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In the attached testimony, Vincent Duane, Vice President and General Counsel
for PJM Interconnection, L.L.C. (“PJM”), details the potential conflicts and harm to
customers should certain provisions of H.R. 3795 or the existing Commodity Exchange
Act be interpreted to apply to FERC-regulated Regional Transmission Organization
("RTO”) markets. PJM is a FERC-regulated RTO responsible for ensuring the reliable
and non-discriminatory planning and operation of the transmission grid and the fair and
efficient administration of wholesale electric markets. PJM serves 51 million people in
an area that includes all or parts of New Jersey, Pennsylvania, Delaware, Maryland, the
District of Columbia, Virginia, North Carolina, West Virginia, Kentucky, Ohio, Michigan,
Indiana, lllinois and Tennessee - an area representing approximately 19 percent of the
nation’s Gross Domestic Product.

Mr. Duane’s testimony details the Federal Energy Regulatory Commission’s long
history of regulation of these markets and the Energy and Commerce Committee’s own
historic exercise of jurisdiction and oversight over these markets. His testimony outlines
the potential adverse impact on wholesale electricity customers if financial transmission
rights are deemed to fall within CFTC’s exclusive jurisdiction including the potential for
less oversight than presently exists and the addition of unnecessary requirements that
could impact the availability of financial transmission rights to smaller utilities who need
these rights in order to cost effectively meet their service obligations to their customers.
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My name is Vincent Duane and | serve as the Vice President and General
Counsel for PJM Interconnection, L.L.C. (“PJM”). PJM is a FERC-regulated Regional
Transmission Organization (“RTO”) responsible for ensuring the reliable and non-
discriminatory planning and operation of the transmission grid and the fair and efficient
administration of wholesale electric markets. PJM serves 51 million people in an area
that includes all or parts of New Jersey, Pennsylvania, Delaware, Maryland, the District
of Columbia, Virginia, North Carolina, West Virginia, Kentucky, Ohio, Michigan, Indiana,
lllinois and Tennessee — an area representing approximately 19 percent of the nation’s
Gross Domestic Product.

Thank you Chairman Markey and the Subcommittee on Energy and Environment
for inviting PJM to address this important subject. We recognize this Subcommittee’s
key role in analyzing the impact of efforts to adopt regulatory reform of our nation’s
financial markets.

Our country’s financial markets are both varied and complex. And while the
innovation and evolving sophistication of our financial institutions should be encouraged
generally in order to manage risk, spur investment and realize efficiencies, the need for
increased supervision over the trading of certain products in certain environments can
no longer be doubted. Today’s hearing signals a helpful reminder to Congress: “let’s
keep our eye on the ball”.



Consider those products related to the purchase, sale and transmission of
electricity which are undertaken in fully transparent environments administered by the
nation’s Regional Transmission Organizations (“RTOs”) and Independent System
Operators (“ISOs”). The transacting of these products in these environments should not
be seen as warranting either a new regulator or a new regulatory construct. This is so,
quite simply because the RTO/ISO products and their environments are already subject
to comprehensive and proactive regulation by the Federal Energy Regulatory
Commission (“FERC”).

With Congress’ help, much important work needs to be done by the Commodity
Futures Trading Commission (“CFTC”) to increase oversight and control and restore to
a sounder footing the trading of certain financial products, such as swaps, in certain
environments such as over-the-counter platforms. But to direct the CFTC through the
Over the Counter Derivates Markets Act of 2009 (H.R. 3795) or enable the CFTC, under
an expansive interpretation of the existing Commodity Exchange Act, to assert
regulatory jurisdiction in an area already fully occupied by the FERC is wasteful and an
unwelcome distraction from the important job of the day: reforming the oversight of
those products and trading environments that are unduly opaque and presently are
lightly or inadequately supervised.

