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I

The Public Utility Regulatory Act (PURA) first came into being in 1975.  At that time, the

Legislature established a comprehensive regulatory system for electric utilities.1  The Legislature

had concluded that these utilities were “by definition monopolies in the areas they serve,” and that

as a result “normal forces of competition which regulate prices in a free enterprise society do not
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operate.”2  Regulation was intended to be a substitute for competition.3  Although there were

changes over the years in the manner in which the PURA regulated the electric power industry, and

although by 1997 the Legislature had recognized that the wholesale electric industry was becoming

more competitive,4 regulation under the PURA remained “comprehensive.”5

In 1999, the Legislature decided to chart a new course for the provision of electric service

in Texas.  In the years intervening since 1975, partial deregulation at the federal level and

deregulation in other states had wrought significant changes in the electric industry on a national

level.  The Legislature concluded that it was in the public interest to establish a “fully competitive

electric power industry” in Texas.6  It enacted chapter 39 of the PURA and other amendments to

accomplish that goal and “to protect the public interest during the transition.”7

In order to achieve competition in the retail market for electricity, the amendments to the

PURA require existing utilities to “unbundle” the services that they provide.8  Each electric utility

must separate its business activities into distinct units: 1) a power generation company; 2) a retail

electric provider; and 3) a transmission and distribution utility.9  This is to be accomplished through

the creation of separate nonaffiliated companies, the creation of separate affiliated companies owned

by a common holding company, or the sale of assets to a third party.10



11Id. § 39.001(a).

12Id. § 39.251(7).  
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Underpinning the Legislature’s decision to restructure the electric power industry was its

finding that regulation was no longer warranted, except for regulation of transmission and

distribution services and regulation of the recovery of stranded costs:

The legislature finds that the production and sale of electricity is not a monopoly
warranting regulation of rates, operations, and services and that the public interest
in competitive electric markets requires that, except for transmission and distribution
services and for the recovery of stranded costs, electric services and their prices
should be determined by customer choices and the normal forces of competition.11

Stranded costs have a precise, technical definition under chapter 39 of the PURA:

“Stranded cost” means 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 of Statement of
Financial Accounting Standards No. 71 (“Accounting for the Effects of Certain
Types of Regulation”) for generation-related assets if required by the provisions of
this chapter.  For purposes of Section 39.262 [true-up proceeding], book value shall
be established as of December 31, 2001, or the date a market value is established
through a market valuation method under Section 39.262(h), whichever is earlier,
and shall include stranded costs incurred under Section 39.263 [stranded cost
recovery of environmental cleanup costs].12

Stranded costs can more generally be described as the difference between the market value of a

utility’s generation assets and the portion of the book value of those assets that is projected to be

unrecovered through rates that are based on market prices.  Under the regulatory scheme that existed

prior to 1999, a utility would have had an opportunity to recover prudent capital investments in its

rates through depreciation.  The Legislature concluded, after intensive study by the Public Utility

Commission and others, that those investments are unlikely to be recovered once a competitive retail

market based on the market price of electricity is established.  That is because for years to come,

existing utilities would have costs associated with historical costs of service or investments in

facilities while new sellers of electricity would not.  Accordingly, new marketers should be able to

sell electricity at prices that are lower than prices that would permit incumbent utilities to recover
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all their existing, embedded costs and capital investments.  In order to compete, existing utilities,

or more precisely their shareholders, would have to absorb those costs and losses on investments

because market prices would not provide a sufficient return.  The largest part of stranded costs for

utilities in Texas, including CPL, is attributable to investments in nuclear power plants that the

Commission previously found in rate proceedings were prudently incurred.

The Legislature determined that it is in the public interest for existing utilities to recover

certain stranded costs in charges that are “nonbypassable.”13  That means that with limited

exceptions, all retail electric customers in an existing utility’s service area will pay charges to allow

that utility to recover stranded costs regardless of whether those customers purchase their electricity

from that utility, switch to one of its competitors, or generate their own electricity.14

The Legislature similarly concluded that “regulatory assets” should be recoverable through

nonbypassable charges.15  The definition of “regulatory assets” is, like the definition of stranded

costs, technical:

 “Regulatory assets” means the generation-related portion of the Texas
jurisdictional portion of the amount reported by the electric utility in its 1998 annual
report on Securities and Exchange Commission Form 10-K as regulatory assets and
liabilities, offset by the applicable portion of generation-related investment tax
credits permitted under the Internal Revenue Code of 1986.16

Regulatory assets are a subset of generation-related costs reasonably incurred by a utility that the

Commission has determined in prior rate cases could be included in rates and recovered over a

period of years instead of at the time the expenditure was made.  They differ from “stranded costs,”

as defined above, because stranded costs are investments in or the cost of tangible assets.



17Id. §§ 39.201(f)-(l), 39.252.  

18Id. §§ 39.201(i), (j), 39.253.

19Id. § 39.262(k).

5

Regulatory assets are essentially bookkeeping entries that reflect a charge to be included in a

utility’s future rates.  In the Commission’s reports to the Legislature about major issues that would

arise if the electric power industry were deregulated, the Commission projected that all of a utility’s

regulatory assets would be stranded if competition in retail sales occurred and no provision was

included to address them.  That is because regulatory assets have no market value absent a

regulatory scheme that assures their recovery. 

In deciding to proceed with deregulation of retail rates, the Legislature concluded that

incumbent utilities should be allowed to recover stranded costs and regulatory assets through a

nonbypassable “competition transition charge” imposed under subchapters E and F of chapter 39

of the PURA.17  That charge would ultimately be paid by retail electric customers in an incumbent

utility’s geographic service area as part of the rates they pay for electric service regardless of

whether they receive service from the incumbent utility or choose a new provider.18  The only

exemption from competition transition charges is for users who receive power from certain

qualifying cogeneration or on-site facilities.19

The Legislature also established an alternative method by which a utility could recover

certain stranded costs and regulatory assets, which is through securitization financing under

subchapter G of chapter 39 of the PURA.  The Legislature authorized the Commission to adopt

financing orders that permit an electric utility to issue transition bonds or other evidences of



20Id. §§ 39.301, 39.302, 39.303.

21Id. § 39.301.

22Id.

23Id. § 39.302(2).

24Id. § 39.302(4).

25Id. §§ 39.302(6), 39.304.

26Id. §§ 39.302(7), 39.303, 39.306.
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indebtedness.20  The proceeds of the bonds must be used to reduce the amount of recoverable

regulatory assets and stranded costs through refinancing or by retiring a utility’s debt or equity.21

The Commission is directed by section 39.301 of the PURA to ensure that securitization of

costs by a utility results in benefits to consumers.  Section 39.301 provides: 

The commission shall ensure that securitization provides tangible and quantifiable
benefits to ratepayers, greater than would have been achieved absent the issuance of
transition bonds. . . .  The amount securitized may not exceed the present value of the
revenue requirement over the life of the proposed transition bond associated with the
regulatory assets or stranded costs sought to be securitized.22

A securitization financing order establishes “transition charges” to be paid by retail

customers in a utility’s service area that allow recovery of “qualified costs.”23  Qualified costs

include all of an electric utility’s regulatory assets and seventy-five percent of certain stranded costs,

plus the cost of issuing, supporting and servicing transition bonds, and costs of retiring or refunding

existing debt and equity securities in connection with the issuance of transition bonds.24  Transition

bonds are to be secured by or payable from “transition property,” which includes the right to impose

and collect transition charges.25  Accordingly, transition charges to retail customers will retire the

transition bonds by paying all principal and interest.  The transition charges, like competition

transition charges, are nonbypassable and are allocated among electric consumers in an incumbent

utility’s service area in the same manner as competition transition charges.26



27Id. § 39.262.

28Id. § 39.307.
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The PURA sets forth a “true-up” mechanism that is intended to ensure that no utility

overrecovers stranded costs through competition transition charges.27  There is also a true-up

mechanism for transition charges imposed as part of the securitization procedure to ensure that those

charges will be sufficient to meet transition bond obligations but will not generate any revenue

beyond those requirements.28 

The financing order at issue in this caseauthorizes CPL to obtain securitization financing for

the net amount of $763,734,489 in regulatory assets.  The financing order establishes transition

charges to ensure payment of the transition bonds.  None of CPL’s stranded generating plant costs

are included in the financing order.  Stranded generating plant costs are to be estimated in a

proceeding that was pending before the Commission at the time this case was submitted.  That

proceeding is not part of these appeals.  Nevertheless, the appeal by Power Choice broadly

challenges the constitutionality of transition charges, irrespective of whether the underlying

transition bonds securitize regulatory assets or stranded costs.  Because Power Choice’s principal

challenges would moot the appeal by the City of Corpus Christi and others, we turn first to Power

Choice’s appeal.

II

Power Choice hopes to compete with CPL in the geographic area in which CPL is currently

authorized by the Commission to provide service.  The financing order under consideration

establishes transition charges and directs all retail electric suppliers in CPL’s service area, which

would include Power Choice, to collect those transition charges and pass them on to CPL. 

