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FINANCIAL DERIVATIVES ON ENERGY
MARKETS

TUESDAY, MARCH 9, 2010

U.S. SENATE,
COMMITTEE ON ENERGY AND NATURAL RESOURCES,
Washington, DC.

The committee met, pursuant to notice, at 10:03 a.m., in room
SD-366, Dirksen Senate Office Building, Hon. Jeff Bingaman,
chairman, presiding.

OPENING STATEMENT OF HON. JEFF BINGAMAN, U.S.
SENATOR FROM NEW MEXICO

The CHAIRMAN. OK. Why do we not get started? Let me start by
welcoming our witnesses.

In the 110th Congress, an issue arose of the question of overlap
of jurisdiction between the Commodity Futures Trading Commis-
sion over futures instruments and the new authority that Congress
had given to FERC over market manipulation and regulated elec-
tricity markets. We thought that that issue had been resolved with
the colloquy on the floor and with report language that we—at
least I read to clarify that there was no intent for CFTC to take
over regulation of matters that had been jurisdictional at FERC
under the Federal Power Act and the Natural Gas Act.

We come to this point with new legislation that has been passed
in the House, may be considered here in the Senate in the coming
months, that many tell us would make the problems that FERC
has in controlling markets under its purview more difficult.

For several years now, many in Congress have been criticizing
regulatory agencies, CFTC as well as others, for not regulating de-
rivatives closely enough and thereby allowing speculation to play
too large a role although many have laid some of the blame for the
collapse of financial markets on lax regulation allowing dangerous
dependence on derivatives, but now we have a more aggressive ap-
proach, which is welcomed by the CFTC, to financial instruments.

Many of us are concerned that this perhaps, at least, should not
apply to things in electricity markets that have traditionally been
regulated by FERC. I think there is a difference. FERC regulates
electricity markets and the instruments that are used in those
markets under the Federal Power Act. The Federal Power Act is
concerned about rates. Rates and contracts must be just and rea-
sonable and not unduly discriminatory or preferential. I think that
is a key aspect of what FERC’s responsibility is.
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The standard under which CFTC regulates derivatives and fu-
tures contracts has to do with orderly markets that are not manip-
ulated. It does not have to do with the reasonableness of rates.

We seem to be presented with 2 choices: create a bright line be-
tween the jurisdiction of the 2 agencies or allow the CFTC to de-
cide what falls into its scope exclusively, thus becoming, in effect,
the arbiter of FERC jurisdiction under its organic statutes. There
may be other alternatives that I am not thinking of, and we would
be anxious to hear about that.

So these are the questions that are in my mind as we approach
the hearing. I think this is a difficult matter that Congress needs
to try to understand before we legislate in this area.

Let me defer to Senator Murkowski for her comments.

STATEMENT OF HON. LISA MURKOWSKI, U.S. SENATOR
FROM ALASKA

Senator MURKOWSKI. Thank you, Mr. Chairman. I would like to
welcome not only the 2 chairmen this morning for taking time out
of your busy schedules to appear before us today but those that will
appear on the second panel as well.

I have been amazed for about the past year with the number of
people that I have met in this Congress that say that the one thing
that they are looking for from the Federal Government is certainty.
It does not matter whether we are talking about climate change,
whether we are talking about energy legislation, or banking re-
form. Stakeholders need to understand what the rules are so that
they can plan accordingly and they can abide by them.

I often suggest that the one thing that we do pretty well is imple-
ment the law of unintended consequences. As the Senate considers
Wall Street reform legislation, we know that our legislative actions
to regulate over-the-counter derivatives will have consequences for
physical energy markets. You get asked the question how do we
know this? It is because today we are also receiving testimony from
the State regulators, a united industry, everyone from utilities,
independent electricity generators, renewable energy providers.
They are warning us that our actions could not only create regu-
latory uncertainty but they could result in significant increases for
electricity prices.

As the Senate works on Wall Street reform legislation, we can
all agree that Congress must guard against a systemic risk by im-
proving the oversight, the transparency, and the stability of finan-
cial markets.

The CFTC will certainly be provided with additional regulatory
authority aimed at addressing systemic risk in the OTC market,
but we need to carefully tailor congressional action to avoid sweep-
ing in the physical energy markets that are regulated by the
FERC. We do not want to be in a situation where we have well-
intentioned legislation that results in burdensome, duplicative, or
conflicting regulatory requirements for critical power transactions.
The resulting ambiguity does nothing to increase transparency in
the markets and could, instead, lead to both gaming and forum
shopping.

We are already seeing where a jurisdictional dispute between the
2 agencies is leading to market uncertainty. The financial trans-
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mission rights, or the FTRs, are used to hedge against volatile
transmission prices and are currently solely regulated by the
FERC. This is a point that the committee reinforced in the 2005
Energy Policy Act.

In the 2008 Farm Bill, Congress tried to maintain the existing
jurisdictional lines between the CFTC and the FERC, but despite
these efforts, the CFTC is now considering whether some trans-
actions within the organized wholesale electric markets like the
FTRs are subject to its exclusive jurisdiction under the Commodity
Exchange Act.

I think it is important to note that these 2 agencies have very
different missions. FERC is tasked with ensuring just and reason-
able electricity rates for consumers, along with reliable delivery of
power. In contrast, the CFTC is charged with policing the markets
for fraud, manipulation, and abuse. I think it is important that we
keep these different goals in mind as we work on financial reforms.

Now, we recognize, Mr. Chairman, that the Energy Committee is
not the lead on Wall Street reform efforts, but I am pleased that
many of our members have vested interest in this debate, Senator
Corker is involved with the Banking Committee and Senator Lin-
coln, of course, as chairman of the Agriculture Committee. I am
confident that we can work collaboratively on these jurisdictional
issues in order to maintain just and reasonable electricity prices for
our consumers.

I look forward to the comments that we will hear this morning.

The CHAIRMAN. Let me just mention here at the beginning that
we have an awkward circumstance which is fairly common here in
the Senate, that we have 4 votes starting at 11 o’clock. So what I
have indicated to both Chairman Wellinghoff and Chairman
Gensler is that I would like, if they would, to have them go ahead
and testify, give us their views, and then maybe we could ask them
to have a seat in the audience and bring forward the other 4 panel-
ists for the second panel and have them give their views. Only
after we have heard from all 6 witnesses would we start our ques-
tions. That way if we have to quit, which we will have to in about
an hour, we will not be denying anyone the right to testify.

So we do have our first panel here: the Honorable dJon
Wellinghoff, who is Chairman of the Federal Energy Regulatory
Commission, and the Honorable Gary Gensler, who is Chairman of
the Commodity Futures Trading Commission. We welcome you
both and appreciate you coming. Chairman Wellinghoff, why do
you not go ahead and then Chairman Gensler.

STATEMENT OF JON WELLINGHOFF, CHATIRMAN, FEDERAL
ENERGY REGULATORY COMMISSION

Mr. WELLINGHOFF. Thank you, Chairman Bingaman and Rank-
ing Member Murkowski, and Senator Corker. Thank you for the
opportunity to appear here today.

In the interest of time, Mr. Chairman, I would request that my
prepared written statement be entered into the record, and I will
summarize my testimony.

The CHAIRMAN. We will include every witnesses’ full statement
in the record, and we will appreciate if you can make the main
points that you think we need to understand.
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Mr. WELLINGHOFF. My testimony will address the energy mar-
kets regulated by FERC and how they may be affected by current
or proposed laws focused on financial derivatives. I will explain
why consumers could face higher energy costs if FERC’s role and
authority in these markets is reduced by laws addressing financial
derivatives.

The Commodity Futures Trading Commission regulates certain
financial derivatives under existing law and would regulate addi-
tional financial derivatives under H.R. 4173, the Wall Street Re-
form and Consumer Protection Act of 2009. FERC and the CFTC
have different missions. FERC is a rate regulator and ensures that
rates charged to energy customers are just and reasonable. FERC
also approves and enforces electric reliability standards. The CFTC
seeks to ensure that markets are generally operated fairly and or-
derly, but has neither the authority nor the expertise to ensure the
reasonableness of rates or oversee reliability of energy supplies.
Shifting jurisdiction over energy markets from FERC to the CFTC
would impair FERC’s ability to protect energy consumers from un-
reasonable energy rates, an especially important consideration dur-
ing our economic times. Similarly, expanding the CFTC’s authority
in FERC-regulated markets could limit FERC’s ability to police
against market manipulation in energy markets.

In fiscal year 2009, FERC’s efforts against market manipulation
and other types of violations led to $38 million in civil penalties
and $38 million in disgorgement. The scope of future efforts by
FERC could be narrowed under the provisions such as those in
H.R. 4173.

Also, uncertainty about regulatory authority and rules in energy
markets could chill investment or increase the cost of capital in-
vestments, ultimately harming consumers. This uncertainty could
also slow investments in green energy such as renewable resources.

The impetus for legislation on derivatives is from the financial
turmoil caused by certain unregulated financial derivatives and
other factors. The FERC-regulated markets did not cause these
problems. Thus, whatever decisions Congress makes for currently
unregulated financial derivatives should not apply to the energy
markets regulated comprehensively by FERC. Any amendments to
the Commodity Exchange Act should preserve FERC’s exclusive
oversight of rates, terms and conditions for energy transportation
and wholesale sales, and prevent dual regulation of energy markets
by FERC and the CFTC. Alternatively, FERC’s jurisdiction can be
maintained through appropriate amendments to the Federal Power
Act and the Natural Gas Act. Either way, legislation on financial
derivatives should not impair FERC’s ability to ensure that con-
sumers have a dependable supply of energy at just and reasonable
rates.

Any appropriate improvements to the rules for FERC-regulated
markets can be made by FERC and do not require a shift in au-
thority to another agency. For example, 2 months ago, FERC pro-
posed to require several actions to strengthen credit rules in RTO
and ISO markets. The proposed actions include reducing or elimi-
nating the use of unsecured credit in those markets and shortening
the time allowed for posting of additional collateral. In a separate
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action, the commission asked for comments on whether to require
comprehensive reporting of resales of FTRs in secondary markets.

So while I and others continue to seek improvement in these
markets, I see no problem in these markets that would be solved
by reducing FERC’s authority in the energy markets. No regulatory
failure has occurred that would warrant such a major shift in over-
sight of these markets. These markets are vital in meeting the en-
ergy needs of millions of Americans, and nothing has been identi-
fied that warrants the uncertainty of inserting a new regulator and
a new regulatory regime.

The potential harm from taking regulation of the energy markets
away from FERC would be substantial. Investment and infrastruc-
ture needed to both maintain reliability and to develop clean, re-
newable energy resources could be impeded. Consumer protection
could be impaired, and the benefits to consumers from viable com-
petitive energy markets could be compromised.

In short, the current system of FERC oversight and comprehen-
sive regulation of electric and gas markets is working well. Chang-
ing that system will not enhance benefits to consumers but only
put them in jeopardy.

Thank you for holding this important hearing and for inviting me
to speak here today, and I would be happy to answer questions
after the other panels come up. Thank you, Mr. Chairman.

[The prepared statement of Mr. Wellinghoff follows:]

PREPARED STATEMENT OF JON WELLINGHOFF, CHAIRMAN, FEDERAL ENERGY
REGULATORY COMMISSION

INTRODUCTION

Mr. Chairman, Ranking Member Murkowski and members of the Committee:
Thank you for the opportunity to appear before you today. My testimony will ad-
dress the energy markets regulated by the Federal Energy Regulatory Commission
(FERC), and how they may be affected by current or proposed laws focused on finan-
cial derivatives. I will explain why consumers could face higher energy costs if
FERC'’s role and authority in these markets is reduced by laws addressing financial
derivatives.

The Commodity Futures Trading Commission (CFTC) regulates certain financial
derivatives under existing law, and would regulate additional financial derivatives
under H.R. 4173, the Wall Street Reform and Consumer Protection Act of 2009.
FERC and the CFTC have different missions. FERC is a rate regulator and ensures
that rates charged to energy customers are just and reasonable. FERC also approves
and enforces electric reliability standards. The CFTC seeks to ensure that markets
generally operate fairly and orderly, but has neither the authority nor the expertise
to ensure the reasonableness of rates or oversee reliability of energy supplies. Shift-
ing jurisdiction over energy markets from FERC to the CFTC could impair FERC’s
ability to protect consumers from excessive energy rates, an especially important
consideration during a recession. Similarly, expanding the CFTC’s authority in
FERC-regulated markets could limit FERC’s ability to police against market manip-
ulation in energy markets.

Also, uncertainty about regulatory authority and requirements in energy markets
could chill investments or increase the cost of capital for infrastructure investments,
ultimately harming consumers. This uncertainty also could slow investments in
“green energy,” such as renewable resources and smart grid technology.

The impetus for legislation on financial derivatives is the financial turmoil caused
by certain unregulated financial derivatives and other factors. The FERC-regulated
markets did not cause these problems. Thus, whatever decisions Congress makes for
currently-unregulated financial derivatives should not apply to the energy markets
regulated comprehensively by FERC. Any amendments to the Commodity Exchange
Act should preserve FERC’s exclusive oversight of rates, terms and conditions for
energy transportation and wholesale sales, and prevent dual regulation of energy
markets by FERC and the CFTC. Alternatively, FERC’s jurisdiction can be main-
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tained through appropriate amendments to the Federal Power Act and the Natural
Gas Act, and I would encourage the Committee to consider this approach.

As my colleague, Chairman Gensler, testified recently to the House Committee on
Agriculture about certain financial markets: “While seeking to address the gaps and
inconsistencies that exist in the current regulatory structure of complex, consoli-
dated financial firms, the proposals also may have unintentionally encompassed
robustly regulated markets. . . .” Similarly here, legislation by Congress on finan-
cial derivatives should not impair FERC’s ability to ensure that consumers have an
adequate supply of energy at just and reasonable rates.

BACKGROUND

Since the late-1970s, Congress and FERC have encouraged competition in the nat-
ural gas and electricity industries. In the natural gas industry, Congress adopted
the Natural Gas Policy Act of 1978 and the Natural Gas Wellhead Decontrol Act
of 1989, removing price controls on first sales of natural gas. FERC also adopted
pro-competitive regulations, particularly Order No. 636, requiring the interstate
pipelines to unbundle their sales and transportation services.

In the electric industry, this effort has included legislation such as the Public
Utility Regulatory Policies Act of 1978 (facilitating market entry by combined heat-
and-power facilities and small renewable energy facilities), the Energy Policy Act of
1992 (expanding FERC’s authority to require transmission service upon customer
application, and reducing barriers to entry by independent power producers) and the
Energy Policy Act of 2005 (reducing barriers to investment in the industry, subject
to protection against cross-subsidization by ratepayers).

The Commission’s efforts in the electric industry include the landmark Order No.
888, issued in 1996. Order No. 888 required public utilities to offer transmission
service to others on non-discriminatory rates, terms and conditions. Order No. 888
also encouraged the formation of independent system operators (ISOs), to operate
all of the transmission facilities in a geographic area. ISOs were aimed at encour-
aging competition by facilitating development of regional power markets, and en-
hancing trading opportunities for a region’s buyers and sellers. Several years later,
FERC’s Order No. 2000 encouraged the formation of regional transmission operators
(RTOs), which perform the same transmission functions as ISOs but generally are
larger in geographic scope. Today, RTOs and ISOs operate not only transmission fa-
cilities but also markets for trading electric energy among utilities.

RTO and ISO power markets and transmission services are tightly integrated,
and regulated to a greater extent than most other markets. The rules for RTO and
ISO markets are specified in lengthy tariffs (hundreds or thousands of pages) re-
viewed and approved by FERC. In order to analyze these tariffs, the Commission
draws upon expertise in various disciplines, including attorneys, economists, energy
industry analysts, and engineers. The tariffs contain numerous requirements and
mechanisms to ensure reasonable rates and a reliable supply of electricity. These
rules are carefully designed to facilitate competitive forces within a heavily-regu-
lated industry. The RTOs and ISOs themselves are not “self-regulating organiza-
tions,” but are legally considered to be “public utilities” and in fact are regulated
more extensively than other public utilities.

Generally, the Commission’s responsibility in the energy industries is to ensure
that consumers have adequate supplies of energy at reasonable prices. For example,
Federal Power Act sections 205 and 206 require the Commission to ensure that the
rates, terms and conditions offered by RTOs, ISOs and other public utilities are just,
reasonable and not unduly discriminatory. This responsibility applies to wholesale
sales and transmission of electricity in interstate commerce, as well as contracts or
other arrangements and practices significantly affecting those sales and services.

Commission staff monitors the energy markets to ensure that the markets are
functioning efficiently and appropriately. This is done by monitoring market results
and conditions and identifying anomalies. When the available data does not explain
the anomalies, staff examines the matter and, if legitimate reasons are not found,
investigations are initiated to determine if fraud or manipulation has occurred.

The Commission also requires each RTO or ISO to have an independent market
monitor. The market monitors can review all market activities in real-time. They
also evaluate market rules and recommend changes, review and report on the per-
formance of these markets, and must refer to the Commission any potential viola-
tions of the Commission’s rules, regulations or orders.

The Energy Policy Act of 2005 gave the Commission the authority to assess sub-
stantial penalties (a million dollars a day per violation) for fraud and market manip-
ulation, including manipulation of RTO and ISO markets. This authority will great-
ly help the Commission deter and penalize the types of abuses we found during the
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California energy crisis several years earlier. The Commission has initiated several
proceedings based on this authority, which applies to participants in RTO and ISO
markets as well as any other entity engaging in fraud or market manipulation in
connection with a FERC-jurisdictional transaction.

FERC’s efforts on market oversight and enforcement have increased greatly in re-
cent years. Ten years ago, FERC investigatory staff consisted of 14 attorneys and
a few support personnel within its Office of General Counsel. Today, staff in FERC’s
Office of Enforcement (including market oversight, investigations and audits) num-
bers over 180, including 40 attorneys in its Division of Investigations. For fiscal year
2009, FERC’s efforts yielded settlements worth approximately $38 million in pen-
alties and $38 million in disgorgement. Six of those matters involved market manip-
ulation claims and accounted for approximately $20.8 million in penalties and $28.8
million in disgorgement. A complete list of such actions for 2007-2009 is appended
as Attachment A to my testimony.

The Commission’s transparency requirements are also quite extensive. For exam-
ple, every public utility (whether within or outside of an RTO or ISO) must file a
quarterly report listing every wholesale sale it made during the preceding quarter.
The RTOs and ISOs also have substantial reporting requirements for bids and
transactions in their markets.

FINANCIAL TRANSMISSION RIGHTS

The question of CFTC regulation of energy markets has arisen in several contexts.
Examples include RTO/ISO markets for financial transmission rights (FTRs), capac-
ity markets and day-ahead markets. Another example is the question of whether
RTOs/ISOs should be considered “clearing” organizations within CFTC jurisdiction.
I will focus here on FTRs, as an illustration of the possible effects of CFTC regula-
tion in these areas.

FTRs allow customers to protect against the risk of price increases for trans-
mission services in RTOs/ISOs. An FTR is a right to lock in congestion costs be-
tween two specific points. For example, if the transmission capacity going from
Point A to Point B is 500 MW, but the RTO or ISO seeks to send 600 MW of power
from Point A to Point B when calling on the least-cost generators to serve load, the
path will be congested, and the price of service will increase because a more expen-
sive generator at Point B will need to be dispatched. The increase is referred to as
congestion costs.

In general, load-serving entities in RTOs/ISOs are allocated either FTRs or rights
convertible into FTRs. The allocation is generally based on usage during a historical
period, as modified in certain circumstances for later changes. While allocated FTRs
are generally limited to load-serving entities and to those who funded construction
of specific transmission facilities, other FTRs are auctioned and these generally can
be purchased by any creditworthy entity.

Historically, FTRs were developed to give load-serving entities price certainty
similar to the pricing methods in non-RTO/ISO markets. In most cases, FTRs have
terms of one year or less. In the Energy Policy Act of 2005, however, Congress en-
acted Federal Power Act section 217, requiring FERC to use its authority in a way
that enables load-serving entities to secure FTRs on a long-term basis for long-term
power supply arrangements made to meet their customer needs.

Unlike “futures contracts,” FTRs are available only to the extent allowed by the
physical limits of the grid. All of the FTRs must be “simultaneously feasible” on the
grid. Financial derivatives, by contrast, are not limited by physical capacities and
instead are limited only by the willingness of market participants to take an oppo-
site “bet.”

Also, markets for FTRs include hundreds or thousands of different FTRs (for each
pairing of receipt and delivery points) and thus are much more fragmented and less
liquid than typical contracts of fungible commodities traded on futures exchanges.
(Attachment B to my testimony provides statistics on this point.) Since an FTR ap-
plies to a specific pair of receipt and delivery points, it is not fungible with an FTR
for a different pair of points.

FTR markets do not pose systemic risk to the economy. All FTR markets com-
bined amount to roughly several billion dollars. This market level fluctuates depend-
ing on the level of physical congestion in each RTO and is expected to decrease sub-
stantially as more transmission is built relieving congestion.

THE COMMODITY EXCHANGE ACT AND PROPOSED LEGISLATION

Questions have been raised about whether FERC-regulated energy markets, in-
cluding FTRs or other products, fall within CFTC jurisdiction under the Commodity
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Exchange Act. Similar questions arise under proposed bills on financial derivatives,
such as H.R. 4173.

For example, some may argue that an FTR is a solely financial arrangement and
constitutes a futures contract under the Commodity Exchange Act, or that an RTO
or ISO is a “derivatives clearing organization” under that Act. Either of these argu-
ments, if accepted, may establish CFTC jurisdiction.

Moreover, my understanding is that the CFTC construes its jurisdiction under the
Commodity Exchange Act to be exclusive. If so, the issue could become, not whether
to allow dual regulation by FERC and the CFTC, but whether FERC regulation will
be ended and replaced by CFTC regulation, even though the CFTC has neither the
authority nor the expertise to ensure the reasonableness of price levels or oversee
reliability of energy supplies.

Under proposed legislation, some may argue that FTRs or other FERC-regulated
agreements fit within the definition of a “swap.” For example, they may argue that
the definition of “swaps” in proposed legislation includes capacity contracts (giving
a customer in an RTO/ISO or bilateral market the right to buy electricity from a
generating facility or other resources). This argument, however, ignores the fact that
capacity contracts are critically important in ensuring the reliability of future elec-
tricity supplies, i.e., that there is enough “steel in the ground” and other resources
to meet those needs. Thus, these agreements may be subjected to a regulatory
scheme crafted for circumstances entirely unrelated to, and arguably ill-suited for,
the energy markets.

CONGRESS SHOULD PRESERVE FERC REGULATION OF ENERGY MARKETS

In addition to offering FTRs, certain RTOs and ISOs operate day-ahead and real-
time energy markets, capacity markets and ancillary service markets. The rules for
determining the prices for various power sales and transmission services—including
congestion costs—are inextricably intertwined in the tariffs and in software as an
integrated market design. This integrated design under comprehensive FERC over-
sight differs significantly from the way in which many other derivatives markets
evolved, where the derivatives developed independently from the markets for their
underlying commodities.

All elements of these markets are approved by FERC, incorporated into FERC-
approved tariffs, and monitored closely by the independent market monitors and
FERC. Subjecting one or more of these to CFTC regulation could disrupt the inte-
grated functioning of RTO/ISO markets, leading to market inefficiencies and higher
energy costs for consumers.

For example, as noted above, load serving entities generally are allocated FTRs
as a means to hedge the transmission costs they incur and, ultimately, recover from
their customers. CFTC requirements on position limits could conceivably require dif-
ferent allocations than the tariff rules approved by FERC. A utility currently allo-
cated, e.g., half of the FTRs on a transmission path it has used and funded for many
years could find its allocation reduced significantly, and find itself unhedged against
congestion costs.

Similarly, subjecting FTRs to CFTC clearing rules could conflict with FERC-ap-
proved tariff provisions on creditworthiness. FERC-approved tariffs reflect a balance
between limiting the risk of defaults and unduly increasing the costs incurred by
market participants and, ultimately, consumers. FERC also recognizes that different
approaches to credit may be warranted for different types of power market partici-
pants (such as municipal utilities, cooperative utilities and federal agencies), unlike
the one-size-fits-all approach that may suit other markets. There is no reason to as-
sume that policies crafted by the CFTC in a different regulatory context apply
equally well here.

Any changes that may be warranted in FERC-regulated markets can be made by
FERC and do not necessitate a shift of authority to another agency. For example,
two months ago FERC proposed to require several actions to strengthen credit rules
in the RTO and ISO markets. The proposed actions include reducing or eliminating
the use of unsecured credit in those markets, and shortening the time allowed for
posting of additional collateral. In a separate action, the Commission asked for com-
ments on whether to require comprehensive reporting of resales of FTRs in sec-
ondary markets. I have also asked FERC staff to begin conducting outreach with
market participants on the idea of position limits for FTRs and other energy mar-
kets. FERC is open to exploring other issues as appropriate, including whether fi-
nancial participants in energy markets can create systemic risk and the usefulness
of “secondary markets” for resale of FERC-regulated products and services.

Congress has recognized FERC’s role in ensuring that FTRs help protect utilities
and their customers from increases in the cost of transmission service. As noted
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above, Congress in 2005 enacted Federal Power Act section 217, requiring FERC to
use its authority in a way that enables load-serving entities to secure FTRs on a
long-term basis for long-term power supply arrangements made to meet their cus-
tomer needs.

Moreover, Congress has indicated that RTOs and ISOs should be regulated exclu-
sively by FERC. When Congress enacted the Food, Conservation, and Energy Act
of 2008 and addressed the regulatory gap known as the “Enron loophole,” by giving
the CFTC authority over “significant price discovery contracts [SPDCs],” the Con-
ference Report stated (on page 986) that “[ilt is the Managers’ intent that this provi-
sion [on SPDCs] not affect FERC authority over the activities of regional trans-
mission organizations or independent system operators because such activities are
not conducted in reliance on section 2(h)(3) [of the Commodity Exchange Act].” In
a colloquy with Senator Bingaman, Senator Levin emphasized this point, stating
that “it is certainly my intention, as one of the amendment’s authors—that FERC’s
authority over RTOs would be unaffected.” Cong. Rec., Dec. 13, 2007, S15447. More
recently, the House of Representatives passed H.R. 2454, the American Clean En-
ergy and Security Act of 2009, which (in section 351) would amend the Commodity
Exchange Act to define “energy commodity” as including “electricity (excluding fi-
nancial transmission rights which are subject to regulation and oversight by the
Federal Energy Regulatory Commission.)”