Although | am testifying solely on behalf of PJM, several of the other RTO/ISOs,
including the California ISO (operating in California), the Southwest Power Pool
(operating in all or parts of the states of Kansas, Nebraska, Arkansas, Missouri,
Oklahoma, New Mexico, Texas, and Louisiana), ERCOT (operating in the state of
Texas) and the Midwest ISO (operating in 13 states in the Midwest) have authorized
PJM to represent their concurrence in the attached statement reflecting sentiments and
concerns similar to those stated in my testimony on behalf of PJM. See Attachment A,
“Joint Statement of Identified RTOs/ISOs”.

1. What Is PJM?

PJM is a FERC-regulated RTO responsible for ensuring the reliable and non-
discriminatory planning and operation of the transmission grid and the fair and efficient
administration of wholesale electric markets. The PJM region incorporates 56,000 miles



of transmission lines, 1,250 generating plants and 6,000 substations. PJM has 250
intertie points with adjacent systems in the Eastern Interconnection, which means that
along with managing the PJM system, our operators manage the interface between
PJM and seven adjacent electric systems.

2. Overview of this Testimony.

My testimony today will address the following areas:

e An overview of the extensive involvement of the FERC in both the creation
and oversight of RTO/ISOs;

e A description of certain RTO/ISO forward markets which, some may
contend, potentially are subject to oversight by the CFTC;

e The history of these forward markets, their extensive regulation by the
FERC and the Energy and Commerce Committee’s own historic exercise
of jurisdiction over these markets;

e The incongruity of CFTC regulation over these markets and the problems
that would arise from inconsistent, or worse, conflicting regulation should
the CFTC seek to apply existing Commodity Exchange Act provisions to
these markets; and

e Additional problems that would be caused by certain provisions in HR
3795 which, if left unattended, would exacerbate rather than resolve the
confusion caused by potential dual regulation of these markets.

3. An Overview of FERC Requlation of RTO/ISOs.

PJM is one of seven RTO/ISOs in the United States. Together these entities
serve over two-thirds of the nation. The map below depicts the respective operational
areas for each of the RTOs.
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The 9 ISO/RTOs in North America serve two-thirds of electricity consumers in
the United States and half of Canada’s population.

Source: ISO/RTO Council

RTO/ISOs are a creature of FERC regulation and Congressional
pronouncements. These independent electricity grid operators were established to fulfill
Congressional policy by introducing competitive forces to liberalize the traditional
monopolistic utility industry. The restructuring of the industry began with the Public
Utility Regulatory Policies Act of 1978, which introduced nascent competition to the
supply (generation) side of the industry. This legislation was followed by a succession
of laws, including the Energy Policy Act of 1992, which began efforts to unlock the bulk
delivery (transmission) side of the industry. From these beginnings emanated FERC’s
landmark Orders No. 888 and No. 2000 in 1996 and 1999 respectively. These orders
demonstrate FERC’s commitment to independent, “open access” operation of the power



grid (not dissimilar from how air traffic controllers operate independently from individual
airlines). FERC determined that RTO/ISOs were the best means to effectuate the open
access provisions of the Energy Policy Act of 1992. While neither Congress nor FERC
has ever compelled transmission owners to cede control over their transmission
systems to independent operators, this Committee and Congress affirmatively
encouraged this action by instructing FERC, through section 219(c) of the Energy Policy
Act of 2005, to offer rate incentives to transmission owners that joined such
organizations.”

This history of Congressional and FERC action introducing competitive forces to
the utility industry is sometimes referred to as “deregulation.” But as was often noted by
then FERC Chairman Joseph Kelliher, this terminology, particularly when applied to
describe the functions of RTO/ISOs, is entirely misleading. In point of fact, FERC'’s
regulation of RTO/ISOs is pervasive. Moreover, unlike market regulators (such as the
Securities and Exchange Commission and the CFTC) whose functions are probably
best described as oversight based upon required disclosure, FERC is a traditional “rate
regulator” with a mandate grounded in the Federal Power Act of 1935. What
distinguishes FERC from those agencies overseeing the financial and commodity
markets is its obligation to ensure that prices in wholesale electricity markets, and the
terms and conditions of the various products and services used to establish prices in
these markets, are “just and reasonable.”

