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1
QUESTION PRESENTED

Whether the Ninth Circuit erred by failing to
abide by this Court’s decisions in United Gas Pipe Line
Co. v. Mobile Gas Service Corp., 350 U.S. 332 (1956),
and Federal Power Commission v. Sierra Pacific Power
Co., 350 U.S. 348 (1956), which—as the Federal En-
ergy Regulatory Commission correctly decided—
preclude the Commission from undoing a valid, bilat-
erally negotiated, arms-length wholesale energy con-
tract that has, at most, a minimal impact on retail
rates.
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PARTIES TO THE PROCEEDING

Petitioner Morgan Stanley Capital Group Inc. in-
tervened in the court of appeals.

Respondent Public Utility District No. 1 of Snoho-
mish County Washington was the petitioner below.

Respondent Federal Energy Regulatory Commis-
sion was the respondent below and is respondent here
“by rule.” See Sup. Ct. Rule 12.6.

Respondent Mirant Americas Energy Marketing
(now Mirant Energy Trading LLC) intervened in the
court of appeals and is also a respondent by rule.

CORPORATE DISCLOSURE STATEMENT

Morgan Stanley Capital Group Inc. states that its
parent company is Morgan Stanley. Based on Securi-
ties and Exchange Commission rules regarding benefi-
cial ownership, State Street Bank & Trust Company,
225 Franklin Street, Boston, Massachusetts 02210,
beneficially owned 12.1% of Morgan Stanley’s stock on
December 31, 2006 (based on a Schedule 13G filed on
February 12, 2007 by State Street, acting in various
fiduciary capacities).



111

TABLE OF CONTENTS

Page

QUESTION PRESENTED. ......coovviiiiiiiiiiiiiiieeeeeees 1
PARTIES TO THE PROCEEDING .........cccccuvvveeeenn... 11
CORPORATE DISCLOSURE STATEMENT.............. 11
TABLE OF CONTENTS......cooiiiiiiieeeeeeee 1i1
TABLE OF AUTHORITIES ..o vi
BRIEF FOR THE PETITIONER ........ccccoovviiiiiienne. 1
DECISIONS BELOW ....oooiiiiiiiiiiieeeeeeeeeeeee 1
JURISDICTION.....coiiiiiieeeeeeeeeeee e 1
STATUTORY PROVISIONS INVOLVED................... 2
STATEMENT ...ttt 2
A. Statutory Background.............ccccecoooen 4

B. Regulatory Background .......................... 7

C. Factual Background............cccceeeeeeenn. 11

D. Agency Proceedings............cc.covvvvvunnnnn... 15

E. Decision Below..........ccoeviiiiiiiiiiiiiieennnnnn. 20
SUMMARY OF ARGUMENT .......cooovviiiiiiiiieeeennn. 22
ARGUMENT ...t 25

L. THE TERMS OF THE MORGAN
STANLEY — SNOHOMISH CONTRACT
ARE “JUST AND REASONABLE”
ABSENT A SHOWING OF PUBLIC
NECESSITY ...ooviiiiiiiiiiiiiiicciccceieec e 25



1v

TABLE OF CONTENTS
(continued)

Under Mobile And Sierra, The

Terms Of A Wholesale Energy Con-

tract Are “Just And Reasonable”
Absent Extraordinary Circum-
stances Implicating An Unequivo-

cal Public Necessity.......cccoeeeeeeernnninns

The Mobile-Sierra Framework Ap-
plies To The Morgan Stanley —

Snohomish Contract......ccccceeevuneenn...

The Ninth Circuit Erred In Estab-

lishing Preconditions To The Treat-

ment Of A Wholesale Energy Con-
tract As Presumptively Just And

Reasonable....ccooveeeiiiiiiiiiiiieiinann...

1. The presumption that a
wholesale energy contract is
just and reasonable does not
turn on a post hoc assess-
ment of whether there was

“dysfunction” in the market ..

2. The filing of a contract with
FERC is not a precondition
to presuming that the con-

tractisvalid.....cooevvveeeneeinnnnn..

Page



A%

TABLE OF CONTENTS
(continued)
Page

II. AS FERC CORRECTLY CONCLUDED,
THERE IS NO UNEQUIVOCAL PUBLIC
NECESSITY TO SET ASIDE THE
MORGAN STANLEY — SNOHOMISH
CONTRACT ...t 45

A. The Morgan Stanley — Snohomish
Contract Is Not Causing Extensive
Damage To The Public............cooooee. 45

B. The Ninth Circuit Erred In Draw-
ing A Distinction Between High-
Rate And Low-Rate Cases......cccuueenn...... 48

CONCLUSION ...coiiiiiiiiiiiiiiciiieccceeeec e 51



vi

TABLE OF AUTHORITIES

CASES

Arkansas Louisiana Gas Co. v. Hall,

453 U.S. 571 (1981) evereeeeeeeeeeeeeesereres

Cal. ex rel. Lockyer v. FERC,

383 F.3d 1006 (9th Cir. 2004) .......o..........

Federal Power Comm’n v. Sierra Pac.
Power Co.,

350 U.S. 348 (1956) +vv-veeeeeeereeeeererereeres

Grand Council of the Crees v. FERC,

198 F.3d 950 (D.C. Cir. 2000) ....ooe...........

Mobile Gas Serv. Corp. v. Fed. Power
Commn,

215 F.2d 883 (3d Cir. 1954)....eeeeeereeenn..

N. Ind. Pub. Serv. Co. v. Carbon County
Coal Co.,

799 F.2d 265 (7th Cir. 1986) ...vvveveeen..

Permian Basin Area Rate Cases,

390 U.S. 747 (1968) +verveeereeereeeeerrereerees

Potomac Elec. Power Co. v. FERC,

210 F.3d 403 (D.C. Cir. 2000) ....orvvren.....

Pub. Utils. Comm’n of Rhode Island v.
Attleboro Steam & Elec. Co.,

273 U.S. 83 (1927) weeeeeeeeeeeeeeeeerereen,

Transmission Access Policy Study Group
v. FERC,

295 F.3d 667 (D.C. Cir. 2000) ...vrvveen......

United Gas Pipe Line Co. v. Mobile Gas
Service Corp.,

350 U.S. 332 (1956) +vvveeeeeeeeeeererereeres

Page



vii

TABLE OF AUTHORITIES
(continued)

United Gas Pipe Line Co. v. Memphis
Light, Gas & Water Div.,

358 U.S. 103 (1958) c.eevvveieieiieeeieeeeen.

Verizon Commc’ns Inc. v. FCC,

535 U.S. 467 (2002) ...evvvvivieeiiiiiieeeen.

Weyerhaeuser Co. v. Ross-Simmons
Hardwood Lumber Co.,

127 S. Ct. 1069 (2007) c.eevvveeeaiiieeeeeiineeen

AGENCY DECISIONS
Citizens Power & Light Co.,

48 F.E.R.C. 961,210 (1989) ..cccevuvvveeennnnn

El Paso Elec. Co.,

108 F.E.R.C. 61,071 (2004) .....cccceuueee.

Enron Power Mktg., Inc. & Enron Energy
Seruvs., Inc.,

103 F.E.R.C. 1 61,343 (2003) ........ccccuee..

Morgan Stanley Capital Group, Inc.,

69 F.ER.C. § 61,175 (1994) ...ccccuvvveeennenn

Morgan Stanley Capital Group, Inc.,

No. ER94-1384-029 (2001) .....ceevvvuvveeeennee

Order No. 652, Reporting Requirements
for Changes in Status for Pub. Utils.
with Market-Based Rate Auth.,

110 F.E.R.C. 9 61,097 (2005) .....cccccuvueee..

Pub. Utils. Comm’n of the State of Cal.,

99 F.E.R.C. § 61,087 (2002) ......ccccuveenneen.

San Diego Gas & Elec. Co.,

93 FERC { 61,121 (2000) ................. 11, 12, 35, 36



viil

TABLE OF AUTHORITIES

(continued)
Page
STATUTES
16 U.S.C. § 824 oo, 5, 42, 45
16 U.S.C. § 824d.....cccoeiiiiiiieeeeeeeeeiieeeeeee, 5,9, 42
16 U.S.C. § 824€..uuuueeeeeiiiiiiiiiiiciieeeeeeeeeeeeen passim
REGULATIONS
18 C.F.R. § 154.1 (2007) ceovvvreieeeeeeeeeeeeiiceeeeeeeeeeeeens 7
18 C.F.R. § 154.23 (1955)....ccuvuieeeeeeeeiieiiiiiccieeeennn, 41
18 C.F.R. § 154.6 (2006) ......ovvvveieeeeeeciiiiiieeeeeeeeeans 41
OTHER AUTHORITIES

Javier Blas, Soaring Oil Sparks Rush To
Tie Down Prices,
Financial Times, Nov. 6, 2007 .......cccovvvvvunnennn. 37

Energy Info. Admin., Office of Coal,
Nuclear, Electric & Alternate Fuels,
Dep’t of Energy, The Changing
Structure of the Electric Power

Industry 2000: An Update (Oct. 2000)............... 10
Edison Electric Institute, Key Facts about

the Electric Power INAUustry..........ccccoeeeeeeeeeeennnnn. 37
Final Report on Price Manipulation in

Western Markets,

Docket No. PA02-2-000 (March 2003) ............... 38
Daniel Gabaldon, et al., Betting Big on

Baseload, Elec. J. (Aug. — Sept. 2006) .............. 37

Office of Market Oversight &
Investigations, FERC, 2004 State of
the Markets Report (June 2005) ... 10



1X

TABLE OF AUTHORITIES

(continued)
Page
Restatement (Second) of Contracts § 261,

comment b (1981) .....ovviiiiiiiiiiiiiieeeeeee e, 35
Snohomish County Pub. Util. Dist. No. 1

Annual Report 2001 ........ccoooeiviiiieiiiiiieeeiieieees 12
S. Rep. No. 74-621 (1935) ...oeeeeeeeieeiiiiiiiieeeeeeeeeees 4,5
U.C.C.§ 2-615 .. 35
United Gas Petition for Writ of Certiorari,

NO. 17 (1955) i 26, 41
United Gas Merits Br., No. 17 (1955) ... 27
27 Williston on Contracts § 70:5 (4th ed.

1990) i 35



BRIEF FOR THE PETITIONER

DECISIONS BELOW

The opinion of the United States Court of Appeals
for the Ninth Circuit is reported at 471 F.3d 1053 and
reprinted in the Appendix to the Petition (“Pet. App.”)!
at la-67a. The decision of the Administrative Law
Judge 1s reported at 101 F.E.R.C. 963,031 and re-
printed at Pet. App. 68a-245a. The opinion of the Fed-
eral Energy Regulatory Commission (“FERC”) is re-
ported at 103 F.E.R.C. 4 61,353 and reprinted at Pet.
App. 246a-313a and J.A. 1222a-1323a. A related court
of appeals decision is reported at 474 F.3d 587 and re-
printed at Pet. App. 314a-330a.

