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I. INTRODUCTION

On March 24, 2004, the Federal Energy Regulatory Commission (the FERC
or the Commission) issued a declaratory order in response to an application by a
firm called Sound Energy Solutions (SES). The order asserted exclusive juris-
diction over the siting, construction, and operation of a proposed liquefied natu-
ral gas (LNG) importation terminal in the Port of Long Beach, California.! This
controversial decision marked the first occasion in which the Commission
claimed exclusive jurisdiction over aspects of a proposed LNG project that did
not involve the sale for resale or transportation of LNG in interstate commerce.

This article analyzes the legal bases for the FERC’s exercise of jurisdiction
over LNG importation facilities. In the ongoing debate over where the jurisdic-
tional lines should be drawn between the states and the federal government in
this area of regulation, it examines how Commerce Clause jurisprudence factors
into the analysis.

The siting, construction, and operation of LNG import terminals that engage
in wholly intrastate activities have an effect on interstate commerce. However,
the Natural Gas Act (NGA) and prevailing case precedent do not provide for
federal jurisdiction over natural gas import terminals on this basis. Given the in-
creasing demand for natural gas in the United States and industry forecasts pro-
jecting an important future role for LNG in meeting this demand, it is incumbent
upon Congress to enact legislation providing for such jurisdiction to allow for
uniform regulation in this area of national concern.

This article is organized into six parts. A brief introduction to this article
begins in Part I, above. Part II describes what LNG is and why its import mat-
ters to state and federal policy-makers. Part III traces the steps taken by the
FERC in broadening the scope of its jurisdiction over LNG import projects, be-
ginning with the Natural Gas Act of 1938 through the Commission’s recent pro-
nouncement in the Sound Energy Solutions case. In Part IV, the Commerce
Clause is studied in the context of both traditional Commerce Clause cases and
“negative” or “dormant” Commerce Clause cases. Part V demonstrates the sit-
ing, construction, and operation of LNG import terminals that have an effect on
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interstate commerce. It pulls together the Commerce Clause jurisprudence with
the laws at issue in the Sound Energy Solutions debate, including the NGA and
the California Public Utilities Code. Conclusions are set out in Part V1.

This article does not take a position on the central issues currently litigated
in the Sound Energy Solutions case, issues which at press time were on appeal
before the United States Court of Appeals for the Ninth Circuit. In its order de-
nying applications for rehearing of the March 24 order, the Commission stated
that the disputed issues were: “(1) how to distinguish foreign,” interstate, and in-
trastate commerce from one another, “and the jurisdictional implications thereof;
(2) the scope of section 3 and section 7 jurisdiction over LNG import terminals;
and (3) whether the Commission may impose terms and conditions in connection
with LNG imports.”? To place this article in context, a survey of the law in those
areas is included.

The author believes that SES’s proposed facilities, though involving purely
intrastate commerce, ought to be subject to the interstate commerce jurisdiction
under the NGA on the ground that they would affect interstate commerce. The
Commission held that because no interstate commerce would be involved in the
Sound Energy Solutions case, its NGA jurisdiction over interstate commerce un-
der section 7 does not apply. Instead, it found that SES’s proposed facilities are
subject to the Commission’s NGA section 3 foreign commerce jurisdiction.’ As
noted, the focus of the article is whether the Congress may confer on the Com-
mission jurisdiction to regulate the siting, construction, and operation of intra-
state LNG import facilities on the ground that such intrastate activities have an
effect on interstate commerce. It also considers whether the state laws asserted
in Sound Energy Solutions conflict with the dormant Commerce Clause.

The author concludes that the siting, construction, and operation of all LNG
import facilities constitute activities that have an effect on interstate commerce.
Thus, an amendment of the NGA providing for federal jurisdiction over purely
intrastate LNG import facilities may be supported on this basis under the Com-
merce Clause. It is unclear whether the California law at issue in the Sound En-
ergy Solutions case contravenes the dormant Commerce Clause. While the Cali-
fornia law is facially neutral, it may place an impermissible burden on interstate
commerce in the regulation of LNG import facilities. However, fair arguments
can be made that the burden on interstate commerce is outweighed by the bene-
fits to state regulation in this area. This article is written in the context of the
FERC’s ongoing development of a comprehensive policy to foster long-term
LNG import facilities in order to meet the increasing demand placed on this na-
tion’s natural gas supply.

2. Sound Energy Solutions, 107 F.ER.C. § 61,263 at 62,159 (2004). Another matter which will be con-
sidered on review is whether Congress already occupies this field of regulation, requiring federal preemption
under the Supremacy Clause. Discussion on this matter is limited to a brief description of the issue for
completeness.

3. See Border Pipe Line Co. v. FPC, 171 F.2d 149, 150-151 (D.C. Cir. 1948) (providing for separate
NGA sections for jurisdiction under foreign commerce and interstate commerce powers).
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II. WHATIS LNG AND WHY IS IT ATTRACTIVE?

LNG is natural gas that has condensed into liquid form after having been
cooled to a temperature at or below minus 260° F.% In its liquid state, it occupies
a substantially smaller volume of space than its gaseous form, allowing it to be
stored and transported more efficiently than natural gas. When it is warmed,
LNG “regasifies” and is suitable for use in the same manner as conventional
natural gas.> Although LNG has been in commercial use since the 1940s, LNG
imports have, until recently, been low because LNG was too expensive to com-
pete with low-priced domestic natural gas. According to a January 28, 2004,
Congressional Research Service Report for Congress (CRS Report), in 2002
LNG imports accounted for only one percent of total U.S. natural gas consump-
tion. However, owing to rising natural gas prices, current price volatility, and
the possibility of domestic shortages, the demand for LNG imports has sharply
increased.® The CRS Report also speaks of the increase in natural gas demand
owing to environmental concerns relating to other energy sources and the wide-
spread building of natural gas-fired electricity generation.” Because domestic
supply has been unable to keep up with the demand for natural gas, prices have
soared and remain volatile.

LNG has become an attractive alternative to natural gas, and it will consti-
tute an increasing proportion of U.S. natural gas supply. Industry analysts pro-
ject that “[t]otal net [LNG] imports [could] supply 21 percent of total U.S. natu-
ral gas consumption in 2010 (5.5 trillion cubic feet) and 23 percent in 2025 (7.2
trillion cubic feet) . . ..”* Nearly all of the increase in net imports, from 3.5 tril-
lion cubic feet in 2002, is expected to consist of LNG. Currently, there are five
active LNG import terminals in the United States located at: Everett, Massachu-
setts; Lake Charles, Louisiana; Cove Point, Maryland; Elba Island, Georgia; and
Penuelas, Puerto Rico. Several additional projects have been proposed and are
under consideration for approval before federal regulators.

There are safety hazards associated with LNG terminals that create strong
local opposition to new projects. The most serious hazards include explosions,
pool fires, and threats of terrorism.” Most recently, an accident in January 2004
at Algeria’s Skikda LNG terminal killed or injured more than 100 workers. But
while the debate over the safety hazards associated with LNG terminals contin-
ues, it is unlikely that the nation’s interest in LNG as a resource to mitigate the
shortfall in domestic natural gas production will wane.

Demand for natural gas continues to increase. On June 10, 2003, W.J.

4. PAUL W. PARFOMAK & AARON M. FLYNN, CONG. RESEARCH SERV., ORDER CODE RL32205,
LIQUEFIED NATURAL GAS (LNG) IMPORT TERMINALS: SITING, SAFETY AND REGULATION CRS-2 (Jan. 28,
2004), available at http://www urban-renajssance.org/urbanren/publications/LNG.pdf.

5. Id at CRS-2.
6. PARFOMAK & FLYNN, supra note 4, at CRS-2.
7. Id at CRS-3.

8. ENERGY INFO. ADMIN., REASSESSMENT OF LIQUEFIED NATURAL GAS SUPPLY POTENTIAL (2004),
available at http:/fwww.eia.doe.gov/oiaf/archive/aco04/issues 3.html. “[Tlhe [Annual Energy Outlook 2004]
reference case projects that net imports of LNG will exceed net imports of natural gas from Canada by 2015.”
Id.

9. PARFOMAK & FLYNN, supra note 4, at CRS-5-CRS-6.
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“Billy” Tauzin, Chairman of the House Committee on Energy and Commerce,
said in a statement before the full committee that “[n]early 23 percent of [this
country’s] primary energy requirements [are met with] natural gas.”’® Others
testified that the Energy Information Administration expects this figure to in-
crease to fifty-two percent by the year 2025. Also by 2025, total natural gas con-
sumption is expected to increase to thirty-five trillion cubic feet (Tcf).'" How-
ever, domestic gas production is expected to increase at a slower pace than
consumption over the forecast period, rising from 19.5 Tcf in 2001 to 26.4 Tcf in
2025."2 Thus, in order to address natural gas supply concerns, the FERC has
adopted policies that encourage and support LNG import projects. Most re-
cently, in December 2002 the FERC announced in Hackberry LNG Terminal,
LL.C" that it would not require LNG terminals to comply with open access
rules at the point where tankers offload LNG."* In its order, the FERC acknowl-
edged that its previous open access requirements may have had the unintended
effect of deterring investment in new LNG facilities. It found that “the public
interest will be served by allowing the introduction of new imported LNG to
supplement natural gas supplies for our nation’s natural gas markets at competi-
tive prices.”!

III. A SURVEY OF LNG JURISDICTION

A. The Natural Gas Act

In 1972, the Commission (then known as the Federal Power Commission)
determined that LNG is “natural gas,” as the term is defined in section 2(5) of
the NGA.'S It concluded that it has jurisdiction over LNG to the same extent that
it has jurisdiction over the sale and movement of other natural gas. Section 1 of
the NGA sets out the scope of federal jurisdiction over the natural gas industry:

The provisions of this chapter shall apply to the transportation of natural gas in in-
terstate commerce, to the sale in interstate commerce of natural gas for resale for ul-
timate public consumption for domestic, commercial, industrial, or any other use,
and to natural-gas companies engaged in such transportation or sale, but shall not
apply to any other transportation or sale of natural gas or to the local distribution of
natural gas or to the 1f7‘acilities used for such distribution or to the production or gath-
ering of natural gas.

10.  Natural Gas Supply and Demand Issues: Hearing Before the House Comm. on Energy and Com-
merce, 108th Cong. 1 (2003) (opening statement of Chairman Tauzin), available at
http://energycommerce.house.gov/108/action/108-26.pdf.

11.  Id. at 18 (prepared statement of Guy F. Caruso, Adm’r, Energy Info. Admin., Dep’t of Energy).

12. Natural Gas Supply and Demand Issues: Hearing Before the House Comm. on Energy and Com-
merce, 108th Cong. 18 (2003) (prepared statement of Guy F. Caruso, Adm’r, Energy Info. Admin., Dep’t of
Energy).

13.  Hackberry LNG Terminal, L.L.C., 101 F.ER.C. {61,294 (2002).

14.  Id at 62,180.

15. 101 F.ER.C. 961,294 at 62,176.

16.  Distrigas Corp., 47 F.P.C. 752, 755-756 (1972). See also Natural Gas Act of 1938, 15 U.S.C. §
717a(5) (2000) (*““Natural gas’ means either natural gas unmixed, or any mixture of natural and artificial gas.”).

17.  Natural Gas Act of 1938 § 1, 15 U.S.C. § 717(b)(2000).
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A “‘natural-gas company’” is defined in section 2(6) of the NGA as “a per-
son engaged in the transportation of natural gas in interstate commerce, or the
sale in interstate commerce of such gas for resale.”'® “‘Interstate commerce’” is
defined in the act under section 2(7) as “commerce between any point in a State
and any point outside thereof, or between points within the same State but
through any place outside thereof, but only insofar as such commerce takes place
within the United States.”"®

In Panhandle Eastern Pipe Line Co. v. P.S.C. of Indiana, the United States
Supreme Court ruled that statutory exemption of “any other transportation or sale
of natural gas,” includes intrastate transportation and direct retail sales, and local
distribution of gas, which are subject to state regulation”® Thus, the FERC’s ju-
risdiction is limited to: the sale of natural gas in interstate commerce for resale;
the transportation of natural gas in interstate commerce; and “natural-gas compa-
nies” which are engaged in one or both of the first two activities.”'

In 1954, Congress amended the NGA to carve out an exception to the
FERC’s plenary authority over natural gas companies that engage in the sale of
natural gas interstate for resale or interstate gas transportation. Section 1(c) of
the NGA was added to exempt “Hinshaw pipelines” from the Commission’s ju-
risdiction, subjecting those entities instead to regulation by a state commission.”
A Hinshaw pipeline is a natural gas pipeline that receives all of its out-of-state
gas from facilities that are

within or at the boundary of a State if all the natural gas so received is ultimately
consumed within such State, or to any facilities used by such person for such trans-

portation or sale, provided that the rates and2§ervice of such person and facilities be
subject to regulation by a State commission.

The Act states that such matters are “primarily of local concern.””* However,
Hinshaw pipelines “can . .. come under FERC authority when [they] engage in
activities that go beyond the intrastate transport of gas.”® In limited circum-
stances, a Hinshaw pipeline can engage in activities that would otherwise subject
it to comzprehensive FERC jurisdiction while maintaining its status as a Hinshaw
pipeline.”®

The import and export of natural gas is regulated under section 3 of the
NGA, enacted June 23, 1938. Section 3 provides, in part, that:

[N]o person shall export . . . or import any natural gas from a foreign country with-

out first having secured an order of the Commission authorizing it to do so. The
Commission shall issue such order upon application, unless, after opportunity for

18. Natural Gas Act of 1938 § 2(6), 15 U.S.C. § 717a(6) (2000).

19. Natural Gas Act of 1938 § 2(7), 15 U.S.C. § 717a(7) (2000).

20. DAVID J. MUCHOW & WILLIAM A. MOGEL, ENERGY LAW AND TRANSACTIONS § 83.01 at 1 (2004)
(citing Panhandle E. Pipe Line Co. v. Pub. Serv. Comm’n, 332 U.S. 507, 516 (1947)).

21. Panhandle E. Pipe Line Co., 332 U.S. 507. See also Distrigas, 47 F.P.C. 1465 (1972).

22. Natural Gas Act of 1938 § 1(c), 15 U.S.C. § 717(c) (2000).

23. Id

24. 15US.C. § 717(c) (2000).

25. Consumers Energy Co. v. FERC, 226 F.3d 777, 779 (2000) (alteration in original) (quoting Pub.
Utils. Comm’n of Cal. v. FERC, 143 F.3d 610, 615 (D.C. Cir. 1998)).

26. Id.at779.
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hearing, it finds that the proposed exportation or importation will not be consistent
with the public interest. The Commission may by its order grant such application,
in whole or in part, with such modification and upon such terms and conditions as
the Commission may find necessary or appropriate, and may from time to time, af-
ter opportunity for hearing, and for good cause shown, ma%(e such supplemental or-
der in the premises as it may find necessary or appropriate.

Thus, the Commission’s authority over LNG importation under section 3 of
the NGA includes the authority to impose terms and conditions as necessary and
appropriate to ensure that the proposal is in the public interest. Additionally, un-
der section 7 of the NGA a natural gas company is required to obtain from the
Commission a Certificate of Public Convenience and Necessity (CPCN) before it
may construct, acquire, or operate any facilities used in the sale or transportation
of natural gas subject to the Commission’s jurisdiction.”® In 1947, the Commis-
sion claimed it had exclusive jurisdiction to authorize the construction and opera-
tion of proposed natural gas importation and exportation facilities in the Border
Pipe Line case.

