The ultimate resolution of
the California energy crisis
of 2000-2001 will take place
in both state and federal
courts and will most likely
be determined by a liberal
application of the doctrine
of preemption. The cases
brought in the midst of the
crisis may be decided on
the basis of a particular
variant of the preemption
doctrine known as the filed
rate doctrine, which gives
primacy to rates and tariff
provisions approved by the
Federal Energy Regulatory
Commission. The FERC
regulates, among other
things, the wholesale price
of electricity in interstate
commerce. The Ninth
Circuit already has applied
the filed rate doctrine to find that Governor
Gray Davis’s “commandeering” of $1 billion of
electric supply contracts was unlawful. The
court found that the gov-

ernor’s action contravened

tariff provisions that the

FERC approved. Another

important application of

the preemption doctrine is likely to arise as the
federal bankruptcy court considers the Pacific
Gas and Electric Company (PG&E) plan of
reorganization.

The roots of the recent California energy
crisis are in a December 1995 California
Public Utilities Commission (CPUC) deci-
sion! coupled with legislation—Assembly Bill

24 | OS ANGELES LAWYER / APRIL 2002

1890—that was passed unanimously by the
California Legislature in August 1996. The
1995 CPUC decision and AB 1890 provided

for a massive restructuring of the operations
of the California investor-owned utilities—
PG&E, Southern California Edison Company,
and San Diego Gas & Electric Company
(SDG&E). Instead of generating electricity for
sale to their retail customers, the utilities
would buy the bulk of their electricity supplies
through the wholesale market at the short-

term or “spot” prices
established on a daily
basis. The supplies would
be purchased through a
new entity, the California
Power Exchange (PX),
which was created by the
legislation.?

The price for electric-
ity purchased through the
PX would be set on the
basis of the price of the
last kilowatt hour (kwh)
of electricity that would
be needed in order to
meet the forecasted de-
mand by the utilities for
the day ahead. Policy
makers thought there
would be intense compe-
tition among generators
to sell into the PX’s whole-
sale market—and they
believed that the market clearing price for
electricity that the PX would sell to the utili-
ties would be near or even below approxi-

mately 2.5 cents per kwh.

Additional electricity

would be needed to follow

the fluctuations in retail

load that regularly occur

throughout the day. Electricity necessary to
meet the consumer demand would be pro-
cured by another new entity, the California
Independent System Operator (ISO), which
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was also created by AB 1890." The primary
responsibility of the 1SO was the reliable
operation of the California electric transmis-
sion grid. To the extent to which the utilities
retained generation facilities, they would be
required to sell the output from the facilities
to the PX. However, the utilities divested
themselves of much of their generation capac-
ity, including all of their gas-fired generation
facilities.

The utilities feared that the restructured
electric market would result in “stranded”
generation costs for two reasons. First,
divested facilities were expected to be sold at
less than book value. In addition, the utili-
ties were concerned that the low forecasted
wholesale prices would be insufficient for the
utilities to recover the costs of the generation
that they retained. As a result, the utilities
would be left with costs that would be
stranded to the extent that they were unre-
coverable. In order to permit the utilities to
recover the anticipated stranded costs, AB
1890 established a cap on utility retail rates set
at the level of 1996 rates. Policy makers
believed that the cost of providing transmis-
sion and distribution services plus the cost of
the energy purchased at wholesale from the
PX and the ISO would be below the rate cap.
The gap between the rate cap and actual costs
would provide “headroom” that would permit
the utilities to recover their stranded costs by
2002. If the utilities recovered their stranded
costs earlier than 2002, the rate cap would
then be lifted, with rates presumably dropping
to a level below the cap. To the extent to
which the utilities did not recover their
stranded costs by December 31, 2001 (or
March 31, 2002, for certain specifically iden-
tified costs), the utilities would be required to
write off their remaining uncollected stranded
CcoslLs.