Each of the many functions performed by RTOs/ISOs as grid operators and
market administrators is measured against this standard. Unlike clearinghouses,
exchanges, boards of trade and the like, RTOs and ISOs cannot establish unilaterally
their rules of operation provided only that those rules conform to broadly stated
principles or best practices. Instead, RTOs/ISOs are subject to a FERC-administered
program comprehensively regulating their planning of the transmission grid, their
dispatch of generation operation of the grid, their compliance with reliability standards

and their administration of the markets they operate. As a consequence, every material

! As the majority of the Texas grid is wholly intrastate and not interconnected with the rest of the Eastern
Interconnection, the Electric Reliability Council of Texas (ERCOT) operates as an ISO in the state of
Texas. Other than for regulation of ERCOT'’s compliance with national reliability standards, ERCOT is
subject to the regulation of the Public Utility Commission of Texas rather than the FERC.



action taken by an RTO/ISO in performing these functions must be authorized by a rule.
Every rule must be embodied in a tariff, which is designed through an open process with
active participation by the customers subject to these rules. And every tariff provision
must be filed with and adjudicated by the FERC to meet the requirements of the Federal
Power Act.?

Moreover, RTOs/ISOs’ administration of markets cannot be separated from their
operation of the grid. Rather, RTOs/ISOs rely on the markets they operate as tools to
more efficiently dispatch generation, manage congestion on the grid and ensure that
electricity procured through the RTO and ISO spot markets is provided at the least cost
to wholesale customers. RTOs/ISOs operate according to the principle that competitive
forces employed in transparent market environments provide price signals that

incentivize behavior consistent with the reliable day-to-day operation of grid.

4. Financial Transmission Rights in RTOs/ISOs.

(a) Whatis An FTR?

| have spoken thus far of “products” and “environments.”® The RTO/ISO
environments offer a product known as a “financial transmission right” or FTR to ensure
“firm” transmission for electric transmission customers. Because this product is integral
to the functioning of RTO/ISO markets, it has been in existence in PJM more or less
since the inception of our markets. Despite successful operation of the FTR product,
under FERC regulation, for more than 10 years in PJM, this product has recently drawn
renewed attention from the CFTC.*

216 USC 824d § 205.

3 PJM does not voice an opinion as to whether certain Over the Counter transactions, such as those traded on the
Intercontinental Exchange should be exempt from CFTC regulation, an issue addressed in H.R. 3795. In contrast to
those products in those environments, the RTO/ISO environment and the various market products associated with
the operations of the RTO/ISO, are already exhaustively regulated. The question as relates to RTO/ISOs is solely
whether dual regulation of these markets by two different regulators with different missions and approaches is
appropriate.

* Certain RTOs and ISOs operate forward capacity markets. These markets have even less of the attributes of a
futures product than the FTR referenced herein.



The FTR is a forward right or obligation with some attributes seen in swap
contracts and other attributes seen in futures contracts.® But several other essential
attributes of FTRs are entirely unique so as to strain even the most liberal definition of a
swap or futures contract, as those terms are employed, respectively, in the H.R. 3795
and the Commodity Exchange Act. Moreover, as | will explain, the FTR is a necessary
component to the means by which RTOs/ISOs discharge their basic mission in
providing open access transmission service and ensuring just and reasonable market
outcomes for consumers — a mission whose regulation Congress has squarely
entrusted to FERC.

With the establishment by RTOs/ISOs of organized wholesale electricity markets,
a system was needed to prioritize equitably firm access to the grid. Transmission
customers, typically utilities and competitive suppliers serving retail consumers, pay a
priority charge to receive “firm” transmission service. Firm service allows these
customers to deliver, with a high degree of certainty, energy from resources located in
one place on the grid to meet consumption located in a different place on the grid. Yet
the ability of any transmission system to deliver electricity from point A to point B is
limited by the physical capability of the system to transfer power within the bounds of
the thermal and voltage constraints governing reliable operation of the system.