JURISDICTION

The judgment of the United States Court of Ap-
peals for the Ninth Circuit was entered on December
19, 2006. On March 8, 2007, Justice Kennedy signed
an order extending the time for filing the petition for
certiorari to and including May 3, 2007. The petition
was filed on May 3, 2007, and was granted on Septem-
ber 25, 2007. This Court has jurisdiction under 28
U.S.C. § 1254(1).

! Citations to “Pet. App.” herein refer to the Appendix filed by
petitioner in No. 06-1457. Citations to “J.A.” herein refer to the
Consolidated Joint Appendix filed in Nos. 06-1457 and 06-1462.
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STATUTORY PROVISIONS INVOLVED

The relevant provisions of the Federal Power Act
(“FPA” or “Act”), 16 U.S.C. § 791 et seq., are repro-
duced at Pet. App. 331a-343a and J.A. 1615a-1623a.
The key provision is Section 206(a) of the FPA, codified
at 16 U.S.C. § 824e(a), concerning the authority of
FERC to fix rates and other terms. The provision
states in relevant part:

Whenever the Commaission, after a hear-
ing held upon its own motion or upon
complaint, shall find that any rate,
charge, or classification, demanded, ob-
served, charged, or collected by any pub-
lic utility for any transmission or sale
subject to the jurisdiction of the Com-
mission, or that any rule, regulation,
practice, or contract affecting such rate,
charge, or classification is unjust, unrea-
sonable, unduly discriminatory or pref-
erential, the Commission shall deter-
mine the just and reasonable rate,
charge, classification, rule, regulation,
practice, or contract to be thereafter ob-
served and in force, and shall fix the
same by order.

STATEMENT

This case concerns a contract between petitioner
Morgan Stanley Capital Group Inc. (“Morgan Stanley”)
and respondent Public Utility District No. 1 of Snoho-
mish County Washington (“Snohomish”), one of the
largest publicly owned utilities in the country. The
agreement was entered into in the midst of the 2000-
2001 crisis in energy markets in the Western States,
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when prices in the short-term or “spot” market for en-
ergy in California and neighboring States were at his-
torically high levels. Rather than paying the high
rates and remaining exposed to the day-to-day volatil-
ity of the spot market, Snohomish solicited and en-
tered into an agreement with petitioner to purchase
wholesale electricity for an extended period (105
months) at a fixed rate of less than one-third of the
prevailing spot market rate.

The effect of that long-term agreement was to pro-
vide Snohomish stability in its energy costs, to insu-
late it from future increases in energy rates, and, at
least at the outset, to save Snohomish a significant
amount of money. Indeed, during the early months of
the agreement, Snohomish did not even distribute all
the power that it had purchased from Morgan Stanley
and others to its retail customers—it sold some of the
power back on the spot market, making $17 million in
the process. Market conditions changed, however, and
market prices subsequently fell below the rate that
Snohomish had agreed to pay in its contract with peti-
tioner. Snohomish, instead of continuing to abide by
the terms of the contract, then filed a complaint with
FERC seeking to set aside the contract on the basis
that it i1s “unjust” and “unreasonable.” 16 U.S.C.
§ 824e.

The question in this case is whether FERC was cor-
rect when 1t determined that it should not set aside
the contract between petitioner and Snohomish. The
answer 1s yes; FERC’s judgment was correct. In
United Gas Pipe Line Co. v. Mobile Gas Service Corp.,
350 U.S. 332 (1956), and Federal Power Commission v.
Sierra Pacific Power Co., 350 U.S. 348 (1956), this
Court established that FERC’s authority to alter the
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wholesale energy rates paid by a public utility 1is
highly limited where, as here, the rate is set by a con-
tract. The Court recognized the special need to pre-
serve contract stability in energy markets and estab-
lished that wholesale energy contracts are not to be set
aside except in situations involving an unequivocal
public necessity. Not only is that standard plainly un-
satisfied here, but the parties specifically set forth in
their agreement that the contract rates were binding
for the full duration of the contract and were not sub-
ject to adjustment through unilateral application to
FERC. The Ninth Circuit nonetheless concluded that
the contract is subject to revision by FERC. That deci-
sion is contrary to this Court’s decisions in Mobile and
Sierra and, if sustained, would significantly compro-
mise the stability and soundness of the market for
wholesale energy. The Ninth Circuit’s decision should
be overturned.

A. Statutory Background

1. For many years, the electric utility industry was
dominated by “giant” vertically integrated holding
companies that owned power generation, transmission,
and distribution facilities.2 After careful study, Con-
gress concluded that federal regulation of the whole-
sale energy market was necessary. The congressional
goal was to provide “Federal leadership” to “produce

2 See S. Rep. No. 74-621 (1935) (Senate Report to the Public
Utility Act of 1935) (“Sen. Rep.”). In Public Utilities Commission
of Rhode Island v. Attleboro Steam & Electric Co., 273 U.S. 83
(1927), this Court effectively ruled that states could not regulate
these holding companies because they were engaged in interstate
wholesale energy power sales.
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an abundance of electricity at the lowest possible
cost.”3

Thus, in 1935, Congress enacted the Federal Power
Act, 16 U.S.C. § 791a et seq. Before the FPA, the tra-
ditional “scheme of administrative rate setting at the
federal level” had “called for rates to be set out by the
regulated utility companies in proposed tariff sched-
ules” and to be “accepted by the controlling agency so
long as” they were “just and reasonable.” Verizon
Commc’ns Inc. v. FCC, 535 U.S. 467, 478 (2002). In
the FPA, Congress “departed from the scheme of
purely tariff-based regulation and acknowledged that
contracts between commercial buyers and sellers could
be used in ratesetting.” Id. at 479; see, e.g., 16 U.S.C.
§ 824(a).

2. The FPA gives FERC the authority to regulate
the interstate transmission and sale of wholesale elec-
tricity. See 16 U.S.C. § 824. Under Section 205 of the
FPA, all wholesale energy rates must be “just and rea-
sonable,” and any rate “that is not just and reasonable
1s * * * declared to be unlawful.” Id. at § 824d(a). Sec-
tion 205 provides that “[u]lnder such rules and regula-
tions as the Commission may prescribe,” any whole-
sale seller “shall file” “within such time and in such
form as the Commission may designate” its rates and

charges as well as any contracts affecting its rates and
charges. Id. at § 824d(c).

Section 206 of the FPA, 16 U.S.C. § 824e, defines
the circumstances in which FERC can affirmatively
set aside and adjust wholesale energy rates and con-
tracts affecting such rates. FERC can take action un-

3 Sen. Rep. at 17.
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der Section 206 either on its own motion or in response
to a complaint. Id. § 824e(a). If FERC determines
that a wholesale energy rate or contract is “unjust, un-
reasonable, unduly discriminatory or preferential,”
FERC then must “determine the just and reasonable
rate” or “contract” and “shall fix the same by order.”

Id.

3. In two unanimous decisions issued the same day
(both per Justice Harlan), this Court long ago set the
parameters of FERC’s authority when rates are estab-
lished by contract. See United Gas Pipe Line Co. v.
Mobile Gas Serv. Corp., 350 U.S. 332 (1956), and Fed.
Power Comm’n v. Sierra Pac. Power Co., 350 U.S. 348
(1956). As explained further below, Mobile and Sierra
hold that the terms of valid, bilaterally negotiated
wholesale energy contracts are presumptively “ust
and reasonable,” and that FERC has authority to set
aside such contracts only in extraordinary circum-
stances involving unequivocal public necessity. See
Sierra, 350 U.S. at 355.

The Court explained that, when a rate is set by
contract, FERC cannot conclude “that the contract rate
1s unreasonable solely because it yields less than a fair
return on the net invested capital.” Sierra, 350 U.S. at
354-55. Even if FERC could not itself affirmatively
“Impose upon a public utility a rate which would pro-
duce less than a fair return, it does not follow that the
public utility may not itself agree by contract to a rate
affording less than a fair return or that, if it does so, it
1s entitled to be relieved of its improvident bargain.”
Id. at 355. A contract therefore “may not be said to be
either ‘unjust’ or ‘unreasonable’ simply because it is
unprofitable to the public utility.” Id. According to
the Court, “preserving the integrity of contracts” and
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permitting modification of a contract only when “nec-
essary in the public interest” affords “a reasonable ac-
commodation between the conflicting interests of con-
tract stability on the one hand and public regulation
on the other.” Mobile, 350 U.S. at 344.4

B. Regulatory Background

For many years, FERC assessed whether a rate
was “just and reasonable” based upon the cost of pro-
viding service plus a fair return on invested capital. In
the typical case, a vertically integrated power company
would file a fixed-rate wholesale electricity tariff with
FERC, and that rate would become the legal rate
unless challenged. If FERC determined that the rate
was not “just and reasonable” in view of the company’s
costs and reasonable profit, FERC would order re-
funds. See generally 18 C.F.R. § 154.1(b) (2007) (gen-
eral obligation to file with FERC “schedules showing
all rates and charges”); Cal. ex rel. Lockyer v. FERC,
383 F.3d 1006, 1012 (9th Cir. 2004), cert. denied, 127
S. Ct. 2972 (2007).

* Courts and agency materials often refer to two “standards of
review,” a “Mobile-Sierra public interest” standard and a “just
and reasonable” standard. That terminology is intended as a
short-hand means of distinguishing between FERC’s limited au-
thority under Mobile and Sierra to disturb rates set by private
contracts and FERC’s broader authority to revise non-contract
rates. Both are applications, in different contexts, of a single
over-arching statutory standard, i.e., whether the contract or rate
1s “Just and reasonable.” 16 U.S.C. § 824e(a); see Pet. App. 9a n.7
(“The parties and some of the cases speak as if two alternative
standards for reviewing wholesale electricity rates exist — the
statutory §ust and reasonable’ standard and the Mobile-Sierra
public interest standard. We do not find this way of viewing the
statutory terrain useful.”).
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In the late 1980s, “power marketers” began enter-
ing the wholesale energy market. Due to technical and
legal changes not directly relevant here, power plants
were built that were independent from the traditional
vertically integrated utilities.5 These independent
producers sold power to, among others, “power mar-
keters.” Power marketers are entities that buy and
sell wholesale power that they do not themselves gen-
erate (i.e., entities that only “take title to electric en-
ergy”’). Citizens Power & Light Co., 48 F.E.R.C.
961,210, 61,776 n.7 (1989). FERC has concluded that
power marketers “can increase efficiency in power
supply markets and ultimately lower the cost of elec-
tricity.” Id. at 61,776; see id. at 61,777 (“As a deal-
maker and risk-taker, [a power marketer] will encour-
age exchange efficiency in electric power markets that
otherwise might not be attained.”).

