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I. INTRODUCTION

The Texas electricity market, like Pip from the classic tale by Charles
Dickens, has been imbued with great expectations.' While many of those
expectations have come from national observers that have subtly shaped
Texas energy policy,2 Texas' legislature, agencies, and industry have worked
diligently to better its deregulating electricity market. Texas had the good
fortune to learn that, although deregulation of an industry is a complex task,3

1. See CHARLES DICKENs, GREAT EXPECTATIONS (Charlotte Mitchell ed., Penguin Books 1996)
(1860-61); Ken Silverstein, Texas Committed to Deregulation, ISSUEALERT, Dec. 20,2002, at http://www.
utilipoint.com/issuealert/article.asp?id=f1503 (last visited Apr. 9, 2006) (holding Texas out as a national
model for state deregulation).

2. See, e.g., Silverstein, supra note 1.
3. Lynne Kiesling, Getting Electricity Regulation Done Right: How Other States and Nations
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stakeholders can mutually benefit from the dramatic economic
transformation.4 The Texas Legislature was not too proud to learn valuable
lessons from the deregulation experiences of other states, such as
Pennsylvania and California.5 Texas elicited input from multiple stakeholders,
and was willing to experiment with innovative techniques in order to, as most
critics have proclaimed, enjoy a successful transformation into a competitive
energy market.6

This comment addresses one of these innovations-the methods
employed to allow the electricity industry to recover "stranded costs" from
Texas consumers. This comment also explores the interplay with the PUC and
the various stakeholders involved in the deregulation process and the impact
of stranded cost recovery on those stakeholders.

II. DEREGULATION IN TEXAS

Congress, with the 1935 amendment of the Federal Power Act of 1920,
authorized state Public Utility Commissions to oversee the generation,
transmission, and distribution of electricity within state lines.7 The Public
Utility Commission of Texas (PUC) is authorized to oversee the electricity
market in Texas.'

Have Avoided California's Mistakes, Brookings Institute, Policy Study No. 281, at *3 (August 2001)
http://www.rppi.org/ps281.pdf, (last visited on April 10, 2006). The deregulation of the California
electricity market has suffered from many setbacks. Id. Some of the problems that California has had to
deal with are the establishment of a centralized power market where the utilities had to sell their generated
power into, the reluctance of new companies entering the market, power shortages, and an oversight
commission filled with utility executives. Id. On the other hand, Pennsylvania has had a remarkable
success with their deregulation. Id. Pennsylvania has experienced the highest customer satisfaction in the
country, many new energy providers, dramatic price drops, and approximately twenty percent of the
consumers purchase energy produced by renewable sources even though it is more expensive. Id.

4. See Neil Talbot, The Right Path for Electricity Restructuring; 10 Guidelines for State
Legislation, 12 ELEC. J. 1, 1 (1999) (Lexis Nexis).

5. Kiesling, supra note 3, at 23. Texas sent several expert representatives to California and the
United Kingdom to discuss the benefits and drawbacks of the respective deregulation plans and operation.
Id.

6. Id. at 24.
7. 16 U.S.C. § 792 (1920), amended by 16 U.S.C. § 792, Ch. 687 (1935); see New York v.

Federal Energy Regulatory Comm'n, 535 U.S. 1, 5-8 (2002). Texas operates its own grid and is therefore
subject to little if any oversight by the Federal Energy Regulatory Commission (FERC). Kiesling, supra
note 3, at 15.

8. See TEx. UTIL. CODE ANN. § 14.001 (Vernon 1998).
The PUC is responsible for: [(1) rlegulating rates and terms for intra-state transmission service
and for distribution service in areas where customer choice has been introduced [; (2) olversight
of the [Energy Reliability Council of Texas] ERCOT market, including market monitoring and
the ERCOT administrative fee[; (3) a]dopting and enforcing rules relating to retail competition,
including customer protection, the price to beat, and the renewable energy goal [; (4) l]icensing
of retail electric providers and registration of power generation companies, power marketers and
aggregators [; (5) rleviewing proposals for the construction of new transmission facilities
[; (6) riegulation of rates and service for integrated utilities.

Pub. Util. Comm'n Elec., http://www.puc.state.tx.uslelectric/index.cfm (last visited Jan. 7, 2006).
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In Texas, the legislature amended the Public Utilities Regulatory Act
(PURA) in 1999, thus setting into motion the deregulation of the electricity
market.9 The legislature allocated a three-year window to prepare for the
implementation of deregulation.'° The deregulation of the Texas electricity
market began on January 1, 2002 with the intent that Texas would join the
growing list of states that believed market forces should rule the cost
production and distribution of electricity." Changing from a government
structured market to a free enterprise market, however, has not yet entirely
occurred; the PUC is still charged with the discretion to set rates, and rate
capping authority. 12 Additionally, the PUC has the sole authority to valuate
and authorize the recovery of stranded costs.'3 In other words, even though
the legislature implemented deregulation, a governmental body retains
influence and control over some of the market forces at play. The stranded
cost recovery debate leading up to the implementation of deregulation was
intense because the concerned parties were fighting over what was estimated
to be a recovery of ten to fifteen billion dollars.14

A. Utilities Must "Unbundle" Their Integration

The possibility that private, regulated entities may not be able to recover
all of their incurred costs because of a dramatic shift in government policies
is not a new phenomenon. 5 Beginning in the 1980's, the trend towards
deregulation was gaining a full head of steam, and major industries were
transformed. 6 The following industries' methods of operation dramatically
changed through deregulation: transportation, energy, telecom-munications,
financial, and video distribution.17 The Texas Legislature required each utility

9. In re TXU Corp., 67 S.W.3d 130,132 (Tex. 2001); see also TEx. UTIL. CODE ANN. § 39.001(a)
(Vernon Supp. 2005). In 1999, the Texas electricity market was coordinated by the Electricity Reliability
Council of Texas, and its members were comprised of "[six] cooperatives and river authorities, [six]
municipals owning generation and transmission, [four] investor-owned utilities, [thirteen] independent
power producers, [thirty] power marketers, [sixteen] transmission-dependent utilities, and [one] power
broker." Department of Energy, Restructuring Status of Electricity Markets, Texas, (last modified Sept.
27, 2005), available at http://www.eere.energy.gov/femp/programutility/utilityman-elec-tx.cfm.

10. § 39.001.
11. CenterPoint Energy, Inc. v. Pub. Util. Comm'n, 143 S.W.3d 81, 82 (Tex. 2004).
12. § 32.001.
13. See § 39.252(d) (authorizing the PUC to review the utility's stranded cost recovery efforts).
14. Leslie Kjellstrand and Saralee Tiede, Pub. Util. Comm'n of Tex., PUC Report Shows Stranded

Costs Down for Texas Utilities Transition Plans Will Lower Cost Estimates, April 22, 1998, http://www.
puc.state.tx.us/nrelease/1998/042298a.cfm.

15. Gregory N. Basheda, et al., The FERC, Stranded Cost Recovery, and Municipalization, 19
ENERGY L. J. 351, 354 (1998).

16. Robert W. Crandall, The Brookings Institute, An End to Economic Regulation? 3 (2003),
available at http://www.brookings.org/dybdocroot/views/papers/crandall/2003072l .pdf.

