United States Court of Appeals,
Fifth Grcuit.
No. 94-40246.
NI COR EXPLORATI ON COVPANY, Petitioner,
V.
FEDERAL ENERGY REGULATORY COWMM SSI ON, Respondent .
April 27, 1995.

Petition for Review of an Order of the Federal Energy Regul atory
Comm ssi on.

Bef ore REYNALDO G GARZA, DAVI S and BARKSDALE, Circuit Judges.

W EUGENE DAVIS, Circuit Judge:

NIl COR Expl oration Conpany petitions this court to review a
Federal Energy Regulatory Comm ssion order granting Robert W
Scarth authority to collect incentive-based rates for natural gas
pursuant to 8 108 of the Natural Gas Policy Act ("NGPA"), 15 U. S.C.
88 3301 et seq. The comm ssion concluded that the "area rate
cl auses" contained in gas supply contracts signed by N COR and
Scarth's predecessors authorize Scarth to collect 8§ 108 rates. The
central issue raised by NOCOR is whether the Conmssion's
interpretation of the contracts conflicts with Fifth Grcuit
precedent and Okl ahoma contract |aw. W agree that the Comm ssion
failed to properly apply state contract law in construing the area
rate clauses and that, under state law, Scarth failed to satisfy
hi s burden of proof. Accordingly, we vacate the Conm ssion's order
and remand the case to the Conm ssion for entry of an order denying
Scarth's request for a rate increase.
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In 1970, NI COR signed three gas supply contracts with Scarth's
predecessors, GHK Co., Sun QI Co., and the Anerada Hess
Corporation (the "Producers"). Under the terns of the contracts,
the Producers agreed to sell NICOR gas fromthe Geen # 1-1 Wl
| ocat ed i n Beckham County, Okl ahoma. Between 1988 and 1989, Scarth
purchased the Producers' interests in the three contracts and
requested the Commission to reclassify the Geen WII as a
"stripper” well so that he could collect higher incentive-based
rates under 8§ 108 of the NGPA. NICOR filed a petition with the
Comm ssi on opposing Scarth's rate increase.

The Suprenme Court's Mbile-Sierra Doctrine prohibits the
Comm ssion fromgranting a rate increase to a producer unless the
producer's contract authorizes a rate increase. United Gas Pipe
Line Co. v. Mobile Gas Serv. Corp., 350 U S. 332, 76 S. . 373, 100
L.Ed. 373 (1956); FPC v. Sierra Pacific Power Co., 350 U S. 348,
76 S.Ct. 368, 100 L.Ed. 388 (1956). VWile NICOR s contracts
provided for a fixed initial price per unit of gas, each contract
contained an area rate clause allowing the Producers to increase
the contract price under certain circunstances. Scarth contends
that these area rate clauses authorize the rate increase he
requests. The area rate clauses are simlarly worded:

| f the Federal Power Comm ssion, or any successor gover nnent al

authority having jurisdiction in the prem ses, shall at any

time hereafter prescribe, for the area in which the contract
is located, a higher, applicable, just and reasonable area
rate for the purchase of gas than the price herein provided to
be paid, then the price to be paid by the Buyer to Seller for
gas delivered under the provisions of this Agreenent shall be

i ncreased to equal such higher price effective as of the date
such higher price is nmade applicable to the gas sold



her eunder . !

These clauses thus authorized the Producers to increase the
contract price to match the maximumrate for the area established
by the Federal Power Commssion ("FPC'), the Conm ssion's
predecessor.

The scope of area rate clauses becane a matter of extensive
litigation with the passage of the NGPA in 1978. Prior to 1978,
the FPC established "just and reasonabl e" area rates based on the
producer's cost of service. The NGPA elimnated the FPC s power to
set arearates and, inits place, established nati on-w de statutory
rate ceilings. Section 104 of the NGPA essentially adopted the
FPC s cost-based net hodol ogy for setting the rates of nobst natural
gas commtted or dedicated to interstate commerce prior to 1978.
15 U.S.C. §8 3314. However, 8 108 of the NGPA establishes speci al
"I ncentive-based" rates for | owoutput "stripper" wells. 15 U S. C
8§ 3318. These incentive-based rates are significantly higher than
8 104's cost-based rates. Attenpts by producers to obtain § 108
rates raised the issue of whether pre-NGPA area rate clauses
aut hori zed producers to coll ect higher NGPA i ncentive-based rates.