The AB 1890 scheme worked well from
the implementation date, March 31, 1998,
until late spring 2000. For over two years,
with some relatively minor summertime aber-
rations that probably should have been warn-
ing signs, the wholesale price of electricity
purchased by the utilities from the PX
remained low. Sometimes, prices were
extremely low. However, by June 2001, whole-
sale prices started to increase to alarmingly
high levels. Instead of 2.5 cents per kwh, or
$25 per megawatt hour (mwh), the prices
paid by the ISO for the electricity needed to
meet the fluctuating demand and to keep the
electricity grid in balance soared. In June,
the ISO imposed a $750 per mwh cap on the
price it would pay for electricity necessary to
follow the retail load. This effectively became
the cap on PX prices as well. The ISO price
cap was reduced to $250 per mwh by August
2000.
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Even with wholesale prices capped, the
utilities found themselves incurring wholesale
purchased power costs that dramatically
exceeded the amount that they could recover
through their capped retail rates. PG&E, for
example, claimed that it could only recover
approximately $54 per mwh through its
capped rates, but it was paying multiples of
that amount on the wholesale market. PG&LE
stated that between June 2000 and January 31,
2001, the utility’s wholesale transmission and
electric costs exceeded the revenues available
from frozen retail rates by approximately 8.3
billion.

The utilities argued at the CPUC that they
had recovered their stranded costs during
the time that wholesale purchase power costs
had been low. Thus, the utilities concluded,
the AB 1890 cap on retail rates should be
lifted. The CPUC disagreed. The commis-
sion refused to lift the rate freeze, and it
refused to allow the utilities to recover under-
collected purchased power costs after the
end of the rate freeze,

COMPLAINTS FILED BY UTILITIES

On November 13, 2000, Edison filed a com-
plaint in the U.S. District Court for the Central
District, in Los Angeles, claiming that under
the filed rate doctrine, the CPUC was required
to allow Edison to pass through to retail
ratepayers the unexpectedly high costs that
Edison was incurring by purchasing elec-
tricity at wholesale prices from the PX and
through the 1S0.” PG&E filed a similar suit in
the Northern District.” The PG&E complaint
was subsequently transferred to the Central
District so that both the Edison complaint
and the PG&E complaint were assigned to
U.S. District Court Judge Ronald Lew.

In its complaint, Edison contended that the
state-imposed prohibition on Edison’s ability
to recover its purchased power costs had
been preempted. Edison argued that
Congress has occupied the field of regula-
tion of wholesale sales and electric power
and that California’s restrictions on Edison's
recovery of the cost of electricity on the
wholesale market regulated by the FERC
“stand as an obstacle to the accomplishment
of federal objectives and conflicts with federal
law.”” More specifically, Edison argued that
the filed rate doctrine requires the state to per-
mit Edison to recover in retail rates all of
Edison’s “FERC-approved and authorized
costs for its wholesale purchases of electric
power from the Power Exchange (including
clectricity procured by the Independent
System Operator) and its transmission of
electric power in interstate commerce, all as
established pursuant to tariffs on file with
and approved by the FERC.™

The U.S. Supreme Court first articulated

the filed rate doctrine in 1951 in Montana-
Dakota Utilities Company v. The Northwestern
and Public Service Company.’ The Court held
that rates established in power sales con-
tracts filed with and accepted by the FERC's
predecessor, the Federal Power Commission
(FPC), were binding on federal courts." A
party to the contracts “can claim no rate as a
legal right that is other than the filed rate,
whether fixed or merely accepted by the
Commission, and not even the court can
authorize commerce in the commodity on
other terms.”!! The filed rate doctrine was
extended beyond federal courts to preempt
state courts and regulatory agencies.'”
Evolution of the doctrine culminated in the
Supreme Court decision in Nantahala Power
and Light Company v. Thornburg,"” in which
the Court explained the preemptive effect
that the FERC's rate jurisdiction has on fed-
eral courts, state courts, and state regula-
tory agencies:

[The] FERC clearly has exclusive juris-

diction over the rates to be charged

Nantahala's interstate wholesale cus-

tomers. Once the FERC sets such a

rate, a State may not conclude in set-

ting in retail rates that the FERC-
approved wholesale rates are unrea-
sonable. The State must rather give
effect to Congress’ desire to give the

FERC plenary authority over interstate

wholesale rates, and to ensure that the

states do not interfere with this author-
ity.!!

