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Introduction

The Federal Energy Regulatory Commission (FERC) oversees interstate electricity transmission and
wholesale rates as well as interstate natural gas pipelines. The electricity and natural gas sectors are re-
sponsible for more than forty percent of U.S. greenhouse gas emissions.! While FERC does not directly
regulate emissions, its decisions can have substantial consequences for the competitiveness of different

fuels and technologies and thus greenhouse gas emissions from the energy sector.

This paper connects FERC’s market oversight to these indirect effects. It also discusses legal strategies
employed by opponents of new natural gas infrastructure in FERC permitting proceedings and litiga-
tion. The paper is intended for advocates, policymakers, and technical experts who are broadly familiar
with FERC's responsibilities and would benefit from a review focused on how FERC decisions facilitate

or hamper greenhouse gas reduction efforts.

After an introduction to FERC's role, the paper outlines the electricity industry’s structure and the
Federal Power Act. The paper then describes how electricity markets set prices and illustrates with recent
decisions how FERC’s decisions affect the competitiveness of various resources. Markets do not explicit-
ly favor one fuel over another, but may value certain attributes, such as the ability to produce energy on
demand, to quickly increase or decrease output, and to operate during system emergencies. FERC’s de-

cisions about which attributes to value and how to price those attributes affect resource types unevenly.

The paper also connects FERC’s authority over electricity markets and transmission to state renewable
energy laws and summarizes FERC’s role in implementing the Public Utility Regulatory Policies Act of
1978 (PURPA). Finally, the paper reviews the Natural Gas Act, explains how FERC reviews infrastruc-
ture siting applications, and summarizes legal arguments that advocates are pursuing to compel FERC

to consider climate change effects in its decisions.
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The Federal Energy Regulatory Commission is an in-
dependent federal agency. It is composed of up to five
Commissioners who are nominated by the President
and confirmed by the Senate. Unlike many other fed-
eral government appointees, FERC Commissioners
do not serve “at the pleasure of the President,” but are
appointed to five-year terms. FERC has approximate-
ly 1,500 employees, organized in twelve different
offices, including Energy Market Regulation, Admin-
istrative Litigation, and the General Counsel.

FERC was created by Congress in 1920. Then called
the Federal Power Commission, its initial task was

to license the construction of hydroelectric dams. In
the 1930s, Congress enacted the Federal Power Act
(FPA) and the Natural Gas Act (NGA), providing
the Commission with jurisdiction over interstate
transmission of electricity and transmission of natural
gas, as well as rates for wholesale sales in interstate
commerce. In 1977, jurisdiction over the rates for
interstate oil pipeline transmission was transferred to

FERC, as well.?

In the FPA and the NGA, Congtress declared that

the electricity and natural gas industries are “affect-
ed with a public interest”™ and required FERC to
consider the public interest when it makes decisions.*
The Supreme Court has explained that the breadth
of the term “public interest” in the FPA and NGA is
informed by the statutes” principal purpose — to pro-
vide FERC with authority “to encourage the orderly
development of plentiful supplies of electricity and
natural gas at reasonable prices.”

The Court’s conclusion speaks to the nature of
FERCs role. It is an economic and technical regula-
tor, promoting competition, enhancing market effi-
ciency, and ensuring reliability.® Its primary respon-
sibilities include establishing “just and reasonable”
rates for wholesale electricity and natural gas sales,
permitting the construction of interstate gas pipe-
lines, and overseeing the high-voltage electric grid.

FERC’s decisions can have far-reaching economic
and environmental effects. However, those conse-
quences do not allow FERC to act outside its statu-
tory mandate to promote the general public welfare.”
As discussed below, FERC has flexibly interpreted

its duty to ensure “just and reasonable” rates. But it
has never understood that “just and reasonable” rates
must account for the environmental effects of energy
production and consumption.?

What is FERC?

Nonetheless, FERC’s oversight of electricity markets
is particularly relevant to greenhouse gas emission
reduction efforts. Many decarbonization scenarios are
premised on electrification of transportation and oth-
er sectors, highlighting the importance of decreasing
emissions from the electricity sector.” Some scenarios
envision a grid powered mostly by intermittent pow-
er generation, such as wind and solar.

In some respects, FERC-regulated markets and
electric reliability standards are already enabling

a transition to a low-carbon grid by, for example,
facilitating the interconnection and integration of
intermittent power generators.'” Whether FERC can
and should do more to support a low-carbon grid is
a topic of ongoing debate that will not be resolved
here. Notably, FERC itself has begun exploring the
possibility that it should.

For instance, as discussed on page 17, FERC hosted a
conference in May 2017 to discuss whether electric-
ity market rules should account for state renewable
energy and climate laws. Since that conference, two
market operators are considering new rules to boost
revenues for fossil fuel fired plants, to mitigate the
price-suppressive effects of state renewable and CO2
policies. A third market operator is studying whether
a price on carbon emissions can further state energy
goals. Any rule changes require FERC’s approval.

FERC is an economic and technical

regulator, aiming to promote com-
petition, enhance market efficiency,
and ensure reliability.




Electric Power

Electricity Industry Structure

Electric utilities distribute power to consumers
within a defined geographic territory. Because they
enjoy a monopoly over electricity distribution service,
investor-owned utilities are subject to wide-ranging
oversight, including rate regulation, by state pub-

lic utility commissions (PUC). Cooperative and
government-owned utilities, which are in every state
and serve approximately 20 percent of the country’s
demand, typically set their own rates but may face
obligations under state law, such as renewable energy
purchase mandates.

A key distinction among udilities is whether they own
power plants. Within their service territories, utilities
were once typically the only entities that generated
power for resale. These vertically integrated utilities
built power plants to meet consumer demand and
earned a rate-of-return on power plant construction
through state-approved retail rates. But utilities’ share
of electric generation has been declining for decades
as independent power producers have proliferated:'!

% of Power Generated

Year by Utilities
1995 89
2015 59

The rapid decline in utility-owned generation since
the late 1990s was rooted in earlier reforms. The Pub-
lic Utilities Regulatory Policies Act of 1978 (PURPA)
required utilities to interconnect with and purchase
power from certain renewable energy and combined
heat and power (CHP) facilities owned by non-util-
ities. Spurred on by PURPA, many states required
utilities to seek third-party bids to construct any new
plant, rather than simply having the utility build it.'?
These reforms demonstrated that there were no fun-
damental economic barriers that prevented electric
generation from becoming an open and competitive
industry.

At the same time, significant cost overruns at utility
power plant construction projects increased consum-
er rates and provided the impetus for policymakers to
begin “deregulating” the sector. This transformation
aimed to break the near monopoly on generation

and shift the risks of expensive projects and cost
overruns from retail ratepayers to investors. In this
restructured industry, competitive markets rather
than administrative orders would discipline wholesale
power prices and captive ratepayers would no longer
bear the risks of power plant construction projects.

To compete, new market entrants needed to connect
to the utilities’ transmission grid to deliver pow-

er. Much of this physical infrastructure necessary

for competition already existed. By 1970, utilities
had formed twenty-one “power pools,” contractual
arrangements that enabled trades of electricity during
emergencies and maintenance, seasonal exchanges of
energy, sharing of reserve capacity, and grid optimiza-
tion." The high-voltage transmission lines that made
these inter-utility agreements possible were a neces-
sary precondition for open wholesale markets. Yet,
federal law and industry practices inhibited market
development.

The Energy Policy Act of 1992 removed a critical
legal barrier. A federal law passed in the wake of the
1929 stock market collapse had effectively prevented
udilities from investing in competitive power gener-
ation and discouraged new entrants to the power pro-
duction market. The 1992 Act modified the earlier
law and allowed for the creation of exempt whole-
sale generators (EWG), companies that exclusively
generate electricity and do not own transmission or
distribution assets. An EWG, whether owned by a
utility’s corporate parent or a non-utility independent
company, could “compete free of the structural and
financial regulations designed for utility companies

possessing franchise retail monopolies.”'*

To sell power, these new market entrants still needed
the cooperation of the vertically integrated utilities
that owned the transmission systems. But utilities
had an incentive to provide better terms to their own
power plants (or generation owned by a corporate af-
filiate) than to independent competitors. To facilitate
competition, FERC ordered transmission-owning
utilities to provide non-discriminatory access to all

transmission customers.'

In 1999, FERC concluded that these open-ac-
cess transmission tariffs were insufficient and that

“traditional management of the transmission grid by
vertically integrated utilities . . . was inadequate to




support the . . . development of competitive electric-
ity markets.”'® To encourage regional coordination,
FERC established standards for Regional Transmis-
sion Operators (RTOs),* entities that would operate
the transmission grid in support of competitive
regional markets. Today, FERC-regulated RTOs
operate the grid in thirty-five states.

Meanwhile, state restructuring efforts seeded the
market with consumer demand and non-utility
power suppliers. While details varied by state, re-
structured utilities typically sold their power plants or
transferred those assets to an affiliate company. The
new EWGs then sold their power through wholesale
markets. The “wires-only” utilities retained ownership
of transmission and distribution infrastructure and
had to procure power through wholesale markets to
meet retail consumer demand.

State restructuring shifted regulatory authority over
power plant revenues. In restructured states, power
plants earn revenue through FERC-regulated whole-
sale markets. Where the industry remains dominated
by vertically integrated utilities, utility generation in-
vestments are recovered in state-regulated retail rates.

RTO Markets

As discussed in more detail below, FERC has juris-
diction over RTO tariffs, which prescribe detailed
market rules.

RTO-administered wholesale power markets aim
to meet consumer demand at the lowest cost by
facilitating competition among generators. Because
demand for electricity varies throughout the day
and year, not all power plants are needed to meet
demand at any given moment. For each hour, the

“Restructured” States

RTO chooses which generators must produce by
conducting auctions. Generators submit offers to sell

quantities of energy, and buyers, such as utilities, sub-
mit offers to buy. The RTO computes the price where
supply intersects with demand, and then accepts all
sellers’ offers below the clearing price. The RTO then
orders those sellers to produce energy and pays them
all the clearing price."” This methodology is known as
“economic dispatch.”

Three eastern RTOs — the New York Independent
System Operator (NYISO), New England ISO (ISO-
NE), and PJM — also oversee capacity markets that
operate under similar economic principles.'® Genera-
tors and resources that reduce consumer demand bid
commitments into these markets, to be available to
produce energy or reduce demand during a specified
future month or year. The RTO selects bids from
least to highest cost until it has met projected future
system peak demand and pays the clearing bidders
the market-clearing price.

Together, energy and capacity markets account

for nearly all the revenue paid to generators in the
eastern RTO markets. Approximately two-to-four
percent of total market revenue in recent years' is
paid to resources that maintain grid reliability by
providing “ancillary services.” Ancillary services in-
clude balancing supply and demand in real-time and
supplying reserve capacity to meet last-minute needs.
As the penetration of intermittent wind and solar
generation grows, the need for ancillary services may
also increase.?