Congress has taken care to avoid duplicative regulation elsewhere in the electric
industry. For example, the Federal Power Act exempts state agencies from regula-
tion as public utilities; preserves State authority over local distribution and intra-
state commerce (including much of Texas); and exempts cooperatives from regula-
tion as public utilities if they are financed by the Rural Utilities Service. The same
approach of avoiding duplicative regulation is warranted here.

State regulators support FERC’s jurisdiction in wholesale energy markets instead
of a shift of jurisdiction to the CFTC. Last month, the National Association of Regu-
latory Utility Commissioners (NARUC) adopted a resolution stating that FERC
(and, within ERCOT, the state commission) “should continue to be the exclusive
Federal regulator with authority to oversee any agreement, contract, transaction,
product, market mechanism or service offered or prov1ded pursuant to a tariff or
rate schedule filed and accepted by the FERC.

The impetus for legislation on financial derivatives is the financial turmoil caused
by certain unregulated financial derivatives and other factors. As Chairman Gensler
stated in recent testimony before the House Committee on Agriculture: “One year
ago, the financial system failed the American public. The financial regulatory sys-
tem failed the American public.” He also stated that “[wle now face a new set of
challenges as the nation continues to recover from last year’s failure of the financial
system and the financial regulatory system.” The FERC-regulated energy markets
did not cause these problems. Any response by Congress should address the source
of these problems, and not inadvertently sweep in the FERC-regulated markets,
since these have continued to perform well.

In short, FERC has many years of experience with the energy markets. While I
and others continue to seek improvements in these markets, I see no problem in
these markets that would be solved by supplementing or displacing FERC oversight
with CFTC oversight. No regulatory failure has occurred that would warrant such
a major shift in oversight of these markets. These markets are vital in meeting the
energy needs of many millions of Americans, and nothing has been proffered to war-
rant the uncertainty of inserting a new regulator and a new regulatory regime.

The potential harm that would ensue, however, if the regulation of the energy
markets was taken from FERC could be substantial. Investment in infrastructure
needed both to maintain reliability and to develop clean renewable energy resources
could be impeded. Consumer protection could be impaired and the benefits to con-
sumers from viable competitive energy markets could be compromised. In sum, the
current system of FERC oversight and comprehensive regulation of electric and gas
markets is working well. Changing that system will not enhance benefits to con-
sumers, but only put them in jeopardy.

CONCLUSION

Late last year, Chairman Gensler testified that giving the Federal Reserve certain
authority in financial markets “has the potential of setting up multiple regulators
overseeing markets and market functions in the United States.” He also stated that
“[wlhile it is important to enhance the oversight of markets by both the SEC and
CFTC, I think Congress would want to closely consider whether it’s best to set up
multiple regulators for some functions.” The context of today’s hearing is different,
but the concern is the same. Any improvements warranted in FERC-regulated mar-
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kets can be made by FERC. Interposing a new regulator, or having multiple regu-
lators, has not been justified, is not needed and would be harmful.

Attachment A
Subject of investigation |Total payment Explanation of payments (civil penalty 18
and ORDER and DATE Civil Penalty, under the NGA, FPA, or NGPA; i
Disgorgement, DISGORGEMENT OF PROFITS; other i
Other PAYMENTS) and compliance plans f
Florida Blackout, 129 FERC |$25,000,000 Civil Penalty Civil penalty resulting from violations of
161,061 @mOctober 8, Mandatory Reliability Standards for the Bulk
2009) Power System Order No. 693, FERC Stats &

Regs 31,342 (2007).

Energy Transfer Partners,

L.P., 128 FERC 1 61.269
@m(September 21, 2009)

$5,000,000 Civil Penalty
$25,000,000 Disgorgement

Civil penalty resulting from violations of market
behavior rule 18 C.F.R. §284.403(a) (2005).

Enserco Energy, Inc., 128

FERC 1 61.173 mmAugust
24, 2009)

$1,400,000 Civil Penalty

Civil penalty resulting from violations of the
Commission's open access transportation
program, including, improper release and
acquisition of discounted rate capacity through
flipping transactions, and violations of the
shipper-must-have-title requirement.

In re Amaranth Advisors., et

al 128 FERC {61,154 e
(July 8, 2009)

$7,500,000 Civil Penalty

Civil penalty resulting from violations of 18
C.F.R. §1C.1 (Natural Gas Anti-Market
Manipulation Rule).

In re Southern Company
Services, Inc., 128 FERC
61,013 @m(July 8, 2009)

$350,000 Civil Penalty

Civil penalty and compliance reporting
resulting from violations of buy-sell
transactions and shipper-must-have-titie
requirements.

In re Wasatch Oil & Corp.
and Wasatch Energy LLC,
127 FERC 161,322
(June 30, 2009)

$320,000 Civil Penalty

Civil penalty and compliance reporting
resulting from violations of §284.8(h) posting
and bidding requirements, improper release
and acquisition of discounted rate capacity
through flipping transactions.

In re ProLiance Energy,

LLC, 127 FERC {61,321
am(June 30, 2009)

$3,000,000 Civil Penalty
$195,959.44 Disgorgement

Civil penalty and compliance reporting
resulting from violations of §284.8(h) posting
and bidding requirements, improper release
and acquisition of discounted rate capacity
through flipping transactions, violations of
shipper-must-have-title requirements and
violations of buy-sell transaction rules

In re Sequent Energy
Management, L.P. and
Sequent Energy Marketing,
L.P., 127 FERC 1 61,320
am(June 30, 2009)

$5,000,000 Civil Penalty
$53,728.18 Disgorgement

Civil penalty and compliance reporting
resulting from violations of §284.8(h) posting
and bidding requirements, improper release
and acquisition of discounted rate capacity
through flipping transactions, violations of
shipper-must-have-title requirements and
violations of buy-sell transaction rules.
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In re Piedmont Natural Gas

Co. Inc., 127 FERC §
61.319 @m(June 30, 2009)

$1,250,000 Civil Penalty

Civil penalty and compliance reporting
resulting from violations of §284.8(h) posting
and bidding requirements, improper release
and acquisition of discounted rate capacity
through flipping transactions.

In re Puget Sound Energy,

127 FERC 1 61.070 e
(April 22, 2009)

$800,000 Civil Penaity

Civil penalty and compliance reporting
resulting from violations of 18 C.F.R. §284.8(h)
posting and bidding requirements, improper
release and acquisition of discounted rate
capacity through flipping transactions and self-
reported violations of shipper-must-have-titie
requirements.

In re Anadarko Petroleum

Corp., 127 FERC { 61.069
am(April 22, 2009)

$1,100,000 Civil Penalty
$232.423.40 Disgorgement

Civil penalty, disgorgement and compliance
reporting resulting from violations of 18 C.F.R.
§284.8(h) posting and bidding requirements,
improper release and acquisition of discounted
rate capacity through flipping transactions.

In re Louisville Gas and
Electric Co., 127 FERC
61,068 @m@(April 22, 2009)

$350,000 Civil Penalty

Civil penalty and compliance reporting
resulting from violations of 18 C.F.R. §284.8(h)
posting and bidding requirements, improper
release and acquisition of discounted rate
capacity through flipping transactions.

In re Jefferson Energy
Trading, LLC, Wizco, Inc.,
Golden Stone Resources,
LLC, 126 FERC 1 61,040
@ (January 15, 2009)

$585,000 Civil Penalty

Civil penalty and compliance reporting
resulting from violations of 18 C.F.R. § 1¢.1, in
connection with an attempt to engage in
multiple affiliate bidding to impair the pro rata
allocations in an auction.

In re Klabzuba Oil & Gas,

F.L.P., 126 FERC 1 61,040
@(January 15, 2009)

$300,000 Civil Penalty

Civil penalty and compliance reporting
resulting from violations of 18 C.F.R. § 1c.1, in
connection with an attempt to engage in
multiple affiliate bidding to impair the pro rata
allocations in an auction.

In re ONEOK, Inc., 126

FERC {61,040 @mJanuary
15, 2009)

$4,500,000 Civil Penalty
$1,914,945 Disgorgement

Civil penalty, disgorgement and compliance
monitoring resulting from violations of 18
C.F.R. § 1c.1, in connection with the
submission of multiple affiliate bids to impair
the pro rata allocation mechanism in an
auction. Also violations of shipper-must-have-
title requirements and open access
transportation requirements.

In re Tenaska Marketing
Ventures, 126 FERC ¢
61,040 em(January 15,
2009)

$3,000,000 Civil Penalty
$1,972,842 Disgorgement

Civil penalty, disgorgement and compliance
monitoring resulting from violations of 18
C.F.R. § 1c.1, in connection with the
submission of multiple affiliate bids to impair
the pro rata allocation mechanism in an
auction.
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In re DCP Midstream, LLC,

125 FERC 161,359
(December 23, 2008)

$360,000 Civil Penalty

Civil penalty and compliance monitoring
reporting resulting from self-reported violations
of the shipper-must-have-title requirement.

Sempra Energy Trading

LLC, 125 FERC 1 61.360
a(December 23, 2008)

$400,000 Civil Penalty
$7,959 Disgorgement

Civil penalty, disgorgement, and compliance
monitoring reporting resulting from self-
reported violations of the shipper-must-have-
title requirement.

In re Cornerstone Energy,

Inc., 125 1 FERC 61,234
(November 26, 2008)

$325,000 Civil Penalty
$121,825 Disgorgement

Civil penalty and disgorgement resulting from
self-reported violations of the shipper-must-
have-title requirement.

In re NorthWestern
Corporation and
NorthWestern Services,
LLC., 125 FERC 161,233
@m(November 26, 2008)

$450,000 Civil Penalty

Civil penaity and compliance monitoring
reporting resulting from self-reported violations
of the shipper-must-have-title requirement and
failure to obtain a certificate of public
conveyance and necessity under section 7of
the NGA.

In re Integrys Energy
Services, Inc., 125 FERC {
61,089 mm(October 24,
2008)

$800,000 Civil Penalty
$194,506 Disgorgement

Civil penalty, disgorgement, and a 1 year
compliance monitoring plan resulting from a
self-report for violations of shipper-must-have-
title requirements and circumvention of the
posting and bidding requirements for released
capacity.

In re Enbridge Marketing
(U.S.)L.P., 125 FERC Y
61,088 am(October 24,
2008)

$500,000 Civil Penalty

Civil penalty and compliance report resulting
from self-reported violations of the shipper-
must-have-title requirement.

In re Duquesne Light

Company, 123 FERC
61,221 @m(May 29, 2008)

$250,000 Civil Penalty
$1,000,000 Compliance Plan

Civil penalty and at least $1,000,000
designated for a comprehensive compliance
plan for violations of FERC cost allocation
procedures, the electric quarterly report filing
requirement, and the standards of conduct.

In re Edison Mission, 123
EERC 161,170 exmMay 19,
2008)

$7,000,000 Civil Penalty
$2,000,000 Compliance Plan

Civil penalty and at least $2,000,000
designated for a comprehensive compliance
plan for violations of 18 C.F.R. § 35.41(b)
(2007), which imposes a duty to provide
accurate, factual, and complete information in
communications with the Commission upon
electric power sellers authorized to engage in
sales for resale of electric energy at market
based rates.

In re Entergy New Orleans,

Inc., 122 FERC 161,219 ama
(March 11, 2008)

$400,000 Civil Penalty

Civil penalty resulting from self-reported
violations of the Commission’s shipper-must-
have-title requirement.

In re Constellation
NewEnergy — Gas Division,

LLC, 122 FERC 1 61.220

$5,000,000 Civil Penalty
$1,899,416 Disgorgement

Civil penalty, disgorgement, and a compliance
monitoring plan resulting from self-reported
violations of the Commission’s capacity
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@@(March 11, 2008)

release policies, including circumvention of the
posting and bidding requirements for released
capacity, violations of the shipper-must-have-
title requirement, and violations of the
prohibition on buy-sell transactions.

In re BP Energy Company,

121 FERC 1 61.088 am
(October 25, 2007)

$7,000,000 Civil Penalty

Civil penalty and compliance monitoring plan
resulting from self-reported violations of
competitive bidding regulations, shipper-must-
have-title requirement, and prohibition on
buy/sell arrangements.

Inre MGTC, Inc., 121

FERC 1 61.087 @ October
25, 2007)

$300,000 Civil Penalty

Civil penalty and compliance report resulting
from self-reported violations of the shipper-
must-have-title requirement.

In re Gexa Energy, L.L.C.,

120 FERC 161,175 am
(August 21, 2007)

$500,000 Civil Penalty
$12,481.41 Disgorgement

Civil penalty and disgorgement resulting from a
self- report of violations of the FPA.

In re Cleco Power, LLC, et

al., 119 FERC 161,274 am
(June 12, 2007)

$2,000,000 Civil Penalty

Civil penalty and a 1-2 year compliance plan
resulting from a self-report for a violation of a
2003 Settlement agreement by sharing 9
employees and sharing prohibited market
information between different Cleco
companies.

In re Columbia Gulf
Transmission Company,

119 FERC 1 61,174 mm
(May 21, 2007)

$2,000,000 Civil Penalty

Civil penalty resulting from a Commission
referral for a violation of a Commission order to
allow installation of a receipt interconnection.

In re Calpine Energy
Services, L.P., 119 FERC
61,125 @m(May 9, 2007)

$4,500,000 Civil Penalty

Civil penalty and a 1-2 year compliance plan
resulting from a self-report for violations of
shipper-must-have-title requirements.

In re Bangor Gas Company,

118 FERC 1 61.186 @@
(March 7, 2007)

$1,000,000 Civil Penalty

Civil penalty and a 1 year compliance plan
resulting from a self-report for violations of
shipper-must-have-title requirements.

In re PacifiCorp, 118 FERC

$10,000,000 Civil Penalty

Civil penalty and a 1 year compliance plan

161,026 am(January 18, resulting from a self-report for violations of
2007) OATT and Standards of Conduct.
In re SCANA Corporation, |$9,000,000 Civil Penalty Civil penalty, disgorgement, and a 1 year

118 FERC 1 61,028 am
(January 18, 2007)

$1,800,000 Disgorgement

compliance plan resulting from a self-report for
violations of OATT.

In re Entergy Services, Inc.,

118 FERC 1 61,027
(January 18, 2007)

$2,000,000 Civil Penalty

Civil penalty and a 1-2 year compliance plan
resulting from a self-report for violations of
OATT and Standards of Conduct OASIS
posting requirements.

In re NorthWestern
Corporation, 118 FERC
61,029 @m(January 18,
2007)

$1,000,000 Civil Penalty

Civil penalty and a 2 year compliance plan
resulting from a hotline call for violations of
Business Practice Standards for OASIS
Transactions.

In re NRG Energy, Inc., 118

FERC 161,025 @mJanuary
18, 2007)

$500,000 Civil Penalty

Civil penalty and a 1 year compliance plan
resulting from a self-report for violations of
ISO-NE Market Rule 1 and the Commission’s

Market Behavior Rules 1 and 3.

Total penalties $114.80 million
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Attachment B

Number of FTR Participants and Paths (2009)

RTO Market Participants Active FTR Paths
PJM 175 79,330
MISO 106 23,870
ISO-NE 51 23,255
CAISO 64 23,039
NYISO 54 3,055
TOTAL 152,549

Source: Derived from RTO data in Ventyx; NYISO derived from RTO website data.

Note: The count of market participants and active FTR paths reflect long and short-term
auctions and include all allocated and auctioned FTRs. The counts for PJM and MISO
reflect the June 2008 through May 2009 planning period; all other RTOs are for calendar
year 2009. The CAISO FTRs were implemented along with the day-ahead market on
April 1, 2009. NYISO only allows for zonal load nodes. Many participants are active in
multiple markets.

The CHAIRMAN. Thank you very much.
Chairman Gensler, go right ahead.

STATEMENT OF GARY GENSLER, CHAIRMAN, COMMODITY
FUTURES TRADING COMMISSION

Mr. GENSLER. Thank you, Chairman Bingaman, Ranking Mem-
ber Murkowski, and Senator Corker. It is an honor to be here today
and testify on behalf of the full commission, the CFTC.

Before I just turn to OTC derivatives reform, let me just say one
moment about what the CFTC is because I do not often come be-
fore this committee. We regulate exchanges, clearinghouses, other
intermediaries to ensure—and I think Jon captured this—to make
sure the markets work efficiently, there is integrity to markets,
and they are free of fraud, manipulation, and of course, that we are
promoting transparency, which is so important to the public mar-
kets. That helps lower risk to the full American public.

We, of course, also have broad surveillance and enforcement au-
thority and are sort of a cop on the beat.

When Congress first brought regulation to the futures markets,
which were derivatives markets that existed since the Civil War,
they brought that regulation in the 1920s and 1930s. They sought
to ensure uniformity across the then-derivatives markets which we
called futures, and the CFTC was later formed out of the Agri-
culture Department in the 1970s overseeing the futures trading not
only in the original grain products but also in oil and natural gas,
gasoline, electricity, and so forth.

So the CFTC overseeing these derivative markets, coexists and
routinely cooperates with other agencies. We coexist, for instance,
with the Department of Agriculture that helps set milk prices
throughout the country, and we do coexist, I think very well, with
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FERC, and as the chairman mentioned under the Energy Policy
Act of 2005, for example, this committee working across parties
and with the House set up new manipulation standards for FERC,
and we have worked jointly with them. I think those authorities
that were in EPAct are very important to help protect the markets
that FERC oversees.

But at the same time, the CFTC does oversee the futures mar-
kets in electricity and natural gas, whether they trade in NYMEX
or the Nodal Exchange or this new Intercontinental Exchange.

In a well functioning market, derivatives help to mitigate and
lower risk, and of course, the financial crisis dramatically showed
how the unregulated over-the-counter marketplace instead could
heighten risk and concentrate risk. So working together with Con-
gress—and I see Senator Corker because I know you are at the
center of this on another committee—working together, we are try-
ing to regulate the over-the-counter derivatives market. There are
3 essential pieces, if I might say.

One is to regulate the dealers. These are the large swap dealers.
Usually they are part of an institution too big to fail, but those
swap dealers.

Two is to bring transparency into the markets requiring trans-
parent trading on trading platforms or even fully regulated ex-
changes, coupled with aggregate position limit authority.

Three is to lower risk further to bring standard transactions to
central clearing.

Now, electricity derivatives are part of that. Natural gas deriva-
tives may be part of that. Consistent with the way that the CFTC
and the FERC coexist to date in the futures markets, I believe that
both agencies should continue to coexist with each of their very im-
portant and respective missions. We have a strong relationship
with the commission. We are working actually with the FERC right
now. Jon and I have met and the staffs have met about the rule
that he mentioned on lowering risk in the RTO markets. Ours is
just to give advice. They are taking the lead, of course.

But as Congress works through OTC derivatives reform, I think
it should avoid wholesale statutory exemptions, exemptions that
could lead to the CFTC regulation of futures contracts, swaps con-
tracts, clearing or exchanges to be exempt in a certain or particular
market. We actually have some history with exemptions, and any
such statutory exemptions can undercut the goal of comprehensive
reform and weaken market protection. It is particularly hard to
craft such exemptions, bright line exemptions, as the chairman
mentioned, and consistent with the public interest because markets
evolve, products evolve.

History demonstrates that such bright line exemptions can lead
to their own unintended consequences. What seems to be well
crafted, carefully crafted later becomes a significant loophole. You
know, when the Enron loophole was included in statute in 2000,
electronic trading facilities were at their infancy, but as these elec-
tronic facilities went on, and by the time it was addressed in 2008
in the Farm Bill, we had to bring in unregulated markets that
were actually larger than the original regulated markets.

So I think the proponents of exemptions have argued and they
are concerned about additional CFTC regulation and they think it
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is unnecessary. I think that our 2 agencies can work well together.
We have to date. We coexist with many other agencies.
So I thank you for having me here. I understand you are on a
tight schedule. So I look forward to any questions as they come up.
[The prepared statement of Mr. Gensler follows:]

PREPARED STATEMENT OF GARY GENSLER, CHAIRMAN, COMMODITY FUTURES TRADING
COMMISSION

Good afternoon Chairman Bingaman, Ranking Member Murkowski and members
of the Committee. Thank you for inviting me to testify regarding the regulation of
over-the-counter (OTC) derivatives, particularly with respect to energy markets. I
am pleased to testify on behalf of the Commodity Futures Trading Commission.

The 2008 financial crisis left us with many lessons and many challenges to tackle.
Though there were certainly many causes of the crisis, I think most would agree
that the unregulated OTC derivatives marketplace played a central role. We must
now bring comprehensive regulatory reform to the OTC marketplace for derivatives.

CFTC REGULATORY REGIME

Before I discuss the details of much-needed OTC derivatives reform, let me take
a moment to discuss the Commodity Futures Trading Commission’s (CFTC) current
oversight of particular derivatives markets, called futures markets. Futures have
traded since the Civil War, when grain merchants came together to hedge the risk
of changes in the price of corn, wheat and other grains on a central exchange. It
took nearly 60 years until Congress first brought Federal regulation to the futures
markets. President Roosevelt and Congress further responded to our last great fi-
nancial crisis by strengthening regulation and oversight of the commodities and fu-
tures markets through the Commodity Exchange Act (CEA), which created the
CFTC’s predecessor within the Agriculture Department.

The CFTC ensures that futures and commodity options exchanges protect market
participants and promote fair and orderly trading, free from fraud, manipulation
and other abuses. Exchanges are where buyers and sellers meet and enter into
transactions. The CFTC also oversees clearinghouses, which enter the picture only
after two counterparties complete a transaction. Clearinghouses act as middlemen
between and guarantee the obligations of the two parties to the trade and take on
the risk that one party may fail to meet its obligations for the duration of the con-
tract. Centralized clearing has helped lower risk to the markets for more than a cen-
tury, in both calm markets and in the stormiest of markets, such as during the 2008
financial crisis.

In addition to regulating exchanges and clearinghouses, the CFTC regulates mar-
ket participants, including futures commission merchants, commodity trading advi-
sors and commodity pool operators. The CFTC has wide-ranging transparency ef-
forts designed to provide the public much information about commodity futures mar-
kets and trading. The agency also has broad surveillance and enforcement powers
to police the markets for fraud, manipulation and other abuses.

CFTC COORDINATION WITH OTHER AGENCIES

While many different federal agencies oversee various cash markets throughout
the economy, Congress determined that the CFTC should be the sole agency to over-
see trading on futures exchanges. One of the principal reasons that Congress man-
dated this exclusive jurisdiction was to bring uniformity to the regulation of the reg-
ulated derivatives markets. Importantly, the CFTC also was given the authority to
provide exemptions from regulatory requirements for specific instruments or mar-
kets where it is in the public interest to do so.

Though the CFTC has exclusive jurisdiction over the futures markets, it coexists
and routinely cooperates with other agencies that have jurisdiction over cash mar-
kets for the underlying commodities. The Department of Agriculture, for example,
regulates marketing standards for corn and cash milk prices, while the CFTC regu-
lates corn and milk futures. The Grain Inspection, Packers and Stockyards Adminis-
tration oversees spot livestock markets, while the CFTC regulates livestock futures.
The Treasury Department oversees the issuance of all Treasury Bills, Notes and
Bonds, while the CFTC oversees futures contracts based on those instruments. The
Federal Reserve Board oversees interest rate levels, while the CFTC oversees inter-
est rate futures. The Federal Energy Regulatory Commission (FERC) oversees im-
portant aspects of the energy markets, including monitoring natural gas pipelines
and regulating for just and reasonable wholesale electricity rates and interstate
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transmission service of electricity, while the CFTC oversees futures markets and
certain electronic trading facilities for natural gas and electricity derivatives.

REGULATION OF ENERGY FUTURES MARKETS

A transparent and consistent playing field for all physical commodity futures—
from agricultural products, such as corn and wheat, to energy products, such as
crude o1l and natural gas—should be the foundation of our regulations. In the en-
ergy markets, the CFTC currently oversees the trading of futures and options on
futures on crude oil, heating oil, natural gas, gasoline and electricity, among others,
traded on designated contract markets, such as the New York Mercantile Exchange
(I\EYMEX), and on an exempt commercial market—the Intercontinental Exchange
(ICE).

Vibrant energy futures markets are vital to the American economy. In 2009, more
than 377 million energy futures and options contracts were traded on CFTC-regu-
lated exchanges. The highest volume crude oil futures market was NYMEX’s West
Texas Intermediate crude oil contract with 137 million contracts. That is the equiva-
lent of 137 billion barrels of oil—equal to the United States usage for about 11
years—with a notional value of nearly $9 trillion. The largest contract in natural
gas was NYMEX’s Henry Hub contract with 48 million contracts. That is the equiv-
alent of 480 billion mmBTU’s of natural gas with a notional value of $2.17 trillion.
Energy futures and options markets also include very significant trading in elec-
tricity contracts, which, as a class, had more than 26.4 million contracts traded rep-
resenting 7% of the overall futures and options trading volume in the energy sector.

Congress has continued to reaffirm the CFTC’s role in regulating futures markets.
In the 2008 Farm Bill, Congress broadened the CFTC’s authority to regulate deriva-
tives, including energy derivatives, traded on previously-exempted electronic trading
facilities, called exempt commercial markets (ECMs). If a contract that is traded on
one of these facilities is found to perform a significant price discovery (SPDC) func-
tion, the trading of that contract on that facility is subject to heightened regulation
and required to comply with key core principles that also apply to the trading of
futures contracts.

The Commission has so far determined that the ICE Henry Financial LD1 Fixed
Price Contract traded on the ICE—the largest volume natural gas swap contract
traded on an ECM—serves a significant price discovery function, and thus subject
to heightened regulation. Following the statutory obligations of the 2008 Farm Bill,
the CFTC is analyzing—and has sought public comment on—an additional 42 en-
ergy contracts, including natural gas and electricity contracts, to determine whether
they meet the criteria to be regulated as SPDCs.