Specifically, a state regulatory agency does
not have discretion about whether to decide
to pass through in retail rates the costs that
a utility might incur in paying federally
approved wholesale rates: “When the FERC
sets a rate between a seller of power and a
wholesaler-as-buyer, a State may not exer-
cise its undoubted jurisdiction over retail
rates to prevent the wholesaler-as-seller from
recovering the costs of paying the FERC-
approved rate....[S|uch a ‘trapping’ of costs is
prohibited.”

On April 12, 2001, Edison requested and
obtained a stay of the district court proceed-
ing. Ultimately, Edison negotiated a settle-
ment with the CPUC. The settlement was
submitted to the judge for approval on
October 2, 2001—and the judge approved
the settlement on October 5, 2001. A con-
sumer group, The Utility Reform Network
(TURN), sought a stay pending appeal of the
settlement, but the judge denied a stay on
November 9, 2001. TURN's subsequent
request for a stay from the Ninth Circuit was
denied on November 28, 2001. Thus, the
Edison suit under the filed rate doctrine has,
at this point, resulted in a settlement with
the CPUC that, absent further action by the



Ninth Circuit, will be binding on the CPUC.

The Edison settlement set Edison on the
path to becoming creditworthy as early as
March 1, 2002. Both Edison and PG&E
defaulted on payments to the ISO and the
PX on January 17, 2001. As a result, both util-
ities ceased being creditworthy. In order to
keep electricity flowing, the state of California,
through the Department of Water and
Resources, began purchasing electricity on
behalf of the utilities.

As noted in the settlement, Edison
incurred approximately $6.355 billion of debt
{referred to as “back debt”) related to the
purchase of electricity. The CPUC permitted
Edison to raise retail rates by 1 cent per kwh
in January 2001 and another 3 cents per kwh
in March 2001. In June, 2001, however, whole-
sale electricity prices dropped dramatically to
precrisis levels. The combination of rate
increases and dropping wholesale prices
enabled Edison to start collecting revenues in
excess of current costs. That created the
opportunity for a settlement.

Under its settlement, Edison agreed to
absorb $300 million of its unrecovered costs.
After subtracting that amount from Edison’s
back debt and subtracting cash on hand that
Edison has accumulated as a result of charg-
ing higher rates, the remaining amount of
back debt to be paid down by Edison was
approximately $3 billion as of the end of
October 2001.

Edison will forego paying dividends of
$400 million per year for 2002, 2003, and pos-
sibly 2004. If the freeze on paying dividends
extends to 2004, Edison shareholders will
contribute $1.2 billion in foregone dividends
toward amortizing Edison’s obligations in
addition to the shareholders’ absorption of
$300 million. In return, the CPUC has agreed
not to lower Edison’s retail rates below their
current level through the end of 2003, unless
the back debt is recovered. If the debt has not
been recovered by the end of 2003, the CPUC
agrees to set rates up to, but not higher than,
the current level to enable Edison to recover
the remaining amount of back debt over 2004
and 2005. As a result of the settlement, Edison
released the CPUC from all claims in Edison’s
district court lawsuit,

PG&E is taking a different approach.
PG&E is continuing with its litigation of the
filed rate doctrine issue. On May 2, 2001,
Judge Lew concluded that certain CPUC deci-
sions were integral to PG&E’s claims.
However, because the decisions were not yet
final, PG&E’s claims were not yet ripe for
review. Lew granted a CPUC motion to dis-
miss PG&E'’s complaint, but the dismissal
was without prejudice. The judge provided
that “PG&E may refile its action once the
CPUC interim orders it challenges become

