentioned here because the department has
proposed legislation during the last three legislative sessions that would require
soJne form of local land use determinatio n during facility siting. It has failed all
three t imes.
Apparent ly, state legislators are as unwilling to upset their
constituents as t heir local counterparts .
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Permits
The permitting process has become one of the mo~t time-consuming and
qmtroversial activities conducted by the department.
From the moment the
BSWM receives a technically complete permit a.pplication--which in itself is no
simple task--the process can take from five months (in the case of the rare
unopposed application) to several years to complete, depending on the strength,
determinat ion, and funding of the opposition. An attempt will be ma.de to describe
this process as accurately as possible and then explain some of the problems that
can occur.
Initially, the application is received by the central office, and this receipt is
recorded in the computer system of the BSWM. The Office of General Counsel is
notified, and they inform the app.licant that a Notice of Permit Filing must be
published in the applicant's local newspaper within ' thirty days. In addition, the
applicant must return an affidavit from the publisher of the local newspaper stating
that the notice was published and a copy of the printed notice from the paper
(this is required for all public notices that the applicant is responsible for
publishing).

If the application is administratively complete (i.e., an the blanks are filled
in), the application is assigned to a project engineer who makes a preliminary
review. Additional tests or studies are sometimes required in order to provide all
At this point, a
of the technical information necessary to evaluate the site.
tentative schedule is sent to the region, along with a formal r~quest for them to
perform a short preliminary site evaluation. This is done to check for any obvious
om1ss1ons or discrepancies in the application.
During the next few months , several activities are performed in order. to
prepare for the practically inevitable public hearing. First, the BSWM sends letters
and a copy of the permit application to an extensive list of agencies that may have
an interest in the application (see table 2). In the meantime, the Office of General
Counsel has been requested to schedule the public hearing , .assign a hearing
examiner from its legal staff, and request the applicant to publish a Notice of
Opportunity for Public Hearing in the paper. Finally, the project engineer visits
the site--often accompanied by a geologist--to make an engineering and geological
evaluation for the bureau.
The depart ment is required by law to make certain that an Opportunity for
Public Hearing is published. Two situations exist t hat · can cause a public hearing
First, any affected party may request a public hearing on the
to occur.
application. Second, the department, through the BSWM, can request a public
hearing in the event that there are certain aspects of the ·application about which
they wish to receive public comment. The applicant must appear and respond to
any questions asked by bureau staff.
In the rare case that neither of these conditions exist , the bureau staff
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Table 2
Texas Department of Health
Parties Contacted Concerning
Permit Applications
Texas Water Commission
Municipal Health Authority (if applicable)
County Health Authority
County Judge
Mayor (if applicable)
Texas Air Control Board
Federal Aviation Administration
Texas Department of Highways and Public Transportation
U.S. Army Corps of Engineers
Others as appropriate, including:
U.S. Department of Fish and Wildlife
Texas Department of Parks and Wildlife
Texas Antiquities Committee
State Representatives and/or Senators
Source: Texas Department of Health, Bureau of Solid Waste
"Checklist for Parties to be Contacted on Permit Applications."

Management,

assigned to the project will write a technical brief, recommending approval or
denial based on the available technical information. Approval is almost always
recommended in these cases, since the applicant has generally complied with the
requests of the BSWM; however, if denial is recommended, the applicant has the
option to request a public hearing to refute the reasons listed for denial.
An unopposed permit application at this point would involve a public hearing
where all relevant information is presented into evidence, the filing of the BSWM's
brief with the hearing examiner, the submission of the applicant's reply brief with
the hearing examiner, and the presentation of all information to the commissioner.
A recommendation for issuance of a permit can include special provisions for each
individual site that are not included in the standard regulations. The reply brief
giv:es the applicant the opportunity to respond to these special requirements. The
scenario described above would almost never unfold because, as a practical matter,
there is almost always a request for public hearing and applications now generally
are opposed.
Opposed permit applications are much longer and more complicated. The
Office of General Counsel notifies the applicant that a Notice of Public Hearing
must be published. The bureau also occasionally issues a press release to the local
paper, describing the location of the site and the location and time of the hearing.
This is done because of the small and obscure print space usually allocated for
public notices.

50

18 Sunset Commission,

Staff Evaluation, pp. 56-57.

19 Texas Department of Health, "Comments on Recommendations Made in the
Staff Report to the Sunset Advisory Commission and Issues . Raised in Public
Testimony," Austin, October 1984, p. 12 (unpublished).
20Texas Department of Health, Administrator's General Statement, p. 35.
21 Texas Department of Health, "Schedule of Requested Increases," p. v.
22 Texas Department of Health, Self Evaluation Report to the State of Texas
Sunset Advisory Commission (Austin, September 1983), pp. 257, 307, 321, 342, 392.
23 Texas Department of Health, "Schedule of Requested Increases," p. v.
24 Texas Department of Health, Self Evaluation Report, pp. 257-263.; and H.B.
2091.

25 Texas Department of Health, "Schedule of Requested Increases," p. v.
26Texas Department of Health, Profile, p. 15.
27 Texas Department of Health, Self Evaluation Report, p. 364.
28Texas Department of Health, "Schedule of Requested Increases," p. iv.
29 Texas Department of Health, Self Evaluation Report, pp. 247, 252.
30Texas Department of Health, "Schedule of Requested Increases," p. v.
31 Texas Department of Health, Self Evaluation Report, pp. 406-416.
32 Alison Cook, "Trashy Business," Texas Monthly (November 1984), pp.
176-179.
33 Sunset Commission, Staff Evaluation, p. 155.
34 Ibid., p. 162.
35 Texas Department of Jlealth, "Schedule of Requested Increases," p. v.
36Texas Department of Health,
Organizational Chart, March 1, 1985.

Bureau

of

Solid

Waste

Management,

51
37 Texas

Department of Health, Bureau of Solid Waste Management, "Texas
Municipal Solid Waste Management Programs Information," {Austin, March 1984),
p. 12.
sslbid., pp. ·27-35.
391bid.,

pp. 17-19.

401bid.,

pp. 23-25.

41 Cook,

"Trashy Business," pp. 261-262.

42 Texas

Department of Health, Self Evaluation Report, pp. 425-427.

48 Ibid.,

439.

44Texas

Department of Health, "Programs Information," pp. 8, 18.

45Texas

Solid Waste Disposal Act, article 444 7-7, Vernon's Texas Civil
Statutes (V.T.C.S.) .
46Texas

Department of Health, Self Evaluation Report , p. 425.

47 Sunset
48 Texas·

49Sunset

Commission, Staff Evaluation, p. 157.
Department of Health, Self Evaluation Report , p. 434.
Commission, Staff Evaluation, p. 158.

SOTexas Department of Health, Self Evaluation Report, p. 432.
51 Cook,

"Trashy Business," pp.

52Texas

Department of Health, Self Evaluation Report, p. 266.

177-179; 261-264.

ssArticle 4442c, V.T.C.S.
54 Texas

Department of Health, Bureau of Long Term Care, "List of Licensed
Facilities," Austin, June 30, 1985, (unpublished list).
55Texas
56Ibid.,

Department of Hea.lth, Self Evaluation Report, pp. 266-267.
p. 268.

26

enforcement
complaints,
surveillance
the process

process to perform routine inspections, to respond to all citizen
and to make preliminary enforcement decisions. A brief review of the
and enforcement process is provided and then some of the problems in
are described below.

First, all sites in the state have been classified and placed into one of three
broad categories: permitted sites; grandfather sites, which existed prior to the
enactment of rules requiring a permit, but operate under interim rules while their
permit applications are pending; and unauthorized sites. Unauthorized sites are
assigned a control number for monitoring purposes and are generally either
operated on a compliance schedule, designed to set definite dates for corrective
action, or have been informed that they must close and obtain a permit. In
extreme cases, the department may immediately refer the case to the attorney
general for legal action. 46
Different sizes and types of facilities require various levels of inspection
An inspection schedule is set by the central office staff and
frequencies.
the regional staff, who are directly responsible for conducting
through
coordinated
the inspections. The inspection reports are sent to the central office, where they
are reviewed by a staff engineer assigned to evaluate reports from a particular area
of the state. Currently, there are three staff members conducting these reviews.
The method of dividing the state into areas of responsibilities is preferred because
it allows the reviewer to become more familiar with the individual sites and
inspectors.
When
enforcement
violation(s)
compliance,

violations are reported by the inspectors, central office staff issue
letters. These letters inform the responsible party of the discovered
After
and actions that must be taken to come into compliance. 47
the site is returned to a normal surveillance schedule.

Theoretically, when violations are discovered a second time, a compliance
schedule is issued that also specifies actions necessary to come into compliance.
With a compliance schedule, a time table is provided for correction of violations
before legal action is initiated. A follow-up inspection is scheduled to ensure timely
compliance.
In practice, the decision to issue a compliance schedule or pursue legal action
depends on several factors. These factors include the degree of noncompliance, the
sufficiency of corrective action, and the demonstration of good faith efforts. A case
reviewed in the course of researching this chapter, for example, received five
When it became
enforcement letters before a compliance schedule was issued .
the site into
bring
to
made
being
was
effort
apparent that no consistent
compliance, injunctive relieve was sought through the courts.
As mentioned above, if violations are found during follow-up inspections and
the violator is making no good-faith effort to correct the violations, the case may
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be referred to the general counsel, the comm1ss1oner, or the attorney general for
consideration of legal action against the violator. Civil penalties established by the
Solid \Vaste Disposal Act are $100 to $2,000 for each act of violation and for each
day of continued noncompliance. Another alternative available to the department
at this point in the process is the revocation · of the facility's permit, meaning that
the facility no longer can operate legally.48
All steps of the process can be bypassed if the comm1ss1oner decides to issue
an emergency order.
This can be issued without notice or warning if it is
determined that violations are " . . . creating or will cause extensive or severe
damage or economic loss to others or is posing an immediate and serious threat to
human life or health . . . " (article 4477-7, section 4(e)(10), V.T.C.S.). A hearing
date must be set to review the order . and the order may be appealed in a district
court.
Several reasons were cited for the apparent reluctance to take more severe
and immediate action than enforcement letters against violators. First, it is usually
in the interest of both the operator and the citizens involved to work with the
facility to come into compliance. Shutting down a facility causes direct losses to
the operator, and citizens must eventually bear the long-term costs and
inconvenience of transporting the waste greater distances. Second, the heavy case
load of the Attorney General's Office and the lengthy court process makes timely
legal responses to violations difficult. There is also the expressed belief that solid
waste cases receive a low priority compared to other cases in the Attorney
General's Office. These violations rarely pose serious and immediate threats to the
environment and human health. In the event that a serious threat occurs, an
emergency order can be issued.
However, in its review of the BSWM, the sunset comm1ss1on staff expressed
concern over both the timeliness of facilities achieving compliance and the range of
enforcement tools the bureau has at its disposal. Their review of enforcement cases
revealed that the time for all cases (both hazardous and nonhazardous waste) to
reach compliance averaged six months to one year and that 35 percent of all cases
sampled were still out of compliance. These cases also had an average age of 1.4
years.
In addition, their review of other agencies with environmental responsibilities
(RRC, EPA) showed that they had the ability to impose administrative penalties.
Their recommendation that the bureau also be given this authority was
incorporated in the sunset bill by the legislature.
Administrative penalties differ from other enforcement actions because they are
levied directly by the regulatory agency rather than through the court system.
One advantage of administrative penalties is that they can be levied quickly for
individual violations or in the event of an emergency, although the subsequent
hearing process can be lengthy.
Another potential advantage of administrative
penalties is that they will provide a further deterrent to violators. 4 9
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The authorization to levy administrative penalties is .being viewed with some
skepticism within the BSWM. There is doubt whether they will actually be more
expedient, since the process established by the legislature involves response periods
for the violator, an opportunity for public hearing, and a chance for judicial review
(although the amount of the penalty must then be placed into an escrow account
or a supersedeas bond must be posted with the commissioner pending the outcome
of the review). In addition, staff must be assigned to write rules and establish a
program of quest ionable effectiveness during a period when personnel resources are
all'eady at a premium. There is the general belief, however , that once the system
is in place it will, in fact, provide some deterrent to persistent violators.
Problems other than those associated with the implementation of
administrative penalties have been touched upon earlier. First, a permit revocation
of the only facility serving an area can cause a great deal of trouble for a
community. Owners will sometimes gamble that the department will not revoke a
permit for this reason ; however, the BSWM has started turning to this recourse
more frequently.
Second, the perception that solid waste cases receive a low priority in the
attorney general's office probably has · its basis in fact. Solid waste cases are not
usually causing immediate or· severe problems and, by and large, are not high
profile or controversial cases. Furthermore, judges may or may not be sympathetic
to certain departmental regulations and sites often come into compliance at the last
mement, making pursuit of some cases expensive and impractical.

In addition, there are some problems that can occur in the processing of the
paperwork (again, a fairly staggering amount) through the system. Central office
reviewers may receive several days worth of inspection reports from the regions at
once. The office must also respond to outside calls dealing with complaints or the
status of a site. One staff member logged 114 such calls in one month.
All
Complaints are received in both the central · and regional offices.
complaints are investigated, and the complainant is contacted and notified of the
When corrective action is necessary, the basic
results of the investigation.
surveillance and enforcement process is followed. The BSWM receives an average
of three hundred complaints a year. so
In FY 1983, the BSWM made 2,721 on-site inspections, resulting in 648
enforcement actions. Approximately two hundred sites were placed on compliance
schedules and eleven legal actions were initiated. Inspections are conducted for the
more than twelve hundred municipal solid waste facilities in the state through this
program.
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Regulated Management Industr y
The solid waste management industry is not only a competitive industry, but
can be ~ very lucrative one as well.
Although it is difficult t o ascertain the
specific number of firms operating solid waste disposal and processing sites, they
run the entire range from small "mom and pop" operations, through groups that
may own one large site or several sites in the state (e.g., Longhorn Disposal,
Conservation Management, Inc.), on up to the conglomerates running sites all over
the nation and the world (e.g., Browning-Ferris Industries). An exact number of
firms could not be obtained from the available records because companies
sometimes subtly change their names on applications, making a numerical breakdown extremely difficult. Of course, a large number of facilities are owned a~d
operated by municipalities as well.
The larger companies tend to make most of their money by contracting with
cities to provide hauling and dumping services. By dumping at their own sites,
they are able to keep costs down since they do not have to pay dumping fees to
other companies. This does not mean that simply operating a landfill is not also
profitable. Once the permit is obtained (and depending on the size of the landfil})
gate receipts can reach the millions of dollars annually over a period of up to
twenty years.
The difficulty in recent times has been obtaining the permit. It has been
estimated that the lengthy hearing process can cost a company $500,000-$750,000
after h iring lawyers and technical experts to fight opposing factions. However, a
landfill expert has estimated that the market value of the permit alone is $6
million because of the increased difficulties of getting one. 51
As long as the capital investment needed to enter the industry remains so
high, it is unlikely that many new firms will seek to enter the market. It is also
unlikely that the existing firms will move away from the more economical landfill
sites towards alternate forms of management systems, like resource recovery or
certain types of volume reduction. Siting landfills has become difficult, but they
remain the most certain investment, if not the most efficient or best social use of
resources.

BUREAU OF LONG TERM CARE
The care of elderly citizens or citizens requmng some type of long-term
superv1s1on is a politically charged and guilt-ridden topic. The stigma surrounding
placement of a loved one in a facility for care--even if it is the best possible
alternative--is tremendous. Consequently, when abuses occur in these facilities, it
strikes a nerve in the public conscience, generating publicity and demands for more
stringent laws or facility monitoring.
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The Bureau of Long Term Care (BLTC) is responsible for regulating longterm care facilities through a variety of licensure, certification, survey, inspection,
and enforcement activities. This responsibility is delegated to the BLTC by both
state and federal laws, and interagency contracts between the TDH and the Texas
Department of Human Services (TDHS).
The types of facilities regulated are
nursing homes, custodial care homes, personal care homes, maternity homes,
facilities for the mentally retarded, adult ·day health care facilities, adult day care
facilities, and related long-term care facilities. 52
The licensure activity was established by article 4442c, V.T.C.S, which was
The current law requires at least two unannounced
first enacted in 1953.
inspections each year, exammmg the building · construction, maintenance,
administrative services, nursing services, dietary services, pharmacy services, and
housekeeping services of each facility. Other statutory requirements include that
the department hold an annual open hearing in each facility, perform complaint
investigations, and inspect facilities for their adherence to the Life Safety Code
(relating to fire safety requirements). 53 · As of May 30, 1985, there were 1,166
licensed facilities, providing a total of 109,820 beds'. In addition, there were 12
maternity homes, providing 365 beds. 54
The other major functions . of the bureau are the certification and utilization
review requirements of federal regulations and the interagency agreements with the
TDHS. Facility certifications are similar to license inspections, but certification is
related to a facility's voluntary participation in one of' the federal reimbursement
programs, Medicaid and Medicare. Facilities wishing to receive federal money must
be certified annually. The facility is then eligible to receive a mix of state and
federal money on a per-patient per-day basis for · the level of care the facility .is
certified to provide under the Medicaid program. Medicare, on the other hand, is
strictly a federally funded program and involves only the skilled level of medical
care, which requires the highest level of physician supervision. Also, the BLTC
only recommends a facility for Medicare certification to the U.S. Department of
Health and Human Services (USDHHS), while having full authority to perform
Medicaid certifications in accordance with the TDHS regulations. 55
As

a

practical · matter, almost every long-term · care facility in Texas
p~rticipates in the Medicaid program (roughly 1,050 of the 1,166) and less than 60
participate in the Medicare program. · About fifty homes do not participate in
either program.
There are also approximately seventy small group homes and
portions of the state scho.ols that are exempted from licensing requirements by law,
The certification surveys, like the
which participate in the Medicaid program.
licensing inspections, simply provide a basic assessment of how the home is
configured, staffed, and equipped in order to have the capacity to meet the needs
of clients and regulation requirements.
The· utilization review conducted by the ·BL TC for Medicaid participation of
nursing homes, however, involves both an inspection of the care that the patient is
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rece1vmg and a level of care determination, which assigns each Medicaid patient to
a particular level of need for medical care (skilled nursing, intermediate care, and
intermediate care for the · mentally retarded). 'These determinations are reviewed
every 90 days for patients with a skilled classification and every 180 days for
intermediate care patients. Reviews focus on the appropriateness of a patient's
level of care and possibilities for alternative care. 56
The eligible facility enters into a contract with the TDHS to provide services
to patients and maintain minimum standards in return for payment at a perpat ient per-day fixed rate determined by the TDHS.
Currently, the rates are
$31.12 for intermediate care patients per day and $41.65 for those needing skilled
nursing care.
Of the approximately 80,000 patients in nursing homes, Medicaid
payments are made to certified facilities in the state for a monthly average of
about 56,000 patients. Payments totalled an estimated $436,900,000 in FY 1984. 57
There were no major changes in the responsibilities and functions of the
BLTC during the most recent legislative session. In addition, it was one of the
few programs in the department that did not suffer a significant loss of funds in
the appropriation bill. The appropriations for FY 1986 and FY 1987 were actually
higher than the budget for FY 1985. However, as one staff member stated, "We're
in a no-growth pattern in a growing industry."
Steady growth has, in fact, been the tradition in the long-term care industry
(see table 3) . Another, more co~pelling reason for the assertion that the industry
is expanding, however, is the elimination of the Health Facilities Commission
(HFC) and the certificate of n·eed (CON) process~
Debate continues over the
possible long-term effects of the elimination of t he CON; but, there will almost
certainly be an initial proliferation ·of new facilit ies. This will undoubtedly stretch
the resources of the BLTC, at least for a short time.
Budget
For FY 1985, the BLTC budgeted 552 positions and $14,730,413 to perform
its responsibilities. Of this amount, only about Q.5 percent came directly from
federal funds ($74,390).
The bulk of the budget for the bureau came froi;n
interagency funds, which consisted of federal funds transferred to the BLTC:
approximately 69.5 percent. State funds made up about 28 percent of the total. 58
As with the section on the BSW:M, the remainder of this section first
describes the structure of the BLTC and outlines the basic functions of its major
organizational units.
Next, the regulatory tools available to the BLTC, the
processes involved in their use, and some of the impediments associated with their
implementation are examined.
Then, a short description of t he nursing home
industry is included. Finally, some of the issues and probiems confronting the
BLTC are reviewed.
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Table 3
Texas D epartment of Health
Long- Term ·C are Facilities a n d Capacity
Date
6/30/80
6/30/81
6/25/82
6/30/83
6/30/84
5/30/85

Number of
Licensed Facilities

Capacity

1,030
1,036
1,056
1,107
1,133
1,166

104,139
104,992
105,999
107,419
108,756
109,820

Sources: Texas Department of Health, Self Evaluation Report to the State of
Texas Sunset Advisory Commission, September .13, 1983; Texas Sunset Advisory
Commission, Staff Evaluation: Texas Department of Health, 1984; and Bureau of
Long Term Care, List of Licensed Facilities, May 30, 1985.

Or ganizat ional Structure
The BLTC is part of the Associateship for Special Health Services.
one
and
divisions
major
two
of
consists
bureau
the
Currently,
administrative/coordinat ive program (the Quality Standards Division, the
Professional Services Division,. and the Program Integrity and Nursing Home
Information Services Section). Of the roughly 550 budgeted positions in the BLTC,
90 are central office positions, and the rest are regional long-term care staff. Most
of the regional positions (approximately 370) are filled by people representing some
T hese include physicians, nurses, medical social
type of professional field.
medical records experts, health facility
pharmacists,
nutritionists,
personnel,
specialists, and architects. The remaining positions in the BLTC are either chiefly
administrative or clerical. No major changes are anticipated in t~e organization or
staffing of the bureau, although inspection, consultation, and certain administrative
capabilities are expected to be stretched during the next biennium. 59
Like the BS WM , the BL TC is also under the .direction of a bureau chief and
their duties are basically similar. He reviews most inspection reports from licensing
and complaint investigations, particularly those requi.ring enforcement actions. He
also advises the board, the deputy commissioners, and the ~sodate commissioner
for special health services on long-term care matters under the jurisdiction of the
department. Other duties include representing the department before councils of
state and legislative committees; administering the execution of state programs on
long-term care that are assigned to the TDH ; coordinating the bureau's activities
with other state, federal, and p rofessional organiza.tions; and supervising the
establishment and implementation of policies relating to ·long-term care issues.
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The BLTC has established a Program Integrity and Nursing Home
Information Services Section, a Quality Standards Division , and a Professional
Services Division in the central office to carry out its coordination and review
activities. In addition , most of the public health regions have long-term care units
(LTCUs), which perform most of the inspections, surveys: medical reviews , and
health-related social services of the bureau. A brief description of each of these
organizational units and its functions follows.

Program Integrity and Nursing Home Information Services Section
The Program Iritegrity and Nursing Home Information Services Section
provides policy control, coordination, and administrative support for all of the
It also controls and compiles reports of complaints
activities of the BLTC.
investigated by field staff, responds to requests for public disclosure of information
Types of information provided include
and provides nursing home information.
programs for staff or ombudsmen,
training
methods for home selection, appropriate
recent developments in the treatment of certain diseases (e.g., Alzheimer's, Hepatitis
B), and the publication of a newsletter.
The Program Integrity and Nursing Home Services Section of the BLTC also
conducts special investigations of serious conditions or incidents reported in longterm care facilities . Most complaint investigations are performed by regional staff
through the Quality Standards Division; however, this section responds to more
serious complaints in order to give the central office direct control of the
investigation. In addition, this section has primary responsibility for the public
disclosure of information under the Open Records Act.

Quality Standards Division
The Quality Standards Division is operationally responsible for most of the
direct regulatory activities of the BLTC. Through the functions of the long-term
care units, the division conducts all licensure or other necessary inspections;
conducts the annual and follow-up surveys of all facilities participating in Medicaid
or Medicare; conducts the required open meetings in the facilities to receive
complaints; and establishes and reviews levels of care for individual Medicaid
The Quality Standards Division is also responsible for the timely
recipients.
investigation of all complaints (which can be received either by the central or a
regional office) and taking appropriate enforcement action when necessary. The
inspections, surveys, and investigations are coordinated and reviewed by central
office personnel but are conducted by teams composed of professional staff from the
regional long-term care units.

Professional Services Division
The Professional Services Division uses professional chiefs to provide
professional technical superv.ision and consultation to their disciplinary counterparts
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in the LTCUs. These chiefs help give policy clarifications and fmal professional
decisions when there are technical questions in the field. Training of new regional
staff is provided as well.
Disciplines that are represented in this division are
n!ll'sing, health-related social services, pharmacy, nutrition, medical records, mental
health, and health facilities specialties.
The Professional Services Division also has responsibility for program/policy
development in the long-term care area. This involves writing or amending rules,
regulations, or standards to comply with identified needs. A fmal responsibility is
establishing and maintaining working relationships with the long-term care industry,
other governmental agencies (especially the TDHS, the USDHHS, and the Texas
Department of Mental Health and Mental Retardation !TDMHMR]) and professional
organizations.60

Regional Long-Term Care Units
The regional long-term care units (LTCUs) vary widely in size, but are
typically composed of a chief (who is a physician), at least one program
administrator, and a staff of various health professionals. Each L TCU supervises
between 90 and 140 facilities (region 1 is an exception, supervising only 35
facilities). Management considerations, however, have made it more practical to
split or to consolidate the LTCUs of some of the regions. More specifically, regions
2, 12, and 3 are combined and region 5 has two LTCUs. Regions 7 and 10 have
s~parate LTCUs, but they report to one regional director.
The regional chiefs are responsible for the overall operation of the LTCU,
make level-of-care determinations for patients, and review these levels of care
periodically for their appropriateness.
The program administrators decide the
composition of the professional teams for inspections, surveys, and investigations.
The makeup of these teams depends on such variables as size of facility, facility
compliance history, availability of personnel, and the nature of the complaint.
In contrast to the BSWM's losses of funds and responsibilities, none of the
programs in the BLTC experienced major losses in resources. Most activities being
performed at the present time will continue at basically current levels, except for
changes that may occur as a result of inflation or changing regulatory environment.

Regulatory Tools and Procedures
The BLTC {1) develops and maintains licensing standards, rules, and
regulations for long-term care facilities; (2) performs state licensing and
M edicaid/ Medicare activities; and {3) enforces long-term care regulations through a
variety of tools at its disposal. The method for proposing new or amended rules is
similar to that of the BSWM (i.e. , presentation to .the board, publication in the
Texas Register, opportunity for public hearing).
Therefore, the focus in the
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regulation section will only be on differences between the operations of the two
bureaus and clarifications of the process provided by BLTC staff. In addition,
although there are some differences between the licensing/ certification inspection
process and investigative inspections, enough similarities exist to examine the
inspection procedure one time. This will be done in the licensing and certification
section.
Regulations
The BLTC generates and maintains the mm1mum state licensing standards,
rules, and regulations for the facilities under its jurisdiction. As a reminder, these
include nursing homes, custodial care homes , personal care homes, facilities for the
mentally retarded, adult day health care facilities, adult day care facilities, and
maternity homes. The TDHS, on the other hand , establishes the state standards
for Medicaid participation. These standards are generally more stringent than state
licensing standards.
The TDHS often consults with TDH personnel on the
establishment or amendment of Medicaid standards, but consultation is not
required.
Unlike the BSWM, recommendation s for proposed rules are presented initially
to the Advisory Committee on Nursing Home Affairs (ACNHA) for review. The
ACNHA is a fifteen member committee composed of three nursing home
administrators, three physicians, an architect, a registered nurse, a dietician, a
pharmacist, a dentist, a medical records specialist, a medical-social consultant, and
two public members.61 The ACNHA can recommend for or against approval of
the rules in question. Then, the proposed rules are presented to the board, which
may take the recommendation into account or choose to ignore it. The BSWM
also has an advisory committee (the Municipal Solid Waste Management and
Resource Recovery Advisory Council), but it is not always consulted on proposed
rules or regulations unless time permits.
Proposed and final rules are usually generated within the Professional Services
Division in the BLTC. The need for new or amended rules comes from the same
basic sources as the BSWM: legislative mandates, regional staff, industry
representatives, trade associations, other governmental agencies, and interested
parties.
A time frame of sixty to ninety days is generally established for the
writing of rules or amendments--eit her internally or from an outside source--because
the rest of the process can take so long.
When a particularly controversial topic is being addressed, several hearings
may be held around the state. Before the board passes or rejects the final set of
rules, the process has often taken up to nine months and there have been several
drafts of proposed rules.
Although there may be severe opposition to a set of
rules , they are generally revised to address those concerns rather than dropped
completely.
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The program, like others in the department: may also propose legislation
during a legislative session. For this to be done, the program staff starts drafting
proposed legislation and working on its budgets a year before the beginning of the
sess10n. Proposed legislation must go through the associate commissioner for the
program area and a legislative sponsor must be found who will support the
measure. If a bill is to have a chance of being considered, the draft should be on
the legislator's desk before the session begins.
One of the major complaints regarding the current regulations , particularly the
Medicaid certification requirements, was that they were not sufficiently specific or
stringent. Contrary to what one may think, this -complaint came from an industry
representative. They would like more specific certification requirements for a couple
of reasons. First, industry representatives hope that more specific regulations will
help eliminate what they believe are serious discrepancies between regions in the
conduct of surveys and the requirements imposed by different investigators.
Second, they believe that stricter or more specific standards might improve care
and justify increases in the flat compensation rates.

'
;

Another problem mentioned about the rulemaking process of the BLTC is the
relatively strong role played by the ACNHA. Instead of acting in a more advisory
rol!i!, the ACNHA has become an extra screening tooi for the establishment of
regulations. Although this may be the role desired for the ACNHA by the board,
there have been assertions that this method may lead to much more of an industry
representation in an area where there is already a perception of a strong industry
bias.
The length of time it takes to get rules through the process was also cited as
the source of a minor problem. Because of the time it t akes to get new rules
passed, it is impractical to begin writing them as early as the June before a
Inevitably, changes are made during the session that would
legislative session.
This means that
require reworking some part of the newly passed rules.
intervening needs--unless declared emergencies--end up in a peculiar state of limbo
from the June before a legislative session until the June after a session. Naturally,
however, shortening the process would threaten due process.
Finally, the BLTC is particularly suscept ible to what has become a classic
problem of the TDH: routing of communications and implementation of policies
Even under ideal
through the Associateship of Community and Rural Health.
conditions, new policies, clarifications, or regulations must pass through a number
These
of doors before they reach the regional BLTC staff running a program.
of
amount
The
implementation.
of
complications adversely affect the timeliness
paperwork and checkpoints involved increases the likelihood of lost communications,
misunderstood requests, and inconsistent application of policy.
Disagreements can occur between a regional director and central office BLTC
staff over the implementation of a policy, trapping regional BL TC personnel in the
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middle of the dispute.
They must report directly to regional staff, but are
generally paid by BLTC funds. A natural animosity can easily develop between
regional and central office BLTC staff in cases like this, affecting the way a new
policy is implemented .
Regional BL TC staff may take the side of a regional
director, asserting that they know the needs of their region best. Conversely, they
can jeopardize their position in the_ region by taking the side of the central office
too often.
However, as bad as the situation can become and as displeased as many
program staff are with the inefficiency of the system, it works most of the time.
Furthermore , there is no obvious way to restructure the department and still
provide comprehensi ve and efficient services in the field.
Central office staff
expressed a desire for more direct contact with program staff. More direct contact
might aid the timeliness and consistency of the application of new standards,
amendments , or policy clarifications . It is still unclear, however, whether direct
contact would assuage the potential double jeopardy of regional program staff when
disagreemen ts occur between regional directors and central office program staff.
Licensing and Certificatio n
The department is statutorily required by the state to perform two on-site
licensure inspections and necessary complaint investigation s.62
Under interagency
agreements with the TDHS, the department also performs Medicaid certification
and utilization reviews for facilities participating in the reimburseme nt program.
Follow-up investigation s are performed when violations have been discovered.
The target population for the licensure activity (established by article 4442c,
V.T.C.S.) is all facilities furnishing food and shelter to four or more persons
unrelated to the proprietor and, in addition, providing minor treatment under the
direction of a licensed physician or providing services that meet some basic need
beyond the provisions of food, shelter, and laundry.
Licenses for the facilities
outlined in the previous section must be renewed annually , pending passage of the
inspections, submission of an application, and payment of the licensure fee.
Licensure and certification evaluations are very similar.
Both review all
aspects of the facility's operation, including administrati on, nursing, pharmacy,
dietary services, housekeeping , laundry, maintenance , social services records service,
building construction , and safety.
Certification requirements , however, are
somewhat more stringent, as previously mentioned.
Although state licensure is
strictly a state function and no federal funds may be used for the activity,
Medicaid/Me dicare certification surveys are carried out by the same agency.
Attempts are made to make the licensure and certification dates as
coterminous as possible. Coterminatio n enables the regions to use administrativ e
and professional staff more efficiently. A master list is kept in the central office,
and a reminder is sent to the regions to schedule an inspection of individual
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facilities about ninety days before their expiration dates. Generally, however, the
regions are aware of the expiration dates and other inspection dates of the homes
in their area.
The regions are .responsible for the composition of the inspection teams and
the timely conduct of the inspections. Inspection reports are sent back to the
central office for review.
Additional follow-up investigations are scheduled and
enforcement actions are initiated when necessary.
Complaints are investigated using the same basic procedure, with a few
exceptions. Complaints are received in both the regional and central offices .by
telephone, by personal contact, in writing, or at the required open hearings. The
BLTC also has a toll-free number, which is posted conspicuously in all facilities.
When complaints are received, a preliminary decision is made to determine
whether or not the TDH is the party responsible to perform the investigation.
Once this determination is made, the complaint is assigned a control number and
the investigation is conducted by regional staff (unless, as in an exceptional case,
the investigation is conducted by central office staff). Again, when it is possible,
investigations are conducted by teams composed of the professional personnel
appropriate for the individual facility or . complaint.
In addition, complaint
investigations are timed to coincide with the time rel~vant to the complaint. 63
The BL TC has a policy of maii:itaining a thirty day turnaround period for all
complaints, but the actual period rarely exceeds two weeks. The regional staffs are
responsible for contacting complainants regarding the progress of the investigation.
However, when contact cannot be made at that level, the complainant is notified of
the findings by mail from the central office.
One of the problems identified relates. once .a gain to the relative lack of
specificity in the Medicaid regulations an'1 the resulting inconsistency in the
conduct of certification surveys. This perceived lack of consistency is of concern to
facility owners because a large number of cited compliance violations can cost them
a great deal of money, as will be shown in the section on penalties and
enforcement tools.
There were also assertions that an almost adversarial
relationship exists between the TDH and the TDHS concerning the writing of these
rules. While the TDHS writes the Medicaid standards and may have a particular
intent in mind, the TDH does the actual implementation. The TDH may similarly
believe that it is not given needed input in the standards.
Consistency in implementation of policy is .going to be a problem in any
organization as large artd widely dispersed as the BL TC.
However, rules and
regulations must be established to cover ·a wide ·variety of health concerns in
nursing homes. Rules that are too specific could lead to inflexibility, which would
be an equally dangerous potential flaw. The specificity of the standards may or
may not be the root of the problem. Time constraints and lack of expertise make
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an analysis of the standards and the consistency of their implementation impossible.
These are certainly issues that must be reviewed, however.
No other problems were disclosed with the current licensing and certification
process, but there was some concern over the increased work load that may come
from the elimination of the CON process. Although the HFC usually approved
new plans for nursing homes, it still served as an impediment to at least shortterm overbuilding.
There is little doubt that there will be an increase in the homes being built
and licensed in the state. The elimination of the CON, however, may not be the
only source of possible increases in the inspection/survey /complaint investigation
process. As homes enter the market, the occupancy rate of the homes, which has
remained between 77 and 82 percent
the past several years, will also drop.
Costs will remain the same, however , giving an even larger incentive to cut costs
than is already provided by the flat reimbursement system in Texas.
Homes
attempting to cut costs may begin to fall out of compliance more often and this
could result in a further increase in needed inspections or investigations (not to
mention serious health hazards).
Although the market will, in all probability,
eventually decide the number of homes the state can accommodate, the above
scenario is more than plausible during the interim period, when some homes will
simply have to fail.

for

The possibility that a large increase in building will occur is not a major
concern at the BLTC, however. The general belief is that homes without sufficient
financial backing will close relatively quickly, especially as lending institutions
become disenchanted with t he investment. In addition, the board of the TDHS has
approved a moratorium on Medicaid payments for patients in nursing homes
without state CONs. This action, although potentially illegal, will probably deter
some building.
The BL TC estimates that each home is visited for some reason an average of
six times annually.
Approximately 2,500 routine license inspections and 6,000
complaint investigations were conducted last year. Historically, around 40 percent
of complaints contain one or more valid allegations.6 4

P enalties and Enforcement Tools .
The BLTC has at its disposal several types of penalties and tools to use
against facilities that fall out of compliance.
First, these tools are listed and
described briefly. Next, the short process followed in most inspection, certification,
or complaint investigation reports is explained. Third, reasons for the addition of
administrative penalties to the range of penalties available to the BLTC during the
69th Legislature is presented.
Finally, the problems foreseen m their
implementation and a possible alternative are suggested.
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Prior to the 1985 legislative session, the departmen t had the following tools,
listed from least to most severe, available for its use:
Notice -- TDH request to a facility that violations be
corrected within a specified time frame.