OTC DERIVATIVES REGULATION

Nearly 60 years after the futures markets were regulated, the first OTC swap was
transacted in 1981. During its early years, the OTC marketplace was highly tailored
to meet specific risk management needs. Contracts were negotiated between dealers
and their corporate customers seeking to hedge specific financial risks. In contrast
to the regulated futures markets, these early OTC derivatives were not traded on
exchanges. Instead, OTC derivatives were transacted bilaterally, with dealers stand-
ing between their various customers. In this market structure, dealers keep trans-
actions on their books, leaving the financial institutions more interconnected with
all of their customers and limiting the amount of relevant pricing information avail-
able to the public.

In the last three decades, the over-the-counter derivatives marketplace has grown
up, but it remains largely unregulated. Since the 1980s, the notional value of the
market has ballooned from less than $1 trillion to approximately $300 trillion in the
United States—that’s $20 in derivatives for every dollar of goods and services pro-
duced in the American economy. The contracts have become much more standard-
ized, and rapid advances in technology—particularly in the last ten years—now can
facilitate transparent trading of much of this market on electronic platforms. While
so much of this marketplace has changed significantly, the constant that remains
is that it is largely unregulated and still dealer dominated.

It is now time to bring comprehensive regulation to this large and economically
significant market. In well functioning markets, derivatives are meant to mitigate
and help manage risk in the economy. Even if not for the 2008 financial crisis, this
market should be regulated to achieve these goals. The financial crisis only high-
lights this in dramatically revealing how unregulated OTC derivatives and their
dealers actually can heighten and concentrate risk to the great detriment of the
American public. The need for broad based reform is the ultimate lesson of AIG and
the broader risks brought about by the unregulated OTC derivatives market.
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Effective reform requires many pieces. I will focus on the three essential compo-
nents that should be enacted to promote transparency and reduce risk to the Amer-
ican public.

First, we must establish an explicit regulatory framework for swap dealers and
major swap participants.

Second, we must bring transparency to these markets by requiring that standard-
ized derivatives be traded on regulated trading platforms.

Third, we must lower the risk to the American public of financial institutions that
have become both “too big to fail” and “too interconnected to fail” by requiring that
their standardized derivatives be brought to central clearinghouses.

Regulating the Dealers

There is now broad consensus that dealers should be regulated for all of their de-
rivatives business, both customized transactions and standardized ones. Swap deal-
ers and major swap participants should maintain sufficient capital and meet margin
requirements on their swap businesses to lower risk to the American public. They
should be required to meet business conduct standards to a) promote market integ-
rity by protecting against fraud, manipulation and other abuses and to b) lower risk
through uniform back office standards for netting, processing and documentation.
This should include authority for regulators to set aggregate position limits for OTC
derivatives contracts when they perform or affect a significant price discovery func-
tion with respect to regulated markets. Swap dealers and major swap participants
also should meet recordkeeping and reporting requirements promoting transparency
to the regulators.

Transparent Trading Requirement

It is not enough, though, simply to promote transparency to the regulators. Finan-
cial reform will be incomplete if we do not make the OTC derivatives marketplace
transparent to the public.

The majority of the OTC market, by some estimates more than three quarters of
the market, could be cleared by a clearinghouse. Customized contracts—those that
are so tailored that they cannot be cleared by a clearinghouse or listed on a trading
platform—should be allowed to be transacted bilaterally, with the dealers subject
to comprehensive regulation for these transactions.

This leaves the important public policy question of whether to require standard-
ized OTC transactions to be brought to transparent, regulated, trading platforms.
An opaque derivatives market, concentrated amongst a small number of financial
institutions, though, contributed to bringing our financial system to the brink of col-
lapse. Public market transparency greatly improves the functioning of existing secu-
rities and futures markets. We should shine the same light on the OTC derivatives
markets. The more transparent a marketplace, the more liquid it is.

The more transparent a marketplace, the more competitive it is. And the more
transparent a marketplace, the lower the costs for hedgers, borrowers and, ulti-
mately, their customers. The best way to bring transparency is through regulated
trading facilities and exchanges—including establishing a mechanism to provide for
the timely public reporting of key trading data. Such centralized trading venues not
only bring greater transparency, but increase competition in the markets by encour-
aging market-making and the provision of liquidity by a greater number of partici-
pants. A greater number of market makers brings better pricing and lowers risk to
the system.

Further, clearinghouses would be far more able to assess and mange the risk of
OTC derivatives with the benefit of transparent trading markets. A critical element
of managing clearinghouse risk is marking all cleared positions to a reliable and
transparent market price.

Absent the transparency provided by trading venues, clearinghouses have less re-
liable prices when marking to market the derivatives they clear and, thus, are less
able to manage their risk and protect the public.

Some on Wall Street have suggested that they could support a clearing require-
ment, but see no need for a transparency requirement. But make no mistake: trans-
parency is an absolutely essential component of reform. Congress should require
that all standardized OTC derivative transactions be moved onto regulated trans-
parent exchanges or trade execution facilities.

Mandating Clearing of Standardized Derivatives

Congress also should require derivatives dealers to bring their completed stand-
ardized derivatives transactions to regulated clearinghouses.

Currently, OTC derivatives transactions stay on the books of the dealers, often
for many years after they are arranged. These dealers engage in many other busi-
nesses, such as lending, underwriting, asset management, securities trading and de-
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posit-taking. When there is a better alternative through central clearing, why leave
these derivatives transactions on the books of the swap dealers when these institu-
tions are possibly “too big to fail?” Bilateral derivatives also leave a financial insti-
tution possibly “too interconnected to fail.” Leaving standardized OTC derivatives
transactions on the books of the banks further aggravates the Governments’ di-
lemma when faced with a failing institution. Central clearing would greatly reduce
both the size of dealers as well as the interconnectedness between Wall Street
banks, their customers and the economy.

Some corporations have expressed concerns regarding posting the collateral re-
quired to clear a contract. While this is a legitimate public policy debate, I believe
that the public is best served by lowering risk to the system as a whole. An exemp-
tion from clearing for this large class of transactions would allow dealers to keep
significant risk on their books—risk that could reverberate throughout the entire fi-
nancial system if a bank fails. Further, it is not clear that posting collateral nec-
essarily increases costs to end users, since dealers charge corporations for credit ex-
tensions when the corporations do not post margin.

If Congress ultimately determines that commercial end-users’ transactions should
be exempt from a clearing requirement, the exemptions should be narrow. Data
from the Bank for International Settlements shows that dealer-to-dealer trans-
actions comprise 40 percent or less of the market in most contracts. Contracts with
financial firms make up the bulk of transactions with non-dealers. For instance,
swaps with non-dealer financial firms make up 57 percent of the interest rate de-
rivatives markets. Exempting transactions with non-dealer financial firms exposes
the American public to great risk by leaving the broader financial system signifi-
cantly interconnected through their standard derivatives transactions. At a min-
imum, legislation should mandate that trades between dealers and other financial
firms be cleared on regulated clearinghouses. Hedge funds, for example, should not
be exempt from a clearing requirement with respect to their OTC transactions.

Further, any commercial end-user exception from clearing should not bring along
an exemption from a transparency requirement. Commercial end-users have raised
concerns about posting margin if they are required to clear their transactions. Sepa-
rating the trading requirement from the clearing requirement can address this con-
cern, if need be. Indeed, most commercial end-users would benefit from greater
transparency than Wall Street currently provides.

REGULATION OF ELECTRICITY DERIVATIVES

As we move to bring comprehensive reform to the OTC derivatives marketplace,
the new authorities granted to market regulators will necessarily relate to existing
authorities of other federal regulators. Specifically, CFTC authorities for OTC en-
ergy derivatives would relate to the FERC’s authority under the Natural Gas Act
and the Federal Power Act, including the authority to regulate certain activities of
Regional Transmission Organizations (RTOs) and Independent System Operators
(ISOs). Consistent with the CFTC’s and FERC’s currently co-existing regulatory au-
thorities, both agencies should continue to apply their authorities to the activities
that are within their respective jurisdictions.

The CFTC has exclusive jurisdiction over the trading and clearing of futures con-
tracts, whereas the FERC has jurisdiction over other defined aspects of the energy
markets, including regulating interstate transportation rates and services for nat-
ural gas pipelines and regulating wholesale sales of electricity and interstate trans-
mission rates and services. The FERC also has important enforcement authorities
under the Federal Power Act and the Natural Gas Act to prosecute manipulation
in the electricity and natural gas markets. Contracts for the immediate or forward
delivery of electricity—like all cash and forward contracts for other commodities—
are not regulated by the CFTC.

Congress has provided the agencies with adequate tools to work cooperatively.
The CEA provides the CFTC with authority to exempt instruments and markets
from its regulations if it is determined to be in the public interest to do so. OTC
derivatives reform should extend this exemptive authority with the CFTC’s over-
sight of the swaps market. Any potential overlaps in oversight can be addressed
through memoranda of understanding and other cooperative working relationships
between the two agencies. Pending legislation also should maintain the FERC’s en-
forcement authorities under Section 222 of the Federal Power Act and Section 4A
of the Natural Gas Act.

In contrast, wholesale statutory exemptions preventing the application of any
CFTC regulation—including the regulation of futures contracts, swaps contracts,
clearing or exchange trading—for any instrument or market that is regulated by the
FERC undermine the effectiveness of comprehensive reform. Congress should avoid
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any bright-line exemption that runs the risk of creating the next regulatory loop-
hole. Instead, Congress should follow the long established model under which the
CFTC coexists with other agencies with oversight of cash and forward markets.

History demonstrates that bright-line statutory exemptions or exclusions granted
at one point in time can have unintended consequences and often fail to adequately
account for subsequent developments. Markets evolve rapidly. What may seem like
a carefully crafted exclusion today can become a significant and problem-filled loop-
hole tomorrow. When the Enron loophole was included in statute in 2000, electronic
trading facilities were in their infancy. By the time Congress addressed the loophole
as part of the Farm Bill in 2008, the unregulated electronic trading of natural gas
swaps was on a par with the trading of natural gas futures on the regulated market.
As the Amaranth case demonstrated, traders took advantage of the unregulated ex-
empt facility to avoid position limits and other regulations established for the regu-
lated futures markets. Proponents of the exemptions had argued that additional
CFTC regulation was unnecessary. Our experience, though, indicates that com-
prehensive and consistent oversight must be applied.

CLOSING

I thank you for inviting me to testify today. I look forward to working with you
in the coming months to implement comprehensive reform of our financial regu-
latory system. I will be happy to answer any questions you may have.

The CHAIRMAN. Thank you both for your excellent testimony.

If we could just ask the 4 panelists in the second panel to come
ahead and give their testimony, and then we will have some ques-
tions of all 6 witnesses.

Let me introduce this second panel as they are coming forward.
We have the Honorable Garry Brown, who is Chairman of the New
York Public Service Commission and Chair of NARUC’s Committee
on Electricity. We have Mr. Vincent Duane, who is with PJM Inter-
connection in Norristown, Pennsylvania. We have the Honorable
Joseph Kelliher, representing Edison Electric Institute and The
Electric Power Supply Association, and Mr. Michael Henderson,
Whok is representing the Arkansas rural electric coops in Little
Rock.

Thank you all very much for being here. Why do we not start—
let us see. I introduced you in the order of right to left, so why do
we not just have you go ahead in that order, please.

STATEMENT OF GARRY BROWN, CHAIRMAN, NEW YORK STATE
PUBLIC SERVICE COMMISSION, ON BEHLAF OF THE NA-
TIONAL ASSOCIATION OF REGULATORY UTILITY COMMIS-
SIONERS

Mr. BROWN. Good morning, Chairman Bingaman, Ranking Mem-
ber Murkowski, and members of the committee. My name is Garry
Brown. I am the Chair of the New York State Public Service Com-
mission. I also serve as the Chair of the Electricity Committee on
the National Association of Regulatory Utility Commissioners on
whose behalf I am testifying here today.

I am honored to have the opportunity to appear before you this
morning and offer our perspectives on financial transmission rights
and electricity market mechanisms.

It is our understanding that some of the proposals being con-
templated by Congress would provide the CFTC with oversight of
OTC risk management products, including mandatory centralized
clearing and exchange trading of all OTC products. NARUC be-
lieves that this approach could be detrimental to electricity and
natural gas retail consumers. There is a diverse group of end users
consisting of electric and natural gas utilities, suppliers, customers,
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and other commercial entities who rely on OTC derivative products
and markets to manage electricity and natural gas price risks for
legitimate business purposes, thereby helping to keep commodity
costs stable for retail consumers. In these situations, the manda-
tory centralized clearing of all OTC contracts as envisioned in pro-
posed legislation will increase expenses associated with hedging ac-
tivity and ultimately end-use prices due to increased margin re-
quirements.

State utility commissions regulate companies that rely on legiti-
mate hedging activities and transaction in natural gas and elec-
tricity markets to keep commodity costs stable for retail customers.
These companies use both exchange-traded and OTC derivatives to
reduce their exposure to volatile spot markets which enables them
to make sound medium-and long-term business decisions. A re-
quirement for mandatory centralized clearing of all OTC contracts
would increase the expenses associated with hedging activities and
ultimately consumer prices due to increased margin requirements.

Utilities would have to finance needed cash margins in the cap-
ital markets and pass these costs to customers through the rate-
making process or take other offsetting actions such as cutting
back capital projects. Similarly, public utilities could lose access to
long-term power supply contracts called pre-pays because the ex-
pense of ongoing cash margins would be prohibitive. We also un-
derstand that rural electric cooperatives could be forced to borrow
large sums at unaffordable rates. In cases where these costs would
prove to be too high, the energy supplier would need to reduce or
cease hedging altogether, thus negatively impacting the ability to
manage price volatility, resulting in higher costs to consumers. In
short, consumers need the industry to have both cleared and OTC
options available to provide price stability and lower costs.

Additionally, the effect of margin requirements resulting from
mandatory clearing for electric utilities could have the unintended
consequence of reducing or eliminating legitimate hedging practices
and jeopardizing or reducing investments in such things as Smart
Grid technology and other infrastructure.

We recognize the intent of the legislation is to minimize or elimi-
nate manipulation in the OTC market, especially by speculators.
One approach to address this concern is to have the mandatory re-
quirements and a carefully crafted exemption from the require-
ments for legitimate utility transactions.

Another concern that NARUC members have is the effect the
various legislative proposals may have upon electric transmission
entities. The proposed reforms, as we understand, would cause reg-
ulatory uncertainty with regard to the oversight of regional trans-
mission organizations and independent system operators. This un-
certainty and/or overlapping jurisdiction can lead to negative ef-
fects on liquidity, market confidence, and reliability.

NARUC believes that the Federal Energy Regulatory Commis-
sion and, for the Texas/ERCOT region, the Public Utility Commis-
sion of Texas, as the regulators with the necessary expertise and
statutory mandates to oversee wholesale electricity markets to pro-
tect the public interest and consumers. Energy markets currently
regulated by FERC and PUCT under accepted tariffs or rate sched-
ules should continue to be subject to their jurisdiction, including
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over physical and financial transmission rights and market over-
sight, and should not be themselves subject to CFTC jurisdiction as
a clearinghouse due to the financial and other settlement services
they provide those transacting in regional electricity markets.

In conclusion, NARUC supports passage of financial reform legis-
lation ensuring that electric and natural gas markets continue to
have access to OTC risk management products as a tool in their
legitimate hedging practice to provide more predictable and less
volatile energy costs to consumers, and would respectfully offer the
following policy recommendations for inclusion in any financial re-
form legislation.

The legislation should weigh the costs of potential end-user cost
increases versus the benefits of new standards for the clearing of
OTC risk management contracts.

Any Federal legislation addressing OTC risk management prod-
ucts should provide for an exemption from mandatory clearing re-
quirements for legitimate utility hedging activities.

Any exemption to the mandatory clearing requirement for OTC
derivatives should be narrowly tailored so as not to allow excessive
speculation in natural gas and electricity markets.

FERC should continue to be the exclusive regulator at the Fed-
eral level—and the PUCT for Texas/ERCOT—charged with the
statutory obligation to protect the public interest and consumers,
with authority to oversee any agreements, contracts, transactions,
products, market mechanisms, or services offered or provided pur-
suant to a tariff or rate schedule.

Thank you and I would be happy to answer questions later.

[The prepared statement of Mr. Brown follows:]

PREPARED STATEMENT OF GARRY BROWN, CHAIRMAN, NEW YORK STATE PUBLIC
SERVICE COMMISSION, ON BEHLAF OF THE NATIONAL ASSOCIATION OF REGULATORY
UTtiLiTy COMMISSIONERS

Good morning Chairman Bingaman, Ranking Member Murkowski, and Members
of the Committee: My name is Garry Brown, and I am Chairman of the New York
State Public Service Commission (NY PSC). I also serve as Chair of the Electricity
Committee of the National Association of Regulatory Utility Commissioners
(NARUC), on whose behalf I am testifying here today. I am honored to have the
opportunity to appear before you this morning and offer our perspective on financial
transmission rights and electricity market mechanisms.

NARUC is a quasi-governmental, non-profit organization founded in 1889. Our
membership includes the public utility commissions serving all States and terri-
tories. NARUC’s mission is to serve the public interest by improving the quality and
effectiveness of public utility regulation. Our members regulate the retail rates and
services of electric, gas, water, and telephone utilities. We are obligated under the
laws of our respective States to assure the establishment and maintenance of such
utility services as may be required by the public convenience and necessity and to
assure that such services are provided under rates and subject to terms and condi-
tions of service that are just, reasonable and non-discriminatory.

Congress is currently considering financial reform legislation with the goal of en-
suring that gaps in regulation, oversight of markets and systemic risk do not lead
to economic instability, but improve transparency and reduce systemic risk in the
over-the-counter (OTC) derivatives markets. NARUC has consistently supported fed-
eral legislative and regulatory actions that fully accommodate legitimate hedging ac-
tivities by electric and natural gas utilities; however, we are concerned that some
legislative proposals could have adverse effects on the retail rates of electric and
natural gas consumers.

It is our understanding that some of the proposals being contemplated by Con-
gress would provide the Commodity Futures Trading Commission (CFTC) with over-
sight of OTC risk management products, including mandatory centralized clearing
and exchange trading of all OTC products. NARUC believes that this approach
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could be detrimental to electricity and natural gas retail consumers. There is a di-
verse group of end-users, consisting of electric and natural gas utilities, suppliers,
customers, and other commercial entities who rely on OTC derivative products and
markets to manage electricity and natural gas price risks for legitimate business
purposes, thereby helping to keep commodity costs stable for retail consumers. In
these situations, the mandatory centralized clearing of all OTC contracts—as envi-
sioned in proposed legislation—will increase expenses associated with hedging activ-
ity, and ultimately end-user prices, due to increased margin requirements.

Electric and natural gas companies use derivatives to “hedge,” or lock in, the price
of commodities they plan to buy or sell in the future. These companies use clearing-
houses and exchanges (such as the New York Mercantile Exchange or NYMEX)
when those markets provide the best deal. Often, however, OTC transactions—
which are arranged company-tocompany or between a company and a bank—provide
the lowest cost and/or the most stable pricing. In centralized clearing and exchange
trading, the clearinghouse or exchange steps between buyers and sellers and guar-
antees payment by requesting a significant cash “margin” from both parties. These
cash margins, a form of collateral, represent a portion of the value of each contract.
For companies whose core businesses involve buying and selling energy commod-
ities, cash margin requirements would translate into significant additional bor-
rowing costs and/or reduced investment, which could require new borrowing at a
time when business loans and other financing are both more expensive and harder
to get.

State utility commissions regulate companies that rely on legitimate hedging ac-
tivities and transactions in natural gas and electricity markets to keep commodity
costs stable for retail customers. These companies use both exchange-traded and
OTC derivatives to reduce their exposure to volatile spot markets, which enables
them to make sound medium-and long-term business decisions. A requirement for
mandatory centralized clearing of all OTC contracts would increase the expenses as-
sociated with hedging activity, and ultimately consumer prices, due to increased
margin requirements.

Utilities would have to finance needed cash margins in the capital markets—and
pass those costs to customers through the ratemaking process—or take other offset-
ting actions, such as cutting back capital projects. Similarly, public utilities could
lose access to long-term electric power supply contracts called pre-pays because the
expense of ongoing cash margins would be prohibitive. We also understand that
rural electric cooperatives could be forced to borrow large sums at unaffordable
rates. In cases where these costs would prove to be too high, the energy supplier
would need to reduce or even cease hedging altogether, thus negatively impacting
the ability to manage price volatility—resulting in higher costs to consumers. In
short, consumers need the industry to have both cleared and OTC options available
to provide price stability and lower costs.

Additionally, the effect of margin requirements resulting from mandatory clearing
for electric utilities could have the unintended consequence of reducing or elimi-
nating legitimate hedging practices and jeopardizing or reducing investments in
Smart Grid technology and other infrastructure; similarly, natural gas utilities and
production companies could reduce capital devoted to infrastructure and natural gas
exploration.

We believe that the laudable goals of reform that ensure market transparency and
adequate regulatory oversight can be accomplished by means other than mandatory
clearing of OTC risk management contracts and the anticipated extra expense. For
example, a requirement that natural gas and electric market participants engaging
in legitimate hedging report all OTC derivative transactions to a centralized data
repository, like the CFTC, would provide sufficient market transparency without the
costs associated with mandatory clearing.

We recognize the intent of the legislation to minimize or eliminate manipulation
in the OTC market, especially by speculators. One approach to address this concern
is to have the mandatory requirements and a carefully crafted exemption from the
requirements for legitimate utility transactions.

Another concern that NARUC members have is the effects the various legislative
proposals may have upon electric transmission entities. The proposed reforms, as we
understand, would cause regulatory uncertainty with regard to the oversight of Re-
gional Transmission Organizations (RTOs) and Independent System Operators
(ISOs). This uncertainty and/or overlapping jurisdiction can lead to negative impacts
on liquidity, market confidence and reliability.

NARUC believes the Federal Energy Regulatory Commission (FERC) and, for the
Texas/ERCOT region, the Public Utility Commission of Texas (PUCT), as the regu-
lators with the necessary expertise and statutory mandates to oversee wholesale
electricity markets to protect the public interest and consumers, should not be pre-
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empted by financial reform legislation from being able to continue exercising their
authority to protect consumers and ensure reliable, just and reasonable service. En-
ergy markets currently regulated by FERC and the PUCT under accepted tariffs or
rate schedules should continue to be subject to FERC or PUCT jurisdiction, includ-
ing over physical and financial transmission rights and market oversight, and
should not themselves be subject to CFTC jurisdiction as a clearinghouse due to the
financial and other settlement services they provide those transacting in regional
electricity markets.

In conclusion, NARUC supports passage of financial reform legislation ensuring
that electric and natural gas market participants continue to have access to OTC-
risk management products as tools in their legitimate hedging practices to provide
more predictable and less volatile energy costs to consumers, and would respectfully
offer the following policy recommendations for inclusion in any financial reform leg-
islation:

e The legislation should weigh the costs of potential end-user utility cost in-
creases versus the benefits of new standards for the clearing of OTC-risk man-
agement contracts used by natural gas and electric utilities for legitimate hedg-
ing purposes.

e Any federal legislation addressing OTC-risk management products should pro-
vide for an exemption from mandatory clearing requirements for legitimate util-
ity hedging activity in natural gas and electricity markets.

e Any exemption to the mandatory clearing requirement for OTC derivatives
should be narrowly tailored so as not to allow excessive speculation in natural
gas and electricity markets.

e FERC should continue to be the exclusive regulator at the Federal level—and
the PUCT for Texas/ERCOT—charged with the statutory obligation to protect
the public interest and consumers, with authority to oversee any agreement,
contract, transaction, product, market mechanism or service offered or provided
pursuant to a tariff or rate schedule filed and accepted by the FERC, or the
PUCT for Texas/ERCOT.

Thank you and I would be happy to answer any questions.

The CHAIRMAN. Thank you very much.
Mr. Duane, go right ahead.

STATEMENT OF VINCENT P. DUANE, VICE PRESIDENT AND
GENERAL COUNSEL, PJM INTERCONNECTION, L.L.C., NOR-
RISTOWN, PA

Mr. DUANE. Thank you. Good morning, Mr. Chairman, Ranking
Member Murkowski, and members of the committee. I am de-
lighted to be here. Thank you for the invitation.

The focus of the jurisdictional debate between the CFTC and
FERC, at least the live question that we are facing today, is fo-
cused on the organized wholesale electricity markets. These ISO/
RTO environments have been created as a product of FERC regu-
latory initiative. We are operators, grid operators, with the respon-
sibility to keep the lights on, and we administer markets, but these
are markets unlike any other. These are very heavily regulated
markets, reduced to writing, and filed as tariffs before the FERC.

So why have these environments attracted this attention? Con-
cededly, there are certain products that you will see in these orga-
nized wholesale electricity markets that have financial elements to
them. They are forward, and the environment itself is a centralized
environment. So there are appearances in these ISO/RTO environ-
ments that look like exchanges and there are products that have
attributes that look like derivatives that have been traditionally
the focus of the CFTC.

I am not here today to speak to some of the issues my industry
colleagues will address in the OTC markets. I am not here to talk
about mandatory clearing or end-use exemptions. I am here just on
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the question of the ISO/RTO organized markets and the products

and services they provide. I am here for PJM, but you will see an

attached statement to my testimony that reflects the thoughts of

the Midwest ISO in Carmel, Indiana; the Southwest Power Pool in

rlfittle Rock, Arkansas; the California ISO; and ERCOT in Austin,
exas.

Speaking of the products, the focus is the FTR product. What
needs to be understood here is that the FTR is the means by which
we as a transmission provider discharge our obligation to provide
firm transmission service under FERC’s open access regime. The
full complement of FTRs, which is derived from the physical capa-
bility of the transmission system, is allocated to the transmission
customers that pay for the transmission system. It is not decorative
architecture. It is not a financially engineered product that we
market, and we market to whomever wants to buy it at whatever
volumes. Rather, it is integral to our function as a transmission
service provider squarely under the Federal Power Act and the
FERC jurisdiction.

As far as some of the services, we clear and risk manage this
FTR bilaterally not in a multilateral manner. As a result, the DCO,
or the derivatives clearing organization, principles that you will
find in the Commodity Exchange Act are just wholly unworkable
for the functions we provide predominantly because the RTO is not
engaged in what I would view as the hallmark of a clearinghouse
organization, that being multilateral clearing.