Power Choice contends that the entire securitization scheme under the PURA is

unconstitutional on several grounds.  Power Choice argues that the nonbypassable charges are not



29Barshop v. Medina County Underground Water Conservation Dist., 925 S.W.2d 618, 627 (Tex. 1996) (citing
Texas Workers’ Comp. Comm’n v. Garcia, 893 S.W.2d 504, 518 (Tex. 1995)); see also Appraisal Review Bd. of
Galveston County v. Tex-Air Helicopters, Inc., 970 S.W.2d 530, 534 (Tex. 1998).  

30893 S.W.2d at 518 n.16.
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rates because, it contends, they are unrelated to the cost of electricity that is actually used by retail

customers.  Power Choice also contends that transition charges are not rates because they are

unrelated to any service provided to customers if they choose to purchase electricity from retail

providers other than an incumbent utility.  Power Choice further asserts that transition charges have

no underlying public purpose because they are only a transfer of money from one private party to

another.  The result, Power Choice contends, is that the securitization provisions violate “the

protections of the tax, taking, and appropriation and grant clauses of the Texas Constitution.”  Power

Choice relies on Article VIII, Section 3; Article I, Section 17; Article XVI, Section 6, and Article

III, Section 51 of the Texas Constitution.

In approving CPL’s financing order, the Commission did not specifically address Power

Choice’s constitutional arguments, apparently concluding that it lacked the power to rule on them.

Power Choice appealed to a Travis County district court in accordance with section 39.303(f) of the

PURA.  That court rejected all of Power Choice’s arguments, holding that the securitization

provisions of the PURA did not violate any of the sections of the Texas Constitution on which

Power Choice relied.

In this Court, as in the district court, Power Choice primarily mounts a facial challenge to

the constitutionality of the securitization provisions of the PURA.  To sustain that challenge, Power

Choice “must establish that the statute, by its terms, always operates unconstitutionally.”29  In Texas

Workers’ Compensation Commission v. Garcia we explained the difference between a facial

challenge and an “as applied” challenge.30  In the latter a party concedes that a statute is generally



31Id. (citing Texas Ass’n of Bus. v. Texas Air Control Bd., 852 S.W.2d 440, 450 (Tex. 1993) and Nelson v.
Krusen, 678 S.W.2d 918, 922 (Tex. 1984) (holding two-year medical limitations statute unconstitutional as applied to
a plaintiff who could not discover the injury during the two-year period)).

32The takings clause in the Texas Constitution provides:

No person’s property shall be taken, damaged or destroyed for or applied to public use
without adequate compensation being made, unless by the consent of such person; and, when taken,
except for the use of the State, such compensation shall be first made, or secured by a deposit of
money; and no irrevocable or uncontrollable grant of special privileges or immunities, shall be made;
but all privileges and franchises granted by the Legislature, or created under its authority shall be
subject to the control thereof.

TEX. CONST. art. I, § 17.

33Arkansas Elec. Coop. Corp. v. Arkansas Pub. Serv. Comm’n, 461 U.S. 375, 377 (1983) (citing Munn v.
Illinois, 94 U.S. 113 (1877)).
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constitutional but contends that the statute is unconstitutional when applied to a particular person

or set of facts.31  We consider each of Power Choice’s constitutional challenges in turn.

III

Power Choice asserts that transition charges constitute a taking of money from consumers

of electricity that is uncompensated because the charges are unrelated to the current provision of

electric service in a competitive market.  Power Choice contends that for customers of an incumbent

utility, the transition charges bear no relation to the current market value of the electricity received,

and that customers of a new provider will receive nothing at all in return for their payment of

transition charges.  We are unpersuaded that transition charges are a taking without adequate

compensation in violation of Article I, Section 17 of our Texas Constitution.32 

A

The first question that we must resolve is what analytical framework applies in determining

whether charges by a utility amount to an unconstitutional taking.  Historically, states have regulated

utilities and utility rates under the police power.  The United States Supreme Court has said that “the

regulation of utilities is one of the most important of the functions traditionally associated with the

police power of the States.”33  States have the authority to regulate public utility rates as long as the



34St. Joseph Stock Yards Co. v. United States, 298 U.S. 38, 51 (1936) (explaining constitutional limits on a
legislature’s ratemaking authority).

35Id. at 50.

36Los Angeles Gas & Electric Corp. v. R.R. Comm’n of California, 289 U.S. 287, 304 (1933).

37Id. at 305; see also St. Joseph Stock Yards, 298 U.S. at 53.

38Mayhew v. Town of Sunnyvale, 964 S.W.2d 922, 933 (Tex. 1998).

39289 S.W.2d 559, 563 (Tex. 1956).
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rates do not result in a “deprivation of property without due process of law or the taking of private

property for public use without just compensation.”34  Within those confines, a state has broad

discretion.35  The United States Supreme Court has also said that in reviewing rates set under a

state’s authority, courts “do not sit as a board of revision, but to enforce constitutional rights.”36  The

question is “whether the rates as fixed are confiscatory,” and a “[c]ourt may not interfere with the

exercise of the State’s authority unless confiscation is clearly established.”37

This Court has not previously considered in any depth when utility rates constitute a taking

within the meaning of the Texas or United States Constitutions.  We have noted the similarity

between the federal takings clause and the prohibitions of Article I, Section 17 of the Texas

Constitution.38  And in Railroad Commission v. Houston Natural Gas Corp., we looked to United

States Supreme Court decisions for general guidance on when rates would constitute a taking of a

utility’s property.39

In this case, a utility is not contending that rates have been set so low that there has been a

taking of its property.  Instead, Power Choice contends that rates in the form of transition charges

will constitute a taking from consumers regardless of the amount of those rates and regardless of

which consumers pay them.  As in other takings contexts, the reasoning in decisions of the United

States Supreme Court that have arisen in the context of complaints by consumers that a utility’s rates

are unjust and unreasonable is instructive.



40320 U.S. 591, 594 (1944).

41Id. at 601 (quoting Federal Power Comm’n v. Natural Gas Pipeline Co., 315 U.S. 575, 582 (1942)).

42Id. at 602.

43390 U.S. 747, 770 (1968).

44320 U.S. at 603.
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In Federal Power Commission v. Hope Natural Gas Co.,40 consumers and regulatory

agencies contended that rates charged by a utility were excessive and unreasonable within the

meaning of the Natural Gas Act.  The United States Supreme Court reaffirmed in that case that

Congress had the constitutional authority to regulate the rates at issue and that Congress’s authority

was “at least as great under the Fifth Amendment as is that of the States under the Fourteenth

[Amendment] to regulate the prices of commodities in intrastate commerce.”41  Therefore, when a

consumer filed a complaint, the Federal Power Commission was free to establish rates as long as

those rates were just and reasonable.42  The United States Supreme Court later explained in Permian

Basin Area Rate Cases, that “the just and reasonable standard of the Natural Gas Act ‘coincides’

with the applicable constitutional standards,” and that “any rate selected by the [Federal Power]

Commission from the broad zone of reasonableness permitted by the Act cannot properly be

attacked as confiscatory.”43  The Supreme Court had also explained in Hope Natural Gas that the

“rate-making process under the [Natural Gas] Act, i.e., the fixing of ‘just and reasonable’ rates,

involves a balancing of the investor and the consumer interests.”44  The Court elaborated in Permian

Basin that as long as a regulatory authority has balanced the interests of consumers and investors,

rates established within a zone of reasonableness are not subject to attack as confiscatory:

Accordingly, there can be no constitutional objection if the [Federal Power]
Commission, in its calculation of rates, takes fully into account the various interests
which Congress has required it to reconcile.  We do not suggest that maximum rates
computed for a group or geographical area can never be confiscatory; we hold only
that any such rates, determined in conformity with the Natural Gas Act, and intended



45390 U.S. at 770 (citing Hope Natural Gas, 320 U.S. at 603).

46Banton v. Belt Line Ry. Corp., 268 U.S. 413, 422-23 (1925).

47Denver Union Stock Yard Co. v. United States, 304 U.S. 470, 483 (1938).

48Campaign for Ratepayer Rights, 766 A.2d 702, 706 (N.H. 2001).

49Id. at 706 (quoting Pub. Serv. Co. of N.H., 539 A.2d 263, 268 (N.H. 1988)).
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to “balanc[e] . . . the investor and the consumer interests,” are constitutionally
permissible.45 

Rates may be substantially higher than the lowest reasonable rate that is not confiscatory to

a utility and yet not be excessive when charged to a consumer.46  The United States Supreme Court

has said that a regulatory authority “is not required to prescribe rates so low as to be barely sufficient

to withstand attack on the ground of confiscation, but is at liberty within limits that [it] may find to

be just and reasonable to establish higher rates.”47  Accordingly, the zone of reasonableness for

takings clause purposes is bounded on one end by rates that would constitute a confiscation of a

utility’s property and bounded on the other by rates that would be excessive or unjust or

unreasonable if a consumer were required to pay them.  