1. Complianc e

2. Recomme ndation for Vendor Hold -- TDH recommen dation to the TDHS
that Medicaid payments to a facility be held until violations are
Two vendor holds in a twelve month period results in a
corrected.
TDH recommen dation for cancellatio n of a facility's Medicaid contract.
Facility may file an administra tive appeal to the TDHS.
3. Denial of Certificati on or Decertifica tion -- TDH action to withdraw
Medicaid approval. Facility may file an administra tive appeal to the
TDH.
4. Denial or Revocatio n of License -- TDH action to deny or remove
license. Facility may file an administra tive appeal to the TDH, with
further appeal to district court.
5. Injunction or Temporar y Restrainin g Order -- TDH request to district
court to prohibit continuing violations by the facility.
6. Appointm ent of Trustee -- TDH appointme nt or recommen dation of a
trustee to take control of a facility to bring it into complianc e or allow
an orderly closure. This option is used only in extreme cases.
7. Civil Penalties -- TDH petition to the district court to assess penalties
of not less than $500 and not more than $1,000 for each offense and
each day of continued violation. These dollar amounts represent recent
increases by the legislature .
8. Emergenc y Suspensio n and Closing Order -- an order ·issued ·by ·the
commissio ner of health when violations create an immediate threat to
the health and safety of residents. The facility is closed and residents
are relocated. 65
Complianc e notices and vendor holds are the two most common actions taken
by the departmen t. Complianc e notices usually act as a method of informing the
facility of violations that are not an immediate threat to patients and of the need
to establish a time frame for correcting them. Continued violations or more serious
health and safety hazards may result in a TDH request to the TDHS to enact a
vendor hold , which temporari ly stops the Medicaid reimburse ments from the TDHS.
The vendor hold is not released until a reinspectio n determine s that the facility is
in complianc e. The departmen t also has the ability to completely cancel a facility's
66
Medicaid contract through denial of certificatio n or decertifica tion.
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Elimination of Medicaid reimbursements acts as a significant deterrent to
facility noncompliance. Approximately 1,120 homes participate in the program (this
number includes nonlicensed state schools and nonlicensed MHMR centers that also
participate in the Medicaid program). If the total amount of state and federal
funds given out by the TDHS ($436.9 million in 1984) is divided by the number of
homes, an estimate of the average amount a home was reimbursed last year was
$390,089.28.67
An attempt was made recently to strengthen the vendor hold tool, as well.
The vendor hold was strengthened to help avoid more drastic actions that can
mean having to relocate residents. As of November 9, 1983, if a facility gets two
vendor holds in a twelve month period, the contract is cancelled and the facility
must clear up all deficiencies before an on-site follow-up visit. When cleared, the
Furthermore, no
facility may then receive a 30-day probationary contract.
reimbursement is made for new patients admitted during the probationary period
and/or a vendor hold period, as was the practice prior to the changes in the
vendor hold rules.
Enforcement actions that result in the closure of a facility present several
problems and are avoided except in the most drastic cases. First, the patients
must somehow be relocated. While this does not present a major space availablilty
problem for nursing home patients (due to the 80 percent occupancy rate for
geriatric facilities), placing the patients from the mentally retarded facilities can be
very difficult. Second, many of the older or more ill patients may simply not be
healthy enough to be moved. Third, facilities in such poor condition may not have
the resources to meet the basic needs of the patients or their other financial
obligations.
In the event that such drastic action is necessary, a trustee can be appointed
(by persons owning a controlling interest, the attorney general, or by the
department through a request to the attorney general in the event of immediate
health and safety dangers). The trustee assumes operation of the facility and can
either run the home until conditions are brought to an acceptable level or reduce
Recognizing that funds may be
patient trauma while relocation is performed.
scarce in the rare event that a trustee is needed, the 69th Legislature amended the
Nursing Home Regulatory Act to establish a trustee fund. This fund is paid for
by the nursing homes in th~ state and is to be used as a temporary loan to the
facility in emergency situations.68
Despite having an apparently wide range of penalties and an active
enforcement program, the sunset commission staff concluded that the BLTC needed
an even broader range of sanctions. Several reasons were given in their report and
in an interview with a staff member for the belief that an additional tool was
necessary. First, vendor hold, the most common method used when conditions in a
home have deteriorated, requires the action of two agencies. It can take anywhere
from twelve to nineteen days before payments to a facility are actually stopped.
The concern was that this method was not quick or effective enough.
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Second, sunset staff asserted that measures to strengthen the vendor hold had
not achieved the desired effect. They cited the fact that in the first nine months
of the program, seventeen homes had already reached the contract cancellation
status imposed after two vendor holds within twelve months. Conversely, BLTC
staff believed that the stronger vendor hold had been very effective, pointing out
that in the same nine month period $2,338,000 in funds had been withheld that
previously would have been paid to facilities.
A third concern was that vendor holds are considered a fairly serious penalty
and are used generally when there has been a pattern of violations. No quick and
effective tool was available to impose on homes for a serious single violation or a
series of sporadic violations.
Fourth, the sunset staff pointed out that the department had no monetary
leverage over facilities not participating in the Medicaid program. They must rely
instead on license revocation or court actions, both of which result in having to
relocate patients.
Finally, no actual losses were being incurred by the owners of facilities during
vendor hold periods, since they are reimbursed for their Medicaid patients when
they come into compliance. Although the temporary loss of funds can severely
damage the operations of a small nursing home owner, it only presents a minor
cash-flow problem to the large, corporate owners.69
For all of the above reasons, the sunset staff recommended that administrative
penalties be added to the range of sanctions available to the BLTC.
Administrative penalties are fines levied by the agency for violations and require no
These penalties allow the BLTC to deal quickly with
initial court action.
These convincing
deficiencies that are posing an immediate hazard to patients.
arguments and the desire of the legislature to tighten control over nursing home
violations in general led to the passage of authorization for the department to
impose administrative penalties on nursing homes.
The BLTC, on the· other hand, strongly resisted the authorization to have
administrative penalties for nursing homes. Although this may seem odd at first,
there are also convincing arguments against the use of administrative penalties in
this area. The homes that do not participate in the Medicaid program are almost
Private client-paid homes tend to charge
exclusively private client-paid homes.
go to great lengths to keep their
generally
and
care,
of
levels
higher
provide
more,
patients satisfied. Their patients are the only source of income for these homes.
Serious problems in these homes are apparently scarce. Also, the argument that,
in practice, these types of penalties will actually be quicker and/or more effective is
viewed with skepticism in the BLTC, as in the BSWM. The violator has twenty
days after the notice is sent to respond to t he charge and request a hearing.
The most persuasive arguments against the use of administrative penalties,
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however, involve the writing of rules for such a program in the long-term care
field.
Unlike solid waste regulation, in which violation levels can be set and
technically measured, rules for nursing homes will have to attach values to
normally subjective judgements. For example, how much should a violator be fined
who serves a cold meal; how cold does the meal have to be before it is considered
a violation; what if the patient enjoys his meals cold for some reason; what if one
inspector's definition or perception of cold is not the same as another's?
The problem of inconsistency is a major concern of the BLTC with respect to
the implementation of administrative penalties. In an area where there is already
the belief that inspections are inconsistent from region-to-region and inspector-toinspector, there is the distinct probability that interpretation and implementation of
these types of penalties will be even more inconsistent. The BLTC must make
certain that the rules they write are both lenient enough to allow some individual
discretion, yet specific enough to make implementation consistent and useful. This
goal will be difficult to achieve.
Unfortunately, the industry position on administrative penalties supports the
department's wary opinion.
Although they are not thrilled at the prospect of
having another type of penalty imposed on them, they are not especially worried
about administrative penalties.
Once a discrepancy is discovered in the
implementation of a penalty between two cases, it is believed that the penalty will
have to be dismissed.
The department would have preferred either to have left the range of
sanctions as they were, or to have been authorized to collect · liquidated damages.
Liquidated damages involve a contractual agreement (such as the one between the
TDHS and nursing homes). Should the contract be broken, there would be a set
amount of damages that the facility must pay. In this manner, violators would be
uniformly punished and would suffer a permanent loss of funds. Breach of contract
and cancellation by the TDHS occurs in the following cases: vendor hold where
immediate danger to patients exists, vendor hold where deficiencies are not
corrected in sixty days, decertification (or failure to certify), or two vendor holds in
twelve months. In the case of court action or closure by the commissioner, the
contract has been cancelled.
The department pushed for the ability to establish liquidated damages, but
the industry lobbied vehemently against them. There is speculation the industry
knew that, with the mood of the legislature, some type of new sanction would
probably be established.
Realizing the problems the department would have
implementing administrative penalties, opposition to them was not too strong.
With the sunset review of the TDHS scheduled for the next biennium, however,
liquidated damages will almost certainly be considered again.
As one person
stated, "Anything the industry is that strongly against needs to be looked into in
more depth."
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In 1983, the department issued 573 compliance letters, 263 vendor hold
recommendation s and 112 decertification proposals, involving a total of 531 separate
facilities . Four facilities were closed during the year with the assistance of the
attorney generaI.70

Regulated Industry
Nursing homes make up the majority of long-term care facilities in the state.
Of the 1,166 licensed facilities, 993 are nursing homes, which provide some level of
71
The obvious
twenty-four hour supervised a.nd structured services for patients.
owned
independently
from
away
and
ownership
corporate
or
chain
trend is toward
total
the
of
percent
Chain ownerships compose approximately 65
operations.
7
number of nursing homes in Texas. 2
Types of ownership can be further broken down into the for-profit and
nonprofit categories. Nonprofit homes compose approximately 10 percent of the
nursing home total.75 By and large, these homes have a much higher occupancy
rate than the for-profit homes and generally care for sicker and more debilitated
Consequently, their per-patient costs are higher as well; in 1983,
patients.
nonprofit homes spent Sll.32 more per day on each patient than for-profit homes.
Most of this difference in costs (76 percent) was attributable to increased spending
in patient care and dietary expenses.74
Competition in the nursing home industry is high. The current occupancy
rate in homes is 82 percent; however, an occupancy rat~ of about 80 percent is
considered necessary to reach a break-even point. With the average occupancy rate
in the nonprofit homes being higher than the for-profit homes (at about 90
percent) , the competition to place the remaining patients is active.
The root of most of the competition is Medicaid reimbursement funds.
Medicaid payments are made for approximately 72 percent of all nursing home
patients in Texas.75 Patients must use their own income and assets until their
resources are depleted to Sl,600. Then, as long as that person's income is less
than $633.50/month, they may apply for Medicaid in Texas.
As mentioned before, Texas also uses a uniform reimbursement method, with
flat rates of $31.12 for intermediate care patients per day and $41.65 for skilled.
These rates are determined by selecting the median provider's projected per diem
expenses (from reported costs) and multiplying each cost area within each class of
service by 1.07. The resulting cost area amounts are totaled to determine the per
diem reimbursement rates (this flat r eimbursement system is also now in effect for
facilities for the mentally retarded).
Aside from the belief that there are too many discrepancies m the conduct of
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inspections, the income ceiling and the flat reimbursement method now in effect in
Texas were cited as major issues for the nursing home industry. Texas is one of
the few states in the nation with an income ceiling in operation. The problem
stems from the gap between the $633.50/ month income ceiling and the Medicaid
cost of nursing home care, established at $933.60/month; this creates a group of
people who may be unable to receive care they may need. The industry would like
for the income threshold for Medicaid eligibility to be equal to the cost of care
paid by Medicaid. 76 It is doubtful that the motives behind the desire to raise the
ceiling are purely altruistic, since raising the ceiling would also mean more
Medicaid patients for the homes.
A more substantial concern relates to the flat reimbursement method. Texas,
m 1983, was one of only four states with a uniform reimbursement rate for nursing
care. Most of the other states allow for some variations among the facilities in
Uniform rate systems can
reimbursements, according to some element of cost.
encourage facilities to avoid taking sicker and, therefore, costlier patients. Another
concern is that homes may be tempted to provide lower-quality care to achieve
77
additional savings, since Medicaid revenues would not be affected.
This type of system
The TDHS is currently studying a case-mix system.
would allow for variations between homes in reimbursement rates, according to the
Homes caring for more
types and skill levels of patients they are housing.
dependent patients would obtain a higher rate than those homes caring for
residents requiring less care.
The elimination of the HFC received mixed reactions from the nursing home
industry. Two general philosophies were established during the debate over its
One side supported the HFC because it provided some barrier to
continuance.
entry into the industry (meaning a littl~ less competition) and at least kept a
check on the number of nursing home beds in the state. The other side opposed
the HFC because, theoretically, the homes that should survive would be the ones
that were able to provide the quality of care necessary to attract enough patients.
Inferior homes would be allowed to fail instead of being protected by an agency
limiting market entry, however small that limiting effect may have been.
A final issue mentioned by the nursing home industry is the public
"misconception" about the overall strength and motivations of the industry. They
argue that if, in fac t, they were a strongly represented industry, there would
probably be no income ceiling or flat reimbursement system. In addition , the rate
of reimbursement is relatively low compared to other states, while the statutory
penalties that can be imposed on nursing homes in Texas are harsher than other
states. Contrary to public opinion, they assert, an overwhelming majority of the
homes in the state comply wholeheartedly with standards or regulations. Their
primary motivation is the care of the patient and not taking advantage of the
patients, as many people believe. Staff at the BLTC generally concur with this
assessment; almost all homes are good, but the ones that are bad generate so much
publicity that it makes the whole industry look underhanded.
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INTERVIEWS
Texas Department of Health
(Conducted between June 1 and August 31, 1985)
Howard Allen, Chief, Bureau . of Long Term Care
Robert Bernstien, Commissioner
Jerry Bryant, Director, Quality Standards Division, Bureau of Long Term Care
Glendon Eppler, Chief, Plans and Resource Recovery Branch,
Management Division, Bureau of Solid Waste Management, (telephone)

Programs

Gerald Guthrie, Direct or, Hospital and Professional Licensure Division, Bureau of
Licensing and Certification
Jimmy Harper, Assistant Director, Professional Services Division, Bureau of Long
Term Care
Jimmy Helms, Chief, Office of Grants and Contracts
Hector Mendieta, Director, Permits Division, J;lureau of Solid Waste Management,
(telephone)
T.

A. Outlaw,
Management

Chief,

Nonhazardous

Waste

Branch,

Bureau of Solid

Waste

Day land Parsons V, Executive Assistant, Bureau of Long Term Care
Mary Sidelnik , Director, Professional Services Division, Bureau of Long Term Care
· Rocky Stevens, Chief, Surveillance and Enforcement Branch, Surveillance and
Enforcement Division, Bureau of Solid Waste Management

Others
Sandy Derrow, Execut ive Director, Texas Association of Homes for the Aging,
Austin , Texas, July, 22 1985.
Tim Graves, Texas Sunset Advisory Commission Staff, Austin, Texas, July 16,
1985.
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CHAPTER 2
STATE BOARD OF INSURANCE
INTRODUCTION
Americans are definitely committed to the principle and program of
regulation by statute and supervision by public officials of those businesses
which sustain to the public a peculiar relation of trust and confidence.
Banks, trust companies, and insurance companies deal in credit. For a
consideration they sell their promises to pay in the future. That they be
able to meet their debts is a matter of serious public concern, which has
resulted in the development of a highly complex system of governmental
regulation of their activities. .
Regulation based on consideration of
solvency is highly desirable and its propriety is no longer questioned. 1
The Texas State Board of Insurance (SBI) operates primarily under the
prov1s1ons of the Insurance Code of Texas. 2 Other acts, including the
Administrative Procedure and Texas Register .Act, the Business Corporation Act,
and the Public Access to Meetings and Records Act, also govern the SBI's
activities, when not in conflict with the Insurance Code. As most recently published
by the SBI, the Insurance Code contains twenty-six chapters in 1,039 pages. 3
Fifty years after Mr. Cousins' remarks, and almost sixty after he served as
life commissioner (and thus chairman of the Board of Insurance Commissioners),
solvency remains the prevalent concern of most insurance regulators and legislators.
Article 21.28-A, section 1 of the Insurance Code states, in part, that
. . . an insurer delinquency, or the state's incapacity to properly proceed
in a threatened delinquency, . . . affects other insurers by creating a lack
of public confidence in insurance and in insurance companies. As respects
the state, insurer delinquencies are destructive of public confidence in the
capacity of the state to regulate insurers. . . . The Legislature declares
that it is a proper concern of this state and proper policy to attempt to
correct or remedy insurer misconduct, ineptness or misfortune.
A major intent of the legislature embodied in the Insurance Code is to ensure
the integrity and viability of the insurance industry in Texas by reducing the
chances of insurer insolvencies due to poor or fraudulen~ business practices or bad
investments. The largest part of the Insurance Code is made up of articles detailing
requirements for incorporating, operating, and liquidating companies; licensing
companies, agents, and adjusters; approving policies and forms; and establishing
pr~mium rates. Consumer concerns are presumably addressed implicitly.
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Problems of availability and affordability are closely linked with those of
solvency. In the absence of concern about these consumer issues, regulators could
worry less about solvency. Insurers could protect their investments by insuring only
the very best risks, charging very high premiums, or both: But policymakers want
· insur ance seekers of all kinds (individuals, small businesses, nonprofit organizations,
large corporations) to have access to coverage at a price they can pay. Various
statutes require that premium rates be fair, reasonable, adequate, not excessive, not
unfairly discriminatory, and nonconfiscatory. Some of these requirements are meant
to protect the interests of the insurance buyer (fair, reasonable, not excessive, not
unfairly discriminatory); some requirements are meant to protect the interests of
the insurance seller (adequate, nonconfiscatory). Together, they are intended to
balance availability and affordability with solvency.
The ultimate beneficiary of all these regulations is presumed to be the
insurance buyer, who will be able to find appropriate insurance coverage, pay for it
without severe economic suffering, and recover from insured losses with a minimum
of difficulty.

HISTORY
During the nineteenth century, as Texas' economy and population grew, so
did the need for all types of insurance. Most insur ance companies at the time were
located in the northeastern states and depended on independent local agents to sell
their insurance products. The companies paid these agents a percentage of the
premiums they collected as a commission and competed heavily for their services.
As a result of this reverse competition, the commissions paid were continually
raised, leaving companies with ever lower amounts for loss reserves and
investments. The agents also became more aggressive in their selling, reducing
premium rates as a competitive pricing policy, which increased the companies'
financial difficulties. As the number of failed companies and unpaid claims rose, the
state government stepped in to protect the insurance buyers, attempting to control
the excesses of the agents and companies and to establish minimum standards for
insurers wishing to sell insurance in the state. 4
The first general laws governing the insurance industry in Texas were passed
in 1874 (life and health) and 1875 (fire and marine). The Comptroller of Public
Accounts was responsible for administering these laws, which were primarily
requirements for registering to do business and demonstrating financial soundness.
The Texas Constitution adopted in 1876 provided for the creation of the Office of
Commissioner of Insurance, Statistics, and History. 5 The addition of responsibility
for agricultural matters in 1887 led to the new name of Department of Agriculture;
Insurance, Statistics, and History. Texas banks were placed under the jurisdiction of
the department in 1905. In 1907, the newly formed Department of Agriculture took
over agricultural functions from the renamed Department of Insurance and Banking.
Statistics and history were dropped from the department's responsibilities in 1909,
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and building and loan associations added in 1913. With the 1923 authorization for
a commissioner of banking, the banking and insurance functions were separated.
The . creation of the Board of Insurance Commissioners in 1927 reflected the
increasing complexity of the insurance market. The board was composed of three
members appointed by the. governor; with the advice and consent of the senate, for
A life insurance commissioner, a fire insurance
six-year overlapping terms.
commissioner and a casualty insurance commissioner, each with sole responsibility
for ·a dministering his designated line of insurance, were appointed. The life
insurance commissioner was designated ex officio chairman of the board. The
commissioners acted in concert only when taking official action as the board.
The Insurance Code of Texas currently in effect was enacted in 1951. A
primary purpose of the act was to arrange the statutes affecting insurance into a
consistent whole, under a single code, with appropriate chapters and articles.
Administration and enforcement of the laws would thus become easier and more
effective. The organization of the Board of Insurance Commissioners remained
substantially as it had been.
The Texas insurance market of the 1950s was very volatile. Several major
insurers failed during those years · amid scandals involving legislators and senior
state officials. In response to the resulting public and political concern the
legislature amended the lrisurance Co.de several times, strengthening the authority of
the board over the insurance industry and increasing its responsibility for
monitoring the activities of insurers. Finally, in 1957, the board was reorganized
This new board was
into its present form as the State Board of Insurance.
required to act as a unit, its members prohibited from dividing or confining their
activities or functions to particular fields of insurance. Minimum experience
standards for members were defined and any business interests in insurance
prohibited. The chairman was to be appointed by the governor in January of every
odd-numbered year. The board would appoint a commissioner of insurance to be
chief executive and administrator of board rules and state statutes relating to
insurance.

PHILOSOPHY
Given that many of the most serious problems in the insurance industry have
been due to financial failure of insurers, it is not surprising that the prevailing
attitude among the SBI staff is that the interests of the insurance buying public
are best served when insurers are well-managed, financially sound, and ready to
meet their obligations. The SBI has traditionally appeared to be very industryoriented because of this. Recently, however, largely in response to legislators who
are turning more frequently to insurance as a means of attaining social goals, the
SBI has begun to turn its attention more directly toward the consumer. St atutes
mandating specific coverages, for example, require the SBI to examine affected
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policies for adequacy of implementation of those coverages, in addition to
traditional monitoring of actuarial and financial conditions. The legislature has also
begun to ask the SBI to study some public health and welfare issues and produce
research reports and recommendation s for legislative consideration.
The mood and interest of public opinion changes and affects the
interest of legislators concerned about their constituents. The focus and
of the SBI, though dependent on the interests of the members of the
also directed by the legislature, which reflects the broader concerns of
large.

mood and
philosophy
board, are
citizens at

ORGANIZATI ONAL STRUCTURE
Three members, appointed by the governor with the advice and consent of
the senate, make up the State Board of Insurance. The members serve six-year
The chairman is
overlapping terms, with one term expiring every two years.
6
year.
appointed by the governor in January of every odd-numbered
The first tier of the three-tiered SBI organization consists of support staff
directly supervised by the board. The board appoints the chief clerk, general
counsel, and director of research and information services to assist it in carrying
out its statutory duties. The state fire marshal, appointed by the chairman and
serving at the pleasure of the board, acts semiautonomous ly in the specialized,
complicated area of arson investigation and fire prevention.
The commissioner of insurance is appointed by the board, with the advice and
consent of the senate, and serves at the pleasure of the board. The office of the
comm1ss10ner, supported by the Company Conservation and Rehabilitation,
Liquidation of Companies, and Hearings (Commissioner's ) sections, occupies the
second tier.
Six deputy comm1ss1oners oversee the third tier, which retains primary
operational responsibility for the daily activities of the ·SBI. Operations are divided
along functional lines, with three programs for the three major divisions of the
insurance industry--Casual ty, Property, and Life (including Accident and Health)-and three devoted to activities that are not specific to any one line-Legal and
Compliance, Administrative Services, and Corporate and ·Financial Affairs.

The Board
Article l.04(b) of the Insurance Code of Texas states in part that "(t)he State
Board of Insurance shall determine policy, rules, rates, and appeals but otherwise it
shall execute its duties through the Commissioner of Insurance. . . " The board is
not involved in the daily regulation of the insurance industry. It has primary
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responsibilities of (a) developing a purpose and direction for the agency ( "determine
policy"), (b) establishing limits within which the insurance business may be
conducted ("determine rules and rates"), and (c) deciding, when asked, whether the
regulator (commissioner) or regulated (industry) has gone beyond those limits
("determine appeals"). These functions may be characterized as quasi-legislative (a
and b) and quasi-judicial (c).
When determining policy, rules, or rates, the board acts quasi-legislatively
under authority delegated to it by the legislature. This authority is granted with
legislatively defined limits and the board, when exercising it, must be conscious of
the intent and mood of the legislature.
The board acts as a panel of judges when hearing appeals and must be aware
of the rules of evidence and procedure established in the judicial system. Since any
board decision adverse to any party other than SBI staff may be appealed to a
court of law for a trial de novo, it is essential that the board's proceedings be able
to withstand rigorous legal scrutiny.
Responsibility for enforcing fire prevention laws and conducting arson
For assistance in
investigations has been delegated to the state fire marshal.
carrying out its other responsibilities, the board depends on the chief clerk, general
counsel and director of Research and Information Services.

The Chief Clerk
The chief clerk has the statutory responsibility of keeping and maintaining all
records and proceedings of the board. 7 Compliance with the Administrative
Procedure and Texas Register Act has also been placed under the supervision of
the chief clerk, who has ultimate responsibility for properly posting notices of board
hearings and meetings, giving official or informal notice to interested parties of
board hearings and meetings, sending proposed rules and rule changes to the Texas
Register, and filing rules and rule changes with the secretary of state.
The incumbent chief clerk, who is a lawyer, also provides legal research and
advice, with particular emphasis on rulemaking, to the board; reviews rules and
rulemaking procedures of the board; and assists in drafting and editing legislation
for the board. In addition, the chief clerk often works with the attorney general's
staff, drafting opinion requests, legal briefs, and correspondence.

The General Counsel
The general counsel provides legal advice and research services to the board,
reviews proposed legislation, testifies on the board's behalf before legislative
committees and other government entities, chairs board-appointed advisory
committees, and monitors federal involvement in insurance regulation. In all of
these duties, the general counsel has a primary responsibility to inform and protect
the interests of the board.
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The general counsel sits with the board at hearings and meetings, providing
immediate advice and assistance and asking clarifying questions. Questions are
directed at witnesses or board members to clear up ambiguities or
mi~understandings. The presence of the general counsel helps ensure that the
proceedings of the board meet judicial standards of evidence and procedure.

Research and Information Services
Research and Information Services provides research services to the board,
dispenses information to the media and public, coordinates and provides staff
support for the board's participation in the National Association of Insurance
Commissioners (NAIC), and acts as legislative liaison for the SBI.
In recent sessions, the legislature has asked the board to provide reports and
recommendations on insurance-related topics. 8 One study, conducted jointly for the
board and the NAIC, focused on the importance of investment income in the
overall structure of insurance company profits and probably will have a major
impact on insurance rate regulation as its conclusions become more widely known.9
Prior to the beginning of each legislative session, the SBI is required to
submit to the legislature a report on needed changes to laws affecting insurance
regulation and the SBI. 10 The director of Research and Information Services
coordinates the production of this report and acts as primary liaison with the
legislature as the SBI recommendations are considered. After the close of the
session, Research and Information Services publishes a compilation of insurancerelated legislation that passed during the session and makes it available for
purchase by the public.

The State Fire Marshal
The authority of the state fire marshal to investigate arson, a criminal act,
and to arrest and assist in prosecuting suspected arsonists is derived from the
Insurance Code, a civil statute. The origin of this authority is traceable to the fire
insurance commissioner, a member of the Board of Insurance Commissioners which
predated the present SBI. Until 1975, when it became a separate entity directly
under the board's supervision, the duties of the state fire marshal's office were
carried out by the office of the commissioner of insurance.
Currently, the state fire marshal has responsibility for investigating arson and
suspected arson ; inspecting public buildings and places for fire safety; regulating the
storage, handling, and use of flammable liquids; licensing of fire extinguisher, fire
alarm, and fireworks businesses; and compiling and analyzing fire incident statistics
in the state.
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The Commissioner of Insurance
The commissioner of insurance is the chief executive and administrative officer
of the SBI, "with the primary responsibi_lity of administering, enforcing, and
carrying out the provisions of the Insurance Code under the supervision of the
Board." 11 As chief administrative officer, the commissioner's concerns are no
different than those of any administrator of a large organization--bu dget, personnel
and facilities. The chief executive of a state regulatory agency, however, has
different concerns from those of a corporate CEO, most of them statutorily defined.
Extraordinary problems, like company insolvencies or · appeals from staff
decisions, engage the commissioner's attention far more than routine regulatory
activities. Six deputy commissioners supervise the routine activities and handle most
problems that arise. Only if the problem is beyond the authority of a deputy, or
an affected party disagrees with a deputy 's proposed solution, does it move to the
commissioner's level. Once there, hearings officers, acting as finders of fact and
concluders of law, collect necessary information for the com.missioner. This
information and the hearings officer's recommendation are then given to the
commissioner.
Of particular interest to the comm1ss1oner are financially troubled insurers.
The commissioner alone is given authori~y to decide to seek liquidation of an
insurance company or some less drastic approach, such as superv1s1on or
conservation. The decision to seek liquidation cannot be appealed to the board
because the commissioner petitions the attorney general directly to apply to an
appropriate court for permission to sue for liquidation. 12
The comm1ss1oner directly supervises the Company Conservation and
Rehabilitation, Liquidation of Insurance Companies, and Hearings units as they
assist in managing those areas of regulation which are not delegated to lower levels.

Hearings
Authority to conduct commissioner's hearings is delegated to commissionerappointed hearings officers, who may also conduct hearings for the board (except
appeals from commissioner's orders) at the board's request.
At the conclusion of a hearing , a Proposal for Decision (PFDL containing
findings of fact , conclusions of law, and the hearings officer's recommendation , is
sent to the commissioner (or board). If the PFD is adverse to any interested party
other than SBI staff, it is first passed to that party for a dissenting brief whieh
will be given to the commissioner at the same time as the PFD. The commissioner
may approve, disapprove, or ignore the PFD or may request more information
before rendering a decision.

If a commissioner's order is adverse to any party other than SBI staff, that
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party may file a motion for a rehearing of the case. If .this motion is denied, the
party may then appeal to the board for review of the commissioner's order. Once
the board rules, the next step is to appeal to a Cou~t of Travis County for a trial
de novo.
Hearings officers have a function equivalent to administrative law judges at
the federal level. The hearings they conduct are subject to the rules of evidence
that apply to a civil trial before a judge without a jury. The primary guideline for
conducting hearings is the Administra,tive Procedure and Texas Register Act.

Company Conservation and Rehabilitation .
An insurance company in financial difficulty will usually come to the attention
of one or more SBI staff members. Once identified, such a troubled company is
monitored closely, perhaps through more frequent filing of routine reports or
through filing of requested additional reports. If the problems are severe enough the
company may be placed under the jurisdiction of the Company Conservation and
Rehabilitation section, which has basically three levels of involvement in the affairs
of troubled companies: administrative assignment, supervision, and conservatorship.
Administrative assignment is not a formal order allowing direct intervention in
company affairs. It primarily involves monitoring the activities of a company, which
may or may not be in serious difficulty, to determine .the extent of its problems.
A company with more .readily apparent · problems may be placed under
supervision through a commissioner's order. This is a formal . involvement of the
section, but still does not include direct intervention by SBI staff. The
commissioner-appointed supervisor acts mainly as a management consultant,
suggesting changes in management practices, recommending the hiring of consulting
professionals (actuaries, accountants, etc.) and advising company management about
the insurance business. After sixty days of supervision (or sooner, with company
consent) the commissioner reviews the company's status and may elect to release
the company from supervision, continue supervision, or put the company iil
conservatorship.
Conservatorship is the last chance an insurer has to be rehabilitated. Once
the commissioner issues an order placing a company in conservatorship and
appoints a conservator, that company is completely under the control of the SBI.
The conservator has the authority to remove . the company's books and files to SBI
offices in Austin , hire and fire company personnel, · change the locks on company
doors, or do anything else deemed necessary to prevent further erosion of the
company's financial position. The conservator will then try to turn the company
into a viable business so it can be released to management or sold. Although no
time limit is placed on this effort, at some point the commissioner must decide
whether accomplishing the task is cost effective. If not, the attorney general will be
asked to begin actions to liquidate the company.
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Liquidation of Insurance Companies
Because a company in receivership is no longer active in the insurance
business (except for paying claims against policies in force), the SBI's jurisdiction
over its operations is superseded by that of the receivership court. The board does
appoint the receiver and the Insurance Code regulates the receiver's activities and
part of the process of disposing of the company's assets. Outstanding policyholder
claims, for instance, are always paid firs t. Guaranty funds covering certain lines of
insurance assure payment of claims in those lines up to a specified maximum if the
company's assets are insufficient; claims in lines without guaranty funds may not
be paid f~lly or at all.

The Deputy Insurance Commissio ners
Six programs, each headed by a deputy insurance comm1ss1oner, together have
primary operational responsibility for regulating the insurance industry in Texas.
Because every line of insurance is somewhat different , three of the six programs are
organized according to major lines of insurance. Because all insurance transactions
are somewhat simih.~.r, two of t hem are set up to monitor activities that are not
specific to any one line, but shared by all. The sixth provides administrativ e
support to the other five and the rest of the SBI.

Casualty Insurance
Casualty insurance covers legal liability for personal . injuries or damage to
property of others. It is often called "third party" insurance because claims filed
are to compensate someone (the third party) other than the policyholder.
The
Casualty Insurance Program is divided into the 1) Automobile, Bond, Burglary, and
Plate Glass, and Title; 2) Workers' Compensatio n; 3) General Liability and Rate
Modification ; and 4) Professional Liability sections.

Automobile Unit
The Automobile Unit is responsible for research, development , and review of
automobile insurance policy forms, endorsement s, coverages, and manual rules (all
of which are promulgated by the board) and for administerin g board rules and
regulations pertaining to automobile insurance. Rate development is not a function
of the unit, but it does evaluate automobile consent-to-ra te and rate deviation
applications. 18 Other specialized rating plans administered by this unit include the
Texas Driving Insurance Plan, the Automobile Liability Experience Rating Plan, the
Drivers' Education Plan, and the Defensive Driving Plan. The various plans provide
methods for modifying premiums for specific categories of drivers or vehicle owners.
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Bond, Burglary , and Plate Glass Unit
Proposed rules, rates, and policy forms for fidelity, surety, and forgery bonds;
for burglary, robbery and theft insurance; for plate glass insurance; and for credit
and mortgage guaranty insurance must be filed with the SBI and approved by the
board prior to use. The Bond, Burglary, and Plate Glass Unit reviews the
proposals for the board and administers those that are approved. The various bond
and financial guaranty lines make up the largest share of the unit's workload.
Title Unit
The explosive growth in Texas' population and attendant increase in real
estate transactions has created a boom in the title insurance market.
Simultaneously, the nature of the title insurance business has been changing.
Together these occurrences have produced an increase ·in the activity and
involvement of the Title Unit in the market. The Title Unit administers statutes
and board orders that govern the title insurance business. The board promulgates
all policy forms and premium rates for title insurance, . with no deviations allowed,
so the scope of the unit's interest in the market is extensive.
Workers' Compensation Unit
Workers' Compensation is one of the four largest units at the SBI, with a
staff of seventy. This staff works to prevent unfair discrimination between
policyholders with similar employee hazards in thei.r businesses. The unit classifies
risks according to the hazards in each covered employee's occupation and assigns
an appropriate premium rate for each classification. In general, rate development is
not a function of the unit except for risks that are not in the workers'
compensation manual. 14 Such risks are considered individually so appropriate
individual rates (called "(a)" rates) can be determined.
The Workers'
Compensation Unit also develops rate modifiers, which reflect policyholders' actual
loss experience, increasing rates for policyholders with higher-than-average losses and
decreasing rates for those with lower-than-average losses.
To ensure compliance with board orders and state laws, all workers'
compensation policy declarations, endorsements, and cancellations must be filed with
the SBI for review and acceptance. Ownership,. hazard classifications, premium
rates, experience modifiers, and coverages are among the items examined.
General Liability Unit
All types of casualty liability insurance coverages, except automobile and
professional liability, fall under the jurisdiction of the General Liability Unit. A
partial list of such coverages includes product and manufacturers' liability; owners,
landlords, and tenants' liability; and contractual liability. Proposed policy forms,
endorsements, and rates are reviewed by the unit prior to being considered for
approval by the board. General Liability is responsible for researching, analyzing,
and recommending action regarding new types of coverages. Some specialized rating
plans and "(a)" rate filings, which allow for varying rates for specific categories of
policyholders, are also administered by this unit.
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Professional Liability Unit
The Professional Liability Unit has just been separated from the General
Liability Unit. It has responsibility for regulating malpractice insurance for doctors,
dent ists, nurses, and other health care professionals; hospitals and related facilities ;
lawyers; and all other types of professional liability coverage.

Property Insura.n ce
T he Property Insurance Program assists the board in promulgating all
standard forms, clauses, endorsements, and rates related to property insurance. The
main focus of daily activity 1 however, is rate development for commercial property
coverage.

Property Rating Unit
The largest unit in the SBI is Property Rating, found under this p rogram.
Property Rating is responsible for inspecting all commercial properties in the state
and developing an individual premium r ate for each. Records on more th an 700,000
properties are currently maintained. Once established, the rate for any particular
risk is entered into a computer data base and is available to insurers and the
general public on request.

Multi-Peril, Inland Marine, and Miscellaneous Lines Unit
The Mult i-Peril , Inland Marine, and Miscellaneous Lines Unit reviews requests
for changes to board-prescribed policy forms , endorsements, or rates and makes
recommendations to the board concerning them. The unit administers regulations
concerning commercial and personal multi-peril, petroleum property, crop-hail, and
transportable property (inland marine) insurance.

Average Rat ing Unit
If two or more items (e.g., a building and some specific contents) are covered
by a single "blanket" policy, the rate developed for that policy is an average of the
rates that would apply to separate policies for each item. The Average Rating l'n it
calc~lates the rates for such combined coverage and advises the insurance industry
and general public about the various policies.

Engineering Unit
The · Engineering Unit establishes the key rate, a measure of the quality of fire
protection, for each town and city in T exas. The key rate is one component of the
premium developed by Property Rat ing for each building it rates. For other
buildings , the key rate determines which premium chart is used. In addition to
inspecting t he fire protection facilities of towns and cities, Engineering inspects
individual properties protected by automatic sprinkler and fire alarm systems. Such
properties are eligible for a premium credit, determined by the quality of their
protective system.
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Life Insurance
The SBI must approve all life, accident, and health insurance contracts, forms,
and endorsements before they may be sold in the state. Most premium rates for
these lines are not regulated. The Life Insurance Program has primary responsibility
for reviewing and approving these products; for regulating credit life, accident, and
health insurance (including rates), insurance related activities (health maintenance
organizations and prepaid legal service corporations), and premium finance
companies; and for licensing all agents and adjusters.

Agents' Licensing Unit
The Agents' Licensing Unit issues licenses for fifteen different categories of
agents and one category of adjusters. More than 50 percent of total licenses issued
are in four categories related to life, health, and accident insurance. This
concentration of agents may partly explain why the Life program administers all
examinations and licenses, including those for property/casualty, title, and surplus
lines agents.

Policy Approval Unit
The Policy Approval Unit reviews all new and revised life, accident and
health, annuity, and related policy forms for compliance with state law and board
orders; analyzes the effects of marketing those products on the financial condition of
the insurer; and recommends action to be taken by the board. Another function of
this unit is the prevention of unfair market advantage gained through false or
misleading advertising. Advertising for all insurance lines is examined for
compliance with state truth-in-advertising laws, which are analogous to those
enforced by the Federal Trade Commission.

Insurance Related Activities Unit
Premium finance companies make premium payments to insurers on behalf of
policyholders with whom they have financing agreements. Authority to regulate
these finance companies is vested in the SBI, rather than the Consumer Credit
Commission, because of this relationship, which places the finance company between
the insurer and the insured. The Insurance Related Activities Unit issues licenses
to, conducts financial examinations of, and administers laws and regulations
pertaining to premium finance companies. This unit also receives policy forms, rate
plans, and other materials related to establishment and operation of health
maintenance and other prepaid services organizations, and reviews them for
compliance with statutes and SBI rules.

Administrative Services
Six operating units make up the Administrative Services program. Four of
these--Staff Services (budget and accounting, reproduction , mail, purchasing, and
publications distribution), Personnel, Data Processing and Micrographics--provide
basic support services necessary to the operation of any organization and. can be
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found in any administrative setting in the public or private sectors. The other two
are specific to the needs of an insurance regulatory agency.

Property /Casualty Statistical and Rate Development Unit
The board is required by law to develop and promulgate standard rates for
automobile liability and physical damage, property, commercial multi-peril, title,
and workers' compensation insurance. It is further required to approve rate
schedules for general liability, inland marine, and other casualty lines prior to their
use by insurers. The Property /Casualty Statistical and Rate Development Unit
assists the board in performing these duties by specifying actuarial data to be
maintained by property /casualty insurers; collecting and actuarially analyzing data
to determine the propriety of insurance rates in use; developing uniform rates for
specified lines; and maintaining and updating rate development formulas to assure
their continued reliability and credibility. Development of workers' compensation
rates differs somewhat from other lines in that Property /Casualty Statistical and
Rate Development must gather the raw data and perform the basic statistical
analyses before beginning the actual rate development process.

Life Actuarial and Life Reserves Unit
The Life Actuarial and Life Reserves Unit audits the required annual
valuation reports of reserve liabilities submitted by life insurance companies and
reviews the attached actuary's opm1on.
It also performs field actuarial
examinations to check reserve liabilities and other actuarial matters and assists the
board and SBI staff with life actuarial questions. The unit focuses its efforts on
insurers domiciled in Texas, depending on the home state to monitor foreign
companies.

Legal and Compliance
Although some members of the board, the comm1ss1oner, the chief clerk, and
others are or have been attorneys, they do not, in general, function as such in
their positions at the SBI. Besides the general counsel, there are but a few lawyers
at the SBI who are not found in t he Legal and Compliance program, which is the
main legal research and advocacy section of the SBI. The Title Unit has lawyers
because of the complex legal nature of titles and their associated insurance; the
Liquidation Unit also has staff lawyers to carry out its court-ordered duties; and, of
course, the commissioner's hearings officers are also lawyers. Except for these, most
of the legal work at the SBI is performed by the Legal and Compliance staff.

Legal Services Unit
Staff lawyers at the SBI, located in the Legal Services Unit of the Legal and
Compliance program, provide legal counsel and advocacy for the agency in the
administrative process.
They participate in board and commissioner's hearings ,
presenting evidence and examining witnesses; prepare board and commissioner's
orders; draft rules and regulations; provide legal assistance and opinions to the
board, the commissioner, and other agency staff; and institute disciplinary

68

proceedings against companies and agents accused of misconduct or other violations
of the Insurance Code. In cases where the sanctions available to the SBI are
•
insufficient or inapplicable, Legal
Services assists the attorney general in prosecuting
offenders (license revocation is of little use against an unlicensed company or
agent). The attorney general defends the board in appeals ta.ken to the courts with
the aid of the Legal Services staff, who have gathered relevant information and
done legal research as the case proceeded through administrative channels.
Complaints Unit
Policyholder complaints are handled primarily by the Complaints Unit,
although others throughout the agency also receive them. Verbal complaints are
considered inquiries; only written ones elicit SBI action. That action is mainly
accepting, exammmg, and analyzing complaints; determining an appropriate
disposition for each one; and compiling complaint data for possible use in legal
proceedings. The SBI has no authority to intervene directly on behalf of a
policyholder since the responsibility for enforcing insurance contracts lies with the
judiciary. However, the interest shown by the SBI when· it forwards a policyholder's
complaint to an agent or company, with a cover letter requesting a response to
both the policyholder and the SBI, is often sufficient to produce a more positive
and immediate resolution of the problem than otherwise might occur short of court
ad ion.
Investigations Unit
Alleged violations of the Insurance Code and other misconduct by agents and
companies are investigated by the Investigations Unit. Complaints may be filed by
consumers, agents (against companies or other agents), companies (against agents or
other companies), or others. Staff from other units of the SBI may also refer
companies or agents for investigation. The information compiled by Investigations
(which may include complaint data obtained from the Complaints l:'nit) goes to
Legal Services for review and further action. Th,e attorney general or local
authorities may also be included.
Unauthorized Insurance Unit
The Vnauthorized Insurance Unit investigates companies or groups engaging in
insurance-related operations to determine if they are, in fact, doing an insurance
business and are subject to the jurisdiction of the SBI. Such groups usually claim
exemption from state regulation under the provisions of the Employee Retirement
Income Security Act of 1974 (ERISA). After determining the status of the group
in question, the unit recommends action to the attorney general. The unit
coordinates its activities with those of other states where these groups may do
business and with the U. S. Department of Labor, which has jurisdiction over
ERISA trusts.
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Corporate and Financial Affairs
The Corporate and Financial Affairs Program ·is chiefly concerned with the
integrity and financial soundness of the Texas insurance industry. Financial
monitoring, company licensing, and administration of required reserves deposits are
some of the activities that are intended to address these concerns. In addition,
because of the direct involvement in monitoring financial aetivities of insurers, the
unit collects premium taxes for the state's General Revenue Fund.

