Why FERC's Proposed Duty Of Candor Rule Is

Problematic
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The Federal Energy Regulatory Commission is considering adopting a new
regulation that would prohibit the submission of any inaccurate or false
information when communicating with FERC and certain other entities about
matters subject to the commission's jurisdiction.

The proposed rule has no scienter or materiality requirements, but it would
include an affirmative defense for those who exercise due diligence to prevent
the submission of inaccurate and false information.

The proposed rule has been widely criticized as unconstitutional, a solution in
search of a problem, beyond FERC's authority and stifling critical
communication.

If adopted without modification, the rule would raise significant due process
and other concerns, and give FERC wide discretion as to which violations to
investigate and penalize.

FERC's Proposed New Rule

The proposed rule would impose a far-reaching new duty of candor
requirement.[1] It would prohibit the submission of inaccurate information to
FERC and other entities regardless of intent or materiality:

Any entity must provide accurate and factual information and not submit
false or misleading information, or omit material information, in any
communication with the Commission, Commission-approved market
monitors, Commission-approved regional transmission organizations,
Commission-approved independent system operators, jurisdictional
transmission or transportation providers, or the Electric Reliability
Organization and its associated Regional Entities, where such
communication relates to a matter subject to the jurisdiction of the
Commission, unless the entity exercises due diligence to prevent such
occurrences.

This proposed rule is significantly broader than the existing duty of candor rule
on which it is modeled.[2]

The existing duty of candor applies only to "sellers" — those with, or seeking,
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the authority to make wholesale sales of electricity, capacity or ancillary services at market-based

rates.[3]

The proposed rule would expand that duty to cover participants in other activities under FERC's

jurisdiction and apply to entities and individuals who — unlike sellers — may not be sophisticated or
have experience with FERC-jurisdictional markets or activities. Any employee — such as a trader or
secretary — or member of the public that engages in a covered communication would be subject to

the rule.
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The scope of communications that would be covered is similarly expansive and would reach
communications with a large number of organizations, their staff and employees. It would pertain to
everything from a landowner's complaint to a gas pipeline company, to a customer's statements in a
negotiation with a public utility transmission provider, to a participant's comment in a regional
transmission organization stakeholder discussion.

Additionally, the proposed rule is not limited to formal communications and would include "informal
and formal communications, verbal or written, and via any method that may be used for
transmission." That definition is so broad as to potentially include social media feeds and blog posts
that an employee of a covered organization receives.

The justification for the new rule is grounded in the commission's need for "complete, honest, and
accurate information" to fulfill its duties. To that end, there are myriad existing rules and statutes
that require truthful communications with FERC and others in a range of circumstances.[4]

According to the notice of proposed rulemaking, however, "the current patchwork of requirements is
insufficient to encompass all the situations in which" the commission believes accuracy to be
necessary.

Common Concerns

Commenters raised a wide range of concerns about the proposed rule during the comment period
that ended on Nov. 10.

It would chill important communication.

Market participants will be less likely to voluntarily share information out of fear that they could be
subjected to an enforcement investigation. This is an especially acute concern in emergency
situations where open communication is vital, but also where there is limited or no time to scrutinize
statements made to covered entities.

It is a solution in search of a problem.

The NOPR does not identify any specific instance in which existing rules failed to prevent the
submission of inaccurate information.

And while the NOPR lists the types of situations in which inaccurate information could affect the
commission's determinations, it does not identify an instance when that in fact happened.
Commenters therefore have argued that the proposed rule lacks an adequate factual basis.

The proposed rule violates the First and Fifth Amendments.

Echoing Commissioner James Danly's dissent, commenters are concerned that the proposed rule may
violate the First Amendment because its breadth and vagueness would cause individuals to refrain
from engaging in protected speech out of fear that they might be subject to liability.

Commenters also asserted that the proposed rule is deficient under a Fifth Amendment due process
analysis because it does not provide adequate notice as to what communications are prohibited by
the rule and vests unfettered discretion in FERC to punish individuals in an arbitrary and
discriminatory manner.

FERC does not have the statutory authority to adopt the rule.

Unlike the existing duty of candor rule, which applies only to a subset of entities over which FERC has
clear jurisdiction, the proposed rule would reach entities and individuals who would not otherwise be
subject to FERC's jurisdiction. Commenters have argued that the statutory provisions that FERC has
referenced do not give it the authority to expand its regulatory reach in the manner that the
proposed rule does.

Next Steps



FERC is currently considering whether and how to proceed with the rulemaking. It could abandon or
table the proposal, which is what it did in 2019 when it considered expanding the duty of candor to
traders of financial transmission rights and virtual products.

Or it could adopt the rule, either in its current form or in a modified version. Commenters have urged
FERC to consider adding materiality and scienter requirements or limiting the scope of entities and
individuals to whom the rule applies, should the commission move forward with the rulemaking.

If the proposed rule is adopted without modification, it would create significant due process concerns.

Minor inadvertent errors could constitute violations, like submitting a report to FERC that contains a
misquote or miscites the page number of a source. The rule is so broad that it might have the effect
of turning most market participants into violators.

In practice, FERC and its Office of Enforcement would not be able to investigate and prosecute all
potential violations of the proposed rule.

The NOPR states that "even where due diligence cannot be demonstrated, it is hot the Commission's
intention to investigate or penalize all potential violations of the proposed regulation,” and that "as a
general matter, we do not intend to penalize inadvertent errors, especially those of limited scope and
impact."

But giving such broad discretion to FERC and its Office of Enforcement to decide which participants
should be investigated and prosecuted could be problematic.[5]

In nonpublic investigations, we have seen the Office of Enforcement take aggressive positions on the
existing duty of candor, and it may do so as well under an expanded duty of candor.

The due diligence defense does not greatly improve the situation. Because it is an affirmative
defense, the targets of FERC enforcement matters would bear the burden of proof.

There is very little guidance from FERC as to what would constitute due diligence. Instead, the
standard is subjective and variable — it could be little else given the plethora of considerations that
FERC will take into account when considering the issue.[6] This would leave many guessing about
what practices they should put in place and how to document them.

The rule would also apply to in-house and outside counsel, which led the American Bar Association to
express its concern that the proposed rule could undermine state supreme courts' authority to
regulate attorneys, conflict with and subvert attorneys' existing ethical obligations, and impose
unreasonably heavy burdens on lawyers and their clients.

For example, according to the American Bar Association, in order to meet their burden of proof on
the affirmative due diligence defense, "lawyer[s] may be placed in the untenable position of being
required to disclose information protected by lawyer-client confidentiality or the attorney-client
privilege."

There also is the question of penalties. The statutory maximums of $1 million per day per violation
likely will apply in most cases.[7]

And while FERC is unlikely to set penalty amounts at their maximum limits, it is concerning that FERC
could impose multimillion-dollar penalties for unintentional, immaterial errors.

Steven Glaser is a partner, William Barksdale is counsel and Ross Gitlin is a law clerk at Skadden
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