The Conm ssion addressed the scope of pre-NGPA area rate
clauses in three agency orders, Orders 23, 23-A, and 23-B ("Oder
23"),%2 and in Independent Ol & Gas Ass'n of W Virginia, 10 FERC

The only substantive difference is that the area rate
clause in the Anmerada Hess contract omts the phrase "just and
reasonabl e. "

2Order 23, 6 FERC (CCH) 1 61,229 (March 13, 1979); Order
23-A, 7 FERC (CCH) 1 61,247 (June 12, 1979); Oder 23-B, 8 FERC
(CCH 1 61,130 (Aug. 6, 1979). The Comm ssion pronul gated Rul e
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1 61,214 (1980) ("Opinion 77"). In Order 23, the Conm ssion
concluded that neither the |anguage of the NGPA nor the
Comm ssion's reqgulations precluded producers from relying on
pre-NGPA area rate clauses to obtain higher rates under § 108 of
the NGPA 6 FERC (CCH) f 61, 229. The Comm ssion further
concl uded, however, that wvariations in the |anguage and
circunstances of these clauses prevented a uniform construction
that would apply to all contracts. 1d. The Conm ssion thus opted
for a case-by-case approach to interpreting area rate clauses.
Since area rate clauses are "inherently anbi guous”, the Comm ssion
deci ded that the focal point of its inquiry should be the nutual
intent of the parties at the tine the contract was signed. I1d. 1In
ot her words, the Conm ssion would attenpt to glean fromextrinsic
evi dence whether the parties would have agreed to incentive-based
rates if these rates had been available at the tine the contract
was signed. The Comm ssion also established procedures for
purchasers and third parties to protest rate increase requests.
| d.

In Opinion 77, the Comm ssion fornmul ated specific guidelines
for interpreting area rate clauses. Qpinion 77 establishes a
two-part inquiry for determning the parties' intent. First, the
Comm ssi on nust consider extrinsic evidence probative of intent,

including the parties' negotiations, course of dealing, and ot her

23 after extensive feedback and comment from gas producers,

pi pelines, and |l ocal distributors. The Fifth Crcuit upheld the
order in Pennzoil Co. v. FERC, 645 F.2d 360, 384 (5th G r.1981)
("Pennzoil 1 ").



evi dence of the circunstances surroundi ng the contract's execution.
10 FERC at 61, 397. If the Comm ssion finds "no reliable and
probative evidence of intent" or if "such evidence is

i nconcl usive," however, Opinion 77 requires the Comm ssion to | ook
to the |language of the area rate clause and apply a three-prong
formula to deci de whether the clause allows § 108 rates:
I n such situations, we will generally conclude that a contract
containing an area or national rate clause does not authorize
collection of all NGPA rates if it contains the follow ng
di squalifying terns:

(1) it refers to rates established or prescribed by an
adm ni strative body;

(2) it couples the reference to admnistrative action with a
reference to the Natural Gas Act or the "just and
reasonabl e" standard of that Act; and

(3) it contains no additional | anguage whi ch has the effect of
uncoupling the Ilink between agency action and the
statutory standard of the Natural Gas Act.

ld. at 61, 398. According to the Comm ssion, references to both
admnistrative rate-setting and the NGA s "just and reasonabl e"
standard generally indicate that the parties intend tolimt price
increases to cost-based rates. | d. On the other hand, the
Comm ssion concluded that |anguage severing the 1link between
adm ni strative action and a cost-based standard suggests that the
parties intend to allow price increases to the maxi numrate al |l onwed
by statute, whether cost-based or incentive-based. Id.