Financial Examinations Unit
The Insurance Code requires that each insurer be examined once every six
months during its first three years of existence, once every year for the next three
years, and once every three years thereafter. Meeting these requirements is the
responsibility of the Field Examinations Unit, which conducts on-site financial
examinations of insurance companies in Texas and participates with regional
examination teams in examining out-of-state companies doing business in Texas.

Corporate Activities Unit
The Qorporate Activities Unit monitors business relationships and transactions
between domestic insurers that are part of insurance holding companies, reviews
acquisitions and mergers of insurance companies, and reviews valuations of
investments in subsidiaries and affiliates. These activities are mandated in the
Insurance Holding Company Regulatory Act, which is primarily an antitrust
statute. The unit also receives and reviews insider trading reports and proxy
solicitations from insurance company executives in accordance with the Insurance
Company Insider Trading and Proxy Act. These two acts give the "SB! authority to
regulate the insurance industry in Texas which closely parallels that of the
U. S. Department of Justice Antitrust Division and the Securities and Exchange
Commission over other areas of commerce.
Corporate Activities also has responsibility for reviewing applications for
admission filed by out-of-state insurance companies seeking entry into the Texas
market.

Corporate Custodian and Tax Unit
Incorporation of domestic insurers, changes in corporate charters and bylaws,
mergers, withdrawals, dissolutions, other corporate actions, and related licensing
activities are handled by the Corporate Custodian and Tax Unit. This unit is the
custodian for t he public records of each licensed insurance company and administers
statutory deposits of cash and securities required of each insurer for the protection
of policyholders. Other duties of the unit include administration and collection of
fees and premium, maintenance, and retaliatory taxes.
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Surplus Lines Unit
Risks that admitted companies licensed in Texas {domestic or foreign) will not
insure may be insured by nonadmitted companies in other states. Such risks must
be handled by a surplus lines agent licensed to procure coverage from nonadmitted
companies. Because these companies are out-of-state and do not have a certificate
of authority to sell insurance in Texas, they are not under the jurisdiction of the
SBI; only the licensed surplus lines agent is. The Surplus Lines Unit performs the
same regulatory, tax: and fee collection functions relative to surplus lines agents
that other SBI units perform relative to admitted companies and other agents.
Premium and other taxes are collected from the agent rather than from the
nonadmitted companies.

Staffing
The SBI employs approximately 800 people in more than 150 positions. The
distribution of classified positions across major programs and activities as reported
in the SBI budget requests for FY 1986 and FY 1987 were used in the following
analysis. The "number employed" is that reported for level 1 funding {although the
agency is regularly funded at level 2), which represents a 10 percent decrease from
the previous FY (1985). This number was chosen as representing the minimum
staffing required to maintain most of the major activities of the SBI, although
probably at a less effective level than at present. Actual sta.ftmg will be higher in
some activities, but the relative distribution of positions remains approximately
correct.15
Of the major positions at the SBI, 45 percent are classified relative to
insurance, including insurance directors, insurance examiners, insurance specialists,
and insurance technicians; 25 percent are administrative and clerical, including
personnel and accounting positions; and between 8 and 9 percent are computerrelated--key entry operators to systems analysts. Other technical professionals
(actuaries, statisticians, engineers) make up about 5 percent ~ and lawyers and legal
support staff make up less than 3 percent of the total. The state fire marshal's
office employs arson investigators and fire inspectors, who account for 4 percent of
the SBI staff.

Budget
Funding of SBI operations is through maintenance taxes, license and
examinations fees, sale of publications, and other authorized charges. Operating
expenditures in FY 1985 were $27 ,190,820. Maintenance taxes and fees collected
were $15,076,710 and $14,059,121, respectively , making the SBI essentially a selffunding agency although its budget is appropriated from the General Revenue Fund
by the legislature.16
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Besides being self-funding, the SBI is a major revenue collector for the state.
The occupancy (premium) tax levied against all insurance companies doing business
in Texas is collected by the SBI and deposited into the General Revenue Fund.
This tax generated over $345 million in revenue for the state in FY 1985.
Operation of the SBI cost approximately 8 percent of the total funds it collected in
that year. No federal funds are received by the SBI.

Broad Responsibilities
The Insurance Code of Texas assigns to the State Board of Insurance and its
appointed commissioner overall responsibility to license and regulate insurance
companies, agents, and adjusters; to promulgate and approve uniform policies, rules ,
rates, and endorsements in specified lines of insurance; to investigate claims and
complaints about and business practices of licensed entities; to conduct financial
examinations and oversee corporate activities of insurance companies; to administer
and enforce all laws and board rules and regulations regarding the conduct of the
business of insurance; to collect applicable taxes and fees; to conserve or liquidate
companies in financial difficulty; and to enforce fire prevention laws, rules, and
regulations and conduct arson investigations as may be prescribed by law. 17
To the extent that individual states' laws regulate the insurance business, it is
specifically exempted from portions of federal antitrust and other regulatory laws by
the McCarran-Ferguson Act of 1945 (Public Law 79-1_5). The SBI must approve
mergers and acquisitions of in~urance companies, investigate unfair trade practices
(including false and misleading advertising), and enforce state insider trading and
proxy laws. These activities are analogous to those performed by the
U. S. Department of Justice Antitrust Division, the Federal Trade Commission, and
the Securities and Exchange Commission. Because of the involvement of the SBI in
these areas as they relate specifically to insurance companies, there is little federal
involvement in the regulation of insurance in Texas. The federal government is,
however, involved in providing certain kinds of insurance, such as flood, riot, and
crime insurance in areas where there is no voluntary market. In general, the areas
must meet certain statutory requirements to be eligible for these federal insurance
programs.

REGULATORY TOOLS
Rate Development
The SBI regulates the insurance industry with various tools which range from
interventionist to supervisory, active to passive. One of the most active
interventionist tools is rate promulgation. Premium rates for many property and
casualty insurance lines are developed and prescribed by the board. These boardpromulgated rates are published in a manual that agents and insurers use to
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determine the appropriate rate for a particular policy. Some lines of insurance are
allowed to deviate from the manual rates by filing an application for a special r ate
or schedule of rates. Rates for some lines that do not have board-promulgated
manual rates must be filed with a,nd approved by the board prior to being used.
Other rates, primarily in life, accident, and health lines, are not regulated at all.

Barriers to Entry
Minimum capital stock and surplus requirements, along with restrictions on
types of securities that may be used to satisfy those requirements, serve to limit
entry into the insurance business.
Requiring at least seven directors on an
insurer's board also acts as a barrier to entry. ·Companies meeting all entry
requirements must still apply for and be issued a certificate of authority to sell
insurance in Texas.

Licensing
Most agents selling insurance or engaging m insurance-related activities must
be licensed. Entry-level knowledge of insurance underwriting practices relating to
the particular line to be sold is required for a license and may be demonstrated
through passing an SBI-administered examination,, completing course work, or both.
Agents applying for licenses must also be sponsored by at least one insurance
company before they may be considered for licensing.

Standards
Board orders, commissioner's orders, the Insurance Code, and other laws
define standards for various parts of the insurance business.
Among these are
standards specifying types of products that may be sold and their price, who may
sell them, and in what manner.

Penalties
The range of penalties available to the SBI is limited mainly to revocation or
suspension of an agent 's license or of a company's certificate of authority and
monetary forfeitures. Additional penalties may be imposed, with the attorney
general's intervention, through the judicial system.

Audits and Inspections
Supervisory tools that may lead to the use of other, more interventionist,
tools include financial and actuarial audits of annual reports submitted by admitted
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insurers. Periodic on-site inspections and audits are performed by financial
examiners and actuaries, most frequently during the early years of a company's life.
Companies suspected of having serious financial difficulties are subject to an audit
of their management activities in addition to the usual financial and actuarial
audits.

REGULAT ORY PROCEDU RES
Rate development is a complex process. The board establishes a target rate of
return that it considers fair; staff actuaries and finance specialists then attempt to
develop premium rates that~ giving consideration to the various factors affecting
profit, should generate that rate of return. To determine the profit picture for the
industry, the analysts gather data on premiums collected, losses paid, acquisition
costs (marketing and overhead), and investment income. Statistical regression and
actuarial analyses are used t.o project probable future conditions from . recent
experience. Assumptions about int;J~tion apd .other economic trends are also used
in the rate development formula..
Industry groups, · using the same basic methods of statistical and actuarial
analysis, propose rate schedules that may differ markedly from those of the SBI
staff. A public rate and rule hearing is held annually for each major
property/ casualty line of insur~ce. Both industry and staff proposals are considered
at that time. Because the basic analytic ·methodologies generally differ little, most
attention is devoted to the assumptions that underlie the forecasts used in the rate
formulas.
On-site inspectio:r;is and risk assessment are important parts of developing
commercial property insurance . rates. Construction , contents, and location are of
major importance in assessing risk of fire or windstorm damage ·to buildings. The
valuation of a building · depends upon its condition and use and must sometimes be
verified as part of a risk assessment used to set its premium rate.
Most routine nortintervent ionist regulatory activities (financial and actuarial
examination s, policy approval, and licensing of agents, for example) are performed
by agency staff without direct supervision by the board or commissioner. Hearings
related to those activities usually are a result of appeals from staff decisions or
interpretatio ns.
Major intervention ist tools are wielded only by the board or comm1ss1oner, or
under their direct supervision. Rate setting, for example, is always done through a
public hearing. Supervision and conservators hip orders come directly from t he
commissioner's desk.
Identifying companies m danger of insolvency is a· complicated and imprecise
process. Various units among the different programs contribute information that is

"
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used to uncover potentially troubled companies. A clearinghouse for this inform~tion
is maintained by the Deputy Commissioner for Corporate and Financial Affairs.>A
file is created for each company that has been flagged for one reason or another,
and the company's financial condition is monitored closely. Periodically a group
consisting of the deputy commissioner for corporate and financial affairs, actuaries,
and others with necessary expertise convenes to review the files and decide on their
disposition. If it is decided that conditions warrant it, the files are sent to the
commissioner's office with the group's recommendations for further action. An
official commissioner's hearing may then be called to consider the company's
condition and a proper method for dealing with it.
Responsibility for information collection is distributed throughout the SBI.
Each unit dedicated to a particular line of insurance is expected to have the most
expertise in that line and is ·turned to for explanations and recommendations
concerning proposed rules affecting that line. The Automobile Unit, for example,
produced a report on the effects of unisex rating on automobile insurance (1981).
Other units perform on-site inspections and examinations as an integral or primary
part of their usual functions (engineering, field examinations). Some aggregate
information is obtained from published sources for use in rate development and
reserve checking. Those units concerned with statistical and actuarial analysis also
must keep up with revisions in methods, models , and tables used in their work.
One fact finding unit that operates under the direct supervision of the board is
Research and Information Services, which performs research, conducts surveys, and
produces reports, charts, and pamphlets for use by the board.
After each legislative session, the SBI publishes the Texas Insurance Code
with Related Acts.
The commissioner, general counsel, chief clerk, deputy
commissioners, each board member, and most other members of the staff keep a
copy of this book with them as they perform their various functions. It is the
primary handbook for the operation of the SBI. Among the related acts contained
in the book are the Administrative Procedure and Texas Register Act and the
Public Access to Meetings and Records Act. These two acts serve as the primary
guidelines for conduct of hearings by the board and the commissioner. Introduction
of evidence is governed by the rules of evidence that apply to a civil trial heard by
a judge without a jury.

REGULATORY ISSUES AND PROBLEMS
Consumers
Insurance consumers are not just individuals purchasing personal automobile
and homeowners policies, but are also professional and commercial enterprises
purchasing workers' compensation, medical malpractice, product and general
liability, group life and health, and many other types of insurance. Interests in the
insurance market shared by most insurance consumers center around the three
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issues of . availability, affordability, and dependability. Desired coverage should be
available at an affordable price from a dependable underwriter with sufficient
resources to pay any and all legitimate claims filed. Attention is mainly focused on
affordability, with availability and dependability assumed as given and somehow
unrelated to the price of the coverage. Many consumers consider keeping premium
rates down the primary function of state insurance regulation.
Insurers
Insurers are interested more in the availability and dependability issues.
Having a competitive line of insurance products means having a product available
to meet · almost any need; being a dependable underwriter means being a
functioning, solvent company. Insurers worry that compliance with regulations
requiring prior state approval of new or revised policies or rate schedules causes
costly delays that hurt them in the volatile, highly competitive insurance market.
Low, possibly inadequate, rate levels, which satisfy thrift-conscious consumers, may
threaten the profitability and solvency of insurance companies, and are also of great
concern to them.
Regulators

Insurance products are becoming more complex. Calculating necessary reserves
is more difficult for life insurance policies and annuities 'with variable interest rates
and numerous investment plans. With little or no useful actuarial or statistical data
available, it is difficult to develop a fair and adequate rate for financial guaranty
policies; rates acceptable to both buyer and seller may be negotiated, but there is
no ' assurance that sufficient reserves will be available in the event of a covered
default.
The SBI directs its attention not only at those issues that concern consumers
and insurers, but also at systemic problems that cannot be addressed directly by
board action. Recently, insurance has been looked at as one approach for creating a
risk free environment. Insurance does not alter risks, however, it only alters the
distribution of associated costs. Statutory insurance pools have been established to
underwrite risks that insurers in the voluntary market will not cover. The Texas
Catastrophe Property Insurance Association (TCPIA or Cat Pool) was created to
write windstorm coverage for residents along the Texas Gulf Coast. When claims
against the Cat Pool exceed reserves, additional funds are obtained from companies
writing similar policies in the voluntary market via assessments based on market
share. Once claims exceed $100 million, additional assessments may be used as
offsets to premium taxes. Each dollar over $100 million paid for a claim thus
comes from the state's General Revenue Fund, shifting part of the cost of living in
hurricane country to the rest of the state. One result of the availability of coverage
from the Cat Pool has been an increase in the number of beach front vacation
homes owned by residents from other parts of the state. Many of these homes do
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not meet minimum building code standards and are blown away m the high winds
of a hurricane.

In some lines, compensation for losses is decided through litigation rather t~
a predetermined valuation of covered items. Workers ' compensation, medical
malpractice, and general liability are the major lines in this group. The Industrial
Accident Board and tort system do not fall within the scope of board authority,
but they have a direct and dramatic effect on the rates that the board promulgates
for these lines. Coverage in these lines is becoming less affordable as rates rise
drastically in response to rapidly rising court-awarded compensation amounts and
less available as insurers refuse to underwrite risks with unpredictable potential
losses that could threaten the company's dependability in other lines.
Federal involvement in insurance regulation is limited. One provision of Public
Law 93-406, the ·Employee Retirement Income Security Act of 1974 (ERISA),
however, has created problems for the SBI and some citizens of Texas. Among
other things, ERISA provides for welfare benefit plans that may be established and
operated by an employer, an employee organization, or both. Such plans may
provide accident and health benefits through the purchase of insurance or otherwise.
No major regulatory problems would arise from these ERISA plans if not for the
provision that specifically exempts them from state regulation and places them
under the jurisdiction of the U. S. Department of Labor. Plans purportedly
org'anized under ERISA, often called Multiple Employer Trusts, have been marketed
in Texas, primarily to small- and medium-sized employers. To most small
businesses and their employees, these plans look just like group insurance. Many of
the plans have collected payments and then failed to pay claims, leaving supposedly
coYered individuals owing thousands of dollars in hospital bills. The SBI receives
many complaints but can do little if an investigation shows that the plan really
falls under the ERISA guidelines.

REGULATED INDUSTRY
Competition
Competition in a real marketplace always falls short of the perfect compet1t1on
described in economic theory. Economists have therefore modified some assumptions
and developed a theory of workable competition that allows them to evaluate levels
of real competition. Several structural standards have been defined t-0 determine
the degree of competition in a market. Among them are the number of firms,
distribution of market share, ease of entry, and product homogeneity.
Most lines of insurance sold in Texas are relatively competitive. Table 4 lists
the different types of licensed companies and their numbers.
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Table 4 ·
State Board of Insurance
Numbers and Types of Companies
Licensed in Texas as of
· August 31, 1985

Stock Life Insurance Companies
Mutual Life· Insurance Companies
Stipulated Premium Life Insurance
Companies
Nonprofit Life Insurance Companies
Stock Fire Insurance Companies
Stock Fire & Casualty Insurance
Companies
Mutual Fire & Casualty Insurance
Companies
Stock Casualty Insurance Companies
Mexican Casualty Insurance Companies
Lloyds
Reciprocal Exchanges
Fraternal Benefit Societies
Title Insurance Companies
Nonprofit Legal Services Corporations
Health Maintenance Organizations
Totals
Statewide Mutual Assessment Life; Health
and Accident Insurance Companies
Local Mutual Aid Associations
Burial Associations
Exempt Associations
Nonprofit Hospital Service
Corporations
County Mutual Fire Insurance Companies
Farm Mutual Fire Insurance Companies

TEXAS
324
4

FOREIGN
609
·86

TOTAL
933
90
69

69

12

110

551

661

6
9

76
51
9
1
15
28
16

82
60

83
13
1~

/,

1

5.

1
7

·6
1
~
658

9

84
28
40
22
1
16

1,450

2,108

2

2
59
21
16

59
21
16

1

I

25
26

25
26

Totals

150

150

Grand Totals

808

Source: State Board of Insurance, llOth Annual Report, (Austin:

1,450

2,258

August 31 , 1985), p. 57.

More than .· 1,000 stock and mutual life insurance companies and almost 800
stock and mutual property /casualty companies participate in the Texas market.
This number of participants does not guarantee a workably competitive system ,
however) if a few of them. dominate the market. No consensus presently .exists on
what constitutes excessive concentration. Two standards have ·.been proposed: ·

'18
1. The largest four firms

(in terms of ·m arket share) together have 50
percent or more of the market, and ~-h~-.- larg~-~ eight firms have 70
percent or more; and

'

.

2. The largest eight firms have. 50 perc.e nt. or rµore, and the largest twenty
have 75 percent or more. 18 . .
··
.
' '·
Concentration · in the four . -iargest property /casualty lines is reported in table
5. Percentages were calculated from information provided in the 1983 annual report
submitted by each firm. Entry into the market is relatively ,easy, in part because of'
low capital and surplus requir~ments. According to the SBI's 1985 Annual Report,
one hundred additional insurance companies were licensed· to do business in Texas
during the period from September 1, .1984 to August 31, 1985. Product
homogeneity is provided through SBI promulgation or approval of standard forms
and policies.

Table 5
State Board of Insurance
Combined Market Shares of Top 20
Property/ Casualty Firms· in
Texas - Selected. Lines
(percentages)
~

'lop~

Top 20

Automobile

33.6

43.3

59.1

Fire and Allied

18.6

25.9

39.9

Homeowners

35.2

44.6

56.7

Workers '
Compensation

23.4

33.9

56.1

Line

Top

Source: calculated from data provided by the State Board of
page 14 of 1983 annual reports (mimeo).

Insurance from

Nature of Products
A wide range of coverage and ter~ are avail~ble ·in the insurance market.
These various products all share certain fundamental characteristics. Risk spreading,
the basis of insurance, _is .a fairly 'obvious one . .,Another, perhaps less obvious, is the
transaction that puts the insurance into force.

79

Insurance is a complex financial activity in which a person exchanges a.n asset
with a. real present value (cash) for one with a possible future value (insurance).
The possible future value of the policy lasts only for a fixed, predefined period and
is determined partly by things beyond those specified in the insurance contract.
Prominent among these is the future existence of the company underwriting the
policy. The · insurance industry is built upon insurance buyers' faith in the
continued ability of insurers to pay off claims. If the possible future value of a
policy is unknown because of uncertainty a.bout the future existence of the
underwriter, risks are merely redefined, not shifted.
Insurance remains, as Chairman Cousins said so many years ago, one of
"those businesses which sustain to the public a peculiar relation of trust and
confidence." In the absence of that trust and confidence in the insurer, no
insurance policy would ever be sold.
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INTERVI EWS
State Board of Insurance
(Conducted between June 1 and August 31 , 1985)
Ron Andrews, Director, Data Processing Unit
R. B. Ashworth, Deputy Insurance Commissione r, Corporate and Financial Affairs
Ted Becker, Actuary, Life Actuarial and Life }leserves Unit
Mike Boerner, Actuary, Life Actuarial and Life Reserves Unit
Tom Bond, Attorney, Akin, Gump, Strauss, Hauer and Feld, (former Commissione r
of Insurance)
John Brady, Chief Hearings Officer, Hearings
Gaylon Daniel, Actuary, Property/Ca sualty Statistical and Rate Developmen t Unit
Dixie Evatt, Assistant Deputy Insurance Commissione r, Commissione r's Office
Carroll G. Fuchs, Chief, Staff Services Unit
Evelyn F. Ireland, Director, Research and Information Services
G. J. Jones, Deputy Insurance Commissione r, Property Insurance
Doyce Lee, Commissione r, (former General Counsel to the Board)
Kenneth McDaniel, Auditor, Company Conservation and Rehabilitatio n
Nicholas Murphy , Deputy Insurance Commissione r, Legal and Compliance
James W. Norman, Chief Clerk
Donald E. O'Brien, Deputy Insurance Commissione r, Casualty Insurance
Lyndon L. Olson, Jr. , Chairman
Woody Pogue, Deputy Insurance Commissione r, Life Insurance
Carole Keeton Rylander, Member
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David H. Thornberry, Member
Max Werkenthin, Actuary, Life Actuarial and Life Reserves Unit
Nick Williams, Deputy Insurance Commissioner, Administrative Services

Others
J9hn J. Frucella, President and Actuary, Hill Country Life Insurance Company,
Austin, Texas.
Roy E . Hoga, General Manager, Texas Insurance Advisory Association, Austin,
Texas.
Ronnie Volkening, Texas Association of Businesses, Austin, Texas.
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NOTE S
1R.

B. Cousins , Jr. , chairma n of the Texas Board of Insuran ce
Commissioners (1928), in a lecture to student s at. the Insuran ce · Institut e·, Austin,
Texas, January 13, 1936 (from the files of the State Board of Insuran ce) .
2Acts 1951, 52nd
Leg., ch. 491 as amende d.
8 Texas

Insuran ce Code with Related Acts, 13th ed. (1983) (including
amendm ents through the 19_83 regular and first called sessions of the 68th Leg.).
4 Douglas

Caddy, Unders tanding Texas Insuran ce (College Station : T exas A&M
Univers ity Press, 1984) .
5 Texas

Constit ution, art. 16, sec. 38.

6 Informa tion

for this section is based on the Texas Insuran ce Code and
interviews with SBI staff; and State Board of Insuran ce, One Hundred
Tenth
Annual Report of the State Board. of Insuran ce (Austin , August 31, 1985).
7V.A.T .S.

Insuran ce Code, art. 1.08.

8 For

exampl e, the staff of Research and Informa tion Services prepare d
"Insura nce Problem s of Elderly and Handic apped Texans " for the 67th Legisla
ture;
"Health Insuran ce for Diabete s" , "Health Insuran ce for Pregna nt Minors,"
and
"Ratem aking in Texas" for the 69th Legisla ture; and "Texas Life Insuran
ce
Premiu m Taxes" for the Joint Select Commi ttee on Fiscal Poli.c y (Februa ry 1985).
9 Nationa l

Associa tion of Insuran ce Commi ssioners , N AIC Study of Investm ent
Income , supplem ent to Proceed ings, vol. 2 (Kansas City, Mo., 1984).
10 V.A.T.S .

Insuran ce Code, art. 1.25.

11v.A.T .S.

Insuran ce Code, art. 1.09.

12 V.A.T.S .

Insuran ce Code, art. 21.28-A.

13 Propert y /Casua

lty Statisti cal and Rate Develo pment, describ ed on page 67,
1s the section primari ly respons ible for perform ing those duties.
14See previou s note.
15Informa

tion on staffing came from Texas State Board of Insuran ce, Reques ts
for Legislative Approp riations , Fiscal Years 1986 and 1987 (Austin , Octobe
r 1,
1984).
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16State

Board of Insurance, 1985 Annual Report.

17 Texas

Advisory Commission on Intergovernmental .Relations, Handbook of
Governments in Texas (Austin, 1984) .
18Jon

S. Hanson, Robert E. Dineen, and Michael B. Johnson, Monitoring
Competition: A Means of Regulation of the Property and Liability Insurance
(Milwaukee: National Association of Insurance Commissioners,
Business, 2 vols.
May 1974).
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CHAPTER 3
PUBLIC UTILITY COMMISSION
INTRODUCTION
The Public Utility Commission of Texas is charged with protecting the public
interest by regulating rates and services of public utilities. 1 Public utilities are
cdnsidered monopolies by the nature of their service. Economic regulation of the
utilities serves to replace market forces that would set price, quantity, and qualityof-service by providing consumer choice absent in a monopoly situation. The
responsibility of the PUC is to set fair and reasonable rates and to guarantee
utility service to consumers, and in turn to protect the utility by allowing it an
opportunity to earn a just and reasonable return on its investment.

Statutory Authorization
The regulation of most telephone and electric utilities in Texas is governed by
the Administrative Procedure and Texas Register Act (APTRA), the Public Utility
Regulatory Act (PURA), and the Substantive Rules and Rules of Practice and
Procedure of the Public Utility Commission of Texas.
The APTRA sets general standards of procedure to allow for the orderly
presentation of cases and to ensure that all parties receive due process. Unless
expressly superseded by PURA, the · APTRA governs administrative procedures in
matters before the PUC.
PURA is the authorizing legislation of the PUC and the basic law governing
most electric and telephone utility regulation in the state of Texas. It outlines the
jurisdiction of the PUC and contains important definitions , policy statements, and
organizational rules. The P UC may supplement PURA through rulemaking, but
these rules must be in accordance with, and may not contradict or alter , the
explicit or implicit law contained in the statute.
The comm1ss1oners also adopt Substantive Rules.
Substantive Rules states that the purpose of the rules is

Section

23.1

of the

to establish a comprehensive regulatory system to assure rates ,
operations and services which are just and reasonable to the consumer and
the utilities and to establish the rights and responsibilities of both the
utility and the consumer.
This is no small task and is really a continuous process. These rules are the most
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concrete manifestation of the commission's quasi-legislative function. The substantive
rules, along with the procedural rules discussed below, provide the framework under
which the broad statutory provisions of PURA are implemented.
The Rules of Practice and Procedure are adopted by the commissioners and
are the procedural rules that govern the regulatory process, such as where
documents should be filed, how the days in a statutorily set time period should be
counted, and what form pleadings, notices , and other legal documents should take.
Precedents also play an important role in the process. Ho1'·ever: due to the
quasi-judicial, quasi-legislative nature of regulation, regulatory agencies are less
bound by precedents than the courts. In fact, precedents only bind the commission
when the commission publishes those precedents in the Texas Register as formal
policy statements.

msTORY
In 1905, the Texas legislature permitted cities to appeal utility rate decisions
to district court. In 1907, cities of five hundred people or more were given the
power to regulate franchised utilities. This power was extended to all home rule
cities in 1913, and finally to all cities in 1937. The onJy other utility regulatory
authority granted to a governmental body was the power to regulate natural gas
rates for intrastate gas transmission, to regulate its distribution in rural areas, and
to hear appeals of natural gas rates set by city councils. This authority was given
to the Texas Railroad Commission in 1920.2

This constituted nontransportatio n utility regulation in Texas through 1975.
There were no rate regulation outside city limits, no facilities construction prudency
reviews, no certification of utilities ' sen•ice areas, and no regulation of intrastate
long distance rates. Rates for industrial gas and electricity were set by private
contracts if cities chose not to regulate since the Railroad Commi«ion did not use
its power in this regard.3 In addition, it was commonly asserted that cities often
allowed utilities to set their own rates except for basic services.4
Although legislation was occasionally introduced for statewide regulation of
public utilities, the proposed change elicited little support. Cheap fuel for electric
generation and competition between electricity producers and between electricity
producers and gas distributors kept rates low. Utilities did not seek rate increases
often. 5
The economy in the
the shortage of natural
natural gas. l:' tility rates
complex, and more costly
these plants.

1960s and early 1970s suffered from inflation, and later,
gas. Yost electricity-genera ting plants were fueled by
were increasing more often. In addition, bigger, more
plants were being constructed. {;tilities had to pay for
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Electric rates had, however, at least an indirect regulatory check, the Railroad
Commissi on authority to regulate gas prices. Criticism was leveled at the Railroad
Commissi on for not monitorin g fuel cost pass-throu gh provisions , and "for failing to
have sufficient interest to undertake the responsibi lities for regulating gas utilities." 6
The Railroad Commissio n had ordered a fuel contract LoVaca Gathering
Company had entered into with private and public electric utilities serving the area
south of Austin vacated, and set interim rates on September 27, 1973. The interim
rates were allowed to stay in effect until April 12, 1976, a period of two and onehalf years. 7 The price of the contr~ct gas proved too low . for Lo Vaca to deliver
profitably during this period of increasing prices for an insufficiently available
resource. The company requested that the Railroad Commissio n allow them out of
the contract. The request was approved and the increased price to the utilities was
passed on to consumers .8
During the 1970s, the telephone companies were also targets of consumer
anger.
Telephone companies serving rural areas could set rates and service
standards at will. Competiti ve pressures were likely to be minor as well since the
newly emerging alternative long-dista nce companies focused their marketing efforts
on the more lucrative interurban routes.
Smaller cities that had the power to
regulate the telephone companies often did not have the resouces to evaluate
complex telephone rate requests. 9
In 1974, General Telephone of the Southwest decided to increase its rates for
rural subscriber s, asserting the rates should relate to the cost of providing service
to those users. 10
To further aggravate consumers , just before the 64th Texas Legislatur e met in
1975, Southwest ern Bell Telephone Company (Southwes tern Bell) was in the news
for misdealing s in their relations with city councilme n and was facing a lawsuit
brought by two employees. 11 This action came after a 1974 intrastate long-distan ce
rate increase the attorney general had alleged "excessive and unreasona ble" and had
taken to court. The Texas Supreme Court, ·On appeal, refused to block the rate
increase. The court's decision, however, was not based upon the reasonable ness or
unreasona bleness of the rates. It was based upon the constitutio nal separation of
powers between the judicial and legislative branches. Rate determina tion was a
legislative prerogativ e that the courts could not undertake . The court went on:
According ly, we observe the well establishe d precept that wherein t he
law provides no remedy, the judiciary cannot create one. . . . Regarding
this precept, the Supreme Court has more recently stated that deficiencies
in the law " . . . will not justify a court's excursion beyond its proper
sphere in order to plug a hole or cure a supposed defect in the legislative
scheme of things." State Y.! Reyna, .Texas 404, Southwest ern Reporter, 2d
Series 832. 12
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Unsuccessful efforts to create a state public regulatory comn11ss1on had been
made prior to the 64th Legislature. Events leading up to that session caused
enough public pressure so that in 1975, the Texas Legislature responded by passing
the Public Utility Regulatory Act (PURA) . Governor Dolph Briscoe appointed the
fitst three utility commissioners of the new statewide public utility commission
(PUC) to begin their tasks in 1975.
The inexperienced commission faced its first major rate case when
Southwestern Bell filed a rate request in September of 1976. The comm15s1on
allowed "a partial increase in rates, but not to the extent requested by the
telephone company." 13 Southwestern Bell responded by challenging the decision in
court, claiming confiscatory ratemaking. The court remanded the case for review
by district court based on the district court's prior refusal to allow certain
witnesses to testify concerning confiscation; however, the Supreme Court refused to
stay the PUC's order for new rates. The Supreme Court stated the phone company
could file another request for stay based on the one issue of confiscation, but
the review of the agency order on that issue will be conducted de novo
in the manner accorded by preexisting law in rate appeals. H
This decision showed that the doctrine of administrative finality would apply
to the PUC as well as to other administrative agencies. Administrative orders by
the new commission would be difficult to overturn by · appeal to the courts due to
the "substantial evidence" review standard used by Texas courts in reviewing
agency orders.
In 1982, the sunset comm1ss1on began its review of the PUC as PURA
mandated. Since the inception of the commission, both electric facility construction
and fuel prices had continued to increase. Electric rates, therefore, continued their
upward trend. The public, however, faulted the PUC. Mark White, in his 1982 bid
for governor, successfully campaigned against incumbent Governor Bill Clements on
a platform based on getting tough on electric utilities and abolishing the fuel
adjustment clause, a long standing regulatory practice permitting the automatic
pass through to consumers of changes in a utility's fuel prices.
In 1983, the Texas Legislature met for its biennial session, and several bills
were introduced amending PURA. The revision of PURA was considered by some
to be the biggest issue of that session and took center stage. Newly elected
Governor White and various consumer groups lobbied heavily to get their preferred
amendments passed. The PUC was continued by the legislature; the fuel
adjustment clause was abolished, the amount of construction work in progress
(CWIP) that could be included in an electric utility's rate base was decreased; and
a new agency, the Office of Public lJtility Council (OPUC) was created to
represent residential and small business consumers before the PUC and the courts.
In addition, the PUC was given additional latitude in the regulation of telephone
utilities in recognition of the increasingly competitive nature of the
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telecommunications industry. The legislature explicitly rt·rngnized that tra<liticma.l
regulatory pra<'tiC'es may not be appropriate any longer. but left it up to tl1c·
commission to decide what new practices should Le implerncntt•d to µroteC't tl1e
PUiblic interest and to assure the telcommunicatiom utilitie!-- competitive footing
with each other. 15
During the 1983 session, all three commission appointees of prior
administrations resigned , allowing \\1h ite to appoint an entirely new commission.
One result of these changes can be noted in Texas electric utility bond ratings ,
which have dropped significantly since "the changing of the guard at the PUC.''
Prior to G9vernor White's election, Wall Street rating agencies regularly accorded
AAA bond rates to Texas electric utilities, a fact in which former commissions took
pride. 16

In 1985, the legislature made additional changes to PCRA . The most notable
amendment was the transfer of jurisdiction over water and sewer utilities to the
Texas Water Commission effective March 1, 1986.
The post-1982 regulation of electric utilities is characterized by an activist
approach. This is due in part to the appointment of new commissioners, bu~ it is
also the result of new legislative requirements.
The PUC is now required to
conduct management audits of every utility under its jurisdiction at least once
every ten years and to consider management efficiency in setting the rate of return
permitted the utility. 17 The commission is also required to develop a ten-year
electric demand forecast. These requirements indicate a movement toward more
flexible intervention into a utility's management than traditional rate determination
and rulemaking provided. The audits provide information to the commission that
previously had to be obtained through the more formal, and adversarial, hearing
process.

ORGANIZATIONAL STRUCTURE
It is misleading to view the Texas PUC as a heirarchy. Orders do not flow in
a neat orderly fashion from top to bottom. Rather, the divisions have defined tasks,
the executive director coordinates their efforts, and the commissioners eventually set
policy. Organizational units within the PUC have different functions, based not
only on substantive specialities, but also on the legislat ive, adjudicatory ,
prosecutorial, investigative, and support services functions the units must perform.
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Adjudicatory-Legislat ive
Hearings
The Hearings Division's examiners and administrative law judges act as judges
in cases before the comm1ss1on. These hearings officers, however, have no
decisionmaking power. They have the responsibility to conduct an orderly hearing,
evaluate the evidence presented, and make recommendations for action by the
commission in examiner's reports. Their reports outline the relevant fmdings of fact
and conclusions of law for the commissioners to adopt, amend, or reject. As such,
this division has considerable independence from other divisions and the executive
director. Ex parte rules prohibit examiners, administrative law judges, and
commissioners from communicating with anyone involved in a contested case
concerning issues in that case.
As a result, little communication, even of the
informal variety , takes place at all.

In addition, the Hearings Division is responsible for oversight of the
rulemaking process and assuring that the proposed rules are properly published in
the Texas Register as mandated by APTRA and the commission's procedural rules.
The Hearings Division ensures that the commission abides by state open meetings
laws and monitors compliance of affected utilities with commission orders.
The director of Hearings serves as the secretary of the commission. He or
she is custodian of the commission's seal and is the commission's designated agent
for service on the commission of legal documents such as applications for rate
increases and motions for rehearing. The secretary of the commission also attends
all final orders meetings, as well as executive sessions held to discuss personnel
matters and pending litigation involving the commission . The director hears one or
two cases a year l oversees twelve examiners and administrative law judges, approves
all interim orders prior to release, and makes all docketing decisions.
The title of administrative law judge is statutorily defmed and requires more
experience than is necessary for a hearings examiner. An administrative law judge
is properly referred to as a judge, and additionally is precluded, by statute, from
conversing with commissioners regarding a docket assigned to them that has not
yet produced a signed Final Order. Hearings examiners may discuss pending
dockets assigned to them with a commissioner following completion of the
Examiner·s Report .
Examiners and administrative law judges are not functionally divided. Instead,
cases are assigned depending on experience. Three years experience is required to
handle a case considered as complicated as a Southwestern Bell rate case.
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lnvestigatory-P rosecutorial
General Counsel
The primary task of the General Counsel is to represent the public interest as
defined by PURA. The General Counsel and staff attorneys are charged with
representing the PUC staff before the commission. In addition, the division must
elicit information from the utilities through effective cross-examinatio n and legal
discovery , when necessary. The division is also responsible for interpretat ion of
commission rules when the request does not concern a pending case. The General
Counsel provides legal advice to the commissioners on matters not substantive to a
pending case before the PUC, but does not represent the commission in matters
before the district court where the commission is represented by the attorney
general. The General Counsel acts as an advisor to the attorney general on cases
referred to that office for enforcement.
Staff at\orneys are assigned to cases based on experience. Often, two attorneys
are assigned to a major rate case. The General Counsel's Division is divided into
two sections: electric and telephone.

Consumer Affairs
Consumer Affairs , a subunit of the General Counsel's Division acts as the
foremost communications channel with the general public. Consumer Affairs receives
customer complains, answers questions regarding the PUC's jurisdiction, makes
referrals to other state or local agencies, and presents testimony on quality of
service in rate cases. The section also reviews por tions of tariff applications. In
addition, the Consumer Affairs staff publishes pamphlets describing the
commission's activities and holds public information forums around the state as
part of a consumer education effort.

Accounting
The
Accounting Division is
responsible for
recommending revenue
requirements, excluding r eturn and depreciation, in electr ic and telephone utilities '
rate cases. The division also assures .that generally accepted regulatory accounting
principles are followed , although this is
lesser responsibility. Accounting may
conduct research in accounting issues at the commission's request, and the division
monitors changes in industry standards, such as federal rules, to determine their
impact on regulatory accounting practices.

a

The division is divided functionally. Staff are assigned to rate cases m their
area of expertise. Staff accountants may further specialize in specific topics such as
tax credit treatment or affiliate transactions.
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Economic Research
The Economic Research Division is divided into three sections: finance, electric
rate design 1 and econometrics.
The Finance Section is responsible for determining the appropriate rate of
return allowable on a utility's rate base. The Electric Rate Design Section, as its
name suggests 1 recommends rate structures for electric utilities. The Econometrics
Section is responsible for electric load forecasting as mandated by PURA,
econometric and weather adjustments of the test year, and various research projects
that may be requested by the commissioners. This section also develops other
econometric studies, such as stimulation or repression of use models sometimes used
in telephone rate design.

Energy Efficiency
The Energy Efficiency Division (formerly part of the Texas Energy and
Natural Resources Advisory Council) operates primarily under federal grants. The
division's mission is to promote conservation through energy efficiency. Accordingly,
the division administers the Residential Conservation Service, the State Energy
Conservation Program, the Institutional Conservation Program, and the Energy
Extension Service.
Another important task is assisting the comm1ss1on in
evaluating new power plant applications by determining whether conservation can
play a part in reducing projected demand.