B. Border Pipe Line Co.

In Border Pipe Line Co. v. Federal Power Commission (Border Pipe Line),
Border Pipe Line filed an application on February 11, 1942, for a CPCN pursu-
ant to section 7°° of the NGA.* It sought authorization to construct and operate
natural gas facilities located wholly within the State of Texas, for the transporta-
tion of natural gas to a point near the Rio Grande River, where the applicant
would sell the natural gas to a company in Mexico.! The Commission author-
ized the applicant, pursuant to section 3 of the NGA, to export natural gas from
the United States to Mexico. A presidential permit was also issued to the appli-
cant, authorizing the construction, operation, maintenance, and connection of the
facilities to be located at the United States’ border with Mexico.>

On February 13, 1947, the Commission issued a CPCN finding that the ap-
plicant, by virtue of its operations described above, would be engaged in the
transportation of natural gas in interstate commerce within the meaning of that
term as used in the NGA. The Commission ruled that the applicant would be a
“natural-gas company” within the meaning of the Act, and that because its facili-
ties were used for interstate commerce, as defined in the Act, it would be subject
to all the federal regulatory provisions applicable to “natural-gas companies” un-
der the NGA, including the requirements of section 7.

27. Natural Gas Act of 1938 § 3, 15 U.S.C. § 717b(a) (2000).

28. Natural Gas Act of 1938 § 7, 15 U.S.C. § 717f(c)(1)(A) (2000).

29.  Section 7 of the NGA provides in relevant part that:

(c)(1)(A) No natural-gas company . . . shall engage in the transportation or sale of natural gas, subject
to the jurisdiction of the Commission, . . . unless there is in force with respect to such natural-gas
company a certificate of public convenience and necessity issued by the Commission authorizing
such acts or operations. . . .

15 U.S.C. § 7T17f(c)(1)(A).

30.  Border Pipe Line Co., 8 F.P.C. 773 (1949).

3. M

32. Border Pipe Line Co., 8 F.P.C. 773.
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On appeal the United States Court of Appeals for the District of Columbia
Circuit set aside the FERC’s order, noting that the operation at issue was wholly
local, and that it was only because of the applicant’s “sales for foreign commerce
that the Commission [sought] to control all of its activities.”® The court held
that “interstate commerce” and “foreign commerce” have always been distinct
ideas, and that “‘[i]nterstate commerce’ does not include foreign commerce,
unless Congress by definition for purposes of a particular statute includes them
both in the single expression.”* The court observed that Congress has fre-
quently done so and held that Congress is perfectly familiar with those distinct
concepts. The court stated that Congress’ use of those terms is informed, delib-
erate, and ought to be observed.”

The court turned to the legislative history of the NGA to resolve the dispute.
It found that foreign commerce was specifically included in the original bill that
served as the foundation for the final enactment of the NGA, with one title, “‘or
from or to any place in the United States to or from a foreign country’” included
in a section that defined the applicability of that part of the proposed Act.*®
However, that title was omitted in the final enactment. The court interpreted “in-
terstate commerce” not to include foreign commerce, stating “[w]e cannot write
into an act of Congress a provision which Congress affirmatively omitted.”” The
court ruled that the Commission inappropriately sought to control all of Border
Pipe Line’s operations on the basis that its sales were for foreign commerce. The
court reasoned that because Border Pipe Line’s operations did not include trans-
portation of natural gas in interstate commerce, or wholesale sales of natural gas
in interstate commerce, its operations were wholly local and were not subject to
the Commission’s jurisdiction under the NGA.

C. Distrigas

The Commission did not extensively address the issue of jurisdiction over
import and export activities again until 1972. In Distrigas Corp. (Distrigas or
Opinion No. 613), Distrigas had apglied for authorization under section 3 of the
NGA to import LNG from Algeria.”® This case brought before the Commission
the first occasion on which a U.S. company prog)osed to import large quantities
of foreign LNG for an extended period of time.”® Distrigas sought authority to
import from Algeria up to six shiploads (later increased to fourteen shiploads) of
LNG annually for a term of twenty years.** The proposal would have enabled
Distrigas to offer its customers peak-shaving services."! The LNG was to be de-
livered by ship to Distrigas at facilities that it would construct in Everett, Massa-
chusetts and Staten Island, New York. Distrigas would have taken title to the

33.  Border Pipe Line Co. v. FPC, 171 F.2d 149, 151 (1948).

34, Id at 150.
35.  Border Pipe Line Co., 171 F.2d at 151.
36. Id.

37.  Border Pipe Line Co., 171 F.2d at 152.

38.  Distrigas Corp., 47 F.P.C. 752,754 (1972).
39. Id at760.

40. 47F.P.C.at754.

41. Id. at755.
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LNG at the ship’s flange at the point of delivery in the United States.*

In Distrigas, the Commission concluded that it has jurisdiction over LNG to
the same extent that it has over the sale and movement of other natural gas.® It
also held that Distrigas’ proposed activity was akin to that of a producer or gath-
erer of natural gas and its sales in interstate commerce of natural gas for resale
were subject to Commission regulation.* Thus, to the extent Distrigas proposed
to sell natural gas in interstate commerce for resale, it was a “natural-gas com-
pany.”*

The Commission asserted that the importation or exportation of natural gas
is within its jurisdiction under section 3 of the Act.*® Citing to the Border case,
however the Commission stated that importation or exportation of natural gas is
not transportation or sale in interstate commerce under the NGA.*’ In this case,
the Commission held that foreign commerce ceased when the LNG and title
thereto were delivered to the Distrigas facilities in Massachusetts and New
York.® For the purposes of its import and export activities and its intrastate
sales and operations, the Commission concluded that Distrigas was not a natural-
gas company under the Act and was not subject to those requirements of the Act
that applied to natural-gas companies.* Under its “producer or gatherer” inter-
pretation of Distrigas’ activities, the FERC concluded that Distrigas’ transport or
sales of LNG that were solely intrastate were outside of the Commission’s juris-
diction and did not require a certificate under section 7 of the NGA.*

The Commission concluded that Distrigas’ proposed importation was in the
public interest and granted its application under section 3. The Commission
also noted that under section 3 of the NGA, after approval of an application to
import LNG, the FERC “may from time to time, after opportunity for hearing,
and for good cause shown, make such supplemental order in the premises as it
may find necessary or appropriate.”*!

The Commission stated “our decision to leave . . . purely intrastate activities
outside our jurisdiction allows the Commission maximum discretion in discharg-
ing, over the long term, its responsibility to assure interstate customers adequate
supplies of gas at the lowest reasonable price.”> Noting the severity of the gas
shortage at that time, and holding a pessimistic outlook for the future state of
domestic gas reserves, the Commission underscored its intent to create a policy

42. 47F.P.C.at754.

43. Id. at 755-756.

44. Distrigas Corp., 47 F.P.C. 752,756 (1972).

45. Id. at 755.

46. 47 F.P.C. at 758. The Commission asserted that it could, under section 3 of the NGA, take jurisdic-
tion at the ship’s flange at the point of delivery in the United States as the “terms and conditions” for authoriz-
ing the import of LNG, but elected not to do so. Id. at 760-761.

47. 47F.P.C.765.

48. Id. at 756.
49.  Distrigas Corp., 47 F.P.C. 752, 756 (1972).
50. Id at756.

51. 47FP.C. at765.
52. Id. at763.
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aimed at mitigating the seriousness of the natural gas shortage. Although it de-
scribed the timely development of this country’s domestic resource base “of ut-
most importance,” the Commission noted that “we must allow and even encour-
age ... the development of new and s ?plemental supplies of natural gas,
1nclud1ng the importation of foreign LNG.”

In Distrigas, the Commission stated that its opinion would provide the
needed encouragement, serving to invite venture capital into the development of
LNG import projects, “so long as there is a shortage of natural gas or so long as
they are competitive with other supplies of natural gas or alternative fossil fu-
els....”* However, the Commission emphasized that the gas supply picture
could change, and “if at any time more attractive supply sources for the interstate
market become available, the terms upon which imported LNG will be author-
ized for the interstate market may be adjusted accordingly.” The Commission
noted that the Distrigas case represented only the first step in the development of
a comprehensive Commission policy on long-term imports of LNG.>®

The Commission chairman and one commissioner dissented from the ma-
jority’s decision, arguing that under section 3 of the NGA, the public interest
could adequately be served only if the Commission exercised complete jurisdic-
tion over all of Distrigas’ proposed operations. As a policy matter, the dissent
argued that if the Commission did not assert comprehensive jurisdiction over the
importation of LNG, a regulatory gap would be created, placing “an impossible
burden on [the] state regulatory commissions.””’ In addition, the dissent argued
that Dlstrlgas operations constituted “interstate commerce” as the term is de-
fined in the NGA, which included “commerce between any point in a state and
any point outside thereof ....”® According to the dissent, because the LNG
first enters the United States from extraterritorial waters and then enters the state
of importation (i.e. New York or Massachusetts), the LNG is in interstate com-
merce. “Thus, the importation of natural gas and its subsequent intrastate sale
requires a certificate under Section 7, inasmuch as ‘interstate commerce’ con-
templates ‘foreign commerce.””” The dissent further argued that to the extent
the Border decision held that “foreign commerce” is not “interstate commerce,”
that decision was is in error.’

After Opinion No. 613 was issued, Distrigas proceeded to construct its LNG
facilities in Massachusetts and New York. The company applied to the Commis-
sion for section 3 authorization to import additional quantities of natural gas, and
also sought section 7 certification of interstate sales of gas imported under Opin-
ion No. 613. Since the issuance of Opinion No. 613, the makeup of the Com-
mission had changed (two members having resigned and not been replaced), and

53. 47F.P.C. at763.

54. Id. at764.
55. Distrigas Corp.,47 F.P.C. 752,764 (1972).
56. Id. at760.

57. 47F.P.C.at780.
58. Id at779-780.
59. 47F.P.C. at780.
60. Id. at783.
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the two dissenting members in Distrigas were now part of the majority." In re-
sponse to Distrigas’ applications, the new Commission issued an order holding
that section 7 certification was required for all of Distrigas’ facilities and direct-
ing Distrigas to submit the appropriate applications.®> The Commission reasoned
that although in its original application Distrigas sought to engage in primarily
intrastate commerce, its new applications proposed new and increased sales out-
side the states of importation, and consequently its facilities in New York and
Massachusetts would be used for the sale and transportation of natural gas in in-
terstate commerce.® ‘

Distrigas challenged the Commission’s order on.appeal, arguing that the
FERC'’s attempt under section 3 to apply section 7 certification requirements to
the facilities that Distrigas had proposed to utilize to receive, store, and distribute
LNG for sales in both interstate and intrastate commerce contravened the Border
decision.*® The issue was whether the Border holding barred the Commission
from requiring section 7 certification of Distrigas’ facilities. The Commission
argued that the statutory language and legislative history of the NGA were too
ambiguous to make conclusive determinations regarding the extent to which the
regulatory scheme applicable to interstate commerce was intended to also apply
to foreign commerce.”’ Alternatively, if the Border case could not be distin-
guished, the Commission argued Border should be overruled on the basis that
comprehensive regulation over LNG importation is required to protect consum-
ers. The states, the Commission argued, cannot be trusted with the responsibility
to exercise the necessary regulatory authority.

The court declined to overrule the Border case. It concluded that although
the language and legislative history of the Act are not unambiguous, Congress
had had fourteen subsequent opportunities to enact legislation overruling the
court’s Border construction of the NGA but refused to do s0.** The court
pointed out that in 1953 Congress amended the Federal Power Act (FPA) to in-
clude the Border interpretation, thereby implicitly approving it.*” Finally, the
Court clarified that if it believed the Border interpretation of the NGA would
create the regulatory gap described by the Commission, then it would reconsider
the Border holding. Noting that the FERC’s regulatory authority is “broadly
complementary to that reserved to the States, so that there would be no ‘gaps’ for
private interests to subvert the public welfare[,]” the Court was not convinced

61. Distrigas Corp. v. FPC, 495 F.2d 1057, 1061 (1974).

62. Distrigas Corp., 49 F.P.C. 1145 (1973).

63. See Distrigas Corp., 495 F.2d at 1061. However, in its application for rehearing, Distrigas argued
that it planned no material change in its proportion of interstate to intrastate sales. Thus, Distrigas claimed that
the Commission failed to supply a rational or factual basis to support its conclusion regarding jurisdiction. Dis-
trigas’ petition for rehearing was denied.

64. Id. at 1057. Distrigas also contended that because the FPC disclaimed jurisdiction over the facilities
when it originally granted Distrigas its application for authorization to import natural gas, it was barred from
exercising such jurisdiction now. Distrigas Corp., 495 F.2d at 1058.

65. Id. at 1062.

66. Distrigas Corp., 495 F.2d at 1063.

67. Id.
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that a regulatory gap would be created or that the consumers’ interests would be
threatened if the Border decision were allowed to stand.®®

The court further reasoned that the Commission’s authority over imports of
natural gas under section 3 of the NGA is elastic. The Commission may author-
ize impo.ts subject to no conditions, it may deny import authorization altogether,
or it may grant an application for import authorization subject to “terms and con-
ditions” that the Commission finds “necessary or appropriate” to serve the public
interest.** The court concluded:

[Whhile imports of natural gas are a useful source of supply, their potentially detri-

mental effect on domestic commerce can be avoided and the interest of consumers

protected only if. .. the Commission exercises with respect to them the same de-

tailed regul%ory authority that it exercises with respect to interstate commerce in
natural gas.

The court concluded that it was within the Commission’s power, in acting
under section 3, to impose the equivalent of section 7 certification requirements
on imports of natural gas, both as to the facilities and as to interstate and intra-
state sales.”’ It added that “Section 3 supplies the Commission not only with the
power necessary to prevent gaps in regulation, but also with flexibility in exer-
cising that power . . ..”"* It held that the Commission had jurisdiction under the
NGA to issue the challenged order directed to Distrigas, and that its exercise of
this authority was not precluded by the Commission’s previous disclaimer of ju-
risdiction in Opinion No. 613.”

D. Regulatory Reform

In 1977, the regulatory functions of section 3 of the NGA were transferred
from the Commission to the Secretary of Energy under section 301(b) of the De-
partment of Energy (DOE) Organization Act.”* In 1984, the Secretary of Energy
delegated to the Commission the authority to approve or disaspprove the siting,
construction, and operation of facilities subject to the NGA.”” The FERC also
regulates the construction of new domestic facilities related to the import and
export of natural gas. The DOE retained the authority to authorize the importa-
tion of natural gas.”® Thus, the DOE authorizes the import and export of gas, and
the Commission regulates the siting and construction of facilities used for im-

68. Distrigas Corp. v. FPC, 495 F.2d 1057, 1064 (1974) (footnote omitted).

69. Id
70. Distrigas Corp., 495 F.2d at 1064.
1. Id

72. Distrigas Corp., 495 F.2d at 1064.

73.  Id. at 1059. However, the court remanded the case to the FPC for further proceedings as a prerequi-
site to its imposition of section 7 requirements. .

74. Department of Energy Organization Act § 301(b), Pub. L. No. 98-91 (1983), 42 U.S.C. § 7101
(2000).

75.  Delegation Order No. 0204-112, Delegation Order No. 0204-112 to the Federal Energy Regulatory
Commission, FER.C. STATS. & REGS. {9913 (1984), 49 Fed. Reg. 6684, rescinded by Delegation Order No.
00-04.000, Delegation Order No. 00-04.000 to the Federal Energy Regulatory Commission, F.E.R.C. STATS. &
REGS. 19918 (2001), 67 Fed. Reg. 8946 (2002) (reissuing authorities contained in previous delegation orders).