final decisions.™6

Upon the CPUC’s denial of rehearing of
the orders that at the time of Lew's order
had not become final, PG&E refiled its com-
plaint. This time, PC&E filed in the U.S,
District Court for the Northern District, in
San Francisco. Once again, PG&E raised the
argument that under “well-established prin-
ciples of federal preemption, PG&E is entitled
to recover its wholesale transmission and
power purchase costs in its retail rate rev-
enues because such wholesale costs were
incurred pursuant to federal law and tariffs
filed with and approved by the Federal Energy
Regulatory Commission.”"” PG&E noted that
CPUC President Loretta Lynch acknowl-
edged that the filed rate doctrine “requires
States to pass through to utility customers the
costs of electricity that [is] purchased subject
to federal tariffs.”'® PG&E is asking the dis-
trict court to issue an order declaring that the
CPUC's prevention of PG&E from recovering
its entire interstate electricity transmission
and wholesale power purchase costs and
retail rates is preempted by federal law.

More specifically, PG&E is arguing that
under Section 201 of the Federal Power Act
(FPA),'* the FERC has exclusive jurisdiction
to regulate the sale of electric power at whole-
sale and the transmission of electric power in
interstate commerce. This has been acknowl-
edged by the CPUC: “The Federal Power Act
(FPA) confers exclusive jurisdiction over
rates, terms, and conditions for sales for
resale (wholesale sales) on the FERC.”¢

PG&E noted that on July 25, 2001, the
FERC issued an order in San Diego Gas and
Electric Company v. Sellers of Energy and
Ancillary Services into Markets Operated by the
California System Operator Corporation and
the California Power Exchange,?' holding that
the rates under which wholesale power gen-
erators and marketers sold wholesale electric
power into the California market satisfied
requirements for being filed rates under the
FPA and are subject to the filed rate doctrine.
Even though the wholesale rates charged to
PG&E were filed rates and are subject to the
filed rate doctrine, the CPUC has denied
PG&E the opportunity to recover these costs
both currently and after the end of the rate
freeze.

There is an exception to the requirement
that regulators allow utilities to recover whole-
sale purchased power costs in retail rates,
first articulated in 1983 in the case of Pike
County Light and Power Company v.
Pennsylvania Public Utilities Commission.2
Under the Pike County exception, a utility
can be denied the opportunity to recover
costs incurred as a result of buying electric-
ity at wholesale rates established by the FERC
if the purchase in and of itself, apart from

the rate that was paid, was imprudent.

It would be difficult to argue that the Pike
County exception would apply in PG&E’s
case, however. Starting on March 31, 1998, all
of PG&E’s wholesale electricity procurement
costs were incurred as a result of purchases
of electricity under the PX and ISO tariffs
established by the FERC. The CPUC has
repeatedly declared that purchases made by
utilities from the PX as well as from the [SO
would be considered reasonable and not sub--
ject to retroactive review of whether the pur-
chases were prudent. For example, in the
1995 decision in which the CPUC first charted
the path for electric utility industry restruc-
turing in California, the CPUC said that the
utilities would be allowed “simply [to] pass on
to [their] customers the cost of electricity as
revealed by the [PX] over the billing cycle,”
explaining that this was preferable to allowing
the utilities to enter into long-term contracts
that would require “contentious regulatory
proceedings” to determine the reasonable-
ness of PG&E'’s procurement costs.?

The CPUC reached the same conclusion
as late as June 2000, when wholesale prices
were starting to rise precipitously in
California: “[We] find that [the utilities] may
procure electricity through the CalPX day
ahead, day of, and block forward markets
and similar markets and qualified exchanges,
and the ISO imbalance energy market, and
deem the prices paid for these products as
reasonable.”? That same decision further
stated:

Under the Pike County doctrine, a
series of state and federal cases have
recognized the right of the states to
review the prudence of a utility’s pur-
chasing decisions. That is, the state
cannot refuse to let the utility pass
through its wholesale costs based on
the unreasonableness of the whole-
sale rates. However, the state can
decide that the utility’s decision to pay
the wholesale rates was unreasonable
in light of the availability of more eco-
nomical power from alternative
sources. The Commission therefore
has oversight of power purchases for
retail sale. The basis of the “buy”
requirement is the Commission’s
determination that utility purchases
through the CalPX are deemed rea-
sonable,?

