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THE CASE AGAINST DIRECT FERC REGULATION OF
DISTRIBUTED ENERGY RESOURCES

Introduction

The utility business model and power generation industry are built upon a century-old legal regime.
Federal and state laws are premised on power flowing from large-scale infrastructure to captive con-
sumers paying regulated rates to a monopoly utility. Today, electric power and money can flow in the
opposite directions. Services supplied through utility-owned distribution grids, including storage,
energy production, and demand response, upend long-standing industry assumptions about infrastruc-
ture investments, consumer behavior, and rate setting. In doing so, distributed energy resource (DERs)
threaten incumbent businesses and challenge entrenched regulatory regimes.

Regulation of the electric industry is pervasive and will determine where DERs are deployed, the ser-
vices they may provide, the prices they are paid, and who is allowed to own them. A threshold issue in
addressing the future of DER regulation is the roles that federal and state regulators will play in making
these decisions.

This paper pieces together, from numerous FERC orders and federal court decisions, how the Federal
Energy Regulatory Commission’s (FERC) jurisdiction over interstate wholesale energy sales and trans-
mission service applies to DERs. It finds that FERC has disclaimed authority over DER sales that offset
a ratepayer’s retail consumption but federal law applies to other sales. FERC’s current approach to these
other energy transfers splits authority with state regulators based on various factors, including tech-
nology and location on the grid. This fragmented regulatory regime could doom DERs to segmented
markets, preventing the creation of a coherent framework for DER development.

This paper suggests that FERC should simplify the overlapping web of state and federal regulation by
disclaiming jurisdiction over DER energy sales. Doing so would allow states to regulate sales by all types
of DEREs to local buyers, such as a utility or aggregator. States would then have clear authority to de-
velop comprehensive DER development models. It would also free FERC from the potentially onerous
task of directly regulating millions of small-scale resources, while allowing FERC to invite aggregations
of DERSs to sell directly into regional wholesale markets.




The Disruptive Potential of DERs

Electricity distribution is monopolized by local and

regional utilities. Investor-owned utilities, typically
publicly traded companies that are subject to extensive
state regulation, distribute power to approximate-

ly three-quarters of U.S. homes, with municipally
owned and rural cooperative utilities, which are largely
self-regulated, distributing most of the remainder.! For
much of the industry’s history, these utilities generated
and distributed nearly all electric power.

The industry’s technical architecture—characterized
by large power plants interconnected with high-volt-
age transmission lines terminating at utility-owned
distribution grids—required enormous sums of capital
to build. Utilities were able to raise that money by
collecting administratively set rates that reimburse the
utility for its costs and provide a profit margin on in-
frastructure investments. The state-regulated ratemak-
ing process separates captive consumers into various
classes, such as residential, commercial, and industrial.
Consumers within a class pay the same rate, under
the theory that the rate reflects the cost of serving the
average consumer in that class.

This business model was devised in the early twentieth
century when expanding infrastructure and enabling
greater consumption were in the public interest. By
providing utilities with a rate of return on their capital
investments, rates allowed utilities to capture the profits
of expansion and incentivized them to build more ca-
pacity. For consumers, this financial model was initially
acceptable because the cost of power generation de-
clined for much of the industry’s history. Supply grew
sharply as power prices went down, and ratepayers and
regulators expressed little concern about conservation
or efficient consumption.

By the 1970s, the industry’s economics had turned.
Power generation costs rose, and the steady demand
growth that had fueled the industry’s rapid expan-

sion levelled off. Nonetheless, the amount of power
that ratepayers consumed during the highest demand
periods continued to grow. The industry’s need to meet
escalating peak demand provided a basis for continued
infrastructure expansion.

Utility regulators in many states recognized that energy
savings could be a cost-effective substitute for power
generation. Because utilities have historically had little

incentive to reduce sales and growth, many states began
to require utilities to provide energy efficiency services
to consumers, including programs targeted at reducing
consumption during peak demand periods.? These
mandates are typically aimed at capturing cost-effective
demand reductions, as determined by regulators.

The widespread acknowledgement that demand need
not be treated merely as a static input into the utility’s
planning process but could be managed by the utility
and consumers represented fundamental change.
Rather than building large-scale infrastructure to meet
system needs, udilities could invest in efficiency and de-
mand response to eliminate the need for new projects
or reduce their scale. The recognition in the 1970s by
regulators that doing so might be less expensive and be
better for the environment established the foundation
for widespread DER deployment.

Implementing this theoretical breakthrough in power
system planning was limited by the regulatory con-
struct and available technology. The administrative
ratemaking process rewarded utilities for building
physical projects and encouraged them to sell as much
power as possible. Conservation, efficiency, and small-
scale generation owned by consumers and third parties
cut against both incentives. In addition, few cost-effec-
tive DER technologies were available in the 1970s.

More recent improvements in energy efficient appli-
ances, lighting, and building materials have accelerated
efforts to harvest demand reductions. Advances in
communications and computing allow for centrally
dispatched demand response programs that reduce
usage during high-cost periods. Improvements in other
DER technologies, such as solar panels, fuel cells, and
batteries, are providing consumers with new flexibility
and offering utilities decentralized, cost-effective, and
scalable options for keeping the grid in balance.

The potential for proliferation of DERs fundamentally
challenges the traditional utility model in several ways.

First, DERs can reduce the need for utility infrastruc-
ture. For instance, in 2016 California transmission
planners cancelled nearly $200 million of upgrades in
light of demand reductions stemming from energy ef-
ficiency and rooftop solar.’ The cancellations highlight
that DERs can erode udility profit opportunities.




Second, DERs change udility operations and planning.
Historically, power flowed in one direction, from
industrial-sized power plants to high-voltage transmis-
sion lines to distribution grids connected to consumers.
Utility planning focused on large-scale projects built
to meet demand and maintain reliability. DERs can be
cost-effective substitutes for these traditional projects.
Assessing how DERs can obviate new construction
and maintaining reliable bidirectional power flows
with high penetration of DERs may require innovative
operational tools and planning methods.

Third, DERs defy assumptions embedded in traditional
ratemaking. With regulators” approval, utilities have
lumped ratepayers together in classes and charged all
members of each class uniform rates. With DERs, con-
sumers within a class may have very different consump-
tion patterns and be able to provide different services

to the utility, such as the ability to reduce or increase
consumption on command. Rates have not historical-
ly accounted for these differences among individual
consumers.

Fourth, DEREs raise the prospect that entities that are
not ratepayers may seek to connect to the distribution
grid. Most DERs are located “behind-the-meter” and
tied to a ratepayer’s utility account. DER developers
may want to bypass this traditional model and sell
energy and other services to the local utility without a
ratepayer intermediary.