Appl ying Opinion 77's nethodology to NICOR s contracts, an

admnistrative law judge ("ALJ") concluded that the area rate

cl auses did not authorize Scarth to collect § 108 i ncenti ve-based

rates. 56 FERC { 63,023 at 65,094 (1991). According to the ALJ,



the extrinsic evidence of the parties' nutual intent failed to
support Scarth's contention that the parties intended the area rate
clauses to authorize rate increases up to the maximum | evel
permtted by | aw
The course of perfornmance evidence, as well as the evi dence on
the other itens involving reliable and probative extrinsic
evidence of the parties' intent, is clearly insufficient to

support Scarth's contention that the [area rate clauses] in
issue entitle it to collect paynent of section 108 NGPA

ceiling prices.... In sum such evidence not only does not
suffice to overcone Scarth's admtted burden of denonstrating
the contracting parties' intent to pay and collect

i ncentive-based NGPA section 108 rates, but rather supports
the conclusion that the [clauses] in question contenplated
paynment and coll ection of only cost-based prices.
The ALJ also applied Opinion 77's three-prong formula and found
that the | anguage of the area rate clauses satisfied the fornula's
three el enents.

The Comm ssion initially affirmed the ALJ's order. 58 FERC
61,203 (1992). On notion for rehearing, however, the Conm ssion
reversed its earlier order and concluded that NNICOR s area rate
cl auses authorize Scarth to collect incentive-based rates under 8§
108. 63 FERC T 61,034 at 61, 184-61,186 (1993). The Conmi ssion
first found that the parties' extrinsic evidence of nmutual intent
was i nconcl usive as to whether they intended the area rate cl auses
to authorize rate increases up to the maximum |l evel permtted by
law. The Comm ssion then applied Qpinion 77's three-part fornula
to the | anguage of the area rate clauses. The Comm ssi on concl uded
that the area rate clauses authorized 8 108 rates because each
clause failed to satisfy one or nore elenents of Qpinion 77's

f or mul a. | d.



According to the Commission, the area rate clause in the
Amer ada Hess contract failed to refer to the NGA or to the "just
and reasonabl e" standard as required by the second prong of the
f or mul a. The Comm ssion further concluded that the area rate
clauses in the GHK and Sun contracts simlarly allowed & 108 rates
because the presence of the phrase "any successor or governnental
aut hority" uncoupled the |Iink between the contracts' references to
adm nistrative action and the "just and reasonable" standard.?
According to the Comm ssion, this language is consistent wth
Congressional | y-establi shed rates under the NGPA.

Nl COR requested judicial review of the Comm ssion's final
order pursuant to 15 U.S.C. 88 717r(b) and 3416(a)(4). W granted
Robert W Scarth's notion to intervene in support of Comm ssion's
order.

.

NI COR nai ntai ns that the Conm ssion's application of Opinion
77's nmethodology in the present case conflicts with Fifth Crcuit
precedent and Okl ahoma contract | aw. Nl COR contends that the
Comm ssion failed to follow state law in construing the area rate

clauses as required by this court's decision in Pennzoil Co. v.

3The Conmi ssion expressly addressed the inpact of this type
of language in Qpinion 77:

Such an uncoupling could occur, for exanple, where a
reference to the Natural Gas Act or the "just and
reasonabl e" standard is suppl enented by the phrase "or
successor statutory authority" or words of simlar
inport. In this circunstance, the parties commt their
contractual destiny to a change in the statutory schene
and gi ve advance acceptance to the outcone of the

| egi sl ative process.



FERC, 645 F.2d 360, 384 (5th Cr.1981) ("Pennzoil 1 "). Bef ore
addressing the nerits of NNCOR s petition, however, we nust first
address a threshold jurisdictional issue raised by Scarth.

A

As a prelimnary matter, Scarth questions whether N COR
properly preserved the argunents raised in its petition. Scarth
contends that N COR waived these argunents when it failed to file
any objections to the ALJ's initial order. Al though the ALJ rul ed
in favor of NICOR, Scarth points out that the ALJ relied on the
sane net hodol ogy that N COR now assails.