Clearly, it is going to be difficult for the
CPUC to contend that the Pike County excep-
tion to the filed rate doctrine applies to PG&E.
PG&E's chances of success appear to be
good, based on other decisions that are being
issued on other aspects of the California elec-
tricity crisis. One such decision is the
September 20, 2001, opinion of the Ninth
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Circuit in Duke Energy Trading and Mar-
keting, L.L.C. v. Davis.* The decision found
that Governor Davis's “commandeering” of
various PX contracts was unlawful, given the
filed rate doctrine.

In addition to operating its day-ahead mar-
ket, the PX operated a forward market
through its CalPX Trading Services (CTS)
division. Both Edison and PG&E entered into
block forward contracts offered through the
CTS for the delivery of electricity during
specified future periods. The PX's rate sched-
ule, approved by the FERC, provided that a
“default in the CTS [forward] market will be
deemed to be a default in the Core [day-
ahead] Market and vice versa.”™ The rate
schedule provided that if a participant in the
CTS block forward market “fails to pay any
sum or to perform any other obligation to
CTS or to CalPX when due, then CTS may, in
its sole discretion and without further notice
to the defaulting CTS Participant or regard to
formalities of any kind...do any or all of the
following in any order: (e) sell or liquidate as
agent or attorney-in-fact for the defaulting
CTS Participant, any Matches or cancel any
bilateral deliveries it may then hold in the
CTS market..."#

On January 17, 2001, Edison and PG&E
defaulted on their obligations in both the
CalPX Core day-ahead market and the CTS
forward market. The PX then commenced
efforts to sell Edison and PG&E contractual
rights for delivery of electricity through 2001
under the utilities’ block forward contracts.
Governor Davis declared a state of emer-
gency on January 17, 2001, and on February
2, 2001, he issued an executive order “com-
mandeering Edison’s block forward contracts
to be held subject to the control and coordi-
nation of the State of California.”®® On
February 5, 2001, Davis issued a similar exec-
utive order commandeering PG&E’s block
forward contracts. By commandeering the
contracts, Davis made them available to the
state Department of Water Resources, which
commenced purchasing electricity from gen-
erators after Edison and PG&E ceased to be
creditworthy,

Duke Energy Trading and Marketing,
LLC, sought injunctive relief against Davis,
alleging that the governor’s orders com-
mandeering the block forward contracts were
preempted by federal law and thus violated
the supremacy clause. The Ninth Circuit rec-
ognized both the Nantahala decision and the
filed rate doctrine.®® The court found that
Davis's commandeering orders conflicted
with PX tariff provisions that provided for lig-
uidation of the utilities’ block forward con-
tracts if the utilities defaulted in making pay-
ments for electricity purchased under the
contracts. The governor's orders “directly
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nullify the security and default mitigation pro-
visions of the FERC-approved CTS rate sched-
ules, and hence cross the ‘bright line’ between
state and federal jurisdiction established by
the FPA."™ Moreover, the court found that
“Governor Davis could not simply have
decreed that [PG&E and Edison]'’s debts to
their wholesale suppliers be forgiven. And
yet his commandeering orders...were the
functional equivalent of such an obviously
impermissible decree.™ Further, “Governor
Davis’s commandeering orders effectively
rewrote the terms of the CTS rate schedule,
depriving wholesale suppliers such as Duke
of their bargained-for collateral and default
mitigation rights.™ Accordingly, the Ninth
Circuit remanded the matter to the district
court “with instructions that judgment be
entered in favor of Duke Energy and that an
appropriately tailored injunction against
Governor Davis's commandeering orders be
entered forthwith.” PG&E is likely to be
heartened by such decisive language in the
Ninth Circuit's Duke Energy decision.