Power plants owned by traditional vertically inte-

grated utilities and by independent power producers
compete in RTO energy, capacity, and ancillary

RTOQ Territories

*FERC uses the term RTO/ISO to include Independent System Operators (ISO). For simplicity, this paper uses the term RTO. FERC has
certified each of the multi-state ISOs (PJM, SPP, MISO, ISO-NE) as an RTO.



services markets. Utilities participating in MISO and
SPP are generally vertically integrated and thus buy
and sell power in the market. Independent generators
and cooperative and government-owned entities also
participate. In New England, New York, and Califor-
nia, utilities typically own little to no power gener-
ation (although many have corporate affiliates that
do). PJM utilities include both wires-only companies
and vertically integrated utilities.

Throughout the country, generators may sell to
utilities through bilateral contracts, as well. Parties to
these contracts set their own terms and conditions,
including price. Long-term bilateral power purchase
agreements are typically essential for new capacity,
particularly large-scale renewable energy projects.?!

Powering the Grid

Coal, natural gas, and nuclear are the dominant fuel
sources in the electricity sector and have together
generated more than 80 percent of U.S. power since
the 1980s. Coal generation peaked in 2007 and has
since fallen by nearly one-third. Natural gas gener-

ation has more than doubled since 2000; wind and
solar generation have increased nearly forty-fold.*
Non-hydro renewables, two-thirds of which are wind
but which also include geothermal, wood, waste, and
solar, recently surpassed hydro for the first time.

Fuel mixes vary by region due to geography, state
policy, and historic preferences. In New England, a
region that produces no fossil fuels, natural gas ac-
counted for more than 40 percent of power generated
in 2016, while coal provided only two percent.” By
contrast, in PJM, coal generated 34 percent of the
region’s power, and natural gas provided 26 percent.*
PJM states produce 35 percent of the nation’s coal
and 26 percent of its natural gas.”

The disparity in coal generation also reflects historic
choices. Less than one gigawatt of coal-fired genera-
tion has been added to the New England grid since
1970. Power companies in PJM states added more
than 65 gigawatts of coal capacity in that time, and
invested billions of dollars in refurbishing older coal-

fired plants.®®
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The Federal Power Act

The FPA empowers FERC to regulate the trans-
mission grid and interstate sales of power for resale.
Originally enacted in 1935, its core provisions are
largely unchanged.

Key Provisions

Section 201 of the FPA sets FERC'’s jurisdiction
while preserving pre-existing state authority. FERC
oversees the “transmission of electric energy in inter-
state commerce and [ ] the sale of electric energy at
wholesale in interstate commerce.””” FERC has no
jurisdiction over “any other sale of electric energy . .

. [or] over facilities used for the generation of electric
energy or over facilities used in local distribution or
only for the transmission of electric energy in intra-
state commerce.” States thus have exclusive jurisdic-
tion over retail rates paid by consumers, distribution
systems that connect to consumers, and power plants.
FERC has exclusive authority over wholesale rates
paid to those power plants and over the interstate
transmission grid.?

Section 205 requires utilities to file wholesale rates
and rules directly affecting those rates with FERC.
All rates and rules must be “just and reasonable” and
not “unduly preferential.”® When reviewing pro-
posed tariffs, FERC need not conclude that the pro-
posed revision results in the optimal or best tariff,*’
but only that the revised tariff will result in just and
reasonable and not unduly preferential rates.”!

Section 206 requires FERC to remedy any rate or
rule directly affecting a rate that is unjust and un-
reasonable or “unduly discriminatory.”? To use this
more proactive authority, FERC must conclude that
the existing tariff results in unjust and unreasonable,
or unduly discriminatory rates, and that the Com-
mission’s changes to the tariff will be just and reason-
able.” Section 206 provides FERC with authority
to identify problematic rates or rules on its own, and
also allows any entity, such as a market participant or
state regulator, to file a complaint alleging that rates
are unjust and unreasonable.

Sections 205 and 206 apply to rates charged by
“public utilities,” defined by the FPA as “any per-

son who owns or operates facilities subject to the
jurisdiction of the Commission.”** Because RTOs
operate jurisdictional transmission facilities, FERC
treats them as utilities and regulates their tariffs under
these two sections. Section 205 requires FERC to
review and approve all RTO market rule changes
before they go into effect. FERC uses its authority
under section 206 to promulgate rules that apply to

all RTOs or to all transmission-owning utilities and
to issue RTO-specific orders that mandate market
rule changes.

FERC regulates the bilateral contract market for
wholesale power by requiring sellers to obtain
FERC'’s permission to enter market-based contracts.
To qualify for market pricing authority, applicants
must demonstrate to FERC that they do not possess
market power, generally defined as a seller’s ability to
raise market prices above the level that would prevail
in a competitive market.”> Government and coopera-
tive utilities are explicitly excluded from FERC’s rate
regulation.

Legal Standards

Determining whether a rate is just and reasonable
“involve[s] a balancing of the investor and the con-
sumer interests.”*® The Supreme Court articulated
this standard in 1944, when rate regulation was based
on a utility’s cost of service. Rates allowed a utility

to recover its operating expenses, such as salaries and
fuel, and included a regulated rate-of-return on capi-
tal investments. FERC’s review of cost-of-service rates
attempted to “protect the consumer interests against
exploitation at the hands of private . . . companies™
while providing investors with a return on invest-
ment “sufficient to assure confidence in the financial
integrity of the enterprise, so as to maintain its credit
and to attract capital.”

Although FERC has moved from regulating exclu-
sively on a cost-of-service basis to relying in part on
competitive markets to set rates, the Supreme Court
has reaffirmed the relevance of the balancing test it
articulated over seventy years ago.”” But the Court’s
understanding of just and reasonable has also evolved
to reflect FERC’s market-based regulatory regime; it
recognizes that FERC “undertakes to ensure ‘just and
reasonable’ wholesale rates by enhancing compe-
tition—attempting . . . ‘to break down regulatory
and economic barriers that hinder a free market in
wholesale electricity.””*

FERC undertakes to ensure just
and reasonable wholesale rates

by enhancing competition —

attempting to break down regulatory
and economic barriers that hinder a
free market in wholesale electricity.




The FPA’s prohibition against unduly discriminatory
rates is historically rooted in concerns about the an-
ticompetitive practices of monopoly utilities, such as
reduced rates to preferred customers.?! Traditionally,
rates were considered unduly discriminatory if they
did not reflect the costs of serving those ratepayers.*?
Historically, the inquiry has been customer-specific;

a utility is prohibited from charging a price to one
ratepayer and a materially different price for the same
service to a different ratepayer.

As noted earlier, in the 1990s FERC broadened the
scope of its undue discrimination analysis to indus-
try-wide anticompetitive practices. After concluding
that then-existing tariffs unduly discriminated against
other utilities and non-utility generators, FERC
required all transmission-owning utilities to file
open-access transmission tariffs, to equal access to the
system. Reviewing FERC’s order, the D.C. Circuit
concluded that the FPA’s “ambiguous antidiscrimi-
nation provisions . . . giv[e] [FERC] broad authority
to remedy unduly discriminatory behavior.”* Several
reforms instituted by FERC since that open-access
order have sought to remedy additional unduly
discriminatory aspects of transmission tariffs, includ-
ing practices that discriminated specifically against
renewable energy generators.

The FPA’s just and reasonable and undue discrimina-
tion standards delegate wide discretion to FERC, and
courts generally defer to FERC’s judgments. The Su-
preme Court has said that courts must “afford great
deference to the Commission in its rate decisions;”*
their “limited role is to ensure that FERC engaged

in reasoned decision-making—that it weighed
competing views, selected a compensation formula
with adequate support in the record, and intelligibly
explained the reasons for making that decision.”#

The FPA's just and reasonable and

undue discrimination standards
delegate wide discretion to FERC,
and courts generally defer to
FERC’s judgments.

Climate-Relevant FERC Proceedings about RTO
Markets
Climate-relevant FERC proceedings about RTO

markets can be categorized into three types:

1. Rulemakings
2. RTO proposed tariff changes
3. Complaints about an RTO tariff.

This section of the paper illustrates proceedings in
each category that affect the mix of resources on the
grid. It begins with an overview of the administrative
process and a discussion of energy market price-set-
ting methodology. It then discusses examples of each
of the three types of proceedings.

Participating in a FERC Proceeding

The Commission, an RTO, or an interested party
may initiate a FERC proceeding. FERC rulemak-
ings begin with a Notice of Proposed Rulemaking
(NOPR) filed by the Commission under section 206.
RTO tariff changes are filed by the relevant RTO
under section 205. Any entity may file a complaint
under section 206 alleging that an RTO tariff results
in unjust and unreasonable rates or is unduly dis-
criminatory.

The initial filing opens a docket. Interested parties
usually have thirty or sixty days to file written com-
ments. FERC may extend the deadline and hold a
technical conference or solicit additional rounds of
comments on identified issues.” Alongside the initial
filing, comments constitute a proceeding’s factual re-
cord. FERC’s decision in a proceeding must be based
upon substantial evidence in the record.

As discussed above, under sections 205 and 206
FERC may finalize a rule or approve a tariff only if it
determines that the rule or tariff will result in just and
reasonable and not unduly discriminatory wholesale
rates. Commenters supporting the initial filing will
argue that the proposal meets that standard, while
opponents will urge the Commission to reject the
proposal because it is unjust and unreasonable and/
or unduly discriminatory. Parties support their views
primarily with economic and technical analysis and
discussion of FERC precedent, and may also cite to
relevant federal appeals court decisions. In significant
proceedings, parties may buttress their comments
with reports authored by economists or other experts.

Most comments are filed by industry. Frequent par-

ticipants include investor-owned utilities that transact
in RTO markets; associations representing municipal
and cooperative utilities; independent power produc-




ers, including renewable energy companies; fuel-spe-
cific trade groups representing the interests of natural
gas and oil, coal, wind, solar, or nuclear generators;
the RTOs; independent RTO market monitors;

large industrial and commercial consumers; demand
response providers; and state public utility regulators.
Public interest organizations, particularly environ-
mental groups and consumer advocates, also partic-
ipate.

In their comments, environmental advocacy organi-
zations do not typically focus on the environmental
effects of a proposed rule or tariff change. Rather, like
other commenters, they engage with a proposal’s eco-
nomic and technical details, and argue whether it will
result in just and reasonable and not unduly discrim-
inatory wholesale rates. As discussed below, the en-
vironmental effects of market rule changes are often
not obvious on the face of the proposal. Therefore,
advocates must have a nuanced understanding of the
proposal. The highly technical nature of market rules
can create a barrier to participation and may explain
why members of the public rarely file comments in
proceedings about market rules. This challenge is not
unique to environmental concerns; consumer advo-
cates, state regulators, and other entities that do not
transact in the market must acquire relevant expertise
to understand how a proposal affects their interests.