FERC recognized that the traditional rate-filing
methodologies would not work well for power market-
ers and other new types of entities. FERC found that
the cost-based rate setting methodology used for tradi-
tional utilities makes no sense for a power marketer
that has “no rate base on which to earn a traditional
rate of return.” Citizens Power, 48 F.E.R.C. at 61,777.
Moreover, “pricing flexibility” “would undoubtedly
permit [a power marketer] to respond quickly to
changing market conditions and to be more effective.”
Id. Acting under its statutory authority to detail the
“rules and regulations” about the “time” and “form” for
filing of wholesale energy rates, see 16 U.S.C.

5 For an overview, see Transmission Access Policy Study
Group v. FERC, 225 F.3d 667, 681-82 (D.C. Cir. 2000) (describing
“significant changes” to the industry since enactment of the FPA).



9

§ 824d(c), FERC enacted its “market based” rate re-
gime.

Under FERC’s market-based regulatory regime, a
seller may obtain “market-based rate authority”—i.e.,
approval to sell power at any rate a buyer is willing to
pay—if the seller meets various conditions designed to
guard against “the exercise of market power” and “self-
dealing.” Citizens Power, 48 F.E.R.C. at 61,777. Mar-
ket power is defined as a seller’s ability to “signifi-
cantly influence price in the market by withholding
service and excluding competitors for a significant pe-
riod of time.” Id. See Order No. 652, Reporting Re-
quirements for Changes in Status for Pub. Utils. with
Market-Based Rate Auth., 110 F.E.R.C. § 61,097, 2005
WL 327070, at *1-*2 (2005) (FERC engages in a “four
part analysis” to assure a competitive market). The
grant of market-based rate authority enables a seller
to enter into agreements to sell wholesale power at
market rates without having to submit each contract
rate to the agency for review.

A seller’s application for market-based rate author-
1ty 1s subject to public review and comment, and ag-
grieved parties may seek judicial review of the Com-
mission’s determination of market power (or lack
thereof). FERC requires sellers to file periodic reports
and updates upon any change in information relevant
to the competitiveness inquiry. Power marketers, for
example, typically filed applications updating their
market power every three years. Order No. 652, 2005
WL 327070, at *3. The Commission retains broad au-
thority to revoke a seller’s market-based rate authori-
zation if a seller fails to comply with these require-
ments or if market conditions change. See 16 U.S.C.
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§ 824e(a); e.g., El Paso Elec. Co., 108 F.E.R.C. 4 61,071
(2004).6

FERC’s market-based rate framework has led to a
significant increase in wholesale energy production.
By 2000, the Commission had granted market-based
rate authority to nearly 900 entities.” As the Commis-
sion has observed, these nontraditional sources of
power have “increase[d] the efficiency of the trading
process for sellers and buyers” and “give[n] clear price
signals indicating the best place and time to build new
generation.”® They have also “increased capital avail-
able to market participants” and “improved the indus-
try’s ability to address credit issues, increased the abil-
ity of companies to buy and sell energy, and increased
market liquidity.”®

6 For example, FERC revoked the market-based rate author-
ity of various subsidiaries of Enron Corporation after finding that
the entities engaged in market manipulation and failed to prop-
erly notify the Commission of increases in their market shares.
See, e.g., El Paso Elec., 108 F.E.R.C. § 61,071; Enron Power
Mktg., Inc. & Enron Energy Servs., Inc., 103 F.E.R.C. § 61,343
(2003).

7 See Energy Info. Admin., Office of Coal, Nuclear, Electric &
Alternate Fuels, Dep’t of Energy, The Changing Structure of the
Electric Power Industry 2000: An Update at 63 (Oct. 2000), avail-
able at http://www.eia.doe.gov/cneaf/electricity/chg_stru_update/.

8 Id.

9 Office of Market Oversight & Investigations, FERC, 2004
State of the Markets Report at 64 (June 2005), available at
http://www.ferc.gov/EventCalendar/Files/20050615093455-06-15-
05-som2004.pdf.
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C. Factual Background

1. By the 1990s, the State of California had re-
duced its reliance on large energy holding companies
to the point that it received one-third of its energy
from non-traditional producers. In furtherance of
those efforts, California enacted legislation requiring
its public utilities to divest substantial amounts of
electricity generation facilities. At the same time,
California required the local utilities to sell power to,
and purchase power, from the California Power Ex-
change Corporation (“CalPX”), a centralized market
administering “spot market sales” (sales for services
lasting 24 hours or less entered into the day of or day
prior to delivery). Pet. App. 19a-20a, 23a.

In the summer of 2000, there was a “dramatic
spike” in the price of wholesale electricity in the
CalPX. Pet. App. 24a. The CalPX spot market price
peaked at $1,099/MWh [megawatts/hour]| on June 28,
2000, an amount that was a fifteen-fold increase over
the historical average of $74/MWh. Id.

California “is part of a single integrated electricity
market in the West.” Pet. App. 25a. During the sec-
ond half of 2000 and the first half of 2001, other West-
ern energy markets also experienced high spot market
prices. For instance, spot market prices in the Pacific
Northwest reached an unprecedented $3,300/MWh in
early December 2000. Id.

In November 2000, FERC issued an order identify-
ing three causes of the spike in Western spot market
prices. San Diego Gas & Elec. Co., 93 F.E.R.C.
961,121 (2000). First, “competitive market forces
played a major role,” as production costs increased at
the same time that demand increased due to unusually



12

high temperatures and other market factors. Id. at
61,354. Second, the high prices were in part caused by
“an over reliance on spot markets,” as the CalPX rules
at the time both discouraged reliance on long-term
contracts and discouraged new entrants into the spot
market. Id. at 61,359. Third, the Commission noted
“clear evidence” that the structure of the California
spot market afforded an “opportunity for sellers to ex-
ercise market power when supply is tight * * * |7 Id.
at 61,350. FERC concluded that an “essential remedy”
was to move “significant amounts of wholesale trans-
actions” from short-term spot markets to long-term
“forward” contracts. Id. at 61,359.

2. On December 22, 2000, in the midst of the crises
in Western spot markets, respondent Snohomish is-
sued a request for proposals inviting petitioner Mor-
gan Stanley and other entities to submit bids to supply
wholesale energy. Pet. App. 162a. At that time, Sno-
homish was the second largest publicly-owned utility
in Washington and the twelfth largest in the nation in
terms of customers served.!® See Snohomish County
Pub. Util. Dist. No. 1 Annual Report 2001, at 14. Peti-
tioner Morgan Stanley was one of the first entities ap-
proved by FERC to sell power at market prices, having
first received market-based authority in 1994, Morgan
Stanley Capital Group, Inc., 69 F.E.R.C. 61,175
(Nov. 8, 1994), and having repeatedly been granted
that authority thereafter, e.g., Morgan Stanley Capital

1 Today, Snohomish is the largest publicly-owned utility in
Washington, the second largest public utility in the Pacific
Northwest, and remains the twelfth largest in the nation in terms
of customers served. Snohomish County PUD: About the PUD,
http: //[www.snopud.com/about.
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Group, Inc., No. ER94-1384-029 (June 26, 2001) (ap-
plication filed November 8, 2000).

a. When Snohomish issued its request for propos-
als to Morgan Stanley and others, the spot market
price for energy was “in excess” of $300/MWh.!1 Sno-
homish sought cheaper power and was willing to enter
into a long-term arrangement to obtain it. Morgan
Stanley’s first proposal was to supply “power for peri-
ods of one, two or three years with gradually decreas-
ing prices,” one year at $290/MWh; two years at
$206.75/MWh; or three years at $165.20/MWh. Pet.
App. 163a; ER 859.12 “Snohomish rejected this bid,”
and “specifically requested Morgan Stanley to bid ‘for
however many months’ to permit Snohomish to pur-
chase power for approximately $110/MWh.” Pet. App.
163a-164a. For more than a week, Morgan Stanley
and Snohomish engaged in extensive negotiations that
included numerous conference calls and the exchange
of multiple draft contracts. Id. at 165a. Snohomish
repeatedly demanded that Morgan Stanley revise the
price, quantity, and duration of its power supply offer.
Id. at 164a-165a. As the negotiations progressed,
Snohomish “informed Morgan Stanley that a price
‘slightly over’ $100/MWh, might be acceptable.” Id. at
164a. Ultimately, “Morgan Stanley complied with
Snohomish’s request” and agreed to sell Snohomish 25
MWhs of “round-the-clock” energy at a price of
$105/MWh for a period of 105 months (8.75 years). Id.

" Ex. MSC-93 at 9:17-19, FERC Docket No. EL02-56 (Oct. 23, 2002).

12 Citations to “ER” herein refer to the Joint Excerpts of Re-
cord filed in the United States Court of Appeals for the Ninth Cir-
cuit.
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The contract was signed in late January 2001, and
wholesale power deliveries started on April 1, 2001.
Pet. App. 166a. Soon after Snohomish entered into the
contract, it explained to its customers that its long-
term contracts with Morgan Stanley and others “give
us a lot of security against the uncertainty of market
fluctuations,” and insulated the ratepayers from mar-
ket volatility. Id.

b. The contract contains two provisions that speak
to FERC’s authority under the FPA to adjust the con-
tract terms. The first of those provisions is included in
the “Western Systems Power Pool Agreement,” an um-
brella agreement setting out standardized terms for
wholesale energy transactions. See Pet. App. 26a.
That provision states that “[n]othing contained herein
shall be construed as affecting in any way the right of
the Parties to jointly make application to FERC for a
change in the rates * * * terms, or conditions affecting
* * * transactions under Section 205 of the [FPA].” Id.
at 42a-43a. The purpose of that provision is to make
clear the parties’ intention that neither party acting
alone can effect a change in the contract rates by filing
a new rate under Section 205 of the FPA, but both par-
ties acting together could do so. See Mobile, 350 U.S.
at 343-44; United Gas Pipe Line Co. v. Memphis Light,
Gas & Water Div., 358 U.S. 103, 112 (1958) (explaining
that, while the default rule under Mobile is that nei-
ther party can unilaterally change a contract rate by
filing a new rate under Section 205, the parties could
specifically agree to preserve such unilateral author-
1ty); Pet. App. 37a-38a.

The second provision is not part of the standardized
agreement, but is specific to the contract between Sno-
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homish and Morgan Stanley. See Pet. App. 32a. That
provision, entitled “Fixed Rates,” states:

The rates for service specified in this
Agreement shall remain in effect for the
terms of this Agreement and shall not be
subject to change through application to
FERC pursuant to the provisions of Sec-
tion 205 or 206 of the Federal Power Act.