Engineering
The Engineering Division is divided functionally into two sections:
and telephone.

electric

Telephone Engineering is responsible for reviewing requests concerning
Certificates of Convenience and Necessity (CCN) for telephone utilities. In rate
cases, the engineering staff determines allowable depreciation rates for inclusion in
the revenue requirement portion of the staff's case and develops the staff
recommendation concerning rate design . All telephone tariff filings must be reviewed
by this section. In addition 1 the telephone utility specialists perform field inspections
at utility local exchanges to assure that PURA-mandated quality-of-service
specifications are being met. The Telephone Engineering Section is developing a
program to review telephone plant construction requests.
In addition, these
engineers have had primary responsibility for monitoring federal actions in the
telecommunications field .
The Electric Engineering Section evaluates generation unit performance and
performs quality-of-service tests during rate cases. The section develops cogeneration
policy for commission review. In addition , the electrical engineers recommend
depreciation rat es for inclusion in the cost-of-service component of ratemaking. The
staff also evaluates generation mix to calculate fuel costs for electric utilities.
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Utility Evaluation
The Utility Evaluation Division has three major responsibilities. First, the
division performs management audits as mandated by the 1983 PURA amendments.
To date, the audits have been solely of electric utilities; however, telephone utility
management audits are expected to be undertaken in the near future. Second, the
division evaluates fuel costs. This is a vital task since the 1983 abolition of the
automatic fuel adjustment clause. The comm1ss1on must now determine the
reasonableness of an electric utility's future fuel costs based on the recommendation
of ·this division's fuel economists. The Utility Evaluation Division also fulfills a
policy role. They are responsible for research into policy issues in the electric and
telecommunications fields.
Support Services
Administration
The resources provided to the comm1ss1on and its staff include a broad-based
Staff Development and Training Program aimed at furthering staff education in
their respective fields. The Library, Central Records, and Filing Section maintains
current utility regulatory literature and the commission's official documents.
Extensive data- processing support is provided by the division's Automated Data
Processing Section. Their contributions include programming, analysis, and user
training. A Word Processing Section prepares the often lengthy testimony for
submission by staff, and the PUC's print shop reproduces it for distr ibution.
Administration also includes a personnel section, in-house accounting staff,
budgeting and fund management coordination, as well as mail room and delivery
services. The director of the Administration Division is responsible for certifying
documents as official records of the commission.
The executive director oversees all divisions in a managerial role. Part of his
office, Public Information, interacts with persons seeking information about
commission activities and provides commission staff with a daily record of news
clippings and a weekly update of commission actions.
The executive director has instituted a formal communications process outside
the official organizational structure. There is a Division Directors' Committee, a
Research Committee, an Electric Issues Committee, and a Telephone Issues
Committee. These committees may be further subdivided into specific issue-oriented
subcommittees when necessary. The purpose of the committee structure is to allow
the development of a coordinated staff position regarding policy issues the staff may
need to address in dockets presently before the comm1ss1on. A rate case
subcommittee, for example, consists of the responsible staff members from each
substantive division and is overseen by a technical advisor appointed by the
executive director. Although the General Counsel's Division is formally charged
with coordinating staff testimony, the representative from this division will not
necessarily be the technical advisor.
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Reorganization
With the loss of jurisdiction over water, the comm1ss1on activities break down
more ·easily into electric and telephone. At the time of publication of this report,
the PUC was in the process of reorganizing into those two operating divisons.

Personnel
Three public utility comm1ss1oners are appointed by the governor to staggered,
six-year terms and confirmed by the Texas Senate. The chairman is elected by the
comm1ss1on itself. In order to be eligible for appointment , a prospective
commissioner must be at least thirty years old and a citizen of the United States
and of Texas. He must not have been associated with a public utility or affiliated
interest, within certain statutory limits, for two years prior to his appointment. 18
Division director qualifications are also set by statute. The director of the
Economic Research Division must have experience in analyzing industry, economics,
energy, and fuel. 19 The chief engineer must be a registered professional engineer
expert in utility engineering and rate setting. 20 . The chief accountant must be a
certified public accountant with similar expertise in the field.2 1
PURA also specifies the qualifications of administrative law judges who serve
in the Hearings Division. T hese employees must be licensed attorneys with at least
five years general law experience or three years regulatory law experience. 22
Persons employed by the comm1ss1on, as well as appointed comm1ss1oners, are
prohibited from holding financial interest in any public utility during their service,
owning any utility securities, or receiving gifts from regulated utilities. Further,
commissioners are prohibited from running for public office either in Texas or
nationally while serving on the PUC. A revolving door law prohibits commissioners
from working for a public utility for two years after leaving the commission and
staff from working for a public utility for one year after they terminate
employment. 23
The commission staff is made up of 196 individuals, of which about threefourths are skilled professional attorneys, accountants, engineers, or economists. The
remainder const itute support staff.24
A broad-based staff development and training program is operated by the
commission to keep its employees up to date in their respective fields.
The
commission budget allows for travel to seminars, university courses, and conferences
in its continuing education effort. In-house seminars and videotaped training
programs are available. The library maintains a selection of management and
organizational literature in addition to the substantive literature on topics
concerning regulation of public utilities.
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Althoug h not large relative to other state agencies, the comm1ss1on employs
enough people that internal commun ication can be difficult.
To avoid this
problem , a staff newslett er is publishe d to keep up with recent events concerni ng
the commiss ion. Regular directors ' meetings are held. The committ ee structure
serves to keep commun ication current on specific issues. The Public Informat ion
Section circulate s daily news clips and updates concerni ng commission actions.
Budget.

Article XII, section 78, of PURA permits the state to collect an assessme nt of
0.00167 percent of the gross receipts . of regulated utilities. The intent of this
provision is to fund the activities of the PUC and OPUC. The revenues from this
assessme nt , however , estimate d at $35 million for FY 1986, are paid into the state
General Revenue Fund. 25 Expendi tures of both the P UC and OPUC are subject
to legislativ e appropri ation.
One effect of the 1983 legislativ e reenactm ent of PURA was to increase the
commiss ion's responsib ilities and the size of its staff. Accordingly, although the FY
1983 budget totalled about $4 million, the FY 1984/ 1985 biennium allocated about
$8 million per year. The FY 1986 appropri ation is slightly less, $7 .8 million, due to
an across-th e-board cut of 5 percent incurred by all state agencies .
Althoug h its budget was reduced, the PUC did receive the authority to
transfer money between program s. The legislatu re had previously appropri ated
money to three basic program s:
Adminis tration, Evaluation of Rates and
Regulati ons, and Regulati on of Rates and Services. No fund transfers where allowed
between them.
The PUC uses a modified zero-bas ed budgetin g approach in its appropri ations
request. Division directors prepare their requests and accompa nying justificat ions for
submissi on to the executiv e director. The executiv e director evaluate s the requests
and makes any desired changes. The commiss ioners then review the package for
adjustme nt. An appropri ation request is prepared for the Legislative Budget Board
showing four levels of funding and the accompl ishments possible at each level.
The resultan t legislative appropri ation is allocated between divisions by much
the same process. Division directors prepare decision packages listing existing and
desired positions , their descripti ons and justifications, and a work plan for the
coming year. A cost matrix is prepared by the executiv e director and his
administ rative staff indicatin g issues, positions , and costs. The commissioners then
decide on the final allocations.
In FY 1983, $1.2 million was expende d for the Adminis tration Program ,
which includes the commiss ioners' offices, administ rative services, word processing,
and library and informat ion services. The Evaluati on of Rates and Services
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Program cost $1.65 million and includes the Engineering, Economic Research , and
Accounting Divisions, as well as fuel investigation and management audits (the new
Utility Evaluation Division), and the formerly regulated water and sewer utilities.
$1.05 million was expended for the Regulation of Rates and Services Program
which includes the Hearings Division and the General Counsel's Division, including
Consumer Affairs. 26 (The Energy Efficiency Division was not located at the Public
Revenues for that year were from general
Utility Commission in FY 1983.)
revenue funds and interagency contracts.27 Presently, federal funds are received
from the Department of Energy to help defray the costs of programs administered
by the Energy Efficiency Division.
These expenditures constitute direct costs of regulation. The indirect costs ·of
regulation include money expended by utilities to present their cases to the
commission. Southwestern Bell estimated a total cost of $1.2 million to present
their 1983 rate case, Docket 5220. 28 That total does not include Southwestern Bell
employee time, a considerable amount, or appeal expenses. Not only witness time is
required, but employees must also answer what may be literally thousands of
Requests for Information (RFI) in a case like this, in addition to their regular
duties. Utilities are also required to reimburse the rate case expenses of cities
intervening in public utility dockets.29
The Southwestern Bell costs may not be representative due to the extent of
its business interests in Texas. Texas-New Mexico Power Company, one of the
smallest investor-owned Texas electric utilities, estimated total costs of $241,783.52,
excluding in-house salaries and wages, for Docket 5568, another rate case. 30
•

RESPONSIBILITIES
Economic Regulation
Public utilities are presumed by the legislature to be monopolies. Therefore,
competitive forces do not govern corporate behavior. In order to respond to this
market failure , the commission has been given the general power to regulate and
supervise the business of every public utility. The purpose of the economic
regulatory authority is to act as a substitute for the competitive forces absent when
natural monopolies exist. 31
The PUC regulates public utilities three ways:
1. certification of service area;

2. regulation of rates; and
3. definition and limitation of service rules and regulations. 32
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The Regulated Utilities
The PUC has regulatory jurisdiction, which is defined m article I, section 3,
and article III, section 18, of PURA, over public utilities.

Telecommunications
The commission regulates seventy-three telephone companies m Texas, of
which twenty-four are cooperatives and forty-nine are privately owned. 33
Southwestern Bell is by far the largest telephone utility regulated , serving about
four of every five telephones in the state. 84
The commission regulates local exchange companies' rates, service standards,
the geographic area within .which they may offer monopoly service, and the services
that may be offered on a monopolistic basis. In addition , the commission regulates
the dominant interstate carrier's operations within the state of Texas. Interstate
carriers not determined to be dominant, called Other Common Carriers (OCC), are
required to register with the commission, but are not subject to regulatory approval
of rates and service standards.
Previously, telephone utilities provided end-to-end service as regulated
businesses. The past twenty years, however, have brought competition in some
service areas. The Federal Communication Commission's (FCC) 1968 Carterphone
decision, for example, allowed competitors to connect terminal equipment to
American Telephone and Telegraph's (AT&T) lines. 35
Another recent FCC
decision has allowed customer-owned pay phones to be hooked into the local
exchange system. 36 Actions such as these have changed the role regulators play in
telephone utility regulation. Instead of looking at the utility as a whole within
relevant jurisdictional boundaries, care must be observed to segregate revenues and
expenditures of competitive and monopolistic parts of the utility.

Electric
Public utilities, as defined by PURA, include 211 entities that generate,
distribute, or sell electric ene!gy inside the state. Excluded from this jurisdictional
definition are municipally owned electric systems and some wholesale electric
cooperatives that do not own utility plant inside the state but t hat do sell power
to intrastate electric cooperatives. Also excluded are small power producers and
electric cogenerators that have been designated as "qualifying facilities" by the
Federal Energy Regulatory Commission pursuant to the Federal Utilities Regulatory
Policies Act , a portion of the National Energy Act of 1978. While not subject to
the normal regulatory powers of the PUC, these entities are subject to some state
and federal reporting requirements and, thus, must file periodic reports with the
PUC. In addition, the PUC has appellate jurisdiction over the rates charged to
some customers of municipally owned electric utilities. These appellate powers are
quite restr ictive and difficult to invoke. Only four such appeals have ever been filed
with the PUC, and only one pending case has ever gone to a full hearing.
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As of September 1, 1984, there were 171 certificated electric utilities in Texas.
Of these , sixty-nine are municipally controlled. The Pre regulates 102 electric
utilities directly. Tweh·e of these are relatively large investor-owned utilities (IO Us)
which are responsible for most of the generation of electricity in Texas. In addition,
the commission regulates eighty-eight small, generally rural, electric cooperatives and
two river authorities. 37
The Pl:C does not regulate gas utilities. This responsibility is shared by the
incorporated cities and the Railroad Commission. 38

State and Federal Interactions
Telecommunications
Several national
agencies,
in addition
to state
agencies, regulate
telecommunications. The FCC is the agency most often associated with this field.
The nationally integrated telephone system ignores state boundaries.
So,
although the FCC regulates interstate rates and the state of Texas intrastate rates,
the separations process requires the two entities to agree on how much of the
utility's plant is for use intrastate and how much interstate. This process is
complicated by the fact that much of the telecommunications equipment is used
jointly, but is not sensitive to usage measurement.
FCC decisions often preempt state regulation. For example, the FCC has
adopted rules requiring that all customer-premise equipment be deregulated. H state
regulatory commissions had not adopted rules to implement this policy for all
telephone companies by September 1985, the FCC rules were to go into effect.39
Other federal agencies are also concerned with the regulation of
telecommunications. For instance, the Xational Telecommunications Information
Administration of the Department of Commerce, although it has no formal
regulatory authority, participates in FCC proceedings as a party. The Federal
Emergency ~fanagement Administration has a national telephone restoration plan
for civil defense and national emergency purposes. The Securities and Exchange
Commission also has authority over some telephone utilities through securities
regulation.
The Internal Revenue Service receives a 3 percent excise tax on
communications services which must be collected by the companies.
A list of national regulators affecting state telecommunications regulation
cannot be complete without the inclusion of the federal courts. which have had
more impact than any other in the last decade. The 1982 settlement of the
Department of Justice antitrust suit against AT&.:T has changed the way that
company and the Bell Operating Companies relate to each other, the nation, and
state regulators.
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Not all federal telecommunications decisions are forced on the states. How
depreciation is treated in the case of interstate telephone utilities is determined
through a three way process involving the utility, the FCC , and the state
concerned. A negotiated settlement is the goal. Negotiation between the
intergovernmental entities is also encouraged by the use of federal-state joint boards
created by the FCC. Joint boards consist of three FCC commissioners and four
state regulators. At this time, only two of national importance are authorized,
although the FCC is empowered to set up more at any time. Presently, there is a
joint board concerning separations; that is, how much of the rate base is allocated
to the states and how much to the federal jurisdiction. The second joint board
currently in operation concerns access charge administration, an off-shoot of the
AT&T divestiture proceedings. 40
The three-way depreciation process has worked well in the state of Texas.
Other states, facing a negotiated depreciation schedule that would shorten the time
span for equipment depreciation, and thus put upward pressure on local telephone
rates, chose not to implement the negotiated schedule. The FCC responded by
claiming preemptive jurisdiction. Five states challenged that assertion in the federal
courts. The United States Supreme Court upheld the states' position in May 1986.
41

Electric

Like the telecommunications industry, the Texas PUC's regulatory authority
over electric utilities is affected by actions at the federal level. The Department of
Energy Organization Act provides for the creation of a Federal Energy Regulatory
Commission (FERC). Among other things, FERC regulates the establishment,
review and enforcement of rates and charges for the interstate transmission or sale
of electric energy including determinations on construction work in progress. For
example, if Southwestern Public Service sells to a utility in Oklahoma, FERC
regulates the price of that transaction and in fact regulates the wholesale rates of
an interstate utility, even if the transaction is totally within one state. FERC also
can order interconnection of electric utilities for interstate wheeling of power and
licenses qualifying cogeneration facilities. ( Wheeling is the transport of power over
one utility's lines for another utility.)
The Nuclear Regulatory Commission (NRC) is responsible for licensing
construction of nuclear facilities. During construction, a subunit of the NRC, the
Atomic Safety Licensing Board, investigates the safety and quality of the
construction in order to make recommendations to the NRC concerning issuance of
an operating license for the completed facility.
The Interstate Commerce Commission regulates coal transportation rates that
will become a component of a coal-fired electric utility's expenses. Also affecting
electric utilities' energy supplies is the Department of Interior's oversight of federal
coal and oil and gas producing lands. The Department of Energy operates federal
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hydroelectric power projects that sell to electric utilities, the Securities and
Exchange Commission oversees the Public Utility Holding Company Act, which
regulates how utilities may be organized, and the Environmental Protection Agency
regulates air quality, which may be affected by producers of electricity.

REGULATOR Y TOOLS
Certification
Certification is a form of licensing that allows a public utility to provide retail
service within a specified geographic area. The PUC grants Certificates of
Convenience and Necessity (CCN) as a means of controlling entry into the service
area. Under the Texas Constitution, CCN's are not absolute and exclusive, as the
constitution expressly forbids monopolies, but are subject to amendment when the
42
PUC finds the amendment to be in the public interest.
In order to control entry to all utilities' service areas, the PUC recognizes
retail public utilities for the purpose of certification. Public utilities that provide
retail service within the state and that are owned by a political j urisdiction must
seek a CCK from the PUC regardless of whether or not the P UC sets their rates
and service obligations. 43 Under PURA , public utilities are required to apply for a
CCN before commencing service, with the exception of utilities that were providing
44 In the case
service before September 1, 1975 (so-called "grandfathered utilit ies").
of electric utilities, CCN's must be obtained in order to change a service area,
provide a new generating unit, or construct a new transmission line or any new
certificated retail service area.
electric substation outside the utility's
Telecommunicat ions utilities are required to obtain or amend a CC!\ if a new
45
Retail public
interexchange telecommunicatio ns trunk route is to be constructed.
utilities may serve their incorporated or statutory service area without applying for
a CCN, but are required to obtain a CCN to serve an area already certificated to
another retail public utility. Practically speaking, all utilities are encouraged to
obtain a CCN and amend their CC!\ whenever they extend sen·ice to new
customers. Before a utility may receive a certificate to extend service into a
previously unserved area, or to construct a generating facility or transmission line,
the commission must find that the CCN is necessary for the "service,
accommodation, convenience or safety of the public." 46
To apply for a CCN, a utility is required to file a CCK application, which
includes the original cost of the system, estimates of the number and size of
connections, proof of providing notice to all other utilities in a five mile radius, and
maps of the service area. Before the PUC can consider an application for a
certificate, the utility company must publish notice of its intention once a week for
two consecutive weeks in a newspaper that is of "general circulation" in the area
where the consumers who will be affected by . the proposed certification live.H In
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the case of a new electric generation plant, the notice requirement extends to four
weeks after the Notice of Intent is filed. 48
If there is no protest from the utilities or other affected persons in the service
area and if after review the PUC staff has no objections, the CCN application is
considered uncontested and is processed administratively . If one or more of the
other utilities, affected persons, and/or the PUC staff protests the application, it is
considered a contested application and a hearing is scheduled.

A CC~ requires a utility to provide continuous and adequate service and to
serve all customers in its certificated area. The company may not discontinue,
reduce, or impair service except under the provisions outlined in its service rules as
approved by the commission and the PUC's substantive rules, or under the express
order of the P'C'C if the utility seeks to go out of business. In compelling a utility
to comply with the provisions governing a CCN, the commission may require the
utility to improve its service, to interconnect, or to offer additional service
options. 49 Public utilities are regulated in order to preclude competition,
unnecessary duplication of facilities, and customer confusion as to which company
serves them. As a matter of policy, the PUC now rarely grants dual certification
requests that could lead to competition (although approximately 30 percent of the
state's area is still dually certificated for electricity because of grandfathering, with
overlap between investor-owned, cooperative, and municipally owned electric
companies). In terms of customers, a much smaller percentage is dually certificated.
For electric utilities there is an additional requirement when an application to
build a new power plant is considered. PURA mandates that a notice of intent to
file a CC:\ application be brought before the commission first. The purpose of the
notice of intent proceeding is to identify proposed generating projects that are
premature or not economically feasible . Prior to expenditure of the large resources
necessary for the electric utility to present a successful application for a CCN, the
notice of intent must examine other ways to provide the electric power needs and
the costs and benefits of each alternative method. Finally, whether the proposed
capacity is actually required must be considered in light of the most recent longterm electric forecast. 50
If the electric utility is successful in its notice of intent application, the utility
may file a CCX application at least twelve months prior to beginning construction
of the plant. During this second stage, in order to gain regulatory approval for its
proposed generating project, the utility must conclusively prove

that the proposed new plant is required under the service area forecast,
that it is the best and most economical choice of technology for that
service area as compatible with the commission's forecast, and that
conservation and alternative energy sources cannot meet the need.5 1
In the case of telecommunicati ons utilities , no new CCN's have been issued

102
smce the commission was created. There is uncertificated area left in Texas, but it
Certificated telephone companies
is largely in regions of low population.
occasionally annex new parts or exchange certificated service areas (or portions) if
one telephone utility can better serve the immediate needs of the area than the
certified utility. The number of telephone utility CCN 's is in fact declining due to
Boundary amendments to
sales, transfers , and mergers of telephone companies.
CCI\'s are quite common, however. Usually, such amendments register the change
when one company takes over part of another company's area. This may happen
because a customer moves close to the CCN border and feels that one company
can provide more effective service. Such amendments must be approved by the
company giving up the CCN area, or the action is considered confiscatory. Along
with this provision, a company cannot be forced to serve an area it did not request
as part of its CCN. Such coercion is also considered confiscatory practice. A CCN
amendment is also required when a telephone exchange boundary changes within
existing service territory .5 2
Although no new telecommunicatio ns CCN's have been issued, technological
changes in telecommunicati ons have brought challenges to the traditional definition
of a monopoly service area granted by a CCN. Shared tenant services (STS) is a
technology in which an owner of a building can install a telephone switching
system in that building to serve all the tenants of the building. This type of switch
can also offer enhanced services, such as speed dialing, least-cost routing,
simultaneous voice and data transfer, and linking of office computers into networks,
5
The switch also allows direct
in addition to traditional voice transmittal. S
connection to a long-distance telephone carrier and often temperature control of the
offices54 .
The owner of the building owns the switch. Tenants in the building generally
pay a set price per square foot for their lease that includes rent, electricity, other
traditional amenities, and use of the switch. The telephone company hooks up the
entire building to the local telephone network rather than the individual tenants.
At issue is whether the STS provider is
company 's certificated area by providing local
utility. If the STS provider was not in business,
presumably be providing individual lines to each

infringing on the local telephone
service in competition with the
the local telephone company would
tenant.

The PVC determined that smart buildings were not public utilities and should
not be regulated since "regulation of this type could well retard the development of
these sen·ices , to the possible detriment of Texas telephone users."'55 Arguably,
STS providers are landlords simply offering another service to their tenants just as
they already offer electric power and water, but this policy decision is being
challenged in court.
Technology has made further inroads on the traditional definition of a CCX.
Pay telephones, long the province of the local telephone company only, now may be
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purchased by anyone and hooked up to the local system. Private microwave service
between exchanges is posing further challf!nge to the local monopoly. Ordinarily, a
business calling across an exchange boundary would use the local network to access
a long-distance carrier. The long-distance carrier would then pay the local telephone
company a fee for providing the access. Wh~n a private microwave carrier hooks up
to the local network, no access charge is pAid. This challenge to the local monopoly
has been taken to the Federal Communications Commission for resolution.

Boundary Amendments
Before a proposed boundary change application can be filed, notice must be
provided to affected subscribers. The commission staff evaluates the ease of
administering the proposed change to see that the boundary is located according. to
identifiable geographic landmarks. If the change involves two or more companies, a
cost/benefit analysis is desirable. The staff must determine which company will
provide the most benefits to the subscribers in that area and if the change is in
the customers' best interests. 56

Sale, Transfer, and Merger
The PUC also regulates the transfer of certificates from one utility to another.
Utilities that sell, transfer, or merge with another utility must file an application
for sale, transfer, or merger (STM) if a sale, lease, or rental agreement involves
$100,000 or more consideration, if a merger. is being contemplated, or if 50 percent
of more stock will be transferred. STMs were most common in water utilities but
do exist in both telephone and electric businesses. The AT&T divestiture was a
recent major telephone STM. STMs have no limit on the time the commission may
take to review them. In addition, no intervenors are premitted in an STM docket.
Before the staff accountants prepare a journal entry for the purchaser of the
system, the Engineering Division must determine if the purchase price is reasonable
and if there will be benefits to consumers. Once an STM is approved, the seller is
no longer under legal obligation to provide ~nformation to the staff. It is important,
therefore , to determine (for the purpose of future rate cases) the price that was
paid and the assets that were received. Under article VIII, section 63 of PURA, if
the new owner has paid more (or possibly less) than is necessary , for the owner to
earn a return on his investment there must be a plant acquisition adjustment. The
staff may approve a positive acquisition adjustment when the purchase price is
higher than the book value if there are "specific and offsetting benefits" provided to
the customer m the purchase of the system (e.g. , better service, plant
improvements, etc.) At this time, the staff also attempts to determine the presence
and extent of contributed capital.
A utility is not entitled to a return or depreciation on that portion of the
utility that has been financed through customer contributions. An example of
customer contributions is when a customer in an isolated area requests telephone

serY1ce. The telephone company pays ~·-~r the first one-half mile of line. Beyond
that. a customer contribution charge is imposed.

Decertification, Refusal, or Denial ,t.f Service
Under the PURA, a certificated.1!1\ility may not simply go out of business
without state approval. The PUC has · jurisdiction over requests to terminate
service. To date only one electric utility has been allowed or ordered to terminate
all service to the public. No telephone companies have been decertificated. As noted
below, most decertifications today are really transferred certificates, in whole or in
part. The PUC recognizes that it cannot keep a utility operating against its will
indefinitely, and therefore is limited in how much protection it can offer to
customers of a utility that wants to go out of business. Usually, a utility merely
needs to surrender an unprofitable portion of its service area or a portion that
requires significant capital investment to serve a small number of customers. In
such instances, the utility is allowed to transfer this portion of its service area to a
neighboring utility that is in a better position to serve those customers more
economically.

Rate Determination
In setting rates for public utility services, a regulatory comnuss1on must
consider both a utility 's financial integrity and the consumer's right to
dependable and reliable service at reasonable rates. These two mandates,
compounded by the inflation of recent years and the steep increases in
energy costs, h~ve made rate~akinl a maj.o~ and hotly .contested issue an.d
have led all mterested parties t&. scrutm1ze ratemakmg methods, their
significant components, and their rciuliing effects on utility prices.57
-' :
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A utility may not raise or lo~er its rates without filing a rate change
application with the Pl.JC. PURA reqf
'iies 1ihat rates set by the PUC be equitable
and nondiscriminatory. In addition, t _· : "tiiility must be permitted a "reasonable
opportunity to earn a reasonable retu ·_ . ·
its invested capital used and useful in
rendering service to the public over a.tid ;above reasonable and necessary operating
expenses." 58
..... ·

Oi!

In order to accomplish these goals, the commission uses a cost-of-service
technique. There are three components 't o this approach: the determination of a
cost-of-service based on a representative test year; the determination of a revenue
requirement that includes a reasonable rate of return; and the design of a rate
structure that assures equitable and nondiscriminatory rates. .
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Cost-of-Service
In determining the cost-of-service component, the PUC uses the most recent
historical test year for which data is available for the entire year. Except in the
case of fuel expense, the PUC does not consider future test years. Year-end cost-ofservice is normally the guide; however, average test year numbers may be used in
some cases, and clearly identifiable events that are known and measurable can also
be taken into consideration in adjusting the test year. An example is a new labor
contract that had an impact for only a few months of the test year.
Cost of service is composed of operating and maintenance costs, depreciation,
federal income taxes , and revenues. PURA disallows the inclusion of excessive
executive salaries, legislative advocacy expenses, advertising expenses, civil or
criminal penalties or fines , expenses .used to promote the consumption of electricity
or water, religious contributions, and political contributions. 59 Generally, operating
and maintenance expenses consist of labor costs, management salaries, rent , utilities,
replacement and maintenance expenses, which may be amortized to spread the cost,
and other out-of-pocket expenses except taxes and those prohibited by PURA.
One major allowable expense in the regulation of electric utilities not based on
a historic test year is fuel. The commission is responsible for assigning a fixed fuel
factor for each of the electric utilities under PUC jurisdiction. A fixed Ju.el factor is
the price that a utility is allowed to charge for fuel per kilowatt hour used
electricity. To determine the cost of fuel, the commission considers the utility's
generating plant efficiency, the types and sources of fuel used, and the demand
faced by the system. Steady , base-load demand required around the clock can use
cheaper fuel. Peak demand, often met by separate peaking units, generally uses
more expensive fuel. 60
In recent years , computation of electric utilities' rate bases has been marked
with controversy. Prior to rising natural gas prices, construction of new plant for
added generation capacity took relatively little time and construction expense. The
cost of construction capital was entered into an "allowance for funds used during
construction" (AFUDC) account. This account was considered revenue to the utility
though no cash was available for expenditure. Then, when the completed plant
came on line, the AFUDC account was transferred to the rate base as an added
cost to the amount actually paid for the plant.

When natural gas prices rose during the late 1970s , regulators and utilities
began to look for alternative methods of generation to meet increased demand for
electricity. Coal and nuclear generating plants had cheaper fuel costs, but higher
construction costs and required much longer to build. To continue using the
AFUDC formula required the utility to borrow even more money to pay for the
cost of construction capital. After plant completion, the total carrying costs added
to the already more expensive construction· costs were entered into the rate base all
at once causing electric rates to rise dramatically. The term for this phenomenon is
"rate shock".
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In addition to consumer rate shock , the effect of carrying such tremendous
amounts of AFl,;DC can adversely affect the utility's bond rating and its search for
more capital. Since AFllDC does not increase the utility's cash flow, prospective
bond purchasers look at how much of the company 's net income is represented by
AFl;DC. Too much AFl.JDC can reflect badly on the company's financial integrity,
resulting in downgrading of the utility's bond rating. This downgrading further
increases the cost of capital, further aggraYating the amount of rate shock.
Regulators began to look into an alternative method of paying for the new
generating capacity. Some of the construction costs could be included in the rat.e
base during the construction process before the plant became used and useful. The
effect of including some of the capital costs in the current rate base, called
construction work in progress (CWIP) , was to require present ratepayers to pay for
future plant by increasing current rates. Under. the AFUDC method, the ratepayers
who would be using the new plant paid for it, but at a much higher cost due to
the compounded interest and dividend charges. The Pt; C Economic Research
Division estimated in 1982 that the cost of the new generating capacity could be
61
increased by as much as 30 percent if no CWIP was included in the rate base.
To include CWIP in the present rate base increases existing rates. It also
violates the used and useful provision for inclusion of plant into the rate base.
Present ratepayers, who may not live in the service area after the seven years or
more it may take to build a generating plant, pay for that future plant. On the
other hand, these present ratepayers are now using plant paid for by other
ratepayers, now long gone from Texas.62 In addition, proponents of CWIP in the
rate base argue that society as a whole benefits by freeing up resources in the long
run that otherwise would go to pay for capital carrying costs. They also assert that
inclusion of CWIP allows consumers to respond to changes in price due to their
own demand for electricity. If CWIP is included, prices rise, demand declines, and
63
it may prove that a smaller plant is necessary than was originally planned.
The CWIP issue has become politically sensitive in Texas and across the
country. Many states have outlawed CWIP as an unfair means to force consumers
to finance electric companies without the benefits of ownership, and the remaining
states have usually adopted tougher standards for the inclusion of C\\'IP in the
rate base.
Prior to 1983, the Texas Pre allowed inclusion of CWIP in the rate base as
necessary to maintain the companies' financial integrity when compared to
minimum levels recommende d by major utility bond rating serrices. There were a
64 Legislative amendments to
number of cases of inclusion of 100 percent of CWIP.
Pl;RA in 1983 then restricted the inclusion of CWIP in the rate base. C\VIP now
can be included only as ,.an exceptional form of rate relief," to he allowed only
65 Furthermore , CWIP is
when ""necessary to the financial integrity of the utility."
not permitted in the rate base for "inefficiently or imprudently planned or
managed" projects. 66
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Commission staff measure financial integrity by looking at actual or potential
movement below 'A' in the utility's bond rating due to CWIP, at the ratio of
construction to net plant, and at the utility 's cash-flow coverage of common stock
dividends as compared to industry average.67 If any of these 14threshold tests" are
met, the staff recommends inclusion of some CWIP in the rate base. How much
should be included is calculated by comparing financial ratios measuring cash flow
between similarly rated utilities that are and are not constructing nuclear plants.
The ideal level of CWIP to be included, with the remainder of the construction
costs assigned to AFUDC, should enable the utility to "attract capital at a
reasonable cost." 68
As a practical matter, very little additional CWIP has been allowed since the
amendments to PURA in 1983, but most of the previously allowed amounts have
continued to be allowed. Most CWIP balances are in the range of 50 percent,
which means the stockholder has as much invested as the ratepayer.

In addition to the financial integrity clause, the utility must prove that it has
been prudent in the planning and construction of its generating plant. The
commission attempts to determine whether the utility has conscientiously studied
the available options and whether the demand forecasts on which it based its
construction plans were reasonable. Actual construction is examined from a
technical standpoint. The commission may undertake prudency audits of major
construction projects at the utility's expense.
The role of the commission on fuel contains both a reactive and an active
element. The reactive element consists of attempting to assess the reasonableness of
a utility's projected fuel costs over a future twelve month period. The active
element takes the form of getting the utilities to rewrite contracts with their fuel
suppliers so they can take advantage of cheaper fuels when they appear on the
market.
This is important because fuel often approaches 50 percent of total
expenses.
In the telecommunications regulatory arena, cost-of-service determination is
complicated by the nature of the industry. A number of the larger
telecommunications utilities are affiliated with national parent companies that act in
a managerial/ administrative role relative to their several local or regional operating
companies. General Telephone is the corporate center for General Telephone of the
Southwest, for example. Southwestern Bell of Texas has several affiliates, including
a mobile cellular company, and the company responsible for publishing the Yellow
Pages.
The difficulty with such affiliate transactions is that PVRA strongly prohibits
including any payments to affiliates in the cost of service unless each transaction is
proved reasonable and necessary and the prices charged no higher than would be
charged to nonaffiliates. As there can be millions of dollars in transactions during
the test year, care must be taken to assure the specifications of PVRA are met.69
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PURA mandates that corporations filing consolidated federal income tax
returns pass the benefits through to ratepayers. If no consolidated return is filed,
but one could be, the tax portion of cost of service must impute the benefits which
could have been achieved. This attitude of passing tax benefits through to
ratepayers is also apparent in the commission's treatment of municipal
contributions. For example, if the utility contributes an industrial park to a
municipality, that is treated by the commission as a tax and must be calculated at
a normalized rate.
The cost-of-service component is then adjusted.
Expenses
which are nonrecurring and identifiable are amortized to spread the cost. Pro forma
adjustments are made if costs beyond the test year are known and measurable with
certainty, such as negotiated wage contracts or increases in postage rates.
Accounting adjustments are made to conform the utility's book expenses to PVRA
requirements, e.g., deletion of lobbying expenses.
Finally, the costs of service are added to the rate of return requirement to
determine the cost of service to be recovered. This equals the revenue requirement
that is compared to test year revenues, which may be adjusted as well to account
for abnormal weather, in the case of electric, or customer composition, for example.

Revenue Requirement
The revenue requirement is first determined by multiplying the rate base by
the composite rate of return allowed on investment to obtain the amount of money
the staff feels necessary to service the test year capital structure. This rate of
return total is included in the cost-of-service component to calculate the revenue
requirement. Cost of service is compared to test year revenues to obtain a revenue
deficiency or surplus.
Rate Base
The rate base includes the net book value of the plant when it became used
and useful to the public, or its original cost, rather than the price paid by the
current owner if the two differ. Assets acquired for future use are also included in
the rate base if it is deemed that early acquisition is beneficial for the ratepayers.
For example, an electric utility may hold water rights for a future generation
facility. As a general rule, the future use must be planned to take place within ten
years. Inventories, prepayments~ allowance for cash working capital, and acquisition
adjustments are included in the rate base. Cost-free capital items such as deferred
taxes, customer deposits, and federal income taxes are deducted.
After the rate base is determined, the total is multiplied by the rate of return
allowed to the company. This is an important and controversial part of the
ratemaking process. A fair rate of return is by definition somewhere between
confiscatory and excessive. It must enable the regulated utility to attract capital. It
is important to note that the recommended rate of return is not guaranteed the
company. The utility is only provided the opportunity to earn that rate of return.
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The overall rate of return, or composite cost of capital, is determined by first
establishing the measurable capital structure of the firm. The capital structure is
the proportion of debt, preferred stock, and common equity the firm maintains.
The cost of debt and preferred stock is easily obtained. There is normally· a
contractual .agreement stating the interest that will be paid on the debt and the
dividends that will be paid on the preferred stock. The difficulty centers on the
cost of equity capital. Unlike debt and preferreds, there is no easily established
contractual rate of return for equity return, which instead represents the level of
return necessary to induce an investor to purchase the stock. Several methods are
available to estimate this cost of equity capital, including discounted cash flow ,
earnings/price ratios , and capital asset pricing models.
The present commission staff approach is to use several of the quantitative
methods and plot them on proxy indices to see if a probability distribution
develops. The methods are all subjective, as the inputs can vary, but choices are
provided commissioners by using differing predictions of trends in the cost of
capital and average dividend yields. The different predictions are based on differing
The key
States.
views of the current macroeconomic climate of the United
\
variables for most of the formulas are stock price, percentage of earnings paid out
in dividends, amount of the dividends, and expected growth of the dividends. As
utility stocks have been more active in the market, appreciation of stock price has
also become a contested issue. Since all of the variables are forward looking, the
calculation of the rate of return necessary to attract investors in the future is a
highly subjective exercise.
After the staff considers the opportunity costs of capital in its calculations:
the commissioners may amend the resulting recommended rate of return to account
for social policy goals such as conservation efforts and quality of service. In
addition, commissioners may penalize utilities for perceived poor management
practices by reducing their allowed rate of return.
After the rate base is multiplied by the rate of return, it is added to the
allowed expenses to achieve a revenue requirement. The revenue requirement is
then compared to the test year revenues.
Rate Design
Rate design involves choosing a methodology to determine rates for different
This can be a controversial undertaking because different rate
classes of users.
design methodologies can project highly different results for different classes of
Cost-of-service pricing is used by the comm1ss1on for electric
customers.
ratemaking. Every consumer's rates are intended to reflect approximately the cost
of providing service to that consumer.
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Electric
"Gsing the FERC system of accounts, the costs of providing electric service are
functionalized as production costs, transmission costs, distribution costs, or general
costs such as central office buildings not directly tied to any of the other three
f\mctions. After functionalization , the costs are classified as either demand costs,
energy costs, or production costs.
Demand costs are those necessary to meet peak customer demand for
electricity whether the system is used at all times or not. The generating plant is
built to meet that peak level of demand. Energy costs are the variable costs
necessary to produce different levels of power. Finally, customer costs are those
directly attributable to the customer such as meter reading, billing and collection,
and the minimum distribution system to transform the bulk power to customer use.
Once classified, the costs must be allocated between industrial, commercial,
and residential customer classes. The demand of large industrial customers is
measured by the use of a demand meter. Such meters measure the maximum
kilowatts the customer uses. Demand meters are three times as expensive so they
are not often used for residential and small commercial classes. A load study of
those consumers is done to estimate their demand.
In electric ratemaking, rates may reflect kilowatts, which are units of demand
capacity, and kilowatt hours, which are units of energy consumption measuring
kilowatts times the length of time the kilowatts are used. 70

The Pt; C generally uses average and excess cost allocation methods to allocate
demand charges. A portion of the capacity, or fixed, costs are allocated based on
class average demand and the rest by the difference between their average demand
and peak demand responsibility. This method is a compromise, and there are
several other methods as well.
Costs conceivably could be allocated totally by energy use per customer. All
customers would pay the same cents per kilowatt hour regardless of class.
Industrial users would then ultimately pay more of the total system costs since
they run more hours . This does not, however, reflect actual demand put on the
total system. The residential class may require just as much capacity as the
industrial class, but for fewer hours.
Costs could be allocated strictly by customer maximum peak use. The highest
demand of every customer would be added together, and the costs charged
proportionately based on each maximum demand. This method is not realistic,
however, since every customer does not peak at the same time.
Alternatively, costs could be allocated based on maximum individual demand,
taking into account when during the day or year that demand falls. A calculation,
called the coincidence factor, is made to determine how much of the system's pe.ak
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If the commercial class causes 33 percent of t he
is caused by each customer.
1
system's peak, it would pay 33 percent of the system s fixed , capacity costs. But, if
this method is the only one used, customers whose use is primarily off peak, should
arguably pay very little, if any, of the plant 's capacity costs since their usage is
not considered.
The average and excess of peak method used by the PlJC attempts to balance
different demands placed on the system. By measuring average demand , all
customer classes pay a share of the capacity costs. By considering excess demand ,
that demand greater than average demand , users who have high peak demands pay
a greater share of the capacity costs.
Variable, or energy cost, is primarily fuel cost although some operating and
maintenance expenses are included. This amount varies with the number of kilowatt
hours used by the customer. The amount charged for fuel costs is based on the
amount the utility must pay for fuel to run its plant. Texas uses a fixed fuel
If the price that the utility pays for fuels decreases or increases by 4
factor.
percent, the utility must come into the commission within a month to change the
fuel factor. The commission may order refunds to customers for t he amount
overcharged.
For large industrial customers, rates are billed as customer, demand, or
energy related with the first two charges appearing as fixed amounts and energy
charges varying by the amount of power consumed. Residential customers' bills,
however, generally show only customer and energy charges. Demand charges are
often lumped in with and called customer charges.
Much of the controversy in electric ratemaking centers around which costs
should be loaded into customer classifications and which should be loaded into
energy classifications for residential and small business consumers. Theoretically, all
fixed capacity costs should be included in demand and variable costs should be
included in energy; however, in practice this may not be the case. Energy costs are
billed on a cents-per-kilowatt basis. If production and power supply costs are
included in the energy allocation, instead of the demand allocation , low load factor
customers such as residential customers pay less at the expense of high load factor
customers such as industrial customers.
Shifting demand costs to energy, called demand tilt, is often justified because
new capacity may have been constructed to create fuel savings for the utility. In
addition, it is arguable that a minimum system may meet the needs of residential
customers so industrial customers should pay more. Higher customer, or demand ,
charges also may discourage conservation since it is a flat rate r ather than one tied
to usage.
An argument against demand tilt is that capacity costs do not fluctuate with
energy usage by the customer. The actual costs do not change after the plant .is
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constructed. Furthermore, to include fixed costs on a cents-per-kilowa tt-hour basis
may sen d incorrect price signals to customers. 71

If demand t ilt is allowed, the argument t hen moves on t.o how much of

t~e

fixed capacity costs should be included in the energy charges. The process is
subjective since what one party may consider to be energy related, such as
expenses to develop a coal mine, another party may consider demand costs. 72
A new
will allow a
the demand
energy use
regulators a

generation of meters based on microchips may soon be available that
new system of pricing. For example, pricing by time of day , or by
on the system a t any particular point, as well as computer controlled
known as the smart-home will allow consumers, companies, and
broad range of pricing options.