THE PG &E BANKRUPTCY

PG&E, however, is not relying exclusively
upon its district court lawsuit in its effort to
return to creditworthiness. On April 6, 2001,
PG&E declared bankruptey under chapter
11 of the federal Bankruptcy Code, and on
September 1, 2001, PG&E submitted a plan of
reorganization. In the plan, PG&E observed
that it filed for bankruptcy only “after the
California Public Utilities Commission...ig-
nored the Debtor’s repeated requests to allow
it to recover in its retail rates the costs the
Debtor was incurring to buy electricity for its
customers.”™ PG&E stated that by the date
of its bankruptcy petition, April 6, 2001, PG&E
had incurred approximately $8.9 billion in
procurement costs, including $2.3 billion
attributable to PG&E's own generation.
Under PG&E's plan, PG&E would “dis-
aggregate” its operations into four lines of
business based on the company’s historical
functions: retail gas and electric distribution,
electric transmission, interstate gas trans-
mission, and electric generation. PG&E would
continue to provide retail gas and electric
distribution subject to CPUC jurisdiction.
Control of the new companies providing elec-
tric transmission (ETrans), interstate gas
transmission (GTrans), and electric genera-
tion (Gen) would be transferred to PG&E's
parent, PG&E Corporation, as a result of
which the electric transmission, interstate
gas transmission, and generation businesses
would fall under the exclusive ratemaking
jurisdiction of the FERC. PG&E plans to
return to creditworthiness by, among other
things, paying all “allowed” ISO, PX, and gen-
erator claims within 10 days after the confir-

mation date for the plan. The ISO, PX, and
generators are to receive cash for 60 percent
of the “allowed” claims and long-term notes
issued by ETrans, GTrans, and Gen equal to
40 percent of the claims.*

The key to the PG&E plan is the creation
of ETrans, GTrans, and Gen and the transfer
of jurisdiction over electric transmission, gas
transmission, and generation activities from
the CPUC to the FERC. On November 30,
2001, PG&E filed a variety of applications at
the FERC to put the plan into effect.

The CPUC strongly objects to this diminu-
tion of the scope of its jurisdiction under the
plan. Federal preemption law is likely to play
an important part in determining the ulti-
mate success of the plan. If CPUC approval is
required for PG&E's divestiture of its gas
transmission, electric transmission, and gen-
eration activities, the plan is likely to be
stymied. If, however, Judge Dennis Montali—
the judge presiding in the PG&E bank-
ruptcy—approves the plan and the approval
preempts state action, the plan may succeed.

The precedent established in the Public
Service Company of New Hampshire (PSNH)
bankruptey case provided comfort to PG&E
that its reorganization plan, if approved by the
federal bankruptcy judge, would preempt
state agency action. In In re Public Service
Company of New Hampshire’ Judge James E.
Yacos of the U.S, Bankruptcy Court for the
District of New Hampshire addressed
whether the federal Bankruptcy Code—par-
ticularly 11 USC Section 1123(a) (5)—pre-
empts state regulatory review of restructur-
ing transactions that the PSNH proposed in
its chapter 11 plan of reorganization.

Yacos began his discussion of whether
Congress intended Section 1123 of the
Bankruptcy Code to preempt state regula-
tory review by examining the history of
amendments to the Bankruptey Code.™ The
judge found that the omission of prior statu-
tory language regarding regulatory approval
by public utility commissions from the
Bankruptcy Reform Act of 1978%—coupled
with the retention of similar approval provi-
sions relating to other heavily regulated indus-
tries, such as railroads—demonstrated that
Congress intended public utility reorganiza-
tions to be free from state agency regula-
tion.*" The subsequent addition of the intro-
ductory clause “[n]otwithstanding any
otherwise applicable non-bankruptey law” to
Section 1123 also illustrated congressional
preemptive intent.*’ Additionally, the judge
noted that amendments to chapter 9 of the
Bankruptcy Code dealing with municipal
reorganizations explicitly included regula-
tory agencies in the process for approving
restructuring plans.*”

Yacos reviewed the traditional paradigms



of federal preemption: express, implied, and
conflict preemption. The judge found that
Section 1123(a) (5) supports a finding of
express preemption, noting that the plain lan-
guage of Section 1123 speaks for itself. The
presumption that Congress says what it
means to say applies when specific refer-
ences to regulatory agency actions appear
in other sections of the Bankruptcy Code but
are absent from the section at issue.®