Once FERC issues an order, any party to the
proceeding has 30 days to file a rehearing request
contesting specific aspects of the order. Only entities
that seek rehearing may later petition a federal court
to review the FERC order.*” Challenges to FERC
orders can be filed in the D.C. Circuit Court of
Appeals or the home circuit of the affected utility
company or RTO. Parties may also file additional
rehearing and clarification requests at FERC. FERC
may issue multiple rehearing and clarification orders
in a proceeding.

Energy Market Price Formation

An RTO dispatches resources based on their offers
in an auction, starting with the lowest bids and
progressing upward until it meets consumer demand.
This economic dispatch method is rooted in the eco-
nomic theory that generators offer resources at their
variable cost of production, or marginal cost. Under
this theory, markets will then operate in a least-cost
manner, with the marginal costs of the most expen-
sive generator needed to meet demand setting the
price for the entire market.”

Any type of fuel may power the “marginal generator.”

In the PJM market, coal and natural gas resources set
80 to 90 percent of market prices.’' Because gen-
erators include fuel cost in their offers, higher coal
and natural gas prices will lead to higher offer prices
in the PJM market, which will translate into higher
electricity market prices. Wind and solar generators,
by contrast, have no fuel costs and therefore put
downward pressure on electricity market prices. In
March 2017 during midday hours, for example,
electricity prices in the California ISO market were
often at or below $0 as solar met approximately fifty
percent of demand and low-cost hydropower met
much of the remaining need.”

When consumer demand is at its peak, typically
during a hot summer afternoon, the RTO must
dispatch more expensive generators to meet system
needs, raising the market price. Demand response
resources, which reduce consumption in response to
price signals, can mitigate these high prices by obvi-
ating the need to dispatch more expensive generators.
Storage resources (such as batteries, flywheels, and
pump-storage hydro) can also reduce market prices
by discharging stored power during peak hours.

This orderly picture of system-wide dispatch based
on generators’ variable costs, which are driven

by their fuel costs, is complicated by the physical
realities of transmitting alternating current energy
over high-voltage transmission lines. Transmission
constraints limit the amount of energy able to be
transmitted into a constrained area to serve local
demand.” As a result, higher-cost local generation
displaces lower-cost generation that is available in the
region but cannot be delivered into the constrained
area.

The highly technical nature of
market rules can create a barrier
to participation and may explain

why members of the public rarely
file comments in proceedings
ahout market rules.




The RTOs’ pricing scheme creates locational mar-
ginal prices (LMPs) that reflect the cost of meeting
an incremental megawatt-hour of demand at each

location on the grid.”* Prices vary based on location
and can change as often as every five minutes based
on supply, demand, and system conditions.

The map below depicts prices in the PJM region on

a June afternoon in 2012.> LMPs increase along the
color spectrum, with the lowest prices in blue and the
highest prices in red (generally increasing from west
to east). Higher LMPs in orange and red areas reflect
the fact that high-cost generation was needed to meet
demand in those areas. Those high-cost units set the
LMDs in these transmission-constrained regions.

According to the International Energy Agency, LMP
is the “textbook ideal” for electricity market design
because it takes all relevant generation and transmis-
sion costs into account.”® However, when implement-
ed by a market operator, LMP:s fail to fully capture
the costs of all relevant system needs and thus deviate
from the theoretical ideal. FERC and the RTOs are
continually examining how to improve price forma-
tion to ensure that LMPs reflect all system costs.

One obstacle is the RTO’s market software. Due
to the complexity of modelling an alternating
current power system, the software makes simpli-
fying assumptions about certain aspects of system

operations.” As a result, dispatch based on LMPs
alone does not account for unmodeled physical
constraints.’® In order to ensure reliability, an RTO
may dispatch resources that did not clear the market
because it approximates that these resources are need-
ed to account for the unmodeled constraints. Such
resources will receive “uplift” payments to cover any
shortfall between LMP and the resource’s production
costs.

In addition, an RTO’s LMP-setting methodology
may fail to reflect the value provided by all resourc-
es. For instance, a recent PJM paper describes the
difference between flexible resources that can tailor
their output to system needs and inflexible resources
that must produce a minimum amount of energy
regardless of demand.

When this price-setting methodology was developed,
inflexible resources (particularly coal and nuclear
units) were cheaper to operate than flexible natural
gas-powered resources. In general, all resources could
operate profitably when natural gas resources set the
market-clearing price. However, a sharp and per-
sistent decrease in natural gas prices has flipped the
economics on the grid. In recent years, inflexible re-
sources that can operate profitably for some hours of
the day are incapable of shutting off during the hours
when it is unprofitable to produce. These resources
are providing valuable energy during all hours, but

Locational Marginal Prices in PJM for a sample hour in June 2012




their costs are not reflected in market prices. PJM is
”59

considering remedying this “discontinuity in LMP.

In 2014, FERC hosted a series of technical confer-
ences on such price formation issues and solicited
comments,” and has since finalized one rule (dis-
cussed on page 14) and proposed two additional
rules.®! While changes to RTO pricing methodologies
may be warranted, any near-term changes ordered

by FERC or proposed by RTOs are likely to be
incremental tweaks to what are highly technical and
computationally complex market rules.

Despite the practical challenges of implementing
theoretically best LMDPs, the LMP system is firmly
entrenched in FERC-regulated markets. FERC has
lauded LMP:s for sending “accurate price signals”
that “encourage more efficient supply and demand
decisions in both the short and long run.”®* Critics
of LMP question its central role in price formation,
observing that power plant construction is typically
financed based on a long-term power purchase agree-
ment, with few new plants relying solely on RTO
market revenues to recover their costs.”> Moreover,

the subtle price signals associated with
LMP are often overwhelmed by other
factors in the marketplace, such as fuel
price fluctuations, regulatory uncertainty,
operational and siting issues, and — per-
haps most important — market power.
While the LMP construct is a useful tool
to handle the complexities of transmission
and generation operation on a shared
system, it cannot be a panacea for policy-
makers concerned with achieving balanced
infrastructure development and just and
reasonable rates for consumers.**

As market conditions change, FERC, RTOs, market
participants, and other stakeholders will continue to
evaluate energy price formation.

Rulemakings (Sec. 206)

Most FERC market rules are ostensibly resource-neu-
tral. Still, rules can implicitly benefit particular
technologies by favoring certain resource attributes
and thereby and push the development of the grid

in particular directions. Occasionally, a rule directly
benefits particular resource types and has a more
obvious connection to greenhouse gas emissions. This
section highlights examples of rules with direct and
indirect climate impacts.

Rules That Benefit Specific Resource Types
Typically, FERC rules do not overtly favor or benefit
a particular resource. Two exceptions are FERC’s
Order No. 745 about compensation for demand
response resources and a 2016 NOPR about ener-
gy storage and aggregations of distributed energy
resources, such as rooftop solar.

With Order No. 745, FERC intended to

“increase| ] levels of investment in and thereby
participation of demand response resources™ in
wholesale markets.®® Building on an earlier rule that
required RTOs to allow demand response resources
to participate in energy markets, Order No. 745
required RTOs to pay demand response resources the
same LMP that generators receive, provided certain
market conditions are met. According to FERC, be-
cause demand response can keep supply and demand
in balance, it provides the same value to the system
operator as generation and must therefore receive the
same compensation.®

Environmental advocates and regulators were
supportive of FERC’s rule. In filed comments, one
organization praised demand response as “the greener
path to balancing the system” and claimed the rule
would “decreas(e] the price the public pays in the
form of toxic air pollution, greenhouse gas emissions,
and land and water use impacts caused by electricity
production.”” Pennsylvania’s environmental regula-
tors estimated that increased demand response could
displace 1.57 million metric tons of carbon dioxide
emissions from the regional grid.®®

FERCs final rule did not tout these potential envi-
ronmental benefits. Rather, FERC’s order focused on
how appropriate compensation for demand response
would improve wholesale markets. Generators that
urged FERC to set lower prices for demand response
petitioned the D.C. Circuit for review, arguing that
the FPA does not provide FERC with authority to
regulate demand response compensation. Although
the D.C. Circuit agreed with the generators and
vacated the rule, the Supreme Court reversed. It con-
cluded that setting demand response rates is within
FERC’s mandate under section 206 to ensure that
any “practice . . . affecting” a wholesale rate is just
and reasonable.

The Court’s decision emphasized that Order No.

745 did not usurp state authority over retail sales, as
generators urged, but rather aimed to improve the
wholesale market. FERC had concluded that the rule
improves the competitiveness of wholesale markets
by “providing more supply options, encouraging new

® Demand response resources reduce consumption of electricity in response to an increase in the price of electric energy or to incentive pay-
ments designed to induce lower consumption of electric energy. 18 CFR 35.28(b)(4).



entry and innovation, and spurring deployment of
new technologies.”® The Court agreed, reiterating
that FERC can ensure just and reasonable wholesale
rates by “enhancing competition” on the grid.”

A November 2016 NOPR also directly benefits
particular resource types and is similarly aimed at
enhancing competition. The proposed rule would
remove barriers that inhibit the participation of elec-
tric storage resources and distributed energy resource
aggregations in RTO markets.

The NOPR observes that market rules and technical
requirements in RTO tariffs were initially developed
when only traditional generation resources were
providing service. New technologies, therefore, may
be forced to sell in the market under tariff provisions
written for some other type of resource. For instance,
some energy storage resources participate in the mar-
ket as demand response resources because they are
capable of quickly reducing the need for power from
the interstate grid.

FERC found in the NOPR that existing rules and
requirements for demand response fail to reflect

the full range of services that storage resources can
provide and thus can disadvantage storage technol-
ogies. It proposed to require RTOs to develop rules
specifically for storage resources so they may par-
ticipate “based on rules that take into account their
unique characteristics and not based on market rules

designed for the unique characteristics of other types
g q
of resources.””!

FERC also proposed to require RTOs to develop
rules for aggregators of small-scale distributed energy
resources (DERs). It found that the costs of DERs
“have decreased significantly, which when paired with
alternative revenue streams and innovative financing
solutions, is increasing these resources’ potential to
compete in and deliver value to the organized whole-
sale electric markets.”’? As of August 2017, FERC
had not finalized the rule,® and the California ISO
was the only market that allowed DER aggregators to
participate in its energy auctions.