Telecommu nications
The cost-of-service methodology is applied t o telephone ratemaking when costs ,
and their cause, can be identified. Many telephone costs, however, have yet to be
attributed to specific services. Due to the integrated nature of the national
telecommunicati ons network , many costs are for facilities used to provide multiple
services that are often difficult to allocate to specific services. For example, the
t elephone line that connec ts a residence with the telephone company central office
is available for local exchange calls. It is also available for long-distance toll calls.
The wire is not usage sensitive. In other words, the cost of usage of t hat wire for
local calls is not measurable as opposed to the cost of usage of that wire for toll
calls.
The FCC has established a Joint Board on Separations to look into how costs
should be allocated to inter- and intrastate jurisdictions. The Joint Board holds
hearings in which interested parties present evidence on how both traffic-sensitive
and nontraffic-sensiti ve costs should be allocated in revisions to the Separations
Manual. Consider ation is given to cost, customer impact, and measurement of
services, (i.e., minutes of use versus number of calls). Within the state of Texas,
no such separations process exists. Nor does PURA differentiate between inter- and
in traLA TA. (LAT A 's were created as part of the modified final judgment in the
AT&T divestiture settlement. They are Local Access and Transport Areas
established for administrative ease, and are composed of exchanges similar in social
and economic traits.) i 3 This lack of direction on intrastate telephone cost allocation
is not uncommon in other states as well.
Telephone pncmg is more often based on a social goal. Universal service, a
telephone for everyone at affordable rates, has been a national goal since 1934. This
history of basing rates on a social goal affects telephone pr icing by its bias toward
low local rates , both residential and business. Called residual pricing, rates are first
assigned to those services for which costs are known . All services except local rates
are assigned rates. The amount of revenue still required is then assigned to local
rates. It has often been postulated that the nature of local rates is such that ,
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politically, regulators fear to raise them unless forced to do so. Therefore, other
services have their rates artificially increased so that less of the revenue
requirement must be assigned to the local subscribers. The existence of such a
subsidy is obviously vigorously challenged by others. Whether a subsidy is present
or not may be argued , but since cost allocation procedures are only in the
development stage, it is difficult to tell.
A related issue in telecommunicati ons pncmg is how local exchange companies
are reimbursed for the use of their facilities by long-distance telephone companies.
Most long-distance phone calls originate and end by using local companies
telephone lines, switches, and other equipment. The FCC has implemented a system
of access charges in which interstate long-distance phone companies pay the local
exchange company for the use of their network, based on the length of time
involved. Since Texas has not developed an intrastate process of its own, the PUC
has mirrored this interstate system.
Another aspect of telephone pricing involves repression of the use of a service,
or stimulation of use, caused by rates. These price elasticity of demand constraints
are examined through the use of econometric models. In this manner, the
commission can attempt to predict what effect different rates will have on total
revenues.
When proposing a rate . design, the staff of the commrssion also must look at
customer impact. The staff attempts to implement moderate changes over time to
avoid rate shock. This approach has the added advantage of testing whether large
cost or revenue estimates for a new service will prove to be correct.
The commission staff also examines comparable services. For example, trip
charges for appliance repair calls by a competitive appliance firm may be compared
with the rates a telephone company charges for a similar call. This approach
emphasizes that regulation is a substitute for competition. The staff also examines
precedents--form er commission reactions to similar rate design methodologies. 74
The commission is presently participating in a cost-of-service study with the
National Regulatory Research Institute and Southwestern Bell. The commission has
ordered the staff to develop an intrastate cost allocation policy. The pilot study
will be designed primarily for Southwestern Bell, but it is hoped that some results
will be useful for other utilities.

Tariff Review
All utilities must file a t.a riff, a schedule of all rates and applicable rules, with
the commission before any rates for any service can be charged. After commission
approval, the tariff must be made available to the public at each of the ut ilities'
business offices or designated sales offices. The tariff must include a brief

114

description of the utility 's operations, a list of cities, exchanges, and counties in
which service is provided, the rate schedules, and the service rules and
regulations. 75
Any amendment to the tariff must be approved by the comm1ss1on, except in
cases where authority has been delegated to the Hearings Division (undocketed
cases). Tariff amendments not involving a rate increase may be due to offering a
new service, changing the base rate area (a billing technique within the service area
assigned by CCN) , or upgrading service from eight-party to two-party, for example.
They may also be changes in the rules the company has for its interactions with
its customers. For example, FCC or industry requ~rements may involve rule
amendments.
Tariff amendments may be docketed for formal hearing or not depending on
the issue of the amendment. Although there are no formal tariff docketing rules,
generally if a rate is being changed, if another party should be notified , or if the
CCN is being changed, the tariff is docketed. The commission staff recommends
whether docketing should take place and if the tariff request should be approved.
Tariff changes may not take effect until thirty-five days after filing without
commission approval. If it chooses, the commission may extend that deadline to 120
days, and then 30 days more. If a formal hearing on t he matter extends beyond
fifteen days, the comm1ss1on can add two days onto the extension for every one
day of hearing. 76
Telephone utilities in Texas are permitted to concur m the tariffs of other
regulated companies. As a practical matter, only about eleven telephone companies
of the seventy-three have ever been before the commission to establish rates. Most
independent companies concur in Southwestern Bell's tariff pro forma.
R ules and Standards
In this area, the PUC controls aspects of the u tility 's service for the
protection of customers under a monopoly provider. When a utility files a CCN
application , it is also required to file a tariff application. The tariff contains a
schedule of proposed rates, service rules, and extension policy. The tariff must be
amended before any change can be imposed.
In t he schedule of proposed rates the utility must include all charges the
utility may require of a customer. The PUC is specific about what is and is not to
be charged to the customer.
The second part of the tariff governs service rules that cover the conditions
under which a utility may disconnect service to a customer. A customer's utility
service may only be disconnected if a bill has not been paid or a deferred payment
agreement entered into within twenty-six days from the date of issuance of a bill
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and if proper notice has been given. Before termination is allowed , notice must be
mailed or hand delivered at least ten days before disconnection. In addition , there
are safeguards to ensure that utilities do not terminate service in life-threatening
situations such as during a heat wave.
The third part of the tariff, the extension policy, should. clearly set forth the
conditions under which a utility will provide service to a customer who is not
presently on the system. If the utility does not file an extension policy, the utility
cannot require the customer to pay any portion of the costs incurred in extending
service. In any event, the changes are limited to the actual cost of extending
service.
The Office of Consumer Affairs is responsible for reviewing the remainder of
the tariff for compliance with PUC policies. If any portion of a tariff is not in
compliance, the utility is required to make revisions and submit an amended tariff.
After approval, the official tariff is kept on file in the Central Records of the PUC.
With few exceptions, the tariff can only be changed by filing a rate change
application. All utilities are required to have a tariff on file with the PUC, this
also applies to utilities that are "grandfathered" and therefore do not have to file a
CCN application. Any utility that charges rates other than those listed on its
official tariff without the approval of the PUC (e.g., approved interim rates) does
so illegally, and can be ordered to make refunds .
The utility must file a rate change application in order to increase rates . If a
certificated utility or one over which the PUC has rate jurisdiction illegally changes
its rates, the utility will be ordered to make refunds to the customers within a
specified time period.
The commission's Substantive Rules prescribe that all utilities keep uniform
systems of accounts (USOA). Telephone utilities are mandated to follow systems
approved by the FCC and electric utilities follow systems approved by the Federal
Energy Regulatory Commission.
Sections 23.61 and 23.62 of the commission's Substantive Rules itemize the
quality-of-service requirements that telephone utilities must meet .
Telephone
directories must be published annually, and must be distributed to every access
line. Emergency power sources must be available in case of outages. Inspections by
the carriers are required to assure efficient, safe, adequate , and continuous service.
Telephone utilities must attempt to meet certain service objectives, for example a
certain percentage of installation orders must be completed within a specified time.
Operator performance must be delineated. Transmission requirements must be met.
Busy circuits must be limited to a very small percentage of the time. Customer
trouble reports must not exceed a certain quota.
Electric utilities must install meters in accessible locations and provide testing
of their accuracy. They must also provide power at fixed cycles and voltage.
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Audits
Financial Audits
Financial and operating reports are required annually of regulated utilities. In
the case of telephone utilities, these annual audits must · be completed by an
independent auditor and in the form prescribed by the FCC for that size utility.
When a rate request has been filed, the utility must also file a test year report
accompanied by a letter adjusting test year results to the annual financial audit
when the years do not begin and end in the same months. Commission staff review
the test year auditor's work papers, but do not conduct their own audit due to
inadequate resources.

Management Audits
In 1983, the Texas Legislature provided funds for the PUC to set up a Utility
Evaluation Division. The division was created to determine if utilities were doing
their job as efficiently as possible. Every u tility is to have a management audit
once every ten years. Management audits may be performed more often, however,
at the request of the commission. The division performs the management audits on
the small electric co-ops itself and is developing a mathematical programming
method to measure efficiency that will be used annually as a diagnostic. Work on
investor-owned utilities is contracted out, generally to one of the "big eight"
accounting firms . There is a formal tendering procedure whereby the PUC decides
which firm to hire. The staff in the division studies the bids and grades the
proposals. Criteria such as the qualifications of the auditors , track record of the
company, quality of previous work , etc., are all taken into account and graded
separately. The division then sends the top three proposals with comments to the
commissioners who make the final decision. In practice, the qualifications and
seniority of the people who are going to do the work are the most important
factors in making the decision.

The purpose of the management audit is to discover ways m which to
improve the efficiency of the company. To that end, the PUC expects the
management audit to be conducted in two stages. The first stage is aimed at
defining the major functional areas within the utility. Those areas deemed by the
consultants to be areas in which the greatest potential savings can be made are
then studied carefully in stage two. The management audit is co'm prehensive, but
there is an emphasis on those areas that could produce the greatest benefits for the
ratepayers.
Subjects which the auditors study include executive management, system
planning, construction and engineering, power supply, transmission and distribution,
fuels management, financial management, support services, and human resources
management.
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The management audit provides detailed recommendations for efficiency
improvements. The commission takes the implementation of these recommendations
seriously. Deadlines for meeting the management audit 's recommendations are
established and progress is monitored with the help of a computer system that
cohtains the recommendations and their implementation deadlines.
Although required by the 1983 legislature to perform management audits of
every utility in the state of Texas on a ten-year cycle, the PUC has not conducted
any management audits of telephone utilities to date. However, the commission
does intend to begin management audits of small telephone utilit ies in the near
future.
Forecasting

The commission is obligated under PURA, article III, section 16(b) to send
the governor a long-term statewide electric energy forecast every two years. On its
In
own initiative, the commission has increased the frequency to every year.
addition to a comparison of planned construction versus electricity demand, the
forecast includes an assessment of alternative energy sources, conservation, and load
management as a means to meet the state's energy needs.
Unt il the early 1970s, forecasting electricity demand was a comparatively
straightforward exercise. The gross national product {GNP) grew at a fairly steady
rate of around 7 percent and there was an established relationship between the
percentage of GNP growth and the percentage increase in electricity demand. Two
oil shocks, "stagflation," and changing energy consumption patterns altered
everything. Not only did general growth projections become less dependable, the
relationships between electricity demand and the variables affecting it became less
easy to predict.
A lot of criticism has been directed at· the econometric models used in the
1970s to predict electricity demand (an econometric model seeks to determine a
behavioral ·relationship between electricity demand and various demand determinants
such as population, employment, · personal income, energy prices, and weather).
Almost uniformly, the models forecasted more demand than actually materialized.
This inaccuracy was attributed to the models' retrospective nature. The models
relied on historically determined relationships that changed a great deal during the
1970s.
For example, the amount of energy required to produce a comparable
output has declined 30 to 40 percent in the petrochemical industry, so an
econometric model that predicts energy consumption based upon a forecast of
demand for petrochemical products w·o uld produce incorrect results.
"End-use" modeling has been suggested as an alternative, or at least a
complement, to econometric forecasting. Such a model predicts energy consumption
by looking at the types of equipment a given customer class uses. It then figures
out how much energy these appliances use and the number of such appliances that
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will be used. Rat her than forecasting on behavioral relationships, as m econometric
modeling: it looks at the technical relationships.
The great advantage of end-use modeling is that it can simulate the effects of,
for example, conservation or load management more readily than an econometric
model. However, end-use models are data intensive, require a great amount of
computer capacity, and are relatively expensive. Despite these considerations, the
PUC is experimenting with end-use models, particularly for the residential consumer
class. It is important to note that end-use modeling is not a panacea. PUC staff
even state, "In terms of accuracy, neither methodology has demonstrated any clear
superiority." 77 The two modeling systems are complementary. The hope is that the
models will be used with respect to the variables they are most suited to measure
and that as a result more accurate projections will be ma~e. In addition, the staff
is now adding a time-series forecasting element as a means to improve short-range
forecasts.
The use of econometric forecasting in telephone regulation is a recent
phenomenon. Prior to 1985, telephone companies sometimes used elasticity models,
although staff econometricians did not recommend their use due to questions
concerning which variables should be included or omitted. Now, econometric models
are used by the staff to forecast the effect certain rates will have on revenues by
examining price elasticity of demand. Telephone regulators use elasticity models to
estimate the extent of repression or stimulation of usage of a certain service that
will occur when a rate is assigned. Since telephone rate design is not entirely cost
based, other substitutes for competitive rates are used. Predicting the effects of
those rates can help in determining whether the social goals used as substitutes can
be achieved.

Complaints Process
Complaints about utilities are handled primarily by the Consumer Affairs
Section of the General Counsel's Division. The complaints are logged and resolution
is sought with the utility. H Consumer Affairs determines that PURA or a
commission rule is being violated, an official complaint record is begun. H informal
resolution fails, the General Counsel is notified for further action. All complaints
are logged by type and status of resolution and used as evidence in rate cases.

Penalties/ Sanctions
Statutorily, the PVC has several options for protecting the public interest but
has yet to be given the power to levy fines : as is true of several of the other
regulatory agencies in Texas. In any docket before the commission, (CCN, STM,
or Rat e) the commission may impose additional requirements to assure continuous
and adequate service. The PUC may also file an inquiry into the operations and/or
rates of a company and order the utility to change its operation and/or rates or
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make system improvements. The order may also include a compliance schedule. A
utility that is discovered charging illegal rates may be ordered to make refunds.
Companies that violate an order of the commission may be turned over to the
Attorney General's Office for collection of penalties under section 72 of the PURA.
P ractically speaking, the PUC has few direct enforcement tools and must rely
on "jaw-boning" and the cooperation of the utility in all but the most serious of
cases. Many consumers believe that the PUC has powers it r eally does not have
and do not understand why somebody won't do something.
The commission's staff conducts routine monitoring of quality of service, which
is considered when a rate increase is requested.
Consumer complaints, both the
volume and how many were resolved, are a lso considered a factor in rate cases.
Finally, The PUC cannot r epresent itself in court and must rely on the
attorney general to prosecute companies that violate commission orders. Because of
the heavy caseload at the Attorney General's Office, referring cases to the attorney
general is a last resort. Even after referral , it may take two or more years to
process a case.

CRITERIA FOR IMPLEMENT ATION OF TOOLS
PUC Staff Initiated Implementatio n
Inspections
To see if PU C standards are being met, the Telephone Section of the
Engineering Division conducts tests of service quality of each regulated utility at
least once every three years. A service quality test may be scheduled based on
complaints from subscribers, utility requests for rate relief, other commission
investigations, proximity to another exchange being tested, the length of time since
the last test, the results of the last test, and the size of the company. 78
Service quality inspections take place with utility technicians present. Any
recommendations for improvement are · submitted in the form of a report to the
utility accompanied by a description of the tests undertaken. The utility normally
has forty-five days to respond ; t hirty if a r ate case is pending. The commission
engineering technicians deal directly with the utility in monitoring the problemsolving. All reports are logged into a telecommunicati ons database for reference. As
outlined earlier under certification procedures , if d irect contact wit h the utility fails ,
t he staff may ask t he general counsel to initiate a Petition of Inquiry. Such action
is taken rarely as t he utility usually corrects the problem quickly. T he engineering
staff also takes complaints on utility service by phone or letter, especially if the
issues are of a technical nature.
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The Electric Section of the engineering staff also investigates customer
complaints (for example, alleging an inaccurate meter). In addition, the engineers
monitor plant construction for evaluation in future rate cases to assure only
prudent costs are included. The engineering staff may also perform on-site
inspections of an electric utility when the utility comes in for a rate case. They
review property accounts and depreciation ·to determine appropriate depreciation
rates to recommend in staff testimony before the commission. If a u tility applies for
a CCN for a proposed transmission line, staff engineers investigate the route and
may propose an alternate. Unlike those in the T elephone Section, electric engineers
do not make routine independent on-site inspections.

Petitions of Inquiry
As outlined in the Rate Design section, the comm1ss1on can order a Petition
of Inquiry to look into quality-of-service issues. The commission can use such a
petition for other issues as well. For example, if the commission feels excessive
revenues are being received by a utility, they may initiate an inquiry.

Utility Initiated Implementation
Utilities may approach the commission for certification, rate relief, tariff
amendments, or a ch ange in any other part of the regulatory authority granted the
commission and outlined above. The companies also may request rule changes as
well. In addition , utilities may petition for relief against another utility. This may
h appen if another utility is seen to be encroaching on the petitioning utility's
certificated area.

REGULATORY PROCEDURES
Sample Rate Case Procedure
For four consecutive weeks prior to the effective date of a proposed rate
change, the utility must publish ·notice of the requested change in a newspaper
published in the county(ies) affected. In addition , the utility must notify its
customers directly by hand or mail. This period is supposed to provide ample time
for interested parties to intervene and for customers to record complaints about the
utility with the commission. The P UC has 185 days after the date of filing in
which to produce an order on the request; this is one of t he shorter statutory
deadlines in the country. If the PUC does not act within 185 days, the rates
requested by the utility go into effect. A hearings examiner or administrative law
judge is assigned the case. He calls a prehearing conference to meet two weeks after
the filing date. Unless the company has requested interim r ates , the prehearing
conference is essentially a meeting for all the part ies to agree on a procedu:i:al
schedule and for the examiner to issue any special instructions. Interveno.r s are also
officially recognized.
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Although the comm1ss1on rules require that motions to intervene be filed
within ten days of a rate change application, the commission often permits
intervention up to the date of hearing. 79 Another option offered to consumers is
the informal status of complainant. A complainant is allowed time to speak during
a hearing, but the statements are not made under oath, and there is no crossexamination. Only testimony given under oath and exhibits officially entered into
the record are considered part of the record for the examiner to evaluate in writing
the Examiner's Report for the commissioners.
The next stage is the discovery period during which the parties to the case
elicit information they feel is necessary to their position but that is not contained
in the ·rate filing package. The parties send out Requests for Information (RFI).
The RFI is a formal legal document and the party receiving the RFI must answer
under oath within a specified time period, usually twenty days. If the answers are
not filed, a second request is sent and/or a motion to compel is filed. If the party
feels that the request is not appropriate, they may file objections to RFis with the
examiner, requesting to be excused from all or a portion of the request.
The hearing is the heart of the rate case. It proceeds through ten distinct
phases:
appear to
comment on any part of the rate application. Frequently, comments
address quality of service.

1. At the beginning of the hearing, utility consumers may

2. The utility representatives, intervenors, and the general counsel make
opening statements.
3. The utility representative presents the case for the rate increase.
4. The public utility counsel (a separate state agency), intervenors, and the
PVC general counsel cross-examine the intervenors' witnesses.
5. The intervenors present testimony.

6. Other intervenors (because intervenors often represent divergent points of
view), utility company representatives, and the general counsel crossexamine the intervenors' witnesses.
7. The general counsel presents the staff case representing the public
interest. Staff accountants, engineers, and economists make their
recommendations.

8. The utility and the intervenors cross-examine the st aff witnesses.
9. The utility presents rebuttal testimony to refute the positions of any
other parties.
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10. All parties make closing statements or file legal briefs summarizing their
positions. 80

After the hearing, the examiner or administrative law judge has about six
weeks in which to write a report recommending a course of action. This report is
distributed to the parties before the commissioners make their decision. Parties
who disagree with one or more recommendation s contained in the report may file
Exceptions to the Examiner's Report. Parties who disagree with any of the
exceptions filed may also file Replies to Exceptions.
The chairman of the commission assigns the cases to be reviewed for final
orders. Each commissioner prepares a brief statement on the cases assigned for
discussion and vote by the commission. The commissioners receive the examiner's
report and the exceptions of the parties. The rest of the file remains with the
examiner but is available to the commissioners.
At a final orders meeting, the comm1ss1oners entertain requests for oral
argument and usually grant these requests. Oral argument is typically limited to
fifteen minutes and has a formal order of utility, intervenors, and then staff (unless
the case has been initiated by the staff). The utility may request a portion of its
time for rebuttal. During this time, the commissioners may ask questions of the
parties. The chairman will then request proposals from the commissioner assigned
to the case. The commissioners discuss the proposals and then vote.
After the commission issues a final order in a docketed case, any of the
parties (staff, utility , and/or intervenors) may file a motion for rehearing within
fifteen days of the signing of the final order. Motions for rehearing may be filed by
any party who disagrees with the conclusions reached in the final order. Usually a
motion for rehearing is filed because the party feels that one or more of the issues
raised have not been adequately addressed. Practically speaking the commission
routinely denies motions for rehearing unless there is new evidence. Nevertheless,
before a party (in this case, an intervenor or utility) may appeal the case to
district court it must be able to demonstrate that it has exhausted all
administrative remedies. As a matter of practice, if a commissioner has dissented in
a final order vote, that commissioner will often dissent in the vote to deny the
motion for rehearing.
The process can be confusing since at times when a motion for rehearing is
filed , some portion is granted. The commission rehears these specific points and
there may be a change in the final order. If any party is still in disagreement with
the final order they must file another motion for rehearing on the new final order
before they can take the case to court.
After approximately one out of every three final order meetings, the
commissioners meet in executive session. The topics for discussion are constrained
by the Texas Open Meetings Act81 and are limited to personnel matters and
pending court. suits.
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Procedures to Control Process
The Administrative Procedure and Texas Register Act (APTRA) is the basic
procedural statute under which the PUC operates. The commission also adopts its
own procedural rules in the Rules of Practice and Procedure. These rules
supplement the APTRA by filling in detailsj they do not supplant that act.
Two major considerations affec~ P UC procedures. First, traditional due process
concepts affect the process. Due process is defined broadly here to mean the
effective ability of a concerned party to be heard and seek redress of an adverse
decision. Second, expeditious decisionmaking is desired.
An indispensable criterion for a fair proceeding is that all potentially
interested parties are informed of it in advance. Moreover, the content of the notice
must be relevant to the parties' needs.
Basically, notice means that the
commission must publish intent in the Texas Register. In the case of rulemaking
proceedings, t his must be done thirty days prior to the hearing. There is no time
limit for licensing and rate setting proceedings. However, notice must be given ten
days in advance to the parties to the proceeding. Also, utilities requesting CCN's
and rate changes are required to publish notice in "newspapers of general
circulation" in the areas where the impact of the proposed changes will be felt.
Essentially, any person, company, or governmental entity with an interest in
the matter may intervene in the proceeding. Interest is interpreted much more
liberally than in a judicial setting. In a sense, this is a reflection of the fact that
due process in an administrative context must be extended much further than in a
judicial setting because the effects of an administrative decision typically affect more
people than a court judgment.
Commission decisions are made after evidence is evaluated by the examiner.
The APTRA mandates the use of the rules of evidence as applied in nonjury civil
cases in the district courts of Texas. This provides a procedure for rejection of
spurious evidence.
An important safeguard of administrative decisionmaking is judicial review of
those decisions. If a party feels due process has been violated 1 he may file suit in
state court to attempt to obtain redress. As a practical matter, most major cases
are routinely appealed by both the company and the intervenors.
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AC'tivity L evels
Types of Cases
Cer t ificate of Conv enien ce and Necessity
An uncontested CCI'\ application is usually processed within six months. If a
protest is received or the staff objects to the application, a hearing is held. In that
case, due to the statutory priority given rate cases, obtaining a final order can
require a year or more. 82
Sales, Tran sfer, Mer ger
There is no time limit on sale, transfer, or merger applications.
Rate C hange Applica t ion
Rate proceedings are statutorily limited to 185 days but may be extended 2
days for every 1 day the hearing goes over 15 days. If at that time there is no
final order from the . commission, the r ates requested by the utility are
automaticall y approved.
Caseloa d b y T ype
In calendar year 1984, 322 dockets were heard in final order meetings by the
commissione rs. 83

Utility
Electric
Telephone
Watera.
Sewer

Certification

Rate

Miscellaneousb

48
32

22
2
30
3

32

51

i

a.Water a.nd sewer ca.ses were transferred to the Texas \\;ater Commission March

47
47
1
1, 1986.

bMiscellaneous includes sales, transfers, a.nd mergers; minor tariff dockets in which no money is
involved; inquiries; and other dockets that do not fit into either of the other two types. Rules a.re
· not docketed and a.re therefore not included .
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PERCEPTIONS OF ISSUES AND PROBLEMS
Administrative Issues
Staff Coordination
A problem in the staff's processing of a case is that the staff is essentially an
ad hoc committee of equals: a lawyer, a certified public accountant, a professional
engineer, and a financial analyst.
Professional courtesy prevents one profession
from being in a superior position in relation to another, which in turn requires that
the staff agree on how a particular case is to be handled. Th~ staff must come to
this agreement among themselves.
Ideally, the general counsel in the oversight role is supposed to take the lead
in defining the issues in a case, and the staff experts provide ·their solutions. If all
parties examined only their own areas , there perhaps would be less of a problem.
However, as the staff becomes more experienced in handling cases, lawyers can and
do contribute on engineering issues and engineers on accounting issues, and so on.
This is especially true in the situation of 30 percent turnover where an experienced
employee may know more about the issue than a green newcomer licensed to
practice in the area. This can lead to disputes and it is not unknown for an
attorney to refuse to present an engineer's or an accountant's direct case . . This has
the attendant problem that the accountant's and the engineer's testimony are
intertwined and disallowing one or the other renders the remaining case invalid.
In an effort to prevent this extreme situation, much time and many
discussions are spent resolving disagreements. In major cases, this problem has
been resolved by appointing a technical advisor to oversee and coordinate the staff's
position from the beginning. This . is an attempt to maximize the value of the
experienced employees.

Staff/Commission Coordination
Policy determination is an interactive and iterative process at the P UC.
Commissioners have final say on any case because they issue the final orders;
however, they can only rule on material contained in the record. They can be
limited in ruling against the company by the testimony presented by intervenors
and the staff. Commissioners may wish to rule on a matter that the staff did not
include, but they cannot.
The staff, therefore, wields a certain power by determining what goes into the
record. If the staff forgets , overlooks, or chooses not to include particular matters,
even if the commissioners would like to see those issues included, the issues cannot
be ruled on without remandment of the case for additional testimony, which
requires additional time and expense for the parties. Additionally, staff cannot be
forced to testify for or against a matter. The staff member, as an expert witness,
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1s under oath in the proceeding and must defend all statements under crossexamination as his/her best professional opinion.
Commissioners largely follow the recommendations of the hearing examiner
who in turn depends in large part on the staff analysis. Staff members usually
know what the commission wants and generally try to prepare cases accordingly.
The staff is the only party in the hearing that does not have a fmancial stake in
the ruling. Certainly, if the commissioners are continually ruling against the staff,
then it is time that they look seriously at their staff. When the commissioners
make a very clear decision, they do not want the staff to bring that issue up again
and agam.
The commissioners, however, also crit1c1ze too much responsiveness on the
part of the staff. Open meetings are a difficult and often inappropriate forum for
explaining all the reasons for making a decision. Additionally, commissioners are
limited in their decisions by the record, W"hich may mean that they reach decisions
other than they would like because the weight of the record leaves them few
It is then the responsibility of the examiner to point out in the
options.
Examiner's Report that the commission has previously not accepted this reasoning,
adding exceptions in this instance, or even pointing out why the earlier ruling may
have been incorrect.

In some other states, the staff serves to advise the commission only. The
Hearings take place between the utility and
staff presents no direct case.
intervenors, and the staff makes a direct recommendation to the commission. In
California, a separate agency has been established to represent the public interest
The California staff organization has standing like any other
before the Pl:"C.
intervenor in cases before the commission and is not a formal part of the PuC. In
order to implement such a system in Texas, the Public l:"tility Regulatory Act
would have to be amended by the legislature. Texas commissioners have always
opposed such a move since it would remove the staff as the major neutral party in
the case. Because the staff carries such an influential role in Texas, they, like the
commissioners, have a conflict-of-interest limitation upon leaYing the Pl.:C.

Staffing
Of the approximately 200 comnuss1on employees. about 150 are professionals.
The commission, in its FY 1986-87 appropriation request , noted the difficulty in
hiring and retaining qualified managers and professionals. The commission believes
For
the primary cause of its recruitment and retention problems is salary.84
Many
$45,000.
example, the top salary for an administratiYe law judge is about
high -ranking graduates are able to command that salary soon after law school. In
Division
addition. t he possibilities of career growth are limited at the P UC .
The PUC cannot offer many promotions
directors are hired at about 149.000.
given the limits imposed by the state personnel classification system.83

127
In practice, the ·PUC often is forced to hire young professionals and train
them. This is expensive and time consuming. It can take up to a year for a
professional to become productive.
Then, of course, after gaining two or three
years experience, many people leave for more lucrative employment.
Recruitment may also be hampered by the statutory proscription against
taking a position with a regulated utility for one year after commission employment
ends.
Although the statute has the laudable purpose of preventing commission
employees from taking their knowledge of pending · cases to assist a utility in
presenting its side, it limits employment options for a person trained in utility
regulation. An attorney who wishes . experience in administrative law may choose
not to work for the commission to get that experience knowing that he or she
cannot sell that experience to a private administrative law firm specializing in
regulated utility law for one year.
Salaries and post-employment restrict ions are not the only reasons for the
high turnover. The stressful environment of a major regulatory agency, which is
common to most utility commissions across the country, can also cause the
professional staff to move on to other employment. Staff make recommendations
involving millions of dollars.
Correct decisions receive little publicity, but one
mistake, or even apparent mistake, makes the newspapers immediately.
In
addition, staff must respond to three commissioners who often have three different
views, and are themselves subject to turnover.
For whatever reason , the turnover in personnel can make it difficult for the
staff to have policy continuity.
Recommendations to reduce turnover. include
raising salaries, flattening the administrative hierarchy, removing the commission
staff from the administrative purview of the commission, and developing a
philosophy to bind staff together.
Legal Issues

Ez Park Communications
Commissioners, hearings examiners, and .administrative law judges are
prohibited from communicating with any party of a case pending before the
commission unless all parties are allowed a chance to participate. In addition,
commissioners cannot talk to hearings examiners or administrative law judges about
a pending case or to an administrative law judge even after the judge has delivered
his /her proposal for decision. Essentially, commissioners cannot talk about a case
unless they are in a properly announced public meeting. 86
Visitors to these individuals, as well as visitors to all staff, must sign a
register indicating whether they expect to receive financial gain from the meeting.
This register is on file as public information.
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Complaints are made that visits to commission offices bend the law against ez
Utility representatives are often at the commission
parte communications.87
Critics
briefmg individuals on upcoming events.
or
information
off
dropping
question whether such day-to-day contact can avoid all conversation about pending
During a Southwestern Bell rate case, a hearings examiner and a staff
cases.
member were accused by intervenors of providing certain information to the utility
and not providing it to the other parties. Apparently, the information in question
was readily available on request but was not formally distributed to all parties.
To avoid any appearance of impropriety and to protect its eventual decision, the
commission chose to bypass the examiner's report and read the thirty thousand
This action added at least four
page record itself before reaching a decision .
88
months to a rate case already over a year old.
Staff, while not subject to the ex
policy with behaving in a manner
The commission has
representatives.
allowing visitors in commission halls
reception desk.

parte prohibitions, is charged by commISS1on
of propriety in its dealings with utility
taken action to regulate such contact by
only with passes, after signing in at the

Statutory Requirement for Cost-Based Rates
The requirement that cost be the only determinant of rates has been sharply
criticized. The argument is that if the Pt;C is to serve as a substitute for freemarket competition, it should encourage and even reward innovative management.
Good companies should be able to enjoy larger salaries and a higher rate of return,
much as they would in a competitive market.
The 1983 amendments to PURA allow the commission to consider
management in setting the rate of return for a utility. This, in addition to the
commission's power to conduct management audits. should allow additional tools to
consider and reward efficiency, but is obviously far short of the rewards ~d
disincentives that are part of the competitive market.
Economic Issues
Rate Case Expenses
Rate case expenses incurred by a utility in pursuit of a
cited as a problem in utility regulation. In a Southwestern
6200, the chairman of the commission chided the company
hour consultant, noting that $500 was as much as many
month.89

rate increase are often
Bell rate case, Docket
for hiring a $500 per
Texans made in one

In addition to company rate case expenses, municipalities that part1c1pate m
rate cases before the commission or m court are entitled to reasonable
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reimbursement from the utility involved for the fees of consultants, accountants ,
auditors, and attorneys. 90
These expenses, added to the utility 's rate case
expenditures, are considered a cost-of-service when rates are determined.
In an
AT&T Communications' rate c.ase, the cities were granted $382,008 by the
commission for expenses. 9 1

Telephone
By far the broadest issue in telecommunications regulation is deregulation.
The issues of affiliate transactions in ratemaking and shared telecommunications
services challenging CCN 's have already been discussed in this report. They exist
due to deregulation, ·and the inevitable march of the telephone and computer
industries.
Formerly a monopoly industry, telecommunications is rapidly becoming more
competitive as new technology creates methods of providing service beyond
traditional plain old telephone service (POTS). The advent of intelligent telephones
operated by computer chips allows privately owned pay telephones, which used to
be solely a telephone company provided service. Smart buildings (STS) challenge
telephone companies by allowing private provision of services that bypass the local
phone company.
Private microwave systems allow businesses to connect office
locations across exchange boundaries, avoiding the local phone company entirely.
These technological innovations and others challenge regulators and telephone
companies by removing revenue sources and possibly putting upward pressure on
local rates. Some fear that POTS, or basic phone service to every household, is in
jeopardy. If local residential rates are forced up too much, people may choose to
do without phone service, hurting the national goal of universal telephone service.
Bypassing the local exchange is only one infringement on local telephone
company revenues.
The AT&T divestiture separated long-distance services from
local services. Long-distance service has been said to subsidize local phone rates
for years. Regulators at the state and federal level have sought to protect the
subsidy by requiring long-distance companies to pay fees for accessing the local
exchange network to the local phone companies. Every time a long-distance call is
made , whether someone answers or not , the interexchange company pays a charge
per minute from the time the originating handset is picked up until it is returned
to its cradle.
Increasing competition in long-dist ance service has brought its share of
challenges to Texas regulators.
AT&T is the only interexchange long-distance
carrier fully regulated as a dorninan t carrier.
AT&T has requested relaxed
regulation so it can better compete with the other common carriers (OCCs).
AT&T must file a rate case when it wants to change its rates, taking time, and
making its intentions known to its compet itors, and allowing them to challenge the
proposed rates before the PUC. OCCs can change their rates at will. The OCCs
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claim that AT&T 's share of the market is too large and that to relax regulation of
the utility would allow AT&T to run them out of business. The OCCs want more
time to build up their market shares.
Determining when and how to relax regulation is the major problem.
Regulators wish to protect subscribers in areas that may not have competition,
On the other hand, they want to allow
such as outlying r·u ral communities.
subscribers to receive t he benefits of competition in highly competitive urban areas.

Electric
Electric ratemaking in the mid-1980s is complicated by problems of excess
capacity, especially when a nuclear generating plant is involved. During the 1970s,
when electric utilities were considering new plant construction, they were forecasting
approximately a 7 percent growth in demand and natural gas prices above $5 per
million cubic feet (mcf) .92 Based on these forecasts, construction of nuclear
generating plants was undertaken to meet the projected demand. The mid-1980s,
however, brought flat demand and nuclear plants nearing completion.
As previously discussed in the ratemaking section of this report , the PUC
must decide whether to include the construction costs of nuclear plants in the rate
base. The generating capacity of the plants may no longer be needed by consumers,
but the utilities have already made the investment. If the PUC includes the plant
in the rate base, electric rates rise for unneeded power. If the PUC chooses not to
include the plant' in the rate base, the utility must write off billions of dollars of
investment and either mothball the plant or attempt to sell the excess power
elsewhere.
Another issue in electric · utility regulation concerns power generated by
Federal law requires electric utilities to buy power from qualifying
industry.
93 The purpose of
facilities such as cogenerating plants and small power producers.
this requirement was to reduce dependence on natural gas in the late 1970s and to
make the utility consider other supply sources of power rather than building
additional capacity. The utility must pay the qualifying facility a price for the
power based on the utility 's cost of generating the power.
The utilities are not always in favor of this arrangement because they have
no control over the producers. If the cogenerator decides to break its contract and
stop producing power, the utility no longer has a source of supply, yet it must
continue to meet its service requirements. Additionally, almost all of t he qualifying
facilities are natural gas fired, which is in direct opposition to the reasons why the
federal law was passed in the first place.
PURA obligates all electric utilities serving more than 20,000 customers to file
energy efficiency plans with the P UC to identify economic options for deferring or
avoiding new power plant construction. 94 Given the growth in construction costs of
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new conventional generating capacity, there have not been increasing returns to
scale in the electr~c utility industry since the late 1960s, and it therefore makes
sense to minimize, or at least d_efer for as long as . possible, new construction.
Utilities that earn a return on the amount invest ed, ·on the other hand , have an
incentive to invest.
Alternat ives to conventional capacity exist m both supply and demand. 95
Supply-side alternatives are optimizing existing facilities, purchasing power . from
cogenerators or small power producers, using direct conversion of renewable
resources, and improving power plant productivity. Demand-side alternatives are
conservation and load management programs that are essentially incentive programs
to get customers to use electricity in ways that minimize the peak use and decrease
the expensive peaking capacity that is needed by a utility, but is used for only a
few hours a year.
One overriding policy consideration is involved in energy efficiency planning:
to keep rates down. Cost-benefit analysis is a standard feature in measuring the
value of energy efficiency programs. If installing more efficient air conditioners is
less expensive than building a coal plant, then that alternative should be adopted.
Generally, conservation can be purchased for under $500 per kilowatt , whereas new
generation costs a minimum of $1,000 per kilowatt.
The PUC can use two methods to encourage utilities to choose energy
First, it can deny a
efficiency alternatives over new power plant construction.
notice of intent or CCN application if the utility has not demonstrated that it has
studied alternatives to the proposed new conventional capacity. The commission in
fact denied the first notice of intent application (docket 6055) that came before it
on these grounds. Second, the PUC can lower a u tility's allowed rate of return if
the utility is not employing energy efficient technology; however, in practice, this
method has yet to be tested.