Id. at 194a (emphases added); J.A. 364a.

c. For the first several months of the agreement,
prices in the wholesale spot market exceeded the con-
tract rate, and Snohomish earned $17 million in prof-
its by reselling power that it purchased under long-
term contracts like this one. Pet. App. 218a-219a,
299a.13 By late June 2001, however, prices in the
Western energy spot markets had dropped. Id. at
115a, 252a. The market rates for short-term power
fell below the rate established in the Morgan Stanley —
Snohomish contract. On February 11, 2002, after only
10 months of the 105-month contract had elapsed,
Snohomish filed with FERC a complaint against peti-
tioner seeking to set aside the contract.

D. Agency Proceedings

1. Snohomish’s complaint invoked FERC’s author-
ity under Section 206 of the Federal Power Act, not-
withstanding the parties’ agreement in the Fixed
Rates provision of the contract that the rates “shall
remain in effect” for the duration of the contract and

13 See also Ex. SNO-38, FERC Docket No. EL02-56 (Oct. 9,
2002); Hr'g Tr. vol. 21 at 1765, FERC Docket No. EL02-56 (Oct. 9,
2002); Hr’g Tr. vol. 23 at 2407-10, FERC Docket No. EL02-56
(Oct. 15, 2002).
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“shall not be subject to change through application to
FERC pursuant to the provisions of Section 205 or 206
of the [FPA].” Pet. App. 194a. The complaint chal-
lenged the “nearly nine year term” of the contract,
claiming the contract “should be terminated, or at
least shortened to no more than one year.” J.A. 401a.
As grounds for that relief, the complaint alleged that
market dysfunctions in the spot market for power ren-
dered forward contracts like the one at issue here un-
just and unreasonable. FE.g., id. at 388a-391a. Two
similar complaints against power suppliers were filed
by Nevada Power Company/Sierra Pacific Power Com-
pany (“Nevada Companies”) and Southern California
Water Company (“So Cal Water”).14

FERC ordered an evidentiary hearing on Snoho-
mish’s complaint as well as the complaints of the Ne-
vada Companies and So Cal Water.!> FERC explained

14 The Nevada Companies filed separate complaints against
Duke Energy Trading and Marketing, L.L.C., Morgan Stanley,
Calpine Energy Services, L.P. (“Calpine”), Mirant Americas En-
ergy Marketing, L.P. (“Mirant”), Reliant Energy Services, Inc., El
Paso Merchant Energy, L.P., BP Energy Company, Enron Power
Marketing, Inc., and Allegheny Energy Supply Company, L.L.C.
(“Allegheny”). So Cal Water filed a complaint against Mirant.
Pet. App. 69a. The contracts involving the Nevada Companies
and Mirant are discussed in the brief filed by petitioners in No.
06-1462, consolidated with this case. Mirant and So Cal Water
are respondents to this petition.

15 A few weeks later, FERC ordered a similar hearing on com-
plaints filed by the California Public Utilities Commission and
the California Electricity Oversight Board. Pub. Utils. Comm’n of
the State of Cal., 99 F.E.R.C. § 61,087 (2002). This Court has not
ruled on the petitions for certiorari arising from the Ninth Cir-
cuit’s disposition (on the same day as the decision here) of those
complaints. See S. Ct. Nos. 06-1454 & 06-1468.
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that “[t]hese complaints allege that dysfunctions in the
California electricity spot markets caused long-term
contracts negotiated in the bilateral markets in Cali-
fornia, Washington and Nevada to be unjust and un-
reasonable, and seek the extraordinary remedy of con-
tract modification.” J.A. 1082a. “To ensure that the
complainants have a full and fair opportunity to pre-
sent their cases and that the Commission, in turn, has
a complete record on which to base its ultimate deci-
sion,” FERC set the cases for a trial-type evidentiary
hearing before an administrative law judge. Id. at
1082a, 1107a.

In so doing, however, FERC stated that the com-
plainants bore the “heavy” burden of “proving that

modification of contracts is justified.” J.A. 1082a.
FERC explained:

The Commission’s long-standing policy,
consistent with a substantial body of Su-
preme Court and other judicial precedent,
has been to recognize the sanctity of con-
tracts. Rarely has the Commission devi-
ated from that policy * * * . Preservation
of contracts has, if anything, become even
more critical since the policy was first
adopted. Competitive power markets
simply cannot attract the capital needed
to build adequate generating infrastruc-
ture without regulatory certainty, includ-
ing certainty that the Commission will not
modify market-based contracts unless
there are extraordinary circumstances.

Id. at 1099a. FERC set a “refund effective date”—i.e.,
the date from which Snohomish would receive a refund
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from Morgan Stanley should FERC find the contract
unlawful—of April 12, 2002. Id. at 1104a.

2. Following a seventeen-day hearing that included
testimony by expert and fact witnesses, the presiding
ALJ issued a decision declining to set aside the con-
tracts. Pet. App. 68a-245a. The ALJ found that the
contracts were the product of “bona fide arm’s-length
transactions between knowledgeable companies.” Id.
at 220a. The ALJ further concluded that Snohomish
had “failed to establish that dysfunctions in California
spot markets materially affected” forward markets in
the region, id. at 117a, and that “the forward market
was a well functioning market (functioning competi-
tively and efficiently) during the period in question,”
id. at 122a. In addition, the ALJ explained that Sno-
homish’s contract with Morgan Stanley had at most “a
small impact on [Snohomish’s] rates,” accounting for
“no more than five percent of Snohomish’s current
portfolio costs” and “only three percent” of its overall
load. Id. at 219a. Finally, the ALJ explained that, be-
cause “[e]lnergy merchants rely on forward contracts,
in an industry with volatile markets, to provide stable
and predictable cash flows,” abrogation or modification
of the contracts in this case “will harm credit and in-
vestor confidence by altering the perception of a for-
merly stable cash flow into an undependable, risky
cash flow.” Id. at 176a-77a.

The ALJ explained that, under this Court’s deci-
sions in Mobile and Sierra, FERC’s authority to modify
negotiated, bilateral contracts is confined to situations
in which the party seeking modification satisfies the
“public-interest” standard that is only available in “ex-
treme circumstances.” Pet. App. 209a. Because the
contract had resulted from voluntary choices by so-
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phisticated parties, had originated in a forward mar-
ket that was functioning competitively and efficiently,
and had little impact on retail rates, the ALJ found
that Snohomish had not “overcome [its] high burden
under the public-interest standard.” Id. at 210a.

3. On June 26, 2003, after taking the unusual step
of hearing argument, the Commission affirmed the
ALdJ’s decision. Pet. App. 246a-313a. The Commission
expressly approved the ALdJ’s factual findings concern-
ing the formation of the contracts, agreeing that the
record “clearly indicates that the challenged transac-
tions were the result of Complainants’ voluntary
choices,” and that there was “no evidence of unfair-
ness, bad faith, or duress in the original negotiations.”
Pet. App. at 301a. The Commission also agreed that
there was no evidence that the contract had an ad-
verse effect on ratepayers. See id. at 296a (“Snoho-
mish presented no evidence that its contract with
Morgan Stanley adversely affected Snohomish or its
ratepayers.”).

The Commission rejected Snohomish’s argument
that the forward market pricing failed to reflect com-
petitive choices. The Commission acknowledged the
findings of a FERC Staff Report, issued after the ALJ’s
decision, which concluded that “spot market distor-
tions flowed through to forward power prices, particu-
larly those for contracts of a short-term nature, i.e.,
one to two years time to delivery.” Pet. App. at 292a.
But, as the Commission explained, “[e]vidence of mar-
ket manipulation merely suggests yet another cause of
the spot market dysfunctions and the unjust and un-
reasonable rates in the spot markets.” Id.

The Commission also emphasized the importance of
avoiding post hoc invalidation of energy contracts.
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“Once a party signs a Mobile Sierra contract, it cannot
escape by later claiming that the rates were not just
and reasonable when it signed the contract.” J.A.
1503a. The Commission rejected Snohomish’s argu-
ment that FERC has greater discretion to undo this
contract because it has “not been previously reviewed
and accepted for filing by the Commission.” Pet. App.
265a. According to the Commission, the “need for
prior Commission review in these circumstances was
met when, after determining that the Respondents
lacked market power or had taken steps to mitigate it,
the Commission authorized all of the Respondents in
this proceeding to make sales of power at market-
based rates.” Id.

The Commission rejected Snohomish’s argument
that it “should have another opportunity to argue that
the [market-based] rate was not just and reasonable.”
The Commission explained that doing so “would create
uncertainty in the market, as a party who suddenly
finds that its deal has become uneconomical, can undo
the terms to which it was contractually bound.” J.A.
1505a. That, the Commission observed, “is precisely

what the Mobile-Sierra doctrine was designed to
avoid.” Id.

E. Decision Below

Snohomish filed a petition for review with the
United States Court of Appeals for the Ninth Circuit,
and that court reversed. Pet. App. 3a-4a, 65a-67a. Ac-
cording to the Ninth Circuit, the Mobile-Sierra pre-
sumption that rates established by a contract are just
and reasonable should apply only in “certain limited
circumstances.” Id. at 20a; see also id. at 7a (Mobile
and Sierra applicable “in certain circumstances”).
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In particular, the court believed that “the Mobile-
Sierra mode of review” applies only if, inter alia, FERC
has “an opportunity for initial review of the contracted
rate.” Pet. App. 39a. The court further concluded that
“Mobile-Sierra cannot apply without a determination
that the challenged contract was initially formed free
from the influence of improper factors, such as market
manipulation, the leverage of market power, or an
otherwise dysfunctional market.” Id. at 57a. The
court also held that, even if the Mobile-Sierra frame-
work were applicable and the question therefore were
whether setting aside the contract is necessary in the
public interest, FERC had erred in applying that stan-
dard. In the court of appeals’ view, rather than assess-
ing “whether the contracted rates pose an ‘excessive
burden,” FERC should have ascertained “whether the
wholesale energy contract is outside the ‘zone of rea-
sonableness’ and results in retail rights higher than
would be the case if that zone were not exceeded.” Id.
at 65a.

The panel therefore remanded the matter to
FERC for it to “apply the proper statutory standards to
determine, first, whether Mobile-Sierra review of the
challenged contracts is appropriate; second, if so, to
apply the modified form of Mobile-Sierra review out-
lined in this opinion; and finally, if not, to apply full
just and reasonable review to the challenged con-
tracts.” Pet. App. 66a.