Recently, the Supreme Court of New Hampshire utilized the “zone of reasonableness”

principles when it was called upon to review legislation that deregulated certain aspects of that

state’s electric power industry.48  In considering the contention that charges for stranded costs are

an unconstitutional taking, the court’s analysis turned on whether the rate allowing recovery of

stranded costs was a just and reasonable one “‘fal[ling] within the zone of reasonableness between

confiscation of utility property or investment interests and ratepayer exploitation.’”49 

Armed with these basic principles, we consider Power Choice’s arguments.

B

Power Choice contends that consumers should not be burdened with obligations that an

incumbent utility incurred in the past to provide service or build facilities because those costs are



50TEX. UTIL. CODE § 39.001(a).

51Id. § 39.001(b)(2).

52State v. Pub. Util. Comm’n, 883 S.W.2d 190, 197-200 (Tex. 1994).

53Id. at 199-200.

54Tex. Pub. Util. Comm’n, Application of Central Power & Light Company for Authority to Change Rates,
Docket Nos. 8646, 9141, 9595 & 9561, 16 TEX. P.U.C. BULL. 1876, 1878, 1896 (Oct. 19, 1990); Tex. Pub. Util.
Comm’n, Application of Central Power & Light Company for Rate Changes and Inquiry into the Company’s Prudence
with Respect to South Texas Project Unit 2, Docket No. 9561, 17 TEX. P.U.C. BULL. 157, 357, 368 (Dec. 19, 1990).
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unrelated to the current provision of electric service.  The first question that we must decide, then,

is whether, “during the transition to and in the establishment of a fully competitive electric power

industry,”50 it is unjust or unreasonable for the Legislature to establish rates that will “allow utilities

with uneconomic generation-related assets and purchased power contracts to recover the reasonable

excess costs over market of those assets and purchased power contracts.”51  Stated another way, is

it unjust or unreasonable, and therefore confiscatory as to consumers, for the Legislature to allow

an incumbent utility to recover through transition charges costs incurred for construction of a power

generation infrastructure?

We have held that it is not unjust or unreasonable to permit a utility to recover past costs over

a future period through rates.52  Indeed, we previously held in State v. Public Utility Commission that

the largest part of regulatory assets addressed by the financing order at issue in this case, which is

CPL’s Deferred Accounting asset, may be recovered over a period of years in rates.53  CPL

participated in the construction of the South Texas nuclear plant.  When that plant first went into

operation, there were costs incurred between the date of commercial operation and the effective date

of new rates set by the Commission.  The Commission created deferred accounts for those costs and

found that all amounts in certain of CPL’s deferred accounts relating to the South Texas Nuclear

Project were prudent and reasonable and should be recovered in CPL’s rates over the forty-year life

of the South Texas project.54  This Court approved of the creation of deferred accounting assets for



55State v. Pub. Util. Comm’n, 883 S.W.2d at 193-96.

56Indianapolis Power & Light Co. v. Pennsylvania Pub. Util. Comm’n, 711 A.2d 1071, 1079 (Pa. Commw. Ct.
1998); cert. denied, 526 U.S. 1005 (1999).

57Id.

58Transmission Access Policy Study Group v. Federal Energy Regulatory Comm’n, 225 F.3d 667 (D.C. Cir.
2000).

59Id. at 699.

14

CPL’s investment in the South Texas Nuclear Project.55  If the PURA had not been amended,

existing and future customers served by CPL’s system would pay those costs over time, even though

the actual expenditures or investments were made a number of years ago. 

The transition charges under the PURA are essentially a conversion from one form of

recovering certain costs in rates to another.  Through transition bonds, the costs that a utility would

otherwise have had the opportunity to  recover in rates are to be refinanced.  At least one court has

characterized transition charges like those at issue here as “nothing more than a different

manifestation of the previously regulated rates.”56  That court went on to explain that transition

charges are simply a novel means of continuing regulation:

Had Pennsylvania continued the system in effect prior to the Competition Act, PUC
would have allowed PECO to recover these costs through the rates it charged for its
“bundled” services without labeling them transition charges.  The stranded-cost
provisions are simply a novel way to accommodate the need for recovery of these
costs consistent with traditional state regulation.57 

Spreading the recovery of costs incurred in the past over a period of years is not a concept

unique to regulation of utilities in Texas.  Recently, the United States Court of Appeals for the

District of Columbia Circuit had occasion to review orders of the Federal Energy Regulatory

Commission that partially deregulated the interstate electric industry and provided for recovery of

stranded costs, including regulatory assets.58  The D.C. Circuit observed that regulatory assets are

“nonrecurring costs approved by regulators that, in order to avoid rate increases, were recovered

over a period of years instead of at the time the expenditures were made.”59  Similarly, the Supreme



60Office of Consumer Counsel v. Dep’t of Pub. Util. Control, 742 A.2d 1257, 1263 (Conn. 2000).

61Campaign for Ratepayer Rights, 766 A.2d at 706.

62Id. (quoting Transmission Access Policy Study Group, 225 F.3d at 708). 

63924 S.W.2d 933 (Tex. 1996).

64Id. at 936-37.
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Court of Connecticut has observed that “[i]n order to avoid rate shock, commissions often will

permit utility companies to recover their expenses from ratepayers on a deferred basis, listing the

ratepayers’ debt as a ‘regulatory asset.’”60  The fact that rate recovery of these costs was and is to

be spread over time does not render the rates unjust or unreasonable.  The Supreme Court of New

Hampshire recently rejected the argument that stranded cost recovery was unconstitutional because

it allowed recovery of past investment in generation assets.61  That court confirmed that “‘current

rates often include past costs that utilities deferred in order to avoid rate increases.’”62

Implicit, if not explicit, in these fundamental ratemaking principles is the recognition that

even though a particular consumer does not derive a direct benefit from the use of particular assets,

that does not render rates that include costs associated with those assets unjust or unreasonable.  We

considered a similar proposition in Cities for Fair Utility Rates v. Public Utility Commission.63  The

issue was whether existing consumers can be required to bear costs that would benefit future

customers, rather than whether consumers can be required to bear historical costs.  But the argument

made in Cities was essentially the same argument that Power Choice makes.  In Cities, existing

consumers complained that there would be an unfair and unlawful allocation of costs as between

them and future ratepayers if a utility were allowed to recover costs incurred in connection with

facilities that were not planned to go online for several years.  We held that expenditures for “plant

held for future use, or PHFU” could be included in a utility’s rate base before the plant went into

service.64  We recognized that a regulated utility must make long-term plans and investments to meet



65Id. at 937.

66Id. at 941.

67Id.

68571 S.W.2d 503, 516 (Tex. 1978).

69TEX. UTIL. CODE § 39.252(a) (emphasis added).
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the future needs of those in its service area.  We said that in balancing the differing interests between

present and future ratepayers, it was permissible for the Commission to require existing customers

to pay costs associated with plans for future service:

While it is not fair to charge present ratepayers with the cost of future service, neither
is it fair to burden future ratepayers with unnecessarily high acquisition costs because
a utility was discouraged from making prudent long-term plans.  PHFU expenses are
used and useful because they are a necessary part of planned investments.  Most
states include PHFU in rate base in some circumstances.65

We accordingly held that a utility could include approximately $93 million of costs incurred in

connection with a generating plant that it planned to build in ten years.66  Even though the utility

ultimately cancelled completion of the plant, there was evidence that the utility had plans to bring

the plant online at some point in the future when it included costs associated with the plant in its rate

base.67  We had previously held in Southwestern Bell Telephone Co. v. Public Utility Commission

that a utility could include in rate base the cost of land acquired for future use.68

Under the PURA, a utility’s recovery of regulatory assets through rates has, by definition,

been determined in previous rate cases to be within the zone of reasonableness as between a utility

and the customers who would pay its rates.  And by definition, stranded costs were incurred in

providing electric power service.  Under the 1999 amendments to the PURA, a utility may recover

only “net, verifiable, nonmitigable stranded costs incurred in purchasing power and providing

electric generation service.”69  Rates that permit recovery of regulatory assets or net, verifiable,

nonmitigable costs incurred in connection with the provision of electric generation service are not



70Banton, 268 U.S. at 422-23.

71Permian Basin, 390 U.S. at 770 (holding that “any rate selected by the Commission from the broad zone of
reasonableness permitted by the Act cannot properly be attacked as confiscatory”).

72Denver Union Stock Yard Co., 304 U.S. at 483.
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confiscatory, even if the time period over which those costs are recovered does not coincide with

the time that the costs were actually incurred or the time that the electric generation service was

provided.

Were it otherwise, no residential rates could pass constitutional muster.  Residential

customers continually move in and out of a utility’s service area.  Rates are not adjusted so that each

consumer pays only for costs incurred by the utility when that consumer actually lived in the area

and was served by the utility.  It would be utterly impracticable to set and then continually adjust

rates on such a basis.