Regulation will play a dominant role in determining

the rate of growth of DERs. Regulators will define the

market, set terms and conditions for entering the mar-
ket, and approve price-setting mechanisms. Regulators
may also scrutinize utility planning and demand that
utilities explore whether DERs are cost-effective alter-
natives to traditional infrastructure, and even conduct
competitive procurements. Absent regulatory interven-
tions, utilities might seek to maintain the status quo
and stifle DER development by offering unfavorable
rates, limiting opportunities to interconnect, and ig-
noring opportunities for cost-effective deployment.

A threshold question is the relative influence that state
and federal regulators will have on these determina-
tions. The state-regulated distribution grid will bear the
direct costs and benefits of DER growth. Utility opera-
tions and planning and the rates for distribution service
may require fundamental change to accommodate
two-way power flows and foster flexible consumption.
There is little doubt that states have direct authority
over these issues and over DER siting.

Rates paid for DER services will be an important factor
driving growth. Although DER sales have significant
and direct local effects, authority over rates is divided
between states and FERC by decades old federal laws.
The bulk of this paper focuses on the resulting inco-
herent ratemaking regime and argues that FERC has
the authority to simplify it by disclaiming jurisdiction
over DER energy sales. States would then have clear
jurisdiction to set rates for all DER sales and services
and could unify regulation of utility operations and
planning, distribution service rates, and DER sales.

Regulation will play a dominant role in determining the rate of growth
of DERs. Regulators will define the market, set terms and conditions for

entering the market, and approve price-setting mechanisms.




Federal Jurisdiction over Sales by DERs

The legal landscape for DEREs is fractured by laws writ-
ten for other resources. The Federal Power Act (FPA),
signed into law by President Roosevelt in 1935, was
written to provide the federal government with author-
ity over utility-to-utility energy sales and transmission
service. The only amendment to the statute relevant to
FERC’s authority over DERs is the Public Utility Reg-
ulatory Policies Act of 1978 (PURPA), which aimed to
break the utility monopoly over power generation and
encourage development of technologies that burn fossil
fuels efficiently or are powered by renewable fuel.

FERC has asserted jurisdiction over various DER trans-
actions under two different FPA provisions. Section
201 of the FPA provides FERC with jurisdiction over
“the sale of electric energy at wholesale in interstate
commerce.” FERC argues that this grant of authority
allows it regulate rates paid for all energy injections into
the electric grid, unless the transfer is netted against a
ratepayer’s consumption (net metered). Sections 205
and 206 of the FPA require that all such rates, as well
as practices “directly affecting” those rates, be “just and
reasonable.” The provisions provide FERC with au-
thority to regulate rates paid for wholesale services that
reduce consumption (demand response) and to set all
wholesale market rules, including those about the types
of resources that may sell in those markets.

PURPA requires utilities to purchase all power generat-
ed by Qualifying Facilities (QF), defined to include re-
newable energy generators smaller than 80 megawatts,
and grants states authority to regulate rates for those
purchases. The law thus provides states with author-
ity to set rates for DERS renewable energy sales and
instructs states to set rates that correspond to a utility’s
cost of purchasing or generating energy that it would
have needed but-for the QF’s energy.® Notably, PURPA
does not provide states with authority over QF sales to
non-utility entities, such as aggregators that package
multiple DERs into a single wholesale market offer.

State net metering programs, which allow consumers
to offset their udility bills with energy they inject into
the grid, do not fit neatly under FERC’s FPA author-
ity or state PURPA ratemaking regimes. FERC has
disclaimed jurisdiction over these energy transfers but
claims authority over “net sales” from a ratepayer to

a utility over and above the ratepayer’s consumption.
FERC’s determination results in a single resource being
regulated under different ratemaking regimes depend-

ing on the consumption of the associated ratepayer.
While all resources are under state authority for
transfers that offset consumption, the regulation of net
sales is split between FERC and states depending on
whether the resource is a QF.

FERC has no authority over sales of demand response
service from a consumer to a utility or an aggregator.
However, demand response service sold by a consum-
er or by an aggregator of consumers to an interstate
wholesale market operator “directly affects” wholesale
rates and is within FERC’s jurisdiction.

This section explores how decades-old federal laws
divide authority over DER sales.

FERC Regulation of DER Energy Sales as Wholesale
Sales in Interstate Commerce

When Congress passed the FPA in 1935, most states
had already developed a comprehensive scheme for
electric utility regulation. The Act provides FERC with
jurisdiction over rates for electric transmission and
wholesale power sales “in interstate commerce,” which
the Supreme Court had ruled were beyond states’
Constitutional authority.” In bringing the industry’s
interstate transactions under federal control, Congress
made “federal and state powers ‘complementary’ and
"8 intending the Act “to be a comple-
ment to and in no sense a usurpation of State regula-
tory authority.” Congtess therefore explicitly denied
FERC authority over generation facilities and “facilities
used in local distribution,” as well as “any other sale”

‘comprehensive,

that was not a wholesale sale in interstate commerce.'
Those transactions and facilities been subject to state
regulation, and there was no Constitutional reason
compelling a switch to federal oversight.

This division of authority accorded with the industry
structure and technology that existed at the time. Its
straightforward application meant that FERC had
jurisdiction over the rates for interstate transmission
and energy sales between utilities, where the utility
intended to resell the purchased energy to its ratepay-
ers. States retained their then-existing authority under
public utility laws over sales to consumers, power
plant operations, utility-owned distribution grids, and
infrastructure siting. None of these laws contemplated

DERs.




FERC has long held that its jurisdiction over a partic-
ular energy sale depends on the nature of the sale and

the counterparties, and not on the location of the sale.
For example, in 1951 FERC rejected an argument that
it did not have authority over certain wholesale energy
sales because the energy only traversed facilities used
for local distribution in the state where the energy was
consumed. FERC explained that “nothing in the [FPA]
makes our jurisdiction . . . over sales of electric energy
dependent upon the nature of the facilities involved in
effecting the sale.”"! Fourteen years later, FERC rejected
similar argument, holding that “there is nothing in the
Power Act that makes Commission jurisdiction over
sales dependent on whether the facilities used are local
distribution facilities.”'? In both cases, federal appeals
courts upheld FERC’s decisions.

In 2010, FERC rejected a utility’s request that the
Commission disclaim jurisdiction over sales by genera-
tors connected to a utility-owned distribution system.
According to the requesting utility, sales of energy by
a DER should not be subject to FERC'’s jurisdiction
because they are not “in interstate commerce.” The
utility argued that “as a physical matter sales of power
over lower voltage distribution wires are unlikely, on
account of impedance, to enter the [interstate] bulk
power system.”* It cautioned that “a decision asserting
Commission jurisdiction over all distribution-level
power sales to utilities would necessarily bring within
the Commission’s regulatory reach literally millions of
homeowners, farmers or businesses . . . who sell power
to their local utility.”