22
SUMMARY OF ARGUMENT

1. a. In the landmark cases of Mobile and Sierra,
this Court established that the terms of a negotiated
wholesale energy agreement are “just and reasonable”
for purposes of the Federal Power Act except in in-
stances of unequivocal public necessity. The Court ex-
plained that Congress intends for ordinary contract-
law principles to bind wholesale energy market par-
ticipants, that contracts play a crucial role in advanc-
ing the Act’s goals of affording an “abundance of elec-
tricity at the lowest possible cost,” and that consumers
ultimately benefit from holding sophisticated whole-
sale energy suppliers to their negotiated agreements.
Each of those considerations is fully implicated in this
case.

b. As FERC correctly concluded, the contract at is-
sue here is not meaningfully different from the con-
tracts enforced in Mobile and Sierra. In all three in-
stances, the parties negotiated a long-term, fixed-price
wholesale contract that, at the time of agreement, all
parties believed would be in their economic interest.
But subsequent market movements altered the par-
ties’ perceptions of the deal that they struck, and in
each case the disappointed party asked FERC to void
the contract—even though in all three instances the
complaining party for a time had profited from the ar-
rangement. In Mobile and Sierra this Court rejected
that strategy and held that the contracts could not be
set aside; the same result necessarily follows here.

c. The Ninth Circuit erred in attaching “precondi-
tions” to the Mobile-Sierra presumption that the con-
tract at issue is “just and reasonable.” In the Ninth
Circuit’s view, the presumption that negotiated con-
tracts are “just and reasonable” is inapplicable when
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contracts are entered into during a time of market
“dysfunction.” But parties necessarily negotiate a con-
tract with imperfect information about future market
conditions, and the very purpose of a fixed-price con-
tract is to provide certainty to the purchaser. In nu-
merous contexts, therefore, courts consistently hold
that a contract to sell or buy at a fixed rate in the fu-
ture is not invalidated merely because market condi-
tions change in an unanticipated manner. And, in the
context of a wholesale energy forward contract, it is
particularly clear that the parties intend for the con-
tract to govern despite market “dysfunction” because it
1s precisely the uncertainty of the spot market that is
the reason for the forward agreement.

In this case, moreover, Snohomish was well aware
of the “dysfunction” prior to entering this agreement.
Indeed, the contract with Snohomish could not be
clearer that it was intended to control in all future cir-
cumstances, stating expressly that it “shall remain in
effect for the term of this Agreement.” In fact, the
volatile market conditions during 2000-2001 provide
strong reason to uphold the contract here. In a volatile
market, long-term, fixed-price agreements shelter a
purchaser from future price changes. As more market
participants enter into long-term agreements, market
prices tend to return to normal levels. Thus, a key so-
lution to periods of price volatility is forward contracts
like this one. But if FERC has the authority to undo
such contracts absent any public necessity, market so-
lutions will not emerge to help solve future energy cri-
ses.

d. The Ninth Circuit also thought it important that
FERC’s regulatory regime permitted Morgan Stanley
as an approved power marketer to enter into this
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wholesale power contract without requiring that the
contract be filed with FERC. But Mobile and Sierra
are founded on respect for contract stability rather
than on any administrative filing precondition. Con-
trary to the suggestion of the Ninth Circuit, FERC did
not specifically “approve” the contracts at issue in Mo-
bile and Sierra either. In Sierra, this Court reversed
FERC’s decision to set aside a contract rate merely be-
cause it “yields less than a fair return,” and the Court
made no suggestion that FERC could have set aside
the rate on that basis if it had been filed first with the
agency. Moreover, even assuming that the presump-
tion of contract stability turns on some requirement of
initial agency review, the “market based” rate regime
put in place by FERC suffices.

2. FERC correctly concluded that there is no “un-
equivocal public necessity” requiring that the terms of
this contract be set aside. In Sierra, this Court de-
scribed the rare instances in which FERC may undo a
valid contract, such as contract rates that “impair the
financial ability of the public utility to continue its
service.” But, as FERC correctly concluded, such cir-
cumstances do not exist here. The contract resulted
in, at most, a minimal impact on Snohomish consumer
rates. Undoing the contract, moreover, would cause
substantial adverse consequences for the entire whole-
sale energy market that now more than ever relies on
the predictability secured by reliable contract en-
forcement.

The Ninth Circuit drew a distinction between a
contract challenged for setting wholesale energy rates
too high and a contract challenged for setting whole-
sale energy rates too low. But a narrow focus on the
impact of wholesale rates on retail rates paid at a par-
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ticular time by a particular set of consumers ignores
the broader systemic concerns for contract stability
that underlie Mobile and Sierra. Moreover, the Ninth
Circuit’s “zone of reasonableness” test for assessing
whether public necessity warrants setting aside a con-
tract would effectively render the existence of a bind-
ing contract immaterial. Mobile and Sierra are fun-
damentally inconsistent with that approach.

ARGUMENT

Morgan Stanley and Snohomish are sophisticated
parties who negotiated a $200 million bilateral whole-
sale power agreement. Snohomish got exactly what it
bargained for and there is no suggestion of duress,
fraud or any other traditional basis for undoing a con-
tract. Indeed, were market conditions to repeat the
events of 2000-2001 during the remaining term of the
contract, Snohomish again would reap the benefit for
itself and its ratepayers of purchasing power at or be-
low the spot market rate. Under the Federal Power
Act, FERC may in certain rare instances undo even
valid contracts when required by an unequivocal pub-
lic necessity. FERC correctly concluded there were no
such circumstances implicated here.

I. THE TERMS OF THE MORGAN STANLEY -
SNOHOMISH CONTRACT ARE “JUST AND
REASONABLE” ABSENT A SHOWING OF
PUBLIC NECESSITY

Beginning with its decisions in Mobile and Sierra,
this Court has consistently recognized the importance
of contract integrity in the particular context of
FERC’s regulation of the wholesale energy market.
See Potomac Elec. Power Co. v. FERC, 210 F.3d 403,
409 (D.C. Cir. 2000) (“The [C]ourt has repeatedly em-
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phasized the importance of contractual stability in a
number of cases involving the Mobile-Sierra doc-
trine.”). Those decisions are fully applicable to the
contract at issue here, and they establish a strong pre-
sumption that the terms of this contract are “just and
reasonable.”

A. Under Mobile And Sierra, The Terms Of A
Wholesale Energy Contract Are “Just And
Reasonable” Absent Extraordinary Cir-
cumstances Implicating An Unequivocal
Public Necessity

1. In Mobile, a private cement company planned
“to construct a cement plant in the city [of Mobile,
Alabama] provided it could be assured a supply of gas
at a sufficiently low rate.” 350 U.S. at 336. The local
company that distributed natural gas was able to so
assure the cement company because the local distribu-
tion company and a natural gas company subject to
regulation under the Natural Gas Act entered into a
ten year arrangement under which the local distribu-
tion company would pay “a rate substantially lower
than that for other gas furnished” by the regulated
natural gas company. Id. Midway through the term of
the contract, however, the regulated natural gas com-
pany “purported to increase the rate on gas for resale
to [the cement company], a rate more closely approxi-
mating that for other gas furnished” by the natural
gas company. Id. The natural gas company claimed
that under the Natural Gas Act it was permitted to
charge any reasonable rate that it filed with the Com-
mission.!6

16 See United Gas Petition for Writ of Certiorari at 14, No. 17
(1955) (“contracts constitute no impediment, but are subject to
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This Court disagreed:

In construing the Act, we should bear in
mind that it evinces no purpose to abro-
gate private rate contracts as such. To
the contrary, by requiring contracts to be
filed with the Commission, the Act ex-
pressly recognizes that rates to particular
customers may be set by individual con-
tracts.

Id. at 338.17 The Court thus rejected the argument
that the Natural Gas Act includes a “filed-rate” proce-
dure under which a regulated natural gas company
can “initiate changes, in which event the Commission’s
only concern is with the reasonableness of the new
rate.” Id. at 340. The “rate-making powers of natural
gas companies were to be no different from those they
would possess in the absence of the Act: to establish
ex parte, and change at will, the rates offered to pro-
spective customers; or to fix by contract, and change
only by mutual agreement, the rate agreed upon with
a particular customer.” Id. at 344.

Mobile expressly recognizes that contract stability
plays a critical role in advancing the purposes of the
Natural Gas Act.1® “[P]reserving the integrity of con-

change as any other rule”); United Gas Merits Br. at 14, No. 17
(1955) (“Congress intended the statutory regulation to replace
every other device including contract provisions”).

17 “In this respect,” the Court continued, “the Act is in marked
contrast to the Interstate Commerce Act, which in effect pre-
cludes private rate agreements.” Mobile, 350 U.S. at 338.

18 Although Mobile arose under the Natural Gas Act and Si-
erra under the Federal Power Act, this Court expressly noted that
the two energy regulatory schemes were substantively identical
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tracts,” the Court explained, “permits the stability of
supply arrangements which all agree is essential to
the health of the natural gas industry.” Id. at 344.
The Court noted that the industrial use of natural gas
frequently requires “substantial investments” which
customers “would be unwilling to make without long-
term commitments from the” power distributor, and
the distributor cannot make such commitments “if its
supply contracts are subject to unilateral change by
the natural gas company whenever its interests so dic-
tate.” Id. The cement company “contract furnishes a
case in point.” Id.

Mobile did not squarely address the authority of
the Commission to alter rates under Section 206 of the
FPA. Instead, the case concerned whether one of the
contracting parties could unilaterally file new rates.
In a companion case issued on the same day, however,
this Court explained the limited circumstances in
which FERC can disturb private agreements under
Section 206.19

2. In Sierra, this Court made clear that the Com-
mission may not alter an energy rate set forth in a ne-
gotiated contract merely because the rate is no longer

for relevant purposes. See Mobile, 350 U.S. at 346 (“virtually
identical provisions”) and Sierra, 350 U.S. at 353 (relevant provi-
sions “in all material respects substantially identical”).

19 Mobile did affirm the lower court’s holding that the rate
could not be changed “merely because the [economic] return is
low.” Mobile Gas Serv. Corp. v. Fed. Power Comm’n, 215 F.2d
883, 889 (3d Cir. 1954) (“there seems no doubt but that the [] ac-
count represented important new business to Mobile and to
United and that the long range price concession was made in or-
der to obtain it”).
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to the advantage of one of the contracting parties. The
agreement at issue was between Sierra Pacific Power
Company, a distributor of power to residents in Ne-
vada and California, and Pacific Gas and Electric
Company (“PG&E”), a public utility subject to regula-
tion under the FPA. “[I|ncreased postwar demands
and consumer agitation for cheaper power” had led Si-
erra to negotiate with PG&E for additional power. Si-
erra, 350 U.S. at 351. At the same time, Sierra was
“negotiating for power from other sources, including
the Federal Bureau of Reclamation, which at the time
had unused capacity at Shasta Dam.” Id. at 352. “To
forestall the potential competition, PG&E offered Si-
erra a 15-year contract for power at a special low rate,
which offer Sierra finally accepted.” Id. In particular,
PG&E normally earned a 5.5% rate of return, but
nonetheless agreed to provide power to Sierra for a
2.6% rate of return.