So what we are proposing is that there should be a bright line.
There should be some clarity that reflects the existing architecture
in these wholesale electricity markets and reserves the jurisdiction,
as has been the case for the past 10 years, to the Federal Energy
Regulatory Commission. If necessary, complementary clarity can be
given to the CFTC, recognizing their primacy in the area of ex-
change environments, clearinghouse environments, and to the ex-
tent they have jurisdiction over the financial OTC products. I think
that is a clarity that can be brought.

I want to close on the question of investigation and enforcement.
There has been much debate in this area. I do not think the issue
is so much a question of competing or overlapping jurisdiction. I
think it is one of coordination. Schemes can be put in place by un-
scrupulous market participants that are multidimensional that cut
across interrelated markets and interrelated environments with
different regulators providing oversight.

What we should do in any legislation is in the interests of con-
sumer protection and sound public policy, encourage interagency
coordination in these areas, build on the cooperative models that
are already in place between the FERC and the CFTC to encourage
data sharing and other coordination in this area.

With that, let me close and make myself available to questions.
Thank you.

[The prepared statement of Mr. Duane follows:]

PREPARED STATEMENT OF VINCENT P. DUANE, VICE PRESIDENT AND GENERAL
COUNSEL, PJM INTERCONNECTION, L.L.C., NORRISTOWN, PA

My name is Vincent Duane and I serve as the Vice President and General Coun-
sel for PJM Interconnection, L.L.C. (“PJM”). PJM is a FERC-regulated Regional
Transmission Organization (“RTO”) responsible for ensuring the reliable and non-
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discriminatory planning and operation of the transmission grid and the fair and effi-
cient administration of wholesale electric markets. PJM serves 51 million people in
an area that includes all or parts of New Jersey, Pennsylvania, Delaware, Mary-
land, the District of Columbia, Virginia, North Carolina, West Virginia, Kentucky,
Ohio, Michigan, Indiana, Illinois and Tennessee—an area representing approxi-
mately 19 percent of the nation’s Gross Domestic Product.

Thank you Chairman Bingaman and the Committee for inviting PJM to address
this important subject. We recognize this Committee’s key role in considering the
impact of proposals to effect regulatory reform of our nation’s financial markets.

Our country’s financial markets are both varied and complex. And while the inno-
vation 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 environ-
ments can no longer be doubted. However, let’s keep our “eye on the ball” by recall-
ing why and where we need regulatory reform.

Consider those products related to the purchase, sale and transmission of elec-
tricity 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 cer-
tain environments, such as over-the-counter platforms. But to direct the CFTC
through the passage of new legislation or enable the CFTC, under an expansive in-
terpretation of the existing Commodity Exchange Act, to assert regulatory jurisdic-
tion 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 prod-
ucts and trading environments that are unduly opaque and presently are lightly or
inadequately supervised.

Although I 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 author-
ized PJM to represent their concurrence in the attached statement reflecting senti-
ments 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-dis-
criminatory planning and operation of the transmission grid and the fair and effi-
cient 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 FERC in both the creation and
oversight of RTO/ISOs;

e A description of certain RTO/ISO forward markets which some contend are sub-
ject to oversight by the CFTC;

e The extensive regulation of these RTO/ISO forward markets by FERC and the
Congress’ authorization of these markets under FERC jurisdiction;

e The incongruity of CFTC regulation if applied to direct how RTOs/ISOs estab-
lish their products or perform their services 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 products or func-
tions; and

e A potential legislative path forward that symmetrically defines the exclusive
functions belonging to each agency and similarly defines those areas where
shared interests and jurisdiction are implicated and thus where inter-agency co-
ordination is warranted.
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3. An Overview of FERC Regulation 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.

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 Reg-
ulatory 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” oper-
ation of the power grid (not dissimilar from how air traffic controllers operate inde-
pendently 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 trans-
mission 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 former 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 regu-
lators (such as the Securities and Exchange Commission and the CFTC) whose func-
tions 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 mar-
ket administrators is measured against this standard. Unlike clearinghouses, ex-
changes, 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 stand-
ards and their administration of the markets they operate. As a consequence, every
material action taken by an RTO/ISO in performing these functions must be author-
ized 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 sig-
nal; that incentivize behavior consistent with the reliable day-to-day operation of
grid.

4. Financial Transmission Rights in RTOs/ISOs

(a) What is An FTR?

I have spoken thus far of “products” and “environments.” The RTO/ISO environ-
ments offer a product known as a “financial transmission right” or FTR to ensure

*Map has been retained in committee files.

1As 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.

216 USC 824d § 205.
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“firm” transmission for electric transmission customers. Because this product is in-
tegral 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.3

The FTR is a forward right or obligation with some attributes seen in swap con-
tracts 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 defini-
tion of a swap or futures contract, as those terms are employed, respectively, in the
H.R. 3795 and the Commodity Exchange Act. Moreover, as I 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 reason-
able 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 elec-
tricity 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 mar-
ginal 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 curtail-
ment of service and inaccurate and distorted pricing of transmission service where-
by certain customers must subsidize in their rates 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/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 utili-
ties that serve retail customers (including cooperatives, municipal utilities and com-
petitive retail providers in those states with programs to instill competition in retail
service). These rights in total reflect the physical capability of the transmission sys-
tem 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 elec-
tricity 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 vol-
aﬁility (zilssociated with multiple transactions occurring through constrained parts of
the grid.®

As I hope is apparent, the FTR is inextricably linked to both the locational 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

3 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.

4 As noted in the Joint Statement of RTOs/ISOs, Attachment A, other RTOs/ISOs make avail-
able 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 essen-
tially the same.

5Pennsylvania-New dJersey-Maryland Interconnection, 81 FERC 61,257 at | 62,240-241
(1997).
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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 elimi-
nate FTRs.¢ And while it is true that RTO/ISOs look for opportunities on their sys-
tems to eliminate points 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 infra-
structure versus the costs of congestion.

(b) FERC and Congress’ 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 “pro-
vide an effective method of protecting agamst incurrence of congestion costs when
suppliers engage in transactions that use their firm transmission service reserva-
tions.” Id. q q 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. q 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 . . . trans-
mission customers.” Id. | 62,260. Accordingly, in 1999, and after considerable scru-
tiny, 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).

Congress Has Directed FERC In Regulating FTRs—Congress’ recognition of FTRs
in organized wholesale electricity markets and its involvement in directing FERC
in its regulation of this product is most evident from Section 217 of the Energy Pol-
icy Aét 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 (liong 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 enti-
ties to meet their power supply needs rather than as another type of derivative in-
strument 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 under-
lying 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 obli-
gation 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

6In 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 oppor-
tunities to enhance the physical capability of the grid so as to reduce the need for FTRs.
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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.

(B) Subsequent transfers to another load-serving entity, or back to the origi-
nal 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 author-
ity 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 Corlnmission to be just, reasonable and not unduly discriminatory or pref-
erential.

Finally, Congress directed FERC to undertake a rulemaking to implement por-
tions 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 re-
hearing Order on the subject, and, finally, compliance filings by the RTO/ISOs.

In summary, through Section 217, Congress stated its intention that FERC regu-
late 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 trans-
mission grid and electricity market structure. The plain language of Section 217 in-
dicates, 1n our opinion, Congress’ desire that the FERC’s regulation should be perva-
sive in this area, guided by its expertise in transmission regulation.

As a result, PJM believes clarification is sorely needed given the uncertainties in-
troduced as a result of the potential for an expansive reading of the existing Com-
modity Exchange Act or potentially from new financial reform legislation to intro-
duce overlapping regulation by two separate agencies.

5. The Problem Of Competing FERC and CFTC Jurisdiction

As mentioned at the outset of my testimony, the wisdom in holding today’s hear-
ing is that it offers an opportunity to confirm whether we are keeping our “eye on
the ball” as we develop needed financial market reform regulation. Aside from rea-
sons of inter-agency comity, inefficient duplicative regulation, 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 prod-
ucts 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 proposed reform legislation. For instance, the existing
Commodity Exchange Act states 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 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 I trust is evident from this testimony, the FTR does not stand
in isolation from other market, grid operation and grid planning functions per-
formed 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 inte-
gral 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 regu-
lation of this product.

Second, if the FTR is subjected to settlement, clearing and credit risk manage-
ment 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 whole-
sale 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
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that transmission customers, in RTO/ISO environments, can obtain firm open access
service needed to meet the demands of their retail consumers. The FTR’s impor-
tance 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 financial entities, 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
is 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, spends much time and resource requiring registra-
tion and reporting, only to find that no change or “improvement” to how our FTRs
are transacted, settled and credit risk managed is achievable in a real or practical
sense.

Fourth, instruments traded in a manner or in an environment contrary to the re-
quirements of the Commodity Exchange Act are, in a sense, ultra vires, and their
enforceability is at risk of challenge.® Somewhat ironically, the CFTC’s renewed in-
terest in the established FTR products, motivated presumably by a desire to reduce
perceived systemic risk associated with FTR markets, may be having quite the oppo-
site 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 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. Complications Raised by the Wall Street Reform and Consumer Protection Act of
2009 (HR 4173) and A Proposed Path Forward

In closing, I would like to address the bill that passed the House of Representa-
tives in December, 2009: the Wall Street Reform and Consumer Protection Act of
2009 (HR 4173) and respectfully offer suggestions for an alternate path forward.

The House Bill acknowledges existing and potential future overlapping jurisdic-
tion between the CFTC and FERC in the area of RTO/ISO markets. It does not,
however, seek to resolve this overlap; nor does the proposed legislation offer much
by way of guidance to the affected agencies in collaborating to ensure RTOs/ISOs
face a workable regulatory environment and one that does not afflict these markets
with competing and inconsistent regulatory directive from separate agencies. Rath-
er, the House Bill directs the CFTC and FERC to evolve a memorandum of under-
standing to resolve conflicting regulation and ensure cooperation and coordination
where warranted.

PJM believes legislation can, and should, reserve to FERC exclusive jurisdiction
over the existing organized wholesale electricity market architecture administered
by RTO/ISOs, which has operated effectively under FERC regulation for more than
a decade.? Similarly, new legislation offers the opportunity to reaffirm the CFTC’s

7CEA § 5b(c)(2), 7 U.S.C. & 7a-1(c)(2).

8See, 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).

90rganized wholesale electricity markets have not operated without flaw since their incep-
tion—the notable example being a failure in 2001-02 in the western markets, including the mar-
ket operated by The California ISO. Importantly, this failure had little or nothing to do with
credit risk management or market clearing functions where the CFTC’s expertise lies. Rather,
the problems at the time in that market are generally accepted to have resulted from (i) inad-
equate design of the complex rules defining the physical marketplace and (ii) actions by certain
market participants to exploit these deficiencies. The CFTC would not profess expertise in this
first area. And while its investigatory and enforcement expertise is exemplary, (1) effective en-
forcement in RTO/ISO markets demands a deep understanding of complexities characterizing
the physical electricity market that only the FERC possesses, and (ii) since 2001-02, with pas-

Continued
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existing exclusive jurisdiction over exchange and clearinghouse environments and
provide that agency expanded authority in over the counter energy markets.

This “bright line” would distinguish clearly RTO/ISO environments from other
electricity trading environments and would afford market operators, such as PJM,
certainty that the products and services they make available under their FERC-ac-
cepted tariffs do not need further registration or approval by the CFTC in order to
be fully compliant and legally sound. This clarity at the “front end,” which is to say
with the establishment and definition of the RTO/ISO’s products and services and
the rules associated with them, will eliminate the potential of irreconcilable direc-
tion as to the same subject matter from different regulators.

While perhaps desirable in theory, carrying forward this clarity beyond “front
end” regulation to further define separate and distinct agency duties when it comes
to the investigation and enforcement of fraudulent behavior or market manipulation
(having “one cop on the beat”) poses different challenges. Some degree of inter-
relationship among various trading environments is a reality that must be accepted
in designing the optimum regulatory construct. A trading firm can put on a position
in one market environment hoping to influence the value of other positions it may
hold in a distinct market environment. This behavior is not uncommon and may be
perfectly acceptable. But under particular circumstances such trading, coupled with
fraudulent behavior and viewed holistically, could be manipulative or otherwise
present an undesirable distortion of commodity prices. Where a scheme crosses two
or more market environments implicating the respective jurisdictions of distinct reg-
ulators, inter-agency cooperation is plainly warranted in order to protect market in-
tegrity and consumer welfare. Legislation addressing concurrent FERC and CFTC
enforcement jurisdiction should borrow from established principles of comity and co-
operation that exist today among banking, securities and commodity regulators. By
replicating these principles, legislation can either establish for the CFTC and FERC,
or direct the agencies to themselves establish, similar protocols as are in place today
between the CFTC and the Securities and Exchange Commission that describe
shared duties and provide for more robust cooperation, including information shar-
ing, when dealing with investigation and enforcement matters that cross agency
boundaries.10

Finally, PJM is advocating for a “bright line” that would respect the existing
FERC regulation of the current architecture of the electricity markets administered
by RTOs/ISOs. While this architecture is regularly built out and redesigned by both
FERC and the RTOs/ISOs themselves, legislation could anticipate the potential
(which seems remote) for the RTO/ISO to develop in the future a wholly new class
of products or programs that would be jurisdictional under the Federal Power Act,
but also implicate provisions of the Commodity Exchange Act. The “bright line” we
urge to protect the existing architecture of RTO/ISO markets from conflicting direc-
tives need not apply after the effective date of new legislation to wholly new pro-
grams—ones that cannot be envisioned today but might possibly evolve in RTO/ISOs
at some future date.

T}ée following points and illustration summarize a possible legislative path for-
ward:

e Congress should define the status quo, as of the effective date of new legisla-
tion, and plainly state that the direct regulation over the products and services
provided for by an RTO/ISO under its FERC filed tariff is exclusively the prov-
ince of FERC.

e Legislation can make equally clear that the direct oversight of electricity prod-
ucts (financial swaps, futures contracts, etc) in over-the-counter, exchange or
clearinghouse environments is solely the responsibility of the CFTC.

e Legislation can anticipate the possibility that RTOs/ISOs might develop in the
future wholly new products or services, that while jurisdictional under the Fed-
eral Power Act and therefore offered under FERC-accepted tariffs, still cross
into jurisdictional areas for which the CFTC has responsibility. In these cases,
directing that the two agencies negotiate a workable sharing of functions could
provide a compromise meeting the needs of both agencies.

e Finally, legislation should distinguish between the direct regulation, oversight,
reporting and rule compliance of market operators, from the important addi-

sage of the Energy Policy Act of 2005, FERC has been vested with significant additional enforce-
ment authorities and resources. In short, reference to the events in the western markets in
2001k-02 is not a compelling basis to support the introduction of CFTC regulation to RTO/ISO
markets.

10 Legislation could offer guidance to the agencies in this area. For instance, Congress could
instruct that one enforcement agency defer to the lead of the other in whose jurisdictional area
the alleged scheme principally originated.
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tional responsibility imposed on each agency to investigate and prosecute ma-
nipulation and schemes undertaken by market participants that are designed
and intended to distort pricing. Given the potential interrelationship among ex-
change, over-the-counter and RTO/ISO electricity markets, sound public policy
warrants a high degree of inter-agency coordination, to allow information shar-
ing and cooperation between the agencies in investigating and prosecuting
fraudulent activities that span two or more interrelated market environments.

7. Conclusion

Again, PJM thanks the Committee for the opportunity today to share our
thoughts on the potential for FERC and CFTC dual and potentially inconsistent reg-

ulation of certain RTO/ISO products essential to load serving entities and thus re-

tail electricity customers. PJM’s fellow RTOs/ISOs that have endorsed the state-

ments set forth in Attachment A also appreciate your consideration of their views.
We stand ready to offer further assistance as the Committee reviews this important
issue.

ATTACHMENT A.—JOINT STATEMENT OF CALIFORNIA ISO, ELECTRIC RELIABILITY COUN-

CIL OF TEXAS (“ERCOT”), MIDWEST ISO, PJM INTERCONNECTION AND THE SOUTHWEST
POWER POOL

1. 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, ini-
tially to load serving entities (i.e., providers of electricity to residential, commer-
cial 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.

2. 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 ex-
change 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 com-
modity. Moreover, because FTRs are inextricably intertwined with the elec-
tricity markets and reliability functions of RTOs and ISOs, it is impractical and
inefficient to regulate FTRs separately or differently from the underlying provi-
sion of electric transmission service.

3. 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 enti-
ties. 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 conges-
tion 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 Com-
mission of Texas in a fully integrated manner.

4. 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 prod-
ucts given their pervasive regulation of both ISO/RTO markets and the provi-
sion of transmission service by ISOs/RTOs. This regulation comprehensively
spans the full span of physical grid operations—from the planning of the trans-
mission 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 uncer-
tainty created by the unclear regulation of FTRs under current law as well as
complications created by the provisions of the new legislation should be ad-
dressed in the legislation now being considered.

5. 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 co-
operation 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 author-
ity of each regulator over their respective jurisdictional market should be co-
ordinated and complementary. As a result, cooperation, including data sharing,
should be required by this Congress in those areas where FERC’s or the Texas
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PUC’s regulation of the RTOs and ISOs has an impact on CFTC’s regulation
of markets under its jurisdiction and vice versa.

The CHAIRMAN. Thank you very much.

Next is the Honorable Joseph Kelliher who used to be head of
FERC, of course, and we are glad to have him back before the com-
mittee. Go right ahead.

STATEMENT OF JOSEPH T. KELLIHER, EXECUTIVE VICE
PRESIDENT, FEDERAL REGULATORY AFFAIRS, FPL GROUP,
INC., ON BEHALF OF THE EDISON ELECTRIC INSTITUTE AND
THE ELECTRIC POWER SUPPLY ASSOCIATION

Mr. KeELLIHER. Thank you, Mr. Chairman, Ranking Member
Murkowski, and members of the committee. I appreciate the invita-
tion and it is good to be back before the committee. I took care to
sit in Jon’s seat when Chairman Wellinghoff got up. I thought that
was the right seat for me to take.

Thank you for the invitation to testify today on financial trans-
mission rights and electricity markets and how that regulation may
be impaired by financial regulatory reform legislation.

I do also want to take the opportunity to offer views on over-the-
counter energy commodities transactions and the need for an en-
ergy end-user exemption from any mandate to force OTC trans-
actions onto exchanges.

I am testifying today on behalf of EEI and EPSA.

As FERC chairman, I was on the giving end of regulation. I am
now on the receiving end of regulation, and it is a different per-
spective. But I want to offer both perspectives on really 2 funda-
mental questions before the committee and before the Senate: one,
whether there should be an energy end-user exemption from any
mandate to force exchange trading; and 2, whether exclusive FERC
regulation of wholesale power and gas markets should be bifur-
cated by the introduction of CFTC regulation. We believe that, one,
there is a need for an energy end-user exemption and that, 2, ex-
clusive FERC regulation should not be disrupted by the introduc-
tion of CFTC regulation.

EEI and EPSA support the goals of the administration and Con-
gress to improve transparency, stability, and oversight of financial
markets, including OTC derivatives markets. We do not disagree
with the need for derivatives reform generally, but the rationale for
OTC derivatives reform is to lower systemic risk and lower costs
through transparency. However, energy derivatives, energy com-
modities played no role in the 2008 financial crisis. Energy com-
modity trading poses no systemic risk. Commodities as a category
represent about 1 percent of derivatives and energy commodities
are a slice of that 1 percent. So forcing exchange trading will not
reduce risk associated with energy commodity trading, but it will
have significant real costs to consumers.

The collateral requirements will be tremendous, on the order of
hundreds of millions of dollars for electricity companies. One exam-
ple is with respect to PJM. Requiring electricity suppliers and
PJM—last month, PJM held an auction. There was an auction in
New Jersey. New Jersey acquires electricity supply for its utilities
through an auction. That auction—New Jersey utilities purchased
2,500 megawatts for a 3-year term last month. If that entire vol-
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ume were forced to trade on an exchange, electricity suppliers
would have had to post about $1 billion in collateral, and that $1
billion would have been added to the bids into the New Jersey mar-
ket and that $1 billion would have been borne by New Jersey con-
sumers. So dead capital used for collateral is better used elsewhere
in a capital-intensive industry, for infrastructure such as new gen-
eration or transmission, for Smart Grid projects, energy efficiency,
technology, clean energy projects.

So while we disagree with the merit of forcing exchange trading,
we agree on the need for greater transparency. We think that can
be achieved with the reporting requirements rather than forcing
exchange trading. So we do think there is a need for an express
energy end-user exemption and that that exemption should not be
too narrow.

With respect to FERC regulation, I think there is a need for leg-
islation to protect FERC’s regulatory authority over FTRs and
other energy products. There is, in my view, no justification for fi-
nancial reform legislation to reform the regulation of wholesale
power and gas markets that, frankly, require no reform. I think
legislation should clarify the electricity products and services pro-
vided under FERC-approved tariff and subject to FERC regulation
should be exempt from duplicative regulation by the CFTC.

One example is FTRs. FERC has exclusive jurisdiction over
transmission service. FTRs are inextricably connected to trans-
mission open access service. They are a central means by which
FERC assures transmission customers have firm, open access
transmission service. A shift in jurisdiction would undermine open
access transmission, something that has been important to Con-
gress for 30 years.

The stated rationale to introduce CFTC regulation of FTRs is the
need to close a loophole, but I respectfully submit that there is no
loophole. There is no regulatory gap. FTRs are comprehensively
regulated by FERC. There is no need to subject these transactions
to duplicative regulation. FTR auctions are governed by tariff rules
set by FERC. The FTR transactions are fully transparent and that
information is available through RTO Web sites. FTR markets are
subject to the FERC anti-manipulation rule and FERC has con-
ducted investigations of alleged manipulation of FTR markets. So,
in short, there is no gap.

The House bill included an MOU that purported to address the
regulatory concerns between FERC and CFTC jurisdiction, and I
respectfully suggest that the MOU in the House bill will prove a
completely ineffective means to resolve jurisdiction between the 2
agencies. I think Congress decides jurisdiction not agencies. That
FERC and CFTC have an honest disagreement on interpreting the
law, a disagreement that goes back 3 years, the disagreement re-
volves around the ambit of FERC’s anti-manipulation authority.
That disagreement, I respectfully suggest, is not going away. But
at this point, only courts or Congress can resolve the dispute be-
tween the agencies because it is, I think, an honest disagreement.
They are reading the law differently. Then an MOU is no sort of
resolution to the question.

So with that, I thank you for the opportunity to testify, and I am
happy to answer any questions you might have. Thank you.
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[The prepared statement of Mr. Kelliher follows:]

PREPARED STATEMENT OF JOSEPH T. KELLIHER, EXECUTIVE VICE PRESIDENT, FED-
ERAL REGULATORY AFFAIRS, FPL GrOUP, INC., ON BEHALF OF THE EDISON ELEC-
TRIC INSTITUTE AND THE ELECTRIC POWER SUPPLY ASSOCIATION

Mr. Chairman, Ranking Member Murkowski, and Members of the Committee: My
name is Joseph T. Kelliher, and I am Executive Vice President—Federal Regulatory
Affairs for FPL, Group, Inc. I appreciate the opportunity to appear before you today
to testify about how financial transmission rights and other electricity market mech-
anisms may be impacted by the financial regulatory reform legislation which has
passed the House of Representatives and is before the Senate.

FPL Group is a public utility holding company headquartered in Juno Beach,
Florida. FPL Group is one of the Nation’s largest electricity companies, a premier
clean energy company with two principal electric subsidiaries, NextEra Energy Re-
sources, LLC, a competitive generation company that operates in 26 states and is
the largest wind developer in the .United States, and Florida Power & Light Com-
pany, a vertically integrated utility in Florida. These two FPL Group companies
own, operate or control nearly 43,000 megawatts of electric generation facilities. The
issues the Committee is examining today are equally important to both NextEra En-
ergy Resources and Florida Power and Light Company. They are as important to
the ability of a vertically integrated utility to deliver reasonably priced electricity
as they are to the ability of a wind developer and independent power producer to
sell their electricity output.

At FPL, Group, I am responsible for federal regulatory policy for both NextEra
Energy Resources and Florida Power and Light Company. I have spent my entire
professional career working on energy policy matters, serving in a variety of roles
in both the public and private sectors. Previously, I served as Chairman of the Fed-
eral Energy Regulatory Commission (FERC), a FERC Commissioner, a senior policy
advisor to the Secretary of Energy, and Majority Counsel to the House Energy and
Commerce Committee. I also have had a variety of private sector roles.

While FERC Commissioner, I asked Congress during development of the Energy
Policy Act of 2005 to grant FERC authority to prevent and penalize market manipu-
lation. I did so because I believed there was a regulatory gap in FERC’s authority
to prevent market manipulation that needed to be filled. During my chairmanship
FERC implemented its anti-manipulation rules and began to conduct market manip-
ulation investigations. Many of these investigations were conducted jointly with the
Commodity Futures Trading Commission (CFTC). Some FERC enforcement actions
have resulted in jurisdictional disputes between FERC and CFTC.

I am testifying today on behalf of the Edison Electric Institute (ELI) and the Elec-
tric Power Supply Association (EPSA). ELI is the trade association of U.S. share-
holder-owned electric companies, with international affiliates and industry associate
members worldwide. The U.S. members of ELI serve 95 percent of the ultimate elec-
tricity customers in the shareholder-owned segment of the industry and represent
about 70 percent of the total U.S. electric power industry. EPSA is the national
trade association for competitive wholesale power suppliers, including generators
and marketers. EPSA members include both independent power producers and the
competitive wholesale generation arms of certain utility holding companies. The
competitive sector operates a diverse portfolio that represents 40 percent of the in-
stalled generating capacity in the United States. EPSA members do business nation-
wide, both in the two-thirds of the country served by Regional Transmission Organi-
zations (RTOs) or Independent System Operators (ISOs) and the remaining one-
third of the country dominated by traditional vertically-integrated utilities. My ex-
amples and context are from FPL Group’s perspective but are representative of EFT
and EPSA member concerns and requests.