FERC tersely declined the invitation to distinguish be-
tween wholesale sales effectuated over the transmission
network and those executed on a distribution system,
restating its longstanding position that its authority “to
regulate sales for resale of electric energy . . . in inter-
state commerce by public udilities is not dependent on
the location of generation . . . but rather on the defi-
nition of . . . wholesale sales contained in the FPA.”'4
FERC’s order was not reviewed by any court.

FERC'’s claim of jurisdiction over all energy sales,
including those by DEREs, is limited by PURPA. The
law has traditionally been understood by state regu-
lators as limiting their ratemaking authority to rates
based on a utility’s costs. However, provided a utility
offers a so-called avoided-cost rate, FERC has recently
held that a utility may offer QFs other rates too."” In
effect, this allowance by FERC, which has never been
challenged in court, may allow states to set any rate for
utility QF purchases by requiring the utility to offer the
state’s desired rate, provided the utility also offers an

avoided cost rate. However, FERC’s orders sanctioning
this approach appear to suggest that the utility may
voluntarily offer QFs any other rate and do not explic-
itly endorse a state-mandated rate. Thus, a state setting
a rate for QF sales that is not based on avoided costs is
assuming some legal risk.

This uncertainty over the scope of state ratemaking
authority under PURPA is compounded by the law’s
limited reach. PURPA assumes that QFs sell energy
only to a utility and is silent on whether states have au-
thority to set rates for QF sales to other entities, such as
aggregators who purchase energy from multiple DERs
and resell the package through an interstate wholesale
market. Assuming PURPA does not apply to DER
energy sales to non-udility entities, FERC would have
exclusive authority over these sales.

Finally, energy sales by public power entities, such

as municipal utilities, and rural cooperative utilities
are not regulated by FERC.'® A sale by a govern-
ment-owned DER would therefore not be under
FERC’s authority. However, such exempt entities that
participate in interstate wholesale markets run by a
Regional Transmission Operator (RTO) or Indepen-
dent System Operator (ISO)* must comply with the
FERC-jurisdictional market’s rules.'” Sales to exempt
entities are FERC-jurisdictional, assuming the seller is
not also an exempt entity."®

To recap, FERC claims that energy sales by DERs are
wholesale sales “in interstate commerce” and therefore
under its exclusive authority. PURPA provides a carve-
out, granting states permission to set rates for DER
sales of renewable energy so long as the purchaser is a
utility. State regulation of these rates must adhere to
PURPA’s parameters. As discussed below, FERC allows
energy transferred pursuant to state net-metering pro-
grams to escape its jurisdiction.

Split Jurisdiction over Net-Metered DERs
Jurisdiction over energy sales from a net-metered
resource depends on: 1) the ratio of the ratepayer’s
consumption to production at the time of the energy
transfer and 2) whether the resource is a QF under
PURPA. As a legal matter, these factors determine
whether a net-metered energy transfer is regulated
pursuant to states’ plenary authority over retail sales,
under states’ limited PURPA ratemaking authority,

or by FERC under the FPA. As a practical matter,
states enjoy wide discretion to set rates for net-metered
resources, and FERC has not challenged their legality.
Nonetheless, the potential for a legal challenge and the
current tangled jurisdictional web clouds the long-term

@ The term RTO/ISO is abbreviated as RTO for the remainder of this paper.



viability of the regulatory framework for energy trans-
fers from behind-the-meter resources.

Under a typical net metering arrangement, a ratepayer’s
behind-the-meter energy production, such as from
rooftop solar, is netted against her consumption to de-
termine her total monthly udility bill. In 2001, FERC
rejected the claim that “every flow of power constitutes
a sale” under the FPA and determined that there is no
jurisdictional sale when a consumer “installs generation
and accounts for its dealings with the udility through
the practice of netting.”"” However, when a ratepayer’s
production exceeds her consumption over a billing
period, FERC held that federal jurisdiction attaches to
that net sale.?

In 2009, FERC reiterated its 2001 determinations,
explaining that its jurisdiction over a flow of power de-
pends on the whether a “customer participating in the
[state-regulated] net metering program produces more
energy than it needs over the applicable [state-regu-
lated] billing period.”*' The practical result of FERC’s
holding is that federal jurisdiction applies only at the
conclusion of a retail billing period when the total pro-
duction and consumption have been measured. Only
then is it possible to determine how much energy was
transferred pursuant to federal authority.?

FERC's assertion of jurisdiction over “net sales” has
limited practical effect because states have authority
under Public Utility Regulatory Policies Act (PURPA)
to set rates for most of these sales. States may there-
fore set rates for net sales from QFs but must follow
PURPA’s parameters. However, some DERs that inject
energy into the grid and could be net metered, such as
batteries that charge from the grid and fuel cells, are
not QFs.”? FERC claims that states have no authority
to set rates for net sales from these resources.

For these non-QF DERs, FERC claims exclusive juris-
diction to set rates for net sales. Unlike QFs, these re-
sources must also comply with FPA filing requirements,
such applying for permission to sell at market-based
rates, and meet FERC’s accounting standards.** FERC
has held that it “has no authority to grant blanket de
minimis exemptions from rate regulation” for these
resources.”

To summarize, the decision tree below depicts the
factors that determine jurisdiction over DER energy
sales. Those factors are whether: 1) the energy offsets
retail consumption; 2) the resource is a QF; and 3) the
energy is transferred to a utility.

The result of this legal morass is that identical resourc-
es might receive different rates depending on these

urisdiction over DER energy sales under current FERC orders
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factors. For example, a 100-kilowatt solar array located
behind a meter would be under state ratemaking
authority — although it might be paid different rates at
different times of the retail billing period. An otherwise
identical solar array connected directly to a utility dis-
tribution system would receive state-set PURPA rates
at all times. Batteries co-located with each resource that
charge both from the grid and the array would be un-
der different ratemaking regimes from the solar arrays.
Net sales from the behind-the-meter battery would be
under FERC’s authority, while other energy transfers
could be net metered. For the other battery, all sales
would be subject to FERC’s jurisdiction.

This fractured regulatory framework, a creature of de-
cades-old laws, imposes inconsistent ratemaking criteria
on DER energy sales and forces them into fragmented
and incompatible markets. Rates based on administra-
tive frameworks not designed for DERs may inhibit
competition among DER providers and fail to capture
the values DERSs provide to the grid.

FERC’s Invitations to DERs to Sell through Interstate
Wholesale Markets

FERC'’s primary task under the FPA is to ensure that
wholesale energy rates are “just and reasonable” and not
unduly discriminatory. When FERC finds that “any
rule, regulation, practice, or contract affecting such
rate” is unjust and unreasonable or unduly discrim-
inatory, FERC must order the utility to modify the
offending tariff.?