17. Id. Deregulation affected most every facet of the transportation sectors-e.g., airlines,
railroads, and trucking-and energy sectors--the electricity industry and oil and natural gas production and
distribution. Id. The telecommunications industry was not allowed to recover all of their non-economic
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company to "unbundle" their services.' The utilities must divest their
holdings into three units: power generation companies, transmission and
distribution utilities, and retail electric providers.' 9

B. The Stranded Cost Recovery Debate

Regulation allowed companies to make large capital investments, which
may or may not have been prudent, then pass the cost of those investments
onto customers, and therefore fully recover expenditures.2" The Supreme
Court, in Eastern Enterprises v. Apfel, held that when a legislative body
imposes a regulatory penalty on a company, that company may seek
reimbursement for a regulatory taking.2' Also, the electricity industry has
argued, as Alexander Hamilton proposed, that if the government could decide,
at any moment, to whom it owed monetary obligations, future governments
would feel compelled to do the same.22

The arguments in favor of allowing stranded cost recovery "center on the
concept recognized by Hamilton, namely that the government's reneging on
commitments to investors is unwise, unfair, and ultimately [a] costly
exercise. ' '23 In 1996 the Federal Energy Regulatory Commission estimated
that the total amount of stranded costs in the United States was greater than
$135 billion.24 That estimate was equal to approximately seventy-five percent
of the total investor-owned equity in the United States' utility industry.'

assets. See PUB. UTIL. COMM'N OF TEx., REPORT TO THE 75TH LEGISLATURE VOLUME IL The Scope of
Competition in the Electric Industry in Texas: A Detailed Analysis, at ES-17 to ES-18 (1997).

18. See City of Houston v. Pub. Util. Comm'n, 131 S.W.3d 314, 318 (Tex. App.-Austin 2004,
pet. denied); see also § 39.05 1(b).

19. City of Houston, 131 S.W.3d at 318; see also § 39.051(b).
20. GAIL COHEN, CONGRESSIONAL BUDGET OFFICE, ELECTRIC UTILmES: DEREGULATION AND

STRANDED COSTS 1 (1998), available at www.cbo.gov/ftpdocs/9xx/doc976/stranded.pdf; see also Adam
D. Thierer, The Heritage Foundation, Energizing America, A Blueprint for Deregulating the Electricity
Market, (visited January 8, 2005), at http'//www.heritage.org/Research/EnergyandEnvironment/
BG1100.cfm (stating that electricity providers have a valid argument that some of their large capital
investments were mandated by regulatory authorities, and the real question is how those assets should be
valued).

21. 524 U.S. 498,529-31 (1998) (plurality opinion). The plurality opinion allowed recovery based
upon the Takings Clause, whereas Justice Kennedy (concurring in part and dissenting in part) argued that
a substantive due process argument was the more precise argument for recovery. Id. at 546-47; see
Benjamin S. Turin, Comment, Eastern Philosophy: A Constitutional Argument for Full Stranded Cost
Recovery by Deregulated Electric Utilities, 36 HOUS. L. REV. 1411 (analyzing the history of the
constitutional jurisprudence for the recovery of stranded costs).

22. Basheda et al., supra note 15 (citing Gordon, J.S., HAMILTON'S BLESSING; THE
EXTRAORDINARY LIFE AND TIMES OF OUR NATIONAL DEBT 26-27 (1997)).

23. Id. (citing J.G. Sidak & D.F. Spulber, Deregulatory Takings and Breach of the Regulatory
Contract, 71 N.Y.U. L. REV. 851 (1996)).

24. Promoting Wholesale Competition Through Open Access Non-Discriminatory Transmission
Services by Public Utilities; Recovery of Stranded Costs by Public Utilities and Transmitting Utilities, 61
Fed. Reg. 21540, 21628 (May 10, 1996).

25. Shimon Awerbuch & Leonard S. Hyman, Demystification-The Economic Realities of

[Vol. 7:345



GREAT EXPECTATIONS: STRANDED COST RECOVERY

In support of full stranded cost recovery, utilities have argued that they
should not be responsible for costs incurred while serving the public good,
especially those costs that were incurred according to administrative
oversight.26 Also, by adding unrecoverable costs to a utility, lower priced
competitors may gain a competitive advantage, as well as market share.27 One
possible repercussion of not allowing full stranded cost recovery is that the
ability of energy companies to attract investors and subsequently raise and
invest in large capital outlays could dissipate if there was no equitable method
to recover their costs. 2s

The primary arguments against full stranded cost recovery "draw on
several assertions, including: fairness to utility ratepayers and the lack of
guaranteed recovery of utility investments, utility imprudence, adverse
incentives, and other considerations. 29 Opponents also argue that other
industries have survived deregulation without full stranded cost recovery.3"
Full recovery would also allow more imprudent and inefficient utilities to
profit from unwise investments.3 Utilities have had ample time to prepare for
and mitigate any negative impact deregulation may produce.32 Further, one
purpose of deregulation was to provide competitive prices to consumers; by
allowing full stranded cost recovery, consumers will not see the benefits of
lower prices for some time because they will be paying a substantial portion
of the stranded cost recovery.33

Stranded costs fall into several categories. The largest category of
stranded costs is the unrecoverable costs of electricity generation assets.' The
bulk of Texas' generation-related stranded costs arises from the decommis-
sioning of nuclear power plants.3

1 Utilities also entered into long-term
contracts to purchase fuel and power, which may have made sense during

Securitization, ELEC. J., Oct. 1997, at 27 (1997).
26. See COHEN, supra note 20, at 1. The utilities have argued that some of their expenditures

would not have been made in an unregulated environment. Id.
27. See id.
28. CenterPoint Energy, Inc. v. Public Util. Comm'n, 143 S.W.3d 81,83 (Tex. 2004) (stating that

the Texas Legislature was aware of the possibility that the Public Utility Commission's power to fashion
recovery of stranded costs might lead to inequitable results for the power companies); see also TEX. UTIL.
CODE ANN. § 39.001(e)--(f) (Vernon Supp. 2005) (providing for a direct appeal of the validity of a
competition rule to the Third Court of Appeals and an expedited procedure to decide the appeal).

29. Basheda et al., supra note 15, at 355.
30. See COHEN, supra note 20, at 1.
31. See id. Utilities have had little incentive to invest in smaller turbine generation facilities which

produce electricity with greater efficiently at a lower cost. Energy and Environmental Analysis, Inc.,
Advanced Microturbine System: Market Assessment, May 2003, http://www.eere.energy.gov/delpdfsl
microturbinemarket assess.pdf.

32. See COHEN, supra note 20, at 4.
33. See id.
34. See id. at 10.
35. Adam D. Thierer, The Heritage Found., Energizing America, A Blueprintfor Deregulating the

Electricity Market, (last visited January 8, 2006), at http://www.heritage.org/Research/Energyand
Environment/BGI 100.cfm.
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regulation, but are uneconomical in a deregulated environment.36 Stranded
costs also consist of unrecoverable regulatory assets, which were incurred
when a utility relied on a promise by a public utility commission, allowing the
utility a regulated cost recovery by charging higher rates in the future.37 The
final two categories consist of unrecoverable investments in social programs
and employment programs, where a utility may offer early retirement or bear
additional costs for employee training.

C. Texas' Allowance of Stranded Cost Recovery

Stranded costs have been defined by the Texas Supreme Court as "the
portion of the book value of a utility's generation assets that is projected to be
unrecovered through rates that are based on market prices. ' 39 Simply put,
stranded costs are "the fixed costs of a generating plant that have been
expended, and that cannot be recovered by the owners on future sales
revenues from the plant following a particular regulatory change., 40  For
example, if a utility company builds a plant with a book cost of $50 million
that produces 100,000 Megawatts per hour per year for ten years, the energy
company expects to be able to sell power to regulated consumers at a rate
where they can expect a full recovery of their investment.4' The plant owners,
therefore, "anticipate a total present value revenue of [fifty] million dollars,
plus out-of-pocket operating and maintenance costs also recovered via
additional revenues beyond the [fifty] million dollars. 42 On the day the plant
is completed, the energy market and the plant are deregulated, the energy
company must sell their product in a competitive environment.43 In this new
market, the reasonable recovery forecast of the plant is now only forty million
dollars due to sales in a competitive environment.' The stranded cost

36. See COHEN, supra note 20, at 11.
37. See id. at 13.
38. See id. at 14.
39. In re TXU Corp., 67 S.W.3d 130,132 (Tex. 2001) (citing City of Corpus Christi v. Pub. Util.