76.  Delegation Order No. 00-04.000, Delegation Order No. 00-04.000 to the Federal Energy Regulatory
Commission, F.ER.C. STATS. & REGS. §9918 (2001), 67 Fed. Reg. 8946 (2002).
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ports and exports and has authority to approve or disapprove the place of entry
for imports and place of exit for exports.

On May 28, 1997, the Commission issued Order No. 595, which updated
and revised the FERC’s regulations governing the filing of applications under
section 3 of the NGA.” This was the first time that these regulations were sig-
nificantly revised since the Commission’s predecessor, the Federal Power Com-
mission, had recodified them in 1947.” The regulations in Order No. 595 were
revised to reflect changes to the Commission’s authority made pursuant to the
DOE’s delegation orders and other intervening legislation that took effect since
the NGA was enacted in 1938. :

In 1992, Congress passed the Energy Policy Act (EPA), adding subsections
(b) and (c) to section 3 of the NGA. Subsection (b) provides that:

With respect to natural gas which is imported into the United States from a nation

with which there is in effect a free trade agreement requiring national treatment for
trade in natural gas, and with respect to [LNG]

(1) the importation of such natural gas shall be treated as a “first sale” within the
meaning of section 3301(21) of this title; and

(2) the Commission shall not, on the basis of national origin, treat any such im-
portec% (}1atural gas on an unjust, unreasonable, unduly discriminatory, or preferential
basis.

Subsection (c) provides, in part, that the importation of gas referred to in
subsection (b) or the exportation of gas to a nation with which there is in effect a
free trade agreement “shall be deemed to be consistent with the public interest,
and applications for such importation or exportation shall be granted without
modification or delay.”® This amendment would serve as the basis for question-
ing the Commission’s authority in Dynegy to regulate importation terminals.

E. Dynegy

In 2001, for the first time, the Commission’s jurisdiction over LNG im-
port/export facilities was challenged. The challenge was made in Dynegy LNG
Production Terminal L.P. (Dynegy).®* 1In a petition for a declaratory order,
Dynegy LNG Production Terminal (Dynegy) requested that the Commission dis-
claim jurisdiction over the siting, construction, and operation of an LNG import
facility to be constructed by Dynegy, in light of the EPA’s amendment to section

77. Delegation Order No. 0204-111, Delegation Order No. 0204-111 to the Administrator of the Eco-
nomic Regulatory Administration, FER.C. STATS. & REGS. § 9912 (1984), 49 Fed. Reg. 6684 (1984); Delega-
tion Order No. 0204-127, Delegation Order No. 0204-127 to the Assistant Secretary for Fossil Energy, 54 Fed.
Reg. 11,436 (1989). See also Sound Energy Solutions, 106 F.ER.C. 161,279 (2004).

78.  Order No. 595, Applications for Authorization to Construct, Operate, or Modify Facilities Used for
the Export or Import of Natural Gas, [Regs. Preambles 1996-2000] F.E.R.C. STATS. & REGS. § 31,054 (1997),
62 Fed. Reg. 30,435 (to be codified at 18 CF.R. § 153).

79. I

80. Natural Gas Act of 1938 § 3, 15 U.S.C. 717b(b) (2000).

81. 15U.S.C. 717b(c).

82. Dynegy LNG Prod. Terminal L.P., 97 FER.C. {61,231 (2001).
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3 of the NGA.®* Dynegy planned to construct and operate an LNG receiving and
gasification facility at the site of its liquefied petroleum gas terminal in Hack-
berry, Louisiana. Dynegy planned to utilize the existing dock and ship berthing
structure, installing an LNG tank and the necessary vaporization facilities.
Dynegy planned to construct a header pipeline connecting the plant to multiple
interstate pipelines. The Commission rejected Dynegy’s request for a declara-
tion of no jurisdiction, finding that there was no proof that Congress, in enacting
the EPA, intended to remove Commission jurisdiction over the siting, construc-
tion, and operation of LNG import facilities.

Dynegy argued that the EPA had amended section 3 to provide that the im-
portation of natural gas and LNG shall be treated as a first sale, and that first
sales are outside the Commission’s jurisdiction under the Natural Gas Policy Act
of 1978, as amended by the Natural Gas Wellhead Decontrol Act.** According
to Dynegy, the Commission’s jurisdictional authority over import facilities
stemmed strictly from the conditioning authority that it relied upon in Distri-
gas.®® Because FERC must now grant applications to import LNG “without
modification or delay,” Dynegy argued the Commission was stripped of its juris-
diction over the importation of LNG and similarly could not exercise jurisdiction
over the siting, construction, and operation of facilities used to import LNG.*

The Commission agreed that the Natural Gas Wellhead Decontrol Act
eliminated regulation of all first sales of natural gas under the NGA. However,
the Commission rejected Dynegy’s interpretation that in enacting the EPA, Con-
gress intended to repeal the Commission’s jurisdiction over the siting, construc-
tion, and operation of LNG facilities. The Commission reasoned that the EPA
had left section 3 of the NGA intact, adding “only that imports and exports to
countries that are parties to a free trade agreement and imports of LNG must be
approved by the [DOE] without condition or delay.”®

The Commission asserted that the EPA was intended to amend section 3 of
the NGA to allow imported gas to share the same deregulated status as a com-
modity that the Natural Gas Wellhead Decontrol Act had earlier applied to first
sales of domestic gas.®® The Commission relied on the legislative history of the

83. Id

84. See Natural Gas Policy: Act of 1978 Title VI § 601(a)(1)(C), Pub. L. No. 95-621, 92 Stat. 3350
(1978), amended by Natural Gas Wellhead Decontrol Act of 1989 § 3(b)(7), Pub. L. No. 101-60, 103 Stat. 157
(1989).

85.  See also Notice of Intervention and Protest of the Public Utilities Commission of the State of Cali-
fornia, Sound Energy Solutions (2004) (No. CP04-58-000).

86. Dynegy also argued that the end of Commission jurisdiction over LNG importation means that LNG
facilities are no longer subject to National Environmental Policy Act review. However, Dynegy submitted that
the siting, design, installation, construction, initial inspection, initial testing, operation, and maintenance of the
facilities used in the transportation of LNG would be subject to regulation under the jurisdiction of other federal
agencies, including the Department of Transportation, the United States Coast Guard, the Environmental Pro-
tection Agency, the Federal Aviation Administration, the Army Corps of Engineers, the Fish and Wildlife Ser-
vice, and the National Marine Fisheries Service. Dyrnegy LNG Prod. Terminal, L.P., 97 F.ER.C. ] 61,231,
62,050-62,051 (2001).

87. 97F.E.R.C. 161,231, at 62,053.

88. The Commission noted that the need to amend the statutes to ensure equal treatment of gas as a
commodity followed the Commission’s decision in Salmon Resources Ltd., 50 FER.C. § 61,101 (1990), reh’g
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Act, stating that the amendments to the NGA were intended to ensure that Cana-
dian gas imports and LNG imports were treated in the same manner as domestic
natural gas production. The amendments accomplished this by giving first-sale
status to imports so that, just as first sales of domestic gas, the imported gas sup-
plies are not subject to the Commission’s jurisdiction; by barring Federal or state
regulators from imposing new tests, rate adjustments, or standards for import
projects that domestic gas projects are not subject to; and by declaring the impor-
tation of gas consistent with the public interest, such that such applications are
granted without modification or delay.®

The Commission relied on the Distrigas case in support of its assertion that
the Commission’s authority to exercise section 3 jurisdiction over LNG facilities
remains strong notwithstanding the court’s refusal to overturn the Border hold-
ing.”® The Commission presupposed that Congress was aware of the Distrigas
ruling when it enacted the amendments to the NGA and asserted that the lan-
guage in the EPA, the legislative history of the Act, and statements by members
of Congress reveal no intent to remove Commission jurisdiction over these mat-
ters. Thus, the Commission denied Dynegy’s request that the Commission dis-
claigrln jurisdiction over the siting, construction, and operation of its import facil-
ity.

Following the Dynegy ruling, the Commission issued an order in November
2002 which granted preliminary authorization under section 3 of the NGA for
Southern LNG, Inc. (Southern LNG) to expand its existing LNG import terminal
located at Elba Island, Georgia.”> Although Southern LNG had filed for authori-
zation under section 3 and section 7, the Commission stated “[o]Jur assessment of
the proposal under the public interest standard of Section 3 replicates the criteria
we would apply under the substantially equivalent public convenience and ne-
cessity standard of Section 7 . . ..””> The Commission held that it was unneces-
sary to consider the section 7 application because the Commission is authorized
under section 3 to apply terms and conditions that are necessary to ensure that
the proposed expansion meets the public interest. Accordingly, it authorized the
expansion under section 3, finding that the proposed expansion was consistent
with the public interest.”*

denied, 51 F.ER.C. § 61,148 (1990). In that case, the Commission “found that marketers {who sold] imported
gas for resale in interstate commerce were required to obtain a [CPCN] [while] marketers who made first sales
of domestic gas . . . were exempt from the certificate requirements as a result of the Wellhead Decontrol Act.”
See Dynegy LNG Prod. Terminal, L.P., 97 FER.C. {61,231, 62,503 n.33 (2001).

89. Id.at62,053.

90. In the Dynegy order, the Commission expressed its intent again to urge the court on review of its
order to overturn the Border decision. 97 F.ER.C. at § 62,055 n.39.

91. The Commission denied Dynegy’s alternative request that its petition be treated as an application for
import authority and that the Commission issue a declaratory order authorizing the importation without impos-
ing conditions on the project. The Commission asserted that such applications must be submitted to the De-
partment of Energy, because the Commission does not authorize imports. /d. at 62,055.

92.  Southern LNG Inc., 101 F.ER.C. 461,187 (2002).

93. 101 FER.C.161,187,at61,738.

94. Id at61,742.
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1. Sound Energy Solutions

In a declaratory order issued on March 24, 2004, on application of a firm
called Sound Energy Solutions (SES), the Commission asserted that it has exclu-
sive jurisdiction over the siting, construction, and operation of LNG import ter-
minals, including purely intrastate sales, facilities, and operations.”” In that case,
SES filed an application under section 3 of the NGA for the authority to con-
struct and operate an LNG terminal in the Port of Long Beach, California for the
purpose of importing LNG into the United States.”® The Public Utilities Com-
mission of the State of California (CPUC) filed a notice of intervention and pro-
test, arguing that jurisdiction over the proposed project rests with the CPUC, not
the Commission.

The CPUC asserted that it is a constitutionally established agency charged
with the responsibility for regulating natural gas corporations within the State of
California.’” The CPUC argued that SES’s proposed operations, in which it in-
tends to utilize the Long Beach facility to process LNG into natural gas to be
sold in California’s non-core natural gas markets, make SES a public utility.
Under California law, a public utility is required to apply for and receive a cer-
tificate of public convenience and necessity (CPCNg from the CPUC prior to
commencement of construction of the LNG facility.” The CPUC protested the
application on the basis that SES had not fully complied with California law.

Although it had no intention to regulate the price or importation of LNG,
the CPUC maintained that it had jurisdiction over the siting and safety of the
proposed facility. It was also concerned with issues such as the need for natural
gas to be transported to core residential customers or electric generation units,
the exercise of market power by SES and the transfer of ownership of LNG fa-
cilities or any potential merger between SES and another entity. The CPUC ar-
gued that it already regulates those subject areas with regard to other natural gas
utilities in California.

The Commission in its Declaratory Order noted that the Commission, the
CPUC, and SES agreed that the SES proposal would not involve interstate com-
merce.”” The disagreement concerned the extent to which the Commission could
rely on NGA section 3 to regulate the siting, construction, and operation of im-
port facilities. The CPUC asserted that SES’s proposed LNG facilities would in-

95.  Sound Energy Solutions, 106 F.ER.C. § 61,279 (2004). In the Declaratory Order, the Commission
stated that it acted in advance of its decision on the merits of the SES proposal in order to resolve the State and
Federal jurisdictional conflict by providing a vehicle for expedited court review of its determination. The
Commission denied requests for rehearing of the March 24 order on June 9, 2004. At press time, the SES case
was pending appeal before the United States Court of Appeals for the Ninth Circuit.

96. 106 F.ER.C.at61,279.

97. Notice of Intervention and Protest of the Public of the Public Utilities Commission of the State of
California, Sound Energy Solutions (2004) (No. CP04-58-000).

98. The CPUC claims that SES is a California public utility under California Public Utilities Code §§
216,221-222,227-228.

99. The Commission stated “[pJrovided the SES imports stay within California (and that import volumes
are not used to offset out-of-state deliveries by displacement, by backward- or forward-haul transactions), there
will be no interstate activity, and SES will not require NGA Section 7 certificate authorization for its facilities
or services.” Sound Energy Solutions, 106 FER.C. § 61,279, 62,021 n.5 (2004).




150 ENERGY LAW JOURNAL [Vol. 26:135

terconnect with an intrastate pipeline (SoCalGas), a Hinshaw pipeline subject to
the CPUC’s jurisdiction and exempt from the FERC’s jurisdiction. SES’s sales
of natural gas would take place within the State of California. The CPUC argued
that SES would not be a “natural-gas company” as defined under the NGA be-
cause it would not be engaged in the transportation of natural gas or the sale for
resale of such gas in interstate commerce. Although the CPUC conceded that
SES must file an application with the FERC or DOE for authorization to import
LNG, the CPUC argued that under section 3(c) of the NGA, SES’s application
must be approved without modification or delay. The CPUC argued that section
3 of the NGA does not address the siting, construction, or operation of LNG fa-
cilities, and questioned the basis on which the FERC would have authority to
reg%gte the intrastate operations of SES’s facilities within the State of Califor-
nia.

In its declaratory order, the Commission conceded that the case precedents
affirming its exclusive jurisdiction over LNG import deal principally with cases
of interstate commerce, whereas the SES proposal concerned foreign com-
merce.'”" The Commission stated it had no intent to interfere with California’s
“clear jurisdiction” over SoCalGas’s facilities that are exempt from FERC juris-
diction under section 3(c) of the NGA.'” The Commission relied on Japan Line,
Ltd. v. County of Los Angeles, in which the United States Supreme Court held
that foreign commerce is “pre-eminently a matter of national concern.”'®® The
Commission could not distinguish that holding on the principle of preemption in
foreign commerce cases from the matter before it. Thus, it ruled, “[t]o the extent
California’s assertion of State authority proves inconsistent or incompatible with
[the FERC’s] Federal mandate. . . State authority must give way.”'%

On June 9, 2004, the Commission issued an order denying requests for re-
hearin% of the March 24 Order, denying a request for stay, and clarifying its prior
order.'” The Commission underscored that its order “serves the public interest
by providing uniform federal oversight of siting, construction, operation, and
safety of facilities to be used to import foreign LNG to meet the nation’s critical
energy needs.”'® Relying in part on its reasoning in the March 24 Order, the
Commission held that “because importing LNG is a matter of foreign commerce,
not intrastate commerce, importing LNG is subject to federal, not state, con-
trol.”'””  However, the following examination of Commerce Clause jurispru-

100.  The CPUC points out that there are specific regulations conferring the FERC with jurisdictional au-
thority over facilities of a natural-gas company. However, SES did not apply for authorization pursuant to sec-
tion 7 of the NGA. Notice of Intervention and Protest of the California Public Utilities Commission of the State
of California at 8 n.5, Sound Energy Solutions (2004) (No. CP04-5 8-000).