Technical Issues
Regulation of utilities often involves making decisions based on complex issues
of technology. The construction of new plant must be examined to insure that each
dollar spent was prudent.
Decisions must be made on whether new
telecommunications services are really new technology or are the repackaging of
several existing technologies into a new , perhaps higher priced, service.
The increasing complexity of the telecommunications field has led some people
to suggest the separation of electric and telecommunications regulation into t wo
commissions. The rationale for this suggestion is that the two types of regulation
presumably are so dissimilar that separa:te philosophies and expertise are needed.
Telephone regulation is moving from monopoly control to deregulation of a
competitive industry sometime m the future. Electric utilities are perceived to
remain traditional monopolies.
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On the other side of the argument are those who claim electric generation
and transmission are also moving to a competitive environment, leaving perhaps
only dist~ibution of power to franchised monopoly firins . Thus, the philosophy
needed by the regulatory commission is the same.
To respond to the need for segregated experfa.e, the PUC has proposed
reorgamzmg the commission into program, rather than functional, divisions.
Instead of Engineering and Accounting divisions, th.e commission would have
Telep~one and Electric divisions, with t he engineers, accountants, and economists in
each responsible for the specific industry.
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CHAPTER 4
SAVINGS AND LOAN DEPARTMENT
INTRODUCTION
The Savings and Loan Department of Texas is responsible for regulating
savings and loan associations chartered by the State of T exas. The Texas Savings
and Loan Act--article 852a, Vernon 's Texas Civil Statutes (V.T.C.S.)--defines a
savings and loan as "an association whose primary purpose is to promote thrift and
home financing and whose principal activity is the lending of money secured by
liens on homes and other improved real estate."
The department has broad powers over the state-chartered savings and loans
in Texas. These broad powers are needed to carry out the responsibilities of a
regulator of financial institutions. The regulation of financial institutions is much
different than the regulation of other industries. The economic failure of financial
institutions can be so costly to the public that it cannot be tolerated. The failures
of financial institutions in the past, and more recently in Ohio and Maryland, have
shown that the failure of one institution can have negative spillover effects on
healthier institutions and on the industry as a whole. Thomas H. Creighton, Jr., a
former general counsel of the FHLBB explained the need for the regulation of
financial institutions: "It is because of the public interest in these inst itutions that
a supervisory authority is created. The protection of the public interest is a public
trust, and in a sense the supervisory authority is t he trustee.': 1 Since the failure
of a savings and loan can be so costly, it is not surprising that the department is
given broad powers, including those to charter an association , inspect its books and
records, and even assume control of it under extreme circumstances.

State vs. Federal R egulation
Savings and loans and other financial institutions are subject to a dual system
States have the authority to charter and
of regulation in the United States.
regulate savings and loan associations within their state, while the federal
government, through the FHLBB, also has t he au.thority to grant federal charters
This dual system of regulation is
and regulate institutions within each state.
further complicated by the fact that the FHLBB has the authority to regulate
certain activities of state savings and loans that are insured by the Federal Savings
In Texas this includes all but two
and Loan Insurance Corporation (FSLIC).
associations.
The Federal Horne Loan Bank (FHLB) system was created in 1932 by the
Federal Home Loan Bank Act as a result of the financial cr isis of the 1930s. The
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system was created mainly to provide a central credit facility to supplement the
resources of the nation's home financing institutions. The structure of the system
is much like that of the Federal Reserve system. The FHLBB in Washington,
D.C., governs the syst~m. The board consists of three members who are appointed
by the President to four-year terms. There are twelve district banks that serve as
the central credit banks for their member institutions. The ninth district bank for
the states of Arkansas, Louisiana, Mississippi, New Mexico, and Texas is located in
Dallas. The district banks are wholly owned by the member institutions but are
subject to the systemwide policies and oversight of the FHLBB.
Advances to
member institutions represent the major credit functions of the district banks. 2
The National Housing Act of 1934 created the Federal Savings and Loan
Insurance Corporation (FSLIC). The purpose of the FSLIC is to insure the savings
accounts of its member associations up to $100,000. The corporation is governed
by the FHLBB.
The FSLIC is funded by an annual premium equal to 0.08
percent of all savings accounts at each FSLIC insured institution. The FSLIC may
also levy an additional premium up to its losses and expenses. In April 1985 a
special assessment of 0.03 percent of savings accounts was levied against insured
institutions to strengthen the fund.
Overall, federally chartered and state-chartered savings and loans are regulated
similarly. Federally chartered associations are regulated solely by the FHLBB while
Texas state-chartered associations are regulated by the Savings and Loan
Department of Texas and are also subject to some federal regulations if they are
FSLIC insured. Of course, many technical and a few substantive differences exist
between the exact regulations. For example, there is no hearing process in the
federal branch office application process as there is in the state process; there is a
federal regulation on _conflict of interest, while the state only has a regulation on
approval of loans to officers and directors; and state savings and loans' lending and
investment powers are generally more liberal than their federal counterparts. Texas
also has an enlargement of powers clause in the Savings and Loan Act that says
"any association may make any loan or investment, perform any function, or
engage in any activity which such association could make were it incorporated and
operating as a federal association domiciled in this state."
Certain federal regulations have been applied to federally insured statechartered associations. Two recent examples are the revised net worth regulation
and the direct investment regulation. These regulations were specifically designed
to affect current practices of state institutions. The net worth regulation bases the
calculation of required net worth on additional areas such as growth and direct
investment. A nine-page worksheet is needed to calculate required net worth under
this new regulation. These new regulations have been called both hazardous to the
dual regulatory system and necessary in today's riskier deregulated environment.
The FHLBB has regulatory authority in other areas over state associations.
Because of danger to the FSLIC fund, in 1982 the board was given a three-year
emergency authority to appoint the FSLIC as sole conservator of any insured
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institutions. This authority could not be exercised without written approval of the
state regulatory authority. If approval was not received within ninety days and the
board had responded to the state's reasons for withholding approval , the board
could proceed without state approval only by unanimous vote of the board.
Ot her areas in which the state and federal regulatory
together due to the combination of a state charter and federal
changes of control and mergers.
In order for an insured
undergo a change of control or merger, it must apply to both
regulatory agencies and receive each agency's approval.

agencies must work
deposit insurance are
state association to
the state and federal

The Federal Home Loan Bank and the department also have overlapping
examination and supervision functions.
The department examines all statechartered associations~ while the FHLBB examines all federal associations and all
state associations that are members of the FSLIC.
The relationship between the department and the Federal Home Loan Bank of
Dallas {FHLB-Dalla s) is very good. The two organizatons share information and
coordinate their regulatory responsibilities about as effectively as any state and
federal organization s can.
The relationship between the department and the
FHLBB is not as amiable. The chairman of the FHLBB has openly questioned the
adequacy of the size of the department's staff in light of the high rate of growth in
state associations' assets. The chairman is perceived as trying to solve all of the
industry's problems by limiting the activities of state associations and thus
indirectly ending the dual regulatory system.
In June of 1985, it was learned that the FHLBB had stopped granting deposit
insurance for new state-charter ed savings and loan associations in Texas, California,
and Florida. The chairman of the FHLBB claimed that these states' supervisory
programs have not kept up with the rapid growth in associations' assets. The
moratorium on granting deposit insurance was an attempt to get these states to
increase their supervisory staffs and increase their cooperation with the federal
regulators and had nothing to do with the merits of these highly capitalized new
associations. This action was hard to understand in Texas because the department
had recently received funding for five additional examiners, bringing the total to
forty, and the department's level of cooperation with the regional FHLBB was
already high. On July 17th, the department and the FHLBB signed a statement
of policy regarding examination and supervision that seemed only to put in writing
their past relationship. Although the agreement included a promise by the FHLBB
to "act upon, in a reasonable fashion , either by approval or denial, current and
future applications from the State of Texas for insurance of accounts during the
term of this agreement," it appeared that the FHLBB was still proceeding very
slowly in approving the current applications.
·
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HISTORY
The first savings and loan association in the state of Texas was incorporated
m 1866. No specific legislation regulating the savings and loan industry exist.ed in
the state until the 33rd Legislature acted in 1913. Up until this time, savings and
loan associations were chartered by special acts of the legislature. The legislation
in 1913 came about as a result of abuses within the industry (such as usurious
interest charged to borrowers) .3 This legislation gave the secretary of state the
authority to grant charters to savings and loan associations and the commissioner
of insurance and banking the responsibility for supervising the operations of the
Included in the supervisory responsibility was the authority to
associations.
examine the affairs of the state savings and loan associations once a year or more
If an association's affairs were
often if the commissioner thought it necessary.
found to be unsound, the commissioner was given the power to seek corrective
action from the association 's board of directors.
In 1923, the Department of Insurance and Banking was separated into
individual agencies. The statute did not mention savings and loan associations, so
they were left to the supervision of the insurance commissioner. From 1922 to
1928, the number ~f savings and loan associations rapidly increased. The large
in~rease in the number of associations created regulatory problems, such as the
inability to prevent the organization of associations that should not have been
In 1929, the 4lst Legislature, recognizing that savings and loan
chartered.
associations now resembled banks and thus needed to be supervised similarly,
placed the industry under the regulatory control of the banking commissioner:'
.-

·.;' During the period between 1930 and 1936, financial institutions in general
In 1929, t here were 176 state-chartered associatjons wi~h
experienced difficulty.
over $137 million in assets. By 1936 there were only 95 active state associations
with total assets of less than $60 million and 14 state associations in the process of
Part of this decrease can be explained by the conversion of state
liquidation.
associations to federal charters, but the primary reason for the decrease in the
number of associations and total assets was a great decline in mortgages
outstanding and a great increase in foreclosures. By 1937, the number of federal
This change was due to the added
charters surpassed that of state charters.
prestige of federal charters at the time and the greater difficulty of obtaining
insurance of accounts for state associations. 5
From 1937 to 1945 t he number of state-chartered institutions continued to
decline , while the total assets of these institutions increased almost every year. In
1937, the ratio of real estate owned to assets was 12 percent while by 1945 it was
only 0.1 percent. 6 After World War II, the renewed demand for financing home
purchases helped the industry grow rapidly. From 1945 to 1960, the number of
state-chartered savings and loans increased from 52 to 159 and the total assets
grew from $75.5 million to $1.4 billion. Because of this growth in the savings and
loan industry, the 4lst Legislature passed the Texas Savings and Loan Act (article
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852a, V.T.C.S.) in 1961. The act created a separate department to regulate statechartered savings and loan associations. From 1960 to 1980 the number and total
assets of associations continued to grow. In 1980 there were 259 state chartered
associations with over $27 billion in assets. Since 1980 the number of associations
has declined to 218 "in June 1985 while the assets have continued to grow to over
$53 billion. This decline in the number of associations is due mostly to the merger
of associations.
The financial ratios of state-chartered
month ending May 31, 1985 showed promise
was 0.54 percent and the return on equity
than the negative returns of the early 1980s.
3.72 percent. Although this is not high, it is

savmgs and loans in Texas for the
on the surface. The return on assets
was 14.57 percent. This was better
The ratio of net worth to assets was
above the old FHLBB minimum.

There are other indications, however, that the situation has not improved for
savings and loans. The ratio of the cost of money to net operating income before
the cost of money is 99.42 percent.
This ratio is not encouraging because it
suggests that much of the income is nonrecurring. Another interesting ratio is the
equity multiplier of 25.58.
This figure shows that every dollar of net worth
supports $25.58 of assets (the association relies on net worth during unprofitable
times to remain solvent). Other ratios that indicate the extent and makeup of the
industry's liabilities are borrowed money to savings, 15.96 percent; certificates of
deposits to savings, 43.66 percent; passbook savings to savings, 18.64 percent; and
jumbos (certificates of deposit of $100,000 and greater) to savings, 37.68 percent.
This high percentage of jumbos is not encouraging because jumbos are a more
expensive source of money and thus often result in more high-risk loans, such as
the 22.6 percent of contruction loans to total assets for Texas state-chartered
savings and loans. The statistic that is most discouraging is the ratio of scheduled
items to net worth, which is 124.65 percent. Scheduled items are Joans over sixty
days delinquent and real estate owned due to foreclosures. This ratio shows that
scheduled items are more than enough to wipe out all of the associations' net
worth. Although the state-chartered savings and loans in Texas are profitable and
their net worth is above three percent of assets , they would probably be graded
about a 3 on the department's monitoring system (to be explained later) , which is
a low performer grade, because of the magnitude of the scheduled items and the
high percentage of jumbos.
Because of the severity of the problems within the savings and loan industry,
the department pushed a rewrite of the Savings and Loan Act through the
legislature.
This rewrite went into effect on August 26, 1985.
It allows the
department to act faster and with less exposure to litigation when a problem occurs
with an association. Organizationally , the department has also changed within the
last few years in response to growth within the industry and the risky regulatory
environment.
The examination staff has been increased significantly, two more
lawyers were added to the staff, a person was hired solely to handle changes of
control, a second deputy commissioner was hired, and an office in Dallas was
opened to serve the northern half of the state and to act as the primary office for
liaison with the FHLB-Dallas.
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ORGA1,"1:ZATIONAL STRUCTURE
The Finance Commission is responsible for the broad policies of the three
financial regulatory agencies of the state. It consists of twelve members who are
appointed by the goYemor and approved by the senate. Six of the members form
the Banking Section ~ three of them form the Savings and Loan Section, and the
remainder form the Consumer Credit Section. The Finance Commis5ion appoints
the commissioners of the respective departments with the advice and consent of the
senate and sen-es as an adnsory board to the commissioners as to general policies.
Two members of the Savings and Loan Section are required to be savings and
loan executives with not less than five years experience in a state savings and loan
assoc1at1on. One is required to be &om an association with assets less than SIOO
million and one &om an association with assets greater than SIOO million. The
final member is to be appointed by the governor on the basis of recognized
business experience. The Savings and Loan Section of the Finance Commission
approves the budget of the Savings and Loan Department and, with the
commissioner ~ promulgates the rules and regulations for the industry.
The savings and loan commissioner is the department's chief administrator.
He is responsible for carrying out the policy diredives and rules adopted by the
commission and the Savings and Loan Section. The commissioner, acting through
the department, supervises and regulates all sta~hart.ered associations in such a
way as to assure prudent operations.
The commissioner has two deputy comm1ss1oners. One is responsible for the
northern region and operates out of the Dallas office and the other is responsible
The deputy
for the southern region and operates out of the Austin office.
commissioners field questions &om and work with the associations in their regions,
act on requests for subsidiary corporations, and direct investments and nonliquid
secunhes. They also perform other duties as assigned by the commisssioner. The
deputy commissioner in Dallas -serves as a liaison with the FHLB-Dallas.
The legal division consists of a general counsel, an associate general counsel,
and a part-time hearing officer. The general counsel and associate general counsel
together se?Te as coun_c:el to the commissioner, give general legal advice to people
outside and within the department. and handle investigations and the legal aspects
of problem savings and loan cases.
Below the deputy comm1ss1oners are four directors. The director of operations
is responsible for the general office operations of the department.
He oversees
payroll. accounting, purchasing~ leasing, budget, appropriations, and consumer
complaints. The director of administration's main responsibility is to oversee the
change-of-control process. He also helps out in other regulatory areas when needed.
The director of superrision is responsible for the supervision of state savings and
loan associations.
He advises associations on possible solutions to supervisory
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problems and closely monitors specific institutions that have developed serious
problems. His duties also include keeping current with state and federal regulatory
changes.
The director of examinations heads the examination division of the
department, which is responsible for the examination of associations. His duties
include overseeing the monitoring system, coordinating the activities of examiners,
and analyzing the completed examination reports.
Two senior review examiners
work with the director. The examiner responsible for the northern region works
out of the Dallas office, while t he one responsible for the southern region works out
of the Austin office. The senior review examiners review the examination reports
to make sure the reports are accurate and assist in the direction of savings and
loan examiners. There are thirty-eight professional examiners who actually go into
the associations and examine their books and records.
Of these thirty-eight
examiners, seven are regional field managers.
Each field manager is assigned a
crew of four or five examiners. The field managers determine whether a limited or
regular exam is necessary.
In addition , they handle immediate association
problems, travel between jobs, and often are examiners-in-charge at associations
undergoing examinations. The field manager concept is new and sometimes breaks
down because of the small size of the staff and the varying regional needs.

Budget
The Savings and Loan Department is funded by various fees and charges
assessed against the industry that it regulates (see table 6). In the past, funds
that were collected by the depart ment were held and managed by the department.
All expenses of the department were then paid from those funds and not from the
state's General Revenue Fund.
The Savings and Loan Section, with the
commissioner, establishes the necessary fees and approves the budget of the
department.
After the department's most recent sunset review, t he legislature
decided that as of September 1, 1985, all of the fees collected by the department
would be deposited in the state treasury.
This action brought the department
under the appropriations process. Appropriations for the department in FY 1986
were $2,871,668; for FY 1987, $3,143,926.
The fees charged by the department have not been subject to any rigoroµs
cost analysis in the past. Some are based on past Banking Department fees and
are raised over time to reflect perceived increases in costs.
The costs to the
department of services provided often vary. If, for example, an application for a
new branch office is protested, then the fee collected will match the cost of
processing the application better than if it is not protested and no hearing expenses
are incurred.
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Table 6
Savings and Loan Department
Fees
Fee

Rate

Annual Fee
(assessed to all state
associations)

$5 per $1 million m assets

Examination Fee

$150 per day per examiner
plus $500 processing fee

Charter Application Fee

$10,000

Additional Office or
Agency Fee

$2,500

Mobile Facility Fee

$500
plus $100 for each location

Change of Name Fee

$500

Change of Location Fee

$500

Amendment to Charter
or Bylaws Fee

$25 per amendment

Permission to Issue
Capital Obligation
Fee

$500

Reorganization, Merger,
or Consolidation Fee

$2,000 per association involved
plus $200 for each office or agency involved
plus $500 if there is a change of name

Change of Control Fee

$10,000

Subsidiary Fee

$1,000
plus $200 for each office of the subsidiary

Other Sources of Funding

sales of law and regulation books, copying
charges, interest on investments
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REGULATORY TOOLS
. The Savings and Loan Department regulates savings and loan associations in
three distinct ways. First, it uses regulatory tools to prevent illegal or unsound
practices and conditions within the industry. Second, regulatory tools are used to
examine and monitor the activities of associations in order to discover and keep
track of illegal or unsound practices and conditions. Finally, the department uses
regulatory tools as corrective enforcement measures in order to discontinue illegal or
unsound practices and conditions and to protect the depositors, creditors,
shareholders, and industry from further harm.

Preventive Tools
The Application Process
The first type of tool that the department uses to prevent serious economic
problems within t he industry is to requir e approval by the commissioner before
certain activities occur. Savings and loan officers and prospective savings and loan
organizers must apply to the commissioner for approval of activities such as
obtaining a new charter for an association; opening additional offices of an existing
association; changing the location of an office; changing the name of an association;
reorganizing, merging, or consolidating an association; changing control of an
association; or investing in a subsidiary corporation.
By requiring the applying
party to go through the relevant process, the commissioner can judge the
application by the applicable criteria and provide those interested with the
opportunity to bring the important facts to light during the application process.
This process allows the commissioner to prevent actions that might be harmful to
the industry and the public.

Charter
When five or more state citizens decide that they want to open a savings and
loan and work out the details, they must submit an application to the department
on the approved forms along with the required fee. The application must contain
detailed information on such areas as the background and financial status of the
organizers, a three year budget and business plan, a description of the community
to be served, a justification of the need for the association, the amount of capital
and deposits that the association will have to begin, a copy of the articles of
incorporation and bylaws, and other information.

Public Notice and the Hearing Process
When an application is received, a hearing date is set. It is the department's
policy to always hold a hearing for charter applications, even though the
commissioner has the authority to dispense with the hearing if the application is
not protested. Notification of the hearing must be published by t he applicant in a
newspaper in the county of the proposed association at least twenty days before the
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hearing date in the form prescribed by the rules (rule 51.4). Notice must also be
placed by the department in the Texas Register seven days prior to the hearing.
The department's part-time hearing officer presides at the hearing.
The
hearing is held according to the APTRA. Both sides are allowed to call witnesses
and enter evidence. The hearing officer is allowed to administer oaths, call and
examine witnesses, and make necessary rulings during the hearing. The purpose of
the hearing is to accumulate a record of pertinent. information and data in support
of and in opposition to the application, from which the commissioner determines
whether to grant or deny the charter.
After the hearing is held, the hearing officer reviews the record and asks the
party that he feels has prevailed, based on the evidence presented, to prepare the
proposed findings of fact. The hearing officer works part-time, so he does not
prepare the proposed findings of fact himself. After the proposed fmdings of fact
are prepared, the hearing officer reviews them. The proposed findings of fact are
almost never changed by the hearing officer. After the hearing officer reviews the
fmdings, he adds his recommendations to the commissioner for approval or denial.
The title of the document is changed to Proposal for Decision, and it is sent out
to the attorneys for both parties. The party who would lose under the Proposal
for Decision has fifteen days to accept the proposal. The other party then has
fifteen days to reply to any exceptions. The hearing officer considers the replies
but almost never changes the proposal.
A department counsel and the
commissioner then review the proposal.
The final decision is made by the
commissioner, and the winning party is asked to prepare an order. The fmal
orders are similar in substance to the Proposal for Decision but are changed to
comply with the standard format for the orders.
The orders go out to both
parties, and the losing party has fifteen days to apply for a motion for rehearing.
The winning party is then given ten days to reply to the motion if one is made.
The
A department counsel and the commissioner then study the motion.
commissioner either enters an order granting or denying the motion, or he can take
no action for forty-five days, in which case the fmal order is affirmed. If the
commissioner grants the motion for rehearing, he can do so in a way to change
only the findings of fact that he now believes are incorrect and avoid a new
hearing. He may order a new hearing, and the whole process commences again.
Once a charter is approved, the savings and loan must proceed through one more
process before it opens. It must apply to the FSLIC, through the FHLB-Dallas, for
insurance of accounts.
Criteria for Approval

According to the Savings and Loan Act (sec. 2.08), in order to approve any
charter application through the application process, the commissioner must find
that:
1. the prerequisites for incorporation have been complied with;
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2. the character, responsibility, and general fitness of the persons named in
the articles of incorporation command confidence and warrant belief that
the business of the proposed association will be honestly and efficiently
conducted in accordance with the intent and purpose of the act and that
the proposed association will have qualified, full-time management;
3. there is a public need for the proposed association and the volume of
business in the community in which the proposed association will
conduct its business indicates a profitable operation is probable; and
4. the operation of the proposed association will not unduly harm any

existing association.
The act also provides for additional weight to be given to an application with
the greatest degree of local control held by residents of the community in deciding
whether to grant the charter of a new association or that of a branch office of an
existing association.

Branch Office
The establishment of branch offices of existing associations is allowed within
the state with the appoval of the commissioner.
The . application requires the
applicant to provide information on the community to be served, existing loans and
accounts in the community, economic studies on the community's need for another
office, a brief description of the personnel and facilities of the proposed office, and
other information. After an application is received and completed, it is placed on
the docket for the following month (for example, if an application is received by
July 31 it is placed on the docket for the first Monday in September). Publication
requirements for the docket call are the same as those for the charter hearing. All
those who plan to oppose the application are requested to notify the commissioner
of their plans and must appear at the docket call. At the docket call a hearing
date is set that accommodates the applicant and protesting parties. If no one
protests the application, the commissioner may dispense with the hearing.
The
criteria necessary for the approval of a· branch office are
1. the applicant must not have had supervisory problems that would affect

its ability to properly operate such an office; .
2. the proposed operation must not unduly harm any other association
operating in the community of the proposed branch;
3. a separate enclosed office must be provided;
4. the proposed branch office must have qualified, full-time management;
5. there must be a public need for the proposed branch office and the

volume of business in the community in which the proposed branch
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office will conduct its business must be such to indicate a profitable
operation to the association within a reasonable period of time;
6. the facility must be open within twelve months; and
7. the character, responsibility, and general fitness of the current directors
and officers of the applicant must be such as to command confidence
and warrant belief that the branch office will be honestly and efficiently
conducted in accordance with the intent and purpose of the act.
Loan Office
An office may be established with the commissioners approval for the purpose
of making and servicing loans. The approval process is different from that for a
branch office. There is no docket call and thus no hearing. Notice is sent out to
all- associations as soon as the application is received, and notice is published in the
Texas Register. Associations are given fifteen days to file any objections they have
with the commissioner. The commissioner approves an application for a loan office
if he finds that
1. the applying association has had no serious supervisory problems that

would affect its ability to properly operate such an office;
2. the applying association has adequate income to support the proposed
operation; and,
3. a separate enclosed office will be provided.
Remote Service Unit
An informational processing device to be operated off of the premises (such as
an automated teller machine) may be established with the permission of the
Once an application and the appropriate fees are received, the
comm1ss1oner.
department places a notice in the T exas Register summarizing the details of the
application. After this, associations are given ten days to file written protests of
the application. The findings necessary for approval of the application are that the
security of the association's funds (and that of its account holders) will be
maintained and that the proposed· service will be a substantial convenience to the
customers.
Savings and Loan Agents
An
Associations may also appoint agents for savings and loan functions.
association may appoint a loan agent without the approval of the commissioner if
the person meets certain qualifications. Savings agents may be appointed if the
commissioner finds that
1. the character, responsibility, and general fitness of the proposed agent 1s
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such as to command confidence and warrant belief that the business of
the association to be conducted by such agent will be honestly and
efficiently handled;
2. the proposed operation will not unduly harm any other association
operating in the vicinity of the proposed location; and
3. the procedure to be followed in regard to the safeguarding of funds
belonging to the applying association is adequate.
Change of Name
An association must also apply to the comm1ss1oner in order to change its
name. The association is required to apply on the required forms and pay the
appropriate fee. The association must certify that no other association in Texas
has the proposed name.
Interim Charter
It is possible to obtain an interim charter for an association with the approval
of the commissioner. Interim charters are issued only in conjuncton with mergers
and acquisitions. Under normal circumstances an interim charter goes through the
same process as a regular charter application. Often an interim charter is granted
in conjunction with a supervisory merger and is subject to a different process. The
interim charter is used in this case to incorporate an association for the purpose of
purchasing the assets, assuming liabilities other than the liabilities to stockholders,
and continuing the business of an association considered by the commissioner to be
m an unsafe condition.

In the case of an interim charter in conjunction with a supervisory merger,
the APTRA would not apply. All of the information relating to the application
would be confidential. The commissioner would only be required to find that the
business of the merged association can be effectively continued under the proposed
articles of incorporation and that the proposed merger is in the best interest of the
savers, depositors, creditors, and stockholders of the merged association.
Reorganization, Merger, and Consolidation
The board of directors of an association that has developed a plan to
reorganize, merge, or consolidate their association must file an application for
approval with the commissioner along with the appropriate filing fee. Once the
application is received, notice of the application is published as for a branch office
application. If the application is protested, a hearing is held as with a branch
office application.
Until August 26, 1985, if the comm1ss1oner found that
equitable to the members of each association and that · it
usefulness and success of any properly conducted association,
approving the plan. However, S.B. 1127 (which became law

the merger plan was
did not impair the
he entered an order
on August 26, 1985)
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changed the criteria for approval of mergers to be the same as for changes of
control , as discussed below. When the com.missioner designates a merger to be a
supervisory merger, this process does not apply. H any of the associations involved
in the merger are members of the FSLIC, the merger must also be approved by
the FHLB-Dallas.

Change of Control
Prior to September 1, 1983 ~ a person or corporation that acquired the control
of a state-chartered savings and loan only had to advise the commissioner within
ten days after he acquired control. This process worked well for awhile, but some
people were realizing personal gain and some convicted criminals were trying to
gain control of savings and loans. Because of this, the legislature, through section
11.20 of the Savings and Loan Act, set out application procedures for changes of
This new power provided an important regulatory tool for the
control.
commissioner. It gives him the authority to prevent an undesirable person from
acquiring a saving·s and loan and from proceeding to use it for unsound and
unlawful practices.
Control of an association is defmed by the Texas Savings and Loan Act as
the possession of the power to direct or cause the direction of the
management and policies of an association by either direct or indirect
means and shall be deemed to exist if a person, corporation, partnership,
trust, or other legal entity individually or acting in concert with others
directly or indirectly owns, controls, holds with the power to vote, or holds
irrevocable proxies representing 25 percent of the voting rights of an
association.
Once this legislation was enacted, anyone wishing to acquire control of a
state-chartered savings and loan had to apply t-0 the commissioner.
The change-of-control application asks for information on the proposed method
of acquiring control of the association, the credit and business activity of the
applicant and those associated with him, a detailed biographical statement, and
When the application and filing fee are received, a notice is
other information.
filed with the Texas Register, but only the date of filing, who is filing, and for
which savings and loan is provided due to the confidentiality of the application.
The application is analyzed by the director of administration, who oversees
the change-of-control process. The director of administration makes a long list of
the responses to the questions on the application form with space for comments or
notes on what has been provided. An application has never been deemed complete
Further informat ion is then request.eel and analyzed.
when it was first filed .
may trigger new questions and this process
information
new
or
Further explanation
continues until the application is considered complete. Leads from examiners or
credit reports received from the Retail Merchants Association also help the director
of administration and the commissioner analyze the application.
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After a full inquiry, the state may send in examiners for a limited
examination of the association in question. As soon as this information gathering
is completed, the feasibility of the applicat ion is analyzed. A worksheet for causes
of denial is set up to see if there are any problems. The seven causes for denial
of a change of control are
1. the acquisition would substantially lessen competition or would result in

a monopoly or would be in furtherance of a combination or conspiracy
to monopolize or attempt to monopolize the savings and loan industry in
any part of the state, unless the anticompetitive effects of the proposed
acquisition are clearly outweighed in the public interest by the probable
effect of acquisiton. In such a case, the proposed acquisition is not in
violation of any law of this state or the U.S.;
2. the poor financial condition of any acquiring party might jeopardize the
financial stability of the association being acquired;
3. the experience, ability, standing, competence, trustworthiness, or integrity
of the applicant is such that the acquisition would not be in the best
interest of the association;
4. plans or proposals to liquidate or sell the association or its assets are
not in the best interest of the association;

5. the association would not be solvent, have adequate capital structure, or
be in compliance with the laws of the state after the acquisition;
6. the applicant has failed to furnish all of the information pertinent to the
application reasonably requested by the commissioner;
7. the applicant is not acting in good faith.
No application for a change of control has ever been denied. Some of the
most unlikely candidates for controlling a savings and loan are deterred by the
application process, while others never respond to the long list of follow-up
questions. Also, if the applicant follows the process all of the way through, their
attorney is informed before the point of denial that the department believes that it
has cause for denial and that they have the right to request a public hearing upon
denial. At this point the application is usually withdrawn. If a hearing is held ,
everything that the department has obtained or the applicant has provided will
probably become public information. Usually the less-qualified applicants do not
want this to happen.
The comm1ss1oner has sixty days from completion of the application to issue
an order. But, the sixty days are never used because the information has been
analyzed during the application process, and the commissioner is ready to make his
decision when the application is deemed complete. As soon as the director of
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administration and the comnuss1oner are satisfied with the information that has
been provided, the commissioner issues an order stating that
1. the application is deemed complete;

2. the department waives any further allotted time for review; and
3. the commissioner will not deny the application.
This process can take from one to four months with the average time being
roughly three months. From September 1983 to June 1985, fifty-one applications
for changes of control of associations were received by the department.
FSLIC-insured
The applicant is not finished at this point, however.
institutions must apply to the Federal Home Loan Bank for approval. In order for
a change of control to be approved, the applicant must obtain approval from both
regulators. The state and FHLB have come up with different decisions in the past.
If the state denies the application and the FHLB approves it, the only alternative
is for the association to convert to a federal charter, in which case the change of
control may be approved.

Subsidiary Corporations
An association must receive the approval of the comm1ss1oner in order to
invest in a subsidiary corporation. In order to obtain such approval, t he applying
association must file an application with the required fee with the department.
The application must include
The deputy commissioners oversee this process.
information such as a certified resolution of the board of directors of the applying
association approving the investment, a certified copy of the articles of
incorporation and bylaws of the subsidiary, and other pertinent information that is
requested. If the association is purchasing a subsidiary rather than forming one, an
audited financial statement must also accompany the application.
Certain preapproved activities, such as loan origination and serv1cmg and
Other
serving as insurance brokers (see rule 73.3) are allowed for subsidiaries.
are
activities
other
Whether
activities may be approved by the commissioner.
allowed is determined by how well qualified the association and its management are
and by how far the requested activity deviates from the norm. The commissioner
may approve an investment in a subsidiary corporation if he finds that
1. there are no serious supervisory problems that would affect its ability to

properly supervise and operate such a subsidiary corporation;
2. there are adequate
investment;

income

and

reserves

to support

the proposed

3. the operation of the subsidiary corporation will be clearly distinguishable
from that of the parent association; and

157
4. the subsidiary corporation is or will be profitably operating within a

reasonable amount of time.
Approved investments in subsidiary corporations are subject to operational
rules of the department, such as the requirement for surety bonds to cover
direct ors, officers, employees, and agents of the corporation.

Standards
Another important tool that the department uses to prevent savings and loans
from using unsafe and unsound practices are standards that pertain to such areas
as limits on loans to one borrower, limits on loans to officers and directors, limits
on the type and amount of loans and investments, limits on ownership of real
property, standards for savings and checking accounts , and overdraft protection
limits.
As a general rule, the less risky the loan or investment is, the less
stringent is the regulation limiting the activity of the association in that area.
These standards appear in the form of rules and regulations promulgated by the
Savings and Loan Section of the Finance Commission. The enlargement-of-powers
clause in the act allows state-chartered associations to become involved in those
activities that are authorized for federal associat ions doing business in Texas.

Monitoring Tools
The department uses the examination of savings and loans to monitor their
activities. While it is preferable to monitor to prevent problems from occurring,
this cannot be done practically.. In order to prevent problems from occurring, the
department needs someone to examine every loan at the t ime that it is made.
This is obviously not possible.
Instead, the ·examination process tries to catch
problems soon enough to prevent the savings and loans from becoming insolvent.
Unfortunately, by the time a problem with a savings and loan is noticed, some
damage usually has been done already.

The Monitoring System
Historically, before the savings and loan industry underwent deregulation at
the national level, the department had a structured examination process. Every
twelve to eighteen months, examiners conducted a regular examination of the
associations ' activities.
Because of revolutionary changes in savings caused by
deregulation, a monitoring system was installed by the current director of
examinations to keep the commissioner advised on a worst-case basis of t he
solvency problems of the savings and loan industry. This "short fuse" basis of
monitoring was set up for five significant and related areas of savings and loan
operations. When one of these areas breaks down, it usually results in a negative
effect on other areas and eventually the association's solvency. These five danger
areas are
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1. the solvency ratio (net worth/assets),

2. the profit or loss,
3. scheduled items (nonearning assets),
4. the deposit mix (certificates of deposit greater or equal to Sl00,000 over
total deposits), and
5. liquidity.

The monitoring system produces a monthly monitoring report on each association
and a statistical report on key financial ratios. The system grades the associations
on a scale of one to five based on their peformance in the five areas mentioned,
with a one being a good association and five being a solvency-threatened association
with net worth depletion in less than twelve months. The information for the
monitoring report comes from a monthly report th-at is completed by each
association.
The FHLBB no longer requires a detailed monthly report and instead now
relies on a more detailed quarterly report. The Savings and Loan Department is
now working with Kaplan , Smith, and Associates (a financial consulting firm) on a
more detailed monitoring system that will provide much of the same information as
the FHLBB quarterly report but on a monthly basis. Because of this chan'.ge, the
state will have t he information on associations in thirty days while the FHLBB will
have it only every ninety days.
The information from the monitoring report keeps the director of examinations
and the commissioner aware of potential problems within the industry and allows
the director of examinations to determine the frequency and scope of examinations.
Examinations
There are two types of savings and loan examinations. The regular exam is
the normal periodic examination that looks at the association's overall operations.
The second type of exam is the limited examination that is used by the
department to look at an association's activities within a certain area as the result
of a problem appearing on the monitoring report or from other information.
An examination is conducted by teams of professional examiners who go into
the association and make use of the association's books and records to piece
together the activities of the association.
Although examiners are supposed to
ensure that laws and regulations are followed, the examination staff realizes that
worrying about every regulation is not as important as to ask "is this a good loan
or a fair appraisal." The department is really trying to ensure that the savings
and loans do not fail. The examination teams work mainly from the gener al ledger
of the association. They document the execution of their examinations in their
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workpapers and send interim reports to the department. The workpapers are kept
after the examination and are used to support the formal examination report. The
examination report is used to communicate the results of the exazn.ination to the
department. It provides the department with adequate information concerning the
management, financial condition, operations, and future prospects of associations. It
is still the department's most useful tool for monitoring savings and loan activities
and is the only information that the department collects and verifies itself.
An examination used to be performed by two examiners in a couple of weeks,
but now, due to complex loans and lax documentation by associations that have
grown very fast, some exams can take months. The department continues to try
to examine each association every twelve to eighteen months, but problem
institutions may be visited more frequently while some better associations may not
have been examined in two years.
As previously mentioned, the FHLBB examines state associations with federal
insurance of accounts. The state and FHLBB share exam reports and inform each
other when they are going into an association in order to coordinate their efforts.
Because of this cooperation, the department actually receives detailed exam
information on an association more frequently than the twelve to eighteen months
The FHLBB has in the past favored joint
between the state examinations.
examinations with the state.
The department has preferred the separate
examination process along with the sharing of information because it provides an
independent evaluation at more frequent intervals.
As a result of a recent
agreement with the FHLBB, the state and the FHLBB will be conducting alternate
examinations on the good associations while both agencies will continue to examine
problem associations each year.
The department, in addition to its own monitoring and exam reports , also has
FHLBB exam and quarterly reports and private yearly audits at its disposal to
monitor the activities of associations.
Corrective Tools
The supervision and enforcement functions of the department begin when
problems are discovered with an association's operations.
This function is
corrective in nature. Its purpose is to cause the discontinuation of illegal and
unsound practices in order to protect the depositors, stockholders, creditors, and the
industry from further harm. The first supervisory action is the exit conference that
the examiners hold with an association 's managing officer after an examination.
After this point the director of supervision takes over the supervisory duties.
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Supervisory Letters
The director of superv1s1on monitors an association by analyzing the exam
reports} monitoring report , FHLB reports, and private audits, similar to the method
used by the director of examinations. The main tool of the director of supervision
is the supervisory letter. After the examination of an association is completed, the
director of supervision writes a supervisory letter to the association's board of
directors detailing any problems of the association that the examination uncovered.
It is a corrective letter that points out findings within such categories as
operations, net worth, scheduled items, foreclosed real estate owned, lending, and
other areas.
Comments within these areas may vary from complimenting an
association for its return to profitability to a sharp warning about increasing
The letter typically ends with a statement notifying the
scheduled items.
association to acknowledge receipt by a letter with the signature of a majority of
the board of directors and a statement of what efforts will be made to comply with
the requests contained in the supervisory letter.

Enforcement Actions
Old Powers
If the commissioner felt that further action should be taken and the board of
directors was in agreement, the commissioner could attempt to reach a voluntary
supervisory agreement \\:'ith the association. Such an agreement may set parameters
for operation of the ·association, such as commerci~l loan size, limits on jumbos, or
commissioner approval of salary increases.

If the problems were more severe, the comm1ss1oner had the authority to issue
If the commissioner found that an association had
a cease and desist order.
violated any provision of its charter or bylaws or any law, rule, or regulation to an
extent that would tend to cause a substantial reduction in net worth or if it was
engaging in unsafe or unsound practices, he could deliver a formal written order to
the board of directors in which facts known to him were set forth with an order to
cease and desist from any such violation or practice. The order could also require
that the association take affirmative action to correct the conditions. The order
became final ten days after it was delivered unless the association requested a
hearing before the Savings and Loan Section of the Finance Commission.
The
section then could continue the order, modify ·it, or set it aside.
After a cease and desist order, the department could also try to obtain a
voluntary agreement with the association to install a supervisory agent.
If a
majority of the board supported the agreement, the supervisory agent had the
power to manage the association and overrule the managing officers and directors
of the association. Under severe conditions, the commissioner could enter an order
for removal of an officer or director of an association. The order became final ten
days after it was delivered unless a hearing was requested.
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If in the judgement of the comm1ss1oner the public interest required it, he
could apply to a district court of the county in which the home office of the
association was located for the appointment of a receiver for the association. In
order to be appointed as a receiver of the association, the commissioner had to
prove to the court the existence of one or more of five hazardous conditions, such
If the
as insolvency, as stated in section 8.16 of the Savings and Loan Act.
department was appointed as receiver , the proceedings were governed by the state
laws applicable to receivership. The FSLIC could be appointed as the receiver or
coreceiver. The FHLBB had emergency powers allowing it to appoint the FSLIC
as the sole reciever of federally insured associations (as stated earlier).