Comm'n, 51 S.W.3d 231, 238-39 (Tex. 2001); see also TEX. UTL. CODE ANN. § 39.001 (Vernon Supp.
2005). Stranded costs have also been defined as embedded costs exceeding market prices when an asset
is sold. See National Association of Regulatory Utility Commissioners at http://www.naruc.org/display
common.cfm?an=l&subarticlenbr=275, (last visited January 2, 2006). Embedded costs of utility assets
are "[1] costs incurred pursuant to a regulatory or contractual obligation; [2] costs that are reflected in cost-
based rates; and [3] cost-based rates that exceed the price of alternatives in the marketplace." Id.

40. Basheda et al., supra note 15, at 359-60. See § 39.251(7) (stating that a stranded cost is the
"positive excess of the net book value of generation assets over the market value of the assets, taking into
account all of the electric utility's generation assets, any above market purchased power costs, and any
deferred debit related to a utility's discontinuance of the application.., for generation-related assets").

41. Basheda et al., supra note 15, at 360.
42. Id.
43. Id.
44. Id.
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recovery should therefore be ten million dollars." Legislatures and
administrative agencies do not find difficulty in such "straightforward
concepts, but rather from the prospective measurement of stranded costs
before all information can be known."'  The example above, viewed in a
sterile environment, does not present many challenges to governmental
agencies, because the essential factors of plant cost and valuation are known.47

Similar information is known in a deregulated environment.48 The true
problem arises because "actual or 'true' stranded costs are not determined by
today's regulators."4 9 Stranded costs arise under the difference created by
both present and future legislators when they decide what earnings a plant
would have made in a regulated market and what a plant earns in a deregulated
market.5° Therefore, "if the objective is to achieve an opportunity for full cost
recovery, it is necessary to forecast accurately what actual stranded costs are
expected to be and set allowed stranded costs as close as possible to expected
actual stranded costs."51 Theoretically, the existence of these costs would,
upon the beginning of competition, create significant competitive
disadvantages for incumbent utilities relative to new market entrants.52 Those
competitive disadvantages tend to allow new market entrants to price their
services at an amount that is lower than the entrenched utilities, which must
bear the burden of their non-economic assets.53

Utilities also perform many non-economic activities that would be
considered stranded with the advent of deregulation.54 Utilities subsidize low-
income consumers, invest in environmentally friendly "green" generation
assets, and incorporate emerging environmental standards implemented by
state legislatures into their older generation assets.55 Because the new market
entrants would not have these embedded generation-related costs and
opportunity cost reflected in the rate of return, their pricing structure would
tend to be lower than those of incumbent utilities.56 This, in turn, would
enable new market entrants to price electricity below a level at which
incumbent utilities could recover their investments.5 Hence, incumbent

45. Id.
46. Id.
47. Id. Basic factors to consider for cost recovery include: "[the plant's] cost, lifetime, annual

output, and allowed return each future year under regulated operation." Id.
48. Id.
49. Id.
50. Id.
51. Id. at 361(emphasis omitted).
52. CenterPoint Energy, Inc. v. Public Util. Comm'n of Tex., 143 S.W.3d 81, 82 (Tex. 2004).
53. See COHEN, supra note 20, at 4, 6-12.
54. Awerbuch & Hyman, supra note 25, at 2.
55. COHEN, supra note 20, at 11.
56. CenterPoint Energy, 143 S.W.3d at 82.
57. Id.

In an industry that has been pervasively regulated for many years, efficiencies are likely to play
an enhanced role in motivating restructuring after deregulation. Where capital mobility was
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utilities would either have to charge uncompetitive higher rates or simply
absorb these "stranded costs."58

In Cities of Corpus Christi v. Public Utility Commission, the electricity
provider, American Energy and Power (AEP), implemented its stranded cost
mitigation and, after an expert panel hearing and Commission review, the
PUC decided that AEP was going to have a negative stranded cost recovery
of $651,066,000 at the time of the 2004 true-up. 59 The PUC applied its data
to AEP's earnings report and concluded that as of 2001, AEP had recovered
$54,789,000 in excess stranded costs."° The PUC concluded that based upon
the interim returns as calculated by the ECOM models in 2001, there was a
systemic problem of excessive stranded cost recovery.6' A problem arose,
however, because the legislature had not provided a remedy for excessive
stranded cost recovery. 6 The PUC set a generic docket to determine its
authority to handle excess mitigation revenues.6 ' The Commission decided

that it could order utilities to refund the over-recovery of stranded costs it had
determined through the interim ECOM estimates, relying on language in the
first... section governing the 2004 true-up that '[a]n electric utility... may
not be permitted to overrecover stranded costs through the procedures
established by this section or through the application of the measures
provided by the other sources of this chapter.'"M

The court ordered AEP to refund the estimated excess amount, by issuing a
credit in transmission and distribution rates to the residential electricity
providers.65 The PUC further determined that AEP could not recover interest
if, on the true-up start date, they had a positive stranded cost balance after the
refund of the over-mitigated amounts.6 6 AEP filed suit, arguing that PUC
lacked the authority to halt mitigation and requesting a refund of the estimated

once circumscribed by regulators, firms will now be able to pursue the most efficient, market-
determined structure. For instance, independent generators that have acted as maverick firms
may be able to acquire additional capacity quickly, thus enhancing their ability and incentive
to lower prices. Firms with an inefficient mix of generating plants for their markets (e. g., more
low cost coal fired plants and fewer flexible natural gas fired plants in a market with highly
volatile time of day demand peaks) may be able to adjust their capacity to the demand.

Prepared Statement of the Federal Trade Commission: Hearing Before the H. Comm. on the Judiciary
105th Cong. 5 (1997) (statement of Federal Trade Comm'n, Chairman Robert Pitofsky).

58. See CenterPoint Energy, 143 S.W.3d at 83-84.
59. No. 03-03-00428-CV, 2005 WL 2313113, at *4 (Tex. App.-Austin, Sept. 23, 2005 no pet.

h.).
60. Id.
61. Id.
62. Id.
63. Id.
64. Id. (citing TEX. UTIL. CODE ANN. § 39.262(a) (Vernon Supp. 2005)) (alterations in original).
65. Id.
66. Id.
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over-mitigated amounts.67 The court reiterated the position stated by the
Texas Supreme Court in 2001 that the PUC was authorized "to prepare revised
stranded cost estimates by entering 2001 data into the ECOM model and, if
necessary, allow the utility to recover stranded costs through the CTC."'' The
legislature authorized refund actions to occur only in the final recovery
phase.69

An accurate accounting of stranded costs could take many years because
a utility may not know the extent of the cost and recovery associated with its
"generation-asset until it sells the last kilowatt generated by that asset."7 Due
to the many complex variables that make up the costs and calculations of
stranded costs, as evidenced by the spike in natural gas prices, the estimates
produced by those calculations will be inaccurate.7 ' In Centerpoint, Justice
Brister stated that the valuation of stranded costs based on periodic
estimations was like "a system in which ajury returns a different verdict every
day for a period of years, each one very different from ... the day before, and
each one correct."72 Periodically calculating stranded costs and injecting
diverse values based upon diverse estimates led to discriminate stranded cost
recovery valuations.73 According to statutory construction, the legislature
intended for the final true-up calculation to be the basis of stranded cost
recovery, not the interim estimated values based on ECOM.74 The appeals
court stated that the provision used to determine interim estimates was solely
to establish "parameters for rapid stranded cost recovery in the period prior to
the 2004 true-up."75

The PUC also argued that the definition of stranded costs has two
components: the utilities book value as of December 31, 2001, and the market
value of the utilities' assets, which were uncertain until well after 2004.76 The
commission further argued that "stranded costs do not come into existence,
and therefore the company has no right to carrying costs, until the date of a
final order in a true-up proceeding." '77 The Texas Supreme Court stated that

67. Id.
68. Id. at *7; see In re TXUEIec. Co., 67 S.W.3d 130, 133 (Tex. 2001) (Phillips, C.J., concurring).
69. Cities of Corpus Christi, 2005 WL 2313113, at *7.
70. Id. at 8; see In re TXU Elec. Co., 67 S.W.3d at 133 (Brister, J., concurring).
71. Cities of Corpus Christi, 2005 WL 2313113, at *8.
72. CenterPoint Energy, Inc. v. Pub. Util. Comm'n of Tex., 143 S.W.3d 81, 102 (Tex. 2004)

(Brister, J., dissenting).
73. Cities of Corpus Christi, 2005 WL 2313113, at *8 (citing CenterPoint Energy, 143 S.W.3d

at 101) (Hecht, J., dissenting).
74. Id. The true-up proceeding is a determination of the final amount of stranded costs, whereby

the PUC is authorized to schedule the proceeding and use its own procedures to compare the utility's
estimated stranded costs and the utility's final calculation of those costs and then allow a recovery of those
final costs through either a transition charge or securitization. TEx. UTiL. CODE ANN. § 39.262(c) (Vernon
Supp. 2005).

