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Many types of debtors in bankruptcy proceedings are subject to various forms of regulation that potentially could conflict with the bankruptcy process.  For example, financial institutions are subject to financial and organizational regulation at both the federal and state level and industrial concerns are subject to environmental regulation in ways that directly affect their ability to make a profit.  But gas or electric public utilities are subject to such pervasive federal and state regulation that they present special problems in reconciling the legal duties imposed by the regulatory process on both the utilities and their regulators with the mandates of the Bankruptcy Code.  Moreover, the regulatory process contemplates the participation of groups of stakeholders and competing interests that may not fit easily into the bankruptcy process.  

This Session will explain how, focusing on the reorganization of  Public Service Company of New Hampshire, conflicts between the federal and state regulatory process applicable to public utilities and the jurisdiction of the Bankruptcy Courts have been resolved.

I.
 Principles of Federal and State Utility Jurisdiction and the Bankruptcy Code
Traditionally, electric and gas public utilities have been subject to pervasive economic regulation because the services and products they furnish are considered so important to the public that they are deemed to be dedicated to the public interest and because they are often monopolies within a geographic area.  Agencies of the states and the federal government were created by law to control, or regulate, utilities and their assets in the public interest, particularly to insure that the rates a utility charges are reasonable, that the quality of service is adequate and that there is no unreasonable discrimination in the provision of service to similarly situated customers.  

Statutory regimes were created to confer upon these utility regulators both the authority and the duty to regulate public utilities, including the requirement that each public utility obtain approval from the regulator before it could lawfully:


Increase rates, based on its imbedded cost of serving its customers, including a reasonable return on invested capital


Acquire, construct, operate or dispose of facilities, including by merger or consolidation


Commence or discontinue service


Issue or acquire securities, assume financial obligations or encumber its assets


Contract with or make payments to affiliates


Be acquired by merger or consolidation constituting a change of control

These statutory schemes have been implemented by means of a public, quasi-judicial process designed to provide an opportunity for maximum participation by the utilitys customers.   A raft of competing public and private stakeholder groups, including the regulators expert staff and other government agencies established to advocate the interests of consumers, are perennially active in the utility regulatory process and in appeals from it before the courts.    

The notion of competition has been introduced in many regulatory forums to allow utility customers to choose between multiple possible suppliers of electric energy or gas as commodities at market prices, and alternative forms of incentive-based regulation have been developed based on regulation of retail prices rather than recovery of the cost of providing service.  Despite these developments, however, electric and gas public utilities continue to be subject to the restrictions of pervasive, complementary regulation at the federal and state levels, and the duties of their regulators to enforce those restrictions under applicable laws remain essentially unchanged.

II.
Chapter 11 of the Bankruptcy Code and the Regulatory Process
The fundamental purpose of Chapter 11 is to stabilize and rehabilitate the debtor while it continues to operate its assets and works out a plan with its creditors for resolution of their claims.  Certain types of stakeholders, or parties in interest, are allowed to participate in the proceeding to protect their interests.  The Bankruptcy Court is given an array of statutory tools to carry out this objective amounting to ultimate control over the affairs, assets and operations of the debtor.  The expenses of the process are paid out of the debtors bankruptcy estate.  The final objective is to develop and obtain approval for a plan of reorganization that often includes the issuance of utility securities, encumbrance of utility assets and disposition of utility assets, including transfer of control.  The economic basis going forward is necessarily based on the future earning ability of the utility under an assumed level of rates, revenues and costs.  The Bankruptcy Court must base its decision to approve or disprove a plan of reorganization on what is best for all participants.

It is clear that substantial overlap exists between the utility regulatory regimes of the federal and state governments and Chapter 11 of the Bankruptcy Code.  This overlap creates many areas of potential conflict between the two, raising the following questions, among others:

 
Which of the stakeholders in the regulatory process will be permitted to participate in bankruptcy proceedings?


Will the regulator(s) be allowed to make rates for the utility without regard to the effect on the bankruptcy proceeding?


What role will the regulator(s) have in the development and approval of the plan of reorganization?


How will the regulatory concept of the public interest be reflected in the bankruptcy process?