Technical Market Rules

Order No. 745 and the storage and DER NOPR are
rare exceptions to the general principle that FERC
rules are facially resource-neutral. The two most
recently finalized rules as of August 2017— “Offer
Caps in Markets Operated by RTOs” and “Settle-
ment Intervals and Shortage Pricing in Markets Op-
erated by RTOs””*—typify FERC rules that apply to
RTOs. Both are technical market adjustments aimed
at improving market efficiency with no obvious
connection to climate. Nonetheless, these and other
technical rules can affect the relative competitiveness
of various resources and encourage or discourage
their development.

For instance, the settlement intervals and shortage
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signed, leaving only two Commissioners. In August 2017, the Senate confirmed new Commissioners, restoring the quorum.



pricing rule, developed in response to FERC’s 2014
price formation proceedings, aimed to remedy “price
distortions” in RTO markets that FERC concluded
were unjust and unreasonable.”* FERC’s goal in the
rule is to facilitate “more accurate” market prices that
will improve reliability by incentivizing the develop-
ment and performance of more flexible resources that
can react quickly to changing supply and demand on

the grid.”

FERC observed that market prices may fail to reflect
the value of the service that a resource provides. For
instance, when energy and reserves are in short sup-
ply, prices rise to induce resources to provide services
that the RTO needs to maintain reliability.” While
some RTOs dispatch resources every five minutes
based on system needs, they pay resources based on
an hourly average price. This mismatch between
prices and system needs can result in prices during
shortages that are too low to incentivize performance
and fail to reflect the value of balancing the system at
that moment. To remedy this price distortion, FERC
ordered RTOs to compensate at prices calculated
every five minutes rather than hourly.

Some commenters noted that the rule would benefit
fast-acting resources.”” On the other hand, an owner
of nuclear power plants commented that the rule
“will not improve the outlook for merchant baseload
resources,” such as nuclear plants, that are incapable
of adjusting their output on a five-minute basis.”®

By ensuring that flexibility is appropriately compen-
sated by the markets, FERC directly improved the
economic viability of particular resources, such as
energy storage, demand response, and fast-ramping
natural gas turbines.”” The rule thereby facilitates the
continued growth of wind and solar.® Fast-acting re-
sources provide an RTO with “operational flexibility,”
enhancing its ability to keep the grid in balance as
the penetration of intermittent resources increases.®'

RTO Proposed Tariff Changes (Sec. 205)

The process of amending an RTO tariff begins long
before the RTO files proposed tariff changes at
FERC. Because it regards “stakeholder input [as] an
essential element of a just and reasonable” tariff,*
FERC requires each RTO to “have a decision-making
process that is independent of control by any market
participant or class of participants.”® Each RTO
must “ensure that its practices and procedures for
decision making consider and balance the interests of
[its] customers and stakeholders, and ensure that no
single stakeholder group can dominate.”®

Each RTO has a unique governance structure and
stakeholder process that implements these and other
requirements.®> A recent paper on PJM published by
the University of Pennsylvania’s Kleinman Center for
Energy Policy summarizes how PJM develops tariff
proposals. The tariff amendment process is initiated
by a stakeholder committee that votes whether to
explore a market design change. If the proposal pass-
es, lower-level stakeholder committees then develop
specific proposals, which must then be approved by a
higher-level committee. The report finds that buyers
in the market have more control over the initial

and final votes while sellers have more control over
crafting specific solutions. Ultimately, a ten-member
board determines whether a stakeholder-approved

proposal is filed with FERC under section 205. %

Once an RTO files a proposed tariff amendment at
FERC under section 205, FERC opens a docket. If
FERC can conclude that the tariff will result in just
and reasonable and not unduly discriminatory rates,
based on information in the docket, it approves the
filing. Otherwise, FERC may disapprove or partially
approve and partially disapprove a proposal, but it
may not modify the RTO’s proposal.®”

Capacity Market Controversy

Capacity market rule changes enacted in New
England and PJM in response to the so-called “Polar
Vortex” illustrate how ostensibly resource-neutral
market rules affect various fuels and technologies
differently. Extreme weather in the winter of 2013-14
led to PJM generator outage rates three times higher
than the historic average.®® According to PJM, the
outages highlighted a flaw in capacity market design.

By ensuring that flexibility is
appropriately compensated by the
markets, FERC directly improved

the economic viability of particular
resources, such as energy storage,
demand response, and fast-
ramping natural gas turbines.




Under then-effective rules, the capacity market paid
resources for their commitments to be available
three years in the future to produce energy or reduce
demand, but the market provided no incentive for
reliable performance when resources were actually
needed, such as during extreme weather.* PJM’s
Capacity Performance rules (and ISO-NE’s similar
pay-for-performance rules), proposed after the Polar
Vortex, assess penalties or bonuses based on a re-
source’s actual availability during an emergency. The
purpose is to ensure that resources that are paid for
capacity commitments reliably deliver when needed.

Environmental advocates, demand response pro-
viders, and renewable energy companies protested
PJM’s proposal in part because the rules require that
resources make annual availability commitments.”
They argued that the annual availability requirement
disadvantages resources that perform better in partic-
ular seasons: wind, for example, typically generates
more power in the winter, while solar has higher out-
put in the summer. Demand response programs may
also have seasonal peaks, depending on the resources
involved. They urged PJM and FERC to account for
seasonal variability by allowing for seasonal rather
than annual commitments. However, FERC ap-
proved PJM’s annual requirement, concluding in part
that it “creates the same expectations for all [resourc-
es] . . . without regard to technology type.””!

Environmental advocacy organizations challenged the
rule in the D.C. Circuit as unduly discriminatory, ar-
guing that the rule “irrationally disadvantages season-
al clean energy resources and confers an unjustified
structural preference on annual fuel-based resources
like coal, natural gas, and nuclear.”

The panel deferred to FERC’s policy of assessing reli-
ability based on annual performance and upheld the
order. The panel concluded that the FPA “provides
no basis to claim the Commission cannot approve
uniform performance requirements simply because
those requirements will be easier to satisfy for some
generators than for others.” While some resources
would be disadvantaged, the court found that the
discrimination was justified because annual resources
provide a different product from seasonal resources.”

Complaints about an RTO Tariff (Sec. 206)
Capacity market minimum-offer price rules (MOPR)
have been the subject of multiple complaint pro-
ceedings. A MOPR aims to prevent uneconomic
bidding intended to reduce the market-clearing price.

Capacity market rule changes
enacted in New England and PJM in

response to the so-called “Polar
Vortex” illustrate how ostensibly
resource-neutral market

rules affect various fuels and
technologies differently.

Companies that own generation assets and distri-
bution utilities in the same RTO region are both
buyers and sellers in the capacity market. An entity
that is substantially “net short” on capacity—that is,
an entity that buys more capacity than it sells—may
have a rational economic incentive to lower the price
of the capacity it must purchase. It can seek to do so
by bidding its generation resources below cost. While
it may lose money or earn less on its capacity sale,

it will benefit from the lower market price on the
buy-side.

Current MOPRSs seek to prevent new resources from
submitting artificially low bids that might suppress
the capacity auction price. MOPRs require each new
resource to offer at a bid that reflects its costs. These
rules are supposed to ensure that only economic
resources clear the auction.

ISO-NE’s MOPR includes an exemption for re-
newable resources mandated by state policies. The
exemption allows these resources to submit low bids
that guarantee they will clear the auction. According
to ISO-NE, the exemption “is a reasonable means of
accommodating legitimate state policies that favor
renewable resources and that are not intended to
suppress market-clearing prices.””* It recognized that
if renewable resources mandated by state law do not
clear the capacity auction—and therefore are not
counted towards meeting the region’s resource ade-
quacy needs—ratepayers will overpay for capacity. In
other words, ratepayers would pay for the renewables
because they are part of the supply mix required by
state law, then overpay through the capacity market

for redundant resources that are not needed to meet
demand.”

Similarly, PJM exempts wind and solar from its




MOPR. When FERC approved this exemption it
concluded that the technical characteristics of “wind
and solar resources [make them] a poor choice if a
developer’s primary purpose is to suppress capacity
market prices.”®

In 2015, FERC granted a complaint alleging the
NYISO MOPR was unjust and unreasonable because
it did not contain a renewables exemption. FERC
directed NYISO to submit a tariff amendment that
implements an exemption for intermittent renew-
ables.”” FERC has not ruled on the NYISO’s compli-

ance filing.”®

MOPR controversies extend to non-renewable
resources as well. Both Maryland and New Jersey
required utilities to sign contracts with natural gas
generators that would pay the resources the difference
between the PJM capacity market price and a price
approved by each state’s PUC. PJM’s MOPR exemp-
tion allowed the state-sponsored gas plants to bid
uneconomically and ensured that they would clear
the market. But PJM later retracted the exemption
for state-sponsored resources, finding that it would
distort market outcomes.

The Third Circuit upheld FERC’s approval of the re-
traction, rejecting New Jersey’s argument that FERC
was interfering with state policy. Rather, the court
concluded that “what FERC has actually done here is
permit states to develop whatever capacity resources
they wish . . . while approving rules that prevent

the state’s choices from adversely affecting wholesale
capacity rates.”” In a separate case, the Supreme
Court later found that the FPA preempted the states’
programs.'®

More recently, a complaint filed by a coalition of
demand response providers, environmental advo-
cates, and various New York governmental entities

challenged how the NYISO MOPR treats demand

response. For a demand response resource subject to

the MOPR, the then-effective rule set a minimum
bid amount that included revenue the resource
earned through state-regulated retail demand re-
sponse programs. According to the complainants the
MOPR enabled a resource to earn revenue from retail
programs and yet fail to clear the NYISO capacity
auction due to its high bid, or forgo opportunities in
the retail market and participate only in the NYISO
market. Complainants asserted that the rule there-
by reduces the effectiveness of demand response
programs, interferes with New York’s energy policy
objectives, increases customer costs, and intrudes on
the state’s local system planning authority.

FERC granted the complaint and ordered NYISO

to revise its MOPR. According to FERC, demand
response resources “have limited or no incentive

and ability to exercise buyer-side market power to
artificially suppress” prices. Exempting demand
response resources “avoids the creation of unnecessary
barriers to the participation of demand response in
the wholesale markets.”*!

Two pending MOPR complaints take aim at state
support for nuclear generation. In 2016, New York
and Illinois required utilities to purchase Zero-Emis-
sion Credits (ZECs) created by designated in-state
nuclear plants. A coalition of generators responded
with federal lawsuits arguing that the programs are
preempted by the FPA and violate the dormant
Commerce Clause’s prohibition on favoring in-state
businesses at the expense of out-of-state competi-
tors.'” Both district courts sided with the states and
dismissed the complaints.'®® Appeals are pending.