The electricity markets operated by RTOs/ISOs typically employ a construct
known as “locational marginal pricing” or LMP to signal demand for and attract supply of
wholesale electricity. This means simply, that the real time price of electricity at point A
may differ from the price at point B depending on whether the transmission system can
deliver the lowest cost electricity generated by the marginal resource on the system to
points A and B. As administered by RTOs/ISOs, LMP reflects the actual cost of
delivering electricity from point A to point B in a manner corresponding to the physical
flow of electrons on the grid between these two points. As compared to non-RTO/ISO
transmission systems, LMP markets allow for a more efficient use of the transmission
system by avoiding unnecessary curtailment of service and inaccurate and distorted

pricing of transmission service whereby certain customers must subsidize in their rates

> As noted in the Joint Statement of RTOs/ISOs, Attachment A, other RTOs/ISOs make available similar products to
what is known in PJM as a “Financial Transmission Right” or “FTR”. Although the products may have a different
name in each RTO or ISO, they all operate essentially the same.



the service provided to others. The provision of transmission service in LMP markets,
however, exposes customers, including firm transmission customers, to price volatility
when there is congestion on the grid.

RTOs and ISOs solve this problem by providing firm transmission customers with
FTRs. In a nutshell, these financial transmission rights provide the holder a right to
deliver power from point A to point B with protection against the risk that prices at point
B might be higher than at point A. PJM allocates FTRs principally to utilities that serve
retail customers (including cooperatives, municipal utilities and competitive retail
providers in those states with programs to instill competition in retail service). These
rights in total reflect the physical capability of the transmission system to deliver
electricity; they are finite and their number is determined through analyses conducted by
the RTO/ISO. The allocation of these finite rights is made to those transmission
customers representing consumers that have paid for the fixed investment in the
transmission system and are thus entitled to rights to the electricity transfer capability of
this system. The FTR is the means by which RTOs/ISOs in LMP markets assure the
provision of “firm transmission,” consistent with FERC’s open access directives, such
that these customers are protected against the price volatility associated with multiple
transactions occurring through constrained parts of the grid.6

As | hope is apparent, the FTR is inextricably linked to both the location priced
energy markets and the provision of firm transmission service by RTOs/ISOs. It is also
closely linked to the transmission system planning processes — the means by which the
grid is expanded to meet growing need - another set of RTO/ISO functions subject to
extensive FERC regulation. In theory, a transmission system could be built to
accommodate all desired delivery transactions without congestion — which is to say,
without a price difference between points A and B. In this system, FTRs would be
unnecessary. In fact, some might comment that the role of the RTO/ISO should be to
design, build and operate a transmission system so robust as to eliminate FTRs.” And

while it is true that RTO/ISOs look for opportunities on their systems to eliminate points

® Pennsylvania-New Jersey-Maryland Interconnection, 81 FERC 9 61,257 at § 62,240-241 (1997).

7 In this respect, an RTO/ISO and its FTR product is quite distinct from financial institutions and the derivative
instruments they design and market. While a financial institution is seeking to expand the market for the
instruments it sells, RTOs/ISOs are continuously examining opportunities to enhance the physical capability of the
grid so as to reduce the need for FTRs.




of chronic congestion by expanding transfer capability and thereby reducing the need
for FTRs, in reality all transmission planners must strike a balance between the costs
and societal tolerance for massive transmission infrastructure versus the costs of

congestion.

(b) EERC and The Energy and Commerce Committee’s Historic Oversight of
FTRs.