III.
Regulatory Responses to Prospect of Utility Bankruptcy and the PSNH Case 

Uncertainty about these and other issues have driven regulators to assist utilities in avoiding bankruptcy.  In the mid-1980's, cost overruns on nuclear plant construction and other financial pressures brought a number of utilities to the brink of bankruptcy.  Regulators were faced with the prospect of either approving higher utility rates to cover these increased costs or submitting to the unknown risks of utility bankruptcy.

In at least three cases, the regulators chose higher rates or other regulatory devices to avoid having the utilities subject to their regulation enter the bankruptcy process.
  In the case of Consumers Power Company, the Michigan Public Service Commission granted a $69 million rate increase (while denying $205 million) conditioned on Consumers restructuring its bank debts without an increase in interest rates, arranging financing for fuel inventories, ceasing construction on the Midland nuclear plant, and staying out of bankruptcy.
  In taking this action, the PSC expressed its concerns regarding its diminished authority in a federal bankruptcy court, the prospect that ratepayers would have less standing than creditors before a bankruptcy court, the time and expense of a bankruptcy proceeding, the possible adverse effect on service, increased difficulty in obtaining financing on reasonable terms, and possible ripple effect on other Michigan utilities.
  

In New York, the Public Service Commission cited similar concerns in granting a $68.7 million increase to LILCO to facilitate financing of construction of the Shoreham nuclear plant.
  In Indiana, the regulator granted a request for emergency rate relief to Public Service Company of Indiana to cover the increased costs of the Marble Hill nuclear plant.  That decision was based  on the commissions  determination that it was not in the public interest for it to risk the possibility of losing its regulatory authority to the bankruptcy court over the financing of the post-filing financing of the utility, valuation of the utilitys assets, issuance of utility securities, and granting of security interests in utility assets.
 

The most significant activity of this type occurred in New Hampshire, where Public Service Company of New Hampshire (PSNH) requested approval from the New Hampshire Public Utilities Commission (NHPUC) to issue $525 million of third mortgage bonds to allow PSNH to continue construction of the Seabrook nuclear plant and to avoid bankruptcy.  The NHPUC approved the issuance of the securities, apparently believing that PSNH had been saved from bankruptcy.
  As the world knows, however, PSNH did file for bankruptcy protection in January of 1988, unleashing the first utility bankruptcy case since the Depression.  The PSNH case has served as the template for much of the law applied in utility bankruptcies to date.                          

IV.
Regulator/Ratepayer Participation In Reorganization Proceedings
Bankruptcy Code  1109(b) provides that [a] party in interest, including the debtor, the trustee, a creditors committee, an equity security holders committee, a creditor, an equity security holder, or any indenture trustee, may raise and may appear and be heard on any issue in a case.
   Bankruptcy Rule 2018(a) allows the bankruptcy court to permit any interested party to intervene generally where the entitys interests are not already adequately represented and where intervention would not result in undue delay or prejudice to the original parties.
   Subsection (b) of that Rule provides that the Attorney General of a state may appear and be heard on behalf of consumer creditors if the court determines the appearance to be in the public interest, but the Attorney General may not appeal from any judgment, order or decree in the case.  Accordingly, the Code provides no assurance that non-creditor ratepayers, citizen groups, public advocates or other typical stakeholders in utility rate and other regulatory proceedings will be able to participate in utility bankruptcy proceedings. 

At the outset of the PSNH case, motions seeking party in interest status were filed by the State of New Hampshire, State of Connecticut, New Hampshires Office of the Consumer Advocate, the Business and Industry Association of New Hampshire and, collectively, three New Hampshire citizens groups (Citizens Within the Ten Mile Radius, Seacoast Anti-Pollution League and Campaign for Ratepayers Rights).
  The court granted full party in interest status to the State of New Hampshire under  1109(a), as well as intervention under Rule 2018, on the grounds that it (including the NHPUC) has a statutory basis for being involved in the proceeding under Code  1129(a)(6) (requiring the approval of the pertinent regulatory agency as to any rate changes involved in the debtors plan of reorganization) and with respect to resolution of certain potential jurisdictional conflicts.
    The court further held that it could not exclude the possibility that the type of public interest considerations advanced by the NHPUC in support of its motion must be considered in a case having a manifest public impact, such as the PSNH proceeding.
  The New Hampshire Office of the Consumer Advocate and the Business and Industry Association were found to have particular expertise in rate matters and were granted limited intervention rights to provide the court with advice and information on the effect on their constituencies of proposals before the court.
   The court deferred action on the other motions.