75. Cities of Corpus Christi, 2005 WL 2313113, at *8.
76. CenterPoint Energy, 143 S.W.3d at 94.
77. Id.
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stranded costs are not limited to a time period defined in the utility code
because if an asset is sold or exchanged, the stranded cost amount is going to
be the difference of the market price and book price of the asset on the date
of sale or exchange.78

11. THREE PHASES OF STRANDED COST RECOVERY

The 76th Texas Legislature developed a three-phase program to be
implemented by the PUC to allow companies to recover or mitigate their
stranded costs.79 The three phases are: (1) freezing electricity rates, (2) the
PUC setting a nonbypassable competition transition charge, and
(3) determining the final calculation of stranded costs in a true-up
proceeding. 0

A. Phase One-Frozen Electricity Rates

In the first phase, running from September 1999 to December 2001, the
PUC froze electricity rates.8 Electric utility companies were required to
mitigate their stranded costs by "reduc[ing] the book value of their generation
assets. 82 The legislature required utilities that possessed the potential of
stranded costs to file financial statements for the years 1999-2001, and to
apply any excess earnings from the frozen rates to reduce the book value of
their stranded costs.8 3 Those companies could shift depreciation from their
transmission and distribution processes to their generation assets,84 while the
legislature allowed them to keep their "earnings in excess of the allowed rate
of return."85 Also, the utilities that were expected to have stranded costs were
authorized to securitize a portion of those costs by selling transition bonds and
using the proceeds of the bond sales to diminish their generation assets' book
value. 6 The PUC estimated that there would be a substantial stranded cost
recovery in the deregulation environment; therefore, each utility used the
available models to reduce the book values of their generation assets.87

78. Id.
79. Cities of Corpus Christi., 2005 WL 2313113, at *3.
80. Reliant Energy, Inc. v. Pub. Util. Cornm'n, 101 S.W.3d 129, 134 (Tex. App.-Austin, 2003)

rev'd on other grounds; CenterPoint Energy, 143 S.W.3d at 81 (interpreting TEX. UTIL. CODE ANN.
§ 39.052 (Vernon Supp. 2005)).

81. Id. (interpreting § 39.052(a)).
82. Id. (interpreting § 39.256).
83. CenterPoint Energy, 143 S.W.3d at 88.
84. Reliant Energy, 101 S.W.3d at 134 (interpreting §§ 39.254-.256).
85. Id. (interpreting § 39.254).
86. CenterPoint Energy, 143 S.W.3d at 88. The legislature authorized utilities to securitize one-

hundred percent of their regulatory assets and up to seventy-five percent of their other estimated stranded
costs. Id.

87. See Reliant Energy, 101 S.W.3d at 134; see also Tex. Pub. Util. Comm'n, Application of
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B. Phase Two-PUC Setting a Nonbypassable Competition Transition
Charge

The second phase began on January 1, 2002-the first day of
deregulation.88 The PUC "set a nonbypassable 'competition transition charge'
to allow utilities to recover any stranded costs remaining after the mitigation
procedures and securitization utilized in stage one."89 Energy companies
could include any competition transition charge as a tariff of the "utility's
affiliated unbundled transmission and distribution utility... 9. "In determining
whether to set such a charge, the Commission was required to revise its
previous stranded-cost estimates using 'updated company-specific inputs."'91
When the PUC reviewed its rate estimates in 2001, they discovered that the
utility companies would have no stranded costs.92 A spike in the natural gas
market in 2000 had substantially increased the book value of the power
companies' generation assets, therefore the stranded cost estimates for 2001
indicated that some utilities had been overcompensated during the first two
phases of stranded cost recovery. 93 Therefore, the PUC ordered the utilities
to discontinue mitigation efforts and to "reassign the depreciation transferred
from transmission and distribution assets back to those assets, and to return
monthly 'excess mitigation credits' to retail providers and their ratepayers."94

However, the utilities were not required to refund the proceeds of either the
transition bonds or the transition charge that had been imposed upon
consumers.

95

Reliant Energy, Inc. for Financing Order to Securitize Regulatory Assets and Other Qualified Costs,
Docket No. 21665, 14 (Nov. 16, 1999) http://interchange.puc.state.tx.us (press login and search for
"21665" under control number) (explaining how Centerpoint Energy calculated its cost recovery).

88. Reliant Energy, 101 S.W.3d at 135 (interpreting § 39.001(b)(1)).
89. Id. (interpreting § 39.201). The purpose of securitization is to decrease the "carrying costs of

the assets relative to the costs that would be incurred using conventional . . . financing methods."
Centerpoint Energy, 143 S.W.3d at 89 (quoting § 39.301). Utilizing conventional financing methods,
carrying costs are the costs which consumers typically pay for the recovery of generation assets. Id. The
legislature mandated that securitization would provide consumers "tangible and quantifiable benefits...
greater than would have been achieved absent the issuance of transition bonds." Id.

90. Reliant Energy, 101 S.W.3d at 135 (interpreting. § 39.20 1(b)(3), (h)).
91. Id. (interpreting § 39.201(h)).
92. Id.; see Pub. Util. Comm'n, Application of Central Power and Light Co. for Approval of

Unbundled Cost of Service Rate Pursuant to PURA § 39.201 and Public Utility Commission Substantive
Rule § 25.344, Docket No. 22352, 75, 2001 Tex. P.U.C. Lexis 110 *24 (Oct. 2, 2001) (describing market
conditions).

93. Reliant Energy, 101 S.W.3d at 135.
94. Id.
95. Id. (interpreting § 39.303(d)).
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C. Phase Three-Final Calculation of Stranded Costs in True-Up
Proceedings

The final phase of stranded cost recovery, which began in January 2004,
requires utilities to calculate and present final true-ups to the Commission.'
Utilities have sixty days after the unbundling of their integration to apply for
a final true-up proceeding.97 Values generated at a true-up will emerge from
market valuations of a utility's generation assets, based on stock prices and
anticipated income streams in a competitive market, as determined by
updating the 1998 ECOM computer model.98 The Commission has the
authority to determine what rates the companies may charge to recover those
costs.99 The stated goal of this phase is to reconcile the estimated stranded
costs with the stranded costs actually incurred."0 The legislature stated that
this would be the final determination based upon "a new calculation of the
value of a utility's generation assets made under actual competitive
conditions."'' The legislature required the PUC to subtract the market value
of the utilities' generation assets from the book value of those assets.0 2 If the
PUC calculation yields a positive number, the utility is entitled to recover its
stranded costs, whereas, if it yields a negative number, the utility has no
stranded costs.'0 3 Because the legislation did not make a provision for over-
recovery of stranded costs, the only remedy the PUC may pursue is an
adjustment to reduce the unbundled transmission and distribution utility's
rates." The PUC may not require the utilities to "reduce the transition charge
imposed on ratepayers to service transition bonds."' 5 But the negative
number may be due not only to over-recovery of stranded costs, but to an
increase in the market value of assets due to market conditions, such as the
spike in natural gas prices."6

In Centerpoint Energy, Inc. v. Public Utility Comm 'n, the Texas Supreme
Court held that the PUC erred when it ruled that utilities could not begin to
recover their stranded costs until the third phase began, which was sometime

96. Corpus Christi v. Pub. Util. Comm'n, No. 03-03-00428-CV, 2005 WL 2313113, at *4 (Tex.
App.-Austin, Sept. 23, 2005 no pet. h.).