New Powers
The commissioner, recogmzmg the importance of the department's having the
ability to act quickly with little exposure to litigation, worked for and was granted
increased enforcement powers by the legislature. These new enforcement powers
were recognized as necessary and their passage was supported by the Texas Savings
and Loan League.
They took effect on August 26, 1985 and increased the
department's ability to carry out its regulatory responsibility.
The department
continues to have the option to seek voluntary supervisory agreements if it feels
this is the appropriate action.
Under the new powers granted the
intervene in the affairs of an association if:

department

the

comm1ss1oner may

1. the association or a director, officer, agent , or other person participating

in the conduct of the affairs of the association or a subsidiary of the
association is engaging in, has engaged m, or is about to engage in
a . an unsafe and unsound practice in conducting the affairs of the
association;
b.

a violation of a prov151on of the articles of incorporation or bylaws
of the association;

c.

a violation of any law, rule, or supervisory order applicable to the
association;

d.

a violation of any condition that the comm1ss1oner or the Savings
and Loan Section of the Finance Commission has imposed on the
association by written order or agreement; or

e. filing materially false or misleading information required through
the change of control process;
2. a director, officer, employee, agent, or other person participating in the
conduct of the affairs of the association, a subsidiary, or holding
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company parent, if any, of the association has committed or
commit

ts

about to

a.

a fraudulent or criminal act in the conduct of the association's,
subsidiary!s, or holding company's affairs that may cause the
association or a subsidiary to become insolvent or to be in danger
of insolvency or another act that threatens immediate or irreparable
harm to the general public or the association, its account holders,
or creditors or to the subsidiary;

b.

a breach of fiduciary duty, which has caused or probably will cause
the association or a subsidiary to suffer substantial fmancial losses
or other damages or that would seriously prejudice the interest of
the holders of savings accounts or other security issued by the
association;

c.

a breach of an order or instructions of a conservator or supervisor
m charge of the association's affairs;

d.

a refusal to submit to interrogation under oath by the
commissioner or the commissioner's agent with respect to the
affairs of the association; or

e.

a material alteration, concealment, removal, or falsification, of books
or records of the association or a subsidiary; or

3. the association is insolvent, is in imminent danger of insolvency, or is
engaged in or is about to engage in making loans or investments and
the market value of the investments or the value of the security for the
loans is materially overstated, or the association has failed to maintain
proper books and records from which the true fmancial condition of the
association or the state of its affairs can be determined or has refused to
authorize and direct a person having possession of the association's or a
subsidiary's books, papers, records, or accounts to permit the
commissioner or a duly authorized representative of the commissioner to
inspect or examine them.
If the commissioner has reasonable cause to believe that one or more of the
grounds for intervention exists or is imminent, he may issue without notice and
hearing one or more of the following types of supervisory orders to take effect when
issued:
1. an order to cease and desist from continuing a particular action or

course of action, an order to take affirmative action, or both, as
necessary to correct the condition that is grounds for supervisory
intervention;
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2. an order removing or prohibiting an officer, director, or employee from
participating in the affairs of a.n association;
3. an order requiring divestiture of control of an association; or
4. an order placing the affairs under a conservator who may take
possession of the books, records, property, assets, liabilities, and business
of the association and ma.nage it under the direct ion of the
conumss1oner. Before the association is placed under conservatorship or
at a hearing, the board of directors may present to the commissioner a
plan to continue the operation of the association in a manner that will
correct or eliminate the grounds on which the order is based. If the
The
commissioner approves the plan, he will vacate the order.
conservator will serve for the period necessary to accomplish the
purposes of the conservatorship. If the association is rehabilitated, it
will be returned to the management of the 'b oard of directors under
terms that are reasonable and necessary to prevent recurrence of the
condition that created the need for the conservatorship.
A temporary supervisory order becomes final and cannot be appealed fifteen
days after the date issued unless a party affect ed by the order requests a hearing
within this period before the commissioner regarding whether it should be vacated,
modified, or made permanent. The hearing must be held between ten and thirty
A temporary order may not be stayed pending a
days after it is requested.
hearing unless the commissioner orders a stay, and a final order may not be stayed
pending judicial review unless the reviewing court orders a stay for good cause.

If the association or any person designated in an order violates it, the
commissioner may apply for injunctive relief in a district court in Travis County.
If an association or a person designated in a final order fails to comply with the
order, the com.missioner may, after giving notice, assess a civil penalty against the
association or a designated person in an amount not to exceed $1,000 each for each
day of the violation.
If it appears doubtful to the comm1ss1oner that an association subject to a
conservatorship order can be successfully rehabilitated, he may set a hearing to
determine whether the association should be liquidated. Notice of the hearing shall
be given not later than the tenth day before the hearing date to officers, directors,
and by publication in a newspaper of general circulation in the county of the
If the commissioner finds that the association cannot be
principal office.
rehabilitated and that it is in the public interest and the best interest of the
savings account holders and creditors of the association that it be closed and its
assets liquidated, he may issue a.n order of liquidation appointing a liquidation
agent and dissolving the association,
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Supervisory Mergers
A corrective tool that is used when other methods have been exhausted is the
supervisory merger. A supervisory merger, in conjunction with an interim charter,
is used to help a healthy institution acquire a weaker institution.
.The
commissioner may designate a merger to be supervisory if one or more of the
following conditions exist:
1. the commissioner has placed one or more of the associations involved
under voluntary supervisory control;
2. the commissioner decides that one or more of the conditions necessary
for receivership as stated in section 8.16 of the Texas Savings and Loan
Act exists;
3. the comm1ss1oner has certified to the FSLIC and FHLBB that one or
more of the associations is in imminent danger of default; and/or
4. the FHLBB has determined and certified to the commissioner that the
merger of a federal association having its home office in the state and a
state association is necessary to prevent the possible failure of the federal
association.
The normal procedures for mergers are waived with a
supervisory merger (including the Administrative Procedures Act).
In many cases these mergers are assisted by the FSLIC. If the institution is
particularly weak, the FSLIC may provide income capital or net worth certificates,
various guarantees, and capital outlays. Many FSLIC-assisted mergers result in
interstate mergers since it is a quick way for out-of-state savings and loans to
obtain an office in the state and the FSLIC is provided with significant cost
savings. 7

Supplemental Fund
The 69th Legislature passed Texas Savings and Loan Supplemental Fund Act,
the purpose of which is to
establish a fund in Texas to aid and assist the savings and loan
commissioner in maintaining the solvency of the associations that
contribute to it and to safegaurd the public interest and promote the
public confidence in state-chartered savings and loan associations doing
business in the state by making available to the commissioner the
additional resources of the fund to be used for the protection and
rehabilitation of member associations' assets as well as the maintenance of
the solvency of the member associations.
Membership in the fund is limited by standards in the plan of operation,
which initially will be developed by the commissioner and later by the board of
directors of the corporation. Only financially sound associations will be accepted as
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members, thus keeping out those associations that are problem institutions. The
fund, which was sponsored by the Texas Savings and Loan League, is not designed
to be a private deposit insurance fund like the funds in Ohio and Maryland. It is
intended instead to back up the assets (loans) of member associations. The act
was passed with the hope that t he FHLBB would ease some of the restrictions on
direct investments and other areas when it sees that Texas savings and loans are
trying to back up their assets and protect the FSLIC fund . The act allows the
commissioner to use t he fund to aid member associations subject to conservatorship
in order to prevent their failure. The fund also allows the commissioner to try
and avoid interstate mergers of weak member associations.
The fund is subject to the conditions that the FHLBB officially recognizes
that the fund will reduce the liability of the FSLIC and takes such action necessary
to permit member associations to use it without restraining all of the operational
authority they have as state associations. In addition, there must be sufficient
The commissioner feels that there is a fifty-fifty
interest within the industry.
chance that the fund will be created and a fifty-fifty chance that it will be
sufficiently funded . For a summary of departmental activity levels in 1983-1984,
see table 7.

REGULATED INDUSTRY
The roots of the savings and loan industry in the United States can be traced
to the English building societies. The first building society in England was started
in 1781. These early societies were purely mutual associations. The immigration
of people familiar with English building societies had a great influence on their
start in America. 8 The first savings and loan in the United States was the Oxford
Provident Building Association of Frankford, Pennsylvania. It was started when
two pioneer manufacturers and a physician, who were all natives of England,
decided that Frankford ought to have a building society. They held a public
meeting on January 3, 1881 to organize the association.9
Shares in the association were issued to members with a par value of $500.
Each subscriber was allowed a maximum of five shares and was required to paY. a
membership fee of five dollars , plus three dollars a month per share. All stock was
issued on the same date. New members were taken in after organization if they
paid the back dues to the organization of the association plus a bonus in order to
As funds were
put them on an equal footing with the original subscribers.
determined by
was
loan
a
for
Priority
accumulated, they were loaned to members.
a premium bid at auction. As the association progressed toward maturity of the
shares, there was no longer a surplus of borrowers as in the earlier period of its
existence. Since the funds of the association had to be lent to members, the names
of those who had not received loans were placed in a hat and a drawing by lot
determined who must take the money. If the member thus chosen was not ready
to take the loan, he had to find some other nonborrowing member. who would be
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Table 7
Savings and Loan Department
Activity Levels

State Charters Approved
State ~fergers Approved
State Branch Offices Approved
Percent of Savings and Loans Examined
Xumber of Enforcement Actions Initiated
Xumber of Supervisory Agents Appointed
Xumber of Cease and Desist Orders
X umber of Change of Control
Applications Recei,·ed
X umber of Board of Directors Meetings Held
\Vritten Consumer Complaints Resolved
Percent of Consumer Complaints
Resolved Within Sixty Days
X umber of Customers· Deposits
Protected
Total Deposits Protected

1983

1984

22

32

24

13

138

156

80
10

82
14
3

8

12
20

12
213
70){

80%

2.9 mill.
$47 bill.

3.9 mill.
$61 bill.

Sources: Texas Savings and Loan League, 1985 Texas Savings
and Loan
Directorr (Austin , 1985); Savings and Loan Department of Texas,
Request for
Legislati,·e Appropriations. Fi.seal Years 1986 and 1987 (Austin, October 1, 1984).

willing to take his place. H he failed to find such a person. the member would
have to take the loan even though he did not want it. Xo loans were made for
houses to be built more than five miles from Frankford. The first loan made by
the association was to Comly Rich.
At its meeting in April 1831 the Oxford
Provident Building Society granted a loan of S375 to Rich , who offered a premium
of ten doliars. I O These early societies were temporary and after their charters
expired the remaining assets were divided up among the members.
Of course. savings and loans have changed over time and today are very
different from the early nonprofit mutual associations.
Savings and loans have
become permanent corporations that are operated for profit.
Capital stock
associations have become increasingly popular, especially in Texas 1 and depositors
are not forced to take loans as with the Oxford Prm·ident Building Society. All of
these changes have helped to make the industry a more efficient source of home
lending.
~fore

recen:ly, the savings and loan industry has been undergoing a necessary
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The high rates of inflation of the 1970s were a friend of the
restructuring.
industry, and as inflation increased so did real estate values. The period between
Market
the late 1970s and early 1980s was not as beneficial for the industry.
interest rates rose and the savings and loan industry began to suffer from
disintermediation (i.e., the rapid transfer of funds from savings institutions to
market-related accounts). Thrifts suffered deposit outflows, reduced liquidity, and
widespread losses when market rates rose above regulatory rate ceilings. Congress
responded to these problems by enacting significant deregulatory legislation with the
Depository Inst itutions Deregulation and Monetary Control Act of 1980 and the
This legislation gave
Garn - St. Germain Depository Institutions Act of 1982.
of commercial and
areas
the
in
powers
expanded
and
new
loans
savings and
consumer lending, the authority to issue long-term adjustable rate mortgages, and
phased in decontrol of deposit rate ceilings.
However, deregulation did not solve all of the industry's problems and it has
The bulk of liabilities of savings and loans
even created some new problems.
traditionally have been in short-term, low-yield passbook savings accounts and the
liabilities have been in long-term fixed-rate mortgages. Deregulation slowed the
outflow of deposits from savings and loans by allowing associations to offer
accounts based on market interest rates, but associations were forced to absorb cost
increases as deposits shifted to new accounts and their cost of funds rapidly began
to adjust to changes in market rates. 11 Since the assets of most thrifts were longterm fixed-rate mortgages it was impossible to adjust the rates r eceived on
mortgages as quickly as the deposit rates were increasing. Many savings and loans
were paying more for their funds than they were earning on t hem, and the
industry experienced widespread losses in 1981 and 1982.
Because of deregulation, the industry has had to restructure its asset
composition in order to better match its liabilities. It has begun to do this by
reducing its reliance on fixed-rate mortgages through the use of adjustable-rate
mortgages and mortgage-backed securities, by increasing its investment in
nonmortgage loans (sometimes by pursuing a pattern of rapid growth in order to
dilute the effects of older mortgages on their portfolios), and by using interest rate
swaps and future contracts in an attempt to reduce the interest rate risk. Some
thrifts have also increased their investments in service corporations in a further
attempt to diversify their assets and supplement their earnings. 12 Deregulation has
had the effect of making savings and loans virtually complete financial service
institutions like banks, but with less capital. The entrance of savings and loans
into riskier investment and lending areas has not resulted in fewer failures but has
simply changed the thrift industry's problem from that of having negative interest
rate spreads to the problem of possibly making bad loans and investments.
The outlook for the savings and loan industry is not a pleasant one. As of
September 1984, there were 2,940 Federal Savings and Loan Insurance Corporation
(FSLIC) institutions. Of these associations, 1,488 are federally chartered and 1,452
are state chartered; 2,102 are mutual associations and 838 are stock associations.
From 1977-1980, before the enactment of the Depository Institution Deregulation
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and Monetary Control Act of 1980 (DIDMCA), . the asset growth of FSLIC
institutions was 12.73 percent.
From June 1980 to December 1982, before the
Garn-St.
Germain Depository Institutions Act (GSGDIA), the asset growth was
5.99 percent, and from December 1982 to June 1984, after the deregulation
legislation was in place, asset growth was 19.09 percent. By September 1984, 13.3
percent of all associations were insolvent, representing over $96 billion in assets.
Also , 28.6 percent of all institutions had a net worth of less than 3 percent of
as~ets.
For these institutions, total assets were greater than $382 billion. The
average regulatory net worth of the U.S. savings and loan industry in September
1984 was 3.86 percent.
However, this calculation includes such questionable
accounting treatments as appraised equity capital (an addition to net worth
representing appraised appreciation of certain capital over book value) and net
worth certificates (cash inflows to associations from the FSLIC in exchange for
promissary notes to be paid off in profitable times). Average Generally Accepted
Accounting Principles (GAAP) net worth was 2.94 percent and average tangible net
worth was only 0.49 percent. Return on assets was 0.05 percent and net operating
income over assets was 0.04 percent. 13
The level of competition within the savings and loan industry in Texas
depends on how competition is defined. If competition is the market activity that
promotes high rates of returns for depositors, then the savings and loan industry is
very competitive. If competition is the market activity that promotes risk taking
within an industry, then the answer again probably would be that the industry is
competitive. But if competition within the . industry refers to the market activity
that promotes the availability of low-cost home mortgages, then the answer is not
as clear.
Another way to look at competition is concentration. In Texas at the end of
1980, there were 259 state-chartered savings and loans with over $27 billion in total
assets. In June 1985, there were 218 associations with over $53 billion in total
assets. It is apparent that there has been consolidation within the industry. The
top ten associations within the state (including, bo~h federal- and state-chartered
institutions) account for 34 percent of the industry's total assets. While this level
of concentration within the industry does not suggest that the industry is
dominated by many small firms, it does suggest that there is a dispersion of
market power.
The trade association for savings and loan associations in Texas is the Texas
Savings and Loan League. It was founded in 1922 but did not become a formal
organization until 1957 when Jack Cashin was elected president after his thesis
All FSLIC
"History of Savings and Loans in Texas" sparked interest in him.
insured institutions in the state are eligible to join the league and approximately 97
percent of the associations in the state are currently members. The purpose of the
league is to help people gain a better understanding of the state savings and loan
associations and to promote the image of savings and loans operating in the state.
The major functions of the league are lobbying for the associations and sponsoring
educational programs. The league recently supported the department's rewrite of
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the Savings and Loan Act and, with the assistance of the department, the league
was able to get through the legislature the Texas Savings and Loan Supplemental
Fund Act.

REGULATORY ISSUES AND PROBLEMS
Deregulation has left the savings and loan industry in a riskier environment.
Because of deregulation, savings and loans for the last five years have gotten into
nontraditional areas such as direct investments, nonresidential lending, and
subsidiary ownership and operation.
Most of these areas require accepting an
additional risk , and, as a result, some savings and loans have gone too far and
accepted too much risk. The biggest problem has become acquisition, development,
and construction (ADC) loans. With ADC loans the savings and loans take an
equity interest in the development project and often finance the fees and interest
during construction. ADC loans are called "time bomb" loans because they are
often very risky and the quality of the loan is hard to determine due to the
financing of the interest during construction. If the loans go bad, the association is
left with an overvalued development and ' none of the interest income it has been
reporting. These projects are often backed by worthless personal guarantees by
developers.
Some savings and loans, in an attempt to diversify their operations away from
fixed rate mortgages or to catch up on investments that have gone bad, have tried
to avoid their problems through growth and thus have doubled, tripled, and even
quadrupled in asset size over the last five years. Part of their approach was a lax
response to documentation. As they grew, they kept fewer records of their lending.
This growth was fueled through the use of brokered deposits, which became more
prevalent after money rate deregulation.
Brokered deposits have been partly
blamed by some for the high risk investments because brokered funds are more
expensive and savings and loans must use them in riskier high yield investments.
Also, some purely fraudulent operators and entreprenuers who were looking for
ready access to brokered funds have added to the industry's problems. They often
try to cover up their actions by selling loans to other associations. The sale of
these loans just spreads the problem.
Thrifts have surpassed life insurance con;ipanies in both permanent mortgages
and construction loans on commercial real estate. In 1984, thrifts had $17.2 billion
in. commercial construction loans, up 43 percent from 1983, and $20.1 billion in
commercial mortgage loans, up 46 percent from 1983. In 1983 some sunbelt "gogo" thrifts had 25 percent of their assets in construction loans compared to 6
percent for all thrifts and 13 percent in ADC loans compared to 2 percent for the
industry .14
ADC loans and other risky inv~stments have not only resulted m a higher
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failure rate, but also in faster and more expensive failures . Loan losses due to
interest rate mismatch can be. determined and an assistance package can be set up.
The acquiring institution can protect itself with interest rate futures. But failures
due to poor asset quality happen much faster and are less attractive takeover
targets. ·These institutions often have to be liquidated. Before deregulation, about
80 percent · of the thrifts requiring FSLIC assistance suffered from the industry's
Now the FSLIC finds itself handling
classic problem--interest rate mismatch.
problem loans. In 1984, about 70 percent of the FSLIC's burden came about
through bad loans. Because of the increased failure rate, the FSLIC's reserves are
dwindling. At the end of 1984 FSLIC reserves were less than $6 billion and ·the
ratio of reserves to insured deposits was only 0. 76 percent.15
Another problem is that, · since deregulation, state regulators have had to
evaluate the real estate development industry and they cannot do that. Examiners
are not trained to analyze t he risk of development loans. According to one savings
and loan executive, it is impossible to measure the risk of these loans.
It appears that thrift investment powers have been expanded too far. Sav~gs
and loans are using money acquired at wholesale cost, due to FSLIC insurance and
taoc breaks, for development. Cash flow problems, which usually cause business
failures, do not exist in the savings and loan industry because they can keep taking
in insured deposits. The chairman of the FHLBB feels that too much freedom
tempts thrifts to take excessive risks with the attitude "heads I win, tails FSLIC
loses." 16
Because of this riskier environment, the Savings and Loan Department has, as
stated earlier, been granted new powers t hat will enable it to act faster with less
exposure to litigation. But these powers will not reduce a great amount of the risk
that exists. According to . the commissioner, some type of appraisal analysis system
and on-site inspection of all loans made is needed to eliminate the risk. However,
no appraisal analysis system exists and an on-site inspection of all loans would
The
require too many people and would be too great an inconvenience.
and
system
monitoring
new
a
implementing
of
process
the
in
is
department
establishing some new regulations in conjunction with its increased statutory power.
These proposed regulations include a phased net worth regulation, a detailed loan
documentation regulation , and limits on t he financing of interest payments.
The FHLBB has also been confronting these problems through attempts at
reregulation and by proposing that savings and loans "pay to play," as one savings
and loan president puts it. The new FSLIC net worth regulation bases net worth
on the institution's growth rate, and the new direct investment regulation limits
certain investments to 10 percent of assets unless regulatory approval is received.
The chairman of the FHLBB has also proposed that FSLIC insurance premiums be
based on the risk of the association's assets. The riskier the assets, the higher the
premium. A proposal has also been made to set up classes of insured accounts
and determine which are insurable. This has been proposed to make depositors
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who throw their money at the highest paying jumbos bear some of t he risk. A
bill before Congress (R.R . 20) proposes a thriftiness test. H.R. 20 proposes that
thrifts be required to hold 65 percent percent of their assets in residential
mortgages and related invest ments in order to be treated as a thrift for tax and
regulatory purposes. H.R. 20 would also allow the F SLIC to prevent savings and
loans from engaging "in any business activity which the Corporation may prescribe
by regulation as being an improper incident to the operation of insured institutions
or detrimental t o the interests of savings account holders."
This provision has
been widely protested. State regulators claim that it would mean the end of the
dual regulatory system by allowing the FHLBB to di<'tate which investments state
thrifts may make.
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INTER VIEWS
Savings a.nd Loa.n Departm ent of Texas
(Conducte d between June 1 and August 31, 1985)
L. A. Anderson , Deputy Commissioner, South Texas Region
L. L. Bowman III, Commissio ner
Lloyd Bridges, Senior Review Examiner
Angela Demerk, Associate General Counsel
Harvey Jameson , Director of Operation s
Arthur Leiser, Director of Examinati ons
Richard von Minden, Director of Supervisio n
Russell R . Oliver, General Counsel
Lavene G. Ransom, Director of Administr ation

Others
Charles Betts, President, Austin Savings Associatio n , Austin, T exas, July 10, 1985.
Frances Chamness , Senior Vice President, Texas Savings and Loan League, Austin,
Texas, July 17, 1985.
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CHAPT ER 5
HEALT H FACILI TIES COMM ISSION
INTROD UCTION
The portion of the gross national product spent on health services rose
from 5.3 percent in 1960 to over 10.5 percent in 1982. Per capita health
care expenditu res increased 129 percent nationally and 155 percent in
Texas between 1975 and 1982.1
The Texas Heath Facilities Commissio n (THF C) was created on May 28, 1975
when Governor Dolph Brisco signed the Texas Health Planning and Developm ent
Act. 2 This agency was establishe d, according to the bill, to "ensure that health
care services and facilities are made available to all citizens in an orderly and
economic manner," 3 and to carry out, among other activities, the Certificate of
Need (CON) program as described in P .L. 93-641, the National Health P lanning
and Resources Developm ent Act of 1974. The THFC was discontinu ed and ceased
This
activities as of August 31 , 1985 as a result of the sunset review process.
regulatory
agency's creation and closure provides an opportuni ty to observe a
agency in a unique manner.

HISTOR Y
To better understan d the THF C, it is important to review the history of the
health care industry and the legislation that led to the creation of the THFC.
Between the Great Depression and World War II, it was observed that because of
the lack of resources , new hospital constructi on had slowed down considerab ly.
After World War II, the population grew rapidly and there was increasing
migration from rural to urban areas, which put stress on already obsolete heath
care facilities. Because of this stress, rising constructi on costs, and rapid advances
in medical technology , the private sector was not producing an adequate number of
up-to-date hospitals and · other health care facilities. When hospitals started to look
to charity for the funds they needed, the large contribute rs created separate,
specialized planning organizations. These organizati ons emphasise d the distributio n
of capital among hospitals in a way that made the most effective use of the
money. 4
The federal governme nt also reacted to the bed shortages by passing the
This act
Hospital Survey and Construct ion Act, or Hill-Burto n Act, in 1946.
authorized federal funding for constructi on of communit y hospitals and other health
facilities to alleviate the shortages and uneven distributio n of hospital beds. The
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act also initiated formal health planning by requmng states that wanted federal
funds under this program to implement a separate state health planning agency.
The state health planning agency conducted a survey of health-care needs to
This program
coordinate the health-care requirements of an area better.
and
establishment
the
services,
and
facilities
encompassed the coordination of health
approval of construction standards, and the improvement of operating standards for
health care institutions. At the time of its passage, however, the construction
aspects of the Hill-Burton act were emphasized over the planning function.
Through the 1950s, changes in society (including increases in population) ,
movement to cities, higher standards of living, improved treatment methods, and
technological advances created a demand for greater and more diverse health-care.
Because of these changes, the planning aspect of the Hill-Burton act soon became
just as important as that of construction. 5
By the 1960s, the health-care industry had grown considerably and new
problems were developing. In an attempt to control the health-care industry more
closely, the Community Mental Health Center Act of 1963, the Community Mental
Retardation Center Act of 1964, and the Comprehensive Rehabilitation Act of 1005
were passed. These acts placed even greater emphasis on government coordination
and statewide planning. Ot her developments in health-care planning at this time
included amendments to the Hill-Burton Act in 1964, which provided federal
matching grants for health facility planning groups. The Comprehensive Health
Planning Act was passed in 1966. This act established a national health planning
system that encouraged consumer and provider input. The effectiveness of these
acts was limited by the lack of sanctions and lack of authority of the planning
agencies.6
One of the largest influences on t he health-care industry came in 1966 with
the creation of Medicare, which was designed to provide health insurance for the
elderly , and Medicaid, which was intended to provide health-car e coverage for the
These programs were based on a "fee for service"
indigent or disabled.
In other words , payment was based on the provider's cost to
reimbursement.
At the same time, private insurance coverage increased,
deliver t reatment.
incorporating a similar payment method.
These programs, in addition to the Hill-Burton program, amplified the
demand for services and greatly stimulated expansion of the health-care industry.
As quality and coverage increased, so did costs, which resulted in health care
becoming a sizable portion of federal and state budgets. Prices soon soared at a
rate exceeding the inflation rate in the rest of the economy and states began to
enact Certificate of Need (C ON) laws. These laws varied from state to state, but
basically regulated capital investments based on establishing need for that
expenditure. New York enacted the first CON law in 1964, followed by Rhode
Island (1968), Maryland (1968), Connecticut (1969), and California (1969).7
CON laws are an effort to control unnecessary or duplicate health-care capital
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investments, including new construction, additions, and cost ly equipment purchases.
It is believed that the rise in health-care costs may be slowed by controlling these
expenditures. This concept is supported by various studies. Perhaps the most well
known is a 1959 study conducted by two economists, Milton Roemer and Max
Shain, who established what is known as "Roemer's law." This study, according to
the House Study Group report, indicated that increasing the number of hospital
· beds. per capita causes an increase in the usage of beds, even in the absence of any
change in the need of a community. 8 Other studies have indicated that the cost of
an empty bed is at least 50 percent of the cost of an occupied bed. The surplus
of short-term beds thus contributes significantly to rising health-care costs.
Federal involvement m controlling capital investments in the hope of
controlling beds and costs came when section 1122 of the Social Security Act was
passed in 1972. According to this program, providers would not be reimbursed by
the ·Medicaid, Medicare, and Maternal and Child Health programs for expenses
related to certain capital expenditures if they had not received prior approval of a
state-designated Comprehensive Health Planning Agency. 9 Although the passage of
section 1122 provided health-planning agencies with some authority, it was limited
and was an elective program for the states. Presently, if Congress does not enact
legislation before September 30, 1986, the 1122 program will become mandatory for
states wishing to receive those federal funds for capital reimbursement (i.e., interest
and depreciation.) In a continuing effort to control health-care costs and to give
planning agencies more enforcement powers, Congress passed P .L. 93-641 (titles XV
and XVI of the Public Health Service Act) in 1974, which mandated the current
CON program. The intent of this law, is to "achieve equal access to quality
Under this law, when there are differences
health care at a reasonable cost."
between federal title XV and state law regarding CON, the state law prevails.
Even so, many states have incorporated compliance with and the language of the
federal law into their statutes. If a state did not have a CON program, however ,
it was in jeopardy of losing its Public Health Service monies.
A CON is similar to ordinary licensure authority, differing mainly in that
CONs emphasize compliance with standards of community need rather than
The reasoning underlying CON
minimum standards of quality and safety.
legislation is that ordinary market forces will not operate to prevent the use of
resources in an inefficient, uncoordinated, and wasteful manner. Therefore, this
program is intended to avoid unnecessary duplication of services and facilities and
to assure that the health-care requirements of an area are considered before projects
are started.
In Texas, the issue of regulating capital expenditures of health-care facilities
was first addressed by the legislature in 1971. The Texas Hospital Association
(THA) strongly supported a CON review in Texas because of the concern over the
rapid uncontrolled rise in the number of acute-care facilities and the resulting
increases in the number of beds. It was feared that this increase would adversely
Also,
affect the quality of care in the state and increase health-care costs.
have
observers
program
of
number
"a
Report,
Visit
Site
Texas
the
according to
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suggested that the underlying incentive for THA sponsorship of CON was the
perceived potential for industry control over new entry into an already saturated
hospital market." 10
The general regulatory nature of the bill and the inclusion of physicians'
offices as one of the facilities to be regulated caused the Texas Medical Association
(TMA) to oppose the bill. The governor, although interested, did not take an
active role · in this legislation. 11 The bill was soundly defeated that year; but in
1973, CON legislation was again introduced and supported by the Texas Hospital
Association.
Even though the bill did not include physicians' offices in CON
coverage, the TMA continued to oppose the legislation.
Still, CON gained a
number of new supporters, including the governor, and increased support from the
nursing home association. Nevertheless, the bill was again defeated. 12
In 1974, Congress passed the National Health Planning and Resource
Developme.nt Act (P.L. 93-641), which created the first national requirement for
states to establish a Certificate of Need review program. This act set up
requirements for a network of regional Health System Agencies (HSA), a State
Health Planning and Development Agency (SHPDA), and a Statewide Health
Coordinating Council (SHCC). This movement was made in response to a desire
for stronger enforcement of health planning decisions, more detailed planning, more
skilled staff, and more consumer input. Noncompliance with the act can result in
the loss of federal Public Health Service funds.
As documented in the House
Study Group report, "the federal statute did not limit capital expenditures in each
state, but national health planning guidelines developed in 1975 directed the state
agencies to reduce ea~h state's average hospital bed to population ratio from 4.4
per 1,000 to 4.0 per 1,000 and to increase the occupancy rates of hospitals to 80
percent from a national average of 70 percent. CON reviews were required for ·
construction programs and equipment purchased above a $150,000 threshold." 13 In
1981, the national threshold for CON was increased to $600,000 for new
construction and $400,000 for equipment purchased.

On May 28, 1975, to comply with a federal mandate, the Texas Health
Planning and Development Act (article 4418h, V.T.C.S) was passed and signed into
This legislation authorized the Certificate of Need Program in Texas and
law.
created the Heath Facilities Commission to administer the program.
The
commission's policies, purposes, general duties, functions, and jurisdiction were
To ease the transition into regulation, a three year
outlined in this act.
grandfather clause added Exemption Certificates for existing facilities to acquire
approval for and implement needed capital improvement programs before the CON
act reached full effect. Unlike most other states, the act established the THFC
separate from SHPDA and other planning activities authorized by the legislation,
but tied it administratively to the Department of Health (TDH). In addition, the
TDH was to be used as the primary data source. In 1976 the THFC rules were
adopted and internal policies were set. In 1975, the Administrative Procedures and·
Texas Register Act (APTRA) was passed and the THFC was the first agency to
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Not only was the agency trying to organize its
comply with its requirements.
internal structure, policies, and rules, but it was also forced to interpret how this
new law was to affect the agency.
The other agencies created by the Texas Health Planning and Development
Act (SHCC, SHPDA, and HSAs) worked with the THFC in varying capacities.
SHPDA and SHCC were established within the TDH and are predominantly the
health-care planning and policy analysis sections for the state. They develop the
State Healt h Plan and work with public and private agencies to try to fulfill the
plan. HSAs were the regional planning agencies attempting to provide local input
into health-care planning. This includes collecting and analyzing data, reviewing
proposals in their area, and making recommendation s on CON applications.
Changes in the commission came in 1979 due to amendments in federal law.
These changes included congressional amendments to the state statute emphasizing
cost containment by requirements to strengthen competitive forces in the health-care
industry, such as exempting health maintenance organizations (HMO) from most
The promotion of energy conservation and the discontinuance of
reviews.
Other changes
duplication of unneeded services and facilities were emphasised.
(HEW)
Welfare
and
occurred as a result of a Department of Health, Education,
review. Rules were modified, forms streamlined, and the process for dealing with
Fees also changed for CON application, increasing
violations was strengthened.
from a maximum of $3,500 to one of $7,500. 14
Development of an appropriateness review program was started in 1979 and
became operational on the HSA level in 1980. This program was developed to
review the appropriateness of various existing institutional health services being
HSAs conducted hearings and used the findings as a basis for health
offered.
planning and CON decisions. These reviews were phased out by 1982, due to the
1981 Omnibus Budget Reconciliation Act, which allowed states to discontinue
appropriateness review. Exemption Certificates were also eliminated, reducing the
amount of paperwork for health-care facilities. Congress also made HSAs optional
and suspended penalties for states not in compliance with CON guidelines. By
In 1983, amendments to the Social
1983, HSAs were phased out in Texas.
Security Act wer: passed requiring that air states have in place a "section 1122"
capital expenditure review program by October 1, 1986. Under article 4418h, the
THFC would have had authority to conduct this program.
In 1983 the THF C started preparation for the sunset review process. This
process in Texas allows the legislature to evaluate certain state programs for
reauthorization. Various studies and a self evaluation were conducted, and in 1984
the sunset commission submitted a report recommending continuation of the THFC
with numerous changes to the agency. Sunset bills (S.B. 1095, H.B. 1859, and H.B.
2090), which proposed the continuation of the THFC with some changes in its
powers, were introduced during the 1985 legislative session. The senate passed S.B.
1095, but it was defeated in the house ninety-eight to forty-nine. The THFC was
required officially to close its doors by August 31, 1985.
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ORGANIZATIONAL STRUCTURE
The THFC was divided into three operating areas--administration, legal, and
fiscal--the heads of which were responsible to the chairperson. The three-member
commission was headed by the chair, who also served as the chief executive officer
of the agency.
To better comprehend the performance of the THFC, a closer
examination of these areas and the staff's duties is provided below.
Commissioners
The commission was composed of three comm1ss1oners who were appointed by
the governor with the advice and consent of the senate for staggered terms of six
years. The governor also designated biennially which commissioner would be the
chairperson and which the vice chairperson. According to the statute, ".a t least one
commissioner, at the time of appointment, must be a resident of a county having a
population of less than 50,000 according to the last preceding federal decennial
census. However, a commissioner, by moving to another county, does not vacate
the office. The governor shall not appoint to the commission any person who is
actively engaged as a health-care provider or who has any substantial pecuniary
interests in a facility." 15
The primary duty of the comm1ss1on was administration of a state Certificate
of Need program. Other duties, ~ccording to the act, included adopting agency
rules, issuing written orders regarding matters that may properly have come before
it, providing reports to the governor and legislature on commission operation,
administering funds, establishing the personnel policies for the staff, and performing
other duties and functions that may be prescribed by law . 16
·
The chairperson was the chief executive and administrative officer of the
commission and, therefore, was responsible for the agency 's overall operations and
policymaking. In this capacity, the chairperson employed and removed personnel,
and prescribed staff duties, responsibilities, and compensation.
In addition, he
submitted, with the approval of the entire commission, requests for appropriations
and other funds to operate the agency. The chairperson made rulings regarding
the processing of applications, such as the disposition of prehearing motions,
waivers of hearings, and the ordering of show cause hearings. 17 The manner in
which these duties were carried out depended on the chair's attitude towards his or
her responsibilities.
This could range from little . involvement in the day-to-day
working of the staff to great concern over how business was conducted. Reliance
on the department heads and their capabilities, as well as an awareness of and
personal concern for the other staff members, seems to have been the prevailing
attitude of the most recent chairperson. If the chairperson was absent for any
cause, the vice chairperson acted in the capacity of chairperson.
All commissioners functioned on a full-time basis.

Since each commissioner
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was equally responsible for final application decisions, each reviewed the record
established for an application and was required by law to base his or her decision
solely on that record. The commissioners attended weekly open meetings where
final arguments were heard and decisions were rendered. · They also adopted rules,
received business and financial reports, voted on violations of CONs, and ruled on
other pertinent matters at open meetings. 18 Although the chairperson was chief
executive and administrative officer, the other commissioners had a voice in the
function of the staff and agency process. The extent of this involvement depended
on the chairperson and the commissioners' background and attitudes towards their
roles as commissioners.

Administration
Deputy Administrator
The administrative section of the THFC was headed by the deputy
administrator, who was one of the key staff members of the THFC. He oversaw
·the research and analysis staff, the support staff, the personnel and reception staff,
and the secretarial staff. The deputy administrator was next to the chairperson in
the chain of command for this section.
This section consisted of twelve staff
members, who were responsible for reviewing all pending applications, providing
technical assistance to applicants and others, typing, word processing, and other
related matters.
The deputy administrator position entailed numerous duties and functions.
As supervisor, this person reviewed employment applications and made
recommendations to the chairperson for filling positions in the administrative
section.
He reviewed staff work and was involved in day-to-day management.
Other duties included compiling and submitting the performance and funds
management report, writing sections of the budget, and gathering other requested
reports and information. The deputy administrator was responsible for assuring
that the commissioners were informed on agency problems . and activities, that mail
flow was smooth, and that phone calls that might interfere with the commissioners'
application decisions were screened. During the sunset process this person worked
Although responsible for the
diligently providing information to the legislature.
administrative section, this person was required to be aware of the other sections'
activities and to have an understanding of the agency as a whole.

Research and Analysis
The Research and Analysis Department consisted of a director and three · data
analysts. The director supervised the analytical staff, which included reviewing the
written calculations and thoroughness of the staff's work.
The director also
oversaw caseloads, trained personnel, assisted data analysts, and made sure the
work was completed according to the time schedule. The director served as the
liaison with various ~gencie~, sqch as TDH, regarding data needs at the commission
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and was responsible for maintaining a current data base; conducted special research
projects as requested; and assisted in coordination of staff meetings. The director
of research and analysis served as backup to the deputy administrator and
performed the necessary duties to keep that department running smoothly.
,

,,

The data analysts were the first step in processing 'CON applications. They
reviewed the applications within ten working days of their receipt for completeness
and clarity and, if needed, requested more information from applicants. The data
analysts provided technical assistance as required and consulted with health-care
providers and others regarding CON regulations and process. Data analysts were
assigned cases according to geographic regions and thus became familiar with that
area's needs. The applications previously had been distributed on a rotating basis,
which allowed the data analyst to receive a wider perspective on events in the
state. The change was made to ease research loads and "joiner" confusion (when
similar applications from the same geographic location were received within the
established time frame, they were considered together or joined). Data analysts
became more knowledgeable in a particular region so they could better serve the
applicants and people of that section of the state. A written research analysis
(called a project fact sheet) of the application request was prepared and was used
in the hearing and in evaluation of the application. The project fact sheet set out
the relationship of the application to the CON criteria. The data analysts included
joiner recommendations and were required to sit in on hearings to evaluate the
methodology and relevance of data presented. The review of preapplication reports
and submission of recommendations regarding prehearing motions to amend CONs
were two other duties of data analysts.
They also assisted in compiling
information for special reports or projects. Another duty of the staff' was assisting
in the identification of appropriate data sources and statistical methods for CON
reviews. Part of their time was spent in answering public inquiries. Finally, there
was an internal research staff' person who kept agency statistics (e.g., yearly
caseload) and provided information for yearly reports and other records.
The support staff was responsible for a smooth flow of communication within
the agency and with the public. This included the timely processing of letters,
legal documents and other materials, and the operation of the personal computers.
This section prepared a weekly calendar of events; mailed out reports of CON
status, and took care of details such as assuring the presence of a court reporter at
open meetings.

Legal
The Legal Section consisted of the general counsel, assistant general counsel,
five hearing officers (all of whom were licensed attorneys), a law clerk, and a
secretary.
The general counsel was the head of this section, but the assistant
general counsel supervised the day-to-day operations of the staff'. This section was
responsible for the commission's legal proceedings, which included reviewing
applications, conducting hearings, and interpreting commiMion rules and state and
federal laws.
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commissioners. In an open meeting, the hearing officer gave an oral presentation
concernmg a case recommendation to the commissioners.
The hearing officer
conducted hearings on show cause cases and on all types of applications, reviewed
acceptance postings, and made recommendations concerning routine amendments
and petitions for reissuance applications.