A few years into the agreement, “when power from
Shasta Dam was no longer available to Sierra,” PG&E
sought to raise its rate of return to 4.8%. Sierra, 350
U.S. at 352. The Commission determined that the ex-
isting rate of return in the contract—2.6%—was “un-
reasonable” because 1t “would produce a return of sub-
stantially less than the 4.75% resulting from the pro-
posed rate, which is the minimum PG&E is willing to
accept.” Id. at 354. The Commission “fixed the pro-
posed rate as the just and reasonable rate,” thereby” in
the Commission’s view “satisfying the requirements of
[FPA] § 206(a).” Id.

This Court sharply disagreed, holding that the
Commission lacked authority under Section 206 to

change the contract rate. The Court explained that “a
contract may not be said to be either ‘unjust’ or ‘unrea-
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sonable’ simply because it is unprofitable to the public
utility.” Sierra, 350 U.S. at 355. The Court held that,
although “the Commission may not normally impose
upon a public utility a rate which would produce less
than a fair return, it does not follow that the public
utility may not itself agree by contract to a rate afford-
ing less than a fair return or that, if it does so, it is en-
titled to be relieved of its improvident bargain.” Id. In
that situation, the Court prescribed, “the sole concern
of the Commission” is “whether the rate is so low as to
adversely affect the public interest.” Id.

In subsequent decisions, the Court has explained
that the Commission’s limited authority to set aside a
rate that “adversely affect[s] the public interest,” id.,
“contemplates abrogation of these agreements only in
circumstances of unequivocal public necessity.” Per-
mian Basin Area Rate Cases, 390 U.S. 747, 822 (1968)
(emphasis added). Accordingly, the Commaission “lacks
affirmative authority, absent extraordinary circum-
stances, to ‘abrogate existing contractual arrange-
ments.” Arkansas Louisiana Gas Co. v. Hall, 453 U.S.
571, 582 (1981) (emphasis added) (quoting Permian
Basin, 390 U.S. at 820).

3. This Court’s recent decision in Verizon Commu-
nications Inc. v. FCC, 535 U.S. 467, 476 (2002), reiter-
ates the need to enforce contract integrity in the
wholesale energy market. In Verizon, the Court ob-
served that, in the FPA and the Natural Gas Act, Con-
gress “acknowledged that contracts between commer-
cial buyers and sellers could be used in rate setting.”
Id. at 479 (citing Mobile and Sierra). “In wholesale
markets,” the Court explained, “the party charging the
rate and the party charged were often sophisticated
businesses enjoying presumptively equal bargaining
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power, who could be expected to negotiate a just and
reasonable’ rate as between the two of them.” Id.
“When commercial parties did avail themselves of rate
agreements,” the Court continued, “the principal regu-
latory responsibility was not to relieve a contracting
party of an unreasonable rate, but to protect against
potential discrimination by favorable contract rates
between allied businesses.” Id. The Court then reit-
erated that FERC may not undo a wholesale energy
contract merely because it amounts to an “improvi-
dent bargain™ for one of the parties. Id. at 479-80

(quoting Sierra, 350 U.S. at 355).

B. The Mobile-Sierra Framework Applies To
The Morgan Stanley - Snohomish Contract

The Morgan Stanley — Snohomish contract is not
materially distinct from the contracts at issue in Mo-
bile and Sierra. In all three instances, a party entered
into a long-term wholesale contract that, at the time of
agreement, the party believed to be in its economic in-
terest. In Mobile, the power company desired to gain
the business of the cement factory. In Sierra, PG&E
sought to avoid losing the business to a competitor.
And here, Snohomish entered into a long-term agree-
ment with Morgan Stanley because the spot prices
were hundreds of dollars per MWh higher than longer
term arrangements and because Snohomish under-
standably sought “security against the uncertainty of
market fluctuations.” Pet. App. 166a. In all three in-
stances, the party profited from the arrangement for a
time.

But once market conditions changed and the deal
became, at least for the moment, less favorable, all
three parties asked FERC to intercede. In Mobile, the
power company sought unilaterally to raise rates be-
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cause 1t thought it had the legal authority to do so. In
Sierra, the power company sought to raise rates be-
cause the competitive threat had diminished. And
here Snohomish seeks to undo the contract because it
could purchase cheaper power elsewhere. In Mobile
and Sierra this Court rejected that strategy, and the
identical strategy cannot work for Snohomish here ei-
ther.

Snohomish, moreover, is the archetype of the “so-
phisticated business” that “could be expected to nego-
tiate a just and reasonable’ rate” as this Court con-
templated in Verizon. 535 U.S. at 479. Snohomish is
one of the largest publicly owned utilities in the coun-
try. The Commission stated that the record “clearly
indicates that the challenged transactions were the re-
sult of [Snohomish’s] voluntary choices,” and that
there was “no evidence of unfairness, bad faith, or du-
ress in the original negotiations.” Pet. App. 301la. To
the contrary, Snohomish had “dictated the deadlines to
complete negotiations and several of the contract
terms.” Id. at 165a. Indeed, Snohomish rejected vari-
ous offers and counteroffers by Morgan Stanley, and
Morgan Stanley eventually “complied with Snoho-
mish’s request” for a price around $100 MWh. Id. at
164a. Thus, as the ALJ found, “these transactions
were bona fide arm’s-length transactions between
knowledgeable companies.” Id. at 220a.

Accordingly, under Mobile, Sierra, and Verizon, the
terms of the Morgan Stanley — Snohomish contract are
presumptively “just and reasonable” and may be set
aside only if there is an unequivocal public necessity.
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C. The Ninth Circuit Erred In Establishing
Preconditions To The Treatment Of A
Wholesale Energy Contract As Presump-
tively Just And Reasonable

The Ninth Circuit held that the strong presumption
of Mobile and Sierra that a contract rate is just and
reasonable applies only “in certain circumstances.”
Pet. App. 9a. In the Ninth Circuit’s view, the pre-
sumption is contingent on satisfaction of two precondi-
tions: (1) FERC’s review must “permit consideration of
the factors relevant to the propriety of the contract’s
formation,” in particular, “whether the original nego-
tiations occurred in a functional marketplace such that
we may presume the contracted rates were originally
just and reasonable,” id. at 42a; and (i1) “the regula-
tory scheme in which the contracts are formed must
provide FERC with an opportunity for initial review of
the contracted rate,” id. at 39a. That approach is seri-
ously flawed.

1. The presumption that a wholesale energy
contract is just and reasonable does not
turn on a post hoc assessment of whether
there was “dysfunction” in the market.

The Ninth Circuit held that the Mobile-Sierra
presumption of contractual integrity “cannot apply
without a determination that the challenged contract
was initially formed free from the influence of im-
proper factors, such as market manipulation, the lev-
erage of market power, or an otherwise dysfunctional
market.” Pet. App. 57a. There is no basis for setting
aside a contract based on an after-the-fact determina-
tion that market “dysfunction” may have existed at the
time the contract was negotiated. See generally
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Amicus Br. of Int'l Swaps & Derivatives Ass'n, Inc., et
al.

a. Parties necessarily negotiate a contract with
imperfect information about the state of the market,
and the purpose of a fixed-price contract is to give the
parties a measure of certainty on a going-forward ba-
sis. The possibility that market “dysfunction” or other
factors may affect prices is a fact about the world that
the parties take into account when negotiating a fixed-
price contract. The seller assumes the risk that mar-
ket prices will rise, and the buyer assumes the risk
that market prices will fall. Indeed, the central lesson
of Mobile and Sierra is that a party does not get relief
from a contract simply if it turns out to be an “im-
provident bargain” in the sense that the party’s expec-
tations about market conditions turn out to have been
erroneous. Sierra, 350 U.S. at 355.

Courts thus uniformly hold that a contract to sell or
buy at a fixed rate in the future is not invalidated
merely because market conditions change in an unan-
ticipated manner. “[A] fixed-price contract is an ex-
plicit assignment of the risk of market price increases
to the seller and the risk of market price decreases to
the buyer * * * | If, as is also the case here, the buyer
forecasts the market incorrectly and therefore finds
himself locked into a disadvantageous contract, he has
only himself to blame and so cannot shift the risk back
to the seller by invoking impossibility or related doc-
trines.” N. Ind. Pub. Serv. Co. v. Carbon County Coal
Co., 799 F.2d 265, 278 (7th Cir. 1986) (Posner, J.).
Under the Uniform Commercial Code, for instance, “a
rise or a collapse in the market” is not “in itself a justi-
fication” for excusing non-performance of a contract,
“for that is exactly the type of business risk which
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business contracts made at fixed prices are intended to
cover.” U.C.C. § 2-615(a); accord Restatement (Sec-
ond) of Contracts § 261, comment b (1981) (“[t]he con-
tinuation of existing market conditions and of the fi-
nancial situation of the parties are ordinarily not such
assumptions” underlying a contract, “so that mere
market shifts or financial inability do not usually ef-
fect discharge under the rule stated in this Section”);
27 Williston on Contracts § 70:5 (4th ed. 1990), at 212-
18 (erroneous predictions about future events, such as
“future economic swings” or “[f][lawed economic predic-
tions,” do not provide a basis for reformation or rescis-
sion).

The conclusion that the parties to a fixed-price
contract incorporate the risk that market “dysfunc-
tion” may affect market prices is particularly war-
ranted where, as here, the parties have reason to be
aware of the alleged dysfunction. Snohomish’s own
complaint, for example, acknowledged that “[a]t the
time this contract was entered into, the Commission
had found [that] Western spot markets were dysfunc-
tional” J.A. 389a. By November 2000, two months be-
fore the contract was signed, FERC had explicitly
noted “clear evidence” that the structure of the Cali-
fornia spot market afforded an “opportunity for sellers
to exercise market power.” San Diego Gas, 93
F.E.R.C. at 61,350.

Indeed, the problems in the spot market were pre-
cisely the reason that parties turned to forward con-
tracts like the one at issue here. During the inevitable
times of high energy price volatility, sensible regula-
tory policies encourage long-term contracts in the en-
ergy market: “[tlhe forward market provides a con-
tractual means by which buyers and sellers can lock in
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prices over an extended period, hedging and allocating
risk to specialists willing and able to take on that
risk.” Pet. App. 121a-22a. Thus, FERC concluded that
an “essential remedy” to the 2000-2001 energy crises
was to move “significant amounts of wholesale trans-
actions” from short-term spot markets to long-term
“forward” contracts. San Diego Gas, 93 F.E.R.C.
at 61,359. Accordingly, Snohomish explained to its
customers that its long-term contracts “give us a lot
security against the uncertainty of market fluctua-
tions.” Pet. App. 166a. Setting aside forward con-
tracts based on allegations of market “dysfunction”
therefore would have the effect of attacking a solution
to such dysfunction. The result of denying certainty to
forward contracts would be to further drive up prices
in the forward market, thus limiting the availability of
a market solution to dysfunction in spot markets, and
perhaps ultimately eliminating the availability of that
solution altogether.