In granting party in interest status to New Hampshire and the NHPUC, the court exercised its discretionary powers to hold that regulatory agencies, and perhaps statutory consumer advocates, should be accorded a status in utility bankruptcy proceedings as representatives of the public interest and also because their participation guards against the entire burden of the reorganization falling on ratepayers.  But, at least as importantly, the court clearly was of the opinion that it would be more efficient, and produce a more comprehensive resolution, to have the NHPUC inside the tent than outside it:

In this regard, I find that, rather than burdening the reorganization process of a regulated public utility, the granting of such status and rights to the State of New Hampshire should expedite the progress of this reorganization proceeding.  The intended result of this ruling is to grant to the State of New Hampshire an unquestioned place at the bargaining table in the process of plan formulation.  Taking that place at the bargaining table will necessarily force the State of New Hampshire to come to grips with various legal and factual issues which could otherwise significantly delay the reorganization process.

Finally, it is important to note that a reorganization court has sufficient discretion to hear any entity that may be able to provide the court with assistance in understanding a matter before it, without regard to whether that entity has standing to appeal to appeal an order in the proceeding.
   In the PSNH case, the court heard, in response to a PSNH proposal to transfer Seabrook to a separate corporation, objections from the same three citizens groups that previously had been denied party in interest and intervention status that the proposed separation would permit an operating methodology that could convert the plant from an asset to a liability.

V
Jurisdictional Conflicts: Regulation vs. Reorganization
The conflict between the jurisdiction of the reorganization court under the Bankruptcy Code and the regulatory authority of the state regulator was starkly presented in the PSNH case and clearly resolved in favor of the court in two significant contexts.

Early in 1989, the NHPUC presented a direct challenge to the courts jurisdiction by commencing an involuntary rate proceeding on the grounds that PSNH was earning in excess of its authorized return.  PSNH requested the court to enjoin the NHPUC under Bankruptcy Code  105
 from continuing with the rate case.  Under  105, the court is authorized to fashion such orders as are necessary or appropriate to further the purposes of the substantive portions of the Bankruptcy Code.  

The court granted the injunction, based on the following findings:


The debtor did not have an adequate remedy in the form of a hearing before the NHPUC because the attendant delay during the rate case would deny relief to the estate at a crucial point in the reorganization process and because the NHPUC is not equipped to weigh reorganization process requirements under the Bankruptcy Code;


The rate case could lead to a full-scale reopening of all aspects of determining PSNHs rate base and rate of return that would constitute an intrusive disruption of the debtor-in-possessions activities and delay that would threaten the possibility of a consensual plan of reorganization; and


The harm to the state if the rate case were enjoined (the court quantified the NHPUCs rate overcharge claim at $5 million dollars over a period of six months and found that the state was protected from any loss of recovery of this amount at a later date) was not substantial and was outweighed by the federal interest in maximizing values for all parties to the reorganization through development and approval of a consensual plan.

The court did not consider whether Bankruptcy Code  362(b),
 which exempts from the automatic stay the commencement or continuation of an action or proceeding 

. . . by a governmental unit to enforce such governmental units police or regulatory power, can be read to mean that PSNH should have been allowed to continue the involuntary rate case.

PSNH filed its plan of reorganization in December of 1988.  The plan provided for the transfer of property, including franchise, works, and system, to another entity; for the mortgage of property that was in the estate; for the issuance of utility securities; and for contracts among affiliates that are successors to PSNH.  The plan further provided that PSNH would not seek  NHPUC approval for any of the transactions covered by the plan, other than the rates proposed to be charged under the Plan, to the extent required by Bankruptcy Code  1129(a)(6).

PSNH filed a complaint for declaratory judgment under the Declaratory Judgment Act
 that state laws requiring the NHPUCs approval for transactions included in the plan were preempted by the Bankruptcy Code.  PSNH relied on Code  1123(a)(5),
 which states that [n]otwithstanding any other otherwise applicable nonbankruptcy law, a plan shall . . . provide adequate means for the plans implementation, such as . . . transfer of all or part of the property of the estate to one or more entities, . . . sale of all or any part of the property of the estate[,] . . . satisfaction or modification of any lien; [and] issuance of securities. . . .  PSNH argued further that the NHPUCs role with respect to approval of the plan was limited by Code  1129(a)(6)
 to approval, after confirmation of the plan, of  any rate change provided for in the plan.