Fiscal
The Fiscal Section was headed by the comptroller, who supervised accounting
and payroll, records, mail, and copy work. This section was responsible for agency
accounting, payroll, purchasing, compliance with regulations concerning expenditure
of state funds, incoming mail, records maintenance, and copy work.
This section contained eight staff persons. The comptroller, in addition to
supervisory duties, was responsible for budgeting, accounting, audits, payroll,
inventory, and purchasing. Since the THFC was a small agency, the comptroller
was also in charge of interagency contracts, maintenance complaints, and any
reports or requests from the commissioners. To assist the comptroller, there was
an accounting technician who, in addition to helping with the accounting and
auditing preparation, also maintained the payroll and insurance records and handled
purchasing and other functions requested by the comptroller or commissioners.
The records supervisor worked with the comptroller to en.sure proper filing
and smooth flow of applications and accurate and proper maintenance of agency
records. Since the records were not computerized, all of the case records were filed
and updated manually by the records clerks. They also filled requests from the
staff and public to pull files for review, which sometimes required coordination with
the state library where the older files are stored (the agency retained records for
about two years before sending them to the library).
Budget
Funding for the THFC came primarily from the General Revenue Fund,
although some income was added from copy and subscription fees.
Table 8
illustrates the THFC budget for the past several years. This table shows that the
THFC had consistently put more money into the treasury from its fees than it had
spent. 19
In developing the budget, the section heads presented recommendations to the
commissioners after determining what financial adjustments would be needed for
their departments. The budget was then prepared by the comptroller based on
instructions from the commissioners. Once completed, the budget was reviewed by
the commissioners and passed on to the Legislative Budget Board and the
Governor's Budget Office. Usually the budget represented incremental changes from
the previous year.
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Ta hl<' 8
Texa~ Health Facilities Commission
Appropriations, Fees Collertt>d , and Balanres

Fiscal
Year

Legislat in
Appropriation

+

Inrnme
Colltrted ,
Copy and Subsc ription Fees -

t: nexpendPd
Expenditures

Balance of
Appropriated
=Funds

+

Application
Fees Collected

=

Balance
Returned
to General
Revenue Fund

1979

8679,093

$22.:?50

$671.866

$29,477

1980

235,511
538.198

10.892
(from fees)

735, I 46

49,455

904,034
(538 1198)
365,836

415,291

243 .649
575,402
819,05 1

25 , 703

767.235

77.519

J.185 ,687
(5751402)
610,285

687,804

(from fees)

m:ro9
1981

$452,050

$481,527

1982

1,043.670

34,017

955.:?52

l 2::!.435

1,263.830

1.386, 265

1983

1.127.108

64,032

J.022. 781

168,359

l,452, 782

1.621,141

1984

1.069,862

96,024

I ,143,591

Z2 ,295

1,581 ,537

1,603,832

•
Source: Texas Health Facilities Commission, Request for AEErOEr iat ions
October 1, 1984), p. 9.

Fiscal Years 1986 and 1987 (Auetin,

REGULATED INDUSTRY
The Texas Health Facilities Commission administered a state capital
expenditure reYiew program for health-care facilities.
A health-care facility is
defined according to article 4418h as ··regardless of ownership , a public or private
hospital; skilled nursing facility. intermediate care facility , ambulatory surgical
facility. family planning clinic that performs ambulatory surgical procedures. rural
health initiative clinic, urban health initiatiYe clinic, kidney disease treatment
facility. inpatient rehabilitation facility , and other facilities as defined by federal
law. but does not include the offices of physicians or practitioners of the healing
art~ singly or in groups in the conduct of their profession.'' 20

..\

This agency , in regulat ing these facilities , issued a Certificate of Need (COX) .
co~ was required basically when:
• A ne\\' hospital , nursing home. or other inpatient facility, ambulatory
surgical center, and dialysis treatment center vrns developed;
• a facility was expanded:
• a new service or certain changes m sen·ices was offered;
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• a capital expenditure by or an behalf of a health-care facility in excess
of $600,000 was involved;
• $400,000 or more for major medical equipment

w~

needed; or

• if capital expenditure was involved in terminating an existing service or
acquiring an existing facility.2 1
Although a CON was ·required for the above listed items, the THFC routinely
approved:
• replacement of major medical equipment;
• nonmedical capital expenditures such as telephone systems and computer
equipment, provided they were not pa.rt of an application for a new
facility or a substantial service or bed expansion at an existing facility;
• construction/renovation where no major
substantial bed expansions were involved;

"new"

services

and

no

• projects proposed by other state agencies where the legislature had
already appropriated funds;
• nursing home bed reclassification; and
• hospital "swing-bed" proposals (i.e., use of beds m small, rural hospitals
for either nursing home or hospital purposes).22
The major portion of the THFC workload consisted of hospital applications.
In Texas, this group includes state and federal hospitals and 522 licensed hospitals.
Other industries regulated include 1,166 long-term care facilities, 47 licensed private
mental hospitals, 9 state mental hospitals, ambulatory surgical centers and other
state, federal or other health institutions that do not require licensing.
The health-care industry has grown progressively more competitive in recent
years. In Texas, there are almost an equal number of public, nonprofit, and forprofit hospitals. Proprietary hospitals have become an increasingly more influential
part of the United States health-care industry.
The four largest health care
corporations, Hospital Corporation of America, Humana, National Medical
Enterprises, and American Medical lnt.ernational, have increased their size
considerably. To illustrate, their stock rose over 100 percent in 1980, and rose 30
percent in 1982. For comparison, the for-profit hospital industry grew faster during
the 1970s than the computer industry.23
Although for-profit hospitals do not
represent a new concept, the development of hospital chains is becoming more
widespread.
In some areas, this adds a more competitive atmosphere to the
hospital industry.
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For a long period of time, a shortage of nursing home beds in Texas reduced
competition in some areas. This situation has started to change, particularly in the
urban areas.
Psychiatric and treatment facilities are also starting to show an
increase in growth and competition. One explanation for this recent increase has
been the inclusion of mental illness or drug and alcohol treatment in many
insurance policies. Perhaps the largest growth spurt in the health-care industry in
recent years has been the introduction of ambulatory surgical centers.
These
facilities are outpatient centers where health care that does not require a hospital
stay is provided.
These facilities have contributed greatly to the increase in
competition to hospitals since t heir services are usually quicker and less expensive.
Although there is a certain amount of competition within the health care
industry, there are various market failures that distort the competitive forces.
Perhaps the most influential is the effect of third-party payments. The person
purchasing medical services often does not have to pay directly for those services.
Insurance or government programs pay for a great deal of the cost of medical
treatment. Without this direct payment by the consumer, demand is higher than
it would be if the market were not subsidized. Another large influence is that the
consumer /patient is not the one who makes most of the decisions regarding what
services will be consumed. Doctors make most of those decisions. Government
subsidies to finance capital investment in the health care field also have affected
the competitive market.
Another effect on competition was the CON, since it limited entry into the
marketplace. Without a CON an institution could not receive licensing from the
Texas Department of Health (TDH). This type of regulation provided protection
for established facilities. In an effort to lessen this effect, the laws were amended
in 1981 to require CON programs to put more emphasis on strengthening
competitive forces.

Other Agencies Involved with Health-Care Regulation
Due to the nature of our health-care system, it is a heavily regulated
industry. Some other agencies that regulate health-care facilities that are subject to
CON review include:
• Department of Health -- licenses hospitals, nursing homes, and ICF-MR
facilities.
• Department of Mental Health and Mental Retardation
psychiatric facilities.

licenses private

• Department of Human Resources -- performs Medicaid certification.
• Commission on Alcoholism programs.

licenses inpatient alcoholism treatment
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• Department of Community Affairs treatment programs.

certifies inpatient drug abuse

REGULATORY PROCEDURES
The THFC was seen by some as a battleground where rights for services,
equipment, and market position were fought. In other words, the CON program
regulated parts of the health-care industry by limiting entry and controlling capital
and operating expenditures.

In order to better understand the regulatory method of the THFC, the route
of a CON application will be followed. The first step in obtaining a CON, if the
project was a construction or remodeling project, was filing a preapplication. This
form consisted of a summary of the proposed project and, among other things,
determined the time frame in which an application had t-0 be submitted. The
application must then be completed during the appropriate quarter (figure 1). H a
preapplication was not filed or the application differed greatly from the project
described in the preapplication report, then the chairman could reject the
application. A waiver of the preapplication may have been granted if a written
request was filed with the commission.
The next step was submission of the CON application to the THFC, where it
was routed to an analyst who reviewed the information for completeness. The
application had to contain detailed information on health care needs of the
community, finances, location, budget, project type and scope, personnel, special
needs such as indigent policies, and other pertinent information. These applications
were, depending on the type of facility or service, quite lengthy, sometimes as long
as 300 pages. The correct application fee was also required at this stage. The fee
for CON in Texas was 0.0035 percent of total project cost (which was less than
the allowable maximum legislated rate of 2 percent), with a minimum of $250 and
a maximum of $7 ,500. Other application or petition fees were $100, as was the fee
for amendments to a CON.24 The analyst had ten days, starting from the date
the application was received by the agency, to review the application and accept or
reject it.
If the analyst found the information was not complete, then the
application would have been rejected for these deficiencies. A certified letter was
sent to the applicant relaying the status of the application and, if needed,
requesting additional information.
Usually, if deficiencies had been found, the
application was corrected and resubmitted. It was again sent to the analyst who
reviewed the information regarding CON criteria. If the application was complete,
it was accepted and the hearing date scheduled. Once accepted, the research
analyst had three weeks to check calculations, evaluate application information
based on agency information (the THFC was not an information gathering agency
and received most of its data from the Department of Health), and submit findings.
The analyst compared the application with others received from that area to see if
it was similar to projects in the same medical service area or overlapping medical

Figure l
Texas Health Facilities Commission
Certificate of ~eed Process
For Conslr uclion
and Renovalion
Projects Only:
Dec. I
Mar. I
June 1
SepL 1

Hearing l°nducted
For all
ProjeclS:
Days

(IQ)*

I
Review
Pre-Application
Report for CON
lo be submiued
Jan. 1 - Mar. 31
Apr. 1 - Jun. 30
Jul. 1 - SepL 30
OcL 1 - Dec. 31

CON:
Application
submitled

Q

I
Application
dated and accepted or rejected with
deficiencies

10

I

20

-I

I

Notice of
Hearing published once
during this
period

•AU CON applications are
reviewed and acknowledged
within 10 workdays of receipL Incomplete applications are rejecled and additional information is requested from applicant.
The 10 workday review process begins again upon receipt of the new information.

Source: Texas Health Facilities Commission, Rules (Austin, October 1984), p. 41.
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hearing date
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service areas. If so, the applications were joined, so they could be reviewed and
heard together. As many as six applications could be joined for a single hearing.
Next, in fulfillment of legal requirements, a notice of the application for these
projects and the hearing date had to be published in area newspapers. Copies of
these newspaper reports had to be sent to the THFC to show that it had been
printed and that it could be found in Spanish as well as English.
This
requirement was mandated by Lupe Guerra et al. v. Bexar County Hospital
District et al. A list of pending applications was sent out to subscribers on a
weekly basis.
Notices of initial acceptance and postings for final decisions were
posted in the Texas Register.
The application and the staff anal)'st's report and recommendation concerning
the necessity to conduct a hearing were passed on to a hearing officer, who
reviewed the application(s). The hearing officer provided recommendations to the
chairperson regarding whether or not to waive the hearing on the application. The
chairperson then decided if a hearing was to be held. If an application was not
joined or was not contested, the chairperson almost always waived the hearing.
The THFC did not have the power to present an opposing side, so it was decided
that it would be impractical (too time-consuming and costly) to conduct a hearing
when only one side was presented. If a hearing was required, a prehearing meeting
was scheduled for all of the parties to meet. This meeting allowed neutral ground
for the applicants to work out certain procedures before the hearing. This included
the attorneys setting time frames for the presentation of their material and
submitting discovery requests.
The hearing officer presided over the hearing as an administrative law judge.
The parties presented their testimony and evidence according to the APTRA.
According to the THFC rules the burden of proof rested with the applicant to
show need for the project. The rules and procedures heavily favored facts and
expert opinions in an effort to allow a decision based on facts rather than
persuasion. Usually, the applicant was represented by lawyers at these hearings.
It was not unusual in the larger cases to have two lawyers for each party
(representation is limited by , the Texas Rules of Civil Procedure to two attorneys
for each party, except in special cases).
Expert witnesses for both sides often
Other
testified on topics such as migration and the future needs of an area.
participants in a hearing might include parties to an application and other
interested persons. Parties had the right to participate in prehearing conferences,
present evidence, raise objections, cross-examine witnesses at. a hearing, and appeal
a ruling of the commission. Parties also shared the transcription costs. Interested
persons were allowed to present evidence and be represented by counsel, but were
not allowed to cross-examine witnesses, object to evidence presented by the
applicant or parties, or appeal a decision rendered by the commission. 25
Following the hearing, the hearing officer prepared a written recommendation,
which included findings of fact, conclusions of law, and a proposed order. The
commissioners reviewed this material, the parties' legal briefs, and the case record
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and then made decisions based on the information as it related to the est ablished
criteria. A detailed listing of the criteria is set out in the agency Rules, chapter
513 and article 4418h, section 3.10, V.T.C.S. indicates that the proposed project
must be ·
1. necessary to meet the health-care needs of the community or population
to be served;

2. adequately staffed and operated when completed;
3. economically feasible;
4. able to meet the special needs and circumstances for rural or sparsely
populated areas, if applicable; and
5. able to meet special needs for special services or special facilities, if
applicable.
Additional requirements were that the ruling include
1. the recommendations, if any, of other state agencies;

2. the relationship of a proposed project to the state health plan and a
health systems plan and annual implementation plan of the appropriate
health systems agency;
3. the special needs and circumstances of facilities that provide substantial
services to indigents;
4. the special needs and ·circumstances of facilities that provide a
substantial portion of their services to persons residing outside the areas
in which the facilities are located;
5. the possible effects of a project on existing facilities; and
6. the special needs and circumstances of health maintenance organizations
(HM0). 26
In addition, the rules also stated that the applicant must establish that the project
is less costly or more effective than alternatives and include any special
requirements for conserving energy.
According to the APTRA and commission
rules, the commissioners and the assigned hearing officer were prohibited from
d iscussing pending applications unless all parties were present. Final arguments
were heard at a weekly open meeting and the decision was determined by vote of
the commissioners. Decisions required two votes for approval or denial and, once
made, a written order of the commission's findings of fact and conclusions of law
was prepared. These decisions were published in the Texas Register.
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If an applicant believed the decision was incorrect, he could appeal for
The commissioners decided whether there were
reconsideration or rehearing.
If the commission's decision still was
adequate grounds for reconsideration.
appeal to the district court of Travis
could
he
applicant,
objectionable to the
County.
If the CON was approved, the applicant had to submit an affidavit
concerning project development, project status reports, and a completion notice.
Certificate holders generally had to demonstrate that commencement of project
development had occurred within 180 days of issuance of the order. Status report
affidavits were required every 180 days until completion, at which time an affidavit
of completion was submitted. The THFC did not have the capacity to inspect the
progress of projects or their compliance with CON itself.
If a complaint was filed that an institution was not in compliance with CON
The general counsel made his
laws, the general counsel reviewed the case.
recommendation to the chairperson, who decided if the file should be closed or a
If a show cause hearing was ordered, the file was
show cause hearing held.
assigned to a hearing officer. This hearing would have been held to receive evidence
relevant to the existence or nonexistence of a violation. The alleged violator had
to appear and show cause why he should not be found in violation. After the
hearing was held, the commission reviewed the case and rendered its decision at an
open meeting. If a violation of the law was found, the commission could have
issued a cease and desist order or could have referred the case to the attorney
general, who could issue an injunction and/or impose civil penalties of up to $100
per day. Often a settlement could be reached through negotiations between the
attorney general, THFC general counsel, the complainant, and the respondent. The
commission would rule on the proposed settlement at an open meeting or the issue
could be taken to district court for a ruling. The outcome of either would be
enforced through the district court.

Other documents processed by the THFC included
1. declaratory rulings, which were used to determine whether a proposed

project required a CON or other action by the commission. Applications
were submitted to the THFC and reviewed by legal staff. Acceptances
of applicat ions were published in the Texas Register and could be
contested within fifteen days. A hearing could be scheduled or waived
The commission voted on
based on the chairperson's decision.
after the hearing or waiver
days
declaratory rulings no later than sixty
unless a later date was agreed to by all parties; and 27
2.. notice of intent, which was needed before purchasing equipment that
would not be owned or located on a health-care facility, acquiring an
existing heath care facility, conducting a research project that would
entail capital expenditures, or providing a new service. Notices had to
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be filed not less than sixty days prior to acquisition or obligation.
When an application was accepted by the agency, notice was published
in the Texas Register. The commissioners' decision was issued within
thirty days after acceptance assuming no hearing was held. 28
The
THFC also processed amendments to previously issued commission orders
and petitions for reissuance of a CON.
The commission also had rulemaking authority. These rules were the specific
requirements of all formal and informal procedures. Changes in these rules were
published in the Texas Register and were voted on at an open meeting.

Activity Levels
The THFC had little control over the number of applications that the agency
received, nor did they have any influence on the type of applications filed.
Because of this, they could not be certain of the monthly caseload. Through the
years, applications had become increasingly more technical and lengthy, requiring
additional time for evaluation. As mentioned earlier, there was a time schedule
that the agency tried to uphold. It was not unusual for some of the staff to work
overtime when there was an influx of applications (for a breakdown of the THFC
caseload, see table 9).

REGULATORY ISSUES AND PROBLEMS
There are numerous issues and problems associated with the THFC and the
CON process.
Many of these issues/problems may depend on . a person's
perspective. An attempt will be made to present a variety of viewpoints in this
section. The difficulties of the agency can be divided into two areas: statutory
problems from the agency perspective and external issues associated with the THFC
and CON review. On some subjects these two areas overlap, but in general these
areas represent two separate groups of issues.
The THFC was a state agency of thirty-two staff members who conducted the
business of regulating health-care capital expenditures.
Although this section is
designed to explore the difficulties with the agency, it is important to note that the
agency appeared to provide a good working atmosphere and staff satisfaction
seemed high. It should be noted that the sunset commission gave the agency a
positive report on management of the agency.
Agency Issues
Several of the problems expressed by the THFC staff related to data. One of
these problems was based on the THFC not having data collection capabilities.
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Table 9
T exas Health Facilities Commission
Ca seloads

CON
DR/NT
Amendments
Hearings:
held
waived
Applications:
joint
r uled on
Appeals

1984

198S

1982

1981

371
482
149

297
338
122

248
259
63

451
303
49

368
543*
78

376
392*
103

401
443*
56

157
584

144
364

112
269

132
265

170
207

180

250

82
945
16

68
690
18

52
563
12

51
914

46
780

1980

1979

1978

1077
319
577*

1976
291
491 *

Source:
Texas
Health . Facilities
Commission,
Reguest
for
Legislative
A:Q2ro2riations Fiscal Year(s) 1980 and 1981, 1982 and 1983, 1984 and 1985, 1986
and 1987 (Austin).
*Includes Exemption Certificates

\Vhen the agency was started, it was designed to acquire most of its data from the
TDH and HSAs. This included items such as capacity and utilization of heath
care facilities. The problem with this system was that the information often was
not as timely as preferred (most data was over a year old when THFC received
it). There was a plan to have a computer link between the THFC and TDH,
which would have shortened the time for data acquisition. Another difficulty with
the data was that it was not always in the preferred format. For example, for a
certain application , migration information divided by city blocks or zip code
boundaries was best ; however, the information may only come from the TDH
according to counties. Once the HSAs were closed, a local information source was
lost and was not picked up by either agency. Much of the other data came from
the applicants and was sometimes distorted and not always reliable.
If an application was not contested, a great deal of t he information came
from the application.
The commission did not have the capacity to gather
information from the various locations or to present an opposing side.
As
mentioned earlier , this is why uncontested application hearings were usually waived.
This practice made abuse of the system easier. For example, if a nursing home or
hospital wanted to embark on a change that would require a CON, it could make
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an agreement with others who potentially might contest the CON not to contest
any future CON they might seek if they did not oppose the current one.
In 1983, 144
Conceivably , both could receive a CON without a hearing.
hearing.
to
applications or about 40 percent of a total 364 applications went
In a joined or contested application, the information presented by one party
sometimes conflicted with that from another. Because of this, a new procedure was
implemented in 1985, requiring analysts to sit in on expert testimony during all
Still, the commissione rs had to determine which information was the
hearings.
Some, but not all , commissione rs had some experience in the
most accurate.
health-care field and relied on that experience t o aid in their decisionmaki ng
(commissioners were precluded by law from being heath-care providers or owning
interests in facilities; thus , the legal requirements for commission membership
themselves represented a barrier to having commissione rs with an appropriate
There were no formal education requirements or an
technical background) .
advisory committee for commissione rs who did not have an adequate background
for understandin g the technical matters. Applicants had the resources, unavailable
to the THFC, to provide newer technical information and greater experience. This
situation was further complicated by the requirement that decisions were to be
based on the record. If commissione rs questioned certain information, they could
not research or call an expert and request an opinion (commissioners could,
however, reopen hearings or at an open meeting require additional evidence).
The commissioners also had a dilemma in decisionmak ing because of the
mandate that judgments on an application must be based not only on access and
cost containment , but also on attempting to assure adequate competition. In some
For example, there were cases in
circumst ances, these requirements conflicted.
which an applicant wanted to close two old hospitals and build a new one in a
different location. Competition may be increased under these circumstance s, but
the resulting competition may not be cost efficient and access in an area might
become more difficult. Deciding which factors took priority in some cases depended
primarily on the commissione rs' beliefs and values rather than the statute giving
weight to certain criteria.
The inability to predict the workload and still maintain the time schedule was
The ten-day time frame for the initial evaluation of the
another problem.
application was somewhat limiting, particularly if several applications came in at
the same time. To illustrate this point, according to the 1980 yearly report, the
commission received 60 CON applications in December; then, in January they
29
received 18. The yearly mean for fiscal 1980 was 30.66 applications per month.
The time schedule started when the application was received by the agency and
not when the analyst received it. Therefore, if there was a delay in the flow of
mail, the analyst might have had less than ten days to review the application.
The mail flow was not a major problem, however, and many of the staff considered
the mail routing and filing system extremely efficient. To speed up the process,
the analysts were assigned geographic areas so they would have an understandin g
of the statistics for that area and have the information at hand. The application
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deadlines were changed from semiannual to quarterly to try and balance the flow of
applications. This method was not in use long enough to evaluate whether any
benefits were gained.
Some viewed the lack of a staff-level executive director within the agency as a
problem. The chairperson legally was the chief executive and administrative head
but also had all of the duties of an appointed commissioner. This situation created
a number of difficulties. The three department heads reported to the chairperson,
but because of the close working relationship between the sections, conflicts
sometimes occurred.
The chairperson was responsible for decisions that did not
require the full weight of the chairperson. For example, prehearing motions had to
be approved by the chairperson when it might have been quicker and more efficient
for the hearing officer to make those decisions. Not having a staff-level executive
director sometimes caused tension between the commissioners. The commissioners
may at times have had suggestions on management, but had to go through the
chairperson, which could cause conflicts.
Another area of difficulty was the small staff size. Shortly after it opened,
the staff size of the agency leveled off with twenty-seven staff members. Then,
after five years, it slowly increased to thirty-two. Additional staff were requested
for 1986. The increased complexity of the applications made it difficult for the
staff to analyze the information properly within the time frame. H wider use of
computers had been initiated, the agency may have been able to maintain efficiency
with thirty-two staff members. Another staff-related problem was the schedule of
classified positions, which did not allow enough flexibility for promotions.
An
important avenue of incentives and retention of staff was, therefore, blocked.

Outside Issues
There were several complaints about the act1v1t1es of the THFC expressed by
people who had to do business with the agency.
Two of the most frequently
mentioned problems related to the THFC were the length of time it took to get a
CON and the cost. Hospital spokespersons indicated that for a contested CON, a
person could expect the process to add one or two years to the project time
schedule. The time it took to go through the CON process often depended on the
type of application, whether or not it was contested, and methods employed by the
la'\1\.-yers. It was estimated that if the application was expected to be contested, it
took four to six months just to prepare the initial CON application. Furthermore,
once in progress (even though there was a schedule, the process could be delayed if
all parties and the commission agreed. The hearing itself was often another point
of delay). According to THFC records, between August 1, 1983, and May 11,
1984, the average number of days per hearing was 5. 76. During this same time
period, the longest hearing lasted twenty-three days and consisted of four joined
applications. To get a better understanding of the whole process, in fiscal 1983, if
the hearing was waived, it took an average of eighty-seven days to obtain a CON
decision; if there was a hearing, the average was doubled, to 173 days. Timeliness
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of CON decisions has been an issue in several other states, where often the right
to due process lengthens the t ime needed to make the decisions. Most often people
who had dealt with CON processes in other states agreed that the Texas process
was much more time consuming than other states.
The time it took to get a CON also contributed to the cost of a project. In
an inflationary period, delay could mean substantially increased costs. Applicants
complained that lawyers fees, cost of expert witnesses, acquiring application
information, and costs due to delays in the project were excessive. Moreover, this
process seemed to favor the applicants with larger resources, who could afford the
best counsel and experts. The agency, although sympathetic , only had control over
the application fees and charges for transcripts and copies of documents, which
were only a small portion of the cost the applicant often paid to acquire a CON.
Many applicants believed that because of the requirements of t he process they
could not get a CON without these expensive professionals (particularly when a $20
million project was at stake, for example). The true cost of a CON is difficult to
calculate since it is uncertain how much of the information would have been needed
to complete a project, regardless of the CON review. Some hospital spokespersons
have estimated that they would have had to to obtain 70 to 90 percent of the
information regardless of the CON, the major difference being they would not have
needed the lawyers in the saine capacity, the testimony of the experts, or the
information precisely in the format the THFC requir ed.
Another major complaint against the commission was that its decisions seemed
arbitrary. This led to speculation regarding the reasons for certain decisions and
Some people believed
many people perceived them to be politically motivated.
political influence was incorporated in the system because the appointment of
commissioners by the governor could be part of a reward system. Since it was
such a small agency dealing with large sums of money, the environment for
increased political pressure was present. Although there was a system in place at
the commission for screening out callers and mail that might be trying to influence
One
the commissione r, it was not always possible to head off all attempts.
to
trying
commissione r reported having received calls at home from individuals
influence the commissione r's vote. Personal friends were also occasionally used to
try and sway the commissione r's vote. The effect these efforts had on various
At this point it should be noted that one
commissioners is undeterminable.
legislator commented on how difficult it was to talk to the commissioners,
indicating the screening may have been effective. The legislator also stated that he
felt this isolated the commission and created hard feelings, which probably hurt the
THFC when the House of Representati ves voted on the THFC. Others questioned
the extent of the political taint on decisions due to the number of politically
Still, the belief t hat votes were
influential applicants who were refused CONs.
based on political motivation was strong among many people, even those who
believed the CON review in theory was a good regulatory tool.
Ot her opponents blamed the seemingly inconsistent decisions on favoritism.
Some individuals stated that certain law firms seemed to consistently have their
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Others believed favoritism was shown to
CONs approved by the comm1ss1on.
providers, such as a certain chain or public hospitals or that favoritism was based
on personal biases. An antiabortion commissioner, for example, might vote against
projects that included provisions for an abortion practice. Although this was a
common attitude, these allegations were never substantiated.
Another view of their seemingly arbitrary rulings contended that the criteria
used were too vague and more stringent standards should have been applied.
Many commissioners through the years did not have a strong background in the
health-care industry and their decisions were seen as insensitive to industry
concerns.
The effectiveness of this form of regulation was yet another issue of concern.
Although there have been several studies and reports on the benefits of capital
investment regulation, some people remain sceptical (there have also been conflicting
Some
reports that expound on the benefits of an open market in this area).
believe that there is little evidence that CONs have kept costs down better than an
open market, especially since health-care costs have continued to rise at such a fast
pace. Some believe more open competition would force prices to fall. They viewed
this method of regulation as a form of protection for established health-care
facilities and that these facilities were less sensitive to consumer demands as a
result. By ending the requirement for CON review, there is a belief that facility
Most
owners will have to be more sensitive to quality of care and costs.
individuals who commented on this agreed that once the CON review stops, there
will be a spurt of construction and expenditures that may increase costs. However,
over the length of a few years, the marketplace will stabilize the industry.
Discontinuing CON review will probably change the emphasis from community
needs to financial credibility.
The emphasis on the legal aspects and strict adherence to procedures of the
process led some people to believe that the commission was taking on the concerns
of the legal profession and not those of the health-care field. The agency was seen
as providing a means for lawyers to make money at the expense of heath care.
Many people seemed frustrated by the lawyers ' abuse of the system and the
proliferation of firms whose expertise consisted predominantly of CON proceedings.
Some people regarded this form of regulation as unnecessary , given the
changes in the federal reimbursement system. The payment system is moving away
from the fee for services to a set fee for diagnostic groups. This trend and other
government moves have slowed costs for Medicare and Medicaid patients.
Businesses have also started to be more involved in containing costs by joining
HMOs and instituting other changes in their employees' health care.
CON regulation was also perceived as federal blackmail that was forced on
the state. It was considered a yankee program not suited to Texas, which fueled
opposition to the program. Others believed that since penalties for noncompliance
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had been suspended, the federal government. was indicating that this program was
a mistake.

Sunset Experience and Agency Closure
The Sunset Advisory Commission
perform evaluations determining the need
are reviewed under a set of criteria that
as well as their performance under general

was established by the legislature to
for state agencies to continue. Agencies
evaluate their efficiency and effectiveness
stated policies.

Although
In 1983, the THFC started preparing for its sunset review.
approached by an individual who offered his services as a consultant to assist in
preparing for the sunset review, the agency decided to work with its own personnel.
The staff prepared an in-depth self evaluation report that described the
policymaking structure, overall administration, agency programs, and other sunset
criteria, such as compliance with Open Meetings/Open Records , Equal Employment
Opportunity, etc. This report was completed in August 1983. The staff of the
sunset commission conducted its own research of the agency and submitted its
findings and recommendations in July 1984. In its report, the staff recommended
that the agency be reauthorized but suggested several changes in the THFC's
enabling legislation that would make some administrative and substantive changes.
The three primary reasons given by the sunset staff for retaining the commission
were that
1. sanctions could be imposed by t he federal government that would result

in the loss of more than $250 million;
2. amendments to the Social Security Act require all states to have a
capital expenditure review program by October, 1986 or reimbursement
for capital expenditure under Medicare and Medicaid would be
In Texas, health-care providers could lose $70 million a
jeopardized.
year; and
3. the agency provides a process for eliminating duplication of services
facilities, ensuring the health-care requirements of a particular area
considered before specific projects are developed or offered, and that
state can specify how, when, and where public funds and resources
used for new health-care services and facilities. 30

and
are
the
are

The sunset commission issued its decision in November and voted to keep the
agency but also to adopt many of the staff's recommended changes. In December,
the commission voted to include many of t he changes introduced by Representative
Gibson's proposal, such as raising the threshold to $2 million and shifting the
burden of proof from the applicant to the opponent (which would have greatly
limited the powers of the THFC).
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When the legislative session started, many factors came into play.
The
THFC worked to educate and inform legislators and other interestecl parties about
the functions and methods of the agency. · Various groups and legislators also
became active in voicing their positions.
'

The THFC was limited, as is every government agency, from lobbying
activities. They were not supposed to petition support for their agency, but they
were required to answer questions that legislators might have regarding their
agency. This distinction can sometimes become hazy during a legislative session
and the THFC was sometimes criticized for lobbying representatives and soliciting
votes. Some people even implied that deals had been made regarding application
During the legislative session, particularly towards the end of the
approvals.
session, there was a constant flow of information from the agency to the capitol.
The staff members that dealt with the process kept abreast of what was.
progressing at the capitol while the other staff maintained their normal daily
routines.
There were several groups in favor of retaining the agency. These groups
included various hospitals, some health-care corporations, the Texas Health Care
Association (THCA), the Grey Panthers, certain law firms, and the Texas Hospital
Association (THA). There was a large split in the THA 's support because many
of the hospitals were displeased with the commission, particularly if they had been
denied CONs. A number of home health-care agencies were in favor of not only
continuing the commission but placing those agencies back under THFC regulation.
These combined groups put forth a large number of supporters in favor of keeping
the THFC open, but their lobbying efforts contained large faults.
Perhaps the
most detrimental flaw was that they were not united in their efforts.
It was
perceived that many who supported the agency believed the commission would
continue and thus lobbied for the changes they wanted adopted within the
commission instead of emphasising why it should be continued.
There were
complaints about the lawyers becoming too involved for what seemed to some
people to be pure self interest. At one point, when a letter was distributed from a
business group supporting the THFC, a legislator called an executive from one of
the larger companies listed on the letter. However, neither he nor any of the other
executives listed seemed to know anything about the letter.
This hurt the
credibility of the letter and its effect on some legislators became detrimental rather
than supportive.
Leading the opposition to the THFC was Representative Brad Wright. In
conjunction with the Texas Medical Association, he succeeded in convincing enough
representatives to vote against legislation that would have allowed the THFC to
continue to operate.
Representative Wright testified against the commission in
hearings, lobbied legislators daily, and spoke out against the commission on the
house floor. He attacked the agency not only on the premise that this type of
regulation was unnecessary, but also with accusations of . improprieties and political
use of the regulatory process. The issue developed into an emotional appeal when
one of the representatives stated that children were dying because a CON was
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denied for construction of a hospital in a certain area. The TMA, as mentioned
previously, opposed the THFC from the time of its creation. Closing the .THFC
did not seem to be a priority issue for the association, but they had a large impact
on t~e legislators.
Although interest groups played a large part in the events that took place in
the House of Representatives, perhaps the strongest factor working against the
THFC was the antiregulatory attitude of Texans. Since most Texans were not
directly affected by the THFC, they were unaware of the commission and what it
did. Because of this, the agency did not have a constituency to which legislators
felt accountable. Legislators from certain districts felt they could close the agency
and even be commended by the voters for cutting back on state government. This
attitude, in addition to the problems mentioned in the Problems and Issues Section
of this paper (and which were emphasized by Representative Wright), seem to have
been the major causes of the agency's closure.
During the last days of the session an antiabortion amendment was tied to
the THFC bill in an effort to draw the ·votes of the conservative members of the
house. Many conservative legislators resented this political move and voted against
the bill even though their vote might be misconstrued by their constituents. An
. amendment to the Texas Health Planning and Development Act was passed, which
would allow the governor to establish a capital expenditure review program if
federal funds would be lost without such a program.
This was added as a
safeguard in case the federal government · enforced sanctions against states not in
compliance with P.L. 93-641 or if the state needs to set up a 1122 program in
1986, as is currently mandated.
After the vote was cast and any attempts of salvaging the THFC were
thwarted, the agency started the process of closing down. One of the first moves,
and most controversial, was the decision by the chairperson to administratively
withdraw all pending applications regardless of their stage in the process. Since no
decisions on applications would be rendered, this created numerous difficulties for
the health-care industry. The TDH could not issue licenses without a CON, thus
many projects were put on hold . for three months (neither the THFC nor the
attorney general moved or threatened to prosecute any violators of CON laws after
the agency learned that it was discontinued). In addition, the decision not to act
on pending applications created financial problems for some agencies and delays for
many others. On June 7, 1986, a petition for a writ of mandamus was filed in the
Texas Supreme Court by the THA requesting the court to force the commission to
continue administering the CON program. The court refused to hear the case.
Another suit was filed in district court requesting an open meeting be held so the
commissioners could render a decision on a declaratory ruling.
The case was
scheduled for August 29, the day before the agency was to close. The court refused
to hear the case.
The decision to withdraw the applications was based on various factors.
With over 300 applications pending and the realization that not all of them could
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be processed in three months, the chairperson believed it to be more consistent to
all parties to withdraw all applications instead of deciding which applications would
be processed and which would not. With word that the agency would be shutting
down, the staff immediately started looking for new jobs or taking vacation time.
This created a very unpredictable situation at the agency. The chairperson was
responsible for seeing that the agency was properly shut down but could not be
certain from one week to the next which staff, if any, would be there to finish the
work. The first staff members to leave were the secretarial, word processing, and
records personnel, which greatly affected t he effectiveness of the agency.
Certain matters had to be taken care of and how long it would take to
Notices had to be mailed out, files and
accomplish these tasks was uncertain.
records had to be boxed and labeled for the state library, refund vouchers had to
be sent, preparations for the final audit had to be made, and employees' files
updated and closed. The furniture had to be assigned to other agencies (sometimes
Public inquiries still had to be
in exchange for employing staff members).
addressed and appeals of CON decisions were also filed during this period. Morale
and motivation was low as time went by. The work was done sooner than had
been expected, and the jobs did not come as soon as had been hoped.
In response to discontinuation of CON review, the Texas Board of Human
Resources voted to impose a moratorium for Medicaid reimbursement on new
This emergency rule was
hospital and nursing home beds without CONs.
established to stay in effect for 180 days. The purpose of this move was to allow
time for the industry to evaluate the situation and not rush into projects. It gave
the Department of Human Resources (now t he Department of Human Services)
time to review its position and · role. This move also frustrated a number of
providers whose applications had been administratively removed by the chairperson
and extended the time period before they could proceed with their projects.
Other side effects of the agency closing included uncertainty of the effects on
bond ratings, the effect of increased competition on public hospitals and indigent
care, the role of local governments in controlling construction in their areas, and
numerous other issues that may emerge with time. The agency closing highlights
several policy questions. What political influences possibly are affecting the sunset
process? Questions concerning the relationship of other regulatory agencies to the
sunset process and what considerations about the sunset process that might now
The
influence the behavior of those commissioners will also begin to arise.
repercussions of this agency's closing are definitely far-reaching and are not limited
to the health-care industry, but extend to all regulatory agencies.
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INTERVIEWS
Texas Heath Facilities Commission
(Conducted between June 1 and August 31 , 1985)
Cotton Kirklin, Chairperson
Dora McDonald, Vice Chairperson
John Neel, General Counsel
Carol Daniels, Deputy Administrator
Fermin Islas, Comptroller
Judith Monaco, Assistant General Counsel
Lilla Bell, Hearing Officer
Stephen Dickman, Hearing Officer
Mark Foster, Hearing Officer
Arny Rosenverg, Hearing Officer
Betty Bertrand, Director of Research and Analysis
Lynn A. Humeniuk, Data Analyst
Ben Marroquin, Data Analyst
Deborah Wallace, Law Clerk
Julie Fariss, Research Assistant
Henrietta Martinez, Executive Secretary
Ch.arles Taylor, Records Supervisor
David Albers , Records Clerk
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Hospitals

Jerry Southerd, Deputy Director, Brackenridge Hospital,, Austin, Texas, August 13,
1985.

Pier Dossman, Administrator, Holy Cross Hospital,

Aust~n,

Texas, August 20, 1985.

Deborah Ryle, Assistant Vice President, St. Davids Hospital, Austin, Texas, June
25, 1985.

Margret Gosselink, General Counsel, Seton Hospital, Austin, Texas, June 28, 1985
Michael Spurlock, Administrator, South Austin Community Hospital, Austin, Texas,
June 27, 1985.

Legislators

Wilhelmina Delco, Representative, Dist. 50, Austin, Texas, July 30, 1985.
0. H. (Ike) Harris, Senator, Dist. 8, Dallas, Texas, telephone interview, July 31,
1985.

Juan Hinojosa, Representative, Dist. 41, McAllen, Texas, telephone interview, J uly
10, 1985.

Bruce Gibson, Representative, Dist. 58, Cleburne, Texas, telephone interview, July
11, 1985.

Terrel Smith, Representative, Dist. 48 , Austin, Texas, July 19, 1985.
Brad Wright, Representative, Dist. 134, Houston, Texas, telephone interview, July
10, 1985.

Associations

Sandy Derrow, President, Texas Association of Homes for the Aging, Austin, Texas,
June 26, 1985.
Sid Rich, President, Texas Health Care Association , Austin, Texas, June 26, 1985.
Kenneth Peters, Senior Vice President, T exas Hospital Association, Austin, Texas,
July 25, 1985.
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Jim Brame, President, T exas
interview, July 18, 1985.

Medical

Association,

Austin,

Texas,

telephone

Frank Jackson , Associate Director, Division of Legislative Affairs, Texas Medical
Association, Austin, Texas, July 16, 1985.

Other Interested Persons
Jim Carrier, John Short and Associates , Austin, Texas, July 23 1 1985.
Gerald Guthrie, Director, Hospital and Professional
Department of Health, Austin , Texas, June 24 , 1985.
Betty Himmelblou, Former Commissioner, Texas
Austin , Texas, June 25, 2985.

Licensure

Health

Division, Texas

Facilities

Commission,

George McMartin, Hospital Administrator III, Planning and Development Section,
Bureau of State Health Planning and Resource Development, Texas Department
of Health, Austin, Texas, July 2, 1985.
Michael Sharp, Attorney, Sharp & Morse Attorneys at Law, Austin, Texas, July
18, 1985.
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