Another ground on which Power Choice bases it takings argument is that unless a utility has

the constitutional right to recover stranded costs and regulatory assets, it would be unconstitutional

for the Legislature to allow recovery of those costs and assets.  We need not and do not decide

whether an incumbent utility’s constitutional rights would be abridged if it were not permitted to

recover stranded costs.  As we have seen from some of the decisions discussed above, a regulator

may lawfully allow a utility to recover certain costs even though a denial of recovery of those costs

would not amount to confiscation from a utility.70  In balancing the competing interests of consumers

and a utility’s investors, there is a zone of reasonableness within which a regulatory authority may

set rates.71  The Constitution does not prohibit the regulator from permitting recovery, as long as the

rates consumers are required to pay are not excessive, unjust, or unreasonable.72  In balancing the

interests of consumers and public utilities, the Legislature can constitutionally conclude that a utility

is entitled to recover reasonable costs associated with the generation of electric power. 
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In sum, a regulatory authority, and certainly the Legislature, may conclude that it is

appropriate to spread recovery of a utility’s costs over time.  The fact that a particular consumer does

not derive a direct benefit from the past use of particular assets does not render rates that include

costs associated with those assets confiscatory.

C

Power Choice argues that the PURA’s securitization provisions result in a taking as to new

customers moving into a utility’s service area and a utility’s existing customers, at least if these new

and existing customers choose to purchase power from a new supplier.  Those consumers, Power

Choice contends, receive no benefit at all from a utility’s past investments or costs.  This is an as-

applied challenge, rather than a facial challenge.

For many of the reasons that we discussed in section IIIB above, we reject Power Choice’s

argument that transition charges are confiscatory as to new and existing consumers who will buy

electricity from suppliers other than CPL.  If the Legislature had not enacted the 1999 amendments

to the PURA, many new and existing consumers who will now want to buy power from a new

supplier would have been served by an incumbent utility.  As explained above, many customers

would not have had the option under the previous regulatory regime to seek another supplier because

there would have been no other supplier.  Those consumers would have been required to pay rates

that allowed the incumbent utility to recover costs associated with obligations incurred in the past,

even though those particular consumers may not have been customers of the utility when it incurred

the costs or obligations.

It is not unjust or unreasonable to require consumers for whose benefit an electric power

generation infrastructure was constructed to share in some of the costs of that infrastructure, even

though they may not directly benefit from it under the new regulatory scheme.  Under the regulatory

scheme in which regulatory assets were created and stranded costs were incurred, an electric utility



73See Former TEX. REV. CIV. STAT. ANN. art. 1446c §§ 37, 58; Former TEX. REV. CIV. STAT. ANN. art. 1119,
Act of Apr. 2, 1937, 45th Leg., R.S., ch. 144, § 1, 1937 Tex. Gen. Laws 274, 274-75 (current version at TEX. UTIL. CODE
§§ 11.001, et seq.); Former TEX. REV. CIV. STAT. ANN. art. 1175 (12), amended by Act of May 10, 1999, 76th Leg., R.S.,
ch. 227, § 27, 1999 Tex. Gen. Laws 721, 1055 (current version at TEX. REV. CIV. STAT. ANN. art. 1175(1)). 
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had a public-service obligation to render service to all those in its service area at regulated rates.73

As one court has explained, stranded costs “are the costs prudently incurred by the local utilities that

will not be recoverable through market-determined prices, and that result from the utilities’ reliance

on the previous regulatory structure.”74  Those costs will be stranded because market rates are likely

to be set and driven by new suppliers who are unlikely to have historical generation costs.  The new

suppliers therefore can sell electricity at a lower price than most incumbent utilities.  Market prices

will not, in all probability, generate enough revenue for existing utilities to cover their historical,

embedded costs.

Regulatory assets were created and stranded costs were incurred as part of prudent planning

not only for customers the utility was then serving but for anticipated future customers as well.  It

is not unjust or unreasonable, and therefore it is not confiscatory, to charge rates to present and

future retail consumers in a utility’s service area that will allow a utility to recoup regulatory assets

and stranded costs associated with these outlays of capital.  This is so even if the consumers do not

buy power from an incumbent utility such as CPL but obtain service from a new provider in CPL’s

service area.  Were it not for the historical expenditures made by incumbent utilities over the years

to construct generating capacity, the extensive electric power grid that will now allow new suppliers

to enter the market would not exist in its present form.  There would be far fewer transmission and

distribution lines in existence today if fewer generating facilities had been built.  Competition, much

less statewide service, would not be as economically feasible without generation facilities and the

infrastructure that was connected to them. 



75TEX. UTIL. CODE § 39.153(a).
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Although it is not critical to our takings analysis, we note that retail customers who otherwise

would have been served by an existing utility but who will choose another provider in the new era

of competition may have their electricity generated by facilities built by the existing utility in their

service area.  Under the PURA, an existing utility must sell at auction at least fifteen percent of its

generation capacity.75  That obligation continues until the earlier of five years from the date

customer choice is introduced or the date the Commission determines that forty percent or more of

the electric power that was consumed by residential and small commercial customers in an

incumbent utility’s service area before customer choice began is provided by someone other than

the incumbent utility or an affiliate.76  Accordingly, consumers in an incumbent utility’s service area

or their new suppliers will have the opportunity to purchase at least fifteen percent of the power

generated by the incumbent utility’s facilities, including nuclear plants that account for a large

portion of stranded costs. 

In the interim between September 1, 1999 and January 1, 2002, an electric utility’s rates are

frozen at the September 1, 1999 level, with certain exceptions.77  Existing customers and new

customers entering an incumbent utility’s service area are thus assured of rate certainty during this

interim.

Residential and small commercial customers will also have the right to continue to purchase

electricity from an incumbent utility or its affiliated retail electric provider at a frozen “price to beat”

for a period of time up to January 1, 2007.78  There are detailed requirements in the PURA of how

the “price to beat” is determined, but it is in essence six percent less than the rates in effect on
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January 1, 1999.79  Accordingly, new residential and small commercial customers will have the

choice of purchasing power from an incumbent utility at frozen rates or purchasing power from

another provider.

The foregoing scheme indicates that the Legislature intended that the overall structure and

impact of the securitization provisions and the move to partial deregulation would benefit most

consumers.  There are tangible services that are likely to be provided to many existing customers

as well as many new consumers who enter an incumbent utility’s service area after its regulatory

assets were created and its stranded costs were incurred, particularly if those consumers would have

been served by the incumbent utility had the former scheme of regulation remained in place.  The

Legislature’s scheme does not result in an unconstitutional taking as to these new or existing

consumers.  It is within the Legislature’s province to decide that all segments of the power industry,

including new consumers, should bear the costs of partial deregulation through rates. 

We do not decide whether the securitization provisions of the PURA would result in an

unconstitutional taking as applied to a new consumer if that consumer could demonstrate that its

electric service would not have been provided by an incumbent utility if regulation had been

continued and that no part of the electric service that the consumer has or will receive is generated

by an incumbent, its affiliate or a purchaser of its assets, or is transmitted or distributed over or

through facilities that were owned or constructed by an incumbent utility or its affiliate.  A challenge

mounted on that basis would be a particularized “as applied” challenge that Power Choice does not

make in this case.   For the reasons considered above, we conclude that the district court did not err

in rejecting Power Choice’s constitutional challenges to transition charges.



80Id. §§ 39.201(i), (j), 39.253.

81The Texas Constitution provides under the heading of “General laws; public purposes” that: “Taxes shall be
levied and collected by general laws and for public purposes only.”  TEX. CONST. art. VIII, § 3.

22

IV

Power Choice contends that the nonbypassable transition charges contemplated by the PURA

are a tax, not a rate or a regulatory fee.  With limited exceptions, transition charges will be paid by

all electric power consumers in CPL’s geographic service area regardless of whether those

consumers buy electricity from CPL or some other supplier.80  Power Choice asserts that the PURA

will allow Texas utilities to pass through to retail consumers approximately $8.4 billion for

generation capacity that is of no benefit to those consumers.  The effect of these nonbypassable

charges, Power Choice argues, is to shift risk and cost from a utility’s shareholders to consumers.

This, Power Choice says, is an exercise of sovereign power that is not for a public purpose and

therefore amounts to a tax in violation of Article VIII, Section 3 of the Texas Constitution.81

Alternatively, Power Choice contends that if transition charges are for a public purpose, then they

should be collected from all the people of Texas as a general tax, not levied as a utility rate.  Power

Choice’s arguments are unpersuasive. 

A

In determining whether transition charges are a tax rather than a utility rate, it is important

to consider who is to pay those charges under the PURA’s regulatory scheme and what the charges

represent.  When the Legislature implemented the securitization provisions of the PURA, it made

a conscious decision about who is to bear certain costs associated with the transition from regulated

electric retail rates to market-based retail rates.  The Legislature determined that with limited

exceptions, certain costs of the transition should be borne by all consumers of electricity in an

incumbent utility’s service area rather than by that utility’s shareholders.  The Legislature’s decision

was consistent with how those same costs would have been allocated if the former regulatory



82See TEX. UTIL. CODE §§ 39.259(c) (providing that for purposes of determining stranded costs “items in
invested capital [other than those in (a) and (b)] shall be as approved in the electric utility’s last rate proceeding before
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scheme had been left in place.  As we discussed above, incumbent utilities had an obligation to

prudently plan to serve future consumers.  Consumers of electricity for the most part would have

purchased power from an incumbent utility and would have paid through rates, not taxes, costs that

the incumbent utility incurred in the past in preparation to render service in the future.  It is only

because of partial deregulation that other suppliers, such as Power Choice, will be able to compete

with incumbent utilities, such as CPL, and consumers will have a choice of suppliers.