Yacos also stated that implied preemption
could be established due to the fact that New
Hampshire's regulatory requirements were
an obstacle to Congress’s preferred method
of achieving bankruptcy reorganizations.*
The judge rejected arguments that state police
powers support allowing the regulatory
process to continue. Yacos found that fed-
eral preemption is more likely when the state
police power involved is economic regula-
tion rather than health or safety.®

In addition, the judge found that federal
preemption under Section 1123(a)(5) flows
naturally from the fact that Congress created
a dual regulatory system for public utilities
with the enactment of the Federal Power
Act.** The judge noted that federal laws deal-
ing with public utilities have been held to
preempt state regulatory authority.*” Yacos
also reiterated the concerns of other courts
that litigation costs and fragmented pro-
ceedings in various forums would hamper
restructuring in corporate reorganizations. 8

In a February 7, 2002, memorandum deci-
sion in In re Pacific Gas & Electric Company,
Debtor,* U.S. Bankruptcy Court Judge
Dennis Montali adopted a more tempered
view of the extent to which federal bank-
ruptcy law preempts state law. Although
Montali said that he “does not disagree with
most of the PSNH analysis,” Montali did dis-
agree to the extent that Yacos found “that
Section 1123(a) (5) explicitly preempts or
overrides all contrary nonbankruptcy law.”
In Montali’s view, “there is no express pre-
emption of nonbankruptcy law that permits a
wholesale unconditional preemption of
numerous state laws....”*! That would not
doom PG&E's disaggregation proposal, how-
ever. There was still “at least some preemp-
tive intent” in the Bankruptcy Code, “which
would preempt a state regulator’s absolute
veto power over bankruptcy restructuring.”®
Thus, PG&E's plan could still “be confirmed
if Proponents are able to establish with par-
ticularity the requisite elements of implied
preemption.”

Montali asked, “Does the Bankruptcy
Code expressly or impliedly preempt
California laws so that Proponents may ignore
them and seek to obtain confirmation of the
Plan?"* Montali examined the legislative his-
tory of Section 1123 and found no support for

the express preemption claimed by PG&E:
“The legislative history of Section 1123(a)
simply does not support the revolutionary
significance that PG&E attributes to the
amendment.”5® Moreover, “Congress did not
draft Section 1123 as a blanket preemption of
state law.”*Thus, Montali “rejects outright
Proponents across-the-board, take-no-pris-
oners strategy.”>
However, there still could be implied pre-
emption. Montali found a 1994 Ninth Circuit
decision, Baker & Drake, Inc. v. Public Service
Commission of Nevada,” to be controlling.
Montali thought that a passage in Baker &
Drake was a “template” for addressing the
preemption issue:
As we view these cases, they suggest
that federal bankruptcy preemption is
more likely (1) where a state statute
facially or purposefully carves an
exception out of the Bankruptcy Code,
or (2) where a state statute is con-
cerned with economic regulation
rather than with protecting the public
health and safety.*
In Montali’s view, the “same principle” had
been adopted in PSNH when Yacos found
that “federal preemption is more likely when
the state ‘police power’ involved is economic
regulation rather than health or safety.”s
Montali concluded there were “clear signals”
in Baker & Drake as well as in PSNH “that
suggest there can be implied preemption.”!
Furthermore, the reference to “economic
regulation rather than...protecting the public
health and safety” suggested that a “balanc-
ing test” would be appropriate in determining
whether or not there was preemption.®
Unless Montali's memorandum decision
is modified on appeal or by the judge himself,
PG&E will not be able to rely on PSNH or
express preemption of state law as exten-
sively as it thought it could. PG&E still has a
chance of prevailing on preemption grounds,
however, if it meets Montali’s balancing test.
“At this stage,” Montali observed, “the court
cannot say as a matter of law that Proponents
will be unable to establish implied preemption
of otherwise applicable state laws at the con-
firmation hearings.” Thus, federal preemp-
tion may still play a prominent role in PG&E’s
bankruptcy as well as in PG&E'’s district court
action against the CPUC.