The court held that New Hampshires laws requiring NHPUC approval of the transactions called for in the plan were preempted, except to the extent post-confirmation approval of rates to be charged under the plan were required under  1129(a)(6).
  The court appeared to rely in large part on its discretionary authority under Code  105
 to restrain regulatory action that threatens the bankrupt estate, citing with approval a case in which the Federal Reserve System had been enjoined from prosecuting administrative action against a debtor that was a nonbank holding company.
  The court also performed an extensive preemption analysis that analogized New Hampshires laws requiring NHPUC approval of the PSNH plan transactions to a similar state law that had been preempted by the Supreme Court in Schneidewind v. ANR Pipeline Co.
 as an obstacle to FERCs implementation of the Federal Power Act.
  The court made it clear, however, that federal preemption only applied to the restructuring transactions necessary to an effective and feasible reorganization and left New Hampshires regulatory jurisdiction otherwise intact.

In preempting New Hampshires utility regulatory laws, the court was giving effect to its firmly held view that any other result would eviscerate the Bankruptcy Code in utility debtor cases:

The question presented for decision is a tough decision in that sense -- in that it clearly does involve sensitive and unprecedented issues between the state and federal authorities with regard to an appropriate balance between those authorities.  The answer to that concern however is that Congress in my judgment has specifically drawn a line by its enactment of the Bankruptcy Code provisions here in question which requires that the federal interest prevail.  Moreover, I believe that Congress drew that line because it perceived the stalemate that would result if it tried to give full effect to both the federal interest and the state interest in the context of a regulated utility debtor forced to come into a federal bankruptcy court.

Corporate reorganization cannot work without substantial restructuring of the corporate entity that is relatively prompt and free from litigation costs and delays in fragmented proceedings in numerous other forums apart from the reorganization court.  Section 1123(a)(5) is a very powerful and necessary restructuring tool in this regard and is essential to the corporate restructuring process.  The disruption of state economic regulatory power by Congress is not really surprising in this context -- in terms of a reorganization process involving a balancing of all economic interests in a failed enterprise.  That is the quintessence of Chapter 11 of the federal Bankruptcy Code.
  

At least one specific type of stalemate that the court had in mind arises out of the valuation circularity presented by the Chapter 11 reorganization of a regulated public utility company.
  Any Chapter 11 proceeding is focused primarily on the restructuring of the debtor and a valuation of that entity as reorganized.  The value of the assets of a public utility is determined by the rates that can be charged for the services and goods that can be produced using those assets.  The utilitys rates are determined in large part by the capital structure of the utility and the value of its assets.  In order to achieve its federally-established purpose of reorganizing the public utility debtor, the reorganization court must be able to cut through this circularity to establish a valuation of the debtors assets.
      

As a result of the Supreme Court's 1996 decision in Seminole Tribe of Florida v. Florida,
 the jurisdiction of a bankruptcy court to enjoin state action as was done in the PSNH case has been called into question.  In Seminole Tribe, the Supreme Court held that Article I of the U.S. Constitution precludes the Congress from abrogating the sovereign immunity of the states, granted under the Eleventh Amendment, against suit in the federal courts.  Relying on Seminole Tribe, the states may now challenge a bankruptcy court's jurisdiction to prevent a state and its regulatory agencies from exercising regulatory authority over public utilities under state law.  The Eleventh Amendment does not, however, prohibit suits in the federal courts for injunctive or declaratory relief against state officials, as opposed to the state agency they serve.
  Accordingly, a bankruptcy may be able to effectively halt a rate case before a state commission by enjoining the commissioners personally, in their official capacities.  The bankruptcy court in In re Cajun Electric Power Cooperative, Inc. recently took this course when it enjoined the commissioners of the Louisiana Public Service Commission from reducing the debtor utilitys rates without further order from the court.
       

VI
Consideration of the Public Interest in Reorganization Proceedings
Regulators have not been successful in protecting their jurisdictional turf by arguing that only they are capable of proper consideration of the public interest with respect to activities or transactions of the utility debtor.