Many of the costs that are to be securitized and recovered through transition charges are

costs that the Commission determined in prior rate cases should be recovered directly by a utility

through its rates because those costs were prudently incurred in connection with providing electric

service.82  If the PURA had not been amended to restructure the electric industry, CPL would have

had the opportunity to recover stranded costs and regulatory assets through its rates.  Existing and

future customers served by CPL would have paid these costs over time, even though the actual

expenditures or investments were made by CPL a number of years ago.  The fact that rate recovery

of these same costs will now be through transition charges does not convert the nature of these

charges from utility rates to taxes.  As we explained in more detail above, transition charges under

the PURA are essentially a conversion from one form of recovering the same costs in rates to

another.  

B

In arguing that transition charges cannot be lawful rates and therefore must be considered

a tax, Power Choice asserts that transition charges are not “related to any service, product, or

commodity” and thus do not satisfy the “used and useful” test.  Power Choice also asserts that

transition charges amount to retroactive ratemaking in violation of the filed rate doctrine.
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In support of its “used and useful” argument, Power Choice cites this Court’s decision in

Cities for Fair Utility Rates v. Public Utility Commission.83  In that case, we quoted former PURA

section 2.203(a), which used the phrase “used and useful,” and we said that under that code

provision, rates must include a component that allows a reasonable return on invested capital that

is used and useful in rendering service.84  

Stranded costs include so-called bricks and mortar capital expenditures for generating

facilities.85  Those facilities were used or held in the past to enable the utility to provide service.

Power Choice complains only that these investments will not be “used” or “useful” with regard to

future service.  Even were that true, this and other courts have recognized that a regulatory authority

may legitimately conclude that costs incurred in the past should be spread out in rates in the future

in order to avoid sharp increases in rates or “rate shock.”86  With regard to regulatory assets, by

definition, the Commission has previously found that these costs are recoverable through rates

because they were prudently incurred and used and useful in connection with the generation of

power.87  

The Supreme Court of New Hampshire confronted the contention that recovery of stranded

costs was unconstitutional because it violated the used and useful principle of ratemaking.88  That

court held that even if it were to agree that stranded cost recovery charges were associated with
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property that was no longer used and useful, that “principle is not constitutionally mandated.”89 

Similarly, in Rural Telephone Coalition v. Federal Communications Commission,90 the United

States Court of Appeals for the District of Columbia Circuit rejected an argument indistinguishable

from Power Choice’s “used and useful” argument.  In that case, the FCC allowed a gradual phase-

out of terminal equipment costs in telephone carriers’ accounts even after those carriers no longer

furnished terminal equipment because of deregulation.  The reviewing court affirmed this rate

treatment, holding that the FCC had the authority to conclude that immediate removal of embedded

costs from rates would be unacceptably disruptive and that the doctrine of “used and useful” was

one of “limited weight” and had “‘ceased to have any constitutional significance.’”91

Power Choice relies on our decision in State v. Public Utility Commission92 and the United

States Supreme Court’s decision in Arkansas Louisiana Gas Co. v. Hall,93 contending that transition

charges violate the filed rate doctrine.  Power Choice asserts that under that doctrine,  rates can only

have prospective effect and that rates cannot allow a utility to recoup past losses.  We explained in

State v. Public Utility Commission that the “rule against retroactive ratemaking is often

misunderstood and misapplied.”94  We held in that case that utilities could defer costs associated

with construction and start-up of new power generation facilities and include those costs in future

rates.  The Commission’s orders setting rates did “not allow the utilities to recoup losses resulting

from previously set rates which were insufficient.”95  Here, the Legislature did not conclude that
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previously set rates were insufficient.  It determined that it was in the public interest to “allow

utilities with uneconomic generation-related assets and purchased power contracts to recover the

reasonable excess costs over market of those assets and purchased power contracts” during “the

transition to and in the establishment of a fully competitive electric power industry.”96

Moreover, the filed rate doctrine does not prohibit a regulatory authority from finding that

an existing rate is unreasonable and determining the just and reasonable rate to be charged

thereafter.97  The filed rate doctrine prohibits a regulatory authority “from imposing a rate increase

for [a commodity] already sold.”98  Transition charges do not increase rates for power already sold.

They are part of the price for power that will be sold in the future.  They allow the continued

recoupment of costs that would have been recovered by utilities through rates under a prior

regulatory scheme.

C

Power Choice cites this Court’s decision in Conlen Grain,99 arguing that because the

Commission has assessed transition charges under a financing order, those charges purport to raise

revenue for a public purpose and therefore constitute a tax.  It does not matter, Power Choice says,

that the money is not paid into state coffers.  The state is using its power to order collection of

transition charges. 

In Conlen Grain, agricultural producers voted under the Texas Commodity Referendum

Act100 to create a board that levied assessments to be used for developing research programs, disease
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control, education, and marketing.  Under the Act, the board was expressly an agency of the state.

This Court held that the assessment was an occupation tax that violated Article VIII, Section 1 of

the Texas Constitution, which prohibited an occupation tax on an agricultural pursuit.101  During the

course of our opinion in Conlen Grain, we said that one reason the assessments constituted a tax was

because their primary purpose was to generate revenue to be used by an agency of the state and that

the agency could use that revenue as it considered proper for public purposes:

[The assessments on producers] are levied periodically to provide a fairly constant
source of revenue that is expended by an agency of the state as it considers proper
for the support of programs calculated to increase the production and use of
particular agricultural commodities.  These programs doubtless promote the
economic welfare of many who are engaged in producing the commodities, but the
assessment paid by any particular person is not necessarily related to the benefits that
will be received by that person through the Board’s expenditure of the money he
paid.  The levy is not a special assessment.102

We then said that because the power of the state was used to deprive commodity producers of money

or at least the use of money until the assessment was refunded, and because the primary purpose of

the assessment was to raise revenues, it was a tax.103

The transition charges imposed by the PURA are different from the assessments in Conlen

Grain in at least one important respect.  Transition charges are not used by an agency of the state.

Transition charges are used by an electric utility to retire debt or equity associated with its stranded

costs and regulatory assets related to the generation of electric power.  Transition charges are

analogous to an allocation of costs between intrastate and interstate telephone service providers that

was held not to be a tax by the United States Court of Appeals for the District of Columbia Circuit

in Rural Telephone Coalition.104  In that case, the FCC determined that interstate carriers should
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shoulder twenty-five percent of local phone exchanges’ “non-traffic sensitive” costs even though

those costs did not increase as a result of increased interstate use.105  In holding that this allocation

did not amount to a tax, the court observed that “a regulation is a tax only when its primary purpose

judged in legal context is raising revenue,” and that “[t]here is no reasonable way to construe the

[non-traffic sensitive] cost allocation as having the primary purpose of raising federal revenue.”106

It is beyond dispute that in the prior, regulated environment, the Legislature had the authority

to require retail electric customers to pay the costs represented by a utility’s regulatory assets

through utility rates.  That authority still exists even though the Legislature has decided to partially

deregulate the electric power industry.  The fact that the Legislature has chosen to continue to

require consumers to pay the costs represented by a utility’s regulatory assets under a different

mechanism than it did under the prior regulated regime does not transform what were undeniably

utility rates into taxes.  The securitization provisions of the PURA do not constitute a tax and do not

violate Article VIII, Section 3 of the Texas Constitution.

Power Choice’s alternative argument is that if transition charges are truly in the public

interest, then the general public, not just energy consumers in particular incumbent utilities’ service

areas, should pay those costs in the form of a tax.  This would, of course, breathe life into another

of Power Choice’s constitutional challenges, which is that tax dollars cannot be paid to private

corporations because to do so would violate Article III, Section 51 of the Texas Constitution.  (We

consider that constitutional challenge in the next section.)  But the Legislature has the unquestioned

police power, as we have seen, to regulate utility rates.107  It acted well within that power when it
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decided that transition charges are to be collected as a utility rate for power consumed in the future

rather than a general tax.

V

Power Choice contends that transition charges are a grant of public money to private

corporations in violation of Article III, Section 51 of the Texas Constitution.108  We disagree.

Transition charges are not state expenditures.  They are an allocation of a utility’s costs between

electric power consumers and a utility’s shareholders.