Generators also filed complaints at FERC arguing
that because MOPRs apply only to new resources,
they “do not address the price suppressive effect that
subsidies [such as ZECs] to existing resources can
have” on capacity prices. They assert that ZECs will
result in unjust and unreasonable rates because they
allow existing nuclear plants to submit lower bids

The Court concluded that “what FERC has actually done here is permit
states to develop whatever capacity resources they wish . . . while
approving rules that prevent the state’s choices from advversely affecting

wholesale capacity rates.”




than they would absent ZEC revenue.!* These lower
bids, they argue, will distort capacity market prices,

sending inaccurate price signals to investors. The
complaints request that FERC order the RTOs to
apply MOPRs to the ZEC-producing nuclear plants,
which would force them to bid into the auction
based on their costs. As of October 2017, the com-
plaints are pending,.

These and other MOPR-related proceedings led
former FERC Chair Norman Bay to conclude that
MOPRs are “unsound in principle and unworkable
in practice.” According to Bay:

No other market in the United States is sub-
ject to the same construct in which a federal
agency reviews state action and imposes an
administrative price floor on supply offers
from certain resources that have received
state support. This places the Commission
in direct and recurring conflict with the
states, ignores the pervasiveness of state

and federal policies that support resources
in one fashion or another, and represents a
significant intervention in the market that
raises costs to consumers.'%

Future Climate-Relevant Proceedings

Integrating State Policies

Approximately thirty states have renewable portfolio
standards that require utilities to procure a specified
percentage of their energy needs from renewable
sources.'® Some states have more specific require-
ments, such as mandates to purchase from off-shore
wind farms.'”” A handful of states also have long-term
carbon reduction goals.'” In addition, as mentioned
above, two states created zero-emission credits and
designated nuclear plants to generate them.

These and other state climate or clean energy policies
are not subject to FERC'’s jurisdiction,? but they

may affect outcomes in FERC-regulated markets.

For instance, when udilities in New England procure
renewable capacity to meet a state policy, they require
less capacity from resources that compete in the ISO-
NE capacity market. As demand shifts away from
resources that rely on market revenue to resources
mandated by state policies, prices in the RTO mar-
kets might fall, potentially imperiling the viability of

resources that rely on RTO market revenue.

As New England market participants explained
in a 2016 “problem statement,” RT'O markets
“are designed to meet New England’s need to
maintain reliability by selecting the lowest-cost

resources . . . . The challenge is finding a means to
execute states’ policy-related requirements at the low-
est reasonable cost without unduly diminishing the
benefits of competitive organized markets or amplify-
ing the cost to consumers.”'"’

In May 2017, FERC convened a conference on the
interaction between RTO markets and state policies.
FERC hoped the conference would “foster further
discussion regarding the development of regional
solutions in the Eastern RTOs that reconcile the
competitive market framework with the increasing
interest by states to support particular resources or
resource attributes.”!!® Regulators, RTO staff, gener-
ation company executives, and economic consultants
participated.

In 2017, ISO-NE, PJM, and NYISO were working
through their stakeholder processes to address the
interaction of state policies and wholesale markets.
In April, ISO-NE released a proposal to “coordinate
the entry of (subsidized) new resources with the

exit of (unsubsidized) existing capacity resources.”
The reformed capacity market adds a “substitution
auction” that will allow existing resources that clear
the auction to trade their capacity commitments with
subsidized resources that did not clear the auction.'!
The ISO’s goal is to allow new resources required by
state policies to enter the market while not oversatu-
rating the market with unneeded capacity. According
to the ISO, providing a market-based mechanism for
coordinated entry and retirement protects consumers
by ensuring they are not paying for more capacity
than the region needs.

In May and June, PJM released two proposals
addressing state public policies. One proposal allows
state-supported resources to receive capacity market
commitments and then adjusts upward the rates
paid to resources that are not supported by a state
policy.""? The second proposal establishes a price

on carbon emissions and allows states to determine

State climate or clean energy
policies are not subject to FERC’s

jurisdiction, but they may affect
outcomes in FERC-regulated
markets.

4 Some federal court plaintiffs, however, argue that certain state policies are preempted by the FPA.



whether in-state resources will participate.'"?
Following New York Public Service Commission’s
adoption in 2016 of a fifty percent renewable target
by 2030, the NYISO launched its “Integrating
Public Policy Project.” The project aims to determine
whether market rules should be reformed to facilitate
achieving the renewable target while maintaining
reliability.'"

If stakeholders in any of these RTOs agree on a mar-
ket reform proposal, the RTO will file with FERC
tariff changes under section 205. The merits and le-
gality of any proposal are likely to be hotly contested.
Again, to approve the proposal, FERC must conclude
that the tariff will result in just and reasonable rates
and not be unduly discriminatory. Opponents will
assert otherwise and may also argue that FERC

has no authority under the FPA to approve market
rules that account for CO, emissions or differentiate
among fuels. Proponents may counter that FERC has
authority to approve rules that improve the wholesale
market, even if those rules affect matters over which
states retain jurisdiction.'

Whether or not an RTO files a proposal, market
participants or other entities could file a complaint at
FERC alleging rates are unjust and unreasonable be-
cause they fail to account for state policies. Fossil-fuel
generators might argue that state policies suppress
market prices and ask FERC to protect markets

from distortionary state programs. Environmental
advocates or states might urge FERC to price CO,
emissions or create renewable energy procurement
mechanisms to align markets with consumers” needs.
Even absent a complaint, FERC could conclude
prices are unjust and unreasonable and order an RTO
to change its rules.

In California, the wholesale electricity market already
incorporates the state’s CO, cap-and-trade program.
In 2012, FERC approved a California ISO tariff
amendment that specifies how the ISO includes CO,
allowance costs across generators.''* Two years later,
FERC approved further amendments that account
for the expansion of the real-time energy market into
five additional states.!'” The revision allows generators
to specify whether they are selling into California,
and therefore must purchase allowances and include
their cost in their bids, or prefer to serve other states.

California regulators argue that this neat economic
picture fails to reflect the physical reality that energy
from higher-emitting generation serves California,
regardless of market bids. Because generators serving

load outside of California do not need to purchase
allowances, high-emitting resources will find it less
expensive to sell to other states and lower-emitting
resources will be dispatched to serve California.
California regulators argue that this neat economic
picture fails to reflect the physical reality that energy
from higher-emitting generation traverses into Cali-
fornia, regardless of market bids. As of August 2017,
stakeholders were discussing how the market design
can more accurately price CO, emissions.""®

DOE Report and Proposed Pricing Rule

In April 2017, Secretary of Energy Rick Perry issued
a memo to Department of Energy (DOE) staff, re-
questing a study of electricity markets and reliability,
with a focus on whether baseload power plants are
being: 1) harmed by EPA regulations and renewable
energy programs and 2) adequately compensated for
the value they provide to the grid. Long before the
study was released, critics slammed the memo for its
unsupported assertion that “baseload power is nec-
essary” and argued that the study would be a thinly
veiled attempt to rationalize subsidies for uneconom-
ic coal plants."” In June, environmental and renew-
able energy groups released reports that explained the
economic factors that have shifted the grid away from
baseload power plants. The reports served to rebut
the Perry memo’s implication that renewable energy
subsidies and environmental rules were the primary
causes of the coal sector’s decline.'?

The DOE study, released in August 2017, largely
echoes the findings of previous studies published by
DOE, FERC, and other experts. The study recog-
nizes today’s grid is powered less by coal, nuclear,
and natural gas baseload generators that run around
the clock to meet the minimum level of consumer
demand. Instead, wind and solar are increasingly
meeting this demand, leading grid operators to value
flexible resources that can quickly react to changes in
supply and demand.

While recognizing the market trend toward flexible
resources, the DOE study warns that RTO markets
“need further work to address grid resilience.” The
study explains that “market mechanisms are de-
signed to incentivize individual resources rather
than develop balanced portfolios” and RTOs must
“work[ ] toward recognizing, defining, and com-
pensating for reliability- and resilience-enhancing
resource attributes.”!?!

Two of the study’s eight policy recommendations
address ongoing FERC efforts. First, the DOE study
urges FERC to “expedite its efforts . . . to improve




energy price formation.” Second, “FERC should
study and make recommendations regarding efforts
to require valuation of new and existing Essential
Reliability Services by creating fuel-neutral markets
and/or regulatory mechanisms that compensate grid
participants for services that are necessary to support
reliable grid operations.”

As discussed above, FERC is conducting a four-year
effort to assess price formation in RTO markets. As
of August 2017, the only final rule from that process
aims to ensure that fast-acting resources are com-
pensated for the value they provide to the system. In
terms of valuing “services that are necessary to sup-
port reliable grid operations,” RTO ancillary services
markets already do so. Recent ancillary service market
reform efforts also address fast-acting resources.'*
Nonetheless, on September 29, 2017, DOE invoked
rarely used authority to initiate a FERC rulemak-
ing.'” DOEFE’s “Grid Resiliency Pricing Rule,” if
finalized by FERC, would require RTOs to establish
a “reliability and resiliency rate” that “ensures each
eligible resource is fully compensated for the benefits
and services it provides to grid operators . . . and that
each eligible resource recovers its fully allocated costs
and a fair return on equity.”'** Eligible resources must
have a 90-day fuel supply on-site, be located in an
RTO region with a capacity market, and not recover
costs through state-regulated retail rates.

DOE’s proposed “reliability and resiliency rate”

is poorly defined, but it appears to mandate that
RTOs institute cost-of-service ratemaking for eligible
resources. The proposal offers no details about how
this rate would interface with bid-based economic
dispatch. The 90-day fuel supply requirement would
allow coal-fired and nuclear units to receive this spe-
cial rate and continue operating regardless of market
pressures.

In comments filed shortly after the DOE issued the
proposal, energy law scholar Richard Pierce opposed
the proposal, summarizing that DOE is

Proposing that we identify the oldest most tech-
nologically, economically, and environmentally
obsolete generating units and improve reliability
by retaining them in service or, in some cases,
restoring them to service, maximizing our use of
those units, and maximizing the price we pay for
the output of those units.!*

Other Proceedings
FERC will likely face multiple proceedings related to

FERC will likely face multiple
proceedings related to integrating

markets and state policies and
addressing the economics of
baseload resources.

integrating markets and state policies and address-

ing the economics of baseload resources. But other
climate-related dockets also will continue to appear
before FERC as a matter of course.

For example, in June 2017 a trade association for
advanced energy technology companies petitioned
FERC to determine whether state regulators have
authority to prevent energy efficiency resources from
participating in a capacity market.'?* The trade asso-
ciation’s request was filed in response to a then-active
PJM stakeholder process. Stakeholders were exploring
a tariff amendment opposed by the trade association
that would provide state regulators with a mechanism
for preventing in-state efficiency projects from selling
into the capacity market.