The court rejected the NHPUCs claim that the public interest required continuation of  its involuntary rate case against PSNH, holding that consideration of the public interest was subsumed in the courts balancing of federal and state interests.
  A more thorough consideration of the issue was provided in the courts later order preempting New Hampshire laws requiring NHPUC approval of the plan transactions.
  There, the court rejected the public interest factor as not dispositive on the question before it and presented a comprehensive analysis of direct and implied federal preemption that overwhelmed the states defense of its regulatory authority as a police power that deserved insulation from the reorganization process and as a necessary safeguard of the public interest that would leave an unprotected void if it were preempted by confirmation of the reorganization plan.
  The court reasoned that the public interest would continue to be the subject of regulatory authority (including that of FERC, which would gain jurisdiction over aspects of the reorganized debtors assets and operations under the plan) with regard to the ongoing operations and rates to be charged by the reorganized debtor and that a reorganization court can take the public interest into account and give it continuing vitality in the context of a plan confirmation.
  Ultimately, however, the following passage demonstrates that the results of the NHPUCs previous regulation of PSNH gave the court reason to believe that the public interest would be protected as least as effectively in the reorganization proceedings:

The very fact of the PSNH chapter 11 filing demonstrates beyond dispute that in this instance the state regulatory system failed to effectively balance all economic interests.  . . .  The failure of the PSNH enterprise and the state regulatory process to assure financial capability to meet current obligations created not only a constituency of ratepayers vitally interested in the outcome of reorganization but also a constituency of other economic interests (creditors and stockholders) just as much impacted by the failure of the regulatory system and just as vitally interested.  The financial interest of ratepayers, one of these constituencies, while important, does not supersede the financial interests of all other economic interests necessary to an appropriate balancing of competing interests in a successful reorganization.
  

�See Lomax, Future Electric Utility Bankruptcies: Are They on the  Horizon and What Can We Learn from Public Service Co. of New Hampshires Experience?, 12 Bankr. Dev. J. 535 (1996), at 552-556. 


�Id., 552.


�Id., 552-553.


�Id., 553.





�Id., 555.


�Id., 553. 


�11 U.S.C.   1109(b).


�In re Longfellow Industries, Inc., 76 B.R. 338 (Bankr. S.D.N.Y. 1987); In re Hyde Park Partnership, 73 B.R. 194, 197 (Bankr. N.D. Ohio 1986); In re George Rodman, Inc., 33 B.R. 348, 350 (Bankr. W.D.Okla. 1983); C.Wright and A. Miller, Federal Practice and Procedure  1913 at 552.


�In re: Public Service Co. of N.H., 88 B.R. 546 (Bankr. D.N.H. 1988).


�Id., 555.  New Hampshire also had claimed status as a creditor based on claims for an unpaid NHPUC assessment, for franchise taxes owed the state and for certain fees owned the state in a pollution-control financing, but the court did not reach this question in deciding the state was a party in interest. Id., FN 3.


�Id., 556.


�Id., 556-557.


�Id., at 557.


�In re Public service Co. of N.H., 90 B.R. 575 (Bankr. D.N.H. 1988).


�Id., 579-590.


�11 U.S.C.   105.


�In re Public Service Co. of N.H., 98 B.R. 120 (Bankr. D.N.H. 1989).


�11 U.S.C.  362(b).


�28 U.S.C.  2201.


�11 U.S.C.  1123(a)(5).


�11 U.S.C.  1129(a)(6).


�In re Public Service Co. of N.H., 110 B.R. 854 (Bankr. D.N.H. 1989).


�11 U.S.C.  105.


�In re Public Service Co. of N.H., supra, 110 B.R. 866-869 (citing In re Mcorp, 101 B.R. 483 (Bankr. S.D. Tex. 1989).


�485 U.S. 293, 108 S.Ct. 1145, 99 L.Ed.2d 316 (1988).


�In re Public Service Co. of N.H., supra, 110 B.R. at 886.


�Id., at 891.


�Id. , at 890.


�Id.,  856, FN1.


�Id.


�517 U.S. 44 (1996), 


�Ex parte Young, 209 U.S. 123 (1908).


�Bankr. M.D. La., Case No. 94-1174, bench ruling issued October 13, 1998.


�In re Public Service Co. of N.H., supra, 98 B.R. 124.


�In re Public Service Co. of N.H., supra, 108 B.R. 854.


�Id., 869-874.


�Id., 871, 873, 874.


�Id., at 890-891.






3-3

