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BOUDIN, Circuit Judge. This appeal is the |atest
installment in a series growi ng out of New Hanpshire's efforts
to deregulate the electric utility industry and trimrates for
custoners.! Famliarity with our prior decisions is assuned.
We repeat here only those facts pertinent to the present issue.

Connecticut Valley Electric Conmpany ("Connecticut
Valley"), a small New Hanpshire wutility, provides retai
electric service to about 10,000 custoners in New Hanmpshire
Connecticut Vall ey purchases about 76 percent of its power from
its parent conpany, Central Vernont Public Service Corporation
("Central Vernmont"), a Vernont wutility, wunder a wholesale
requi rements contract ("the RS-2 contract") that incorporates
cost-of-service rates ("the RS-2 rate schedule") filed with and
regul ated by the Federal Energy Regul atory Conmm ssion ("FERC").
Connecticut Valley and Central Vernmont have had a requirenents
contract incorporating some formof the RS-2 rate schedul e since

1982.

Public Serv. Co. v. Patch, 962 F. Supp. 222 (D.N. H 1997)
(Patch 1); Public Serv. Co. v. Patch, 173 F.R D. 17 (D.N H
1997) (Patch 11); Public Serv. Co. v. Patch, 136 F.3d 197 (1st
Cir. 1998) (Patch Il11); Public Serv. Co. v. Patch, 167 F.3d 15
(1st Cir. 1998) (Patch 1V); Public Serv. Co. v. Patch, 167 F.3d
29 (1st Cir. 1998) (Patch V), cert. denied, 526 U S. 1066
(1999); Public Serv. Co. v._Patch, 202 F.3d 29 (1st Cir. 2000)
(Patch VI); Public Serv. Co. v. Patch, 87 F. Supp. 2d 57 (D.N. H
2000) (Patch Vil).
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The RS-2 contract has a term nation clause that, read
literally, permts either party to term nate the contract at the
end of a service year by giving witten notice of term nation

before the beginning of that service year. See Patch V, 167

F.3d at 32. Connecticut Valley and Central Vernmont contend that
the term nation clause was not intended to give either of them
the ability to term nate unilaterally on such short notice, but
the district court found it unnecessary to deci de whether the
one-year termnation clause allows Connecticut Valley to
term nate on the specified notice if and when its own interests
so dictate.

Central Vernont's rates under the RS-2 contract with
Connecticut Valley are higher than the current rates for
whol esal e el ectricity avail abl e el sewhere in New Hanpshire, due
in part to an expensive |long-term contract by which Centra
Ver mont purchases from Hydro Quebec. In February 1997, as part
of its restructuring of electricity regulation in New Hanpshire,
t he New Hanpshire Public Utilities Comm ssion ("the Conm ssion")
found that Connecticut Valley should have given notice of
termnation of its RS-2 contract on or before Decenmber 31, 1996.
This finding was nade in conmputing the so-called "stranded cost
recovery charge" that Connecticut Valley would otherw se be

all owed to recover from custonmers as part of the deregul ation
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process. Re Connecticut Valley Elec. Co., Order No. 22,509

(Feb. 28, 1997) (the "Stranded Cost Recovery Order").?
Concerned that Connecticut Valley would term nate the
RS-2 contract and thereby |eave Central Vernont alone with a
| ong-term obligation to buy expensive power from Hydro Quebec,
Central Vernont in June 1997 filed with FERCits own proposal to
termnate the RS-2 contract. However, it made term nation
contingent on FERC allow ng Central Vernont to add a "stranded
cost surcharge" on power delivered over its transm ssion |ines
to custonmers in Connecticut Valley's service area. FERC
rej ected that proposal as inconsistent with earlier FERC orders
and regul ati ons, but decided to allow Central Vernont to file a
different plan that would inpose an exit fee on Connecti cut
Valley at the contract's termnation, and thus ensure that
Connecticut Valley shared in the loss to Central Vernont that

would result fromterm nati on of the contract. See Central Vi.

Pub. Serv. Corp., 81 F.E.R C. { 61,336, at 62,543 (1997), aff'd,

--F.3d--, No. 98-1532, 2000 W. 762766 (D.C. Cir. June 30, 2000).