FERC Oversight — The FTR is rooted deeply both in FERC regulation as well as
in actions of this Committee and the Congress as a whole. For instance, virtually from

the inception of PJM’s markets, FERC directed the creation of FTRs as a means to
allocate to transmission customers equitable access to the transmission grid. In PJM,
the FTR product was approved by the FERC more than a decade ago upon the creation
of PJM’s organized markets in 1997. In Pennsylvania-New Jersey-Maryland
Interconnection, 81 FERC ] 61,257 (1997), FERC found that FTRs “provide an effective

method of protecting against incurrence of congestion costs when suppliers engage in

transactions that use their firm transmission service reservations.” Id. 1] 62,257,
62,260. FERC also concluded that PJM’s “allocation of FTRs” to transmission providers
“to meet native load requirements (i.e. the customers for whom the transmission grid
was planned and constructed in the first instance)” was appropriate. Id. ] 62,260.

In connection with these approvals, the Commission further found that there
needed to be “a process for auctioning FTRs beyond those retained by . . . transmission
customers.” 1d. 9 62,260. Accordingly, in 1999, and after considerable scrutiny, FERC
accepted PJM’s design of an FTR auction process that would both (i) provide an
efficient means to distribute excess FTRs, and (ii) allow FTR holders the choice to sell
those FTRs which they had been allocated and buy FTRs on different pathways that
might more effectively hedge their power supply procurements. PJM Interconnection,

L.L.C., 87 FERC 61,054 (1999).




Energy and Commerce Committee Oversight — Like the FERC, the Energy and

Commerce Committee has been active in overseeing FTRs. Some may recall
extensive debate, at the Committee level, over Section 217 of the Energy Policy Act of
2005 (the “native load” provision). Through Section 217, Congress directed FERC to:

exercise the authority of the Commission under this Act in a
manner that ... enables load-serving entities to secure firm
transmission rights (or equivalent tradable or financial
transmission rights) on a long term basis for long term power
supply arrangements made, or planned, to meet such needs.

This direction to FERC (as well as Congress’ choice of FERC as the
implementing agency) shows Congress’ intent to treat FTRs as tools available to load
serving entities to meet their power supply needs rather than as another type of
derivative instrument to be regulated separately and, perhaps, inconsistently, by the
CFTC, which would claim no expertise or experience regulating the interstate
transmission of wholesale electricity.

Congress further underscored the inextricable link of these rights to the
underlying physical delivery of power to customers by creating, in Section 217(b) (2), an

actual entitlement for load serving entities:

to use the firm transmission rights, or equivalent tradable or
financial transmission rights, in order to deliver the output or
purchased energy, or the output of other generating facilities
or purchased energy to the extent deliverable using the
rights, to the extent required to meet the service obligation of
the load serving entity.

Congress addressed how such rights are to be transferred by stating in section
217(b) (3) (A) and (B) that:

(A) To the extent that all or a portion of the service
obligation covered by the firm transmission rights or
equivalent tradable or financial transmission rights is
transferred to another load-serving entity, the successor
load-serving entity shall be entitled to use the firm
transmission rights or equivalent tradable or financial
transmission rights associated with the transferred service
obligation.

10



(B) Subsequent transfers to another load-serving
entity, or back to the original load-serving entity, shall be
entitled to the same rights.

Congress also addressed the disposition of any excess rights not needed to
meet an entity’s load serving obligation by providing clear authority to FERC to address

their disposition:

CERTAIN TRANSMISSION RIGHTS — The Commission
may exercise authority under this Act to make transmission
rights not used to meet an obligation covered by subsection
(b) available to other entities in a manner determined by the
Commission to be just, reasonable and not unduly
discriminatory or preferential.

Finally, Congress directed FERC to undertake a rulemaking to implement
portions of Section 217, a rulemaking that led first to FERC Order No. 681, a 250-page
final rule on long term FTRs, followed by FERC Order No. 681-A, a subsequent
rehearing Order on the subject, and, finally, compliance filings by the RTO/ISOs.