My testimony today:

e Details the importance of over-the-counter (OTC) derivatives to well-functioning
electric markets and explains the need for a specific energy end-user exemption
from any mandate that OTC transactions clear or trade on CFTC-regulated ex-
changes; and

e Requests that the Committee support legislation to clarify that electricity prod-
ucts and services provided under a FERC-approved tariff and subject to regu-
latory oversight by FERC, such as financial transmission rights (FTRs), should
be exempt from duplicative regulation by the CFTC.

EEI and EPSA support the goals of the Administration and Congress to improve
transparency, stability, and oversight of financial markets, including OTC deriva-
tives markets. However, when crafting legislation for that purpose, it is essential
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that policymakers preserve the ability of electric and natural gas companies to use
OTC energy derivatives and similar financial products and FTRs for prudent, legiti-
mate business purposes. A large group of end-users has communicated this message
to Congress on numerous occasions).! Further, a group of energy end-users that in-
cludes virtually the entire utility, electric power and natural gas industries has also
emphasized the importance of these products to the energy sector.2 Utilities, inde-
pendent electricity generators, renewable energy providers, and other market par-
ticipants rely on these products and markets to manage wholesale electricity and
natural gas price risk. By prudently managing our risk we are better able to keep
rates stable and affordable for our consumers.

I recognize that this Committee does not have jurisdiction over the financial mar-
ket reform legislation. However, you do have a very important jurisdictional issue
at stake: Unless it is properly crafted, the financial market reform legislation will
encroach upon this Committee’s jurisdiction over electricity and natural gas markets
regulated by FERC under the Federal Power Act and the Natural Gas Act. Specifi-
cally, it could interfere with wholesale electricity markets under FERC’s jurisdiction
that are managed and overseen by RTOs and ISOs and the market under the Public
Utility Commission of Texas’ jurisdiction in the case of the Electric Reliability Coun-
cil of Texas (ERGOT). It could create a duplicative, overlapping and potentially con-
flicting regulatory regime with both FERC and the CFTC imposing regulatory re-
quirements and overseeing transactions. It could shift regulatory jurisdiction from
a consumer protection and reliability agency with expertise in electricity markets—
an agency dedicated to assuring just and reasonable prices—to a financial regu-
latory agency with no such background or duty. The legislation will create tremen-
dous regulatory uncertainty and introduce regulatory and business risk in an area
where there is now repose. As a result, consumers would see higher prices for elec-
tricity and natural gas and greater price volatility.

As T will explain, RTOs and ISOs efficiently dispatch generation resources to min-
imize fuel costs and enable the RTO/ISO customers (utilities, generators, marketers)
to manage the cost of congestion on the transmission system by the use of FTRs.
In our parlance, customers use FTRs to “hedge” their congestion costs. Some may
argue that FTRs resemble a derivative product or swap that should be subject to
the CFTC’s jurisdiction. Indeed the RTOs and ISOs themselves could be subject to
the CFTC’s jurisdiction unless the reform legislation is properly crafted. However,
in contrast to derivatives, FTRs are integrally tied to the physical delivery of elec-
tricity and must be physically feasible. Moreover, they provide a uniquely important
hedging tool to electricity suppliers and consumers who produce, transport, and con-
sume electricity on a continuous basis and do so in a fully transparent market. In
addition, FTRs already are comprehensively regulated by FERC and the RTOs and
ISOs themselves. There simply is no need to subject these transactions and organi-
zations to costly, duplicative and potentially conflicting oversight by two agencies.
This Committee clearly has a strong interest in making sure the legislation does not
encroach on FERC’s oversight authority over electric and natural gas markets.

The Administration has called upon Congress to enact major financial reform leg-
islation because of the dramatic failures we have experienced in financial markets
and failed government oversight of those markets. Those failures simply are not
present in electricity and natural gas markets regulated by FERC. In short, there
is no regulatory gap that needs to be filled by expanded CFTC authority over mar-
kets currently effectively regulated by FERC.

When considering any increased regulation and requirements for OTC derivatives
markets, it is important to note that end-user commodity derivatives transactions
do not pose the type of “systemic risk”—i.e., “too big to fail”—that Congress is seek-
ing to eliminate through the proposed legislation. In fact, from a quantitative per-
spective, the entire commodities market 1s less than one percent of the global OTC
derivatives market, and the energy commodity portion is only a fraction of that one
percent. Therefore, we believe that Congress should strike the proper balance in its
regulatory reform efforts by establishing energy market oversight rules that allow
for prudent use of OTC risk management products while also providing regulators
with the tools needed to protect consumers against market manipulation and sys-
temic risk.

With its competitive power company, renewable energy provider, and vertically in-
tegrated utility, FPL Group looks at the impact of financial reform legislation from

1See October 2, 2009 letter to Members of the U.S. House of Representatives and February
3, 2010 letter to Members of the U.S. Senate from the Coalition for Derivatives End-Users (at-
tached).

2See January 21, 2010 letter to Members of the U.S. Senate from the Energy End-Users Coa-
lition (attached).
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the perspective of our customers, who are wholesale and retail electric consumers.
We certainly support the goal of financial regulatory reform, but the ability of elec-
tric and natural gas companies to use OTC energy derivatives for legitimate busi-
ness purposes should be preserved. In addition, the CFTC should not have the au-
thority to regulate wholesale electricity markets and transactions that are already
subject to a FERC-approved tariff. This would result in costly, duplicative and over-
lapping regulation over our sector. The balance of my testimony focuses on that
problem.

I will briefly describe and explain: (i) why utilities and electricity generators use
FTRs and OTC derivatives products; (ii) the cost to consumers of unnecessary over-
regulation of these OTC derivatives transactions; and (iii) why FERC has and
should retain exclusive jurisdiction over wholesale electricity markets.

To understand the role of FTRs and OTC derivatives in wholesale electricity mar-
kets, I will begin with a short explanation of how those markets are currently struc-
tured and regulated. Most of NextEra Energy Resource’s generation assets operate
within RTOs or ISOs. In fact, over 65% of Americans, or 134 million customers, live
in regions served by RTOs and ISOs. These organizations administer formal, “orga-
nized” wholesale electricity markets; these markets are subject to detailed rules and
oversight by FERC. Utilities are required to file tariffs to comply with FERC’s re-
quirements. These organizations also operate the electric grid in their areas and
independently administer transmission assets to ensure access to transmission on
a nondiscriminatory basis. RTOs and ISOs also have independent market monitors
who certify that these markets are operated fairly and without unmitigated market
power. All RTOs and ISOs and the transactions that occur in them currently are
regulated exclusively by FERC (except: ;RCOT, which is regulated by the Public
Utility Commission of Texas).

When RTOs and ISOs were first organized, the utility members retained their
rights to move electricity from their generators to their customers by using physical
transmission “paths.” Administering a physically-based system of transmission
rights proved to be both cumbersome and inflexible over time. And it was not very
good at managing congestion. The problem with these physically-based systems is
that the demand for electricity varies by a factor of two every day, and so the eco-
nomic pattern of transmission flows varies from hour-to-hour and day-to-day. A
fixed set of physical transmission rights does not fit this reality.

As RTOs and ISOs evolved, and their markets became more efficient—which
means less expensive for consumers—the system of physical transmission rights
evolved to a system of financial transmission rights or FTRs. FTRs are also an inte-
gral part of markets that are based on locational marginal pricing with security con-
strained economic dispatch (also known as LMP pricing), which I will discuss briefly
below. All RTOs and ISOs have adopted, or are moving to adopt, a form of LMP,
though some of the details vary from region to region. LMP has proven to be the
most efficient way within an RTO to take maximum advantage Of the physical ca-
pability of the transmission system while maintaining reliability. LMP provides the
mechanism to dispatch generation according to which generators are the least ex-
pensive to run at the time they are needed to serve the load.

FTRs are integral to the proper functioning of competitive electric markets. FTRs
allow electric market participants to manage their electricity and transmission price
risk when delivering power on the grid.

However, in order to better understand FTRs, one must understand LMP. In
RTO/ISO electricity markets, generators receive the “locational” price for the elec-
tricity they put on the grid at what is known as the “point of injection.” The utili-
ties, known as local distribution companies (or LDCs), pay the locational price at
the point where they withdraw power from the grid. Differences in these two loca-
tional prices typically arise as a result of congestion on the transmission system.
Congestion is like a kink in a hose. The transmission system is too clogged to allow
lower cost generation on one side of the kink to flow to the other side. That means
a higher cost generator runs even though a lower cost generator is available else-
where on the transmission system—that is behind the kink. Consequently, where
there is a difference between these two prices, the generator or LDC will be subject
to congestion fees that are paid to the RTO/ISO.

In order to give market participants the ability to manage the differences in the
locational prices, RTOs and ISOs sell, or auction, FTRs on a long-term, year-ahead
and short-term basis. Ownership of an FTR thereby allows the entity to recoup
some of the congestion fees. But these FTR markets are already heavily regulated
by the FERC:

e RTOs sell a quantity of FTRs that corresponds to the capacity of the trans-
mission system—neither more nor less. So the “supply” of FTRs is based on the
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physical characteristics of the transmission system and regulated consistent
with that;

e The auctions are designed to sell FTRs in combinations that are most highly
valued by market participants—and the auctions themselves are governed by
tariff rules established by FERC;

e Auction proceeds go to transmission owners and LDCs;

e Ownership of an FTR does not allow a market participant to change the value
of that FTR; vrR transactions are fully transparent—the ownership of each FTR
is available for all to see on RTO/ISO web sites;

e Settlement or payouts of FTRs are based on bidding by generators and load-
serving entities for power sales and purchases, consistent with anticipated
power production and consumption by market participants and reflecting con-
gestion on the transmission system; and

e FTR markets are subject to FERC’s anti-manipulation rule.

The auctions have detailed rules about how FTRs can be purchased. As a general
rule, the FTRs auctioned by the RTOs are those that have not already been claimed
by the LDCs, who have preferential access to FTRs. In addition, FTR holders are
subject to credit requirements. The RTOs and ISOs administer the FTR markets,
subject to FERC’s extensive oversight. There is no regulatory gap and there is no
basis to introduce duplicative regulation of this market.

Generators and LDCs buy FTRs to manage, or hedge, the amount they will have
to pay for congestion. Without the ability to hedge this risk, costs would go up, and
customers would be subject to the volatility that results from the all-too-regular oc-
currence of transmission congestion. Some have criticized the fact that non-utility
players are involved in the market for FTRs. But it is essential to have a variety
of players and the liquidity they bring to the market. The market monitors also re-
view all of the above.

Another way that generation companies manage risk is by entering into trans-
actions to sell some of the electricity that they will generate in advance. They do
those transactions with credit-worthy counterparties. For example, a generator
might sell an amount of electricity for one agreed price for all hours in the summer
months of June through September. The generator will then know that it will al-
ways get that price for that amount of electricity during those four months. The gen-
erator foregoes the prospect of getting higher prices absent the sale but, more im-
portantly, it avoids the risk that prices will fall below the fixed price it is paid by
the buyer of the electricity. A generator also can do the same thing with respect
to the fuel it buys to run the plants. The generator might transact in the OTC mar-
ket for natural gas or lock in fuel costs for its gas power plants.

Risk management is also important to clean energy companies. NextEra Energy
Resources is the leading wind energy company in the United States. While most of
the output from our wind projects is sold under power purchase agreements, we do
operate some merchant wind projects that sell into the market on a daily basis.
Many other wind energy companies in the U.S. rely heavily on merchant sales.
Wind energy companies hedge the power output of merchant wind projects to pro-
vide necessary certainty to support project financings and corporate earnings projec-
tions. As an example, a company can sell the physical output from its wind projects
into the daily market and receive the daily market floating price for power. To
hedge the risk of price volatility in the daily markets, the company could enter into
a “fixed for floating power swap”. A typical power swap transaction would involve
the wind energy company receiving a fixed price for power from a counterparty
(typically a bank) and paying the daily market floating price for power to that
counterparty.

Another way to manage risk is through put options that provide downside price
protection for merchant wind project financings. A put option provides a company
with the right to sell power to a counterparty (typically a bank) at a strike price
and in return the company pays the bank an upfront premium for this option. As
an example, assume the current power market was $50/MWh, but a power price of
only $40/MWh was required to provide sufficient cash flows to support the debt pay-
ments in a project financing. The company could enter into a power put option; pay
a counterparty an upfront premium for the right to sell power to them with a strike
price of $40/MWh. If the price of power dropped below $40/MWh, the company
would have the right to sell power to the counterparty for $40/MWh to protect
project cash flows. If the price of power went up to $60/MWh, the company would
continue to sell power into the daily market and would not exercise the put option.

The growth of clean energy could result in new products to manage risk, such as
a weather derivative for wind resources. The concept would be for a counterparty
to take on the variability of the wind resource as measured against a long-term his-
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torical wind index. The wind energy company would receive a payment from the
counterparty if the wind resource came in lower than the historical average wind
index and pay the counterparty if the wind resource came in higher than the histor-
ical average wind index.

It would be difficult to support a merchant wind business without having OTC
derivatives available to hedge market price risk. Banks would be unwilling to lend
money without the ability for projects to lock in prices and provide certainty on
project cash flows. These types of nonstandard, or customized, products are impor-
tant to the wind business.

Our customers benefit from this hedging and trading activity. We are in a position
to agree to longer-term power sales contracts with wholesale customers; the price
terms under those contracts are in large part possible because of the relative price
stability that hedging provides to our portfolio. It is our experience that retail cus-
tomers in particular want prices for power sales to be stable rather than subject to
the fluctuations and uncertainties of the spot market. Without hedging and trading,
we simply would not be able to do that.

These types of hedging transactions are not always done on an exchange because
we tailor the product we sell to the needs of the purchaser; in other words, these
are not necessarily standardized products. Even certain products that could be con-
sidered standardized are often contracted for under specific, customized delivery,
credit or capital terms.

In RTO/ISO markets, electric utilities that have divested their power plants must
buy power to serve their customers. In the Northeast and Mid-Atlantic states, utili-
ties periodically enter the market to purchase full requirements service to meet
their load obligations. These transactions are highly customized. The products sold
include energy in quantities that match the utilities’ load in each hour of the day
delivered to the utilities’ service territory. The utility also passes system balancing
costs and transmission costs to the seller as part of the transaction. These trans-
actions are highly customized and cannot be executed on an exchange. Energy com-
panies that make these customized sales often hedge their positions with standard-
1zed products.

Some would argue that advance sales of power, where the price is based upon an
average of other sales or an index, are futures transactions and would subject them
to the CFTC’s exclusive jurisdiction. We disagree. These are wholesale and retail
power sales already regulated by FERC and state utility commissions, respectively,
and should not be regulated by the CFTC.

NextEra Energy Resources would not be able to offer customized products greatly
valued by customers if it could not hedge its future price risk. Requiring NextEra
Energy Resources to conduct all of its transactions on exchanges, with standard
rather than customized contracts to meet its customers’ needs, and subjecting those
transactions to costly central clearing requirements, would undoubtedly result in
significant price increases for its customers. These examples illustrate why we sup-
port an end-user exemption for both wholesale and retail market participants.

In addition to concerns about FTRs and other hedging activities, I want to men-
tion a concern that the RTOs and ISOs themselves could arguably become subject
to the CFTC’s jurisdiction as “derivatives clearing organizations” under some
versions of the financial reform legislation. RTOs and ISOs routinely settle hun-
dreds of millions of dollars of financial transactions entered into by their markets’
participants. If any of those transactions are classified as derivatives transactions,
the RTOs and ISOs could be classified as derivatives clearing organizations to the
extent that they provide “clearing” services for the transactions. That, in turn, could
mean that these organizations themselves would be subject to the CFTC’s jurisdic-
tion, in addition to the FERC’s jurisdiction. This would add untold complexity and
expense, and drive up the costs of these organizations, which would be passed on
to electricity consumers.

The Senate Banking and Agriculture Committees are considering financial reform
legislation that may subject all of the types of transactions I have described above
to the CFTC’s jurisdiction. Some versions of the proposed legislation would require
transactions that are now done “over the counter” to be cleared and/or traded on
CFTC-regulated exchanges. The requirement to clear and/or trade such transactions
on an exchange would materially increase both wholesale and retail electricity
prices. Transactions conducted on an exchange are subject to substantial margin re-
quirements, while transactions that are not conducted on an exchange do not have
the same margin requirements. The consequences of the margin requirement are
significant.

Today, credit-worthy companies like NextEra Energy Resources and Florida
Power & Light routinely engage in OTC derivative transactions with other credit-
worthy counterparties. These transactions are often not subject to a margin require-
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ment due to the creditworthy nature of the parties. Rather we typically rely on each
other’s balance sheets, or the value of other assets, as security for the trade. How-
ever, margin is typically required only when exposure has reached a mutually
agreed upon limit. Exposures above such limit are then subject to margining re-
quirements. Thus parties to off-exchange transactions pay less overhead, which ben-
efits our customers.

Analysis by members of the large end-user energy group previously mentioned
has found that the increased costs of forced trading on exchanges would be hun-
dreds of millions of dollars for the average utility or generation company. The mar-
gin requirement would tie up large amounts of cash, creating “dead” capital at a
time when the power sector faces the need to invest hundreds of billions of dollars
in clean energy technologies, energy efficiency, the smart grid, and additional trans-
mission capacity.

It is critical that these companies continue to have access to the OTC market for
these hedges. Requiring suppliers to hedge on an exchange would expose them to
significant liquidity risk for cash margining. The cost of this risk would ultimately
be borne by the utilities’ customers via higher prices charged for the full require-
ments service. For example, in February utilities in New Jersey purchased approxi-
mately 2,500 MW for a three-year term. If this entire volume were hedged on an
exchange, suppliers would have had to post about $1 billion in cash to cover initial
margin and variation margin. This $1 billion would have been added to bids accept-
ed for the auction and ultimately would have been borne by consumers in New Jer-
sey. There are a number of other states that conduct similar auctions. They would
face a similar cost premium to reflect the additional working capital costs that sup-
pliers would have to bear if the OTC markets are not available for the hedging
needed to provide these types of products. Competition would also decline as the li-
quidity risk would simply be unacceptable to many suppliers. It is a basic tenet of
markets that fewer participants would result in higher prices to customers.

Therefore, if financial reform legislation requiring clearing for these transactions
were enacted, consumers would see their prices increase because an additional and
unnecessary layer of cost would be added to the marketplace—without a commensu-
rate reduction in risk.

Initial reform proposals have included a number of vague or ambiguous terms
that will need to be clarified prior to passage of a final measure. The aim of all of
the financial reform proposals has always been to focus on the large financial play-
ers whose transactions can pose systemic risk. Without a specific exemption, it will
not be clear whether electricity end-users are also intended to be covered and sub-
ject to the various new requirements. Something this important and costly needs to
be clear and should unambiguously exempt end-users managing commercial risk
from the clearing and exchange-trading requirements. Unless the terms of the legis-
lation are precise, determining which parties and transactions are subject to a clear-
ing requirement will be left to the broad discretion of the CFTC. CFTC Chairman
Gensler and his staff have stated on numerous occasions the position that virtually
all OTC transactions, including FTRs, should be cleared or traded on exchanges; we
respectfully disagree.

As a result, we believe that the legislation should clarify that FERC is the sole
regulatory authority governing electricity products and services provided under a
FERC-approved tariff and subject to regulatory oversight by the FERC, with the
same true for the Public Utility Commission of Texas for ERGOT.

It is important for Congress to make clear that FERC retains exclusive authority
under the Federal Power Act over all wholesale electric markets and transactions
subject to a FERC tariff. As indicated in the discussion of FTRs, financially settled
transactions are an integral component of RTO/ISO markets. Consistent with the
purposes of the Federal Power Act, they ensure the efficient and reliable physical
generation, transmission and wholesale delivery of electricity at just and reasonable
rates. In addition to the Federal Power Act authority, FERC has a duty under the
Enef)gy Policy Act of 2005 to ensure these markets are not subject to manipulation
or abuse.

Wholesale electricity markets are already pervasively regulated by FERC, and the
introduction of CFTC regulation either creates duplicative regulation or transfers
FERC jurisdiction to the CFTC. It does not fill a regulatory gap, since there is no
gap in this area. If there are two regulators, the rules will inevitably be different
depending upon which agency imposes them. Gamesmanship, abuse and market
manipulation all thrive under this kind of overlapping and confusing regulation. In
my view, bifurcated jurisdiction of these markets will invite market manipulation.
Clear and unambiguous authority for FERC to regulate these transactions is essen-
tial. There is already litigation over which agency has authority to police manipula-
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tion by futures market participants that affects FERC jurisdictional markets. We
cannot afford further confusion over regulatory jurisdiction.

Some have suggested that the problems created by duplicative oversight over
these markets by both FERC and the CFTC could be worked out by directing the
two agencies to enter into a Memorandum of Understanding delineating who will
do what. I believe that approach will be ineffective. As I indicated earlier, the Com-
modity Exchange Act confers upon the CFTC “exclusive” jurisdiction over certain as-
pects of futures transactions, namely futures trading on exchanges Other CFTC au-
thority is non-exclusive. FERC and CFTC disagree on their respective authority
under current law, reflected in litigation over FERC’s efforts to police alleged mar-
ket manipulation by futures participants that affected FERC-jurisdictional markets.
This is an honest disagreement, but one that is fundamental and has persisted for
years. There is no reason to believe this disagreement will disappear, especially if
Congress enacts legislation that grants CFTC additional discretionary authority in
any legislation with significant ambiguity and replete with undefined terms. The
House bill appears to leave it up to CFTC to determine where FERC jurisdiction
ends. The plain fact of the matter is that FERC and CFTC disagree on their respec-
tive legal authority under current law. The enactment of legislation such as the
House bill would only sharpen that disagreement. To the extent there is disagree-
ment between two federal agencies on how to interpret their legal authority, that
disagreement can only be resolved by the courts or Congress, not by a Memorandum
of Understanding between agencies with a good-faith disagreement. That is why a
simple memorandum of understanding between FERC and the CFTC would be fun-
damentally inequitable and unworkable. Any such deliberation would seem to inevi-
tably result in the CFTC’s assertion of exclusive jurisdiction over matters which
have historically been the legitimate purview of FERC.

To address the concerns I have outlined, we respectfully request the members of
the Committee to support legislation that: (1) clarifies FERC’s plenary and exclusive
jurisdiction over products and services provided under a FERC-approved tariff and
subject to regulatory oversight by the FERC (except for ERGOT, which the legisla-
tion should recognize is subject to the Public Utility Commission of Texas’s jurisdic-
tion), and (2) confirms that RTOs and ISOs, and ERCOT, would not be subject to
CFTC regulation as if they were NYMEX-like futures exchanges or derivatives
clearing organizations. We would welcome the opportunity to work with the Com-
mittee to develop legislation to address our concerns.

As you have heard from New York Public Service Commission Chairman Garry
Brown, the National Association of Regulatory Utility Commissioners (NARUC)
shares our industry’s position on these critical issues. At its meeting in February,
NARUC expressed its strong support for exclusive FERC jurisdiction over any
agreement, contract, transaction, product, market mechanism or service offered or
provided pursuant to a tariff or rate schedule filed and accepted by the FERC, or
the Public Utility Commission of Texas for Texas/ERCOT.3

We believe that Congress should recognize and preserve FERC’s exclusive juris-
diction. Electric and gas utilities, electricity generators, and renewable energy pro-
viders utilize FTRs and OTC derivatives to manage risk with the ultimate aim of
helping to ensure stable and affordable rates for our customers. We do this by using
derivatives transactions to hedge against price volatility in natural gas and whole-
sale electric power—two of the most volatile commodities—that already are substan-
tially regulated. Adding CFTC regulation and costly new requirements to this mix
will not resolve the issues that Congress wants to address in the wake of the finan-
cial crisis, but will serve only to increase energy costs that will ultimately be passed
on to our customers. CFTC regulation should be left to areas where their expertise
carries benefits, such as by focusing on the transactions and market participants
that could yield a systemic risk that would jeopardize our economy or financial sys-
tem.

I appreciate the Committee’s invitation to testify today and your willingness to
examine these issues. I hope that I have provided you with a sense of the impact
of duplicative regulation of energy transactions and how it would result in higher
costs for companies like FPL Group, which in turn would result in higher costs for
our customers. I would be pleased to answer any questions you may have.

The CHAIRMAN. Thank you very much.
Mr. Henderson, go right ahead.

3CS-1 Resolution on Financial Reform Legislation Affecting Over-the-Counter Risk Manage-
ment Products and Its Impacts on Consumers, adopted by the NARUC Board of Directors, Feb-
ruary 17, 2010 (attached).
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STATEMENT OF MICHAEL W. HENDERSON, VICE PRESIDENT &
CHIEF FINANCIAL OFFICER, ARKANSAS ELECTRIC COOPER-
ATIVE CORPORATION, ARKANSAS ELECTRIC COOPERA-
TIVES, INC., LITTLE ROCK, AR

Mr. HENDERSON. Thank you, Mr. Chairman, Ranking Member to
this committee. I would like to thank you for the opportunity ap-
pear this morning. I also would like to take this opportunity to
thank our home State Senator, Senator Lincoln, as well as the
chairman and ranking member and other members of the com-
mittee that is working together to come up with a global fix for this
issue.

I have submitted my written testimony on behalf of the 17 rural
electric cooperatives of the State of Arkansas who represent
470,000 consumers in rural Arkansas, as well as another 30,000
outside the State of Arkansas that are served by the 17 coopera-
tives, as well as 42 million additional rural electrification con-
sumers.

For us, this issue is all about cost. Our mission is to keep costs
as low as possible. That is one of the keys for rural America to be
able to provide a little economic prosperity for that region. So that
is our sole purpose for being here today is to try to keep costs as
low as possible.

Speaking of costs, the issues of FTRs and CRRs—those really
originated as a way to balance cost for providing transmission serv-
ice. So we have used those as an integral part of the cost of service
of transmission. So we think that should remain in the area of
FERC that is charged with determining just and reasonable rates.

We also think that if you take the regulatory authority of those
and put them into CFTC, that will fractionalize that ratemaking
ability. So it makes it tougher for one entity to have control over
determining a cost for all, and again for us, it is providing the low-
est cost possible.

We do think there are some negative aspects of having 2 regu-
latory authorities. As others have alluded to, there is additional li-
quidity facilities that could be required. That would be very costly
to us.