Moreover, subjecting wholesale supply contracts to
revision based on after-the-fact conclusions about
market “dysfunction” would introduce substantial un-
certainty in a market in which stability of contracts is
of paramount importance. As the Court explained in
Mobile, recognizing the integrity of contracts “permits
the stability of supply arrangements which all agree is
essential to the health of the * * * industry.” 350 U.S.
at 344. But “it would cast a pall over any future nego-
tiations * * * if a seller always had to be concerned
that the market in which it was participating in the
moment might later be found to be ‘dysfunctional’ and
contracts entered into during the period of dysfunction
made subject to retroactive adjustment.” Pet. App.
181a; see id. at 176a-77a (setting aside contracts would
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“harm credit and investor confidence by altering the
perception of a formerly stable cash flow into an unde-
pendable, risky cash flow”) (internal quotation marks
omitted).

That is particularly the case for this industry be-
cause it is not at all clear when market “dysfunction”
would be found to exist, or what degree of “dysfunc-
tion” would suffice to warrant setting aside a contract.
Although the market conditions during 2000-2001
were extreme, the power (and other energy) markets
always have had—and always will have—imbalances
in supply and demand that result in sudden price
changes.20 That is in part because power is difficult to
store, so inventory changes do not smooth out price
changes.?! Also, weather changes can have a dramatic
effect on power prices, as weather can prompt sudden
and unanticipated consumer demand for air condition-
ing or heat. And, because it can take years to build a
power plant, planning must be done far in advance de-
spite the fact that future demand and supply condi-
tions are hard to predict. The upshot is that it would

20 For example, as we write this “spikes” in the oil market are
leading to a “buying frenzy” of “contracts that give the right to
buy at a predetermined price and date” even though some “said
the market was vulnerable to a correction.” Javier Blas, Soaring
Oil Sparks Rush To Tie Down Prices, Financial Times, Nov. 6,
2007, at 17. See generally Daniel Gabaldon, et al., Betting Big on
Baseload, Elec. J. (Aug. — Sept. 2006) (noting that gas prices “are
extremely volatile and notoriously difficult to forecast” and also
noting “staggering degree of uncertainty” in electric industry).

21 See Edison Electric Institute, Key Facts about the Electric
Power Industry, at 47, available at
http://www.eel.org/industry_issues/industry_overview_and_statist
ics /nonnav_key_facts/KeyFacts_Web.pdf.
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be impossible for contracting parties to know at the
time that they enter into an agreement whether the
terms they have carefully negotiated may be set aside
in the future based on the existence of some manner of
1ll-defined “dysfunction” in the market.

Finally, even assuming that an after-the-fact de-
termination of market “dysfunction” could ever war-
rant setting aside a contract, the ALJ found that “[t]he
evidence in this case establishes that the forward
market was a well functioning market (functioning
competitively and efficiently) during the period in
question.” Pet. App. 122a. To be sure, the Commis-
sion acknowledged the statements in a Staff Report
that “spot market distortions flowed through to for-
ward power prices, particularly those for contracts of a
short-term nature, i.e., one to two years time to deliv-
ery.”22 Id. at 292a. But that is not surprising, as
prices in a forward market inevitably turn in some
measure on expectations about future prices in the
underlying spot market. See id. at 118a. That prices
in the two markets may be correlated, however, in no
way means that competitive failure in one market car-
ries through to the other. See id. at 122a.

b. There is all the more reason in this case to avoid
post hoc assessments of the sort contemplated by the
Ninth Circuit because the parties specifically agreed

2 FERC’s Staff concluded that for contracts longer than four
years, such as the Morgan Stanley — Snohomish contract, there
was no statistically significant relationship (other than for one
hub not used here) between the spot market prices and the for-
ward market prices. Final Report on Price Manipulation in West-
ern Markets, Docket No. PA02-2-000 (March 2003) (reprinted in
the Supplemental Joint Appendix at 1sa-404sa) at 202sa-203sa.
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that the contract terms would remain binding in all
events and would not be subject to after-the-fact revi-
sion by application to FERC. In particular, in the
Fixed Rate provision of the contract, the parties took
the important additional step of providing that in this
contract the rate “shall remain in effect for the term][]
of this Agreement” and that the terms “shall not be
subject to change through application to FERC pursu-
ant to the provisions of Section 205 or 206 of the
[FPA].” Pet. App. 194a, 258a n.30; see J.A. 364a. That
provision reinforces that, from Morgan Stanley’s per-
spective, its agreement to supply power at the agreed-
upon terms was contingent on avoiding the very sort of
uncertainty caused by Snohomish’s bringing this ac-
tion. Indeed, what Snohomish seeks to accomplish is
precisely what the Fixed Rate provision forbids—i.e.,
preventing the contract rate from “remain[ing] in ef-
fect for the term[] of [the] Agreement” “through appli-
cation to FERC pursuant to the provisions of Section *
* * 206 of the [FPA].” Pet. App. 194a, 258a n.30; J.A.
364a. In light of Snohomish’s agreement to that provi-
sion, it cannot be considered “unjust” or “unreason-
able” to hold Snohomish to the bargain it struck in the
contract.

Snohomish seeks to sidestep the Fixed Rate provi-
sion by arguing that, even if the provision bars Sno-
homish from challenging the contract rate, it “permits
Snohomish to challenge the length of its agreement.”
Br. in Opp. to Pet. for Cert., at 16 n.8. That reading is
untenable. As the Commission explained, “the negoti-
ated term 1is intricately linked to the contract rate.”
Pet. App. 267a. The entire purpose of the “Fixed Rate”
provision was to ensure that the rate remains “fixed”
for the duration of the agreement. It therefore makes
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no sense to decouple the rate from the term of the
agreement. The reason Snohomish wishes to chal-
lenge the term of the contract is because it does not
want to pay the rate for the full term. But that rate
was set on the assumption that the below market rate
of the early period could be offset by receiving an
above market rate for later years. Any challenge to
the term of the contract therefore necessarily is a chal-
lenge to the rate, and is equally barred by the Fixed
Rate provision.

2. The filing of a contract with FERC is not a
precondition to presuming that the con-
tract is valid.

The Ninth Circuit held that “the Mobile-Sierra doc-
trine applies only if a newly-entered contract remains
in effect after there is an opportunity for plenary, just
and reasonable’ agency review.” Pet. App. 41a. The
court noted that in “Mobile and Sierra the rates had
been submitted to the agency previously under section
205 and allowed to remain in effect.” Id. at 21a; see
also id. at 41a (suggesting that “premise” of Mobile
and Sierra is that “reasonableness continued through-
out the term of the contract”). The court declined to
presume that the contracts here included “just and
reasonable” rates because the market-based “regula-
tory scheme in which the contracts are formed” did not
similarly “provide FERC with an opportunity for ini-
tial review of the contracted rate.” Id. at 21a. See also
id. at 325a (refusing to apply Mobile and Sierra be-
cause FERC “did not give prior approval” to the filed
contract).

a. Mobile and Sierra themselves demonstrate that
initial FERC review of the contract rates is not a pre-
condition to presuming that the contract is “just and
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reasonable.” Mobile and Sierra do not turn in any way
on FERC’s initial review of rates. Rather, those deci-
sions recognize that the Act respects the ordinary rules
of contract, promotes the stability of supply arrange-
ments by promoting the integrity of contractual
agreements, and limits FERC’s authority to revise con-
tract rates to rare instances of exceptional public ne-
cessity. The Mobile and Sierra emphasis on privately
negotiated rates and the need for contact stability ex-
tends to all wholesale energy contracts, whether or not
subject to initial review by the agency.

Contrary to the suggestion of the Ninth Circuit,
moreover, Pet. App. 325a, FERC did not “give prior
approval” to initial contract rates in Mobile and Sierra.
Although FERC had accepted the contract rates for fil-
ing, the law is clear that FERC’s acceptance of rates
for filing does not constitute substantive “approval” of
the rates as just and reasonable. FERC’s regula-
tions—then and now—expressly state that the “accep-
tance for filing of any tariff, contract or part thereof
does not constitute approval by the Commission.” 18
C.F.R.§154.6 (2006); 18 C.F.R. § 154.23 (1955)
(same).23

Indeed, Mobile and Sierra by nature could not re-
quire that FERC first have engaged in a “plenary”
form of “just and reasonable review.” It would make
no sense for FERC to conduct two “just and reason-

% The Commission’s order in Mobile accepting the higher rate
for filing is explicit: “Nothing contained in this order shall” “be
construed as constituting approval by this Commission of any
service, rate, charge, classification * * * in the above designated
schedule.” United Gas Petition for Writ of Certiorari at 3, No. 17
(1955).
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able” inquiries, a “plenary” one when the “newly-
entered” contract takes effect, and a subsequent one
that, consistent with Mobile and Sierra, accounts for
the fact that the rates were set by contract. Once
FERC concludes that a rate is unjust and unreason-
able, FERC must reform the rates. See 16 U.S.C.
§ 824d(a). Thus, under the Ninth Circuit’s approach,
FERC would be in the position of having to invalidate
rates as unjust and unreasonable as part of its “ple-
nary” review of the contract, even though FERC at
that initial step would have attached no significance to
the fact that the rates were established by contract.
The fundamental point of Mobile and Sierra, however,
1s that rates established by contract demand distinct
treatment.

The facts of Sierra illustrate the point. There,
FERC concluded that the rate set forth in the contract
was “unreasonable * * * because it yields less than a
fair return on the net invested capital.” 350 U.S. at
355. This Court explained that, while FERC might not
impose “upon a public utility a rate which would pro-
duce less than a fair return,” a seller who agrees to
such a rate in a contract is not “entitled to be relieved
of its improvident bargain.” Id. The Court thus held
that FERC must assess “whether the rate is so low as
to adversely affect the public interest” instead of as-
sessing merely whether the rate “yields less than a fair
return.” Id. Nothing in the Court’s opinion suggests
that FERC would have had authority to set aside the
contract rate on the basis that it “yields less than a
fair return” if FERC had only done so when the con-
tract was first filed rather than some years later. Yet
that would be the result of the Ninth Circuit’s ap-
proach.
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b. Even assuming, arguendo, that the applicability
of Mobile and Sierra were contingent on some manner
of initial agency review, FERC’s grant and renewal of
market-based rate authority would suffice. Mobile and
Sierra are grounded in the understanding that, “[i]n
wholesale markets, the party charging the rate and
the party charged [are] sophisticated businesses enjoy-
ing presumptively equal bargaining power, who could
be expected to negotiate a just and reasonable’ rate as
between the two of them.” Verizon, 535 U.S. at 479.
FERC’s market-based rate authorization process
serves to reinforce that the parties “enjoy[] presump-
tively equal bargaining power.” Id.

