
Texas Telecom Legislation

STATUS: Under court challenge

A summer 2005 special session of the
Texas Legislature enacted a much-dis-
cussed telecommunications bill that
Gov. Rick Perry signed into law in Sep-
tember. The law is
now under challenge
in court.

The Texas legisla-
tion is of national sig-
nificance because its
content mirrors the
long-running federal
debate over telecom
policy. Federal and
state telecom regula-
tions have both creat-
ed two significant
problems: First, regu-
lation creates cross-
subsidies that tax
some services, such as
long-distance calling
and wireless , in order
to permit below-cost
pricing for other serv-
ices, such as local
wireline phone serv-
ice. Second, different
companies that his-
torically used different technologies,
such as phone companies and cable
companies, are regulated differently,
even though they are all now scram-
bling to offer the “triple play” of voice,
data, and video.

The Texas law addresses both cross-
subsidies and convergence. It requires
many telephone companies—includ-
ing SBC, the largest incumbent—to
reduce inflated long-distance “access
charges” that provide a pool of rev-
enues to subsidize local service. The
price of “basic” residential service is

still frozen, but additional features like
voice mail are deregulated, so subsides
are likely to disappear for customers
who want more than a local touch-
tone phone line. 

Even basic residential service could
be deregulated once the Texas Public

Utility Commission (PUC) decides how
to reform universal service programs,
which subsidize phone service for low-
income households and pay out
money to small and rural phone com-
panies. The law appears to push the
PUC toward shrinking the size of the
universal service programs through
more careful targeting of subsidies that
go to small and rural phone compa-
nies. The PUC must produce a report
on universal service, including an eval-
uation of whether it has achieved its
goals and recommendations for

reform, by January 5, 2007.
Texas has also staked out a position

in the battle royal between cable and
phone companies that will likely occur
before the U.S. Congress next year.
Historically, local cable franchising
protected monopolies and increased
costs by forcing cable companies to
pay fees and provide various public
services in exchange for their monop-
olies. Phone companies would like to
bypass those obligations, along with
the necessity of contracting with thou-
sands of local authorities before they

can compete. Cable
companies see little
reason the newcom-
ers should not bear
the same regulatory
burdens they have
shouldered.

Texas addressed
this issue by requir-
ing the PUC to grant
statewide franchises,
which include a five
percent franchise fee
to local govern-
ments. Franchises
must be approved
within 16 days of
application. Cable
companies can opt
into statewide fran-
chising when their
current franchises
expire. Nevertheless,
the Texas Cable and
Telecommunications

Association immediately filed suit
against the law, arguing that it dis-
criminates against them. The Texas
law also seeks to encourage broadband
competition by empowering electric
utilities to offer broadband over pow-
erlines and removing municipal juris-
diction over this service.

Many effects of the Texas law are
still unclear because the legislature
left a lot of the details to the PUC—
especially on universal service reform.
The PUC gets the first shot at figuring
out what kinds of companies will get
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lem at lowest cost would do so. The
initial assignment of property rights
would determine whether the other
parties need to pay the lowest-cost
avoider anything to solve the problem.

Interstate pipeline regulation, how-
ever, requires pipelines to post tariffs
that specify the rates, terms, and con-
ditions under which they will ship gas.
A pipeline could evade price regula-
tion by setting quality standards that
shift costs to someone else. Terms not
already specified in tariffs are essen-
tially property rights “up for grabs.”
Producers, pipelines, and customers
all have incentives to persuade FERC
to shift expenses to someone else. 

Producers are essentially calling on
FERC to be a Coasean judge, establish-
ing a default rule and allowing excep-
tions based on economic efficiency.

All parties may have incentives to
delay investments until the issue is set-
tled. That would mean investments
necessary to produce, import, process,
or transport gas would get delayed at a
time when supplies are tight. If the
investments could have a significant
effect on gas supply, higher prices
could result.

Why is this an issue now? Much of
the time, natural gas liquids are more
valuable as industrial feedstocks than as
part of the natural gas stream sold to
consumers, industrial customers, and
electric utilities. As a result, there is
usually an economic incentive to
extract the liquids before the gas enters
the pipeline. But recent increases in

what size subsidies and how the rev-
enues will be raised. 

Federal parallels abound. The Fed-
eral Communications Commission has
an ongoing proceeding on “intercarri-
er compensation” that has the potential
to eliminate hidden cross-subsidies.
Members of Congress have already
introduced legislation that would let
phone companies bypass local cable
franchising. Universal service is a topic
of significant concern because the cur-
rent funding mechanism is widely
regarded as unsustainable in the face of
technological change. Whether Con-
gress will follow Texas’ lead, wait to
see how this experiment plays out, or
strike out in a different direction alto-
gether remains to be seen. 

—Jerry Ellig

Natural Gas Quality
Standards

STATUS: Petitions await FERC action

Just when consumers thought they had
heard all the bad news about winter
natural gas prices, along comes an
impasse that could elevate gas prices
just a bit more.

Natural gas producers have peti-
tioned the Federal Energy Regulatory
Commission (FERC) for a rulemaking
on gas quality and interchangeability.
Producers want FERC to mandate a
procedure for setting a hydrocarbon
dew point (temperature at which liq-

uids condense from the gas) for inter-
state transmission pipelines that do
not specify one in their tariffs. A
pipeline customer could seek to change
the standard via a complaint, but in
assessing the complaint FERC would
take into account steps that the cus-
tomer could take to address the prob-
lem. Producers advocate a similar
approach to establish standards gov-
erning interchangeability of gas deliv-
ered by a pipeline to a given location. 

Various parties may be reluctant to
make additional investments (in natu-
ral gas development, liquefied natural
gas import facilities, pipeline modifi-
cations, other facilities needed to alter
gas quality, or gas-using equipment)
until they know the standards and
understand the process for determining
who will shoulder what costs of dealing
with gas that fails to meet the standard. 

What we have here is a classic
incomplete contract. If some gas has a
relatively high dew point or fails to
meet interchange standards, who
should pay to remedy the situation?
The producer or importer, who could
process the gas? The pipeline, which
might add some insulation to keep the
gas warmer at a particular location?
The industrial customer, which might
modify its equipment to treat or use
gas of a different quality? 

In a world with clear property
rights, one might expect that negotia-
tions could resolve that question. It
would be in everyone’s interest that
the party who could solve the prob-
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