This Court held in State v. City of Austin that the purpose of Article III, Section 51 and of

Article XVI, Section 6 of the Texas Constitution “is to prevent the application of public funds to

private purposes; in other words, to prevent the gratuitous grant of such funds to any individual or

corporation whatsoever.”109  In City of Austin, the Legislature enacted a statute that called for the

state to pay for the relocation of utility lines due to highway improvements if the relocation was

eligible for federal participation.110  This Court held that although a utility could be required to move

facilities at its own expense, the Legislature had the authority to pay these costs.  Power Choice

relies on an observation in City of Austin that concludes that the state could not reimburse a utility

for any expense it incurred in moving facilities prior to the enactment of the law allowing the state

to pay for the relocation.  But that reasoning is inapposite.  The PURA does not contemplate that any
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state or public funds will be used to pay transition charges.  The securitization provisions of the

PURA authorize rates that are to be paid by consumers for the power they consume.  

For the same reason, this Court’s decision in Road District No. 4, Shelby County v. Allred

is inapposite.111  In that case, a county road district issued bonds, the proceeds of which were to be

used to construct roads.  An agent absconded with $260,000 of the bonds, which he sold to the

public for his own account.  As a result, none of the $260,000 was spent by the road district.

Bondholders obtained judgments against the road district, and the Legislature passed a statute

directing that state funds were to be paid to the road district to cover these losses.  This Court held

that the road district was a corporation within the meaning of Article III, Section 51, and that the

payment of funds to it was not for a public purpose since the funds were to be used only to reimburse

the road district for its losses, not to build roads.112  Here, no public funds are being expended to pay

transition charges.  They are to be paid by electric power consumers.

For the reasons considered above, we conclude that Power Choice’s appeal is without merit.

We now turn to the issues raised in the appeal by numerous cities served by CPL, the Office of

Public Utility Counsel, Texas Industrial Energy Consumers, and the Texas Retailers Association.

VI

The financing order at issue allows CPL to securitize regulatory assets that include what are

known as “SFAS 109 assets.”  “SFAS 109” refers to Statement of Financial Accounting Standard

109.  An SFAS 109 regulatory asset is essentially a receivable from a utility’s customers for the

future payment of federal income taxes.  Of the total amount of $763,734,489 of regulatory assets

that the financing order at issue in this case allows to be securitized, SFAS 109 assets account for

$139,182,000.



113TEX. UTIL. CODE § 39.301.

114Id. §§ 39.301, 39.303(a).

115Id. § 39.201(i)(1).  

31

The Cities contend that it was improper for the Commission to include SFAS 109 assets in

the amount to be securitized because these regulatory assets earn no return and have no carrying

costs.  The Cities argue that the PURA requires that each regulatory asset be analyzed on a stand-

alone basis to determine whether securitization will lower that asset’s carrying costs “relative to the

costs that would be incurred using conventional utility financing methods.”113  Securitization of

SFAS 109 assets does not benefit consumers, the Cities contend, because the carrying costs of those

assets cannot be decreased since they are already at zero, and securitization may increase the

carrying costs to as high as 8.75 percent, which is the highest interest rate authorized in the financing

order for the transition bonds.

Resolution of the Cities’ challenge to this aspect of the financing order lies in the provisions

of the PURA.  Those provisions make it clear that, contrary to the Cities’ position, the Commission

is not permitted to decide what types or categories of regulatory assets may be securitized.  The

PURA says that all regulatory assets are to be securitized on application of a utility, subject to the

requirement that “the total amount of revenues to be collected under the financing order” meets the

requirements of sections 39.301 and 39.303(a).114   

The PURA provides that an electric utility may “securitize 100 percent of its regulatory

assets as defined by section 39.302.”115  Section 39.302 defines “regulatory assets” with some

specificity:

 “Regulatory assets” means the generation-related portion of the Texas
jurisdictional portion of the amount reported by the electric utility in its 1998 annual
report on Securities and Exchange Commission Form 10-K as regulatory assets and
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liabilities, offset by the applicable portion of generation-related investment tax
credits permitted under the Internal Revenue Code of 1986.116

Each utility’s “regulatory assets” were fixed and ascertainable from 1998 Form 10-K’s at the time

that the securitization provisions were enacted in the 1999 amendments to the PURA.117  The

amounts reported in each utility’s 1998 10-K are not subject to revision by the utility or the

Commission, except under section 39.262(f).118  SFAS 109 assets are among the regulatory assets

listed in CPL’s and other utilities’ 1998 10-K’s.  The Legislature did not exclude SFAS 109 assets

from its definition of “regulatory assets.”119

Sections 39.302(4), 39.302(7), and 39.303(a) of the PURA reiterate that “100 percent of an

electric utility’s regulatory assets” are “qualified costs” that can be recovered through transition

charges imposed under a financing order upon application by a utility, subject to the requirements

of sections 39.301 and 39.303(a).  The PURA does not give the Commission discretion to single out

certain types of regulatory assets from “100 percent of an electric utility’s regulatory assets” and

declare that those particular types of regulatory assets are not “qualified costs.”120  Section 39.302(4)

necessarily forecloses the Commission from making such a determination.  The limitation on a

utility’s right to recover all regulatory assets is determined by looking at the amount securitized on

an aggregate basis.  The Commission is expressly directed to look to “the total amount of revenues

to be collected under the financing order” to determine whether that amount is “less than the revenue

requirement that would be recovered over the remaining life of the stranded costs using conventional
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financing methods” and whether “the financing order is consistent with the standards in Section

39.301.”121

The standards under section 39.301 include a present value test.  The parties in this case, as

well as in TXU Electric Co v. Public Utility Commission,122 which we also decide today, disagree

on how the Commission is to calculate present value within the meaning of section 39.301.123  The

Commission takes the position that because section 39.301 says that it must “ensure that

securitization provides tangible and quantifiable benefits to ratepayers, greater than would have been

achieved absent the issuance of transition bonds,” it must also apply another present value test, in

addition to that required by the final two sentences of section 39.301.  But it is undisputed, even by

the Cities, that under both present value tests savings result to consumers when those tests are

applied to the total amount of assets that the financing order allows CPL to securitize.  The

Commission found that present value benefits to ratepayers would be at least $90 million.

The Commission did not err in allowing CPL to securitize SFAS 109 assets.

VII

The Cities contend that the Commission erred by failing to offset the regulatory assets that

CPL sought to securitize with all of CPL’s investment tax credits.  The PURA’s definition of

“regulatory assets” that may be securitized provides that regulatory assets are to be “offset by the

applicable portion of generation-related investment tax credits permitted under the Internal Revenue

Code of 1986.”124  



125Id. § 39.303(f).

126Id. § 39.302(5).
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The operative qualifier in section 39.302(5)’s offset provision is “applicable.”  Section

39.302(5) does not require that CPL offset all its tax credits against its regulatory assets.  It only

requires an offset of applicable credits.  Witnesses for CPL and the Commission testified that none

of the investment tax credits that the Cities identified were applicable to the regulatory assets in

question.  Moreover, the Cities’ expert witness conceded that if the offset the Cities sought were

required by the Commission, a normalization violation might occur, which would obligate CPL to

pay to the IRS all its current tax credits, not just those associated with its investments in transmission

and distribution facilities.

The financing order’s treatment of investment tax credits “conforms to the [PURA]” and is

“within the authority of the commission” under chapter 39 of the PURA.125  The trial court did not

err in its disposition of this issue.

VIII

The Cities assert that because the Commission used CPL’s 1998 SEC Form 10-K to identify

the amount of certain regulatory assets to be securitized, rather than the balance of those assets as

of December 31, 2001, CPL will over-recover.  This occurs, the Cities contend, because CPL’s

regulatory assets are in its existing rate base, and its rates provide for recovery of and a return on

those assets.  The actual balance of the regulatory assets will decline, the Cities contend, from the

balance shown in CPL’s 1998 10-K because rate recovery will reduce that balance from December

31, 1998 until the date that transition bonds are issued.

Once again, the express provisions of the PURA are dispositive.  Section 39.302(5) defines

“regulatory assets” as the amount reported in CPL’s 1998 SEC Form 10-K.126  The PURA does not

provide for securitizing regulatory assets based on an adjusted balance.  



127See id. §§ 39.253; 39.303(c) (directing that transition charges are to be “allocated among customers in the
same manner as competition transition charges under Section 39.201”); 39.201(j) (directing that “[a]ny competition
transition charge shall be allocated among retail customer classes according to Section 39.253”).

128Id. § 39.253(c)-(e). 

129Id. § 39.253(c).

130Id. § 39.253(g).
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We note that the Commission and CPL contend that sections of the financing order and

provisions of the PURA should mitigate or eliminate any over-recovery by CPL.  They point to the

final true-up provision of the financing order and sections 39.254 and 39.257 through 39.261 of the

PURA.  We need not decide whether any of those provisions will actually eliminate or ameliorate

any over-recovery.  That question may be raised in future proceedings.  The financing order at issue

in this case complied with section 39.302(5) in using the 1998 Form 10-K amount of regulatory

assets.  The Cities do not attack the validity of section 39.302(5).  They say only that its express

directive should not have been applied.  Because the PURA does not authorize the Commission to

use the balance as of December 31, 2001, in determining the amount of regulatory assets that may

be securitized, our inquiry in this case is at an end.