101. Id at8-9.

102.  Notice of Intervention and Protest of the Public Utilities Commission of the State of California at
10-11, Sound Energy Solutions (2004) (No. CP04-58-000).

103.  Japan Line, Ltd. v. County of L.A., 441 U.S. 434, 448 (1979).

104.  Sound Energy Solutions, 106 F.ER.C. § 61,279, 62,017 (2004).

105.  Sound Energy Solutions, 107 F.ER.C. 61,263 (2004).

106. Id

107. 107F.ER.C.Y61,263.
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dence demonstrates that Congress could elect to regulate the wholly intrastate
activities of LNG import terminals because those activities have an effect on in-
terstate commerce.

IV. COMMERCE CLAUSE JURISPRUDENCE

A review of United States Supreme Court Commerce Clause cases demon-
strates that Congress may exercise its plenary commerce power to regulate the
siting, construction, and operation of LNG import facilities that have an effect on
interstate commerce. Although the Supreme Court recently retreated somewhat
from its expansive interpretation of the federal commerce power, it narrowed the
scope of L power only within the context of “non-economic” or “noncommercial”
activity. Commerce Clause cases generally fall into two categories. Tradi-
tional Commerce Clause cases deal with an affirmative exercise by Congress of
its plenary authority to regulate interstate commerce. The “negative” or *“dor-
mant” Commerce Clause cases deal with the extent to which the Commerce
Clause precludes state legislation in the regulation of interstate commerce. Ac-
tivities having an effect on interstate commerce currently fall under the domain
of federal commerce power. Under negative Commerce Clause jurisprudence,
the Supreme Court may find that state and local laws that burden interstate
commerce or have a dlscnmlnatory effect on interstate commerce are unconstitu-
tional, leaving legislation concerning such matters up to Congress.'®

The Commerce Clause delegates to Congress the power “[t]o regulate
Commerce W1th foreign Nations, and among the several States, and with the In-
dian Tribes.”*'® Beginning with Gibbons v. Ogden the Supreme Court has cast a
wide net in defining “interstate commerce,” characterizing as such all commer-
cial intercourse “among” two or more states, excluding only activities that occur
entirely within the borders of one state and which do not have an effect on inter-
state commerce.!!! A brief description of Chief Justice Marshall’s landmark
opinion is worth including here, as the Gibbons case would serve as the prece-
dent underpinning the Supreme Court’s broad expansion of federal commerce
power in later years.

A. Gibbons

In Gibbons, the court held that a New York law creating a steamship mo-
nopoly for traffic between New York and New Jersey violated the Commerce
Clause.'”? In determining whether the New York law regulating navigation over
its waters was repugnant to the Constitution and void, the court gave weight to
the plain meaning of the language used in the Constitution in order to circum-

108.  See United States v. Lopez, 514 U.S. 549 (1995).

109. However, under the “market participant” exception, an otherwise unconstitutional law may remain in
effect if the state is acting as a market participant, rather than market regulator. See Reeves v. Stake, Inc., 447
U.S. 429 (1980); South-Central Timber Dev. Inc. v. Wunnicke, 467 U.S. 82 (1984).

110. U.S.CoNSsT. art. ], § 8, cl. 3.

111. Gibbons v. Ogden, 22 U.S. 1, 194 (1824).

112.  See Gibbons v. Ogden, 22 U.S. 1 (1824).
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scribe the boundaries of the commerce power.'"> The Gibbons court held that
“[c]ommerce, undoubtedly, is traffic, but it is something more: it is intercourse.
It describes the commercial intercourse between nations, and parts of nations, in
all its branches, and is regulated by prescribing rules for carrying on that inter-
course.”'™*

The court held that “commerce with foreign nations” encompasses “every
species of commercial intercourse between the United States and foreign na-
tions.”'® However, as to “commerce among the States,” the court held that
“[t]he word ‘among’ means intermingled with[,]” crossing the external boundary
line of one state to reach the interior of another state.''® The Court underscored
that the words of the Commerce Clause cannot be interpreted to include within
the meaning of “among the States,” commerce which is completel?/ internal
within one state and which “does not extend to or affect other States.”'!” Rather,
“[sJuch a power would be inconvenient, and is certainly unnecessary.”''® Thus,
the Marshall court held:

Comprehensive as the word “among” is, it may very properly be restricted to that

commerce which concemns more States than one. The phrase is not one which

would probably have been selected to indicate the completely interior traffic of a

State, because it is not an apt phrase for that purpose; and the enumeration of the

particular classes of commerce, to which the power was to be extended, would not
have been made, had the intention been to extend the power to every description.

The enumeration presupposes something not enumerated; and that something, if we

regard the language or the subject of the sentence, must be the exclusively internal

commerce of a State. The genius and character of the whole government seem to

be, that its action is to be applied to all the external concerns of the nation, and to

those internal concerns which affect the States generally; but not to those which are

completely within a particular State, which do not affect other States, and with
which it is not necessary to interfere, for the purpose of executing some of the gen-

eral powers of the government. The completely i]illtgrnal commerce of a State, then,

may be considered as reserved for the State itself.

The Marshall court defined commerce power as the power to regulate. This
power, “like all others vested in Congress, is complete in itself, may be exercised
to its utmost extent, and acknowledges no limitations, other than are prescribed
in the constitution.”"®® However, “[t]he wisdom and the discretion of Congress,
their identity with the people, and the influence which their constituents possess
at elections, are, in this, as in many other instances. .. the sole restraints on
which they have relied, to secure them from its abuse.”'?!

113, “We know of no rule for construing the extent of [any given] powers, other than is given by the lan-
guage of the instrument which confers them, taken in connexion [sic] with the purposes for which they were
conferred.” /d. at 189.

114.  Gibbons, 22 U.S. at 189-190.

115. Id at 193,

116.  Gibbons, 22 U.S. at 194,

117. M

118.  Gibbons v. Ogden, 22 U.S. 1, 194 (1824).

119. Id. at 194-195.

120.  Gibbons, 22 U.S. at 196.

121. Id. at 197.
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B. The Interstate Commerce Act and Sherman Antitrust Act

After the Gibbons decision, for nearly a century the Supreme Court’s cases
rarely dealt with the extent of Congress’ power under the Commerce Clause. In-
stead, they focused on the negative Commerce Clause,'? or the limit on state
legislation that discriminated a%ainst interstate commerce or otherwise unduly
burdened interstate commerce.'~ In Cooley v. Board of Wardens the United
States Supreme Court established that Congress may cede regulatory powers to
the States.'* Although it had little opportunity to define what affirmative exer-
cise of commerce power by Congress would be permitted as “necessary and
proper,” the concept of sovereignt?l and the status of statehood were frequently
tested before the Supreme Court.'? '

The courts were prompted to examine the federal authority to exercise
commerce power following Congress’ adoption of the Interstate Commerce
Act'?® in 1887 and the Sherman Antitrust Act, enacted in 1890.”” The early
cases introduced under these statutes did little to bolster Congress’ power under
the Commerce Clause, as the Court “adhered to its earlier pronouncements, and
allowed but little scope to the power of Congress.”'?® In restraining acts of Con-
gress under the Commerce Clause, it drew from earlier negative Commerce
Clause cases that held that activities such as production, manufacturing, and min-
ing were beyond the reach of the federal commerce power.'” However, the
court also held that if interstate and intrastate commerce activities were suffi-
ciently intermingled so that effective regulation of interstate commerce required
incidental regulation of intrastate commerce, then such regulation may be author-
ized under the Commerce Clause.”*® “Even while important opinions in this line

122.  Also known as the “dormant” Commerce Clause.

123.  “During this period there was perhaps little occasion for the affirmative exercise of the commerce
power, and the influence of the Clause on American life and law was a negative one, resulting almost wholly
from its operation as a restraint upon the powers of the states.” Wickard v. Filburn, 317 U.S. 111, 121 (1942).

124. In Cooley, an existing act of Congress had stated that the harbors and ports of the United States shall
“continue to be regulated in conformity with the existing laws of the states,” or “with such laws as the states
may . . . hereafter enact.” Cooley v. Bd. of Wardens, 53 U.S. 299, 317 (1852). The Court held that “the mere
grant to Congress of the power to regulate commerce, did not deprive the States of power to regulate pilots. and
that although Congress has legislated on this subject, its legislation manifests an intention . . . not to regulate
this subject, but to leave its regulation to the several States.” Id. at 320.

125.  Filburn, 317 U.S. at 121. See also Lopez, 514 U.S. at 553 (citing Veazie v. Moore, 55 U.S. 568
(1853) (upholding state-created steamboat monopoly involving regulation of wholly internal commerce)); Kidd
v. Pearson, 128 U.S. 1, 17, 20-22 (1888) (upholding state prohibition on manufacture of intoxicating liquor
because commerce power does not extend to purely intrastate activity); Pennsylvania v. West Virginia, 262
U.S. 553 (1923)) (States not free to levy taxes in a manner that discriminates against interstate commerce).

126. Interstate Commerce Act, ch. 104, 24 Stat. 379 (1887) (codified as amended in scattered sections of
49U.S.C.).

127.  Sherman Antitrust Act, ch. 647, 26 Stat. 209 (1890) (current version at 15 U.S.C. § 1-8 (2000)).

128.  Filburn, 317 U.S. at 121-122 (citation omitted).

129. Lopez, 514 U.S. at 554 (citing United States v. E.C. Knight Co., 156 U.S. 1, 12 (1895) (manufacture
exempt from federal commerce authority); Carter v. Carter Coal Co., 298 U.S. 238, 304 (1936) (mining exempt
from federal commerce authority)).
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of restrictive authority were being written, however, other cases called forth
broader interpretations of the Commerce Clause destined to supersede the earlier
ones, and to bring about a return to the principles first enunciated by Chief Jus-
tice Marshall in Gibbons v. Ogden.”"!

C. Wrightwood Dairy Co.

After nearly a century of negative Commerce Clause jurisprudence follow-
ing Gibbons, the Supreme Court began to shape the breadth of Congress’ af-
firmative commerce power. In 1942, the Court in Wrightwood Dairy held that
the intrastate distribution of products in competition with interstate commerce
was subject to federal regulation under the Commerce Clause.'>? In Wrightwood
Dairy, the respondent had purchased milk from producers located entirely within
the state of Illinois and processed the milk in Chicago, without intermingling it
with any milk that crossed state lines. The respondent sold and distributed the
processed milk solely within Illinois. Under the Agricultural Marketing Agree-
ment Act of June 3, 1937,'® the Secretary of Agriculture was authorized to issue
marketing orders which fixed the minimum prices to be paid to producers of
milk and other commodities.”** It provided that the Secretary “shall regulate . . .
only such handling of such agricultural commodity, or product thereof, as is in
the current of interstate or foreign commerce; or which directly burdens, ob-
structs, or affects, interstate or foreign commerce in such commodity or product
thereof.”'*

The Court held that Congress is empowered “to regulate the price of milk
distributed through the medium of interstate commerce,” and that “it possesses
every power needed to make that regulation effective.”*® Citing to Gibbons,"’
the Court noted that Congress’ power over interstate commerce is plenary, and
“the reach of that power extends to those intrastate activities which in a substan-
tial way interfere with or obstruct the exercise of the granted power.”'*®

The Court also relied on a string of precedent upholding Congressional
power over inextricably commingled commodities, some of which were moving
interstate and others intrastate.'* The reach of Congressional power over com-
merce was extended further under the Sherman Act in cases where competitive
practices that were wholly intrastate had an injurious effect on interstate com-
merce."*® The Court reasoned that “[s]o too the marketing of a local product in
competition with that of a like commodity moving interstate may so interfere
with interstate commerce or its regulation as to afford a basis for Congressional

131, Filburn,317 U.S. at 122.

132, United States v. Wrightwoed Dairy Co., 315 U.S. 110, 126 (1942).

133.  Agricultural Marketing Agreement Act of 1937, 50 Stat. 246, 7 U.S.C. § 608c (1937).
134, Wrightwood Dairy Co.,315U.S. at 116.
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139.  Id. at 119. See e.g., United States v. N.Y. Cent. R. Co., 272 U.S. 457, 464 (1926).
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regulation of the intrastate activity.” Thus, the test of federal power “is the effect
upon the interstate commerce or its re§ulation, regardless of the particular form
which the competition may take . .. .”**!

In Wrightwood Dairy, the Court recognized that the marketing of intrastate
milk that competes with milk shipped interstate has an impact on price regulation
of the latter.'* In the milk industry, the unregulated sale of the intrastate milk
tends to reduce the sale price received by handlers and the amount that they in
turn pay producers. This is the case because the unregulated handler selling milk
can pay producers much less than the minimum price set in the order regulating
milk of that particular class, and yet pay an amount equal to or more than the
uniform price prescribed by the regulatory scheme for all producers.'® Thus, the
unregulated handler has a competitive advantage over others in the sale of the
class of milk in which he primarily deals, forcing his interstate competitors to
leave the market or reduce prices to producers in order to remain competitive.

The Court held that the Congressional power to regulate intrastate com-
merce is not limited to those activities that also involve interstate commerce.
Rather, “[i]t is the effect upon interstate commerce or upon the exercise of the
power to regulate it, not the source of the injury which is the criterion of Con-
gressional power.”'** In the Wrightwood Dairy case, the Court concluded that
the power to regulate the price of milk moving interstate includes the power to
regulate intrastate transactions to the extent necessary to make the regulation of
the interstate commerce effective. It determined that the regulation under section
8c of the Agricultural Marketing Agreement Act of the price of milk moving in
interstate commerce would be ineffective without also regulating the price of
competing intrastate milk. Therefore, the Act was upheld as a valid exercise of
federal commerce power.

D. Wickard

In Wickard v. Filburn, the Supreme Court held that Congress may exercise
its commerce power over an activity even if the activity at issue is local and may
not be regarded as commerce, “if it exerts a substantial economic effect on inter-
state commerce.”'** It held that a wheat marketing penalty imposed on a farmer
under an amendment to the Agricultural Adjustment Act of 1938 constituted
regulation that was within Congress’ commerce powers. The purpose of the
statute was to control the volume of wheat moving in interstate and foreign
commerce to avoid surpluses and shortages that result in “abnormally low or
high wheat prices and obstructions to commerce.”™* Under the quota system,
the marketing of wheat subject to penalty included wheat disposed of by feeding
to livestock that were sold and wheat or wheat-fed livestock that was consumed

141. Id. at 120.

142.  United States v. Wrightwood Dairy Co., 315 U.S. 110, 120 (1942).

143.  That uniform price was based on the average price for the several combined classes of milk. /d. at
121.

144.  Wrightwood Dairy Co., 315 U.S. at 121.

145. Wickard v. Filbum, 317 U.S. 111, 125 (1942).

146. Id. at115.
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on the farmer’s premises.

Under the statute, the appellee’s crop was subject to an acreage allotment of
11.1 acres and a normal yield of 20.1 bushels of wheat per acre. Appellee oper-
ated a small farm on which he raised a small acreage of wheat that was used in
part for the following purposes: to sell, to feed to poultry and livestock on the
farm (some of which was sold), to make flour for home consumption, and to re-
tain for the following seeding.'”’ The appellee sowed twenty-three acres and
harvested 239 bushels from his 11.9 excess acres of land, subjecting appellee to a
penalty of forty-nine cents per bushel.