2*Stranded costs" is a |oose concept referring, in the
present context, primarily to investnments that a utility nade
during the period of nmonopoly service which are jeopardi zed by
deregul ation--for exanple, by new obligations to allow the
utility's lines to be wused by other suppliers. The
restructuring and deregulation process in New Hanpshire,
including the statute and the Comm ssion's evolving plan to
i nplement it, are described in detail in Patch IV, 167 F.3d at
18-22.
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In December 1997, Central Vernont notified FERC that
it would seek a tariff amendment to establish an exit fee (to
recover its own stranded costs). The recovery of stranded costs
at the wholesale level is the subject of extensive FERC
regul ation, recently sustained in alnost all respects by the

D.C. Circuit in Transm ssion Access Policy Study G oup v. EERC,

--F.3d--, Nos. 97-1715 et al., 2000 W. 762706, at *24 (D.C. Cir.
June 30, 2000). FERC accepted the proposed exit fee provision

for filing in March 1998. See Central Vt. Pub. Serv. Corp., 82

F.ERC ¢ 61,237, at 61,908 (1998). A hearing has now been
hel d before an adm ni strative | aw judge at FERC, but no deci sion
on either the propriety or the ampunt of the fee has yet been
i ssued.

In late Decenmber 1997, as the state's restructuring
proceedi ngs continued, Connecticut Valley applied for a routine
increase in its 1998 retail rates to incorporate increases in
Central Vernont's RS-2 rate schedule. Such adjustnments to the
RS-2 schedule are nmade periodically by Central Vernont to
reflect changes in its cost of acquiring power, and, in the
past, the Comm ssion has allowed themto be passed through by
Connecticut Valley to its own custonmers. FERC accepted Centr al
Vermont's increased RS-2 rates for filing on January 13, 1998.

This tinme, instead of approving the requested increase, the
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state conmm ssion found Connecticut Valley inprudent for not
term nating the RS-2 contract sooner because power was avail abl e
for less nmoney on the open market, and it disallowed the

requested increase. Connecticut Valley Elec. Co., Order No

22,815 (Dec. 31, 1997) ("the Disallowance Order"). This finding
paralleled the reasoning behind its Stranded Cost Recovery
Or der.

In the sanme period, litigation concerning New
Hampshire's plan for restructuring the electric utility industry
was proceeding in this court and the district court. I n
Decenber 1998, we upheld a prelimnary injunction in which the
district court prohibited the Conm ssion frominplenmenting its
br oad deregul ati on plan. Patch 1V, 167 F.3d at 28-29. However,
in a conpani on decision, Patch V, we vacated the injunction to
the extent it required the Comm ssion to allow Connecticut
Valley to recover through its retail rates the full cost of
whol esal e power purchased under the RS-2 contract. 167 F.3d at
36. We found that Connecticut Valley had not shown a |ikelihood
that the Disall owance Order was enjoinable by a federal court
under the restrictive terns of the Johnson Act, 28 U S.C. § 1342
(1994) .

Qur decision in Patch V permtted the Comm ssion to

roll back Connecticut Valley's retail rates to the 1997 |evel.
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However, after that decision, the Comm ssion ordered Connecti cut
Valley to reduce its rates tenporarily below the 1997 level in
order to refund to custoners the higher rates they had paid
while the district court's prelimnary injunction was in effect.

Connecticut Valley Elec. Co., Oder No. 23,168 (Mar. 22, 1999)

("the Refund Order"). Connecticut Valley and Central Vernont
obj ected to the district court regarding this further reduction;
the district court agreed; and on April 7, 1999, it enjoined the
Comm ssion from ordering the refund. The Commi ssion again
appealed to this court.

In Patch VI, decided on January 24, 2000, we found t hat
the injunction against the Refund Order could not be sustained
on the basis thus far supplied, but allowed the district court
90 days to provide a sufficient basis for such an injunction.
202 F.3d at 34-35. The district court then sought to supply
t hat explanation and, at the same time, to dispose of the
parties' cross-notions for summary judgment as to the underlying
di spute. On March 6, 2000, the district court concluded that
Connecticut Valley and Central Vernont are entitled to a
per manent injunction allow ng Connecticut Valley to pass through
toits retail custoners the cost of whol esal e power it purchases
from Central Vernmont under the RS-2 contract. Patch Vil, 87 F.

Supp. 2d at 65. The Conm ssion now appeal s.
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The district court's sunmary judgnent decision, which

we revi ew de novo, Waghtman v. Springfield Term nal Ry. Co., 100

F.3d 228, 230 (1st Cir. 1996), rested in major part on an order
of the Comm ssion issued on July 22, 1998, in which the
Comm ssion vacated a directive in its February 1997 Stranded

Cost Recovery Order, Re Statewide Elec. Util. Restructuring

Plan, Order No. 22,986 (July 22, 1998) ("the Vacation Order").
In particular, the Vacation Order canceled the Comm ssion's
prior directive instructing Connecticut Valley to terninate the
RS-2 contract. Because the Conm ssion no | onger demanded t hat
Connecticut Valley termnate its RS-2 Contract on the basis of
its "inprudence,"” the district court ruled that federal |aw
required the Comm ssion to allow recovery of the federal tariff
rate for purchases under that contract. Patch VII, 87 F. Supp
2d at 64-65.