IX

Another point of dispute is how section 39.253 of the PURA, which allocates transition

charges among classes of customers, should be interpreted.127   CPL has eight classes of customers.

They include the residential class, commercial classes, firm industrial customers, non-firm industrial

customers, and others.

The allocation of stranded costs, including regulatory assets, has two basic components.  One

is determined by applying the same methodology used to allocate costs of the underlying assets in

the electric utility’s most recent commission order addressing rate design.128  The other is the energy

consumption of the respective classes129 “based on the relevant class characteristics as of May 1,

1999, adjusted for normal weather conditions.”130



131Section 39.262(k) provides:

(k) Notwithstanding Section 39.252, to the extent that a customer’s actual load has been
lawfully served by a fully operational qualifying facility before September 1, 2001, or by an on-site
power production facility with a rated capacity of 10 megawatts or less, any charge for recovery of
stranded costs under this section or Subchapter G assessed on that customer after the facility becomes
fully operational shall be included only in those tariffs or charges associated with the services actually
provided by the transmission and distribution utility, if any, to the customer after the facility became
fully operational and may not include any costs associated with the service provided to the customer
by the electric utility or its affiliated transmission and distribution utility under their tariffs before the
operation of that qualifying facility.  To qualify under this subsection, a qualifying facility must have
made substantially complete filings on or before December 31, 1999, for all necessary site-specific
environmental permits under the rules of the Texas Natural Resource Conservation Commission in
effect at the time of filing.

Id. § 39.262(k).
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CPL’s last rate design case was in 1997.  In allocating transition charges among classes of

CPL’s customers, the Commission applied the methodology used in that rate case to the data

developed in that rate case, which was from the twelve months ending June 30, 1997.  The

application of that methodology to the 1997 power consumption data resulted in allocation factors,

expressed as percentages, for each class of customers.  The Commission used those allocation

factors to allocate transition costs.

Texas Industrial Energy Consumers is a voluntary association of companies that operates

small and large industrial facilities in CPL’s service area.  It contends that in initially determining

the allocation factor for each customer class, the Commission should have adjusted the historical

data that reflected usage by the industrial classes to account for industrial customers that have since

left or will leave CPL’s system to obtain service from exempt facilities.

To the extent a customer’s load is served by a qualifying cogeneration facility before a

certain date, or by an on-site power facility that has a capacity of ten megawatts or less, that

customer is exempt from paying transition charges under section 39.262(k).131  It is undisputed that

a number of CPL’s industrial customers have switched to exempt power sources and thus will not

be required to pay transition charges.  TIEC requests this Court to remand the financing order with

instructions that the allocation factors be recalculated and then adjusted at the end of each year



132Id. § 39.253(i) (emphasis added).

133Id. § 39.253(c)-(e).

134___ S.W.3d at ___.

135Id. at __.
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during the life of the transition bonds to remove the load of industrial customers who switch to other

service from exempt facilities and therefore become exempt from paying transition charges.  We

conclude that the PURA  does not provide for the method advocated by TIEC to establish allocation

factors.

TIEC first asserts that this is required by section 39.253(i), which says that “[e]xcept as

provided by Section 39.262(k), no customer or customer class may avoid the obligation to pay the

amount of stranded costs allocated to that customer class.”132  TIEC argues that when a customer

becomes exempt from paying transition charges, that customer’s class is also exempted from paying

what would have been that customer’s share of transition charges.  We disagree.  The exemptions

in section 39.262(k) apply to specific customers.  Section 39.262(k) does not give a corresponding

exemption to a class when one of its customers obtains power from a qualifying facility.  Section

39.253(i) reaffirms that all customer classes must pay their share of transition charges but recognizes

that an entire class of customers may switch to exempt power facilities.

Moreover, to give effect to TIEC’s position, we would have to construe section 39.253 as

directing the Commission to establish allocation factors based on data obtained at the end of each

year over the life of the transition bonds rather than the data used in the utility’s most recent rate

design case.  As noted above, section 39.253 says that one component of how transition costs are

allocated among all other customer classes is “the methodology used to allocate the costs of the

underlying assets in the electric utility’s most recent commission order addressing rate design.”133

We conclude, as we similarly conclude today in TXU,134 that this phrase is not entirely clear.135  It



136Id. at ___.

137TEX. UTIL. CODE § 39.253(g).

138TXU, __ S.W.3d at ___.
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could be construed to permit the Commission to apply the methodology used in a utility’s last rate

case to data in that rate case or to more current data to arrive at allocation factors for each class.136

However, the Commission has construed section 39.253 to mean that the methodology is to be

applied to the data in the most recent rate case, which is historical data.  That interpretation is

reasonable and does not contradict any plain language in section 39.253.  It is also consistent with

the Legislature’s directive that historical data is to be used in applying the other component for

allocating transition charges.  That component is the energy consumption of the customer classes

as of May 1, 1999, adjusted for normal weather conditions.137  We accordingly accept the

Commission’s construction of section 39.253 in this regard.138

In light of the Commission’s and our interpretation of section 39.253(c)-(i), the Commission

did not err in declining to use customer load data other than the data in CPL’s last rate case and the

energy consumption data as of May 1, 1999, adjusted for normal weather conditions, in determining

how transition charges are to be allocated among CPL’s customer classes.

X

Another disagreement is how section 39.253 allocates transition costs to non-firm industrial

customers.  A utility may interrupt service to non-firm customers for specified reasons, typically

during periods of high demand from other customers on that utility’s system.  Nucor Steel, one of

CPL’s non-firm industrial customers, and TIEC insist that the literal terms of the PURA require that

after the amount to be allocated to residential customers has been determined, section 39.253 directs

that that amount is to be subtracted from the total amount of transition charges before an allocation

is made to non-firm industrial customers.  The Commission did not make that subtraction.  It based



139TEX. UTIL. CODE § 39.253(c)-(e).

140Id. § 39.253(h).
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the percentage of transition costs to be borne by non-firm industrial customers on the entire amount

of the transition charges.

Section 39.253 is complex and, we conclude, unclear in this regard.  It says:

(c) The allocation to the residential class shall be determined by allocating
to all customer classes 50 percent of the stranded costs in accordance with the
methodology used to allocate the costs of the underlying assets in the electric
utility’s most recent commission order addressing rate design and allocating the
remainder of the stranded costs on the basis of the energy consumption of the classes.

(d) After the allocation to the residential class required by Subsection (c) has
been calculated, the remaining stranded costs shall be allocated to the remaining
customer classes in accordance with the methodology used to allocate the costs of
the underlying assets in the electric utility’s most recent commission order
addressing rate design.  Non-firm industrial customers shall be allocated stranded
costs equal to 150 percent of the amount allocated to that class.

(e) After the allocation to the residential class required by Subsection (c) and
the allocation to the nonfirm industrial class required by Subsection (d) have been
calculated, the remaining stranded costs shall be allocated to the remaining customer
classes in accordance with the methodology used to allocate the costs of the
underlying assets in the electric utility’s most recent commission order addressing
rate design.139

There is tension between paragraph (c) on the one hand, and paragraphs (d) and (e) on the

other, partly because of the use of the word “remaining” in the latter two paragraphs.  There is also

ambiguity because paragraph (c) seems to contemplate an allocation of all costs to all classes based

fifty percent on demand allocation factors and fifty percent on energy consumption.  Paragraph (c)

says that fifty percent of stranded costs (which also means transition charges for regulatory assets140)

are allocated to all customer classes in accordance with the methodology used in the utility’s most

recent rate case, and that the remaining fifty percent is allocated on the basis of the energy

consumption of the classes.  Then, paragraph (d) says that after the residential allocation is made

under (c), “the remaining” stranded costs are allocated to the customer classes based on the
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methodology used in the utility’s last rate case.  Paragraph (d) similarly says that after the residential

and nonfirm industrial allocations are made, “the remaining” costs are allocated among the other

classes (i.e. firm non-residential classes) based on the methodology used in the utility’s last rate

case.

TIEC offers an example to demonstrate the difference between its application of section

39.253 and the Commission’s.  In that example, the transition charges total $100.  Residential

customers are allocated forty percent of those costs.  The example further assumes that based on the

last rate case, the non-firm industrial customers’ demand allocation factor is ten percent and the

demand allocation factor for all other classes totals fifty percent.  Because paragraph (d) requires

non-firm industrial customers to bear 150 percent of the amount allocated to that class, the demand

allocation factor for that class becomes fifteen percent.  Both TIEC’s and the Commission’s

application of section 39.253 allocates $40 of the $100 of transition charges to the residential class.

TIEC and the Commission diverge on what happens next.  

TIEC would subtract the residential class’s $40 share of costs from the $100 total, and then

apply the fifteen percent demand allocation for non-firm industrial customers to the remaining $60

of costs.  That results in an allocation of $9 to that class.  TIEC would then spread the remaining

costs of $51 among the firm non-residential classes based on their proportionate demand allocation

factors, rather than applying the demand allocation factors which total fifty percent for those classes.