The Court eliminated the distinction between a direct and indirect effect on
interstate commerce that in prior cases had been held to limit Congress’ authority
over intrastate aspects of a regulated interstate activity."*® In particular, it re-
jected the theory that production, manufacturing, and mining are strictly local
and thus not subject to regulation under the commerce power because their ef-
fects upon interstate commerce were only indirect. The Court further held that
whether the regulated activity was categorized as production, consumption, or
marketing is not controlling. Rather, the actual effect of the activity upon inter-
state commerce is paramount to determining whether the federal commerce
power was properly exercised, regardless of whether it had an effect that was di-
rect or indirect.'*’

The Wickard Court underscored that the power to regulate commerce in-
cludes the power to regulate the prices of commodities “and practices affecting
such prices.”™ It noted that absent any regulation, the price of wheat would be
affected by world conditions, such as the decline in the export trade. To provide
relief for growers, measures were designed to protect the domestic price of
wheat. However, the consumption of home-grown wheat has an effect on inter-
state commerce, because wheat consumed on the premises fulfills a need that
would otherwise be met in the market. In this regard, home-grown wheat com-
petes with wheat in commerce.””! The Court held that it was inconsequential
whether the contribution of one individual to the demand was little, because this
“contribution, taken together with that of many others similarly situated, is far
from trivial.”"** Thus, the Court declared the amendment to the Agricultural Ad-
justment Act a valid exercise of commerce power by Congress.

E. Modern Commerce Clause

After Wickard, the Supreme Court expanded the commerce power to em-
brace activities that were not strictly economic or commercial in character. In
1941, the Court held that the Fair Labor Standards Act, which prohibited the
shipment of goods in interstate commerce that were produced in violation of

147, Filburn,317U.S. at 114.

148.  Id. at 120.

149.  Filburn,317 U.S. at 120.

150. Id. at 128.

151. Wickard v. Filburn, 317 U.S. 111, 128 (1942).

152, Id. at 128 (citing NLRB v. Fainblatt, 306 U.S. 601, 606 (1939)).
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minimum wages and maximum hours set for employees under the Act, was a
valid exercise of commerce power.”” In a later series of cases the Court held
that title II of the Civil Rights Act of 1964 was a valid exercise of Congress’
power to regulate interstate commerce insofar as it prohibited hotels and restau-
rants from refusing to serve travelers on the basis of their race.”* This body of
precedent led some to believe that the federal commerce power could conceiva-
bly be used to regulate almost any aspect of American life. However, in 1995,
the Supreme Court returned to a strict interpretation of the Commerce Clause in
its landmark ruling in United States v. Lopez,'*® requiring a more traditional eco-
nomic or commercial link to the regulated activity.

In United States v. Lopez, the Supreme Court, for the first time in nearly
sixty years, held that an exercise of federal legislative power exceeded the scope
of the Commerce Clause.*® Under the Gun-Free School Zones Act of 1990, it
was a federal offense “for any individual knowingly to possess a firearm . .. at a
place that the individual knows, or has reasonable cause to believe, is a school
zone.”"” The Court noted that the statute had “nothing to do with ‘commerce’ or
any sort of economic enterprise[,]”'> and was not an essential part of a larger
regulation “in which the regulatory scheme could be undercut unless the intra-
state activity were regulated.”’”® Thus, the Court held that notwithstanding the
history of precedent for an expansive interpretation of the federal commerce
power, “these modern-era precedents. . . confirm that this power is subject to
outer limits.”'®

The Lopez Court stated that Congress may regulate three broad categories
of activity under the Commerce Clause. First, Congress may regulate the use of
the channels of interstate commerce.'®® Second, Congress may regulate the in-
strumentalities of interstate commerce.'® Finally, Congress may regulate “those
activities having a substantial relation to interstate commerce, i.e., those activi-
ties that substantially affect interstate commerce.”'® Under this last category of
activity, the Court in Lopez held that the Gun-Free School Zones Act of 1990
was invalid because it was beyond the power of Congress under the Commerce
Clause. In its analysis, the Court reviewed commerce cases beginning in 1824

153.  United States v. Darby, 312 U.S. 100 (1941).

154. In Katzenbach v. McClung, 379 U.S. 294, 300 (1964), the Court reasoned that a restaurant that re-
fused to serve minorities restricted the ability of minorities to travel interstate, and thus obstructed interstate
commerce. See also Heart of At'anta Motel, Inc. v. United States, 379 U.S. 241, 256 (1964) (“‘[T]he authority
of Congress to keep the channels of interstate commerce free from immoral and injurious uses has been fre-
quently sustained, and is no longer open to question.’” (quoting Caminetti v. United States, 242 U.S. 470, 491
(1917)).
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with Gibbons v. Ogden. The Court underscored that in its previous cases it did
not declare that Congress “may use a relatively trivial impact on commerce as an
excuse for broad general regulation of state or private activities.”'® Rather,
“[t]he Court has said only that where a general regulatory statute bears a sub-
stantial relation to commerce, the de minimis character of individual instances
arising under that statute is of no consequence.”'® Thus, while it allowed a more
stringent measure of power under the Commerce Clause, the Court’s holding in
Lopez did not erode the federal commerce power to oversee commercial activi-
ties having a substantial relation to interstate commerce. '

F. Treatment of Natural Gas Under the Commerce Clause

Congress enacted the Natural Gas Act of 1938 to fill the regulatory gap cre-
ated by the negative Commerce Clause jurisprudence of the Supreme Court. Be-
fore the NGA was enacted, several states sought to assert regulatory oversight
over interstate pipelines.'®’ However, in a series of decisions, the Court held that
the states regulation of interstate natural gas pipelines violated the Commerce
Clause.'® Thus, the purpose of the NGA was to occupy a field of regulatlon that
the Supreme Court has held States were not authorized to regulate.'®

One notable case that preceded the enactment of the NGA was Common-
wealth of Pennsylvania v. State of West Virginia where Pennsylvania and Ohio
sought to enjoin the enforcement of a West Virginia statute that required its resi-
dents be Flven a preferred right to purchase all natural gas produced within West
Virginia. ™ While West Virginia’s supply of natural gas far exceeded local de-
mand, its producers turned to other states, including Pennsylvania and Ohio, to
market its surplus. The State of West Virginia sanctioned this effort, adopting
laws that facilitated the construction of pipelines from its gas fields into other
states. The effort was a success, and West Virginia greatly benefited from the
increased taxable wealth of its producers.'”’ However, after the natural gas sup-
ply was depleted, the State enacted the challenged law that was “intended to
compel the retention within the State of whatever gas may be required to meet
the local needs for all purposes. ...”'” The Court observed that the statute
would “operate to withdraw a large Volume of the gas from an established inter-
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165.  Lopez, 514 U.S. at 558 (quoting Maryland v. Wirtz, 392 U.S. 183 (1968) (alteration in original)).
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state current,”'” to the detriment of the comg)laining states which relied upon the
natural gas to supply the needs of its public."”*

The Court declared the statute invalid under the Commerce Clause and en-
joined its enforcement. It held that “[n]atural gas is a lawful article of [interstate]
commerce, and its transmission from one state to another for sale and consump-
tion in the latter is interstate commerce.”'”” The purpose of the Commerce
Clause was to “protect commercial intercourse from invidious restraints, to pre-
vent interference through conflicting or hostile state laws and to insure uniform-
ity in regulation.”’’® The Court held that the challenged law, which would serve
to prevent, obstruct, or burden the transmission of natural gas in interstate com-
merce, was “a prohibited interference.””’

The Court dismissed the argument that the statute served as a legitimate
measure of conservation in the interest of the people of the state. It cited to its
ruling in West v. Kansas Natural Gas Co., in which the Court had invalidated an
Oklahoma statute that sought in the interest of conservation to prohibit natural
gas from being sold interstate, although its trade in intrastate commerce was
permitted.'”® In that case, the Court underscored that in matters of foreign and
interstate commerce, “there are no state lines.” Under the Court’s reasoning, the
welfare of the national economy “transcends that of any state.”’” This was the
purpose of the Interstate Commerce Clause, and the court noted, “[i]f there is to
be a turning backward, it must be done by the authority of another instrumental-
ity than a court.”"*

In 1982, the Supreme Court was presented with another negative Commerce
Clause challenge to state action similar to the natural gas legislation that was at
issue in 1923. The case was New England Power Co. v. New Hampshire.'®'

G. New Hampshire Hydropower Case

In New England Power Co. v. New Hampshire, the Supreme Court, in 1982,
held that it was unconstitutional for a state to prohibit the exportation of hydroe-
lectric energy produced within its borders or otherwise reserve for its own citi-
zens the economic benefit of such hydropower.'® In that case, New England
Power owned and operated six hydroelectric'®® generating stations consisting of
twenty-seven generating units.'®* About ten percent of its total generating capac-
ity was located within the State of New Hampshire. New England Power was a
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public utility that generated and transmitted electricity at wholesale throughout
the region. New England Power’s Wholesale customers served less than six per-
cent of New Hampshire’s population.'®

New England Power was a member of the New England Power Pool
(NEPOOL), whose members owned over ninety-eight percent of the total gen-
eration capacity and nearly all of the transmission facilities in a six-state region.
Under the NEPOOL’s Central Dispatch system, based on the cost of generation
for each generating unit, each unit is assigned an og)eratlng schedule that will
minimize the cost of the region’s total power supply.'® Power is flowed through
the pool’s regional grid and dispatched to the members’ customers as their power
needs arise, without regard to generating source. Because each member is billed
the amount it would have cost the utility to meet its load using only its own gen-
erating resources minus that member’s share of the savings resulting from the
centralized system, the savings accrued have been substantial.'®

Under a New Hampshire statute enacted in 1913, the New Hampshire Pub-
lic Utilities Commission was authorized to prohibit the exportation of electrical
hydropower if it deemed such energy “‘[Was] reasonably required for use within
this state and that the public good requires that it be delivered for such use.’””'*
Under this law, New England Power, since 1926, obtained approval from the
State Commission to export its hydroelectric energy out of New Hampshire.
However, in 1980 the State Commission withdrew the authorization formerly
granted to New England Power, ordering the company to sell the previously ex
ported hydroelectric energy exclusively within the state of New Hampshire.'®
The Commission stated that the company’s hydroelectric power was needed
within New Hampshire because the state’s population and energy needs were in-
creasing rapidly, and the state’s largest electric utility, Public Service Company
of New Hampshire, had generating costs approximately 25% higher than New
England Power. If valid, the order would Potentially save New Hampshire cus-
tomers approximately $25 million per year."

The Supreme Court of New Hampshire upheld the order, stating that a “sav-
ing clause” in § 201(b) of the FPA expressly permits a state to prohibit the ex-
portation of hydroelectric power produced within its borders. The U.S. Supreme
Court, in a unanimous decision, reversed the judgment, holding that the State
Commission’s order was preempted by Parts I and IT of the FPA,"" and consti-
tuted an impermissible burden on interstate commerce. It stated that the Com-
merce Clause precludes a state from mandating that its residents receive rights to
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natural resources within its borders that are superior to out-of-state consumers.'>
The Court underscored the proposition that a state cannot prevent private goods
from being shipped and sold in interstate commerce on the basis that they are re-
quired to satisfy local demands of its residents.'” Such practices, designed to
secure an economic advantage for state residents at the expense of consumers in
neighboring states, constitute the sort of discrimination the Commerce Clause
was intended to end.

Although it determined that the New Hampshire Commission’s order placed
impermissible burdens on interstate commerce, the Supreme Court acknowl-
edged that Congress could use its powers under the Commerce Clause, “to ‘[con-
fer] upon the States an ability to restrict the flow of interstate commerce that they
would not otherwise enjoy.”’** Under Part II of the FPA, the Federal Power
Commission had been delegated the exclusive authority to regulate the transmis-
sion and sale at wholesale of electric energy in interstate commerce, regardless
of the source of production.'” Section 201(b) of the Act provided that Part II
shall not deprive a state “of its lawful authority now exercised over the exporta-
tion of hydroelectric energy which is transmitted across a State line.”'*® How-
ever, said the court, section 201(b) did not grant authority to states to restrict the
transmission of electricity in interstate commerce “‘in a manner [that] would
otherwise not be permissible.””'”” Rather, section 201(b) saved from preemption
only existing laws that were otherwise lawful and consistent with the Commerce
Clause.'”® The Supreme Court concluded that § 201(b) of the FPA did not allow
New Hampshire to prohibit New England Power’s exportation of hydroelectric
power produced within its borders.

In the same year that New Hampshire Hydropower was decided, the Su-
preme Court considered a Commerce Clause dispute challenging Congress’ af-
firmative exercise of commerce power. Congress had enacted the Public Utility
Regulatory Policies Act of 1978' (PURPA) in response to a national energy
crisis. The PURPA’s constitutionality was quickly challenged in FERC v. Mis-
sissippi, on the ground that it exceeded the federal commerce power. This case

192.  New Eng. Power Co., 455 U.S. at 338. The court was not persuaded by New Hampshire’s argument
that its order was valid because it “owns™ the Connecticut River, the source of the hydroelectricity at issue, be-
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was important because it applied a new standard to the commerce power within
the context of a regulatory program. Under the standard enunciated one-year
earlier in Hodel v. Indiana, the Court held that legislative acts enjoyed a pre-
sumption of constitutionality unless the Court could discern no rational basis for
finding that the regulated activity affects interstate commerce or no reasonable
connection between regulatory means selected and the asserted ends.””® Also in
FERC v. Mississippi, the Court was faced with an issue of first impression to the
extent that the federal government, using the PURPA, attempted to “use state
regulatory machinery to advance federal goals.””"!

H. FERC v. Mississippi

In FERC v. Mississippi, the Supreme Court reversed a district court judg-
ment holding that titles I and III, and section 210 of title II of the PURPA were
unconstitutional.?®®> The PURPA had been enacted in 1978 as part of a package
of statutes aimed at addressing the national energy crisis. At that time, approxi-
mately one-third of the electricity generated in the United States depended on the
use of oil and natural gas. There appeared to be a shortage of both fuels. This
resulted in increased costs and decreased efficiency, which had an adverse effect
on consumers and the economy as a whole.””® The PURPA was enacted to re-
duce this country’s dependence on foreign oil and domestic gas, encouraging en-
ergy conservation and more efficient use of scarce resources.

To attain these goals, the PURPA titles I and III were designed to encourage
certain retail regulatory policies for electric and natural gas utilities. State utility
regulatory commissions and non-regulated utilities were required to “consider”
the adoption of a specific rate design and other regulatory standards.”** Each
state was directed to decide whether to adopt the standards no later than two
years following the PURPA’s enactment, although no penalty was provided for
failure to meet the deadline. Titles I and III prescribed certain procedures that
states would follow when considering the proposed standards, including provi-
sions for a public hearing after notice and, if applicable, a public, written state-
ment of reasons why the standards were not adopted.””® However, no state au-
thority or non-regulated utility was required to adopt the specified regulatory
standards, and the statute did not prohibit “any State regulatory authority or non-
regulated . . . utility from making any determination that it is not appropriate to
implement [or adopt] any such standard, pursuant to its authority under other-
wise applicable State law.”2%

Section 210 of the PURPA title II sought to encourage the development of
cogeneration and small power production facilities in order to reduce the demand
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for traditional fossil fuels. To overcome the reluctance of traditional electricity
utilities to purchase power from, or sell power to, these non-traditional facilities,
section 210 directed the FERC (in consultation with state authorities) to promul-
gate rules to encourage cogeneration and small power production.®®” Section 210
required each state regulatory authority and non-regulated utility to implement
the FERC’s rules, and the FERC was authorized to enforce this requirement by
suit in federal court. In order to address another problem hindering the devel-
opment of these facilities, section 210 directed the FERC to prescribe rules ex-
empting cogeneration and small power facilities from certain state and federal
laws governing electricity utilities.