In 2016, the Supreme Court held that FERC’s author-
ity over “practices” that “affect” wholesale rates applies
only to rules or practices that directly affect wholesale
rates. The Court intended that this “common-sense”
construction of the statute would avoid reading the
FPA to grant FERC with authority over “indirect or
tangential” impacts on wholesale rates. After all, as the
Court observed, “markets in just about everything—
the whole economy, as it were—" can affect electricity
markets. Clearly, Congress did not intend for FERC’s
authority to extend so far.”

FERC has concluded that its jurisdiction over “prac-
tices” that “directly affect” wholesale rates provides it
with exclusive authority to determine the criteria for
participation in RTO markets.?® According to FERC,
the “authority to determine which resources are eligible
to participate in the wholesale markets is a funda-
mental component of the regulation of the wholesale
markets.”?

Since the Court’s 2016 decision, FERC has finalized an
order that invites energy storage resources, including
those that are behind the meter, to participate in RTO
markets and proposed a rule that would allow DER
aggregators to offer into RTO markets. It has also held
that states may not prohibit energy efficiency resources
from offering into RTO capacity markets. This section
details these recent developments, beginning with
FERC’s demand response regulations.

Demand Response

Demand response service is a reduction in the con-
sumption of electricity in response to high energy
prices or payments intended to induce lower usage.*” In
two separate orders, FERC ordered all RTOs to accept
bids from aggregators of retail customers providing
demand response services, unless state regulators
prohibited retail customers from providing that service,
and required market operators to pay demand response
the same rate they pay generation.>® FERC believed
that these reforms would increase competition, reduce
barriers to entry, moderate prices, enhance reliability,
limit generator market power, and ensure that whole-
sale rates are just and reasonable.’

Because demand response service is not a wholesale

sale of energy in interstate commerce, opponents of the
orders argued that FERC did not have authority to reg-
ulate rates paid to demand response providers. In 2016,
the Supreme Court ruled otherwise, concluding that
rules governing wholesale demand response “directly
affect” wholesale rates and are therefore within FERC’s
authority. Acknowledging that demand response “is a
complex matter that lies at the confluence of state and
federal jurisdiction,”®® FERC claimed that its rules

This fractured regulatory
framework, a creature of

decades-old laws, imposes
inconsistent ratemaking criteria
on DER energy sales and forces
them into fragmented and
incompatible markets.




governing demand response participation in wholesale
markets do not intrude on state jurisdiction over retail
rates.*! The Supreme Court agreed, concluding that
FERC'’s “justifications for regulating demand response
are all about, and only about, improving the wholesale
market.”®

FERC'’s orders do not allow a wholesale market op-
erator to accept a bid from a demand response aggre-
gation that includes retail customers prohibited from
participating in wholesale markets by state regulators.*
That concession by FERC allows states to opt-out of
wholesale demand response by enacting legislation or
regulations that prohibit retail customers from con-
tracting with aggregators.

Importantly, FERC does not have jurisdiction over
demand response service provided by an individual
consumer and sold to a non-RTO entity, such as a
local utility or aggregator. Under FERC’s orders and
the Supreme Court’s decision, only demand response
sold to RTOs directly affects wholesale rates. FERC
therefore has no basis for asserting jurisdiction over
other demand response service because it is neither a
wholesale sale of energy in interstate commerce nor a
practice that directly affects wholesale rates.

Energy Storage

In February 2018, FERC ordered RTOs “to establish
market rules that, recognizing the physical and opera-
tional characteristics of electric storage resources, facil-
itate their participation in the RTO markets.”” FERC
found that existing market rules fail to reflect the full
range of services that electric storage resources are capa-
ble of providing and thus impede storage’s economical
participation in the market. FERC justified the storage
mandate by tying it to its oversight of wholesale rates in
RTO markets. By eliminating barriers to entry for stor-
age, FERC aimed to enhance competition and market
efficiency and thereby fulfill its legal duty of ensuring
that rates are just and reasonable.’®

Unlike demand response resources that do not inject
energy into the grid, storage resources are generally
capable of making energy sales. FERC therefore argued
that it has jurisdiction over sales by storage resources
because a “storage resource that injects electric energy
back to the grid for purposes of participating in an
RTO/ISO market engages in a sale of electric energy at
wholesale in interstate commerce.” The order requires
RTOs to accept offers from all storage resources larger
than 100 kilowatts that inject energy into the grid, in-
cluding those connected to a utility-owned distribution

system or behind a ratepayer’s meter.®” FERC’s decision

not to distinguish storage resources by location on

the grid is consistent with its long-standing position,
described above, that its jurisdiction over energy sales is
premised on the nature of the sale and not the location
of the energy transfer.

FERC explicitly rejected requests to require RTOs to
accept offers from behind-the-meter storage resources
that do not inject energy into the grid. ! These resourc-
es are generally allowed to participate in RTO markets
under market rules for demand response resources.
States could potentially prohibit these behind-the-me-
ter storage resources from participating in RTO mar-
kets by exercising authority sanctioned by FERC in its
demand response orders.

FERC’s storage order does not compel any storage
resource to sell to RTOs. Citing to its net metering
decisions, FERC’s order also notes that “injections

of electric energy back to the grid do not necessarily
trigger the Commission’s jurisdiction.”# Thus stor-

age resources could continue to inject energy under
state-jurisdictional net metering tariffs, pursuant to the
rules described in the previous section.

The rule’s threshold size requirement means that the
rule will not directly affect individual electric vehicles
or batteries designed to service a single household. The
100 kW minimum could capture batteries installed

at commercial buildings or industrial facilities. Once
FERC'’s order is implemented by market operators,
such commercial and industrial scale behind-the-meter
storage resources could sell directly into RTO markets.

Energy Efficiency

Three of the four RTOs with capacity markets allow
energy efficiency resources (EER) to bid into those
markets. FERC has recognized that these projects
“should be treated comparably to other types of
resources, by being allowed to participate in [capacity]
auctions and be paid the auction clearing price when
they are accepted in the auction.”®

Capacity markets are designed to ensure that a region
has sufficient resources to meet projected peak demand
in a future year. In the PJM region, allowing EERs

to participate in the capacity market aims to “correct

a mismatch between EE-related load reductions and
capacity requirement levels.”* PJM explained in its
proposal to FERC that “there is a four-year lag after an
EE resource is initially installed before its load-reducing
effects are reflected in the capacity market demand.”®




PJM therefore pays EERs for four years of energy
savings. After that, the savings should be accounted for
in peak demand projections.

FERC does not require RTOs to allow EERs to bid
into capacity markets, but it has concluded that states
may not prohibit consumers from bidding their sav-
ings into capacity markets that accept such bids. FERC
determined that state action that limits EERS par-
ticipation in the wholesale market “directly impacts”
which EERs are eligible to participate in the market.*
Because terms of eligibility have a “direct effect on
wholesale rates,” FERC concluded that it has exclusive
authority to set those terms and a duty to ensure that
those terms result in just and reasonable rates.”’