TIEC refers to this latter step as “grossing up” the allocation factors for the firm non-residential

classes, which is not in conformity with the literal terms of paragraph (e).  TIEC argues that

“grossing up” the firm non-residential class’s demand allocation factor is nonetheless necessary

under its interpretation of secton 39.253 because otherwise, there would be an undercollection of

transition charges.

Using the Commission’s application of section 39.253, the fifteen percent demand allocation

factor for the non-firm industrial customers is applied to the total $100 in transition costs.  The non-



141 __ S.W.3d at __.

142See supra, ___ S.W.3d at __; see also Stanford v. Butler, 181 S.W.2d 269, 273 (Tex. 1944) (observing that
courts will ordinarily adopt and uphold a construction placed upon a statute by a department charged with its
administration if the statute is ambiguous or uncertain, and the construction is reasonable); Texas Ass’n of Long Distance
Tel. Cos. v. Pub. Util. Comm’n, 798 S.W.2d 875, 884 (Tex. App.–Austin 1990, writ denied) (observing that construction
of a statute by an administrative agency charged with its enforcement is entitled to great weight, particularly if the statute
is ambiguous, so long as the agency’s construction is reasonable and does not contradict the plain language of the
statute); TEX. GOV’T CODE § 311.023(6) (providing that in construing a statute, whether or not the statute is ambiguous
on its face, a court may consider the administrative construction of the statute).
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firm industrial customers would pay $15, rather than $9 in TIEC’s example.  The Commission’s

application of section 39.253 then allocates the remaining $45 of costs among the firm non-

residential classes.  As Nucor Steel points out in its amicus brief, the Commission’s methodology

would result in an overcollection of $5 if the fifty percent demand allocation factor for those classes

were applied to the $100 total rather than simply spreading “the remaining” $45 of stranded costs

proportionately among the firm non-residential classes.  The Commission counters that it is applying

the words “the remaining stranded costs” used in paragraph (e) in its application of section 39.253.

TIEC’s construction of section 39.253 results in an undercollection of transition charges.

The Commission’s construction, if carried to its logical conclusion, would result in an

overcollection.  No one suggests a construction that allows recovery of  100 percent of the transition

charges, but no more.  As we explained above and as we explain today in TXU,141 when faced with

an ambiguous code provision, we give some deference to the Commission’s interpretation when it

is reasonable and does not conflict with the code’s clear language.142  Under the circumstances

presented here, we cannot say that the Commission’s interpretation of section 39.253 is an

unreasonable one or that it conflicts with that section’s plain language.  Accordingly, we hold that

the Commission did not err in the manner in which it allocated transition charges to non-firm

industrial customer classes.

XI
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Finally, the Cities argue that the Commission denied them due process by: (1) not allowing

adequate time to prepare for the contested case hearing on the financing order; (2) unduly restricting

the Cities’ opportunity to cross-examine witnesses; and (3) issuing a financing order that adopts a

non-unanimous stipulation without first holding a separate hearing on that stipulation or making

findings that it is reasonable, supported by the evidence, and in compliance with the PURA.  We

conclude that the Cities were not denied due process in this case.

A

The PURA contemplates that adoption of a financing order will be accomplished on an

accelerated procedural schedule.  The Legislature has directed that a financing order shall be issued

within ninety days after a utility files a request for a financing order.143  A financing order is not

subject to rehearing by the Commission.144  The time for filing an appeal in a Travis County district

court is fifteen days after the financing order is signed by the Commission.145  There is a direct

appeal from the district court to this Court with no intermediate review by a court of appeals.146 

CPL filed its request for a financing order with the Commission on October 18, 1999.  The

Cities were among eighteen parties that intervened.  Consistent with the PURA’s expedited

procedures, the Commission established a briefing and hearing schedule.  The Cities argue that this

schedule allowed insufficient time for discovery.  They were particularly aggrieved, they say, when

they were afforded only “39 minutes of cross examination [of 36 witnesses] reduced by any time

presenting an opening statement.”  Accordingly, the Cities argue, their due process rights were

violated in the first instance because they did not have a reasonable amount of time to prepare, citing
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Lowe v. City of Arlington,147 or to cross examine witnesses, citing Rector v. Texas Alcoholic

Beverage Commission.148

This Court has held that in administrative proceedings, due process requires that parties be

accorded a full and fair hearing on disputed fact issues.149  This requirement includes the right to

cross-examine adverse witnesses and to present and rebut evidence.150  But due process does not

require that administrative proceedings have the full procedural framework of a civil trial.151 

“‘[D]ue process is not so rigid as to require that the significant interests in informality, flexibility,

and economy must always be sacrificed.’”152  

While we recognize that an administrative agency is entitled to considerable procedural

flexibility, the Commission has failed to offer an adequate explanation of why, in a case of such

public importance, it so severely restricted the time for cross-examination of witnesses.  Even within

the confines of the ninety-day statutory deadline for concluding proceedings when a request for a

financing order has been filed, the Commission could have devoted more time in the schedule to the

actual hearing.  Furthermore, CPL filed an amended application after the evidentiary hearing had

concluded that gave the Commission an additional seventy-one days beyond the original ninety days

it would otherwise have had to issue an order.  Yet the Commission did not allow additional hearing

time.  We do not condone the truncated hearing schedule that was established in this case.

Nevertheless, based on the record before us, the Cities have failed to demonstrate any harm flowing

from the Commission’s actions.



153See Fay-Ray Corp. v. Texas Alcoholic Beverage Comm’n, 959 S.W.2d 362 (Tex. App.– Austin 1998, no pet.).
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 Before the hearing on the merits, the parties joined issue by submitting written discovery

and pre-filing direct testimony.  CPL filed its direct testimony with its request for a financing order,

and all of the intervenors were able to respond to this testimony.  At the hearing, witnesses were

grouped into panels by topic, and counsel shared or traded time allotted to allied counsel for the

examination and cross-examination of witnesses.  After the hearing, all parties submitted an initial

brief and a reply brief.  With only one exception, the Cities do not identify any instance in which

the Commission’s procedural schedule prevented them from making arguments or offering proof

on a fact or policy issue material to the Commission’s decision.  As to the one issue that the Cities

did identify – whether the assumed interest rate of 8.5 percent on the transition bonds benefits

consumers – the Cities in fact made their argument and offered proof.  The Commission made

findings as required by section 39.301 of the PURA.  The merits of that issue were determined on

an adequate record.

In view of the entire record in this case, we are persuaded that the Cities were accorded due

process, particularly since many of the issues in this proceeding are legal ones involving statutory

construction, and the Cities have failed to explain what evidence they would have adduced that is

pertinent to a material disputed fact issue had they been given more time to prepare for the hearing,

present evidence, or cross-examine witnesses.  In spite of the shortness of the hearing and the limited

time for cross-examination, the Cities have not shown that substantial rights were violated by the

procedures afforded.153 

B

The Cities additionally contend that their due process rights were violated when the

Commission ignored its own rule by adopting the non-unanimous stipulation without conducting

an additional hearing on that stipulation.  The Cities point to section 22.206 of the Commission’s
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rules.154  They urge that the failure to follow section 22.206 was arbitrary and capricious and requires

that the financing order be vacated.  The Cities cite Public Utility Commission v. Gulf States Utilities

Co.,155 and Sam Houston Electric Cooperative, Inc. v. Public Utility Commission156 in support of

their position.

We have recognized the importance of requiring an administrative agency to consider a non-

unanimous stipulation on its merits.157  We have also said that due process requirements are satisfied

“[i]f [the agency] makes an independent finding supported by ‘substantial evidence on the record

as a whole’” and if the agency “provide[s] all parties, including non-signatories, the opportunity to

be heard on the merits of the stipulation.”158  Indeed, the Commission’s own regulation provides that

“[w]here some of the parties have reached a settlement on some or all of the issues, each party in

the proceeding shall have the right to have a full hearing . . . on issues that remain in dispute.”159

Although the Commission did not provide the non-settling parties a hearing following the

non-unanimous stipulation, we conclude that the Cities have failed to show that the Commission’s

procedure denied them due process.  The Commission adopted the financing order incorporating in

part the non-unanimous stipulation only after extensive briefing, open meetings, and comments on

the proposed order.  The parties continued to comment after the stipulation was filed.  The

Commission urges that nothing in the financing order shows that it blindly adopted the stipulation,

and we agree.  
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Moreover, we have previously held that failure to follow procedural requirements of statutes

or rules is not reversible error without a showing of harm.160  The Cities have not demonstrated that

they were harmed by the procedure followed by the Commission.  The parameters of partial

deregulation under the 1999 amendments to the PURA were the subject of much attention while

under consideration by the Legislature, and the parties to this case were provided the opportunity

to address the issues raised here within the time constraints imposed by the PURA.  We are troubled

by the appearance of haste in proceedings as significant as these, but we cannot say, on balance, that

the Cities were denied constitutional due process. 

__________________________________________
Priscilla R. Owen
Justice
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