The arena that we conduct business in under FERC, we know
most of the parties. The kind of parties we are doing business with
are like-kind entities. When you pull that market out and interject
additional financial entities, other commercial entities, those are
counter-parties we do not necessarily know. Default risk goes up
for us. So that is an additional cost exposure that we would face.

We think there are some positives to 2 regulatory authorities,
though. You know, 2 sets of eyes are always better than one. We
think greater transparency that others had mentioned is a positive
attribute. We think greater protection against market manipula-
tion by having that extra set of authority provides benefit. We do
see a role for CFTC acting more as a judiciary auditor type func-
tion, as kind of an overseer but not really a policymaker or a regu-
latory provider.

So, in short, what we offer up or request is that status quo relief
for the FERC regulation remain in place, that we are open and ac-
cept the idea of a bright line, you know, making a more clear defi-
nition of the different roles.
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That is the comments I have today. So I would take any ques-
tions anyone has.
[The prepared statement of Mr. Henderson follows:]

PREPARED STATEMENT OF MICHAEL W. HENDERSON, VICE PRESIDENT & CHIEF Fi-
NANCIAL OFFICER, ARKANSAS ELECTRIC COOPERATIVE CORPORATION, ARKANSAS
ELECTRIC COOPERATIVES, INC., LITTLE ROCK, AR

Mr. Chairman and committee members, it is an honor to appear before this com-
mittee. Thank you for this opportunity to share the views of the electric cooperatives
of Arkansas pertaining to regulation of financial transmission rights (“FTR”), con-
gestion revenue rights (“CRR”) and other related components of providing electric
transmission services to our consumer-owners, I would also like to thank our home
state senator, Senator Blanche Lincoln, who since becoming Chairman of the Agri-
culture Committee has taken an intense interest in this issue, and we appreciate
her efforts to craft a common sense global fix to this issue.

Seventeen Arkansas electric cooperatives provide electric power to approximately
468,900 consumer-owners in Arkansas, and another 29,229 in adjoining states. Elec-
tric cooperatives provide service to 62 percent of the land area, and 74 of the 75
counties in Arkansas. The electric cooperatives in Arkansas provide service on a not-
for-profit basis to some of the poorest service territories in the nation. Nation wide,
electric cooperatives provide electric power services to approximately 42 million con-
sumer-owners in 47 states.

Arkansas Electric Cooperative Corporation (“AECC”) is a generation and trans-
mission cooperative that provides power supply and transmission delivery service to
the 17 distribution cooperatives in Arkansas. AECC provides transmission service
to its native load within three separate transmission control areas: Entergy, Amer-
ican Electric Power (“AEP”) and the Southwestern Power Administration (“SWPA”),
an agency of the Department of Energy. AEP and SWPA operate within the South-
west Power Pool (“SPP”), a regional transmission organization (“RTO”) under the
regulation of the Federal Energy Regulatory Commission (“FERC”). AECC strategi-
cally determined it was in its member’s best interest to share in the utilization of
the transmission systems of Entergy, AEP and SWPA to prevent duplicating infra-
structure. Therefore, AECC is a transmission dependent utility relying on fair and
equitable access to the transmission grid through the SPP RTO.

Cost pressures on transmission delivery services are constantly increasing. The
physical cost of AECC providing transmission service to rural Arkansans increased
60.8 percent from 2004 to 2009. That is a compounded annual increase of 9.97% per
year. Managing transmission costs is vital to meeting our goal of providing reliable
electric service at the lowest possible cost, and helping to improve the quality of life
for rural Arkansans.

The intention of many of the derivatives regulation reform proposals being pro-
posed in Congress, including the financial reform bill that passed the U.S. House
of Representatives (H.R. 4173), to protect market participants is certainly laudable.
In fact, we believe the CFTC should continue to look for market manipulation in
the bilateral OTC natural gas and power markets. These investigations occur after
transactions have been made and should not impede the smooth running of FTRs
and CRRs. However, we feel that derivatives regulation proposals should respect the
fact that the inclusion of RTO FTRs and CRRs, which are more closely attached
with the physical service reliability requirements of providing electricity, is not ap-
propriate as they do not fit the characteristics of other commodities for which legis-
lative proposals would regulate. We are concerned that proposed legislation could
inadvertently make it difficult and more expensive for AECC to deliver power in an
RTO market.

Most RTOs operate both a real-time and day-ahead market for electric power.
These markets establish locational marginal prices (“LMPs”) for energy based on the
bid price of the last unit dispatched to meet load in the RTO region. The level of
congestion in different parts of the transmission system can change hourly; there-
fore, the cost of power generated and consumed in different parts of the system can
vary greatly and is extremely volatile. That volatility is challenging for utilities be-
cause the LMPs not only establish the cost of power for utilities buying energy out
of the market or selling energy into the market at any particular location, the LMPs
also establish the cost for utilities that generate with their own power resources to
deliver that power to their consumers. Utilities are paid the LMP price for energy
they generate at one point of the system, and simultaneously pay the LMP price
for energy at the point where it is withdrawn to serve their consumers. Thus any
difference in the LMP between the “source” of the power, and the “load sink”,
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change the cost of delivered power due to congestion incurred for delivering through
the RTO-managed transmission system. Congestion costs for a utility are deter-
mined by a positive difference between the cost paid to serve their load at a location
minus the revenue received for power generated at a different location.

In order to help utilities hedge congestion cost risk, the FERC requires RTOs that
operate real-time and day-ahead LMP markets, to make FTRs or CRRs available
to market participants. By virtue of payments for physically firm network trans-
mission service, load serving entities like AECC are annually allocated certain fi-
nancial revenue rights by the RTO in order obtain FTRs or CRRs. FTRs and CRRs
are monthly, annual or other periodic financial instruments that entitle holders to
congestion revenues along a particular transmission path. These FTR and CRR rev-
enues help offset the costs incurred by utilities to deliver energy over the congested
transmission paths. As load profiles change and sources of supply change over time,
these unbundled financial instruments can be bought and sold to align a market
participant’s congestion protection with the ever changing congestion exposure that
results from the need to use frequently changing transmission paths. Consequently,
FTRs and CRRs were created to help market participants maintain balance over
time between the financial costs of providing transmission service with the require-
ments of providing physically reliable transmission service in a constrained and con-
gested transmission system.

As previously discussed, AECC participates in the SPP RTO. The SPP is currently
evaluating and designing how it will develop the FTR or CRR market for its area
of responsibility. Other RTOs such as the RIM and Midwest Independent System
Operator (MISO) already operate congestion rights markets. Even though the FTRs
and CRRs have been separated from the physical cost of delivery, they remain an
integral part of the overall cost of service.

The electric cooperatives of Arkansas and cooperatives across the country are con-
cerned that proposed legislation would place regulation of FTRs and CRRs under
the regulatory oversight of the Commodities Futures Trading Commission (CFTC).
Oversight by the CFTC would fragment load serving entities’ ability to manage their
transmission costs. The FERC comprehensively regulates all jurisdictional wholesale
sales and jurisdictional interstate transmission service, pursuant to the Federal
Power Act, as an integral part of the overall electric market structure. Sections 205
and 206 of the Federal Power Act give FERC authority to ensure that the rates,
terms and conditions of all jurisdictional wholesale sales of power and all jurisdic-
tional transmission service in interstate commerce are just and reasonable. In order
to fulfill that duty, FERC has required RTOs to file tariffs at FERC governing every
aspect of their markets. The design, operation and governance of RTOs financial
rights, and the obligations of parties who participate in the markets, and the means
which the RTOs monitor the markets for market power and market manipulation,
are all filed at FERC, and bought and sold pursuant to FERC filed tariffs. Mis-
management of the markets by the RTOs and misconduct in those markets by par-
ticipants are both subject to penalties from FERC. An exception to this FERC regu-
lation is in Texas. In the State of Texas a single grid operator called the Energy
Reliability Council of Texas (ERCOT) operates a day ahead and real time market
and administers CRR’s to hedge congestions. The ERCOT is overseen by the Public
Utility Commission of Texas (PUCT) who serves the single regulator for commercial
power and transmission markets in Texas.

AECC believes keeping all components of transmission costs regulated by a single
entity will ensure lower overall cost for its members. If the FTR and CRR markets
are allowed to be regulated by an entity outside of the FERC (or PUCT in Texas),
market participants could be forced to maintain multiple backup credit facilities
(credit facility for FERC physical transactions and credit facilities for FTR/CRR
market). A weakened economy and constrained capital resources at financial institu-
tions are already resulting in higher cost credit support facilities. Another factor to
consider is that market participants in a FERC regulated market are mostly entities
of the utility sector serving end-use load. The credit risk for utility market partici-
pants is generally less than a market that has a higher concentration of counterpar-
ties that trade speculatively. One way to eliminate and avoid counterparty risk is
to force participants to provide cash collateral sufficient to cover the full exposure
of all trades executed. But this option increases cost to end-use utility consumers
and idles large amounts of cash making it more difficult for utilities to maintain
capital expenditures on infrastructure to provide reliable electric service.

In conclusion, on behalf of 468,900 electric cooperative consumers in Arkansas
and approximately 42 million electric cooperative consumers throughout the nation,
the electric cooperatives believe it is in the best interest of utility consumers to en-
sure regulation of FTRs and CRRs remain under the regulatory authority of the
FERC and the PUCT in Texas. RTO markets and RTO-created products are integral
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to the RTOs regulatory reliability mission. FERC and the PUCT should also main-
tain jurisdiction over physical forward transactions, whether or not those trans-
actions ultimately result in physical forward delivery or are booked out. There are
other energy hedging products that are available for use by the general public.
These are appropriately regulated by the CFTC but the FTR and CRR markets
should remain under the oversight of the FERC or PUCT in Texas. In my opinion,
the global fix prescribed by Senator Lincoln could help keep the cost of providing
electricity to Arkansas consumers as well as electric consumers across the nation
lower.

Mr. Chairman, thank you for the opportunity to share our concerns with you and
the Committee on Energy and Natural Resources.

The CHAIRMAN. Thank you very much.

Why do we not find a couple of other chairs and ask Chairman
Wellinghoff and Chairman Gensler to please come to the table. The
rest of you stay at the witness table too, and we will do some ques-
tions here as long as we are able to. I think we can get all 6 folks
there. Good.

I will start with a question to Chairman Wellinghoff and just
ask, reference has been made to this provision in H.R. 4173 that
directs FERC and the CFTC to develop a memorandum of under-
standing to establish procedures, to share information, and avoid
conflicting and duplicative regulation by the 2 agencies. To what
extent do you think this helps? This is a resolution of the concern
and Congress should basically allow that provision to solve the
problem.

Mr. WELLINGHOFF. Mr. Chairman, I basically agree with Chair-
man Kelliher that Congress does need to solve the problem with re-
spect to jurisdiction.

I think certainly we can enter into a memorandum of under-
standing with the CFTC and would like to do so regarding our re-
spective investigatory powers and the ability to get information
from markets that we each regulate so that we can establish and
preserve our regulatory authority to ensure that there is no fraud
and manipulation in the markets. The CFTC certainly may need
information from some of the markets that we oversee and vice
versa, and I think that kind of sharing and cooperation is nec-
essary, but I do not see personally a memorandum of under-
standing with respect to the issue of jurisdiction. I really think that
is something that Congress needs to do with a bright line.

Mr. GENSLER. If I might.

The CHAIRMAN. Yes, go ahead.

Mr. GENSLER. What the House of Representatives included in the
various agreement between Chairman Waxman and Chairman
Peterson that worked through that actually went well beyond a
memorandum of understanding, and I would be supportive of going
beyond that. It had a very explicit savings clause for the good work
that this committee and Congress did in that anti-manipulation
area, the EPAct rules of 2005. It had other various savings clauses
for FERC jurisdiction with regard to regulation of electricity and
natural gas under their tariffs. It had some savings clauses, of
course, for the CFTC as well.

Then it actually directed that we use our 4(c) exemptive author-
ity. Under the 1992 provisions, we can, without determining
whether something is a future or not, actually exempt various ac-
tivities.
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So I think it was actually far more than what Chairman Kelliher
was talking about. There was a lot more, and working with this
committee, I think we can sort this through and working with this
relationship, I think we can.

The CHAIRMAN. It does seem unusual, though, for Congress to
say that you can decide what is exempt rather than Congress de-
ciding what is exempt. Am I confused about that?

Mr. GENSLER. I think what it is we as an agency are overseeing
markets to ensure they are fair and orderly, these derivative mar-
ketplaces. The FERC has very important jurisdiction and mission
as well. So we coexist, as we coexist with the Department of Agri-
culture, we coexist with the Department of the Treasury. Treasury
issues physical Treasury securities. We oversee futures of Treas-
uries. We currently oversee natural gas and electricity futures that
trade on NYMEX. I do not think this committee wants to take that
away from the CFTC, but if you want to give it to FERC, you
know, the Congress can do that. So it is a coexisting between mis-
sions going forward.

The CHAIRMAN. Let me ask on this specific that Joseph Kelliher
talked about there, the auction that occurred, the PJM auction I
gather, in New Jersey last month. What is your thinking about the
role the CFTC would play on that kind of a

Mr. GENSLER. I am glad you asked it. I understand the facts on
that, probably none. I think it is a red herring, with all respect to
Chairman Kelliher. I think it is probably a cash transaction that
is excluded under the Commodity Exchange Act. We do not cover
cash or physical spot or forward contracts.

If Congress were to move forward and actually suggest that we
cover broad, over-the-counter derivatives, it would only be the
standard transactions that would be recommended to be brought to
central clearing, and I think the transaction he was describing, if
it were an over-the-counter derivative, would actually be cus-
tomized or tailored.

We do think there are 2 debates here, as many of the panelists
said. There is a debate of a little jurisdictional thing here between
the FERC and the CFTC, which I think we can sort through with
the good help of the committee. There is this end-user question,
which I have taken a public policy perspective. I think we lower
risk to the American public by having all of these transactions that
are standard in clearinghouses, but if you exempt the energy trans-
actions, I would just ask Congress not to exempt all the financial
transactions.

The CHAIRMAN. But the idea of having an energy end-user ex-
emption, which has been suggested by several, is something that
you think might make sense?

Mr. GENSLER. No. I am actually very much publicly on the record
saying that I think that if it is a standard transaction, it would be
best to be brought into central clearing and central trading. I un-
derstand the votes probably are not there for that, sir. So if there
is an exemption for central clearing for end-users in the energy
market, I think that should not sweep an end-user for trading.
Transparency is unarguably a good thing. You could have them re-
quired to be transparent and still allow them to be bilateral and
not be centrally cleared.
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The CHAIRMAN. Let me ask Chairman Kelliher if he had any
comment on that.

Mr. KELLIHER. I do not think the example in the testimony was
a red herring. I think it did involve standard products that would
be forced to clear on the exchange, but I can submit more informa-
tion for the record of the hearing.

The CHAIRMAN. I think that is a useful example for us to try to
understand how these different policies would be affected there.

Senator Murkowski.

Senator MURKOWSKI. Thank you, Mr. Chairman.

I am trying to determine whether or not we really do have a reg-
ulatory gap. Mr. Kelliher, you mentioned that you do not believe
that one exists. You said there is no loophole to close. There is no
regulatory gap to plug. I would ask the question both to you, Chair-
man Wellinghoff and Chairman Gensler, do we have a regulatory
gap here or is Mr. Kelliher correct in that the FTRs are already
regulated by FERC through its review and its approval of the RTO
tariffs.

Mr. WELLINGHOFF. Ranking Member Murkowski, thank you for
the question.

I believe there is no regulatory gap whatsoever. We do fully and
completely regulate the FTRs.

To the question of the issue of what would be swept in under the
CFTC’s authority, if they take in the FTRs, as I understand it, that
ultimately would sweep in the whole market because ultimately
they would require the RTO market, in essence, to be a clearing
market under their regulations. So I think Chairman Kelliher is
correct in his New Jersey example as well, and again, it is one step
that would move us to a place that I think we do not need to go.

We do not need an exemption because, in fact, there is nothing
to exempt. We, in fact, fully regulate this area already, the FTRs.
So I see no loopholes at all.

I would also add that I do not believe that creating bright lines
creates loopholes. I cannot see that connection.

Mr. GENSLER. We probably have a little bit different perspective
on this. I do think that bright lines in this area could have the un-
intended consequences because markets evolve and change, and it
goes to the Senator’s question about these financial transmission
rights. We at the CFTC have not taken a public position as to
whether they come under the Commodity Exchange Act. In es-
sence, the right question is are they futures.

But I think that the FERC does take the leadership here and
should continue to take the leadership here, but we do not know
how this contract or this market may evolve. I do not even think
PJM might know how they might evolve.

Congress has asked that one agency, the CFTC, have broad and
uniform jurisdiction, exclusive jurisdiction, on derivative contracts.
We can use the exemptive authority to stand down, to stand back
when it is ambiguous, and sometimes it is not clear and FTR is an
example where it has begun to be not clear, but where we are just
giving some advice, for instance. Jon and I have had a good rela-
tionship about this around this risk management situation. I am
glad to have the FERC taking the lead, but we do not know this
ambiguity will evolve over time.
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Senator MURKOWSKI. Let’s discuss that further, Chairman
Gensler, both Mr. Kelliher and Mr. Wellinghoff indicated that in
their opinion the energy providers do not pose this systemic risk
to the broader economy. As we are looking to address financial re-
form regulation, that is a different area. Would you agree with
them that within the energy market with those energy providers,
they do not pose that systemic risk?

Mr. GENSLER. I think that the financial system so terribly failed
the American public, and part of that is this over-the-counter de-
rivatives world. So I believe that we need to be in greater trans-
parency, and we can do that on the standard transactions. I think
that is actually a positive to the consumers that FERC protects if
we brought the standard transactions into transparent trading
venues. I am not talking about the FTRs. I am talking about over-
the-counter derivatives.

Senator MURKOWSKI. You do not think that the FTRs that are
traded through the RTOs are standardized?

Mr. GENSLER. I do not know the answer to how they will evolve,
and the commission has not taken a view as to whether they are
futures under the Commodity Exchange Act. But I think that the
broad market, whether it is natural gas derivative where somebody
is just hedging a natural gas risk, could be standardized.

Having said that, many are customized. Many are tailored and
should remain tailored. Corporations—the very good testimony
from Mr. Henderson. They need to be able to tailor and hedge their
risk. Garry Brown’s testimony. I believe they need to be able to tai-
lor and hedge their risks. But we also want to protect the public
and lower risk and add transparency.

Senator MURKOWSKI. Mr. Brown, you spoke to the expense to the
consumer. Are we able to quantify what those expenses may be, or
at this stage, is it relatively hypothetical in terms of what the con-
sumer might anticipate?

Mr. BROWN. It is somewhat hypothetical in the sense that we are
not quite sure, as this panel indicates, which products in the end
would be covered by this. But the numbers that we hear on a na-
tionwide basis is that it could require utilities to put up billions in
additional collateral, and that is money that would then be taken
from all the other things that utilities need to do, building infra-
structure, promoting renewables, all the other things we have got
the utilities doing right now.

We used a key phrase in our testimony. We should compare the
costs of this with the benefits. I cannot disagree with Mr. Gensler
that there are potential benefits, but the question is, is it worth the
potentially billions of dollars of costs? Is there any evidence that
indicates we really need to require that at this point in time? I
think our viewpoint there is no jurisdictional gap. We have got the
Federal Energy Regulatory Commission, and we would prefer to
keep our State/Federal arguments focused on Commissioner
Wellinghoff’'s agency rather than have a jurisdictional confusion
about who is overseeing what.

Senator MURKOWSKI. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Lincoln.

Senator LINCOLN. Thank you, Mr. Chairman.
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The CHAIRMAN. Who I should point out, of course, is chair of the
committee with primary jurisdiction over the CFTC. So she has a
vital interest in this.

Senator LINCOLN. Thank you, Mr. Chairman. I do so appreciate
you and Senator Murkowski holding the hearing today. As you
mentioned, we do share an interest in this very complex issue and
certainly look forward to working with both of you all as we move
forward in solving some of these problems and, as Chairman
Gensler mentioned, putting our economy back on track and pro-
viding confidence in the marketplace as we do so.

I do want to also take the opportunity to thank my constituent,
Michael Henderson, for coming up from Little Rock today to pro-
vide his testimony. Michael is the VP and CFO of Arkansas Elec-
tric Cooperatives and the coops do provide a critical service to the
people of our State. I want to thank you, Michael, and all of the
folks at the coops in Arkansas for what you all do. We are grateful
and we are grateful for your comments about looking out for our
consumers, particularly those in rural America.

Mr. Chairman, I am particularly interested in finding a path for-
ward that does respect the missions and the expertise of both of
these agencies, the CFTC and the FERC. I have stated publicly
that these agencies and our committees can draft that compromise.
I feel very confident. We may have to leave for a vote, but we cer-
tainly want to make sure that all of you all are committed to con-
tinue to sit around the table and figure out what that compromise
needs to be and can be.

But I also remember the words of Robert Frost which said “good
fences make good neighbors.” Being a farmer’s daughter and under-
standing when someone’s cows get into your wheat crop, it is not
a good thing. You want to make sure that with good fences, you
do produce good neighbors, and I think as hard as Chairman
Gensler and Chairman Wellinghoff work together, it is critical for
them to have a clear understanding from us in terms of what our
intentions are, that there are no regulatory ambiguities, I believe
is what Mr. Brown mentioned earlier. I think that is really impor-
tant.

I do see a compromise where FERC would get clear control of the
regional transmission organizations. RTOs are clearly in their ju-
risdiction and the existing final products that are used. The CFTC
would continue to exercise exclusive control of the New York Mer-
cantile Exchange and the Intercontinental Exchange, as well as en-
ergy futures and swaps.

Nothing would prevent one agency from notifying the other of
concerns. You are already working together, and I think that is im-
portant. Concerns that you may have—hopefully, you will notify
one another, which would help assist in enforcement. This is com-
mon sense, and I think it is just and equitable results of what we
are trying look for.

I would say, as we converse and talk about gaps, it is not as
much gaps in regulation as it is overlap. Any of that ambiguity
that may exist we in Congress I think have a responsibility to put
clarity to, and I hope that we will. I think in these economic times,
no one wants duplicative regulation. We want to put our economy
back on track. We want to provide confidence to consumers and
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make sure that folks can turn their lights on and still afford it.
There is no doubt that all of those things are our objectives.

So I want to thank the NRECA and the EEI, the EPSA for their
willingness to work with me certainly and others, I think, on a
global fix. Mr. Henderson mentioned a global fix. I hope that is the
objective we can set before us and come together in coming up with
what we need to do there.

I just would leave these couple of questions with you. Chairman
Wellinghoff, you know the New York Mercantile Exchange is cur-
rently registered and regulated by CFTC. NYMEX was founded in
the 1870s I think. Do you think that the FERC should be regu-
lating futures contracts on NYMEX?

Mr. WELLINGHOFF. No, absolutely not. We only have an interest
to the extent that we may need information with respect to activi-
ties in that exchange, and we certainly have a cooperative agree-
ment with the CFTC do do that and require that information to the
extent that it may somehow impact a physical market and the ma-
nipulation or fraud that may be going on and we may be inves-
tigating that physical market. But we certainly have no interest in
regulating it.

Senator LINCOLN. To that end, Chairman Gensler, you know
PJM is a regional transmission organization which was created by
and overseen by FERC. As I understand it, PJM started operating
I think in 1999, 11 years ago. Do you think the CFTC should be
regulating PJM, its products or its participants?

Mr. GENSLER. Chairman? Can I call her chairman? She is my
chairman. Chairman Lincoln, there is a possibility in the future it
would. It depends how markets evolve. I think that FERC take the
leadership over RTOs. Most, probably 99 or 98 percent, of the prod-
ucts have no implication whatsoever in the derivatives market-
place. But I do think that Congress, in giving exclusive jurisdiction
to one agency to oversee derivatives, whether they be futures prod-
ucts or not, gives some uniformity and consistency. So I cannot pre-
dict how this small market might evolve or mutate in the future,
and I am concerned about bright line tests and I have sort of got
some scars on my own back from the Enron loophole and the expe-
riences we had there.

Senator LINCOLN. But you are basically talking about what
might be a futures in the future, or you are talking about a product
that may evolve out of what transpires with PJM perhaps in terms
of its products——

Mr. GENSLER. I think that is right, and to the extent that there
is a centralized marketplace where buyers and sellers meet over
derivatives contracts, I think Congress does want one agency. You
know, I will go and the career staff will go, but I mean, to have
one agency to do that and coexist with other agencies that oversee
the physical markets, as we do with the Department of Agriculture
that, of course, you know so well.

Senator LINCOLN. I appreciate that.

As you both know, I have suggested this global fix or coming to
find a global fix, a concept to resolve these jurisdictional disputes
between FERC and CFTC. I think several industry groups have ex-
pressed a willingness to work together to come up with whatever
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this fix needs to be. Would your agencies be willing to work with
us on a solution of that type?

Mr. GENSLER. We are always willing to work with all members,
but certainly the chairman.

[Laughter.]

Senator LINCOLN. The other gentleman is going to be at the table
too, and I look forward to working with him and his staff and oth-
ers. But I do believe that particularly in this day and age with the
economic circumstances we find ourselves in, that the duplicative
regulation is just not appropriate, and I do believe that we have
got to be able to determine and figure out where that overlap exists
and what problems it is causing and make sure that we get you
2 gentlemen——

Mr. GENSLER. I would certainly hope that we would continue our
very good relationship and in trying to avoid some duplication, as
you say, that we do not create the gap line, the fault line because
it really does evolve. These markets, all markets evolve so much,
and that is one of the hard lessons I have had to take from this
financial crisis, that markets that we did not look at, credit default
swaps where you had a blip on the radar screen or electronic trad-
ing, and then we end up with an Enron loophole and a swaps loop-
hole. Certainly looking back now, I think what could we have done
differently and I was part of that.

Senator LINCOLN. I do not disagree that there are very few
Americans out there that would argue that over the past 15 to 20
years, there has been a tremendous evolution of financial instru-
ments out there, and as they have evolved—you are exactly right—
their markets have. The only way that we have known what our
problem has been is looking in that rear view mirror to see what
that $400 trillion marketplace was. We do not want to keep looking
in the rear view mirror. We want to look forward and we want to
have, without a doubt, you all in the capacity that you need to be
to have that transparency, the oversight that is necessary to ensure
that as we move forward, that we are not dealing with the kind
of issues and the kind of things that were happening that no one
knew about. So we will look forward to working with you.