Opponents of FERC’s order argued that EER partic-
ipation must be under state authority in part because
it may impact retail rates and affect utility planning.
FERC rejected this argument, citing the Supreme
Court’s statement in the demand response decision
that “[w]hen FERC regulates what takes place on the
wholesale market, as part of carrying out its charge
to improve how that market runs, then no matter the
effect on retail rates, [the FPA’s reservation of state
authority over retail rates] imposes no bar.”#

FERC also concluded that the Court’s approval of a
state opt-out for demand response does not compel

a similar option for EERs. According to FERC, the
Court’s “mere observ[ation]” that FERC’s opt-out
respected state decisions is not necessary to its holding.
FERC also determined that differential treatment of
EERs and DR is warranted for practical reasons. Ac-
cording to FERC, “unlike demand response resources,
EERs are not likely to present the same operational
and day-to-day planning complexity that might other-
wise interfere with [a utility’s] day-to-day operations.”
Nonetheless, FERC indicated that it would entertain
state requests for an opt out on a case-by-case basis.
FERC did not explain what criteria it might use to
evaluate an application.

DER Aggregations

In June 2016, FERC approved California ISO (CAI-
SO) rules that allow DER aggregators to sell energy
and ancillary services.”® FERC concluded that allowing
DERs to sell to the market through an aggregator

will “increase participation and competition” in the
wholesale market and thus ensure that rates are just
and reasonable.’!

The CAISO defines DERs as resources connected to a

utility distribution system, including behind-the-me-
ter. DERs selling under state-regulated net metering
tariffs are ineligible because, as the CAISO explained,
net metered DERs have “no energy available to offer
into the CAISO markets because excess energy is
banked for later withdrawal” under California law.>

FERC’s order approving the CAISO tariff revisions
does not discuss the Commission’s legal authority.
While the order was not challenged in federal court,
utilities and utility trade associations have argued in
comments filed at FERC that the Commission does
not have authority to regulate sales by DER aggrega-
tors. Those comments were in response to a November
2016 proposal that would require RTOs to implement
rules that facilitate DER aggregators’ participation.

Although FERC has not justified its legal authority to
regulate sales by DER aggregators, its prior jurisdic-
tional determinations about other DERs support its
authority to invite DER aggregators into RTO markets
and regulate their rates. FERC has said repeatedly that
it has a duty to remove barriers that prevent resources
that are technically capable of providing service to an
RTO from participating in wholesale markets because
doing so “enhances competition” and ensures that rates
are just and reasonable.” This responsibility, combined
with FERC’s exclusive authority to determine which
resources are eligible to participate in wholesale mar-
kets, empowers FERC to require RTOs to accept offers
from DER aggregators.

Under straightforward readings of FPA section 201
and the Supreme Court’s decision about demand re-
sponse, FERC has authority to regulate the rates RTOs
pay to DER aggregators. When DER aggregators sell
energy to an RTO, those sales are undoubtedly “whole-
sale sales in interstate commerce” and therefore under
FERCs jurisdiction under FPA section 201. When
DER aggregators sell demand response services, those
sales are FERC-jurisdictional because they directly
affect wholesale rates under the logic of the Court’s
demand response decision.

Importantly, FERC’s proposal would not place re-
quirements on individual DERs. FERC observes that
individual DERs “will likely fall under the purview

of multiple organizations (e.g., the RTO/ISO, state
regulatory commissions, relevant distribution utilities,
and local regulatory authorities).”>* FERC therefore
proposed that RTOs establish protocols for commu-
nication with the distribution utility and aggregator.
Following the California ISO’s lead, FERC also pro-
posed that DERs selling under net metering tariffs will




not be eligible to participate in an aggregation selling

to an RTO.

Summary: Jurisdictional Quandaries Impede
Coherent DER Development

FERC’s most recent reforms invite, rather than compel,
DERs to sell into RTO markets and receive rates set

by RTO auctions. For storage, FERC allows resourc-

es above a specified size to sell directly to RTOs. For
DR and EERs, where FERC’s authority is premised

on those resources “directly affecting” rates, FERC’s
orders allow intermediaries (aggregators) to sell DERS’
bundled services to RTOs.

FERC has never directly addressed its jurisdiction over
the initial sale from the service provider to an aggrega-
tor of demand response, energy efficiency, or ener-
gy-injecting DERs. For demand response and energy
efficiency resources, which do not inject energy into
the grid, there is no basis for FERC to claim authority
over the initial sale. FERC'’s jurisdiction over aggregat-
ed sales of these consumption-reducing services to an
RTO is premised on those wholesale services “directly
affecting” wholesale rates. The initial sale, one-step
removed from those direct effects, at most indirectly
affects wholesale rates and is beyond FERC'’s reach.

For resources that inject energy into the grid, jurisdic-
tion would depend on the various factors discussed

in the previous section. To date, FERC has not filed
lawsuits in federal court or issued orders to preempt
state DER programs or otherwise sought to regulate
sales from DERs. In fact, FERC has recently declined
opportunities to do s0.%

But FERC'’s look-the-other-way approach requires
states to assume legal risk as they develop DER rates
and business models. A utility dissatisfied with a state’s
DER policy might file a complaint at FERC or in a
federal court arguing that the state is overstepping its
authority under FERC'’s current framework. FERC
itself might take a more activist approach and seek to
preempt state DER programs. State policymaking is
being conducted under a cloud of legal uncertainty.

Moreover, as technologies evolve and DER deployment
advances, the current jurisdictional framework may be
increasingly incompatible with competitive markets.
DERs unassociated with a utility ratepayer and net
energy transfers from behind-the-meter resources will
be regulated under a dizzying array of rate structures
that might allow them to sell energy to: 1) a utility
pursuant to PURPA or the FPA, depending on whether
the resource is a QF; 2) an RTO if the DER meets
market eligibility rules; or 3) an aggregator that could
be subjected to FERC regulation. Meanwhile, DER
energy transfers and services that offset retail consump-
tion will be regulated by states under their plenary
retail ratemaking authority.

These fragmented ratemaking regimes, premised on de-
cades-old federal laws, trap DERs in regulatory regimes
designed for other purposes.

As technologies evolve and DER deployment advances, the current
jurisdictional framework may be increasingly incompatible with

competitive markets. DERs unassociated with a utility ratepayer and net
energy transfers from behind-the-meter resources will be regulated under
a dizzying array of rate structures.




Enabling a Cohesive Market Framework by Untangling the Jurisdictional Knots

In its net metering orders, FERC set a limit on its

own jurisdiction and rejected the notion that it has
authority over every flow of energy into the grid. Yet by
separately asserting jurisdiction over all wholesale sales,
regardless of location, FERC has established the legal

foundation for regulating emerging DER markets.