Scarth bases his waiver argunent on 15 U S.C. § 717r(b).
Section 717r(b) grants courts of appeal original jurisdiction to
review final orders issued by the Conmm ssion. However, this
section further provides that "[n]o objection to the order of the
Commi ssion shall be considered by the court unless such objection
shal | have been urged before the Conm ssion in the application for
rehearing." This waiver provision is construed as a strict
jurisdictional limtation on this court's power to review the
Comm ssion's orders. Tennessee Gas Pipeline Co. v. FERC, 871 F. 2d
1099, 1107 (D.C. G r.1989).

Qur review of the record persuades us that Scarth's waiver
argunent is without nerit. Al t hough NICOR failed to raise any
objections to the ALJ's application of Oder 77 or to the
Commi ssion's initial order affirmng the ALJ's decision, N COR
raised its objections in a notion for rehearing follow ng the

Comm ssion's final order reversing the ALJ and ruling against



NI COR. Until that point in the proceeding, NCOR was the
prevailing party. W reject Scarth's claimthat 8§ 717r(b) requires
a prevailing party to file objections to a favorable ruling by an
ALJ in order to preserve its right to appeal if the ALJ's decision
is later reversed by the Comm ssion. As long as a party in Nicor's
position presents its objections to the Commssion in a tinely
nmotion for rehearing, 8 717r(b)'s requirenents are satisfied. W
therefore conclude that NI COR properly preserved the issues raised
inits petition by tinmely raising its objections inits notion for
rehearing follow ng the Comm ssion's final order. W nowturn to
the nmerits of NICOR s argunent that the Conm ssion failed to fol |l ow
Ckl ahoma law in interpreting the area rate cl auses.
B

In Pennzoil |, we held that the Conmm ssion nust apply state
contract law in construing gas supply contracts. 645 F.2d at 387.
While the court recognized that the Conmm ssion nmay fornul ate and
apply "general principles of contract |law' to construe area rate
cl auses, "specific determ nations of contractual authority in the
[ Conm ssion's] protest procedures nust take account of and foll ow
any differences with general contract |aw that the appropriate
state contract |law nmay have." 1d. at 383-84. In deciding which
state's | aw applies, the Conm ssion should apply the state | awt hat
woul d "govern the parties' dealings were there no regul ation at al
of the contract's subject matter." 1d. at 387.

Nl COR contends that the Conm ssion's application of Opinion

77's interpretive standards runs afoul of Pennzoil | because it is



i nconsi stent with Gkl ahoma contract |aw. NI COR focusses on two
aspects of the Commssion's nethodology that it argues are
i nconsistent with Gkl ahoma contract law. First, NICOR faults the
Comm ssion for basing its interpretation solely on | anguage in the
area rate clauses that the Comm ssion admts is anbi guous w t hout
al so considering the extrinsic evidence of the parties' intent.
Second, NlCOR contends that the Commi ssion's nethodol ogy
essentially relieved Scarth of his burden of proving that the area
rate clauses permt § 108 rates.

W nust first address NICOR s contention that Okl ahom
contract | aw governs the interpretation of the area rate cl auses at
issue. In Pennzoil |, we held that the choice of which state's | aw
to apply "is properly a matter within federal common law. " 645
F.2d at 387. N COR contends that Okl ahoma | aw governs because the
three contracts were negotiated and si gned i n Gkl ahoma, and because
the subject matter of the contracts concerns gas produced from an
Okl ahoma wel | . Moreover, neither Scarth nor the Comm ssion di spute
the applicability of Olahoma |aw, and none of the contracts
contain forum sel ection cl auses.

Al t hough we are not bound by Ckl ahoma choice of |aw rules,
these rules may guide us in deciding whether Cklahoma |aw should
apply in the present case. Okl ahoma choice of law rules for
contracts require courts to apply "the law of the state (1) chosen
by the parties, (2) where the contract was entered into, or (3) the
pl ace of performance if indicated in the contract." Moore v.