Like demand response, aggregations of energy
efficiency projects are paid in the capacity market for
their ability to reduce peak demand. FERC’s demand
response rules allow state regulators to prohibit re-
sources from participating in FERC-regulated whole-
sale markets. However, the trade association seeks

to preserve different treatment for energy efficiency,
arguing that allowing state regulators to prohibit
energy efficiency from selling into PJM would erect
new barriers to participation in wholesale markets
“without any reasonable jurisdictional, market
design, or reliability justification.”'*” Environmental
advocates are likely to side with the trade association
while traditional fossil fuel generators are likely to
oppose the request, as energy efficiency reduces peak
demand and lowers capacity market prices.

The trade association petition highlights that when
FERC decides climate-relevant issues under the FPA,
FERC evaluates the issues as a market regulator. In
this case, the petition asks FERC to prevent PJM
from erecting any “unjust, unreasonable, and unduly
discriminatory barriers to wholesale market participa-




tion.” FERC’s order may ultimately have implications
for climate change mitigation, but those effects are
not the focus of its analysis.

FERC'’s broad mandate “to encourage the orderly
development of plentiful supplies of electricity . . . at
reasonable prices”'?® and its specific jurisdiction un-
der the FPA over the transmission grid and interstate
wholesale sales provide it with far-reaching influence
over the electric sector. FERC is likely to play an im-
portant, if indirect, role in the industry’s greenhouse

gas reduction efforts.

Transmission

Rates

The FPA also confers significant authority on FERC
to oversee electricity transmission, although it is

not as exclusive as FERC’s authority over interstate
natural gas transmission under the Natural Gas Act.
Under sections 205 and 206 of the FPA, FERC
ensures that interstate transmission rates are just and
reasonable and not unduly discriminatory. In general,
FERC approves transmission rates based on cost-of-
service principles. The key issue in a transmission rate
case is the return-on-equity (ROE)."” Not surpris-
ingly, transmission owners urge FERC to set a higher
ROE while consumer advocates and transmission
customers prefer a lower ROE. The Supreme Court
has said an ROE must be “sufficient to assure confi-
dence in the financial integrity of the enterprise, so as
to maintain its credit and to attract capital.”!*°

FERC uses financial models to set ROE."' In gener-
al, its ROE analysis does not consider whether a util-
ity is replacing transmission infrastructure, building
new lines to connect renewable energy or fossil-fuel
powered facilities, or building transmission aimed

at enhancing reliability. However, pursuant to the
Energy Policy Act of 2005, FERC may award “incen-
tives,” including an ROE adder and accelerated cost
recovery, based on a project’s “risks and challenges.”'3
FERC understands the 2005 Act as “promot[ing]
capital investment in a wide range of infrastruc-

ture investments that can have either reliability or
congestion benefits.”'** FERC did not adopt specific
incentives for projects that interconnect and deliver
renewable energy.'

Regional Planning and Cost Allocation

Under section 206, FERC can issue rules that apply
to all transmission-owning utilities, regardless of
whether they participate in an RTO market. Issued in
2011, pursuant to section 206 and FERC’s author-
ity under section 202 to “promote and encourage

regional coordination,” FERC Order 1000 requires
regional transmission planning regions to adopt spec-
ified planning and cost allocation principles.

Order No. 1000 instructs that a regional planning
process must consider public policies that affect
transmission needs, such as state climate rules and
renewable energy mandates. FERC observed that
“some regions are struggling with how to adequate-
ly address transmission expansion necessary to, for
example, comply with [state] renewable portfolio
standards.”® It concluded that “consideration of
transmission needs driven by Public Policy Require-
ments [in transmission planning] could facilitate the
more efficient and cost-effective achievement of those
requirements” and was therefore needed to ensure
that rates are just and reasonable.'*

With regard to regional cost allocation, FERC had
previously determined that in an interconnected
regional network, new transmission infrastructure
can “provide a broad range of benefits . . . that radiate
from the upgraded facility, and thus are spread
throughout the [ ] region.”’?” In addition, it had
concluded that identifying who pays for a facility in
advance of construction “allows transmission pro-
viders, customers, and potential investors to decide,
on an informed basis, whether or not to build that fa-
cility.”!¥ In Order No. 1000, FERC required regions
to adopt six cost allocation principles, including a
requirement that costs of new facilities be allocated
among transmission owners “in a manner that is at

least roughly commensurate with estimated bene-
fits.”130

FERC'’s approval of a MISO tariff amendment
illustrates how regional planning and cost sharing
principles can facilitate the construction of transmis-

Order No. 1000 instructs that a
regional planning process must
consider public policies that

affect transmission needs, such as
state climate rules and renewabhle
energy mandates.

¢ FERC issued its approval while it was reviewing comments on the Order No. 1000 NOPR. FERC noted that it was “mindful” of the NOPR

when it evaluated the proposal.



Transmission Planning Regions

sion for renewable energy projects.© Through a series
of technical studies and stakeholder processes led

by public utility commissioners,'® MISO identi-
fied projects that connect the region’s best sites for
wind farms to consumers.'¥! The tariff amendment’s
cost-sharing principles were designed to “provide
adequate incentives” for construction and “fairly
allocate costs to beneficiaries.” FERC approved the
proposal, concluding that MISO’s “methodology is
an important step in facilitating investment in new
transmission facilities to integrate large amounts of
[wind] to further support documented energy policy

mandates or law.”'4?

FERC’s oversight of transmission planning and

cost allocation does not compel this level of region-
al cooperation on renewable energy transmission
projects. In upholding Order No. 1000, the D.C.
Circuit concluded that the order merely establishes

a planning process that requires utilities to consider
relevant public policies. Importantly, utilities and
not FERC identify the state and federal policies that
might affect the transmission market.!*® FERC does
not require that a regional transmission plan “address
every identified transmission need driven by a public
policy requirement.”'*

Order No. 1000 also mandates interregional plan-
ning, and requires each region separately to develop a
procedure to “identify and jointly evaluate” proposed
interregional projects. As part of that filing, regions
must “develop procedures” to “harmonize differences

in the data, models, assumptions, planning horizons,
and criteria used to study a proposed transmission
project.”'® But Order No. 1000 falls short of requir-
ing an interregional planning process, an interregion-
al planning entity, or an interregional transmission
plan. Moreover, to be eligible for interregional cost
allocation, a project must be selected by each affected
region.

Critics argue that current frameworks unnecessarily
limit interregional projects.'* One market opera-
tor commented that project eligibility rules such as
voltage level, cost, or mileage are attractive to RTOs
because of their administrative simplicity but fail to
reflect project benefits and are disconnected from
market needs.'*” An organization representing trans-
mission developers told FERC that rising demand
for location-constrained resources such as wind and
solar make interregional process improvements more
urgent.'®®
In Order No. 1000, FERC reiterated that trans-
mission planning must consider technologies that
can replace or delay the need for new transmission,
such as energy efficiency and DERs, “on a compa-
rable basis” to proposed transmission expansion.'®
However, FERC explicitly chose not to set rules
governing which technologies should be considered
or how these non-transmission alternatives should be
measured against proposed transmission solutions,
leaving these details to each region."°




An analysis by Shelley Welton finds three overarching

reasons why “transmission planning processes are
unlikely to result in selection and implementation
of non-transmission solutions, even where they are
demonstrably superior.”"" First, regional planning
processes are dominated by transmission-owning
utilities that have financial incentives and expertise
that lead them to favor transmission over alternatives.
Second, non-transmission alternatives may provide
environmental and other public benefits that are dif-
ficult to value, rendering a region’s economic analysis
“comparable” only when that analysis is narrowly
defined. Third, FERC declined to mandate regional
cost allocation for non-transmission alternatives,
which “effectively renders non-transmission alterna-
tives infeasible, by denying [them] a viable source of
regional financing.”">

Technical and Reliability Standards

Under section 206, FERC also promulgates technical
rules about grid operations. Two recent examples are
“Requirements for Frequency and Voltage Ride-
Through Capability of Small Generating Facilities”
and “Reactive Power Requirements for Non-Synchro-
nous Generation.” While these rules have no obvious
link to greenhouse gas emissions, they may affect
how particular resources provide services to the grid
and the relative competitiveness of various types of
generators.

For example, in 2005 FERC exempted wind gener-
ators from meeting certain technical standards for
interconnection to the grid because they presented
an “unnecessary obstacle” to the growth of wind
energy.'” In the Reactive Power Requirements rule,
FERC rescinded the exemption, concluding that
technological advancements reduced the costs of
meeting the standards and therefore rendered wind’s
exemption unjust, unreasonable, and unduly discrim-
inatory and preferential.’**

FERC'’s authority over the high-voltage transmission
grid also includes a duty to approve and enforce
reliability standards.” Pursuant to FPA section

215, FERC has delegated these tasks to the North
American Electric Reliability Corporation (NERC),
an entity created by industry in 1968 at the rec-
ommendation of FERC’s predecessor in response

to the nation’s largest blackout.”® NERC standards
define the reliability requirements for planning and
operating the North American bulk power system."’
In general, standards are engineering documents that
address a range of operational issues.

NERC also issues reports on various industry devel-

opments and technologies. In 2016, it issued a report
entitled “Potential Reliability Impacts of EPA’s Clean
Power Plan” and in 2017, it published a paper about
how DERs impact the high-voltage grid. A 2013
NERC report finds that integrating large amounts of
intermittent renewable energy “requires significant
changes to electricity system planning and operations
to ensure continued reliability of the grid.”"*® The re-
port offers a range of possible solutions and explores
whether certain of its standards should be modified
to ensure reliability.

These reports can inform industry planning and
influence legal and policy debates.’” FERC has no
jurisdiction over these reports.

Transmission Siting

FERC has very limited authority to site electric trans-
mission infrastructure.'® In general, the developer of
a new transmission line must obtain approvals from
authorities in each state that the line traverses.

PURPA

The Public Utility Regulatory Policies Act of 1978
(PURPA) is one of five statutes enacted in the Na-
tional Energy Act, which was enacted in response to
spikes in oil and natural gas prices. Title IT of PURPA
directed FERC to promulgate rules requiring utilities
to purchase electricity from, “qualifying cogeneration
and small power production facilities.”"®" A qualifying
facility (QF) is either a renewable generator small-

er than 80 megawatts or a co-generator that meets
certain efficiency requirements.'® The law tasks state
regulators with approving utility-specific rates that
are consistent with FERC’s QF rules.