Mr. Chairman, I certainly look forward to working with you. I
have never found a more thorough or dedicated member of the body
that does not get down to the details—the devil in the details as
Mr. Chairman Bingaman does. So I appreciate it. Thank you.

The CHAIRMAN. Thank you very much.

Let me just ask Mr. Duane going back to this example of the auc-
tion that occurred. PJM had the auction last month we were ad-
vised. Could you describe that? Are these standardized, this RTO?
Are these customized? What was the circumstance there?

Mr. DUANE. I would have to coordinate with former Chairman
Kelliher to exactly understand his example, but I think his point
is a valid point.

PJM runs auctions in our energy markets and we run auctions
in our FTR markets and capacity markets. These products are very
specific. For instance, on the FTRs, there are literally tens of thou-
sands of combinations that could constitute an FTR.

We, in running those auctions, have from time to time been in
discussions with third party clearing organizations as to whether
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they would be interested in providing the sorts of clearing services
that Chairman Gensler might like to see in those markets, and not
only is it cost prohibitive, but they are really unable to provide the
services given the unique attributes of this product that is really
not a financial product. It is, as we have discussed, tied to the fi-
nancial transmission service.

So somewhat ironically we are having a lot of discussion about
something conceptually that even if we were to try and mandate
the clearing of these FTR products out of these auctions, I am not
sure it could even happen, which causes me concern and it causes
our market participants concern that the product may just die and
go away, exposing customers to the very volatile prices that are at-
tendant to the electricity commodity.

The CHAIRMAN. What I am understanding—and I may be very
confused here, but what I am understanding the House legislation
to provide is that the CFTC would be given authority to make a
determination that PJM is a designated clearing organization, and
if they did that, then presumably that would cause a whole new
set of requirements to be put in place. Is that wrong, Chairman
Gensler?

Mr. GENSLER. Actually we have that clear authority right now.

The CHAIRMAN. Oh, you do.

Mr. GENSLER. Yes. We have that clear authority right now.

The CHAIRMAN. What do you think the House—with regard to
PJM, what do you believe the House legislation allows you to do
that you currently cannot do?

Mr. GENSLER. What the House legislation does is it sets up a
clear number of savings clauses for FERC and then sort of directs
us to look at our exemptive authority. We have not had—under the
exemptive authority, somebody would have to come and actually
file—it is a formal filing to do that exemption, and then we would
go through it. If somebody did that on these financial transmission
rights, we would dispatch with it. You know, a number of months
it takes to dispatch with it. We would probably work closely with
Chairman Wellinghoff as well.
hBu‘c under the Commodity Exchange Act right now, we can do
this.

The CHAIRMAN. So you do not believe the House legislation gives
you 2ny additional authority that you do not currently have over
PJM?

Mr. GENSLER. The House legislation is a broad and very impor-
tant legislation about over-the-counter derivatives, but that discus-
sion is really well—I think Mr. Duane would probably agree—dif-
ferent and removed in a sense from the PJM discussion.

The CHAIRMAN. So you do not think the language of the House
bill contemplates regulation by the CFTC of PJM or similar organi-
zations.

Mr. GENSLER. I think it contemplates that we work closely with
FERC. Frankly, I think it is with FERC taking the lead on any of
this. As Chairman Wellinghoff has, I think, artfully said, they have
a whole unified approach to this regulation.

But to the extent that any entity—it could be a nonfinancial com-
pany in America—any entity starts to have some centralized mar-
ket, centralized derivatives markets and so forth, then a deriva-
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tives regulator could get involved. That is the CFTC. I think that
is where the uncertainty or ambiguity might be for PJM.

But under the Commodity Exchange Act right now if, as you say,
something was a clearing organization, we have authorities there
already.
hT}}?e CHAIRMAN. Mr. Kelliher, did you have a point of view on
that?

Mr. KELLIHER. The House bill is complicated to read because you
have to read a couple different sections—you asked me. Did you
ask Chairman Wellinghoff or me?

The CHAIRMAN. No, I meant you and then I am glad to hear from
Chairman Wellinghoff, too.

Mr. KELLIHER. Page 589 of the House bill has a section that to
me suggests some authority is transferred to the CFTC. This is the
exemption section I think Chairman Gensler is referring to. But it
talks about how the CFTC may exempt from its regulation agree-
ments, contracts, or transactions that are entered into pursuant to
a FERC tariff if CFTC determines that the exemption will be con-
sistent with the public interest and CFTC cannot unreasonably
deny any request by FERC for such exemption. So to me that sug-
gests that the default is some level of FERC regulation shifts to the
CFTC unless the CFTC decides otherwise. It is really the combina-
tion of—the MOU provision and this section in tandem I think sug-
gest there is a change.

The CHAIRMAN. Chairman Wellinghoff, did you have a point of
view there?

Mr. WELLINGHOFF. I do not think the House bill—well, I think
this disagreement of jurisdiction predated the House bill, first of
all. We saw the House bill as a vehicle perhaps for us to set a
bright line and we went in with that discussion. The House chose
not to do that, but instead created this MOU construct that quite
frankly I think leaves it primarily to the CFTC under their current
authority to determine whether there is an exemption. We believe
there should be a bright line like Senator Lincoln. I think that the
Congress needs to set a line. The RTOs and things under FERC’s
tariff are within our jurisdiction and NYMEX, ICE, and other
things are within the CFTC’s jurisdiction. So that is really what we
were hoping for. We did not get that out of the House bill. But we
hope to be able to work with you and with Chairman Gensler to
move forward on that.

The CHAIRMAN. Chairman Kelliher, did you have another:

Mr. KELLIHER. I will make just one small comment on how the
jurisdictional disagreement between the agencies started. It really
started a few years ago when FERC was implementing the anti-
manipulation provisions of the Energy Policy Act that you took the
lead on, and trying to faithfully follow the intent of the committee
and Congress, you used certain terms that suggested FERC’s au-
thority to police manipulation is much broader than its authority
to set rates. So FERC, interpreting that, thought manipulation in
the futures market that affects FERC jurisdictional markets is
something Congress wanted FERC to police.

CFTC, I cannot say unreasonably—if I were the CFTC Chair-
man, I would have thought, wait a minute. That is intruding into
our jurisdiction. We have exclusive jurisdiction in certain areas. So
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there immediately was a disagreement between the agencies that
has persisted and I think is aggravated by the House bill. But I
think it is an honest disagreement, but at this point I think it is
immutable. It has been in the courts.

Mr. GENSLER. Yet, if I might to the tchairmen on my right, the
CFTC and FERC work cooperatively on this. It was that Amaranth
case, a joint investigation. We filed the cases a day apart and ulti-
mately had some joint settlement. So there is a lot of actually—
even in that case—really working together.

Now, the defendant filed in the court and asked for this jurisdic-
tional thing. But my predecessors at the CFTC were really sort of
working jointly, I guess, with Mr. Chairman Kelliher at the time.

Mr. KELLIHER. I agree. The 2 agencies have actually worked very
well to exercise their enforcement authorities, notwithstanding the
disagreement.

The CHAIRMAN. As I indicated before, we have now started 4
votes on the Senate floor. So I appreciate everybody being here. I
think this has been useful testimony. I thank everyone for coming
and we will try to come to a resolution. Thank you.

[Whereupon, at 11:14 a.m., the hearing was adjourned.]






APPENDIXES

APPENDIX I

Responses to Additional Questions

RESPONSES OF GARRY BROWN TO QUESTIONS FROM SENATOR BINGAMAN

Question 1. What would CFTC jurisdiction over FTRs (or any other RTO/ISO
product) mean for the ratepayers of the state of New York?

Answer. FERC has presided over the design and implementation of these markets
and has therefore developed an understanding of them. The full potential ramifica-
tions of CFTC jurisdiction over such markets is unclear and such uncertainty can
negatively impact market confidence and liquidity and thereby damage the markets.
Any increase in costs due to imposition of CFTC oversight is likely to impact all
resources such that the increased costs would become a straight pass-through to
consumers; the net impact is likely to be a tax on ratepayers.

But, we can construe a scenario where, under certain conditions, it might be pos-
sible that if FERC and CFTC had joint enforcement jurisdiction with FERC main-
taining the primary authority over FTRs, benefits to ratepayers may accrue. This
situation could be similar to FERC’s authority over the installed capacity market
where FERC establishes the rules and regulations but DOJ also reviews the anti-
trust implications of secondary transactions associated with those markets.

Question 2. What value do you believe FTRs provide to New York ratepayers?
How would CFTC regulation of FTR markets alter that value proposition?

Answer. In New York, FTRs provide benefits to ratepayers by allowing their serv-
ice providers to hedge congestions costs and reduce price volatility, and also benefit
ratepayers in that revenues from the sale of FTRs are credited to ratepayers in the
delivery portion of their bills. If the move to primary CFTC jurisdiction negatively
impacts market confidence and/or liquidity, the result would be lower FTR sale
prices and hence a smaller credit to ratepayer bills. As I noted above, however,
under certain conditions joint enforcement jurisdiction may be beneficial.

RESPONSES OF GARRY BROWN TO QUESTIONS FROM SENATOR MURKOWSKI

Question 1. Is there currently a regulatory gap we’re trying to plug for electric
market mechanisms like Financial Transmission Rights? Aren’t FTRs already regu-
lated by FERC through its review and approval of RTO tariffs?

Answer. FTRs are currently regulated by FERC. However, secondary market trad-
ing of FTRs is not presently policed by FERC and such trading can raise concerns
with regard to gaming of the markets. FERC is currently posing questions regard
their review of secondary FTR markets in a rulemaking proceeding (RM10-12).

Question 2. Why can’t utilities clear their derivative transactions on exchanges
like other standardized commodities?

Answer. As my testimony points out, the concern is that doing so could raise costs
to consumers. If a company trades on an exchange, it must meet collateral require-
ments, and the costs of those collateral requirements including transactional costs
will ultimately be passed on to the consumer. Alternatively, if a company deter-
mines that these costs are too high (making the instrument or transaction not cost
effective), then the consumer suffers the price volatility risks of unhedged trans-
actions.

Question 3. Does NARUC support an outright exemption for both wholesale and
retail market participants?

Answer. Yes. We support an exemption for those entities that rely on OTC prod-
ucts and markets to manage price risks for legitimate business purposes including
utilities, suppliers, and customers.

(57)
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RESPONSE OF GARRY BROWN TO QUESTION FROM SENATOR STABENOW

Question 1. Please share your views on whether the mandatory reporting of en-
ergy commodity contracts to regulated swap or derivative repositories is a regu-
latory solution that would meet the public policy goals of increasing market trans-
parency, mitigating systemic risk, and providing price transparency, without hin-
dering the ability for end-users to hedge their commercial risk or increasing costs
to consumers.

Answer. As was discussed on page 5 of my written testimony, we do believe that
such reporting would provide sufficient market transparency without the costs asso-
ciated with mandatory clearing.

RESPONSES OF VINCENT P. DUANE TO QUESTIONS FROM SENATOR BINGAMAN

Question 1. Could you describe the ways in which utilities as well as other market
participants come to own FTRs?

Answer. As a regional transmission organization (RTO), PJM serves as a trans-
mission provider, obligated under the Federal Energy Regulatory Commission’s
(FERC) regulations, to provide open access, non-discriminatory transmission service
to customers seeking such service within PJM’s footprint. One type of transmission
service that PJM is required to offer, again pursuant to FERC directive, is firm
transmission service. Although some customers purchase transmission service to ex-
port power from PJM into neighboring regions, overwhelmingly, customers who pur-
chase firm transmission service (either network or point-to-point) do so to meet the
needs of the end-use consumers or retail customers that they serve. Firm service
allows transmission customers, (public utilities, municipal utilities, cooperative utili-
ties and competitive retail suppliers) to move electricity from one point on the sys-
tem (typically a generation station or hub) to another point (typically a load bus)
on a “firm” basis, which is to say without further cost beyond the transmission
charges they pay to PJM for firm service.

In organized wholesale electricity markets, such as the one administered by PJM,
prices can differ by location at various points on the system. These differences result
from transmission constraints, limiting the volume of electricity that can be moved
reliably across the system. When such constraints exist, PJM, as the system oper-
ator, must re-dispatch higher cost generation behind the constraint. The higher cost
that results behind the constraint is referred to as congestion cost. In order to pro-
vide “firm” service as mandated by FERC, and in order to recognize the native load
rights of those customers that historically have paid for the transmission grid, PJM
provides firm transmission customers with a mechanism to protect against conges-
tion costs. This mechanism is the FTR.

FTRs are made available to firm transmission customers as a means to hedge
against congestion charges. The amount of FTRs is finite; it is limited by the phys-
ical capability of the transmission system and calculated using a complex algo-
rithmic model that PJM refers to as a “simultaneous feasibility analysis.” Every 12
months, PJM will conduct a simultaneous feasibility analysis to determine the level
of FTRs that can be allocated over the next 12 month period (or planning period).

Wholesale customers may choose to hold their FTRs or sell them to other market
participants, which may include other transmission customers, generators, or trad-
ing firms (including financial institutions). Thus, the FTR Auctions permit other
market participants to bid for and acquire specific FTRs and provides a market-
based method to determine the value of those FTRs. In this case, while the economic
value of the FTR, which is to say the price realized by that FTR in an auction, will
inure to the customer who originally received the allocation from PJM, the ultimate
holder of the FTR (depending on auction outcomes) might be a different entity—po-
tentially another load serving utility, or other type of market participant, including
a financial institution.

In summary, the value of all FTRs inures to those transmission customers who
pay in rates for the fixed costs of the transmission service (firm transmission cus-
tomers) in recognition of their historic payments for the cost of building out and
maintaining the grid that serves them. This is true whether the transmission cus-
tomer continues to hold the FTR or whether it receives the realized price of the FTR
in an FTR Auction (its auction revenue rights). The auction allows transmission cus-
tomers to buy and sell FTRs to obtain a particular portfolio of FTRs to best hedge
their particular congestion exposures. It also efficiently allows for an FTR to be held
by the entity that places the greatest value on it (i.e., the one who bids highest for
it in the auction). Finally, FTR holders are free to bilaterally contract to sell their
FTR to another party outside the auction environment. Such bilateral transfers are
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reported to PJM and are subject to particular rules addressing the creditworthiness
of the transferee.

Question 2. Would CFTC jurisdiction over FTRs (or any other RTO product) com-
ﬁror{)lise open access to the PJM transmission system for market participants? If yes,

ow?

Answer. Yes. As described above, the FTR is the means by which those RTOs ad-
ministering locationally priced markets provide firm transmission service to their
load serving customers, consistent with FERC Order No. 888 open access mandates.
To treat the FTR as a CFTC-regulated “swap” or “futures contract” would impose
on RTOs requirements relating to the trading, settlement and credit risk manage-
ment of the product that could radically alter the FTR in a manner which would
frustrate its fundamental purpose—namely to provide a means for wholesale cus-
tomers to serve their native load at a predictable price consistent with the concepts
of “firm” transmission service—frustrating the RTO in its mission as a FERC regu-
lated transmission provider and wholesale electric market administrator.

Open access could revert to a system of physically firm transmission service with
re-dispatch costs indiscriminately socialized across all users of the transmission sys-
tem and a greater reliance on physically curtailing or interrupting transmission
schedules. The efficiencies, greater use and optimization of a transmission system
brought about by applying market-oriented tools (such as locational pricing and
FTRs) to provide “financially firm” open access is well documented. The loss of this
efficiency, and the sub-optimal use of the transmission system that would follow,
will reduce competition and increase costs overall to consumers in PJM.

Finally, CFTC jurisdiction could require RTOs such as PJM to register as deriva-
tives clearing organizations (“DCOs”). RTOs would then have to establish admission
and financial eligibility standards for organizations who wish to do business within
RTO markets. Users of PJM markets range from very large utilities to very small
municipal systems, as well as industrial and commercial customers. FERC’s regula-
tion has been designed to ensure nondiscriminatory access to these markets by all
commercial entities, regardless of size. Any requirement that PJM impose these new
financial eligibility standards—standards that are more applicable to traders on
large exchanges—could prove difficult and costly for small entities such as small
utilities, renewable resource developers and end-use customers. In essence, this
would be placing a barrier to PJM’s competitive wholesale markets with little dem-
onstrated concomitant benefit.

Question 3. Your testimony states that PJM has never found a CFTC-registered
clearinghouse interested in or able to clear the FTR positions of PJM’s market par-
ticipants. Could you describe the reasons why registered clearinghouses declined to
take the business of clearing FTR positions in PJM?

Answer. In 2004, PJM’s management met repeatedly with clearinghouses and
clearing organizations to examine the potential for credit clearing services to be pro-
vided to PJM’s members. PJM was advised in this matter by Deloitte & Touche.
Based on these discussions, the following basic challenges became apparent: (1) cal-
culating variation margin (or marking the position to market) would be difficult or
impossible given the infrequently established reference prices that in turn result
from FTR Auctions occurring only once every month, and insufficient secondary
market trading of FTRs between auctions, (2) the risk of unforeseen grid outages
and other physical factors that can dramatically affect the expected future value of
an FTR position, making it very difficult for a clearinghouse to properly assess price
risk; (3) the differing tariffs governing FTRs among various RTOs, which limit the
opportunity for netting of FTR positions across several RTOs, as would be necessary
to support a viable clearinghouse; and (4) PJM’s inability at that time to novate po-
sitions to the clearinghouse due to the absence of clear legal authority to effect such
novation. Some of these challenges are surmountable. Others could be managed only
by significantly redefining the product as it exists today, potentially so radically as
to reduce or eliminate the value of the FTR as a hedging tool for firm transmission
customers.

Question 4. If the CFTC found that PJM was required to become a Designated
Clearing Organization, what steps would PJM have to take? Do you have cost esti-
mates for those steps? From whom would you recover those costs?

Answer. If the CFTC were to determine that PJM is a DCO, PJM would be re-
quired to register with the CFTC and to demonstrate that it complies with the
CFTC’s “Core Principles” applicable to DCOs. As explained below, most of the
CFTC’s DCO Core Principles are not well-suited for RTO markets because RTOs do
not provide “clearing services” within the meaning of the Commodity Exchange Act
(“CEA”) and offer products that (a) are integrally related to physical energy and
transmission services, and (b) are not “futures,” or other forms of derivatives.

The DCO Core Principles include:
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e Financial Resources.—DCOs must demonstrate adequate financial, operational,
and managerial resources to discharge their regulatory responsibilities. RTOs
do not maintain default insurance, guarantee funds, or other tiers of protection
(e.g., an intermediary default structure analogous to the role of futures commis-
sion merchants with respect to DCOs) to mitigate the impact of a participant
default. Instead, RTOs require market participants to provide financial security
(except where unsecured credit is permitted). When a member’s financial secu-
rity is exhausted, the RTO will allocate the default shortfall to its members
through a “default allocation assessment” according to the terms of the RTO’s
Operating Agreement. If RTOs were required to adopt some or all of the finan-
cial safeguards used by DCOs, it would force PJM’s members to accept substan-
tially higher operating costs and capital requirements (e.g., margin). PJM’s
Members then would likely pass these costs on to ratepayers.

e Participant and Product Eligibility; System Safeguards.—DCOs must establish
appropriate minimum standards for the DCQO’s participants and products. In ad-
dition, DCOs must establish and maintain a program of oversight and risk anal-
ysis to ensure the ongoing integrity of the DCO as a whole (including emergency
procedures for data backup and disaster recovery).

All RTO market participants are members of the RTO. There are no tiers of
members (e.g., clearing or non-clearing members) and no minimum financial
membership criteria, although members must comply with PJM’s credit policies.
This is consistent with FERC’s general policy of encouraging open access to the
RTO markets. Requiring RTOs to limit their membership, would undermine
long-standing FERC policy regarding open, non-discriminatory transmission
and power markets.

Similarly, if RTOs are required to clear their products and services (including)
FTRs) in a manner comparable to a DCO clearing futures contracts, RTOs may
be forced to substantially modify or even eliminate those products because the
RTO may not be able to conform simultaneously with both FERC’s and the
CFTC’s regulatory requirements. For example, DCOs typically mark positions
to market and collect variation margin based from market participants on a
daily basis. FTRs are priced infrequently through auctions that typically occur
only once a month. Each auction includes both buyers and sellers, but unlike
a futures exchange where buyers and sellers enter into equal and opposite
standardized contracts, the FTRs and the FTR market are defined by the phys-
ical characteristics of the transmission system. Because each FTR is essentially
a customized product, FTR buyers and sellers cannot be matched to standard-
ized contracts, and there is no certainty that any particular FTR will be priced
in any given auction. Notwithstanding the CFTC’s regulatory requirements for
DCOs, PJM cannot calculate its exposure using a current market reference
price with any regularity, and therefore as a practical matter, cannot use daily
demands for incremental collateral to manage risk.

At a minimum, certain DCO Core Principle concepts, including daily margining
and calculation of value-at-risk, would need to be translated to work within the
limits of the RTO market. Notably, the CFTC’s regulatory requirements for
credit risk management policies would need to be adjusted to rely more on a
retrospective examination of price behavior and statistical modeling, and less on
a real-time analysis of actual market conditions. Although some aspects of the
regulatory program for DCOs may be beneficial, they are mostly incompatible
with and cannot reasonably be applied to RTO markets and products.

o Settlement Procedures.—DCOs must be able to complete settlements on a time-
ly basis, even under adverse conditions. In addition, DCOs must adequately
record the flow of funds associated with each cleared transaction, and must
comply with the terms and conditions of any netting or offset arrangements
with other clearing organizations. RTOs already maintain robust settlement
systems. If necessary, these systems likely could be adapted to comply with the
DCO Core Principles.

e Protection of Customer Funds.—DCOs must develop and enforce standards and
procedures to protect member and participant funds. This concept is inapposite
to RTOs because RTOs are not themselves market participants. Indeed, defini-
tional requirements imposed on RTOs by FERC, requiring independence, pre-
vent RTOs from proprietary trading in its own account while at the same time
serving as a custodian for accounts of customers also participating in the RTOs
markets. Again, this principle follows from the intermediary structure of seat
holders and “futures clearing merchants” characterizing exchanges and clear-
inghouses respectively. This structure does not characterize RTOs.
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e Rules and Procedures.—DCOs must publish all rules and operating procedures,
including rules to ensure the efficient, fair, and safe management of events
when members or participants become insolvent or otherwise default on their
obligations. In addition, DCOs must demonstrate adequate ability to monitor
and enforce compliance with the DCO’s rules (such as, through either internal
resources or arrangements with an outside compliance organization). RTOs
have the ability to allocate member defaults through a “default allocation as-
sessment” that is similar to the procedure used by DCOs in the event of a mem-
ber default. Other aspects of the DCO Core Principles do not reasonably apply
to RTOs. For example, the “customer priority rule” cannot apply to RTOs be-
cause RTOs do not themselves engage in the markets they administer. Simi-
larly, although DCOs are required to maintain extensive surveillance and en-
forcement programs, this role in RTO markets is performed by FERC and the
RTO’s independent market monitor. RTOs are not self-regulatory organizations
as that concept is applied by the CFTC; rather they are heavily regulated orga-
nizations subject to comprehensive oversight by the FERC.

e Reporting and Recordkeeping.—DCOs must provide to the CFTC all informa-
tion necessary for it to oversee the DCOs’ activities. In addition, DCOs must
maintain all business records for five years in a form acceptable to the CFTC.
RTOs already comply with extensive FERC reporting and recordkeeping re-
quirements. Although RTOs likely could comply with this DCO Core Principle,
the CFTC’s reporting and recordkeeping requirements may be duplicative of,
and less comprehensive than, the requirements already imposed by FERC.

The DCO registration process takes approximately six months from the date when
a DCO application is submitted, unless the CFTC’s Division of Market Oversight
grants an applicant’s request for an expedited 90-day review. The process of pre-
paring the DCO application is, however, time-consuming and expensive. Therefore,
the complete registration process will likely take considerably longer than six
months.

Question 5. Could you describe some of the attributes of FTRs that you believe
distinguish them from futures?

Answer. The CEA has never defined what constitutes a contract for future deliv-
ery. However, precedent from the CFTC and various federal courts has identified
the following common characteristics of futures contracts:

Standardized, non-negotiable terms.

Future delivery.

Ability to enter into equal and opposite offsetting transactions.

Price at which the underlying commodity will be delivered in the future is fixed
on the date when a market participant enters into a futures contract.

Offered to the public.

e Secured with margin.

These elements of a futures contract generally do not apply to FTRs.

FTRs are not standardized and are not fungible. Each FTR is based on the hourly
congestion price differences across a particular transmission path in the Day-Ahead
Energy Market (i.e., the price difference between any two locational marginal price
(“LMP”) points within an RTO system). FTRs can vary in terms of quantity (in MW)
and duration (e.g., one month, three months, etc.). In each FTR Auction, there are
hundreds of thousands of possible FTR combinations upon which market partici-
pants may bid. In contrast, NYMEX futures contracts for electricity are based on
th((el price of electricity between two fixed time periods, and at a few highly liquid
nodes.

FTR positions cannot be financially settled or closed-out through offsetting trans-
actions. A long (purchase) futures contract can be settled by purchasing an equal
and opposite “offsetting” short (sale) futures contract. In contrast, FTRs must only
be, as a whole, “simultaneously feasible” such that all outstanding positions remain
within the physical limitations of the transmission system. In other words, for each
long FTR position, there is not necessarily one single equal and opposite short posi-
tion held by another market participant. A long FTR between two LMP points (A
to B) may be closed out, in whole or in part, by a combination of FTR positions in-
volving different but related LMP points (C to D and D to E, for example, where
actual physical flows on paths C to D and D to E involve some flow of electrons
across path A to B). This is fundamentally different from a futures contract and how
futures markets operate.

FTRs are not offered to the general public. FTRs are offered only to members of
a particular RTO, which typically consists primarily of transmission owners, load
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serving entities, generation owners, electric distributors, end-use commercial and in-
dustrial customers, and power marketers.