Subaru of Anmerica, 891 F.2d 1445, 1449 (10th Cir.1989) (i nternal
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citations omtted). Because of Cklahoma's extensive contacts with
the three contracts, we agree that Okl ahoma | aw shoul d apply.
Turning to the Conm ssion's application of Oklahoma | aw, we
generally do not defer to the Commssion's interpretation of gas
supply contracts unless the Comnm ssion relied on its factual or
techni cal expertise in reaching its conclusions. Tennessee Gas
Pipeline Co. v. FERC, 17 F.3d 98, 102 (5th G r.1994). Deference is
not appropriate where the Comm ssion relies "solely on the words of

the contract," or where the central issue before the court is the
Comm ssion's application of state law. Id.; Pennzoil Co. v. FERC
789 F.2d 1128, 1135 (5th G r.1986) ("Pennzoil 11 "). In such
cases, the construction of a contract is not "enhanced by the
agency's expert understanding of the industry."” El Paso Natura
Gas Co. v. FERC, 881 F.2d 161, 164 (5th G r.1989). Because NICOR s
obj ections focus on the Conm ssion's application of Cklahona state
contract law, the Comm ssion's construction of the area rate
clauses in this case is not entitled to deference. W therefore
revi ew t he Comm ssion's order de novo.

W agree with NICOR that the Conm ssion's application of
Qpinion 77 to the present case conflicts with Okl ahoma contract
[ aw. Okl ahoma | aw directs courts to consider extrinsic evidence of
the parties' mutual intent in cases where the |anguage of a
contract 1is anbi guous. See Mercury Investnment Co. v. F. W
Wbol worth Co., 706 P.2d 523, 529 (Ckla.1985); la.Stat.Ann. tit.
15, § 152 (West 1993). Extrinsic evidence relevant to determ ning

the parties' intent includes the circunstances surrounding the
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execution of the contract and the parties' negotiations. Public
Service Co. of Ckla. v. Honme Builders Ass'n of Realtors, Inc., 554
P.2d 1181 (Ckla.1976). Ckl ahoma's version of the Uniform
Comrercial Code ("UCC') simlarly provides that courts should
construe anbi guous contracts with reference to the parties' course
of dealing and course of conduct. Ckla.Stat.Ann. tit. 12A 88 1-
205, 2-202.

The Conmmi ssion failed, however, to give any weight to the
extrinsic evidence of the parties' intent in concluding that
NICOR' s area rate clauses authorized 8 108 rates. Wiile the
Commi ssion initially considered extrinsic evidence concerning the
parties' negotiations and course of dealing, the Conm ssion
concl uded that this evidence was i nconcl usive. The Conm ssion then
construed the area rate cl auses solely on the basis of the | anguage
of the clauses and Qpinion 77's three-part fornula:

Since the Comm ssion found that none of the parties produced

such evidence of nutual intent, the Comm ssion affirmed the

ALJ to that extent and, like the ALJ, resolved the matter

solely by application of the interpretive standards.

66 FERC at 61, 769.
I n construing the | anguage of area rate cl auses, however, the

Comm ssi on nust consider "all evidence—ontract | anguage, oral and
written extrinsic evidence and evi dence of course of performance."”
Hunt G| Co. v. FERC, 853 F.2d 1226, 1237 (5th G r.1988) (enphasis
in original). This evidence nust "be balanced to determ ne the
parties' intent."” Id. In Hunt G|, we reversed the Conm ssion's
interpretation of an area rate clause based on the Comm ssion's

failure to consider extrinsic evidence of intent. As in the
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present case, the Conm ssion concluded that the extrinsic evidence
of the parties' intent was inconclusive and thus based its
interpretation solely on the Ilanguage of the clauses.* W
concl uded that the Conmm ssion's nethodol ogy was defective because
"Pennzoil | does not permt anbiguities or conflicts to negate
consi deration of any part of the overall picture.” | d. The
Comm ssion thus erred in discarding the extrinsic evidence in the
instant case based on its conclusion that the evidence was
"inconcl usive."