In summary, through Section 217, Congress stated its intention that FERC
regulate FTRs comprehensively, including their formation, initial allocation, and transfer
among various entities, as well as the trading of any excess FTR rights available. PJM
believes that Section 217 makes clear that the Congress intended for the FERC to act
over FTRs because of their inextricable link to the underlying transmission grid and
electricity market structure. The plain language of Section 217 indicates, in our opinion,
Congress’ desire that the FERC's regulation should be pervasive in this area, guided by
its expertise in transmission regulation.

As a result, PJM believes clarification is sorely needed given the uncertainties
introduced as a result of the potential for an expansive reading of the existing
Commodity Exchange Act and the provisions of H.R. 3795 to introduce overlapping

regulation by two separate agencies.

5. The Problem Of Competing FERC and CFTC Jurisdiction.

At the outset of my testimony, | commended this Subcommittee’s focus on the
details of financial market reform as an admonition to lawmakers to keep “their eyes on
the ball.” Aside from reasons of interagency comity, inefficient duplicative regulation,

11



and distraction, there are immediate and practical reasons to delineate clearly in statute
the respective regulatory responsibilities of FERC and the CFTC when it comes to
RTO/ISO products and environments.

The notion of dual or overlapping jurisdiction in this area is challenged by the
exclusivity of jurisdiction afforded to the CFTC through the Commodity Exchange Act
and reinforced through H.R. 3795. For instance, the existing Commodity Exchange Act
states (and would continue to so state under H.R. 3795) that where a contract falls
under provisions of the Commodity Exchange Act, it is subject to the “exclusive
jurisdiction” of the CFTC. See CEA § 2(a)(1)(A), 7 U.S.C. § 2(a)(1)(A). This grant of
exclusive authority raises at least the potential that FERC (and this Committee) could be
divested of any jurisdiction over the FTR and any market settlement functions involving
FTRs that the CFTC might regard as “clearing.” Yet, as | trust is evident from this
testimony, the FTR does not stand in isolation from other market, grid operation and
grid planning functions performed by RTOs/ISOs and that are regulated
comprehensively by FERC. The FTR is not merely decorative to the architecture of
RTO/ISO programs; it plays an integral role in the basic design of these programs.

At least four concerns are apparent.

First, the “exclusivity” provision of the Commodity Exchange Act could cause the
FTR and its transaction and settlement functions being subjected to less control under
CFTC oversight than they are today under FERC rate regulation. FERC'’s regulatory
paradigm of tariff filings and agency adjudication is considerably more extensive and
intrusive than the market oversight performed by the CFTC. Neither the RTOs/ISOs
that administer the transacting and settlement of FTRs nor industry participants in the
FTR markets support an outcome that would result in less regulation of this product.

Second, if the FTR is subjected to settlement, clearing and credit risk
management principles well suited for many financial instruments, but incongruous to
FTRs, the future of the FTR in RTO/ISO markets is quite uncertain. Again, this
consequence might not be terribly problematic if the FTR could be regarded as a “nice
to have” risk management tool, but hardly indispensible to the needs of wholesale
customers in managing their power purchases. As this testimony has tried to show, this
is not the case. In fact, the FTR is essential to FERC’s policy of ensuring that

12



transmission customers, in RTO/ISO environments, can obtain firm open access service
needed to meet the demands of their retail consumers. The FTR’s importance to this
objective is underscored by the attention this Committee paid to the product in the
Energy Policy Act of 2005.