The state of Mississippi and the Mississippi Public Service Commission
(MPSC) filed suit in the United States District Court for the Southern District of
Mississippi against the FERC and the Secretary of Energy, alleging that the
PURPA was beyond the scope of congressional power under the Commerce
Clause and that it was an invasion of state sovereignty in violation of the Tenth
Amendment.®® The district court held that in enacting the PURPA, Congress
exceeded its powers under the Commerce Clause. Citing Carter v. Carter Coal
Co.,” it reasoned that the MPSC held the “power and authority to regulate and
control intrastate activities” and nothing in the Commerce Clause authorized the
federal government to take over the regulation and control of public utilities.?'
Furthermore, the district court concluded that the PURPA trenched on state sov-
ereignty and constituted “a direct intrusion on integral and traditional functions
of the [State].”*!!

The Supreme Court held that the district court’s Commerce Clause reason-
ing was unsound in light of the traditional standard for testing the validity of leg-
islation under Congress’ plenary powers:

It is established . . . that ‘legislative Acts adjusting the burdens and benefits of eco-
nomic life come to the Court with a presumption of constitutionality. . ..” Usery v.

Turner Elkhorn Mining Co., 428 U.S. 1, 15 (1976). . .. A court may invalidate leg-

islation enacted under the Commerce Clause only if it is clear that there is no ra-

tional basis for a congressional finding that the regulated activity affects interstate

commerce, or that there is no {easonable connection between the regulatory means
2
selected and the asserted ends.

Furthermore, in another recent case the Court had noted the spirit of Chief
Justice Marshall’s expansive view of Congress’ plenary commerce power. Cit-
ing to Gibbons v. Ogden, the Court underscored that this plenary power, which
“‘acknowledges no limitations, other than are prescribed in the constitution,””
extends to activities affecting commerce.?

207. Id at751.

208. FERC, 456 U.S. at 752. The Tenth Amendment states that “[tJhe powers not delegated to the United
States by the Constitution, nor prohibited by it to the States, are reserved to the States respectively, or to the
people.” U.S. CONST., amend. X.

209. Carter v. Carter Coal Co., 298 U.S. 238 (1936).

210. FERC, 456 U.S. at 752.

211. Id at753.

212. FERC, 456 U.S. at 754 (quoting Hodel v. Indiana, 452 U.S. 314, 323-324 (1981)).

213.  Id. at 754 n.18 (quoting Hodel v. Va. Surface Mining & Reclamation Ass’n, 452 U.S. 264, 276-277
(1981) (observing even purely intrastate activity may be regulated if the activity, combined with like conduct of
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The Court noted that “[d]espite these expansive observations by this Court,
appeliees assert that the PURPA is facially unconstitutional because . . . the Act
directs the nonconsenting State[s] to regulate in accordance with federal proce-
dures.”*" However, the appellees’ arguments ignored Congress’ finding in sec-
tion 2 of the Act that the regulated activities must have an immediate effect on
interstate commerce.”’* Thus, the relevant inquiry was whether these congres-
sional findings had a rational basis.

The Court found that there was ample support for Congress’ conclusions, as
was evident in the legislative history of the PURPA. Based on evidence of se-
vere shortages of natural gas supplies, the nation’s dependence on foreign
sources of oil, and other factors, “Congress naturally concluded that the energy
problem was nationwide in scope, and that these developments demonstrated the
need to establish federal standards regarding retail sales of electricity, as well as
federal attempts to encourage conservation and more efficient use of scarce en-
ergy resources.”*'¢ Furthermore, it said that “it is difficult to conceive of a more
basic element of interstate commerce than electric energy, a product used in vir-
tually every home and every commercial or manufacturing facility.”?'” The
Court concluded that the means chosen by Congress were reasonably adapted to
achieve the end permitted by the Constitution and held that the challenged por-
tions of the statute constituted a valid exercise of Congress’ commerce power.

The Supreme Court found that Mississippi’s Tenth Amendment arguments,
while “somewhat novel,” also lacked merit. Although the facts of the case were
similar to other Supreme Court precedent concerning the extent to which state
sovereignty protects the states from generally applicable federal regulations, the
case was distinguished on the basis that in the PURPA Congress attempted to use
the states’ regulatory system to advance its own federal goals.*'®* The court
broke down the challenged PURPA provisions into three parts: (1) Section 210
requires states to enforce standards promulgated by the FERC, including rules
exempting cogeneration and small power facilities from certain state laws; (2)
Titles I and IIT direct the states to consider specific ratemaking standards; and (3)
Titles I and III impose certain procedures on state commissions.

The Court found that the first category, although the most intrusive of the
PURPA’s provisions, simply pre-empted conflicting state enactments in the tra-
ditional way.””® In general, so long as there is a valid exercise of commerce
power, “the Federal Government may displace state regulation even though this
serves to ‘curtail or prohibit the States’ prerogatives to make legislative choices

others similarly situated, affects interstate or foreign commerce)).

214. FERC v. Mississippi, 456 U.S. 742, 754 (1982).

215. 16 U.S.C. § 2601 (2000). Congress found that the protection of public health, safety, welfare, and
national security and “the proper exercise of congressional authority under the Constitution to regulate inter-
state commerce” require a program for increased electric energy conservation, energy efficiency, equitable re-
tail electric rates, and improved wholesale distribution. /d.

216. FERC, 456 U.S. at 756-757 (footnote omitted).

217. Id at757.

218. FERC,456 U.S. 742, 758.

219. Id. at759.
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respecting subjects the States may consider important,*?2
With respect to the mandates of titles I and III directing the states to con-

sider specific ratemaking standards, the Court held that, while the power to make
decisions is a “quintessential attribute of sovereignty,” in certain circumstances
the federal government may structure the state’s exercise of its sovereign
power.”*! The Court noted this analysis had been adopted in Hodel v. Virginia
Surface Mining & Reclamation Ass n:

[Flederal regulations are subject to Tenth Amendment attack only if they ‘regulat[e]

the ‘States as States,”” ‘address matters that are indisputably “attributes of state sov-

ereignty,”’ and impair the States’ ‘ability ‘to structure integral operations in areas of

traditional functions.”” And even when these requirements are met, ‘[t]here are

$itugtions in which' th_e nafyre of the federal interest advanced may be such that it

justifies state submission.’

In this case, titles I and III of the PURPA required only “consideration” of
federal standards.”® The Court had previously settled the proposition that the
commerce power permits Congress to preempt the states entirely in the regula-
tion of private utilities.””* The Court reasoned that the “PURPA should not be
invalid simply because, out of deference to state authority, Congress adopted a
less intrusive scheme and allowed the States to continue regulating in the area on
the condition that they consider the suggested federal standards.”®® Thus, the
Court validated the challenged provisions of title I and title III under the princi-
ples of Hodel v. Virginia Surface Mining & Reclamation Ass 'n. 226

I Supremacy Clause

The commerce power in some instances, such as taxation, is shared with the
states. The Supreme Court established in Cooley v. Board of Wardens that “the
power to regulate commerce, embraces a vast field, containing not only many,
but exceedingly various subjects. . .some imperatively demanding a single uni-
form rule. . . and some . . . as imperatively demanding . . . diversity, which alone
can meet the local necessities of [the subject matter].””?’ In some instances, “the
nature of the subject when examined, is such as to leave no doubt of the superior

220. FERC, 456 U.S. at 759 (citing Hodel v. Va. Surface Mining & Reclamation Ass’n, 452 U.S. 264,
290 (1981)). Insofar as section 210 requires the state regulatory authority to implement the rules aiding co-
generation and small power facilities, the Court held that it simply requires Mississippi authorities to adjudicate
disputes arising under the statute in a manner customarily engaged in by the MPSC. Id. at 760.

221, FERCv. Mississippi, 456 U.S. 742, 761 (1982).

222. Id. at 763 (citing Hodel, 452 U.S. at 288, n.29 (alterations in original) (citations omitted)).

223. The Court upheld the procedural requirements under the same analysis employed in the “considera-
tion” provisions. FERC, 456 U.S. at 771.

224. SeeS. Pac. Co. v. Arizona ex rel. Sullivan, 325 U.S. 761, 769 (1945).

225. FERC,456U.S. at 765.

226. The court stated that its ruling does not undervalue National League of Cities, because its holding
here states only that Congress may impose conditions on the State’s regulation of private conduct in a pre-
emptible area. Its holding did not foreclose a Tenth Amendment challenge to federal interference with the
state’s traditional authority to structure employer-employee relationships, as was the case in National League of
Cities. Id. at 770, n.32. See Nat’] League of Cities v. Usery, 426 U.S. 833, 851 (1976).

227. Cooley v. Bd. of Wardens, 53 U.S. 299, 319 (1852) (holding that the mere grant to Congress of the
power to regulate commerce did not deprive the States of the power to regulate pilots).
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fitness and propriety, not to say the absolute necessity, of different systems of
regulation, drawn from local knowledge and experience, and conformed to local
wants.”**® In the Sound Energy Solutions case the CPUC argued that the siting
and safety of LNG import facilities is a subject matter best suited for regulation
at the state level. For example, the CPUC argued that California has geographi-
cal characteristics posing seismic problems peculiar to the state, making certain
areas vulnerable to earthquakes and liquefaction. The CPUC argued that deci-
sions concerning the siting and safety of an LNG facility in the State of Califor-
nia are best addressed at the state level.

The Cooley opinion, in which the Court deferred the regulation of pilots to
the states, was confined to the facts in that case. The Court underscored that it
did not:

extend to the question what other subjects, under the commercial power, are within

the exclusive control of Congress, or may be regulated by the States in the absence

of all congressional legislation; nor to the general question how far any regulation

of a subject by Congress, may be dgemg% to operate as an exclusion of all legisla-

tion by the states upon the same subject.

However, in that case, the Court was mindful that the states had already legis-
lated on the subject-matter for over sixty years, and it was reluctant to find that
the penalties and fees at issue were “illegally exacted” under existing state laws
adopted in violation of the Constitution.”® Likewise, the jurisdiction over siting
and safety of some energy projects, including natural gas distribution facilities
and oil pipelines and electric generators, has traditionally been exercised by the
states. Thus, central to the Sound Energy Solutions debate is whether Congress
has given the FERC authority to occupy this field of regulation, or whether the
California law at issue constitutes a valid exercise of traditional police power
over safety. This highly contentious debate includes numerous thoughtful argu-
ments for each position, which are too complex to resolve here.

V. THE COMMERCE CLAUSE: SOUND ENERGY SOLUTIONS

In the Sound Energy Solutions case, the State of California sought to exer-
cise jurisdiction over an LNG import terminal project in the Port of Long Beach,
California. SES’s application stated that the proposed project was designed to
address natural gas supply problems in California by providing a new source of
up to 1,000 MMefd (or 1 billion cubic feet per day) of natural gas to the Los An-
geles Basin and Southern California.”®! After processing, the LNG would be va-
porized for transport via a new natural gas pipeline. The pipeline, which would
be constructed, owned, and operated by a third party, would originate at the LNG
site and extend 2.3 miles to a tie-in with the Southern California Gas Company’s
(SoCalGas) existing pipeline system. Some of the LNG would be further proc-

228. Id. at 320.

229.  Cooley, 53 U.S. at 320.

230. Id. at321.

231.  See also Notice of Intervention and Protest of the Public Utilities Commission of the State of Cali-
fornia, Sound Energy Solutions at 6 (2004) (No. CP04-58-000).
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essed and recondensed for vehicle-grade fuel that would be stored on site at the
LNG trailer-truck loading station for transport off-site by motor vehicle. SES
intended to sell the natural gas in California’s non-core natural gas markets.”

The CPUC argued that SES is a “public utility” under California law that is
required to obtain a certificate of public convenience and necessity (CPCN) be-
fore it may begin construction. Although it expressed no intention to regulate
the price or importation of LNG, the CPUC maintained that it had jurisdiction
over the siting and safety of the proposed facility. It was also concerned with the
need for natural gas to be transported to core residential customers or electric
generation units and the exercise of market power by SES through a transfer of
ownership of LNG facilities or merger between SES and another entity. The
CPUC added that it already regulated those subject areas with regard to other
natural gas utilities in California.

The construction of LNG import terminals such as the project proposed by
SES affects interstate commerce, requiring uniform federal regulation in this
area. A new LNG import terminal in California would have an effect on inter-
state commerce because the LNG would supply California’s need for natural gas
that would otherwise be met in the market, in the same way that home-grown
wheat competed with wheat in commerce in Wickard. The United States Court
of Appeals for the Eleventh Circuit held in Habersham Mills v. FERC (Haber-
sham) that a hydroelectric project is subject to Congressional regulation if it
meets its generation demand in part by supplgling its own power, because its
power production affects interstate commerce.” Habersham Mills operated a
textile company in Habersham, Georgia, that owned two small dams and power
houses that supplied about thirty percent of the factory’s electricity.”>* Haber-
sham Mills sold small amounts of excess electricity to Georgia Power. The
Commission ordered Habersham Mills to apply for federal licenses. However,
Habersham Mills had subsequently stopped selling electricity to Georgia Power
in 1991. In a request for rehearing of the Commission’s order, it argued that the
electricity generated by its project no longer connected to an interstate grid,
thereb?f eliminating the Commission’s basis for requiring licensing of the pro-
ject.”” The Commission disagreed, stating that the Habersham Milis projects af-
fected interstate commerce by altering the supply of, or the demand for, electric-
ity across state lines. According to the Commission, “[a] project that generates
electricity as partial substitution for purchase of electricity from an interstate grid
also affects the interests of interstate commerce.”® The project’s generation
was found to affect the size of Habersham Mills’ demand for electricity from
other sources, and thereby the supply of electricity to the entire grid. The court
affirmed the Commission’s order. It concluded that the production of electricity

e

232.  According to a company profile on the SoCalGas website, the ““[nJon-core’ customers are very large
consumers of gas, such as electric power plants and industrial and manufacturing facilities, who use 250,000
thermsl [(one therm equals 100,000 BTUs)] of natural gas or more annually,” at
http://www.socalgas.com/about/profile/customers/ (last visited Jan. 18, 2005).

233. Habersham Mills v. FERC, 976 F.2d 1381, 1384 (1992).

234. Id. at 1382-1383.

235. Habersham Mills, 57 FER.C. § 61,351, 62,148-62,149 (1991).

236. Id. at162,149.
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at issue displaced electricity that would otherwise have been transported through
the national power grid. It found that because the electricity produced by two
small hydroelectric projects affected interstate commerce, the licensing of the
proposed project was subject to federal regulation.”’

For the same reasons, LNG import terminals also have an affect on inter-
state commerce. An LNG import terminal constructed in California will affect
the size of demand for natural gas from across state lines. Moreover, the fact
that only one LNG import terminal is proposed for construction in the Sound En-
ergy Solutions case does not alter the conclusion. Citing to Wickard, the Haber-
sham court held that a small hydroelectric project that affects commerce only
slightly would still be subject to Congressional regulation if it is part of a class
with a significant cumulative effect.”® Because LNG is projected to supply a
considerable share of total U.S. natural gas consumption, e.g., twenty-one
percent in the year 2010, the cumulative impact of LNG import terminals on in-
terstate commerce will be substantial. And, given the small number of opera-
tional LNG import terminals in the United States, the effect of only one terminal
is significant.