Neither of FERC’s positions is set in stone. FERC
could disclaim jurisdiction over DER energy sales
entirely, or it might try to expand its authority to
include all currently net-metered energy transfers. The
Supreme Court has explained that an “agency action
representing a policy change [need not] be justified
by reasons more substantial than those required to
adopt a policy in the first instance.”*® An agency “must
show that there are good reasons for the new policy.
But it need not demonstrate to a court’s satisfaction
that the reasons for the new policy are better than the
reasons for the old one; it suffices that the new policy
is permissible under the statute, that there are good
reasons for it, and that the agency believes it to be
better.””’

As explained below, FERC should interpret the FPA
differently, particularly in light of new facts about
DER deployment, and disclaim jurisdiction over DER
energy transfers to a local buyer. Doing so would allow
states to regulate all DER transactions, enabling states
to create frameworks that unify energy transfers and
services that offset retail consumption with those that
are considered net sales and currently subject to the
FPA or PURPA. Under such a framework, aggregations
of DERs would be able to continue to sell to RTOs,
and FERC would retain authority over DERs that
participate directly in RTO markets.

FERC Should Disclaim Jurisdiction over DER Energy
Sales to a Local Buyer

The FPA specifies that FERC has jurisdiction over

“the sale of electric energy at wholesale in interstate
commerce” but not over “any other sale of electric ener-
gy.”* The Supreme Court’s demand response decision
notes that the latter provision “reserv[es] regulatory
authority over retail sales (as well as intrastate wholesale
sales) to the States.”®® Outside of Texas, most of which
is not electrically connected across state lines, FERC
does not recognize the existence of “intrastate whole-
sale sales” in the continental United States and applies
the FPA’s reservation of authority over “any other sale”

only to retail sales. FERC should reverse its 2010 order
(discussed above) and determine that DER sales are
intrastate wholesale sales and therefore “other sales”
that are subject to state authority.”

The key legal issue is the meaning of the phrase “in
interstate commerce.” FERC’s analysis should start with
the text of the FPA and the parallel Natural Gas Act
(NGA). Both statutes suggests that states have author-
ity over DER energy sales because the energy does not
cross state lines. The Act states explicitly that “electric
energy shall be held to be transmitted iz interstate
commerce if transmitted from a State and consumed at
any point outside thereof.”®” The NGA, which provides
FERC with authority over the transportation of natural
gas “in interstate commerce” similarly defines “inter-
state commerce” literally as transactions involving gas
that traverse state borders.

Courts have likewise understood the word “interstate”
as applied to wholesale power sales. In its first major
FPA decision, the Supreme Court remarked that “[¢]he
primary purpose of . . . the Federal Power Act . . . was
to give a federal agency power to regulate the sale of
electric energy across state lines.”®" The Seventh Circuit
therefore concluded FERC had jurisdiction over a sale
where there was sufficient evidence “to show that ouz-
of-state energy reached . . . wholesale customers.”** The
Eighth Circuit similarly affirmed FERC's jurisdiction
in another case where there was “substantial evidence
in support of the finding that interstate energy was
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supplied.

Under the Natural Gas Act, the Supreme Court has
stated that its decisions “make the sale of gas which
crosses a state line at any stage of its movement from
wellhead to ultimate consumption ‘in interstate
commerce’ within the meaning of the Act.”** Applying
this test, a federal appeals court understood that the
threshold jurisdictional “question is whether the gas is
transported in interstate commerce.”® When there was
“no question that the gas had been physically transpors-
»66

ed interstate,”° the service could only escape FERC
jurisdiction if it was provided to consumers and was

not for resale.

The Supreme Court ultimately rejected the need for
such “case-by-case analysis” to determine FERC’s
authority over wholesale sales, and concluded that the
FPA makes FERC’s jurisdiction “plenary [] extending

b See Frank R. Lindh and Thomas W. Bone, State Jurisdiction over Distributed Generators, 34 ENErGY L.J. 499 (2013) for a more detailed

legal argument.



it to all wholesale sales in interstate commerce.”®’ The

Court did not define interstate commerce, but the facts
of that case suggest a literal meaning. The sale at issue,
which the Court held was subject to FERC’s regula-
tion, was by a California utility to a California mu-
nicipality and included energy generated out-of-state
and transmitted into California. This understanding

of “interstate commerce” is consistent with numerous
prior decisions holding that any amount of interstate
energy imbues the sale with an “essential interstate
character.”®®

DER energy transfers do not include out-of-state ener-
gy and therefore do not fit neatly on either side of the
“bright line” that the Court drew in that case. Howev-
er, an earlier jurisdictional test that the Court applied
to electric transmission supports state authority over
DER sales. The Court held that FERC’s “initial juris-
diction determination ‘was to follow the flow of electric
energy,” but that this “engineering and scientific test”
is superseded by a “legalistic or governmental test.”"’
Applying this test, states have jurisdiction over DER
energy sales because the energy is sold and consumed
within a single state.

If DER-generated energy does flow from a distribu-
tion grid to the “vast pool of energy that is constantly
moving in interstate commerce””" on the transmission
network, FERC should disclaim jurisdiction under the
“governmental test” that it currently applies to net-me-
tered transfers. FERC’s blanket exemption for net-me-
tered sales does not consider the rare case where an
injection from a DER contributes to a flow of power
on the transmission network. Applying this exemption
to 2/l DER energy sales is consistent with this approach
and avoids the case-by-case analysis that the Court has
rejected.

There is no legal basis for concluding that such “com-
mingling””! of DER-generated energy with out-of-state
energy necessarily places all DER energy sales under
FERC'’s authority. Nor does the unbroken electrical
path between the DER and the FERC-jurisdictional
interstate transmission network place the energy injec-
tion under FERC’s authority. The Supreme Court has
explicitly declined to weigh in on FERC’s theory that it
has jurisdiction over transmission facilities based on the
“electromagnetic unity” that pervades the entire electric
power system.”” FERC therefore is not compelled to
apply it to DER energy sales. Moreover, extending that
theory from transmission facilities to wholesale sales
would require FERC to regulate every energy injection,
an approach that it has rejected on numerous occa-
sions, including in its net metering orders and recent

energy storage rule.

The fact that a DER energy sale may be “intended for
interstate commerce”” because the energy might ulti-
mately be resold by the local buyer to an out-of-state
entity does not give FERC jurisdiction over the initial
sale. The Supreme Court has held that such intent
may be relevant in assessing whether Congress has
authority under the Commerce Clause to regulate the
transaction. Here, the relevant question is not whether
Congtess has the power to regulate DER sales — sure-
ly it does™ — but rather whether Congress actually
provided that power to FERC in the FPA. In specifying
that FERC has jurisdiction only over wholesale sales
“in interstate commerce,” Congress preserved state au-
thority over sales that are essentially local in character,
including intrastate wholesale sales.