Third, while the FTR auction markets attract some non-traditional energy market
participants, including commaodity trading firms, it would be a mistake to therefore
assume that these markets can be “cleared” under the Derivative Clearing Organization
“core principles” currently in place under the Commodity Exchange Act® The FTR s
infrequently priced through pre-scheduled auctions that generally occur once a month.
Buyers of FTRs are not in any legal sense matched with sellers. While PJM manages
the credit risk exposure presented by holders of some FTR positions, these positions
are not “marked-to-market” by PJM and there is no workable method for variation
margining. Due to these and other attributes unique to FTRs and despite much
exploration, PJM has never found a CFTC-registered clearinghouse, including those
active in clearing energy commodity transactions, interested in or able to clear the FTR
positions of PJM’s market participants. So, assuming that the practical consequences
of CFTC oversight do not eliminate outright the FTR as PJM fears, the alternate
scenario is one where the CFTC in bringing its expertise in overseeing market clearing
and settlement, could spend much time and resources requiring registration and
reporting, only to find that no change or “improvement” to how our FTRs are transacted,
settled and credit risk managed can be achieved in a real and practical sense.

Fourth, instruments traded in a manner or in an environment contrary to the
requirements of the Commodity Exchange Act are, in a sense, ultra vires, and their
enforceability is at risk of challenge.9 Somewhat ironically, the CFTC’s renewed interest
in the established FTR products, motivated presumably by a desire to reduce perceived
systemic risk associated with FTR markets, may be having quite the opposite effect.
Should the CFTC claim that the FTR is now jurisdictional under the Commodity
Exchange Act, the legal integrity of these products becomes less certain and a risk
materializes that a counterparty with outstanding obligations under an FTR might assert

¥ CEA § 5b(c)(2), 7 U.S.C. § 7a-1(c)(2).
’ See, e.g., Transnor (Bermuda), Ltd. v. BP North America Petroleum, 738 F. Supp. 1472, 1990 U.S. Dist. LEXIS
4423, Comm. Fut. L. Rep. (CCH) P24829, 1990-1 Trade Cas. (CCH) P68998 (S.D.N.Y. 1990).

13



that the obligation is void and unenforceable. Injecting this risk into the FTR markets is
completely unnecessary and easily avoided by Congress drawing clear jurisdictional
bounds that recognize FERC'’s settled authority in this area.

6. Further Complications Caused by Certain Provisions of H.R. 3795.

In closing, | would not want to leave the Subcommittee believing that the
RTO/ISO concern as to the uncertain prospect of competing jurisdiction is confined to
an ambiguous interplay between the existing Commodity Exchange Act and Federal
Power Act. In an understandable effort to empower the CFTC with more far-reaching
authority to oversee financial instruments and trading environments that today escape
meaningful regulation, H.R. 3795 employs broadly worded definitions and sweeping
language. Such an approach is probably necessary in order to anticipate the evolving
nature of commodity market instruments and innovative mechanisms for trade
execution. But this approach also aggravates the existing problem, in particular, by
creating heightened uncertainty that the FTR could be regarded as a “swap.” Attached
here as Attachment B is a delineation of what PJM regards as the most problematic

consequence to RTO/ISO operations as a result of existing provisions in H.R. 3795.

7. Conclusion.

Again, PJM thanks this Subcommittee for the opportunity today to share our
thoughts on the potential for FERC and CFTC dual and potentially inconsistent
regulation of certain RTO/ISO products essential to load serving entities and thus retail
electricity customers. PJM’s fellow RTOs/ISOs that have endorsed the statements set
forth in Attachment A also appreciate your consideration of their views. We stand ready
to assist this Subcommittee as it reviews this important issue.

14



ATTACHMENT A

JOINT STATEMENT OF CALIFORNIA ISO, ELECTRIC RELIABILITY COUNCIL OF

TEXAS (*ERCOT"), MIDWEST 1SO, PJM INTERCONNECTION AND THE

1.

SOUTHWEST POWER POOL

Financial transmission rights (FTRs) are an integral part of the provision of
firm transmission service. Although they go by different names in each of the
RTOs and ISOs, the products are essentially the same. FTRs are awarded,
initially to load serving entities (i.e., providers of electricity to residential,
commercial and industrial customers) and others who contribute to the fixed
costs of the grid through their payment of transmission rates. These
customers have historically shouldered the embedded costs of building and
maintaining the transmission system.