The construction of a new LNG import terminal could also have an effect
on interstate commerce if the LNG is used to supply natural gas-fired generation
plants. In the year 2000, sixteen percent of electricity generation in North Amer-
ica was powered with natural gas.”*® “[NJatural gas is expected to dominate fuel
choices for new power plants in the foreseeable future.”** According to the De-
partment of Fossil Energy, natural gas-powered turbines could be installed in
nearly ninety percent of the electric power plants to be built in the United States
between the years 2000 and 2020.**' Thus, the construction of LNG import ter-
minals will have an effect on the flow of natural gas in interstate commerce that
is supplied to meet the requirements of natural gas-fired power plants. In Cali-
fornia, it was projected in 2003 that natural gas demand for electricity generation
in California will increase 1.5 percent per year.** In California, because elec-
tricity is sold in interstate commerce through the California Independent System
Operator, the supply of natural gas to serve electric power plants also has an ef-
fect on interstate commerce. SES intended to sell a portion of the natural gas in
California’s non-core natural gas markets.>** The “non-core” customers that So-

237. Habersham Mills, 976 F.2d at 1384 (1992).

238.  Id. at 1384 (citing Wickard v. Filburn, 317 U.S. at 111 (1942)).

239. N. AM. ENERGY WORKING GROUP, ENERGY INFO. ADMIN., NORTH AMERICA: THE ENERGY
PICTURE (2002), available at hitp://www.eia.doe.gov/emeu/northamerica/engsupp.htm.

240. See OFFICE OF FOSSIL ENERGY, DEP’T OF ENERGY, COAL & NATURAL GAS ELECTRIC POWER
SYSTEMS, available at hitp://fossil.energy.gov/programs/powersystems/ (last updated Oct. 15, 2004).

241. OFFICE OF FOSSIL ENERGY, DEP’T OF ENERGY, THE TURBINES OF TOMORROW, available at
http://fossil.energy.gov/programs/powersystems/turbines/ (last updated Oct, 21, 2004).

242.  RICH FERGUSON, CTR. FOR ENERGY EFFICIENCY & RENEWABLE TECHS., REDUCING DEMAND FOR
NATURAL GAS IN CALIFORNIA, NATURAL GAS MARKET OUTLOOK (2003), available at
http://www.energy.ca.gov/naturalgas/documents/2003-12-
9+10_workshop/presentations/IIA_demand_red/CEERT_2003-12-09.PDF.

243. SES’s Application for Authority to Site, Construct, and Operate LNG Import Terminal Facilities at
pp. 4-6.
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CalGas served were very large consumers of gas, including electric power
plants.*** Thus, SES’s proposed LNG facilities would have an effect on inter-
state commerce.

The dissenting comments of FERC commissioners in the Distrigas decision
(Opinion No. 613) offer further support for federal regulation of intrastate LNG
import projects. In Opinion No. 613, the FERC majority asserted that the impor-
tation and exportation of natural gas is within its jurisdiction under section 3 of
the NGA. However, it also found that Distrigas’ siting and marketing activities
were solely intrastate and outside of its jurisdiction. At that point the majority
chose not to apply its certification requirements under section 7 of the NGA to
Distrigas. The dissenters claimed that the majority had failed to follow the man-
date of the NGA requiring the Commission to assert comprehensive jurisdiction
over LNG imports, and that the majority decision created a regulatory gap con-
trary to that mandate.”*’ Chairman Nassikas opined that it would be repugnant to
the national interest to approve an LNG project, yet relinquish all responsibility
and control over the delivered gas, because the Commission has a responsibili
to “foster the dedication of new gas reserves to the jurisdictional markets.”**
Thus, the Chairman argued, “[w]hen the price and volume of imported LNG
have such a direct impact on the price, volume, and exploration activity for do-
mestic gas, this Commission, as a resource-allocating agency must exercise its
authority over alternative gas supplies.”*"

The dissent argued that Opinion No. 613 created.a regulatory gap insofar as
the Commission preempted state rate surveillance without taking upon itself the
responsibility to provide effective regulation in that area. The Chairman also ar-
gued that the Distrigas decision provided an incentive for the proliferation of
other unregulated intrastate distributors of LNG along the Atlantic Seaboard,
which also “would be contrary to the public interest in securing a commitment of
gas supplies to the jurisdictional markets.””*® Commissioner Moody was con-
cerned that the LNG could be processed and transported in any fashion and sold
to the consumer at any price until it enters the stream of interstate commerce or
is sold for resale.?”® The dissent urged that Distrigas must be treated as a natural
gas company under the NGA, such that its imports, rates, facilities, services,
sales, and transportation would be subject to Commission jurisdiction.*°

In their applications for rehearing of Opinion No. 613, the Public Service
Commission of the State of New York (NYPSC) and The Superior Oil Company
(Superior) also expressed concern over the regulatory gap created in the Distri-

244,  See http://www.socalgas.com/about/profile/customers/ (last visited Jan. 18, 2005).

245, Distrigas, 47 F.P.C. 752, 778 (1972).

246. Id. at 779. Chairman Nassikas asserted that to allow LNG prices to be determined on a “what the
traffic will bear” approach, as the Chairman claimed the majority in Distrigas has done, is analogous to a pro-
ducer’s attempt to withhold gas unless its price is met. 47 F.P.C. 752, at n.7; see Atl. Ref. Co. v. P.S.C., 360
U.S. 378 (1959).

247. Id at779.

248. 47F.P.C.at780.

249. Id. at784.

250. Distrigas, 47 F.P.C. 752, 784 (1972).
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gas case.”” The NYPSC and Superior maintained that under sections 3 and 7 of
the NGA, the Commission is required to exercise comprehensive jurisdiction
over all of Distrigas’ facilities and sales, regardless of whether the LNG re-
mained within the state of entry or was transported and sold interstate. They ar-
gued that without comprehensive regulation, the extent of regulation in each
state will vary, with those “less regulatory minded” states enjoying an advantage
in attracting LNG projects.”®> Moreover, the NYPSC argued that the Commis-
sion’s decision not to exercise comprehensive regulation over LNG might be
used to preempt state regulations, leaving the sales and facilities at issue free
from any regulation.®” If the NGA gives the Commission jurisdiction and it
elects not to exercise it, it suggested the states may be preempted from filling the
regulatory gap.

In the Sound Energy Solutions case the Commission’s failure to assert juris-
diction over certification of the LNG import project (whether under section 3 or
section 7) would not result in the regulatory gap described by the dissent in
Opinion No. 613, because the State of California has in place a process for certi-
fication of LNG import projects. However, to the extent that states do not have
in place an adequate certification process for intrastate LNG projects, a regula-
tory gap would be created because the siting, construction, and operation of in-
trastate LNG import projects would not be regulated at the federal or state level.
Alternatively, some states may implement a certification process but elect to ap-
ply lax standards for approval while other states apply stringent certification
standards, resulting in different policies across state jurisdictions. Thus, as was
argued by the dissent in Distrigas, less “regulatory minded” states would attract
LNG projects away from states that implement a strict certification process.

Other arguments made in the Distrigas dissent also apply in the Sound En-
ergy Solutions case. For example, if the Commission declined to exercise juris-
diction over the siting, construction, and operation of exclusively intrastate LNG
import projects, e.g., by imposing the equivalent of section 7 certification re-
quirements, then individual states will be empowered to deny applications for
certification of those projects. States succumbing to the “Not-In-My-Backyard”
mentality would hinder the development of a sophisticated network of LNG stor-
age and transportation facilities, thus limiting the tools available to manage natu-
ral gas demand.

A. Affirmative Exercise of Commerce Power: the Natural Gas Act

In the Sound Energy Solutions case, the CPUC pointed out that SES filed
with the FERC an application to construct the LNG import facilities under sec-
tion 3 of the NGA, while the issuance of a CPCN is addressed in the NGA under
section 7. It argued that section 3 of the NGA does not confer on the FERC ex-
clusive jurisdiction over siting and construction of purely intrastate facilities. In
its Declaratory Order, the FERC acknowledged that the cases affirming the ex-

251.  Distrigas, 47 F.P.C. 1465 (1972).
252, Id. at 1466.
253.  Distrigas, 47 F.P.C 752, 1466.
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clusive character of its jurisdiction lie principally in the area of interstate com-
merce, “whereas here the proposal concerns foreign commerce.”*** Nonetheless,
the Commission found “no difference in the principle of preemption in foreign
commerce cases.””> The Commission argued that its power under section 3 is
elastic. It noted that the courts have already settled the question whether the
FERC may use its conditioning authority under section 3 to impose the equiva-
lent of section 7 certification requirements on imports of natural gas, as to the fa-
cilities and as to both interstate and intrastate sales.”>® It added that under Distri-
gas, section 3 “supplies the Commission not only with the power necessary to
prevent gaps in regulation, but also with flexibility in exercising that
power . ...">" The Commission, the CPUC, and SES agreed that the SES pro-
posal would not involve interstate commerce.

As noted above, at press time this issue was still pending review. However,
the Supreme Court’s Chevron doctrine holds that courts should defer to a rea-
sonable agency interpretation of a statute when the statute itself is silent or am-
biguous.” Although it did not expressly address CPCNs in section 3 of the
NGA, for discussion purposes here it is assumed that under section 3 the Com-
mission’s action constitutes a legitimate exercise of its conditioning authority to
regulate, through its certification requirements, the siting, construction, and op-
eration of intrastate LNG import facilities. The following section explores Con-
gress’ current treatment of the “affecting interstate commerce” standard, and
considers whether Congress, if it included such standard in the Natural Gas Act,
would exceed its plenary commerce power.

B. The “affects interstate commerce” Standard

Congress’ treatment of the “affecting interstate commerce” standard has
varied. For example, section 201(b) of the Federal Power Act (FPA) provides
for Commission jurisdiction over “the transmission of electric energy in inter-
state commerce and ... the sale of electric energy at wholesale in interstate
commerce, but . . . not [over] any other sale of electric energy. . . 280 In FPC v.
Florida Power & Light Co. (FP&L), the Supreme Court held that a showing that
a sale affects interstate commerce is insufficient for jurisdiction to attach under
section 201 of the FPA.?! Section 201(c) defines energy transmitted “in inter-
state commerce” as energy “transmitted from a State and consumed at any point
outside thereof; but only insofar as such transmission takes place within the

254.  Sound Energy Solutions, 106 F.ER.C. 61,279 (2004).

255. Id

256. 106 F.ER.C. 61,279

257. Distrigas Corp, 495 F.2d at 1064. :

258. The Commission stated “[p]rovided the SES imports stay within California (and that import volumes
are not used to offset out-of-state deliveries by displacement, by backward-or forward-haul transactions), there
will be no interstate activity, and SES will not require NGA Section 7 certificate authorization for its facilities
or services.” Sound Energy Solutions, 106 F.ER.C. 461,279 atn.5.

259, Chevron, U.S.A., Inc. v. Natural Res. Def. Council, Inc., 467 U.S. 837 (1984).

260. 16 U.S.C. § 824(b) (2000).

261. FPC v. Fla. Power & Light Co., 404 U.S. 453 (1972). See also Jersey Power & Light Co. v. FPC,
319 U.S. 61 (1943).
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United States.”®? Thus, there must be proof of interstate movement of energy
for federal jurisdiction to apply.

Section 23(b) of the FPA contains a broader test for determining Commis-
sion jurisdiction. Section 23(b) provides for federal jurisdiction over the pro-
posed construction of dam projects if “the interests of interstate or foreign com-
merce would be affected by such proposed construction.”®®® Thus, rather than
requiring the transactions to be “in interstate commerce,” as required by section
201(b), section 23(b) only reczluires that activities under the hydroelectric project
“affect” interstate commerce.”%

FP&L argued that Congress could have chosen to grant the Commission ju-
risdiction over activities affecting commerce, but “it clearly did not do so.”?%*
The Court acknowledged Congress’ disparate use of the “affecting interstate
commerce” standard, noting that FP&L’s argument was developed by the dissent
in Jersey Central Power & Light Co. (Jersey Central). Having concluded that
the language of the FPA and the legislative history show that Congress did not
intend to regulate matters affecting commerce, the dissenters observed, “[i]t is
interesting to compare, in this connection, other statutes enacted by the same
Congress. Three adopted in July and August 1935%% covered activities ‘affect-
ing’ commerce; three, including the Federal Power Act in question, adopted in
August 1935*7 did not cover activities ‘affecting’ commerce.”?® The FP&L
Court stated, “[t]hus it was inferred that we are dealing with a particularly dis-
criminating use of language.’”*®

Under the NGA, as currently drafted, there is little support for application
of the “affecting interstate commerce” standard to activities regulated under sec-
tion 7. “Interstate commerce” is defined in the NGA under section 2(7) as
“commerce between any point in a State and any point outside thereof, or be-
tween points within the same State but through any place outside thereof, but
only insofar as such commerce takes place within the United States.”®”® Under
FP&L, purely intrastate LNG import terminal projects would not be subject to
federal jurisdiction on the basis that the proposed activities would have an effect
on interstate commerce.

Congress could amend the NGA to provide for jurisdiction over intrastate

262. 16 U.S.C. § 824(c) (2000).

263. 16 U.S.C. § 817(1) (2000).

264.  City of Centralia v. FERC, 661 F.2d 787, 789-790 (9th Cir. 1981) (“The Commission has licensing
Jurisdiction over hydroelectric projects on nonnavigable streams within Congress’s jurisdiction whenever the
interests of interstate commerce would be affected by such projects.”).

265. Fla. Power & Light Co., 404 U.S. at 462,

266. Jersey Power & Light Co., 319 U.S. at 88 (citing National Labor Relations Act § 2(7), 29 U.S.C. §
152(7) (2000); Public Utility Holding Company Act § 1(c), 15 U.S.C. § 79(c) (2000); Bituminous Coal Con-
servation Act § 1, U.S.C. (2000)).

267. Id. at 88 (citing Federal Power Act § 201 (b), 49 Stat. 838, 847, 16 U.S.C. § 824(b); Motor Carrier
Act § 202(b), 49 Stat. 543, 49 U.S.C. § 302(b); Federal Alcohol Administration Act § 3, 49 Stat. 977, 978, 27
U.S.C. § 203).

268. Jersey Power & Light Co.,319 U.S. at 87-88.

269. Fla. Power & Light Co., 404 U.S, at 462.
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activities of LNG import terminals, without exceeding the scope of its plenary
power under the Commerce Clause. Unlike earlier acts of Congress that regu-
lated civil rights and labor relations under the commerce power, the inclusion of
an “affects interstate commerce” standard in the NGA would call for regulation
of aspects of commercial life. Under the standard applied in FERC v. Missis-
sippi, “‘legislative Acts adjusting the burdens and benefits of economic life come
to the Court with a presumption of constitutionality . . . .””*”' Echoing the senti-
ment of Justice Marshall, the Court underscored that the commerce power “is
‘complete in itself, may be exercised to its utmost extent, and acknowledges no
limitations, other than are prescribed in the constitution.””?”> Under these broad
standards, it is evident that the commerce power, extending to activities affecting
interstate commerce, likewise extends to regulation of the siting, construction,
and operation of all LNG import facilities.*”

Under the FERC v. Mississippi test, a court may invalidate legislation en-
acted under the Commerce Clause “only if it is clear that there is no rational ba-
sis for. . . finding that the regulated activity affects interstate commerce, or that
there is no reasonable connection between the regulatory means selected and the
asserted ends.” ?’* It is difficult to overcome this strict standard in this case, as it
is not tenable that there is “no rational basis” for finding that the regulated activ-
ity under section 3 of the Natural Gas Act affects interstate commerce. More-
over, it would be difficult to argue that there is “no reasonable connection” be-
tween the means selected (i.e. imposing the equivalent of section 7 certification
requirements through section 3 conditioning authority) and the asserted ends
(regulation of the siting, construction, and operation of intrastate LNG import fa-
cilities). However, under the FERC v. Mississippi test, the same reasoning ap-
plies to regulation of the siting, construction, and operation of intrastate LNG
import facilities that have an effect on interstate commerce. Although the SES
project would not involve interstate commerce,””” there is a rational basis for
finding that its proposed project would have an effect on interstate commerce,
and that there is a reasonable connection between the regulatory means selected
and the asserted ends.