In particular, the object of that process is to assure
that the seller and its affiliates lack market power or
have taken adequate measures to mitigate any market
power. See, e.g., Lockyer, 383 F.3d at 1009; Grand
Council of the Crees v. FERC, 198 F.3d 950, 953 (D.C.
Cir. 2000). To that end, sellers must file periodic re-
ports concerning their market transactions and must
submit updates concerning any changes that bear on
the competitiveness inquiry. See Citizens Power, 48
F.E.R.C. at 61,777; Order No. 652, 2005 WL 327070, at
*3. In this case, Morgan Stanley’s market-based rate
authorization was renewed in June 2001, see pp. 12-
13, supra, within three months of the contract’s effec-
tive date. If market conditions change or if the seller
fails to adhere to its reporting requirements, the
Commission retains full authority to revoke the seller’s
market-based rate authorization. In addition, a pur-
chaser that is of the view that it lacks “equal bargain-
ing power” with a seller, Verizon, 535 U.S. at 479, can
challenge FERC’s grant of market-based rate author-
ity before entering into a contract with the seller.
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The Ninth Circuit concluded that FERC’s process of
market-based rate authorization is inadequate to trig-
ger Mobile and Sierra. But requiring FERC to engage
In a more intensive process encompassing initial ap-
proval of each market-based contract would undermine
the market-based rate regime, the central purpose of
which is to enable those sellers who are shown to lack
market power (or to have mitigated market power) to
negotiate agreements in the market without having to
file each contract with the agency. See p. 9, supra. As
the Commission explained, “if we were required to ex-
amine every long-term service agreement as if the
seller was seeking new market-based authority, it
would make the original grant of market-based au-
thority * * * a pointless exercise of no value to anyone.”
Pet. App. 266a. See id. at 265a-266a (“The need for
prior Commission review in these circumstances was
met when, after determining that [Morgan Stanley
and others] lacked market power or had taken steps to
mitigate it, the Commission authorized [Morgan
Stanley and others] to make sales of power at market-
based rates. * * * The just and reasonable’ standard of
Section 205 of the FPA is satisfied by the Commis-
sion’s determination that the utility * * * lacks market
power or has taken sufficient steps to mitigate market
power.”) (footnotes omitted).
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II. AS FERC CORRECTLY CONCLUDED, THERE
IS NO UNEQUIVOCAL PUBLIC NECESSITY
TO SET ASIDE THE MORGAN STANLEY -
SNOHOMISH CONTRACT

In highly narrow circumstances, FERC can con-
clude that the “public interest” overcomes the ordinary
presumption that the terms of a wholesale energy con-
tract are “just and reasonable.” That authority derives
from Section 201 of the FPA, which declares that “the
business of transmitting and selling electric energy for
ultimate distribution to the public is affected with a
public interest.” 16 U.S.C. § 824. FERC correctly con-
cluded that this case does not present the sort of ex-
traordinary circumstances in which the “public inter-
est” requires setting aside the terms of a wholesale en-
ergy contract.

A. The Morgan Stanley - Snohomish Contract
Is Not Causing Extensive Damage To The
Public

1. This Court in Sierra, in the course of holding
that FERC may not void a wholesale energy contract
based on a utility’s after-the-fact unhappiness with an
agreement, described the highly limited circumstances
in which FERC may invalidate the terms of a whole-
sale energy contract. According to the Court:

In such circumstances, the sole concern
of the Commission would seem to be
whether the rate is so low as to adversely
affect the public interest — as where it
might impair the financial ability of the
public utility to continue its service, cast
upon other consumers an excessive bur-
den, or be unduly discriminatory.
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350 U.S. at 355. In short, only if a contract would
cause extraordinary damage to the public—akin to the
closing of a public utility—can FERC void a valid en-
ergy contract. This Court subsequently described the
standard as follows: “The regulatory system created
by the Act is premised on contractual agreements vol-
untarily devised by the regulated companies; it con-
templates abrogation of these agreements only in cir-
cumstances of unequivocal public necessity.” Permian
Basin, 390 U.S. at 822 (emphasis added) (citing Mo-
bile); see Arkansas Louisiana Gas, 453 U.S. at 582
(Commission “lacks affirmative authority, absent ex-
traordinary circumstances, to ‘abrogate existing con-

tractual arrangements™) (quoting Permian Basin, 390
U.S. at 820).

A contemporary example of FERC’s authority to al-
ter the terms of a contract based on public necessity is
presented by Transmission Access Policy Study Group
v. FERC, 225 F.3d 667 (D.C. Cir. 2000). As part of
FERC’s effort to require utilities to provide access to
their transmission lines to anyone purchasing or sell-
ing electricity in the interstate market—i.e., “open ac-
cess’ requirement or Orders 888 and 889—FERC
“ruled that it was in the public interest to allow [utili-
ties] to add stranded cost amendments to their con-
tracts [i.e., raise charges] if they could demonstrate, in
accordance with Order 888, that they had a reasonable
expectation of continued service.” Id. at 709. The D.C.
Circuit upheld the finding, explaining that “it would be
against the public interest to require other customers
or shareholders to bear those costs” that a utility in-
curred based on an expectation of providing power to a
particular customer. Id. at 711. Thus, the D.C. Cir-
cuit was faced with a rare instance where contractual
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modification was necessary to preserve the parties’
originally bargained for expectations in light of broad
changes to the regulatory scheme.

2. As FERC correctly determined, there is no such
unequivocal public necessity to set aside the terms of
the Morgan Stanley — Snohomish contract. There is no
immediate danger that utility services to the public
will be cut off, and the contract does not otherwise 1m-
pose an “excessive burden” of the kind contemplated
by the Court in Sierra. 350 U.S. at 355. To the con-
trary, the ALJ found that the contracts at issue here
had at most “a small impact on rates.” Pet. App. 219a.
The Morgan Stanley contract represented “no more
than five percent of Snohomish’s current portfolio
costs” and “only three percent” of its overall load. Id.
The Commission agreed that there was no evidence
that the contract had an adverse effect on ratepayers.
See id. at 296a (“Snohomish presented no evidence
that its contract with Morgan Stanley adversely af-
fected Snohomish or its ratepayers.”).

From a broader perspective, moreover, the Morgan
Stanley — Snohomish contract advances rather than
detracts from the public’s need for stable sources of
energy supply. As FERC properly found, the contract
at issue allowed Snohomish to protect itself against
spot market fluctuations. If Morgan Stanley had de-
clined to enter into any agreement with Snohomish (as
would have been the case had it known that the con-
tract could be undone by Snohomish despite its explicit
agreement to the contrary) then Snohomish and other
utilities, and ultimately their customers, would have
been worse off. Indeed, modification of these contracts
“would destroy investor confidence and threaten the
viability of bilateral forward markets.” Pet. App. 176a.
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B. The Ninth Circuit Erred In Drawing A Dis-
tinction Between High-Rate And Low-Rate
Cases

In the Ninth Circuit’s view, this Court’s description
in Sierra of the circumstances in which the public in-
terest might require setting aside the terms of a valid
contract is inapplicable here, because Sierra involved a
challenge by a seller asserting that the contract rate is
too low, whereas this case involves a challenge by a
purchaser alleging that the contract rate is too high.
See Pet. App. 61a-63a. The Ninth Circuit acknowl-
edged that, “[w]lhen a customer has negotiated a low
contract rate, FERC must meet a high burden before
raising that rate.” Id. at 62a. But when “the customer
is complaining of a high rate,” id., the Ninth Circuit
believed, the relevant question “is whether the whole-
sale energy contract is outside the ‘zone of reasonable-
ness’ and results in retail rates higher than would be
the case if that zone were not exceeded,” id. at 65a.

Contrary to the view of the Ninth Circuit, there is
no sound basis for drawing a divide of that sort be-
tween low-rate cases and high-rate cases. Cf. Weyer-
haeuser Co. v. Ross-Simmons Hardwood Lumber Co.,
127 S. Ct. 1069, 1076 (2007) (applying same legal test
to predatory bidding claims and predatory pricing
claims because “claims are analytically similar”). The
Ninth Circuit’s narrow focus on the rates paid by a
particular set of consumers at a particular point in
time overlooks the broader systemic interests that un-
derpin Mobile and Sierra. Those decisions are
grounded in the need to “preserv[e] the integrity of
contracts,” so as to “permit[] the stability of supply ar-
rangements which all agree is essential.” Mobile, 350
U.S. at 344. The systemic interest in contract stability
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1s equally in issue in a high-rate challenge brought by
buyers as in a low-rate challenge brought by sellers.
Indeed, the Court, soon after it issued its decisions in
Mobile and Sierra, explained that Congress not only
sought to establish “that the public interest requires
the protection of consumers from excessive prices,” but
also “manifest[ed] its concern for the legitimate inter-
ests of the * * * companies in whose financial stability
the gas-consuming public has a vital stake.” Memphis
Light, Gas & Water, 358 U.S. at 113-14.

Moreover, the Ninth Circuit’s prescription to assess
whether rates fall outside a “zone of reasonableness”
effectively renders the existence of a binding contract
wholly immaterial. Assessing whether a rate is out-
side the “zone of reasonableness” is tantamount to as-
sessing whether a rate is “just” and “reasonable,”
without any consideration given to the fact that the
rate is the product of a negotiated contract between
sophisticated business entities. That is flatly inconsis-
tent with this Court’s clear command in Mobile and
Sierra that existence of a binding contract bears mate-
rially on the scope of FERC’s authority to alter whole-
sale energy rates.

The Ninth Circuit’s “zone of reasonableness” test,
in the end, is nothing like the “unequivocal public ne-
cessity” standard prescribed by this Court’s decisions.
Indeed, permitting FERC to invalidate a contract in
the name of the “public interest” when it accounts for
no more than five percent of the utility’s costs would
amount to overturning Mobile and Sierra. If those cir-
cumstances suffice to undo a valid wholesale energy
contract, then FERC essentially has carte blanche au-
thority to set aside virtually any energy contract in the
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name of the “public interest.” Mobile and Sierra are
fundamentally inconsistent with that approach.

* * % % %

Those who market power know, as FERC correctly
concluded, that there was absolutely nothing wrong
with the long-term contract at issue in this case. The
Commission expressly found that the “challenged
transaction|[] [was] the result of [respondent Snoho-
mish’s] voluntary choices,” and that there is “no evi-
dence of unfairness, bad faith, or duress in the original
negotiations.” Pet. App. 301a. Modification or nullifi-
cation of this valid contract would have a serious and
adverse impact on the liquidity of the forward energy
markets, which would in turn have correspondingly
adverse consequences for the ultimate consumers of
power as well as other energy products. The public in-
terest is best served by continued adherence to this
Court’s decisions in Mobile and Sierra.



51
CONCLUSION

For the foregoing reasons, the Ninth Circuit’s deci-
sion should be reversed and the petition for review de-
nied.
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