We begin our revieww th the main | egal constraint that
governs federal injunctions against state utility rates. \here
such relief is sought, it is not enough for the utility to
establish federal jurisdiction and a claim for relief on the
merits; it nust also show that the injunction conmports with the
Johnson Act, which allows such injunctions only under very
[imted conditions. One such condition is where the state rate

order conflicts with a federal statute or a federal agency
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action. See Patch V, 167 F.3d at 33 (citing case |aw). The

showi ng of such a conflict would normally satisfy the Johnson

Act and make out a federal claim for relief. See, e.q.,

M ssi ssippi Power & Light Co. v. M ssissippi, 487 U S. 354, 377

(1988).

The issue in this case is not about these principles,
which are well -settl ed, but about whether on the facts before us
the chal |l enged orders of the state comm ssion are inconsistent
with a federal regulatory schene. Patently, the state
commission is refusing to allow Connecticut Valley to collect
revenues to pay the full federal tariff rate for the power it is
buying from Central Vernont under the RS-2 tariff; indeed, the
refund ordered by the Conm ssion is designed to make Connecti cut
Val |l ey give back to custonmers sonme of the revenue it collected
for that purpose.

Of course, FERC has not ordered the state comm ssion
to do anything; it has nerely allowed Central Vernont to file a
federal tariff (the RS-2 tariff) setting a rate for whol esale
power sales to Connecticut Valley. But if the purchase is not
i mproper, then the refusal of the state conmm ssion to allow the
purchasing utility to pay the federal tariff rate, and include
that cost in its own rates, is inconsistent with the federal

scheme. The reason is that the rates set by the FERC tariff are
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bi ndi ng unl ess and until altered by FERC. See M ssi ssippi Power

& Light Co., 487 U.S. at 371-74; Nantahal a Power & Light Co. V.

Thornburg, 476 U.S. 953, 970 (1986).

Nevert hel ess, while the Suprenme Court |eft the issue
open, we held in Patch V that a state comm ssion coul d disallow
costs, even where they reflected paynents required under a
federal tariff, where the state agency had a colorable
i ndependent state ground for finding that the purchaser should

not have made the purchase. 167 F.3d at 35; see also Kentucky

W _ Va. Gas Co. v. Pennsylvania Pub. Util. Commin, 837 F.2d 600,

608-09 (3d Cir.), cert. denied, 488 U S. 941 (1988). And

initially, the Comm ssion did make a colorable ruling in its
Di sal | owance Order t hat Connecti cut Vall ey's continued
purchasi ng fromCentral Vernont was inprudent, given Connecti cut
Val | ey' s apparent opportunity to termnate its contract on one
year's notice and switch to cheaper--albeit possibly short-term
-power from ot her suppliers.

But faced with the threat of term nation, Centra
Vermont then filed a tariff amendment that now threatens to
i npose a heavy term nation charge on Connecticut Valley if it
does cancel its contract. FERC (which nore or less invited the
amendnent) has allowed the anmendnment to go into effect

provisionally and, while FERC may in due course disallow the
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charge or reduce its ampbunt, the amendnent is in force for the
time being. See 82 F.EERC T 61,237, at 61,909 (1998)
("Central Vernont's proposed exit fee is hereby accepted for
filing and suspended for a nom nal period, to becone effective
on March 14, 1998, subject to refund . . . ."). Further, the
state comm ssion has now, in its Vacation Order, explicitly
withdrawmn the prior ruling that Connecticut Valley should
termnate its requirenents contract. In sum the Conm ssion's
prior justification for disallowing the pass-through has
evapor at ed.