FTRs are a financial instrument that can be created only by the RTOs/ISOs
as their number and composition is determined based upon the transmission
system topology and the physics of physical power flows. As such, they differ
substantially from standardized, stand-alone derivatives in which parties
exchange cash flows based upon price changes tied to a notional quantity of
a commodity, but not inextricably tied to the actual delivery of a physical
commodity. Moreover, because FTRs are inextricably intertwined with the
electricity markets and reliability functions of RTOs and ISOs, it is impractical
and inefficient to regulate FTRs separately or differently from the underlying
provision of electric transmission service.

FTRs have been regulated by the FERC (and in the case of ERCOT, the
Public Utility Commission of Texas) since their inception in the PJM market
over 10 years ago. In addition, Congress determined in EPACT 2005 that
FTRs are integrally tied to meeting the power procurement needs of load
serving entities. FERC not only regulates FTRs, but FERC directed PJM and
other ISOs/RTOs to develop a hedging tool to allow load serving entities to
manage congestion risk associated with their longer term power
procurements. By the same token, the portion of the Texas grid served by
ERCOT is entirely intrastate. As a result, regulation of FTRs in Texas is
undertaken by the Public Utility Commission of Texas in a fully integrated
manner.

. Duplicative or conflicting regulation of financial transmission rights is not in

the interest of consumers. FERC (and, in the case of ERCOT, the Texas
PUC) should be able to maintain their respective roles as the regulators of
these products given their pervasive regulation of both ISO/RTO markets and
the provision of transmission service by ISOs/RTOs. This regulation
comprehensively spans the full span of physical grid operations — from the
planning of the transmission grid, to ensuring day to day reliability of the grid,
to the dispatch of generation and demand resources to meet consumption in
real time. The uncertainty created by the unclear regulation of FTRs under



current law as well as complications created by the provisions of the new
legislation should be addressed in the legislation now being considered.

. Although the RTOs and ISOs do not believe that Congress intended there be
two regulators of the FTR product, the RTOs and ISOs do believe that
cooperation is needed in areas where activities in a CFTC-regulated market
may affect a FERC or Texas PUC- regulated market and vice versa. This is
not an area of regulatory overlap, but instead an area where the exercise of
the authority of each regulator over their respective jurisdictional market
should be coordinated and complementary. As a result, cooperation,
including data sharing, should be required by this Congress in those areas
where FERC’s or the Texas PUC’s regulation of the RTOs and ISOs has an
impact on CFTC’s regulation of markets under its jurisdiction and vice versa.



ATTACHMENT B
IMPACT OF PROVISIONS OF H.R. 3795

H.R. 3795 broadly defines “swaps” and provides that swaps are under the
“exclusive jurisdiction’ of the CFTC. If FTRs are treated as “swaps” under H.R. 3795,
then:

e FTRs would be subject to the exclusive jurisdiction of the CFTC — this would
seem to have the effect of divesting FERC of any jurisdiction over FTRs;

e Under the Treasury, House Agriculture Committee and Senate Banking
Committee legislative proposals, FTR contracts would have to be traded
either on a CFTC-regulated Derivatives Clearing Market, such as NYMEX, or
a swap execution facility — this could prevent PJM from making ARRs directly
available to load serving entities as is currently anticipated by Section 217 of
the Energy Policy Act of 2005;

e FTR transactions would have to be cleared on a CFTC-registered Derivatives
Clearing Organization and would be subject to initial margin and daily
variation margin requirements — this would impact FERC's stated goal of
ensuring non-discriminatory access to the FTR markets and impact small
utility systems seeking to obtain FTRs to meet their service obligations;

e FTR holders could be subject to CFTC information, recordkeeping and
position limit requirements which could impact the ability of Load Serving
entities to procure sufficient FTRs to hedge their congestion risk; and

e CFTC’s ability to grant exemptions from these requirements and others in the
Commodity Exchange Act would be severely curtailed.
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