Even if FERC could conclude that DER sales are with-
in the meaning of the phrase “interstate commerce,”
FERC can decline to assert jurisdiction over those
transactions. In a decision about a FERC order that en-
abled the creation of RTO markets, the Supreme Court
held that FERC “had discretion to decline to assert []
jurisdiction [over certain transactions], in part because

of the complicated nature of the jurisdictional issues.””

The Court concluded that FERC had made a “statuto-
rily permissible policy choice” to limit the scope of its

authority, even though it arguably could have asserted
jurisdiction over certain state-regulated transactions.

That principle applies with equal force here.

A determination by FERC that energy sales by DERs
to in-state buyers are “other sales” under the FPA, and
not wholesale sales in interstate commerce, would meet
the Supreme Court’s test for a change of agency policy.
Most importantly, FERC’s interpretation would be
“permissible under the statute,” as discussed. FERC
might conclude that the proliferation of DERs provides
a “good reason” for changing its policy. The FPA,
largely unchanged since it was enacted in 1935, did not
contemplate that millions of small resources injecting
energy into utility-owned distribution grids might be
subject to federal regulation. Another “good reason” for
a policy change is to remedy FERC’s disparate treat-
ment of energy sales based on DER technology and
whether there is a net export, as described above.

Creating a Unified DER Market

FERC’s disclaimer of jurisdiction over DER energy
sales will allow states to regulate all DER sales to local
utilities or aggregators, regardless of the technology
or service. State jurisdiction over sales to local buyers
would not prevent a DER from selling directly to

an RTO, if the resource meets the RTO’s eligibility




requirements. The identity of the purchaser would
determine whether or not the sale is “in interstate com-
merce” and subject to FERC’s authority or “any other
sale” and thus regulated by a state.

While FERC might prefer to instead preempt state
DER programs, rather than disclaim jurisdiction (see
below addressing legal and practical challenges of
preemption), doing so could not enable the creation
of a unified DER framework for at least two reasons.
First, FERC cannot eviscerate state authority under
PURPA to set rates for energy sales from DERs. Thus,
regardless of whether currently net-metered resources
remain under state retail authority, may will continue
to receive state-set rates.

Second, even if FERC could claim jurisdiction over all

allow states to choose between DER development
models. For example, states might separate values that
are not compensable in RTO markets, such as avoided
pollution and operational benefits to the distribution
grid and require utilities to pay for those attributes
while allowing DERs to sell energy, capacity and
reserves to competing DER aggregators. Alternatively,
a state whose utilities do not participate in an RTO
might require utilities to purchase all DER products.

Model 2 is compatible with emerging state efforts to
create market platforms that accept offers from DERs
to provide energy and services and resell the aggregated
products to the RTO. New York regulators, for exam-
ple, envision utilities acting as “Distribution System
Platforms” that will operate “retail DER markets” and
“facilitate retail interactions with the wholesale mar-
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Model 1: Utility-Centric

DER energy sales, it cannot regulate demand response
sales to a non-RTO. As FERC determined in one of its
demand response orders, energy and demand response
“can have the same effect of balancing supply and
demand at the margin.””® This equivalency motivated
FERC'’s decisions to require RTOs to accept bids from
demand response providers and pay those resources the
same rate as generation under certain circumstances.
FERC’s preemption of net metering would recreate the
same discontinuity that once existed at the wholesale
market, but FERC would be powerless to provide any
remedy.

Disclaiming jurisdiction over DER energy sales would

Model 2: Aggreqation-RTO

kets.””” While the concept still needs to be fleshed out,
FERC's disclaimer of jurisdiction over DER energy
sales would remove a legal obstacle to state supervision
of this developing market model.

Can FERC Preempt State Net Metering Programs?
FERC might argue that preemption of state-regulated
net metering tariffs is an inevitable result of its juris-
diction over all energy injections. Doing so, however,
would be challenging to implement and legally ques-
tionable.

As discussed, FERC has long argued that it has

jurisdiction over energy injections, regardless of the




generator’s location. Most recently, in the storage rule
FERC asserted that there is no jurisdictional distinc-
tion between front-of-the-meter and behind-the-meter
sales. FERC could argue that the practice of retail
netting impermissibly transforms a jurisdictional sale
into a state-regulated billing practice. In claiming
jurisdiction over currently net metered energy transfers,
FERC would argue that it is restoring its authority over
transactions that should have always been subject to its
ratemaking powers.

To rationalize this jurisdictional switch, FERC might
claim that its prior understanding of net metering as a
method of measuring retail sales was premised on the
metering technology available at the time. FERC ex-
plained in 2004 that the retail meter “runs backwards”
when the ratepayer produces more energy than she
consumes. Today, distributed generation systems are
typically capable of measuring their instantaneous pro-
duction. This advance might provide a “good reason”
for a policy change.

As a practical matter, most net-metered resources are
QFs and could continue to receive state-regulated

rates for sales to the local utility. FERC’s assertion of
jurisdiction over sales from DERs would effectively end
state net metering programs as a legal matter, but states
could still set rates pursuant to PURPA for the vast
majority of currently net metered resources. Whether
those rates would approximate currently available net
metered rates would depend on each state’s implemen-
tation of PURPA.

Although the transition from state-regulated net
metering to state-set PURPA rates might leave prices
unchanged, it could add to FERC’s workload. QFs and
utilities can file complaints at FERC about contract
formation, interconnection, pricing, and other disputes
about PURPA implementation.”® Explicitly moving
net-metered resources into the PURPA framework
could federalize such disputes that are currently han-
dled by state regulators.

For non-QFs, FERC'’s assertion of jurisdiction would
require FERC to regulate rates of previously net-me-
tered transfers under the FPA. It is not clear how FERC
would determine whether the price paid to a small-
scale behind-the-meter resource is “just and reason-
able.” Historically, FERC applied cost-of-service princi-
ples, equating the rate to the seller’s costs of generating
the energy plus a rate of return. Establishing cost-based
rates for small-scale resources would be infeasible.

FERC also allows for negotiated rates but requires sell-
ers to apply for market-based rate authority. Processing
thousands of applications from small-scale batteries and
other resources would be impossibly burdensome, and
FERC has said that it has no authority to exempt a re-
source that is not a QF Moreover, until FERC finalizes
its DER aggregation proposal, there is no “market” for
DER energy. In regions without an RTO, the utility
would likely be the only potential buyer.

FERC’s preemption of state net metering programs
would undoubtedly be opposed by states, DER devel-
opers, and others. These opponents might deploy at
least three arguments in defense of FERC’s current ap-
proach, in addition to the argument that DER energy
transfers are “other sales” under the FPA.