The Comm ssion says on appeal that its Vacation Order
only nullified its prior order requiring Connecticut Valley to
term nate the contract and did not affirmatively order the
utility to continue buying under the contract. The |ack of an
affirmative order is irrelevant: the RS-2 contract requiring
purchases is binding on Connecticut Valley unless term nated,
term nati on now apparently would be self-defeating because it
woul d give rise to the prospect of a potentially heavy financi al

penalty that the state conm ssion does not want;2 and so | ong as

SSeenmingly, a large exit fee would negate the savings
realized from having Connecticut Valley purchase cheaper power
in the short term from whol esal ers other than Central Vernont;
and, of course, Connecticut Valley would al so | ose the | ong-term
rate protection afforded Connecticut Valley's custoners by the
| ong-term contract between Central Vernont and Hydro Quebec.
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purchases from Central Vernont continue to be legitinmtely made
under the contract, Connecticut Valley nust pay the FERC tariff
rate, and the state comm ssion nust allow it to reflect that
rate in its own charges.

Alternatively, the Comm ssion says that even if current
conditions make it prudent to continue the purchases, the
contract could and should have been term nated before Central
Vernmont filed the term nation charge. However, read literally,
FERC regul ati ons say that Central Vernont coul d have i nposed the
term nation charge, assumng it were otherwise justified,
whenever Connecticut Vall ey sought totermnate its contract--so
long as the contract was still in force when the charge was
filed. 18 C.F.R. 8 35.26(c)(1)(v) (1999). The RS-2 contract
required at |east one-year's notice before term nation becane
ef fective.

The Comm ssion points to | anguage in the original FERC
order adopting such regulations, arguably contrary to the
present regulation itself, saying that a selling utility could
not add an exit fee after a purchasing utility "gives notice" of
term nation. Order No. 888, Pronoting Whol esale Conpetition
Thr ough Open Access Non-Di scrim natory Transm ssi on Services by
Public Uilities; Recovery of Stranded Costs by Public Utilities

and Transmtting Utilities, 61 Fed. Reg. 21,540, 21,642 n.679
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(1996). However this arguable tension between the regul ation
and order may be resolved, it is hard to see how Connecti cut
Val l ey--a wholly-owned subsidiary--could have effected a
surprise term nation.?* Al so, the FERC order says that even
where notice is given, the seller could still recover its
stranded costs through transm ssion charges to the canceling
utility. 1d.

Finally, the Comm ssion, joined in a separate am ca
curiae brief by the Governor of New Hanpshire, clains that
whet her the conti nued purchases are i nprudent under state lawis
a matter for the Comm ssion and the state courts, and that the
district court's injunction is inconsistent with the so-called

Bur ford doctri ne. See Burford v. Sun GOl Co., 319 U S. 315,

332-34 (1943). Burford, discussed at sonme length in Patch 1V,
167 F.3d at 24, ainms to prevent federal courts from "bypassing
a state admnistrative schenme and resol ving i ssues of state |aw
and policy that are commtted in the first instance to expert

adm nistrative resolution." |d.

“Even i f we put aside the fact that Connecticut Valley is a
whol | y- owned subsidiary of Central Vernont, it would have been
easy enough for Central Vernont, at the first sign of an intent
to termnate or at any sign of pressure fromthe Comm ssion on
Connecticut Valley to termnate, to file its term nation charge
with FERC. Indeed, this is nore or |ess what happened.
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However, we are not concerned here with whether the
i nprudence finding is proper under state |law but rather wth
whet her, given its substance and context, it furnishes a basis
for the state conm ssion to ignore an otherw se controlling FERC
tariff. In such cases, the "adequacy" of an asserted
"i ndependent state ground"” is--indeed, under the Supremacy
Cl ause nust be--an issue of federal law. ® Burford does not
license a state to ignore FERCtariffs nmerely by saying, w thout
any present rational basis, that the purchase is "inprudent."
This is so even if the Conmm ssion's "inprudence” finding has not
been withdrawn and is still tolerated under state |aw.

Nor is it of any nonment whether the Conm ssion has, or
has not, acted in good faith in refusing to allow Connecti cut
Valley to collect the FERC tariff charges. | ndeed, we assune
t hroughout that the Commi ssion is notivated sinply by a desire
to secure |lower rates for New Hanpshire consuners. But absent
a colorable objective justification, the state agency nay not

disallow, in state rate-making proceedings, costs that were

See Howlett v. Rose, 496 U S. 356, 366 (1990) ("The
adequacy of the state-law ground to support a judgnent
precluding litigation of the federal claimis itself a federal
gquestion which we review de novo."); see also Wlfe v. North
Carolina, 364 U S. 177, 185-86 (1960); Staub v. City of Baxl ey,
355 U. S. 313, 318-19 (1958); Ward v. Board of County Conmmirs,
253 U.S. 17, 22-23 (1920).
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incurred under a federal tariff for a perm ssible purchase of
whol esal e power.

Affirned.
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