97. FERC, FERC Financial Report, FERC Form No.): Annual Report of Major Electric Utilities,
Licensees, and Others and Supplemental Form 3-Q: Quarterly Financial Report; AEP Texas Central
Company, 2004, Fourth Quarter, April 22, 2005, available at http:/www.aep.com/investorsferc/docs/
2004/2004AEP_Texas_CentraLCompany.pdf.

98. Cities of Corpus Christi, 2005 WL 2313113, at *4.
99. Id.

100. Reliant Energy, 101 S.W.3d at 135 (interpreting § 39.201(1)).
101. Id. at 136.
102. Id. (interpreting §§ 39.251(7), .252(a), .262(c), (h), (i)).
103. Id.
104. Id. (interpreting § 39.201(i)).
105. Id. (interpreting § 39.303(d)).
106. Id.
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after January 10, 2004.07 The court acknowledged that the PUC would
determine stranded cost recovery "on a company-by-company basis, of
whether proceeds from a capacity auction true-up had a component for return
on or of stranded costs and of the quantity of any such return."' ' The
potential result of the court's decision was to open the door for the utilities to
recover billions of dollars in lost interest over the two-year freeze period."°

In subsequent commission hearings, the PUC interpreted the supreme court's
decision as only invalidating the timing aspect of Rule 25.263, and not
invalidating the interest rate, which was to accrue at the cost of capital."0

IV. SECURMZATION OF STRANDED COSTS

Innovation in the financial markets has allowed utilities to implement
financial strategies that will enable the utilities to recover stranded costs using
a means that will benefit both the industry and the consumer."' By the year
2000, utilities nationwide were expected to have issued a total of $75 billion
in stranded cost recovery securities." 2 Unlike other securities, stranded cost
recovery securities are creatures of state legislatures and not contract law." 13

This new type of securitization allows utilities to issue low risk securities
backed by legally mandated cash flows, which allow the securities "to achieve
higher ratings than the debt of the issuing utility."" 4 The utilities are allowed

107. 143 S.W.3d 81, 83 (Tex. 2004). The supreme court abrogated the PUC's adoption of Rule
25.263. Id.

108. Id.
109. See id. The Commission grants utilities an amount of compounded interest based upon the

stranded cost recovery for the years that the Commission denied the interest. Id.
110. Pub. Util. Comm'n, Application of CenterPoint Energy Houston Electric, LLC., for a

Competition Transition Charge, Docket No. 30706, 2005 Tex. PUC LEXIS 28 *1, *14 (July 14, 2005)
(final order granting CenterPoint's request to implement a competition transition charge) [hereinafter
CenterPoint Application]. Since the PUC believed that the court only invalidated a portion of the rule, they
applied the doctrine of severability to subsequent proceedings and still used the cost of capital as the
requisite interest rate. Id. at * 14-15. The PUC therefore allowed CenterPoint to use its cost of capital,
11.075%, the pre-federal-income-tax basis, as the interest rate to be applied to its recovery of over
$800,000,000 that had yet to be securitized as of May 16, 2005. Id. at *7-8. The doctrine of severability
"hold[s] that the remainder of a partially invalidated administrative rule is still valid if the function of the
agency's regulatory statute as a whole is not impaired without the invalidated portion, and if the agency
would have adopted the rule originally even without the invalidated portion." Id. at * 15 (citing Tex. Dept.
of Banking v. Restland Funeral Home, 847 S.W.2d 680, 682-83 (Tex. App.-Austin 1993, no writ)).

111. See New Jersey Division of The Ratepayer Advocate, Position Paper on Securitization of
Stranded Costs, online (Feb. 1998), http://www.rpa.state.nj.us/Securtiz.htm [hereinafter New Jersey].

112. See Stranded Costs Can Support Highly Rated Transactions, ELEC. LIGHT & POWER, June

1997, at 1.
113. John M. Jameson, David B. Rogers, & Dominic K. L. Yoong, Legal Considerations in Utility

Stranded Cost Securitization, ELEC. J. ,Oct. 1997 at § I(A) (Lexis Nexis).
114. See Stranded Costs Can Support Highly Rated Transactions, supra note 112, at 1.

Securitization has also been classified as "special tariff cash flows" that are backed by state legislatures.
Wall Street's Securitization Love Affair, ELEC. DAILY, April 9, 1998 (Lexis Nexis). To maintain a high

credit rating, it is prudent for the utilities to continue servicing the securitization debt, even in bankruptcy
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to recover the costs of the securitization issuance through a transition
surcharge that is passed on to the consumer." 5 Texas utilities may securitize
up to 100% of their regulatory assets anytime after the freeze period.1"6 The
utilities were also authorized to securitize up to seventy-five percent of the
initial estimated stranded cost amount based on the ECOM model, and recover
the remaining twenty-five percent through a non-bypassable charge.'17

The Public Utility Commission should retain oversight of the amount
securitized and the implementation of the securitization of assets." 8 The
allowance of stranded cost recovery via securitization contains some risks for
consumers because it "creates an irrevocable obligation to pay the securitized
portion of stranded costs, whatever the level of stranded costs may ultimately
turn out to be."' 9 In 1998, three Texas utilities negotiated an early settlement
agreement with the Public Utilities Commission and proved that an early,
proactive approach to marketing securitization, ahead of legislative approval,
can allow utilities to bolster their credit rating, and even strengthen it before
deregulation occurs. 120

Securitization capitalizes a future flow of funds, where utilities may
receive a sum of money up-front, that will in turn be reimbursed by the public
over several years.'2 ' The consumer saves the difference in the amount of the
cost-of-capital the utility would have paid on that sum of money, and the cost
of that sum of money now based on the expected lower return because the

proceedings. See id.
115. See New Jersey supra note 111, online.
116. Ass'n of Electric Cos. of Tex., Texas Electric Choice Act-Fourteen Page Summary available

at http://www.aect.net/teca/summaries/fourteen.htm (last visited Jan. 7, 2006); see TEX. UTIL. CODE ANN.
§§ 39.256-262 (Vernon Supp. 2005).

117. Ass'n of Elec. Cos. of Tex. supra note 116, see §§ 39.256-262.
118. See Jameson, et al., supra note 113, at § VII(A) (discussing the need for direct state

involvement). It has been suggested that the Public Utility Commission retain oversight and
[pirovide for all findings and approvals as required by the statute. Examples of these findings
and approvals could include: (i) a finding of ratepayer benefits as a result of the securitization
transaction, (ii) a finding that the utility has stranded costs in an amount at least as large as the
principal amount of the securities to be issued, (iii) an approval of the principal amount and
other terms of the securities, (iv) an approval of the true-up mechanism described above and a
determination that the commission will implement the adjustments to the non-bypassable charge
as necessary to pay the principal and interest on the securities in accordance with their terms,
(v) an approval of the use by the utility of the proceeds of the sale of the securities and (vi) to
the extent provided by the statute, a finding that the utility will be required to reduce its rates
upon issuance of the securities.

Id.
119. Talbot, supra note 4, at 1. The possibility of cost savings to consumers is unlike issuing an

ordinary utility bond. Awerbuch & Hyman, supra note 25, 1. The possibility of default on utility bonds
is prevalent and has been analogized to attempting to save money by bypassing a contractor and painting
a house yourself. Id. If a utility defaults on their obligations, the cost savings to the consumer will
disappear, as though you had fallen off of the ladder while painting. Id.