The Conmm ssion's approach is al so inconsistent with state | aw
to the extent that it narrowWy focuses on specific phrases in the
area rate clauses w thout considering the | anguage of the clauses
and contracts as a whole. lahoma | aw requires courts to consider
a contract as a whole "without narrowy concentrating upon sone
phrase or | anguage taken out of context." Bonner v. Okl ahoma Rock
Corp., 863 P.2d 1176, 1184 (Ckla.1993); see also kla.Stat. Ann
tit. 15, 8 157. The Conm ssi on acknow edged that the references to
adm nistrative rate-making and the "just and reasonabl e" standard
in the GHK and Sun contracts supported NICOR s contention that the
contracts did not authorize § 108 incentive-based rates. However,
t he Conmi ssion decided that the contracts authorized 8§ 108 prices
based on the presence of the phrase "successor governnental
authority."” Thus, the Conm ssion essentially treated this phrase

as dispositive without considering the |anguage of the area rate

“Hunt does not indicate whether the Conmm ssion applied
Qpinion 77's three-prong fornul a.
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cl auses as a whol e.

Finally, we agree that the Comm ssion erred by relieving
Scarth of his burden of proving by a preponderance of the evidence
that the area rate clauses authorized 8§ 108 rates. I n appl yi ng
OQpinion 77, the Conmm ssion essentially shifted the burden of proof
by requiring NICOR to prove the absence of contractual authority
for 8 108 rates. The ALJ concluded that Scarth failed to satisfy
his burden of proof with regard to the extrinsic evidence of
intent. Al though the Conm ssion accepted this finding, it applied
Qpinion 77's three-part fornula because NICOR failed to prove that
the parties nutually intended tolimt rate i ncreases to cost-based
rates:

Scarth failed to prove a mutual intent to authorize the
paynment of incentive rates. However, this also neans that
Nl COR did not prove by a preponderance of the evidence that
the parties had the nmutual intent to |limt area rate clause
price escalations to only cost-based rates. Under the
procedures established in Opinion No. 77, to wn the case at
the evidentiary stage and not reach the interpretive
standards, NICOR had to prove by extrinsic evidence that its
all eged intent was shared by each of the producer/sellers.
66 FERC at 61, 771 (enphasis added). Moreover, in applying Opinion
77's interpretive fornmula, the Comm ssion essentially created a
presunption in favor of Scarth. The Comm ssion held that, as a
general rule, area rate clauses authorize 8 108 rates unless the
| anguage of the clauses satisfy all three prongs of Qpinion 77's
interpretive fornula. 63 FERC at 61, 184.
The Comm ssion's allocation of the burden of proof conflicts

wth this court's holding in Pennzoil | that the producer bears the

burden of proving that an area rate clause authorizes
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i ncentive-based rates under the NGPA. 645 F.2d at 370. Scarth's
failure to prove by a preponderance of the extrinsic evidence that
the parties mutually intended to all ow non-cost-based rates woul d
have resulted in a judgnent in favor of NICOR in klahoma state
court. See 5A Corbin on Contracts § 1230 at 511 (1964). Wen the
Comm ssion relieved Scarth of this burden by turning to Opinion
77's interpretive formula, the Comm ssion failed to conply with
Pennzoil | and state contract |aw.

We concl ude, therefore, that the Comm ssion failed to follow
state contract in construing NICOR' s area rate clauses. Based on
the findings in the ALJ's order and the Conm ssion's original order
affirmng the ALJ, Scarth failed to prove by a preponderance of the
evidence that the contracting parties intended to authorize § 108
prices. Scarth thus failed to neet his burden of proof under
&l ahoma contract |aw and Pennzoil |I. We therefore VACATE the
Commi ssion's order and REMAND t he case to the Conm ssion for entry
of an order denying Scarth's request for arate increase. See Hunt
a1, 853 F.2d at 1233.

VACATED and REMANDED
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