First, the D.C. Circuit issued two decisions about tra-
ditional generators that are consistent with FERC’s net
metering approach. At issue in those cases was whether
FERC could determine the formula for netting power
consumed by generators (so called “station power”)
against the generator’s production. FERC had conclud-
ed that when a generator produces more power than it
consumes over a given interval, there is no retail sale.
Reviewing that order, the court questioned “why FERC
is empowered to conclude that a retail sale has not tak-
en place unless it can claim the transaction is, instead, a
wholesale sale or a transmission. . . . Unless a transac-
tion falls within FERC’s wholesale or transmission au-
thority, it doesn’t matter how FERC characterizes it.””’

The court remanded to FERC, which subsequently de-
termined that it did not have jurisdiction to determine
when the provision of station power constitutes a retail
sale. FERC stated that it would continue to determine
the amount of station power that is transmitted on

the interstate transmission grid but that states have
exclusive authority over the amount of station power
that is sold at retail to the generator.*® The D.C. Circuit
affirmed FERC’s order.®!

Explicitly moving net-metered
resources into the PURPA

framework could federalize
disputes that are currently
handled by state regulators.




With regard to both net metering and station power,

FERC is not dictating to states whether a retail energy
sale has occurred or how to measure retail energy sales.
With both policies, FERC is simply declining to assert
jurisdiction over an energy sale, leaving states with
authority to determine the quantity of retail sales.®?

Second, opponents of FERC preemption of net meter-
ing could argue that net metering is part of state-regu-
lated “bundled” retail service and therefore beyond its
jurisdiction. FERC’s Order No. 888, which facilitated
the creation of competitive wholesale power markets,
includes the essential elements of the argument. In that
order, FERC required udilities to “unbundle” whole-
sale service by stating separate rates for generation and
transmission, and to provide equal transmission service
to all customers. Recognizing that some states intend-
ed to allow non-utilities to sell energy to consumers,
FERC imposed the same open-access requirement on
retail transmissions that a state chose to unbundle.
However, FERC declined to require states to unbundle
retail transactions and did not impose any requirements
on retail sales that bundle energy and transmission.®

FERC explained that because the FPA provides it with
jurisdiction over all transmissions but only over whole-
sale sales, when a state separates retail transmission
service from retail energy sales FERC has jurisdiction
over the transmission service while states have authority
over the energy sale.® It therefore had clear authority
over the unbundled retail transmission. The Supreme
Court upheld FERC’s approach but declined to decide
whether FERC has authority to mandate unbundling
of retail products.

This distinction between unbundled and bundled sales
is relevant to net metering. In requiring utilities to offer
net metering, states are creating a bundled retail prod-
uct. To preempt net metering, FERC would argue that
it has authority to mandate unbundling and reclassify
utility offtake service as a wholesale sale. The Court’s
decision does not foreclose this argument, but it does
suggest that a service so closely tied to retail energy

sales might be beyond FERC’s reach.

Third, opponents could point to a provision in the
Energy Policy Act of 2005 that requires state regulators
to consider adopting net metering regulations.® The
provision reflects Congress’s understanding that states
—and not FERC - have authority over net-metered
energy transfers.

FERC’s Enduring Influence Over DER Deployment

Even if FERC does disclaim jurisdiction over DER
energy sales to local buyers, FERC will retain influence
over DER deployment. This section discusses two
aspects of FERC’s regulation of transmission service

or wholesale markets that intersect with DER deploy-
ment.

Transmission Planning

FERC requires utilities to engage in regional transmis-
sion planning that must adhere to specified planning
principles. In the planning process, utilities must
consider technologies that can replace or delay the need
for new transmission, such as DERs, “on a comparable
basis” to transmission expansion.®* FERC chose not to
mandate a set of technologies that must be considered
or how these non-transmission alternatives should be
measured against proposed transmission solutions,
leaving implementation to each planning region.®”

FERC’s 2011 order marks a noteworthy, but limited,
assertion of jurisdiction. For the first time, there are
federally regulated forums that must evaluate deploy-
ment of DERs or other technologies that can displace
transmission. However, FERC’s current rules and the
nature of transmission planning are “unlikely to result
in selection and implementation of non-transmission
solutions.”® It is possible (although perhaps currently
implausible) that these processes and the participating
utilities might evolve to more seriously consider DERs
as alternatives to transmission.

FERC’s authority over transmission planning does

not provide it with authority to set rates for DERs,
apart from the authorities discussed elsewhere in this
paper. However, when DER technologies, particularly
batteries, are connected to the transmission network,
they may be eligible to receive cost-of-service transmis-
sion rates rather than market-based rates for selling into
energy and ancillary services markets.®’

Importantly, FERC has no authority to site DERs —
or any electric infrastructure. Even if a FERC-regulated
planning process chooses a DER solution, states will
ultimately be responsible for implementation.

RTO Market Rules

Recent rules requiring RTOs to accept bids from DERs
or DER aggregators represent first steps in provid-

ing DERSs with access to wholesale markets. FERC
maintains ongoing oversight responsibilities and must
ensure that RTOs implement the rules in a non-dis-
criminatory manner that does not create unnecessary




barriers to market participation.

That oversight includes reviewing RTO tariff amend-
ments that aim to comply with FERC’s directives and
adjudicating any future complaints filed by market
participants about the rules. As DER technologies
evolve, amendments and new rules may be necessary
to ensure that all DERs that are technically capable of
providing services to the RTO are allowed to do so and
are compensated fairly.

Other RTO rules that are not specifically targeted at
DERs can affect DER deployment. For example, a rule
finalized in 2016 aims to accurately compensate and
incentivize the performance of flexible resources that
can react quickly to changing supply and demand on
the grid.”® By ensuring that flexibility is compensat-

ed fairly for the values it provides to the grid, FERC
improved the economic viability of fast-acting DERs,
such as energy storage and demand response.

The fragmented legal regime governing DER energy
sales prevents the development of a cohesive regula-
tory framework for DERs. Federal law allows FERC

to disclaim jurisdiction over DER energy sales, which
would enable states to bring all DERs under a single
ratemaking regime. FERC should conclude that DER
energy sales are outside the scope of its direct authority
while continuing to invite DERs to participate in RTO
markets through aggregators. This regulatory frame-
work will let states drive DER development and will
ensure that RTO markets can provide a competitive
platform for all resources.

Capacity market rules are also relevant to DER
development. For instance, in 2015 FERC approved
PJM rules requiring that resources paid in the capac-
ity market be available to provide energy or demand
reductions throughout the year or else face penalties.”!
This new requirement effectively disqualified demand
response resources that reduce air conditioner use and
are only available in the summer. As a result, demand
response participation fell by 24% in the first auction
under the new rules, as compared to the previous auc-
tion.”? In 2018, FERC convened a technical conference
to address how so-called seasonal resources might be
able to participate in the market. FERC may ultimately
review a PJM proposal to address the issue or adjudi-
cate a complaint filed by demand response and other
seasonal resource providers arguing that the current
rules are not just and reasonable.
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