120. Moody's: TUE, HL&P, and TNP Texas Deals Show 'Proactive'Approach Succeeds, ELEC.
UTIL. WEEK, Oct. 12, 1998 (Lexis Nexis).

121. Awerbuch & Hyman, supra note 25.
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public is now backing the debt; if it is less costly to finance the immediate
amount than it would have been without securitization, the consumer will reap
the benefits in the difference between those two amounts. 122

In general, a securitization "involves the isolation and evaluation of the
risks of the underlying assets and related cash flows as distinct from the credit
risks of the 'originator' of the underlying assets."'23 Utilities do not secure
assets such as accounts receivables; rather, utilities secure the right to charge
consumers for book value of their stranded costs (also termed a non-
bypassable charge), and that charge will be passed on to any existing and
future consumer that enters the market.124 The credit-worthiness of a utility's
issuance of securities may be verified by rating agencies based upon the
quality and reliability of the individual utility company. 125 Typically, an
investment house will issue the securitization bonds, which are exempt from
state income tax, with a triple-A risk rating. 126 If a utility has a weak credit
rating, securitization will provide a greater potential for savings.'27

A utility can acquire gains through securitization in many ways. 2 a In the
ordinary situation, when a utility receives an up-front payment, it is liable for
federal income taxes on that amount. 129 "With securitization, however, the tax
liability can be deferred and spread throqghout the entire repayment period of
the bonds."' 3° For tax purposes, securitization is akin to borrowing.'3 ' With
securitization, utilities have a higher debt-to-equity ratio which gives them
another tax advantage. 3 2 Whereas dividend payments and earnings on
comrnon stock cannot be deducted, the higher ratio allows utilities to deduct
the interest they will spend servicing the newly issued debt. 3 3 Utilities will
also gain an advantage by taking uneconomic assets off of their balance
sheets. 34

122. Id.

123. Jameson, supra note 113, at § I(A).

124. Id. The legal right to receive this charge to consumers has been viewed by most state

legislatures as a present property right, which may be sold. Id. Periodic adjustments should be made to the
recovery amount to ensure that the correct amount is being recovered. Id.

125. Id.
The two most basic criteria for evaluating a servicer are the systems capabilities (billing,
collections, accounting, computers, etc.) and credit standing of the servicer. Because they have
a long and well documented history of metering, billing and collecting from their customers, and
possess investment grade ratings, most utilities will easily satisfy rating agency criteria for
servicing of the Intangible Property.

Id.
126. CoHEN, supra note 20, at 4.
127. Id.
128. See id.
129. Id.
130. Id.
131. See New Jersey, supra note 111, online.
132. See id.
133. See id.
134. See id.
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A disadvantage of securitization is that although electricity rates will
decrease, consumers will not see a tangible reduction in their utility bill. Even
with the rate freeze by the PUC, the consumers bear the payback of the
securitization of stranded costs. 135 "Also, although the bonds are not
municipal bonds, their risk-free, income-tax-free status competes with
municipal bonds and may raise the cost of municipal borrowing."' 36 Another
disadvantage is that the long-term nature and irrevocability of the issued debt
is the public's burden to bear. 37 The term rate for the securitization bonds in
Texas is proposed by the utilities and dependent upon the PUC's
authorization.138 For example, CenterPoint proposed and was granted a twelve
year recovery period on some of its transition charges however, it may not
recover transition charges after fifteen years from the date of issuance.3 9 The
variability of stranded cost amounts could also pose a problem because a state
could legislate a higher recovery amount than the utilities actually incur."'
It is also possible that a utility could use the new revenue streams in ways to
hinder competition"' by using the proceeds to acquire competitors instead of
using the proceeds to lower utility rates.'42

V. AUTHORIZED RECOVERY METHODS

A utility is required to use an authorized recovery method to finalize the
stranded cost recovery estimate. 4 3 Since the utilities must unbundle, cost
recovery and asset valuation are extremely important issues for utilities. The
four authorized methods are: sale of assets, stock valuation method, partial
stock valuation method, and exchange of assets."

A. Sale of Assets Method

Under the sale of assets method, if a utility has sold some or all of its
generation assets to a bona fide purchaser in a competitive market, "the total
net value realized from the sale establishes the market value of the generation
assets sold."' 45 If the utility has sold only a portion of its generation assets,

135. COHEN, supra note 20, at 12.
136. Id.
137. See New Jersey supra note 111, online.
138. CenterPoint Application, supra note 110, at *4.
139. CenterPoint Energy Houston Electric, L.L.C., Tarifffor Retail Delivery Service, 5th Revision,

at 114 (Sep. 13, 2005) available at http://www.puc.state.tx.us/electric/ratesJTrans/CNP.pdf.
140. See Cohen supra note 20, at 26.
141. See New Jersey, supra note 111, online.
142. COHEN, supra note 20, at 26.
143. TEX. UTm.. CODE ANN. § 39.262(h) (Vernon Supp. 2005).
144. § 39.262(h)(1)-(4).
145. § 39.262(h)(1).
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the remaining assets shall be valued based on one of the other three valuation
methods. '6

B. Stock Valuation Method

The stock valuation method is implemented when a utility has transferred
all or a portion of its assets,

including, at the election of the electric utility or power generation company,
any fuel and fuel transportation contracts related to those assets, to one or
more separate affiliated or nonaffiliated corporations, not less than [fifty-one]
percent of the common stock of each corporation is spun off and sold to
public investors through a national stock exchange, and the common stock
has been traded for not less than one year, the resulting average daily closing
price of the common stock over [thirty] consecutive trading days chosen by
the commission out of the last 120 consecutive trading days before the filing
required under Subsection (c) establishes the market value of the common
stock equity in each transferee corporation. The book value of each
transferee corporation's debt and preferred stock securities shall be added to
the market value of its assets.147

The transferee corporation's corresponding asset valuation will then be
decided by reducing the market value of the assets acquired by the net book
value of those assets acquired "from any entity other than the affiliated
electric utility or power generation company."', That calculation leads to the
market value of the assets transferred. 49 If there are any remaining assets, the
utility shall use one of the remaining two methods to determine the
valuation.'5

C. PARTIAL STOCK VALUATION METHOD

The partial stock valuation method is very similar to the stock valuation
method.'' The transfer of generation assets, including fuel and transportation
contracts, to either an affiliated or nonaffiliated corporation of at least
nineteen percent, but less than fifty-one percent, of the common stock of each
spun off corporation in which the public can purchase through a national
market exchange, shall be valued based on the market value of the stock
calculated by the consecutive thirty-day daily average chosen by the

146. Id.
147. § 39.262(h)(2).
148. Id.
149. Id.
150. Id.
151. Id.
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commission out of the last 120 consecutive days before the filing required
under Section 39.262(c). 52 But this subsection also allows the PUC to enlist
a "panel of three independent financial experts to determine whether the
percentage of common stock sold is fairly representative of the total common
stock equity or whether a control premium exists for the retained interest."'
The PUC must choose the three independent experts out of the "top ten
nationally recognized investment banks with demonstrated experience in the
United States electric industry, chosen from proposals submitted in response
to Commission requests."' 54 The valuation established by the Commission,
based on the panel's recommendations, shall be the final determination of the
valuation of the common stock of each transferee corporation."'

In Gulf Coast Coalition of Cities v. Public Utility Comm 'n, the PUC sent
Requests for Proposals to the ten industry-leading investment banks to help
determine the value of a transferee corporation. 156 Because the PUC did not
receive any responses from their Request for Proposals, it decided to abrogate
the conflict-of-interest provision contained in its regulations in an attempt to
get a broader base of eligible experts. 157 The PUC held a public hearing to
discuss the abrogation of the conflict-of-interest regulation.'58 The ratepayer
advocates suggested that the PUC expand its pool of prospective experts, but
also expressed concern that the abrogation of the regulation may not solve the
problem.159 The ratepayer advocates argued that most investment bankers
have an incentive to serve on low-paying expert panels, which would alienate
potential utility customers from whom they could make between three and five
million dollars on a relatively small security offering of around $200
million. 1"° The appeals court upheld the authority of the PUC to abrogate the
regulation, which allowed the PUC to expand the pool of potential experts.'61

152. § 39.262(h)(3).
153. Id.
154. Gulf Coast Coalition ofCities v. Pub. Util. Comm'n, 161 S.W.3d 706,710 (Tex. App.-Austin

2005, no writ).
155. Id.at710.
156. Id.
157. Id. at 710-11; see 29 Tex. Reg. 5338 (2004) (to be codified as amendment to 16 TEx. ADMIN.