ANTITRUST CASES

Preemption law is also likely to play an impor-
tant role in deciding a set of cases that involve
electricity generators. A number of antitrust
cases™ have been filed in California courts
alleging that generators that sold into the
wholesale electric market have violated either
California’s antitrust statute, the Cartwright
Act,® or the California Unfair Competition

Law.% The cases are coordinated in San Diego
Superior Court as Wholesale Electricity
Antitrust Cases I and I1.¥ The plaintiffs con-
tend that the defendant generators, either
unilaterally or through concerted action,
manipulated prices charged in the PX and
ISO wholesale markets.

The central problem facing the plaintiffs
is that the defendants’ power transactions
were made pursuant to tariffs approved by
the FERC. The tariffs established the price-
setting mechanisms for the PX and ISO mar-
kets. The FERC reviewed and approved the
tariffs as a means of achieving “just and rea-
sonable” rates before it permitted the PX
and ISO markets to operate:

Here, the central transactions, whole-

sale sales of energy and interstate

commerce, were governed by FERC-
approved rules and FERC jurisdic-
tional ISO and PX. Those transactions
thus fall within FERC’s jurisdiction....

Further, the centralized wholesale spot

electricity markets operated by the

California ISO and PX were estab-

lished (and had been modified) sub-

ject to FERC review and approval.%®

The plaintiffs seek lower rates through
damages. Relief apparently would be the dif-
ference between 1) the price actually charged
and filed with the FERC and 2) the price that
allegedly would have existed but for the
defendants’ wrongful conduct. The question
of whether the generators should make
refunds, however, is up to the FERC, not
state courts.

The actions in state court were filed in late
2000 and early 2001. After removal to federal
court, the cases were consolidated and
assigned to U.S. District Judge Robert
Whaley, sitting by designation in the
Southern District of California. The plain-
tiffs filed motions to remand to state court.
On July 31, 2001, Whaley remanded the cases
to state court. The judge adopted the plain-
tiffs’ argument that the filed rate doctrine
and preemption defenses could be raised
and decided in state court as well as in fed-
eral court. However, Whaley noted that the
filed rate doctrine and federal preemption
may provide an “absolute defense” to the
plaintiffs’ claims.® He observed that under
the filed rate doctrine, “a plaintiff may not
recover damages on the theory that anti-
competitive activities artificially inflated the
rates charged for a good or a commeodity
when the rates charged were submitted and
approved by the appropriate federal
agency.""

The defendant generators argue that
under the filed rate doctrine, claims chal-
lenging rates subject to federal agency juris-
diction are nonjusticiable in any court.”!
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Courts enforce this nonjusticiability rule to
preserve the exclusive jurisdiction of fed-
eral agencies and to protect the congres-
sional goal of uniform interstate regulation.™
The filed rate doctrine thus requires all
courts to “give effect to Congress’ desire to
give FERC primary authority over interstate
wholesale rates, and to ensure that the rates
do not interfere with this authority.” A court
observed, “The filed rate doctrine prohibits
a party from recovering damages measured
by comparing the filed rate and the rate that
might have been approved....””* Another
stated, “It would undermine the congres-
sional scheme of uniform rate regulation to
allow a state court to award as damages a rate
never filed with the Commission and was
never found to be reasonable within the
meaning of the [Federal Power] Act.”"

The plaintiffs in the antitrust cases seem
to contend that the filed rate doctrine may not
apply insofar as the generator defendants
were charging market rates. However, the
FERC has found that the filed rate doctrine
applies equally to market-based rates: “The
filed rate doctrine and its corollary, the rule
against retroactive ratemaking, apply to mar-
ket-based rates."™®

Thus, while federal preemption seems to
be a key to Edison and PG&E working their
way out of the consequences of the restruc-
turing of the operation of California utilities,
it may be even more decisive in precluding
antitrust actions in California state court
against generators. As a result of the appli-
cation of federal preemption law, many of the
issues lingering from the electricity crisis of
2000-2001 are likely to be resolved in 2002. B
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