FERC’s rules set the rate for QF purchases equal to
the utility’s “full avoided cost,” a price that attempts
to estimate how much the utility would be paying to
generate its own power or purchase power if it were
not buying from the QE'®® In upholding FERC'’s
rule, the Supreme Court observed that PURPA “was
designed to encourage the development” of QFs in
order to “reduce the demand for traditional fossil fu-
els.”!* The Court thus rejected challengers’ argument
that PURPA requires the “lowest possible rate,” and
accepted FERC’s determination that full avoided cost
would “provide a significant incentive” for QFs and

be consistent with Congress’s purpose.'®

Utilities and QFs may petition FERC to enforce
PURPA against state regulators that have issued an
order or promulgated a rule that is inconsistent with
the law. FERC rarely takes such action, particular-




ly when the petition is about avoided cost rates.!®
When it declines to enforce PURPA against a state,
the aggrieved QF or utility may then file a complaint
in federal district court.'®”

The Supreme Court observed
Although FERC typically declines to exercise its en- that PURPA “was dESigHEd to
encourage the development”

forcement authority, it often issues declaratory orders
in response to petitions. Recent orders have reiterated . “
FER(?’ s longstfnding policy that “the establishment of QFs in order to “reduce the
of a legally enforceable obligation turns on the QF’s demand for traditional fossil
commitment, and not the utility’s actions.”'*® For in- fuels.”

stance, a utility may not condition a contract with a
QF on completion of an interconnection agreement.
FERC'’s concern is that the utility will use such a
requirement as a means of delaying the “legally
enforceable obligation” and thus denying the QF its
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statutory right to sell energy to the udility.

In addition to such contract formation barriers,
recent PURPA complaints have been about a Mary-
land community solar program (which challengers
argued paid solar projects a rate that was inconsistent
with PURPA),"”® a Montana rule that awarded QF
contracts only through a competitive solicitation,'”!
and a Connecticut rule that compensated QFs at the
rate generated by the ISO-NE short-term market
and did not provide an option for a long-term

rate.!”?

Importantly, Congress amended PURPA in 2005
to allow FERC to terminate the requirement that
utilities purchase energy from QFs in regions where
there are competitive markets for wholesale energy.'”
FERC has established a rebuttable presumption

that utilities that are members of an RTO should be
relieved of their obligation to purchase energy from
qualifying facilities larger than 20 megawatts.'”* For
smaller QFs, a utility can apply for an exemption for

each QF that requests a contract.




Improvements in horizontal drilling and hydraulic

fracturing have increased U.S. natural gas produc-
tion 40 percent in ten years.'”” Whether natural gas
helps or harms efforts to mitigate climate change is a
matter of debate, and depends in part on the end use
and the relative climate impact of the fuel that gas
displaces.

About one-third of natural gas consumed in the
United States is used to generate electricity.'”® Nota-
bly, an efficient natural gas generator emits less than
half of the carbon dioxide of a coal plant."”” Numer-
ous studies have linked low natural gas prices and
increased supply to the sharp decline in coal gener-
ation and the corresponding drop in carbon dioxide
emissions from the power sector.'”®

However, the resulting low wholesale power costs
may inhibit growth of renewable energy and chal-
lenge the economic viability of carbon-free nuclear
power.””” Moreover, natural gas (methane) is a potent
greenhouse gas, and leaks along the value chain may
nullify the relative climate benefits of burning natural
gas instead of coal.'® For the remaining end uses of
natural gas — to produce natural gas, heat homes,
fuel vehicles and drive a growing domestic petro-
chemical industry — climate benefits are small or
unclear.

Some researchers warn that natural gas infrastructure
built today could “lock in” emitting energy sources
'8! by which time the global

economy must decarbonize substantially to reduce
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long past mid-century,

the risk of catastrophic climate change.

As the federal entity in charge of approving natural
gas pipelines and other interstate infrastructure,
FERC has become a focal point for the contentious
“lock in” debate.'® In addition, some advocates
opposed to FERC’s pipeline approvals are motivated
by their disapproval of natural gas production tech-
niques, particularly hydraulic fracturing (although
FERC does not regulate natural gas production).'
Congress crafted a centralized process for approving
natural gas infrastructure. FERC enjoys substantial
discretion in this regime, and a court will not “sub-
stitute its judgment for that of the Commission.”'®
Courts also give an “extreme degree of deference” to
FERCs scientific analysis.'®® Therefore, opponents of
natural gas infrastructure face tough odds. But novel
arguments against FERC’s infrastructure approvals
have emerged in recent years, and FERC’s opponents
recently convinced a court that FERC must account
for greenhouse gas emissions resulting from the even-
tual combustion of natural gas transported through a
new pipeline.




The Natural Gas Act

The NGA grants FERC broad jurisdiction over the
transportation and sale of natural gas in interstate
commerce.'” Enacted in 1938, the NGA'’s core pro-
visions resemble those of the FPA enacted three years
earlier.’®® For instance, the NGA requires all rates and
rules relating to natural gas sales and transport to be
“just and reasonable.”*®” FERC sets initial rates for
new pipelines as part of the public convenience and
necessity determination made under NGA Section
7.0 When a firm proposes to change rates, FERC
reviews filings'”! and may hold a hearing to deter-
mine the rate’s lawfulness.”> Upon complaint or on
its own initiative, FERC can revisit rates that may

be “unjust, unreasonable, unduly discriminatory, or
preferential.”'*

Generally, FERC uses cost-of-service ratemaking.
However, for natural gas storage,'”* or where a
natural gas pipeline company demonstrates that it
does not have market power,'” FERC may approve
market prices as just and reasonable. As discussed
above, FERC’s ratemaking under the FPA influences
fuel choice and therefore affects the carbon inten-
sity of electricity generation. Despite similarities in
authority, natural gas rate-setting has not yet proved a
tool for climate mitigation.

Instead, advocates have focused on FERC'’s infra-
structure siting decisions. State and local jurisdic-
tions retain significant roles in siting electricity
transmission, as well as oil pipelines. By contrast, the
NGA establishes a centralized process administered
by FERC for siting natural gas infrastructure. This
reflects the historical moment that gave rise to the
NGA, when Congress was concerned that a con-
centration of market power and opposition to new
pipelines were stifling natural gas production and
consumption.' In a study Congress commissioned,
the Federal Trade Commission noted that non-com-
petitive practices were more of a problem for natural
gas than for oil, “which may be conveniently stored
without such rigid requirements as to marketing
outlets for immediate consumption.”"”’

With this study in hand, Congress enacted the NGA
to streamline approval for the construction of new
pipelines.””® Under the NGA, FERC must grant an
application to construct a natural gas pipeline by
“any qualified applicant” if the proposed service “is
or will be required by the present or future public
convenience and necessity.”'”” Courts have interpret-
ed transportation of natural gas to include storage;
therefore, FERC permits underground natural gas
storage facilities under the same provision.?*

FERC can modify a proposed route or site, and
attach terms and conditions to a pipeline approval 2!
Once FERC issues a certificate of public convenience
and necessity, the certificate holder enjoys eminent
domain authority over property in the pipeline right-
of-way and for “compressor stations, pressure appara-
tus, or other stations or equipment necessary.”*%?

The NGA also grants FERC exclusive authority over
applications for the construction and operation of
liquefied natural gas (LNG) terminals.?”® DOE per-
mits the export of natural gas from these facilities.”**
FERC will approve an LNG terminal application

if it finds the project “will not be inconsistent with
the public interest.”*” As with pipelines, FERC may
modify the proposal and attach conditions.**®

The NGA largely preempts state and local authority
over the siting and permitting of natural gas infra-
structure. However, it “does not affect the rights of
States” under the Coastal Zone Management Act, the
Clean Air Act, or the Clean Water Act.?”” In addi-
tion, FERC must conduct a review pursuant to the
National Environmental Policy Act (NEPA) when it
makes siting decisions.?*®

Within 30 days of a FERC decision, any person,
State, municipality, or state commission can seek
rehearing, if they were a party to the proceeding.” If
rehearing is denied, any party who sought rehearing
has 60 days to seck judicial review, on any issue raised
in rehearing.?'® Review may be sought in the D.C.
Circuit Court of Appeals or in the circuit where the
natural gas company is located or headquartered.?'"

Opposing Infrastructure Siting

Proponents of climate mitigation have pursued four
strategies to oppose certification of new natural gas
pipelines:

1. Contesting that the project is required by the
public interest (or is consistent with the public
interest);

Proponents of climate mitigation
have pursued four strategies to

oppose certification of new natural
gas pipelines.




2. Challenging eminent domain authority of a

certificate holder;
3. Using one of the three listed environmental stat-
utes to delay a project or mitigate its effects; and,
4. Urging consideration under NEPA of the climate
change implications of a particular project.

This section of the paper provides more detail on
each strategy for opposing specific projects.

On occasion, FERC issues orders that are generally
applicable to its decisions on natural gas infra-
structure. One example, discussed below, is a 1999
document that outlines FERC’s understanding of
the “public convenience and necessity” finding that
is necessary to approve a project. Another is a 2015
order, when FERC enabled interstate pipelines to
add a surcharge to their rates, to pay for upgrades to
infrastructure to address methane leaks.?'* Such rare
opportunities to comment on FERC policy may be
relevant to proponents of climate action.

Objecting to Public Interest and Need Findings

As noted, Section 7 of the NGA directs FERC to
certificate pipeline proposals that are required “by the
present or future public convenience and necessi-
ty.”?'3 Opponents have argued that the additional
fossil fuel infrastructure is not needed and therefore is
not serving the public interest.

In 1999, FERC issued guidance®' for making a pub-
lic convenience and necessity determination for new
pipelines. FERC initially proposed three options:

1. Approve all compliant applications, and “let the
market pick winners and losers”;

2. Select a single project to serve a market, and
then exclude all competitors; or

3. Select an environmentally acceptable right-of-
way and let pipeline applicants compete for a
certificate along that route.”

Most comments were from industry and favored
the first option. Two state PUCs submitted com-
ments — Ohio also supported permitting all eligible
pipelines®'® while Wisconsin contested that option
one risked overbuilding.?’” Only Colorado Springs
supported option three, selecting a pre-established
right-of-way based on environmental concerns.*'®

In the 1999 guidance, the Commission announced a
“necessity” analysis that determines whether a project
can proceed based on future rates to new shippers,
without subsidies from existing customers.?"” Next,
FERC determines “whether the applicant has made

efforts to eliminate or minimize any adverse effects”
on existing customers, other pipelines, or landowners
and communities in the proposed right-of-way.??* If
“residual adverse effects” persist, FERC balances those
adverse effects against evidence of public benefits.?!
“This is essentially an economic test.”

Only when the benefits outweigh the adverse ef-
fects on economic interests will the Commission
then proceed to complete the environmental
analysis where other interests are considered.*?