CODE § 25.263) (mandating that experts can not serve on panels if their employer-investment firm
"participated, in the business separation, securitization, or other activities related to the implementation of
PURA Chapter 39 on behalf of the utility for which the market valuation is being determined.").

158. Gulf Coast Coalition of Cities, 161 S.W.3d at 710.

159. Id.
160. 29 Tex. Reg 5338 (2004) (to be codified as amendment to 16 TEX. ADMIN. CODE § 25.263).

The ratepayer advocates further suggested that the PUC change the pool of experts from sell-side firms, who
could be influenced to rule in favor of the utilities because of the potential for future business, to buy-side
experts who do not make money through transaction fees and trading commissions. Id.

161. Gulf Coast Coalition of Cities, 161 S.W.3d at 710.
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D. Exchange of Assets

If a utility exchanges their generation assets, including any fuel or fuel
contracts after December 31, 1999, their stranded cost "shall be the difference
between the book value and the market value of... the asset[]"on the day that
the asset was transferred to a third party. 162  The market value may be
determined by the appraisal of an independent, nationally recognized appraisal
firm.163 A utility may also sell an asset, comporting with the other statutes
governing the sale of an asset, by giving public notice and taking several
reasonable and competitive bids. 64 Also, "[tihe owner of the asset may
establish a reserve price for any offer based on the sum of the appraised value
of the asset and the tax impact of selling the asset, as determined by the
commission." 1

65

VI. THE INTERPLAY OF THE PUC AND STAKEHOLDERS

A. Utilities-General Example Using CenterPoint Energy

Houston Power & Light began operations 1882."6 In 1999, after years
of increasing its holdings, the company formerly known as Houston Power &
Light became Reliant Energy. 67 In 2001, Reliant, in anticipation of
deregulation requirements, formed the holding company CenterPoint Energy
and subsequently began to unbundle its subsidiaries in order to comply with
deregulation. 168

Although CenterPoint applied for the recovery of $4.25 billion in
stranded costs and interest, the PUC has authorized a recovery of only $2
billion.' 69 In Docket No. 29526, the PUC issued a Financing Order that
authorized CenterPoint to recover $1,493,747,265 of their stranded costs; 70

CenterPoint is also authorized to recover an additional $600 million in non-
securitized stranded costs as of August 31, 2004.' 7' CenterPoint Energy just
issued $1.85 billion in transition bonds that will also carry an interest rate of

162. TEX. UTIL. CODE ANN. § 39.262(h)(4) (Supp. Vernon 2005).
163. Id.
164. Id.
165. Id.
166. Hoover's Company Records, CenterPoint Energy, http://cobrands.hoovers.con/global/co

brands/proquest/history.xhtml?COID-- 1075 1.
167. Id. (follow the "overview" hyperlink).
168. Id. CenterPoint Energy's subsidiaries in the electricity industry include the following:

CenterPoint Energy Houston Electric, L.L.C., Texas Genco Inc., and the South Texas Power Nuclear
Operating Company. Id.

169. Pub. Util. Comm'n, CenterPoint Stranded Costs Determined, Customer Charges to be Decided
in Future Case, Nov. 10, 2004 available at http://www.puc.state.tx.us/nrelease/2004/111004.cfm.

170. CenterPoint Application, supra note 110, at *1, *4.
171. Id.

20061
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5.45 percent. 172 CenterPoint posted a $50 million profit in the third quarter of
2005.173 For the same quarter in 2004, CenterPoint posted a loss of $1.136
billion, due in part to the write-down of its generation-related assets of $894
million which the PUC disallowed in its deliberations with CenterPoint' s true-
up proceedings.1

74

CenterPoint is now recovering a portion of its two billion dollars in
stranded costs with the approval of the competition transition charge that it
can now pass onto its consumers. 75 CenterPoint has divided the amounts that
it will recover from consumers according to its stranded cost recovery plan
into three distinct groups, where it will recover from: (1) residential
consumers 35.5763% of its stranded costs, (2) commercial consumers
48.7156% of its stranded costs, and (3) industrial consumers 15.7081% of its
stranded costs. 76 The PUC requires a utility to allocate its recovery, not only
based upon consumer class, but also based upon what component of the
utility's assets are being recovered. 177 In 2004, CenterPoint charged its
residential consumers a rate of $0.0015 per kilowatt hour for its stranded cost
recovery.

78

Unless the PUC and CenterPoint reach a consensus on the rates that
CenterPoint is charging, the PUC will file a petition to begin proceedings to
lower the rates that CenterPoint may charge. 79 The PUC has cited that
CenterPoint's revenue of $105 million a year is 9.4% higher than the
authorized rate of return and current cost of its equity.180

B. Consumers

Texas established a "price to beat" factor which froze rates for incumbent
retail providers.' 8' The rate shall be in effect from January 1, 2002, until
January 1, 2007.182 The total average rate in an area not served by a retail
electric provider (REP) must be six percent less than the average residential
and small commercial rates charged on a bundled basis as of January 1,

172. CenterPoint Energy Newsroom, CenterPoint Energy Transition Bond Co. Closes on $1.85
Billion in Transition Bonds, Dec. 16, 2005, http://www.centerpointenergy.comnewsroom/archives/
1,2776,110640,00.html.

173. CenterPoint Posts $50 million 3Q profit, ELFC. POWER DAILY, at *1, Nov. 4, 2005 (Lexis
Nexis).

174. Id.
175. Id.
176. Tarifffor Retail Delivery Service, supra note 139, at 115.
177. CenterPoint Application, at *34. For example, CenterPoint allocated the transition charge

recovery to 27.5% of its energy assets and 72.5% of its generation assets. Id.
178. Tarifffor Retail Delivery Service, supra note 139, at 115.
179. CenterPoint Posts $50 million 3Q profit, supra note 173, at *1.
180. Id.
181. See TEX. UTIL. CODE ANN. § 39.202(a) (Vernon Supp. 2005).
182. See id.
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1999.183 The REP may not charge more than the price-to-beat until the earlier
of three years after customer choice is enacted, or until forty percent of the
residential or small commercial customers of the REP have switched to
another company.' In 2001, the electricity rates in Texas stayed within the
6.6 to 7.4 cents per kilowatt hour range.'85 In 2004, electricity rates in Texas
ranged from 5.87 to 9.73 cents per kilowatt hour. 8 6 Also in 2004, the utilities
providing competitive electricity in Texas provided over fifty four million
dollars in discounts to disadvantaged households. 8 7

As of 2004, nearly one million businesses have switched providers since
deregulation was implemented,'88 and nearly 1.5 million residential consumers
have switched providers. 89 Consumer complaints, which rose considerably
with the onset of deregulation in 2002, where over 31,000 complaints were
filed in 2003, but dropped to just over 20,000 complaints in fiscal year
2004.' 90

Although attributable to several factors, the rates paid in Houston in 2005
have actually risen eighty-six percent since deregulation.' 9' The main push
behind the rate hike in the Houston area, as well as the entire state, is the rise
in the price of natural gas and not the recovery of stranded costs. 92 TXU and
CenterPoint have paid an increase of 260% in gas prices since deregulation.193

If the cost of fuel rises more than 5%, a REP may increase the fuel portion of
its price-to-beat. '

C. Impact on the Texas Economy

Deregulation has also had an impact in other areas of the Texas economy.
The total sale of electricity in 1999 was 301,844,180 megawatt hours, and

183. See id.
184. See § 39.202(e)(1)-(2).
185. Energy and Environmental Analysis, Inc.,AdvancedMicroturbine System: Market Assessment,

May 2003, http://www.eere.energy.gov/de/pdfs/microturbine-marketassess.pdf.
186. Energy Info. Admin., Table 4, Average Retail Price for Bundled and Unbundled Consumers

by Sector, Census Division, and State, 2004, available at http://www.eia.doe.govlcneaflelectricity/esrl
table4.xls (last visited Jan. 2, 2006).