Because the CPUC claims that the SES’s proposed project falls under its ju-
risdiction, a complete Commerce Clause analysis requires examination of the
state law asserted. In this case, the CPUC claims that because the proposed fa-
cilities will be in California serving California markets, SES will be a California
public utility subject to regulation by the CPUC under the California Public

271. FERC v. Mississippi, 456 U.S. 742, 754 (1982) (quoting Usery v. Turner Elkhorn Mining Co., 428
U.S. 1, 15 (1976)).

272. Id. at 754 (quoting Gibbons v. Ogden, 22 U.S. 1, 196 (1824)).

273.  Also in FERC v. Mississippi, the Court repeated “that the commerce power extends not only to ‘the
use of channels of interstate or foreign commerce’ and to ‘protection of the instrumentalities of interstate com-
merce . ..."" 456 U.S. at 754 n.18 (quoting Perez v. United States, 402 U.S. 146, 150 (1971). In FERC v. Mis-
sissippi, the LNG would be transported via separate intrastate pipelines located only in California. The FERC
and CPUC agreed that these were “Hinshaw” pipelines that were exempt from the FERC’s regulations under
sections 1(b) and 1(c) of the Natural Gas Act, 15 U.S.C. § 717(b),(c) (2000).

274. FERC, 456 U.S. at 754.

275.  Further discussion on how the certification process of LNG import terminals affects interstate com-
merce is included below.
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Utilities Code. The following discussion examines that law in the context of
dormant Commerce Clause jurisprudence.

C. Dormant Commerce Clause: California Public Utilities Code

In testing the constitutionality of a law under the dormant Commerce
Clause, a court will first determine whether a state law discriminates against out-
of-state businesses or individuals. If the language of a statute is facially dis-
criminatory, then the statute is presumed to be unconstitutional.’’® If the law is
facially neutral, then courts will ask whether the law has a discriminatory pur-
pose or effect.””’

The CPUC argued that SES’s proposed operations would make it a public
utility under California Public Utilities Code (California Code) sections 216,
221,222,227, and 228.*" Under section 1001 of that code, a public utility is re-
quired to apply for and receive a certificate of public convenience and necessity
from the CPUC prior to commencing construction of its facilities.?”” The CPUC
protested SES’s application to the FERC on the ground that SES had not fully
complied with this aspect of California law.2*

Section 1005 of the California Public Utilities Code provides:

The [CPUC] may, with or without hearing, issue the certificate as prayed for, or re-

fuse to issue it, or issue it for the construction of a portion only . . . and may attach

to the exercise of the rights granted by the certificate such terms and conditions . . .

as in its judgment the public convenience and necessity require; provided, however,

upon timely application for a hearing . . . the commission, before issuing or refusing

to issue the certificate, shall hold a hearing thereon.

The California Code further provides that when a public utility “is engaged
or is about to engage in construction work without having secured from the
[CPUC] a certificate of public convenience and necessity as required by this arti-
cle, the [CPUC] may . .. order . .. the public utility complained of to cease and
desist from such construction . . . .”**! A plain reading of the statutory language

276. City of Philadelphia v. New Jersey, 437 U.S. 617 (1978).

277. Huntv. Wash. State Apple Adver. Comm’n, 432 U.S. 333 (1977).

278.  Section 216(a) states that a “public utility” includes a gas corporation “where the service is per-
formed for, or the commodity is delivered to, the public or any portion thereof.” CAL. PUB. UTIL. CODE § 216
(2004 & Supp. 2005). Whenever a gas corporation performs such service, under § 216(b) it “is a public utility
subject to the jurisdiction, control, and regulation of the [CPUC] and the provisions of this part [of the Califor-
nia Public Utilities Code].”

279. Section 1001 states that “no ... gas corporation . .. shall begin the construction of a. .. plant, or
system, or of any extension thereof, without having first obtained from the {CPUC] a certificate that the present
or future public convenience and necessity require or will require such construction.” CAL. PuB. UTIL. CODE §
1001 (1994 & Supp. 2005).

280. In its protest, the CPUC clarified that its assertion of jurisdiction does not constitute a determination
on the merits of the proposed LNG facility at the Port of Long Beach, California. It expressed that it intended
to consider all arguments on the merits at a public hearing on SES’s application for a CPCN, but argued that
SES must apply for and receive a CPCN before it begins construction. See also Notice of Intervention and Pro-
test of the Public Utilities Commission of the State of California, Sound Energy Solutions at 6 (2004) (No.
CP04-58-000).

281. CAL. PuB. UTIL. CODE § 1006 (1994).
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reveals that the law is facially neutral. The remaining issue is whether the law is
discriminatory in purpose or effect.

The California Code allows the CPUC to grant a CPCN after considering:
“1) Community values; 2) Recreational and park areas; 3) Historical and aes-
thetic values; and 4) Influence on environment . . . [with certain exceptions].”**
An applicant for a CPCN must submit extensive information pertaining to the
proposed facility’s engineering, design, construction, and project implementa-
tion.® Under section 1005(a) the CPUC may issue the certificate subject to
such terms and conditions “as in its judgment the public convenience and neces-
sity require.” Thus, it is conceivable that, following its own review of this in-
formation, the CPUC may impose upon a project such terms and conditions per-
taining to safety that would greatly increase the projected cost of a facility’s
design or implementation.

Under traditional cost-of-service ratemaking, these costs would be allocated
to customers on a rolled-in or incremental basis.”** Under incremental pricing, a
separate cost of service is developed for expansion facilities, recapturing con-
struction costs solely from the particular customers who utilize them. Under
rolled-in pricing, the costs of expansion facilities are added to the total pipeline
costs, recovering expenditures by increasing the general rate that all customers
pay.2® In Commonwealth of Pennsylvania v. West Virginia®® and New England
Power Co. v. New Hampshire,”® the Supreme Court struck down as unconstitu-
tional state laws that took protectionist measures to hoard natural gas and electric
hydropower. In the case of LNG imports, the California Public Utilities Code
may be unconstitutional if its purpose or effect is to retain cheaper energy re-
sources exclusively for the benefit of California’s citizens. However, California
would be unable to keep cheaper domestic natural gas (or LNG, depending
which is cheaper) in the state by simply proscribing incremental pricing for ex-
pensive LNG. If the customers subject to incremental pricing are outside Cali-
fornia, the LNG (or domestic natural gas) at issue would enter the flow of inter-
state commerce, bringing the LNG and facilities under FERC jurisdiction. The
FERC would have the authority to decide whether to approve incremental pric-
ing, and thus address any discriminatory practices. Furthermore, if the LNG im-
ports were intended for sale for resale or transportation in interstate commerce,
the siting, construction, and operation of the LNG import terminal would be sub-
ject to FERC jurisdiction under section 7 of the NGA. Finally, in December
2002, the Commission stated that, in certain circumstances, it would no longer
apply cost-of-service regulations and open-access obligations to new LNG ter-
minals. In that instance, it approved an application for market-based ratemaking
for a new LNG import terminal in Hackberry, Louisiana. However, a facility
would be unlikely to succeed in recovering the costs of an expensive LNG facil-

282. CAL. PUB. UTIL. CODE § 1002(a) (1994).

283. CAL. PuB. UTIL. CODE § 1003 (1994).

284. SeeS. LNG Inc., 101 F.ER.C. 1 61,187 (2002) (addressing whether costs associated with expansion
of LNG import facilities should be given rolled-in or incremental rate treatment).

285. See “Complex” Consol. Edison Co. v. FERC, 165 F.3d 992, 996 n.2 (1999).

286. Pennsylvania v. West Virginia, 262 U.S. 553 (1923).

287. New Eng. Power Co. v. New Hampshire, 455 U.S. 331 (1981).
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ity though market-based rates because it would be uncompetitive relative to the
alternatives in the marketplace. Thus, it is unlikely that a court would find that
the California Public Utilities Code is discriminatory in purpose or effect.

Once it determines that the purpose or effect of a statute is not discrimina-
tory, a court will apply the balancing test in Pike v. Bruce Church, Inc. In that
case, the test for determining the validity of a state statute affecting interstate
commerce was as follows: “[wlhere the statute regulates even-handedly to effec-
tuate a legitimate local public interest, and its effects on interstate commerce are
only incidental, it will be upheld unless the burden imposed on such commerce is
clearly excessive in relation to the putative local benefits.”*®

In the Sound Energy Solutions case, if the California Code was given effect,
then the CPUC would be empowered to deny certificates of public convenience
and necessity, thereby potentially preventing the construction of proposed LNG
projects in California. The California Public Utilities Code provides that in issu-
ing a CPCN for additional natural gas pipeline capacity proposed for construc-
tion within California,

the [CPUC] shall consider the state’s need to provide sufficient and competitively
priced natural gas supplies for both present and anticipated future residential, indus-
trial, commercial, and utility demand. When it finds it is in the state’s best interests

to do SO;gShe [CPUC] shall expeditiously issue [CPCNs] for those additional. ..
projects.

Because the California Code allows the CPUC to consider the state’s need, and
to issue CPCNs when “it is in the state’s best interests to do so,” circumstances
may arise where the construction of an LNG import terminal, while beneficial
for the United States as a whole, may be deemed a detriment to the interests of
California. The state may be faced with strong local opposition from citizens
concerned with LNG import terminal safety, the effect on property values, and
other issues. But, enforcement of the Code in California may have an effect on
the availability of LNG or other interchangeable resources elsewhere in the
United States.

LNG is an alternative source available to supplement American baseload
supplies.”® One state’s choice of whether to allow LNG imports, e.g., as re-
flected in its treatment of applications for certificates of public convenience and
necessity to construct LNG import facilities, will have an impact on the rest of
the country’s ability to obtain LNG for its supply stream. This is contrary to
Commission policy.”®' If a state commission were to exercise its authority to
deny such applications, thereby blocking LNG imports to its borders, the effect
on supplies of natural gas and other resources would be national in scope. LNG
that is imported into one state, and is consumed there, competes with LNG or

288. Pike v. Bruce Church, Inc., 397 U.S. 137, 142 (1970).

289. CAL. PUB. UTIL. CODE § 1002.5 (1994) (emphasis added).

290. Seeid.

291. See Northeast Hub Partners v. CNG Transmission Corp., 239 F.3d 333, 339 (3rd Cir. 2001) (“The
Commission encourages cooperation between interstate pipelines and local authorities. However, this does not
mean that state and local agencies, through application of state or local laws, may prohibit or unreasonably de-
lay the construction of facilities approved by this Commission.”).
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another interchangeable resource, such as natural gas, in the same way that the
milk and wheat in Wrightwood Dairy and Wickard were found to compete with
those commodities in interstate commerce. The decision to construct a LNG im-
port terminal affects alternative gas supplies to the extent that those supplies are
displaced to fill the demand that could have been satisfied with LNG.

According to the CPUC, “California is a natural gas consuming state with
more than 85 percent of its natural gas coming from out-of-state sources.”** If it
denies certification of LNG import terminals, the burden on fulfilling Califor-
nia’s natural gas demand will be placed on other sources, including natural gas
pipelines outside the state of California. Thus, it is conceivable that section 1003
of the California Code may have an incidental effect on interstate commerce.
However, it is unlikely that such concerns would materialize, given that the State
of California has expressed an interest in attracting LNG. The CPUC has not
suggested that it would deny altogether applications for certification of LNG im-
port projects; rather, it wishes to assert control over siting and safety issues.

The remaining inquiry is whether this incidental burden on interstate com-
merce is outweighed by the putative benefits of local regulation. It is certain that
there are numerous benefits to deferring the regulation of the siting, construction,
and operation of intrastate LNG import projects to the individual states. In this
case, the CPUC pointed out that “the FERC does not understand the different lo-
cal conditions in the 50 states anywhere near the level of knowledge which each
state has about its unique conditions.””* Justice Brandeis cautioned against
stamping out individual policy agendas that foster social and economic experi-
mentation. Warning of serious consequences that would result, he observed “[i]t
is one of the happy incidents of the federal system that a single courageous State
may, if its citizens choose, serve as a laboratory; and try novel social and eco-
nomic experiments without risk to the rest of the country.”>*

However, as guardians of its own citizens, the states are in danger of prom-
ulgating policies that serve to protect and benefit their own citizens above all
others. But, “in matters of foreign and interstate commerce there are no state
lines.””* Rather, a new welfare appears which “transcends that of any State”
and constitutes the welfare of all states.”® Furthermore, the benefits of uniform-
ity in regulation ought not to be overlooked, particularly when the area of regula-
tion rises to the high level of national interest as does the allocation of resources.
LNG import terminals are capital-intensive projects that require long-term com-
mitments from various parties.””’ Such investments require predictability and

292. CPUC’s Request for Rehearing at 1, Sound Energy Solutions (2004) (No. CP04-58-000) (Apr. 23,
2004 ). “In 1999, California produced 16 percent of its own natural gas, 46 percent was from the southwest
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http://www.energy.ca.gov/naturalgas/natural_gas_facts.html (last visited Jan. 18, 2005).
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uniformity in regulatory treatment. The Commission has acknowledged that
“federal oversight can serve as a check on states’ erecting unreasonable hurdles
to LNG imports.””® 1In its order denying rehearing of the March 24 order, the
FERC warned that “state actions could skew rational development of the nation’s
LNG import capacity, since as a matter of geography and the existing infrastruc-
ture, there are a finite number of potential sites where LNG imports can be off-
loaded, stored, regasified, and gain access to underserved markets.”®” Thus,
policies concerning LNG import terminals ought to be promulgated at the federal
level, with regulation carried out in concert with state and local authorities and
other federal agencies that also play a critical role at every stage of project de-
velopment.

VI. CONCLUSION

It is well settled that the choice of national policy in areas affecting inter-
state commerce is within the exclusive power of Congress. In some cases, Con-
gress has concluded that it would be more effective to regulate certain matters at
the local level. Many strong arguments have been proffered on both sides of the
debate regarding whether LNG import terminals should be regulated at the state
or federal level. Ultimately, “whether particular operations affect interstate
commerce sufficiently to come under the constitutional power of Congress to
regulate them is ultimately a judicial rather than a legislative question ... ."”>%
Thus, whether the siting, construction, and operation of LNG import facilities af-
fects interstate commerce is an issue that currently “can be settled finally only by
[the] Court.”®!

The author concludes that the regulation of LNG import terminals does
have an effect on interstate commerce. The Natural Gas Act should be amended
to clearly provide for federal jurisdiction of all LNG import projects, including
intrastate projects that do not involve the sale for resale or transportation of LNG
in interstate commerce. As noted in Gibbons, the federal commerce power, “like
all others vested in Congress, is complete in itself, may be exercised to its utmost
extent, and acknowledges no limitations, other than are prescribed in the consti-
tution.*® Projections for the long-term natural gas market (through 2025) show
that domestic natural gas production is expected to increase more slowly than
consumption, placing the United States at risk for a future natural gas shortage.
Under the Cooley standard, the siting, construction, and operation of LNG im-
port terminals is an area of regulation that demands a single, uniform rule. Thus,
it is incumbent upon Congress to draft clear, uniform legislation regulating the
siting, construction, and operation of all LNG import terminals.
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