In recent cases, the D.C. Circuit has rejected claims
that natural gas infrastructure is not “necessary,” re-
lying on the operator’s representations about market
demand. For instance, in 2015 a group of Maryland
citizens challenged the approval of a new compressor
station, contesting FERC’s finding that there was a
public need for this equipment.””® The D.C. Circuit
upheld FERC's reliance on an affidavit stating that
the project was “fully subscribed” and pleadings by
the customers who planned to use the increased
capacity.?4

The citizens also argued FERC had wrongfully
permitted an “overbuild” that anticipated future
expansion at a terminal being converted to export
natural gas.*” Again, the Court deferred to FERC
and dismissed the claim.?® Where it is clearer a proj-
ect will serve an LNG terminal, FERC has rejected
arguments that a project is not in the public interest
when it will serve export facilities.*”” The Commis-
sion reasoned that since it does not have authority to
approve the export of natural gas, it cannot consider
export in its need analysis.

In August 2017, the D.C. Circuit rejected arguments
that a pipeline did not meet the “public need” be-
cause it “serves only the profit motive of the pipeline
developers.”*® The Court noted that the relevant
“criterion is ‘market need’” and held this was demon-
strated through contracts for 93% of the proposed
capacity.”?

Finally, the NGA provides two mechanisms for
expediting approvals for a certificate holder. First,
FERC relies on its Section 7(c) authority to issue
“blanket” certificates.”® These certificates authorize
pipeline operators to undertake some upgrades and
expansions based on the initial finding of public con-
venience and necessary.”! Second, FERC may bypass
hearings and notification to “all interested persons”
and fast-track a determination under a temporary
certificate.””? Temporary certificates are issued for
infrastructure such as compressor stations “in cases of




emergency, to assure maintenance Of adequate service

or to serve particular customers.”?* Persons seeking
to object to such natural gas infrastructure would not

be notified by FERC.

Challenging Eminent Domain Authority

In 1999 FERC observed that “landowners [have
become] increasingly active before the Commission”
and they “often object both to the taking of land and
to the reduction of their land’s value due to a pipe-
line’s right-of-way running through the property.”*
Perhaps in response, the 1999 policy made clear that
FERC would look more favorably on an applicant
that has secured “all, or substantially all, of the neces-
sary right-of-way by negotiation.”” However,

[i]n most cases it will not be possible to acquire
all the necessary right-of-way by negotiation.
Under this policy, a few holdout landown-

ers cannot veto a project, as feared by some
commenters, if the applicant provides support
for the benefits of its proposal that justifies the
issuance of a certificate and the exercise of the
corresponding eminent domain rights.?*

Landowners have no due process rights to notice of
agency proceedings to determine the need for con-
demnation.””” Therefore, states, local governments, or
citizens groups that object to FERC certification may
gain allies by alerting owners of property in or near a
right-of-way about the certificate proceedings.

With the power of eminent domain, a natural gas
company gains significant leverage in negotiations
with landowners. The NGA does not require natural
gas companies to engage in good faith negotia-
tions.”® No collateral attacks on the certificate, or
any of its terms and conditions, are permitted in
eminent domain proceedings.” Sometimes FERC
will issue a “conditional” certificate, pending other
approvals (see next section); a company can exercise
eminent domain authority even under this provision-
al authorization.*

While the issues in an eminent domain proceeding
are normally limited to the level of compensation,*!
some landowners have successfully challenged a
condemnation that is broader than the scope of the
certification; for instance, to oppose condemnation of
land for future expansion.?*? In addition, companies
may not use eminent domain to acquire rights-of-
way for natural gas liquids such as propane or butane,
because the NGA does not cover these products.?®

In state proceedings over eminent domain authorities

for natural gas liquids pipelines, parties have success-
fully argued that eminent domain authority should
not be granted when the purpose of the pipeline is
only to serve a private interest such as servicing a
single plastics production facility.?** While this case
suggests state courts might see a difference between
projects that provide fuel for electricity or residen-
tial heating, and those that service a single private
enterprise, this distinction may be irrelevant for an
NGA-jurisdictional pipeline. FERC’s determination
of public convenience and necessity, based on its
assessment of market need, may have a preemptive
effect on these state claims.

In 2017 parties in Virginia filed a related argument
about the constitutionality of eminent domain under
the NGA. Their complaint alleges that the NGA
eminent domain provision is unconstitutional, given
that the statute provided no meaningful guideposts
and enabled FERC to “run wild in the years since,
and . . . unconstitutionally [delegate] the power of
eminent domain to private parties seeking private
profit.”** While focused on eminent domain, this
complaint also takes aim at FERC’s method of find-
ing “public convenience and necessity.” The Virginia
parties argue that FERC’s analysis is deficient because
it, considers only whether the pipeline owner has
found customers rather than “engaging in a compre-
hensive evaluation of need.”?* As of September 2017,
this case is pending before the court in the Western
District of Virginia.

Delaying Projects or Mitigating Their Effects with
Federal Environmental Statutes

As noted, the NGA preempts most state and local
authority but explicitly preserves states’ rights under
the Coastal Zone Management Act, the Clean Air
Act, and the Clean Water Act. For example, if a pro-
posed project might result in a discharge into “waters
of the United States,” then the state must certify that
the discharge will comply with the Clean Water Act.
In a few narrow instances, these statutory carve-outs
might protect a local ordinance from preemption;

With the power of eminent domain,
a natural gas company gains

significant leverage in negotiations
with landowners.




for instance, approval under an ordinance might be a
precondition for state Clean Air Act approval under
that states’ Implementation Plan.?"

A state may grant or deny approval, impose condi-
tions, or affirmatively waive the requirement,*® but

it may not refuse to act.*® States have faced litigation
for approving®” and denying®' permits; courts gener-
ally defer to the State. FERC may grant a condition-
al certificate before a State issues its environmental
approvals.??

Urging Consideration of Climate Change Impacts
NEPA requires federal agencies to conduct an
environmental review for any “major federal ac-
tion”*? that has the potential to cause significant
environmental effects. FERC conducts NEPA reviews
consistent with regulations issued by the Council on
Environmental Quality** and FERC’s supplemental
regulations.” In NEPA analyses, FERC considers the
“benefits to the environment of natural gas consump-
tion.” >

Recently, climate advocates have used at least three
NEPA regulatory requirements to challenge reviews
of natural gas infrastructure. First, NEPA rules
require FERC to consider “connected actions” 2’ in
a review. In 2014, the D.C. Circuit held that FERC
improperly issued multiple certifications for seg-
mented parts of the Tennessee Gas Line, when they
were clearly “physically, functionally, and financially
connected and interdependent.””® A single review

is more likely to find a significant impact and lead
the Commission to set mitigating conditions or to
consider alternatives to new construction. The court
declined to extend this holding in 2015, deferring to
FERC’s finding that a compressor station project and
a nearby LNG export facility project were “unrelated,
and that neither depends on the other for its justifi-
cation.”?

Second, NEPA rules require FERC to consider
“cumulative impacts.”*® Challengers have argued that
FERC should consider the cumulative impacts of all
recently approved and proposed natural gas pipelines
or LNG facilities. The D.C. Circuit has rejected

this, holding FERC needs only consider cumulative
impact in a particular geographic area.?*' While the
Court left the door open for a future national cumu-

lative review,*®?

it suggested plaintiffs would need to
show that a particular project would have national

impacts.

Recently, climate advocates
have used at least three NEPA

regulatory requirements to
challenge reviews of natural gas
infrastructure.

Third, NEPA regulations require agencies to consider
indirect environmental effects that “are caused by

the action and are later in time or farther removed

in distance, but are still reasonably foreseeable.”*?
NEPA “‘requires a reasonably close causal relation-
ship between the environmental effect and the alleged
cause,” analogous to proximate causation from tort
law.”2¢% Challengers have argued that FERC must
consider the downstream uses of the natural gas in its
environmental analysis.?®

To determine if effects are “reasonably foreseeable,”
FERC must engage in “reasonable forecasting and
speculation.”®® On the one hand, the D.C. Circuit
remanded FERC’s NEPA review for the Southeast
Market Pipelines Project, for failing to quantify the
greenhouse gas emissions that would result from

the burning of natural gas transported through the
proposed pipeline.”’ In response, FERC staff issued a
draft supplemental analysis that quantifies these indi-
rect emissions but concluded that the pipeline would
not have a significant impact on the environment.?®

On the other hand, the D.C. Circuit has upheld
FERC’s NEPA review of a proposed LNG terminal
despite the Commission’s failure to quantify the envi-
ronmental effects of increased natural gas production
as a result of export, because it was not “reasonably
foreseeable” where that additional production will
take place.’”

More generally, the D.C. Circuit has concluded

that FERC “is not required under NEPA to consid-
er indirect effects of increased natural gas exports

. . . including climate impacts,”® because DOE
licenses gas export, while FERC only licenses — and
therefore, only controls — the terminal where export
will take place.””! The Court suggested challengers
could raise these concerns with the DOE,?”? but
then rejected a challenge to DOE’s export approval
in August 2017. There, the Court relied on a report




commissioned by DOE about the lifecycle emissions
of exported gas to conclude that the Department had
considered the indirect effects on U.S. natural gas
production and global greenhouse gas emissions of
exporting natural gas.?’”?

Opponents of new natural gas infrastructure have
also called on FERC to calculate the environmental
costs of new projects using the Social Cost of Car-
bon.?’#In 2016 the CEQ issued guidance directing
federal agencies to build a Social Cost of Carbon into
their NEPA reviews.””” Trump’s March 28, 2017 Ex-
ecutive Order rescinded this guidance, and disbanded
the Social Cost of Carbon working group.”*

Nevertheless, agencies still face potential NEPA risk
for failing to account for these environmental effects.
For instance, in August 2017 the D.C. Circuit
remanded a case to FERC for failing to explain why
it did not apply the Social Cost of Carbon.”” In a
proposed response to the court’s directive, FERC
staff repeated the Commission’s justifications for not
applying the Social Cost of Carbon for project-level
NEPA reviews that it articulated in a 2015 order.””®




1 See U.S. Environmental Protection Agency, Inventory of U.S. Green-
house Gas Emissions and Sinks (1990-2015), Tbl. ES-6: U.S. Greenhouse
Gas Emissions Allocated to Economic Sectors (showing total electric
sector emissions); Tbl. 3-5: CO2 Emissions from Fossil Fuel Combustion
by Fuel Type and Sector (showing natural gas sector emissions), https://
www.epa.gov/ghgemissions/inventory-us-greenhouse-gas-emissions-and-
sinks-1990-2015.

? Department of Energy Organization Act, Pub. L. 95-91, 91 Stat. 565
(Aug. 4, 1977), 42 U.S.C. § 7101 et seq.

316 U.S.C. § 824(a); 15 U.S.C. § 717(a).

“'The FPA is littered with references to the “public interest.” FERC must
consider the public interest when it evaluates major utility transactions

(S 203), security issuances (§ 204), and interconnection and wheeling
requests (§$ 210, 211), and must account for the public interest in its
reliability standards (§ 215), market price transparency rules (§ 220), mar-
ket manipulation rules (§ 222), orders to require unregulated utilities to
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