187. Pub. Util. Comm'n, June 2005 Report Card on Retail Competition, at http://www.puc.state.
tx.us/electric/reports/rptcard/rptcrd/june05rptcrd.pdf (last visited Jan. 5, 2006).

188. Chuck Johnson, Texas Efficient Electricity, Deregulation of Energy in Texas is Already
benefitting Businesses, http://www.texasefficientelectricity.comlnews business.htm#top (last visited Jan.
2, 2006).

189. Pub. Util. Comm'n, Report to the 79th Texas Legislature, Scope of Competition in Electric
Markets in Texas, 44 (2005), http./www.puc.state.tx.us/electric/reports/scope/2005/2005scope--elec.pdf.

190. Id.
191. Simon Romero, The Deal that Even Awed Them in Houston, N.Y. TIMES, Nov. 23, 2005, at

Cl.
192. See Suzanna Strangmeier, Gas Prices Still Driving Up Texas Rates, NAT. GAS WEEK, Dec. 26,

2005, at *1 (Lexis Nexis).
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320,614,840 megawatt hours in 2004.'9 The total revenue from sales of
electricity in Texas in 1999 was $18.25 billion, and in 2004, the total revenue
was $25.48 billion. 9 6 The total number of REPs and product offerings has
increased from thirty-five in 2002, to fifty-nine in 2004.197 Also, from 1997
to 2002, thirty-seven new generation plants were constructed, bringing in new
jobs and increasing production capacity. "' Capacity has increased eight times
more than the new capacity implemented by the State of California.'99

The economy in Texas is also impacted by the taxes the state levies on
the utility industry. Most of those taxes are placed into the general fund and
help meet the budget requirements of the various agencies, as well as fund the
many expenditures of the State.2" Texas imposes the miscellaneous gross
receipts tax on utilities that sell electricity to incorporated towns or
municipalities. 2

1' "The tax is computed by applying the prescribed tax rate to
the utility company's gross receipts from business in an incorporated city or
town.' ' 2°2 The tax is stratified where the rate is 0.581% for sales in cities of
more than 1,000 but less than 2,500 in population; the rate is 1.07% for sales
in cities of more than 2,500 but less than 10,000 in population; and the rate is
1.997 percent in cities of more than 10,000.203

Texas also imposes a Public Utility Gross Receipts Assessment, which
is a yearly tax of one-sixth of one percent (0.001667%) of the gross receipts
from rates charged to the ultimate consumer.2' 4 Utility taxes assessed for the
fiscal year ending August 31, 2005 equaled $418.4 million.205 The more
successful deregulation is, through increasing sales, the greater the tax
revenue that can be recovered. Therefore, the state legislature and state
agencies have a vested interest in the success of deregulation.

D. The PUC

The PUC retains several avenues of control over the deregulated electric
market. True-up proceedings are conducted by the Commission and it decides
a utility's ultimate stranded cost recovery amount. 0 6 The Commission is also

195. Energy Info. Admin., Historical EPA Electrical Sales and Revenues Spreadsheets: Sales by
States, at http://www.eia.doe.gov/cneaflelectricity/epalsales.state.xls (last visited Jan. 2, 2006).

196. Id.
197. PUB. UTIL. COMM'N, supra note 17, at 44.
198. Kiesling, supra note 3, at 11.
199. Id.
200. See Tex. Comptroller of Pub. Accounts, Frequently Asked Questions, at *2(2005), http://www.

window.state.tx.us/taxinfo/misc-.gr/faq-misc-.gr.html.
201. Id.
202. Id.
203. Id.
204. Id.
205. Id.
206. TEx. UTIL. CODE ANN. § 39.262 (Vernon Supp. 2005).
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authorized to oversee the rate setting process used by the utilities and even set
rates that will be charged, if necessary.0 7 Additionally, in non-ERCOT
regions of Texas, the PUC regulates the electricity market under the rules
implemented pre-deregulation, and the Commission retains oversight of the
eventual transition and incorporation of those non-ERCOT regions into the
deregulated market.20 8

The PUC must balance the interests of the utilities, the consumers, and
the impact of its decisions on the Texas economy, while enforcing the Texas
Legislature's intent. The success of deregulation of the electricity market is
attributable to the interplay of the PUC and the market stakeholders. 2

0
9

Stranded cost recovery has been a contentious issue because, even with the
advent of competition, consumers have not seen large rate differences and will
not see large differences in the future.2'

0 The PUC, through administrative
hearings and court proceedings, has attempted to enforce the legislature's
objectives. Environmental concerns also play into the stranded cost debate,
because new regulations by the Texas Commission on Environmental Quality
may add significant non-economic investment costs to the utilities.2 ' The
PUC must then analyze the impact on the stakeholders and decide the best
course of action for all of those involved. In the case of an additional stranded
cost due to the implementation of a more stringent environmental policy,
because the public will be the primary beneficiary of the new regulation, the
PUC will probably weigh that factor and decide that spreading the charge
through a large base of consumers is the best course of action.2 12

VII. CONCLUSION

Texas has learned valuable lessons in the implementation of deregulation.
The successful transition was buoyed by learning from other states' miscues
and successes, 213 and also by a willingness to employ innovative financial
techniques to ensure that the transition is fair and equitable to all of the
stakeholders.1 4 Investors pressure utilities to transform into efficient,
profitable competitors, and the utilities therefore have an incentive to fight any
negative ruling by the PUC. The bad news for consumers is that consumers

207. § 32.001.
208. § 39.452(f)-(g).
209. Kiesling, supra note 3, at * 1.
210. Tex. Comptroller of Pub. Accounts, Annual Financial Report for the 2005 Fiscal Year, at 1-2

(2005), at http://www.window.state.tx.us/taxbud/afr05/afrO5.pdf.
211. Public Util. Comm'n, Electric Restructuring and Air Quality: A Preliminary Analysis of

Reductions and Costs of Nitrogen Oxides Controls From Electric Utility Boilers in Texas, at *24 (1999),
http://www.puc.state.tx.us/electric/reports/tnrcc/elecairqualrpt.pdf.

212. See id.
213. See Kiesling, supra note 3, at *1.
214. See New Jersey, supra note 111, online.
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bear the full cost of legal disputes between the PUC and utility companies, 21
5

as well as the costs of rising natural gas prices. 6 The consumer is also
straddled with the stranded cost amount the utilities will recover, which rise
to between five and seven billion dollars.2 7 The stakeholder with perhaps the
greatest expectations, as well as the greatest ground to lose with deregulation
in the short term is the consumer, but the consumer could also be the big long-
term winner with competitive rates, reliable service, and the opportunity to
choose an electricity provider.

by Seth Gillen

215. CenterPoint Application, supra note 110, at * 1, *4. The PUC allowed CenterPoint to recover
over ten million dollars in legal fees through rate increases, but PUC did deny the recovery of any future
legal expenses, stating that the PUC would only approve incurred costs that could be verified by
documentation. Id. at *23.

216. Strangmeier, supra note 192, at *1.
217. Connie Corona, Pub. Util. Comm'n, Stafs Proposed Form for Publication in Project No.

21083: Cost Unbundling and Separation of Business Activities, Including Separation of Competitive
Energy Services and Distributed Generation (Sept. 2, 1999) at http://www.puc.state.tx.us/ruiles/rulemake
/21083/cost1090399m.cfm.
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