FTRs are not secured through daily margin payments. Each RTO establishes cred-
it requirements according to a process set forth in its respective, FERC-approved
tariff. For example, some RTOs establish credit requirements for market partici-
pants holding FTRs retrospectively by reference to the historical value of the posi-
tions, adjusted by a factor designed to reasonably anticipate atypical market condi-
tions. Because FTRs are allocated through an auction based process, it is not pos-
sible to establish values for FTRs even on a monthly basis. In each FTR Auction,
only a small fraction of the potential FTR combinations are bought or sold. As a
result, there is insufficient liquidity across the numerous FTR paths to establish
daily “market” values for forward FTR positions, and therefore, insufficient market
information to support more frequent margin calculations.

Question 6. In 2003, PJM revised its market rules so that FTRs were available
to al?l transmission service customers and PJM members. What motivated that revi-
sion?

Answer. On June 1, 2003, in response to a request by customers to provide them
with more liquidity and flexibility, PJM supplemented the direct allocation of FTRs
with an allocation of “auction revenue rights” or “ARRs” coupled with an Annual
FTR Auction. This change gave firm transmission customers the option to receive
the economic value of the FTR (as realized in an auction) or instead, simply convert
the ARR to the underlying FTR, so as to replicate the direct FTR allocation outcome
that existed prior to June 1, 2003. Auction revenue rights can be regarded as the
financial proceeds realized by selling the underlying FTR in an auction. Since FTRs
are specific to particular geographic points on the grid, customers may find that
they are unable to receive an allocation of all the precise FTR paths they might re-
quest. In such cases, they may prefer to retain the auction revenue rights in place
of the FTR, and use the proceeds realized by selling one FTR to purchase another
that better suits their changing supply obligations or perception of expected pat-
terns of congestion.

In short, the institution of an auction marketplace for FTRs in 2003, as requested
by wholesale customers, provided further options to those transmission customers
entitled to an allocation of FTRs. First, establishing a marketplace provided these
customers a forum to sell FTRs and buy alternate FTRs that might better match
their hedging needs, given the location and nature of the load they served. Second,
it provided efficiency through a transparent auction environment that ensured that
a party placing the greatest value on a specific FTR was able to procure that FTR.
Often, the party placing the greatest value on a particular FTR (thereby willing to
pay the highest price for this FTR) is not the party to whom the FTR is originally
allocated. In such a case, the original holder would prefer receipt of the auction rev-
enue rights associated with that FTR (i.e., the price realized for that FTR in the
auction) rather than the FTR itself. This change was endorsed by the PJM stake-
holders and approved by the FERC.

RESPONSES OF VINCENT P. DUANE TO QUESTIONS FROM SENATOR MURKOWSKI

Question 1. Is there currently a regulatory gap we’re trying to plug for electric
market mechanisms like Financial Transmission Rights? Aren’t FTRs already regu-
lated by FERC through its review and approval of RTO tariffs?

Answer. No, there is no regulatory gap that needs to be filled as FTRs and the
FTR Auction process are subject to pervasive regulation by FERC. As stated in my
testimony (Section 4b), virtually from the inception of PJM’s markets, FERC di-
rected the creation of FTRs as a means to allocate to transmission customers equi-
table access to the transmission grid. In PJM, the FTR product was approved by
FERC more than a decade ago upon the creation of PJM’s organized markets in
1997.

Furthermore, in section 217 of the EPACT of 2005 Congress states its intention
that FERC regulate FTRs comprehensively, including their formation, initial alloca-
tion, and transfer among various entities, as well as the trading of any excess FTR
rights. PJM believes that Section 217 makes clear that the Congress intended for
the FERC to regulate 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 unambiguous in this area, guided by its expertise in transmission regulation.!

1Testimony of Vincent P. Duane, Vice President & General Counsel PJM Interconnection,
L.L.C. Impacts of Potential Financial Markets Reform Legislation on Organized Wholesale Elec-
tricity Markets” March 9, 2010.
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Question 2. Why can’t utilities clear their derivative transactions on exchanges
like other standardized commodities?

Answer. To the extent this question refers to derivative transactions that take
place in over the counter environments, PJM does not take a position on the merits
of clearing standardized derivatives or an end user exemption to mandatory clear-
ing. If the question refers to arguably derivative products in RTO environments,
such as the FTR, PJM would respectfully reference its prior answers to Senator
Bingaman’s questions 3-5 above.

Question 3. What role do financial entities play in the organized wholesale elec-
tricity markets? I understand that in addition to bringing in needed liquidity some
financial entities, like J.P. Morgan, have actual electric delivery obligations.

Answer. Financial entities can play an important role in wholesale electricity mar-
kets. With the introduction of competitive retail service in several PJM states, enti-
ties such as Morgan Stanley, Goldman Sachs (J. Aron) and J.P. Morgan act as “load
serving entities” in PJM. Moreover, many traditional utility or energy companies
maintain proprietary trading businesses that, in part, financially optimize and
hedge the physical generation and load positions of their affiliate utility operations,
but also trade in PJM’s markets, in much the same manner as “financial entities.”
For these reasons, PJM would suggest that rather than drawing distinction between
“financial entities” and other entities, it may be more helpful to distinguish between
speculation and hedging, keeping in mind that both financial entities and tradi-
tional energy companies can engage in both functions from time to time.

Trading (by “financial entities” or energy company/utility affiliates) is valuable to
PJM’s markets and promotes efficiency and lower prices, up to a point. Excessive
speculation, concentration of risk, and abusive trading can distort pricing and result
in costs to consumers. PJM and FERC guard against these risks through active
market monitoring and enforcement by both an independent market monitor and
FERC itself. Furthermore, PJM continuously refines its market rules to manage
these risks, and is currently in dialogue with its stakeholders and FERC about such
concepts as the role of unsecured credit, position limits, minimum net worth re-
quirements for participants and limits on aggregate financial guarantees.

Question 4. Aren’t FTRs directly tied to the physical limitations of the grid mean-
ing there’s a finite amount in the market? Please explain.

Answer. Yes. FTRs are financially-settled products that transmission customers
use to hedge against the cost of congestion, that are directly tied to the physical
characteristics and limitations of the transmission system. FTRs can be created only
by RTOs or ISOs and their number and composition is determined based upon the
transmission system topology and the physics of physical power flows.

Congestion occurs when the least costly resources available to serve load in a
given area cannot be dispatched because the physical limitations of the transmission
lines located between the source point (sending end/generator) and the sink point
(receiving end/customer site) prevent the movement of electricity from these genera-
tion resources to the load. FTRs help hedge congestion risk by providing payments
that are proportional to the congestion that transmission customers would encoun-
ter over a specified transmission path.

In order to provide an effective risk management product, the FTRs that are
awarded through the auction process must correspond to the actual transmission ca-
pabilities of the system. If too many FTRs are awarded for a certain transmission
path, the RTO would be over-committed and the efficacy of the FTR as a hedging
tool would be compromised. To maintain the integrity of the FTR market, the FTR
Auction process relies on a linear algorithm that only awards FTRs to bidders who
have submitted a “simultaneously feasible” combination of bids. A combination of
bids is “simultaneously feasible” if the RTO’s actual transmission system can accom-
modate simultaneously transmitting the electricity underlying each FTR trans-
action. Because of the physics associated with transmitting electricity, the total
quantity of FTRs can increase above the nominal capacity of the transmission sys-
tem if there are prevailing flow and counterflow FTRs over the same transmission
path. However, even in this case, the total number of FTRs in the market is abso-
lutely limited by the physical characteristics of the transmission system.

Question 5. In 1998, PJM, the largest wholesale electric market in the world,
asked the CFTC through a No Action letter to clarify certain regulatory uncertain-
ties related to the RTO’s standing as a Derivatives Clearing Organization. It is my
understanding that the CFTC failed to respond for over a decade but just recently
turned to this issue, is that correct? What was the agency’s reason for failing to con-
sider the request in a timely manner? How is this regulatory certainty impacting
the organized markets?

Answer. On October 19, 2000, PJM filed a request with the CFTC’s then Division
of Trading and Markets for no-action relief. As required by CFTC rules, PJM peri-
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odically provided the Division with updated or supplemental information. PJM be-
lieves that it has a very professional and constructive relationship with the CFTC
and its Staff. We are not, however, privy to the CFTC’s internal activities or delib-
erations relative to PJM’s no-action request, and accordingly, cannot offer the Com-
mittee any insight on this subject.

PJM is concerned that if the present uncertainty continues, decreased liquidity
and increased volatility will ultimately raise costs for consumers and compromise
the integrity of PJM’s markets. The most troubling aspect of the recent public atten-
tion given by the CFTC to the FTR markets is the potential for a defaulting FTR
holder to allege that the FTR is illegal and unenforceable because it was not traded
in an environment registered with or overseen by the CFTC. Hopefully, this risk is
remote. Resolution of the pending no-action request in a manner which does not
raise the specter that these products needed to have been registered with the CFTC
since their inception would remove this risk.

Question 6. Didn’t PJM at one point approach NYMEX regarding these RTO-mar-
ket instruments and the Exchange had zero interest in clearing those products?
Wasn’t the rationale because the risk associated with instruments like FTRs are
tied to the realities of the system?

Answer. PJM has explored clearing services from a CFTC-registered clearing-
house, but has never found a DCO willing or able to clear PJM’s FTR product. As
discussed above in response to Senator Bingaman’s question 3, the physical charac-
teristics of PJM’s FTR product and the special requirements of PJM’s FERC-regu-
lated markets make the clearing, as defined by the CFTC, of FTRs impossible. In-
stead, PJM has implemented credit policies and mechanisms to protect the integrity
of its markets that are tailored to its products and the services it offers. These pro-
visions, developed in consultation with FERC and codified in its tariff, are as effec-
tive as the CFTC’s Core Principles, but also compatible with how RTO markets are
required to function.

RESPONSES OF JOSEPH T. KELLIHER TO QUESTIONS FROM SENATOR BINGAMAN

Question 1. What would CFTC jurisdiction over FTRs mean for FPL Group, its
customers and, more generally, ratepayers located in RTO/ISOs?

Answer. FPL Group has two principal subsidiaries: NextEra Energy Resources,
LLC, the owner of competitive generation assets and an energy marketing company
(NextEra Energy), and Florida Power & Light Company (FPL), a vertically inte-
grated utility in Florida. NextEra Energy operates in 26 states and is the largest
wind developer in the United States.

The Commodity Futures Trading Commission (CFTC) jurisdiction over FTRs may
have a variety of impacts on NextEra Energy and its customers. First, NextEra En-
ergy would be eligible for certain regulatory exclusions and exemptions because it
is an “eligible contract participant” (ECP), as currently defined by Commodity Ex-
change Act (CEA). As an ECP, transactions involving FTRs would be exempt from
all but the anti-manipulation provisions of the CEA to the extent that FTRs are con-
sidered to be transactions in “exempt” commodities. Therefore, under current law,
NextEra Energy’s transactions in FTRs are subject to overlapping anti-manipulation
authorities by FERC and CFTC.

Should the CFTC assert jurisdiction over FTRs, NextEra Energy’s transactions in
FTRs could be subject to clearing and margining requirements, which would in-
crease NextEra Energy’s transaction costs. These increased costs likely would be
passed along to our ratepayers. In addition, the CFTC could apply position limits
to transactions in FTRs, which could undermine or limit the ability of utilities and
other RTO participants to utilize this important tool in managing transmission con-
gestion costs.

CFTC regulation of FTRs is likely to be different than FERC regulation in other
respects. While FERC has allowed most FTRs to be allocated to load-serving utili-
ties on a long-term basis to assure just and reasonable rates, I would expect the
CFTC may require auctioning of all FTRs, which would make it much more expen-
sive for load-serving utilities to manage congestion risk. Moreover, CFTC may also
disfavor long-term transmission rights, and shorten the term of FTRs. That would
be directly contrary to legislative provisions in the Energy Policy Act of 2005 that
govern FERC, but not the CFTC, so those provisions do not bind the CFTC. This
approach would expose consumers to transmission congestion risk, greater price vol-
atility, and less predictable prices.

Under the proposed amendments to the CEA contained in H.R. 4173, it appears
that FTRs may fall within the definition of a swap. If that is correct, under the
amended CEA, FTRs would be subject to the exclusive jurisdiction of the CFTC, not-
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withstanding FERC’s traditional role as the principal regulator of RTO and ISO
markets. This jurisdictional change would create uncertainty about the FERC’s con-
tinuing oversight role, if any, over FTRs and other aspects of RTO markets. As
swaps, FTRs may be subject to mandatory clearing (depending upon whether they
are considered hedges and whether parties who enter into hedges are considered
Major Swap Participants under the legislation), which, as noted above, may subject
them to margining requirements and increase NextEra Energy’s transaction costs.
Regulatory uncertainty typically increases transaction costs, which likely would
have to be passed along to ratepayers.

Question 2. Are EEI members that operate within RTO and ISO markets recipi-
ents of allocated FTRs? How would these members and their ratepayers be affected
by CFTC jurisdiction over FTRs? What would it mean for these companies and their
ratepayers if FTR allocations were revised or altered?

Answer. EEI’s members are U.S. shareholder-owned electric companies that serve
95 percent of the ultimate customers in this segment of the industry and represent
approximately 70 percent of the U.S. electric power industry. Many EEI members
operate within RTO and ISO markets that offer FTRs or comparable products.

The manner in which transmission customers acquire FTRs is governed by the
terms of the applicable RTO or ISO tariff, which is subject to FERC regulation. In
many markets, FTRs are awarded through an auction process. In each auction, bids
submitted by prospective FTR holders are evaluated using a software algorithm that
determines the most economic combination of bids that still falls within the limits
of the system’s actual capacity (i.e., the best combination that is “simultaneously
feasible”). Notably, some otherwise economic bids may not clear the FTR auction
due to the physical limitations of the transmission system.

RTO and ISO markets that allocate FTRs through an auction also may provide
firm transmission customers with a form of “auction revenue rights” to offset the
cost they incur acquiring FTRs that correspond with their transmission positions.
Auction revenue rights are not FTRs, but in the markets where they exist, they can
typically be converted into FTRs through the FTR auction process.

Some RTO and ISO markets also allocate FTRs through direct sales to trans-
mission owners, direct allocations for contributions made to network upgrades, or
conversions of transmission capacity associated with certain existing transmission
agreements.

CFTC jurisdiction over FTRs and the FTR auction process would complicate RTO
and ISO efforts to comply with FERC Order No. 2000 by making it more difficult
for transmission customers to manage their congestion risk. Transmission customers
who rely on FTRs would immediately face substantial uncertainty as to whether
FTRs qualify as regulated futures contracts (under existing law or the proposed
CEA amendments) or swaps (under the proposed CEA amendments), or whether
they may be exempt from regulation under one or more statutory or regulatory pro-
visions. In addition, the FTR auction process would create uncertainty as to whether
RTOs and ISOs may need to register as a contract market or comply with the re-
quirements applicable to CFTC-regulated “trading facilities.” More generally, the
CFTC may assert that the RTO or ISO provides clearing services that requires it
to register as a derivatives clearing organization. The uncertainty resulting from
any one of these scenarios would undermine the viability of the FTR process.

If RTO and ISO market participants are unable to use FTRs to hedge their con-
gestion risk, many of EEI’'s members and their rate-paying customers will be ex-
posed to greater electricity price volatility and less predictable prices.

Question 3. Are EPSA members that operate within RTO and ISO markets recipi-
ents of allocated FTRs? How would these members and their customers be affected
by CFTC jurisdiction over FTRs? What would it mean for these companies and their
customers if FTR allocations were revised or altered?

Answer. EPSA is the national trade association for competitive wholesale power
suppliers, including generators and marketers. EPSA members include both inde-
pendent power producers and the competitive wholesale generation arms of certain
utility holding companies. The competitive sector operates a diverse portfolio that
represents 40 percent of the installed generating capacity in the United States.
EPSA members do business nationwide, both in the two-thirds of the country served
by RTOs or ISOs and the remaining one-third of the country dominated by tradi-
tional vertically-integrated utilities

Although merchant generators are not allocated FTRs by the RTOs, these FTRs
underpin the pricing, reliability and congestion management of the entire RTO.
Therefore, all of the consequences enumerated in the response to question #2 would
apply to EPSA members, who rely on well-functioning RTO markets to provide
wholesale electric service to their customers.
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Question 4. FPL Group’s subsidiary NextEra Energy is a competitive generator
and the largest wind developer in the United States. Does CFTC jurisdiction over
FTRs or other products create a disincentive to invest in renewable generation,
transmission infrastructure, or new technology?

Answer. Regulatory uncertainty is never an incentive to investment in any en-
deavor, including renewable generation and transmission infrastructure. To the ex-
tent that Congress determined that FTRs and other ISO products were to be solely
regulated by the CFTC and not the FERC then the answer to your question would
largely depend on the nature of the regulations and consistency of oversight in con-
junction with the other interrelated FERC jurisdictional products associated with
building, interconnecting and running renewable generation or transmission infra-
structure.

CFTC regulation of FTRs would introduce significant risk into their renewable en-
ergy development decisions, since they would bear the risk associated with this un-
certainty. Some wind developers build merchant projects that are not backed by
long-term contracts. The uncertainty regarding FTRs would introduce significant
risk in their investment decisions, since they would bear the risk of transmission
congestion. Wind developers that build under contract are typically not the party
most concerned with congestion and transmission regulatory issues because such
risks are frequently passed on to the off-taker of the power under the terms of the
Power Purchase Agreement (PPA). However, to the extent CFTC jurisdiction over
FTRs and other ISO products creates additional regulatory risks or uncertainty, or
creates or increases the risk of regulatory conflicts for products that were once
under a single regulatory construct for the off-taker, the off-taker is likely to ac-
count for such risk by reducing the contract price paid under the PPA. That would
make some projects uneconomic.

Any reduction in prices received for the power would negatively impact the ability
of the developer, who will rely on the PPA price to inform its investment decision,
to obtain financing for the project. In many if not most instances, a renewable in-
vestment that cannot be financed will not be built.

Therefore, the primary issue is not so much one of an upfront cost impact on
NextEra Energy development, but one of regulatory uncertainty and its likely impli-
cations on the economics of renewable investment. Entry by the CFTC into tradi-
tionally FERC-regulated products will disrupt and bifurcate the current unitary reg-
ulatory scheme, with such regulatory uncertainty leading to a disruption of the mar-
ketplace, resulting in increased costs in the areas of both compliance and risk miti-
gation for all parties involved in the product chain and lower prices for renewable
project developers.

Question 5. Your testimony states that the requirement to clear and/or trade
transactions on an exchange would materially increase both wholesale and retail
rates. Has FPL Group sought to estimate the scope of these rate increases?

Answer. As a competitive power company, renewable energy provider, and
vertically integrated utility, FPL Group has been closely following the financial re-
form legislation from the perspective of its impact on our customers, who are whole-
sale and retail electric consumers. FPL Group has calculated the amount of addi-
tional margin that it would be required to post if all OTC transactions were re-
quired to be traded on exchange several times in the last year. FPL Group has made
these calculations to ascertain at a high level how much of an impact the legislation
would have on energy costs. NextEra Energy would be required to post approxi-
mately $100,000,000! in incremental margin and FPL, our utility, would be required
to post approximately $600,000,0002 in incremental margin. The costs of transacting
on exchange or through a clearinghouse due to delivering large amounts of incre-
mental margin to the exchanges or clearinghouses would likely end up as additional
costs ultimately to be absorbed by end-users and ratepayers.

Rather than trying to pin down all the variables needed to estimate a dollar per
megawatt impact to wholesale and retail rates, the real focus should be on the
broader issue of energy companies and end-users having to raise enormous amounts
of capital without a corresponding increase in revenues at a time when that capital
is needed to start rebuilding the economy. Nevertheless, we believe such costs could
end up materially increasing wholesale and retail rates given the sheer size of the
incremental margin that will be needed.

The purpose of the broader financial regulatory reform legislation is to reduce sys-
temic risk in the financial sector. In my view, a requirement to clear and trade en-
ergy commodities does not reduce systemic risk in any fashion, and instead intro-
duces liquidity risk associated with posting margin. While FPL Group supports the

1Calculation made as of September 30, 2009.
2 Calculation made as of March 24, 2010.
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goal of financial regulatory reform, the ability of electric and natural gas companies
to use OTC energy derivatives for legitimate business purposes should be preserved.

RESPONSES OF JOSEPH T. KELLIHER TO QUESTIONS FROM SENATOR MURKOWSKI

Question 1. Is there currently a regulatory gap we’re trying to plug for electric
market mechanisms like Financial Transmission Rights? Aren’t FTRs already regu-
lated by FERC through its review and approval of RTO tariffs?

Answer. There is no regulatory gap in the regulation of FTRs. FTRs are fully reg-
ulated by FERC under FERC-approved tariffs, and have been since the RTOs began
using these products more than a decade ago. There has been no assertion of a gap
in regulation. Instead, a question has been raised of whether or not FTRs have at-
tributes of commodities or derivatives, and, therefore, are subject to overlapping reg-
ulation by CFTC under the CEA. We believe that allowing such regulatory overlap
would undermine the effectiveness of FTRs in addressing congestion within the
RTOs and raise costs to RTO participants and the consumers they serve.

Question 2. Why can’t utilities clear their derivative transactions on exchanges
like other standardized commodities?

Answer. EEI and EPSA members use OTC derivatives extensively to manage
commodity price risk for electric power, natural gas and other fuels, as well as to
contain risk-related costs when financing energy infrastructure. A requirement to
clear all derivatives transactions would greatly reduce the ability of companies to
find the customized derivative products they need to manage their risks because
clearinghouses and exchanges require a high level of margin and collateral for the
derivatives and commodities products traded.

Customization of contracts is necessary for everything from specific delivery
points in electricity to quantities of natural gas. Without the ability to use these
customized transactions, energy suppliers would be severely constrained in the
types of products and the costs of those products that could be offered to consumers.
In addition, for centrally cleared products to be effective, standardization and a crit-
ical mass of market participants are essential. For example, in the case of elec-
tricity, since its unique physical nature precludes significant storage and requires
that it be consumed when generated in hundreds of physical markets, the pre-
requisites for standardized and centralized clearing are missing. So, electricity price
risk cannot be managed through a selection of exchange-traded contracts. Rather,
such derivatives often require customization in order to be effective.

While centrally cleared exchanges strictly require cash collateral, individually ne-
gotiated OTC contracts allow hedging entities to use alternative collateral struc-
tures such as asset liens, credit lines or no collateral below agreed upon thresholds.
Providing such flexibility frees up scarce capital for investments in energy infra-
structure. Conversely, not allowing such collateral structures and forcing all OTC
transactions to clear through exchanges would unnecessarily divert substantial cap-
ital from productive investments and drive up the price of energy commodities.

Limiting access to these risk management tools by mandating the clearing of OTC
transactions would jeopardize the ability of energy providers to manage risks, in-
crease consumers costs and increase excessive consumer exposure to market vola-
tility. The OTC derivatives markets’ very purpose is to provide customized solutions
that meet the individual needs of customers with flexible products as well as diver-
sified margin and collateral requirements. Provisions requiring clearing of trans-
actions will only increase costs and limit market participants’ ability to manage
risks without creating comparable offsetting benefits.

Question 3. Mr. Kelliher, as a former FERC Chair, you've stated that an MOU,
as called for in the House-passed legislation, is insufficient to resolve jurisdictional
issues between FERC and CFTC. Please explain.

Answer. As FERC Chairman, I entered into a number of Memoranda of Under-
standing (MOU) with other federal and state agencies, including the CFTC. An
MOU is a useful vehicle for two or more agencies to coordinate how they will exer-
cise their respective legal authority in a manner that avoids or minimizes conflict
between the agencies, improves their ability to discharge their respective statutory
duties, and provides greater transparency to the regulated community.

However, the MOU in the House bill has an altogether different purpose. The pur-
pose of the MOU provision in section 3009 is not to coordinate how FERC and the
CFTC will exercise their jurisdiction, but to define the jurisdiction of the two agen-
cies. With respect, I believe that is the duty of the Congress and is not something
that should be the subject of a MOU.

Under section 3009(a)(1) the CFTC and FERC are directed to negotiate an MOU
to “establish procedures for applying their respective authorities in a manner so as
to ensure effective and efficient regulation in the public interest, resolving conflicts
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concerning overlapping jurisdiction between the two agencies, and avoiding, to the
greatest extent possible, conflicting or duplicative regulation.”

As was discussed at the hearing, there is a jurisdictional disagreement between
FERC and the CFTC. The heart of the dispute is that FERC has interpreted the
anti-manipulation authority granted by Congress in the Energy Policy Act of 2005
as requiring it to police market manipulation in futures market that affects jurisdic-
tional wholesale power and natural gas markets. The CFTC objects to this interpre-
tation, and would prefer that FERC limit the scope of its anti-manipulation author-
ity.

This disagreement has now endured for nearly three years, and has spilled into
litigation regarding FERC enforcement proceedings against companies it believes
engaged in market manipulation. There is no reason to expect that either agency
will alter its position, since both agencies appear to interpret current law regarding
their respective jurisdiction and statutory duties differently. As a practical matter,
if the two agencies disagree on how to interpret current law, there is no reason to
expect an MOU can resolve that disagreement.

In my opinion, the MOU provision of H.R. 4173 will prove ineffective because the
agencies are unlikely to agree on jurisdictional boundaries, and an MOU that de-
fines the respective jurisdiction of the two agencies is unlikely to be entered into.
The disagreement will continue.

Congress can compel two agencies to begin a discussion about a possible MOU,
but Congress cannot compel the agencies to agree on how to interpret current law
through the device of an MOU negotiation. If Congress wants to “resolvl[e] conflicts
concerning overlapping jurisdiction between the two agencies” it should pass sub-
stantive legislation to define their respective jurisdictions.

At this point, it appears that only Congress or the courts can define the respective
jurisdiction of FERC and the CFTC, the Congress through legislation that clarifies
jurisdiction, the courts through orders interpreting current law. A MOU is no sort
of solution to the jurisdictional disagreement between the two agencies.

Question 4. You've testified that forcing trading on exchanges would cost hundreds
of millions of dollars for the average utility or generation company and that the
margin and collateral requirements would tie up large amounts of cash, creating
“dead” capital. What would the cost impact of CFTC regulation of FTRs and OTC
transactions be for a utility like Florida Power and Light?

Answer. If the current legislative proposals were to pass and all standardized
OTC transactions were required to be traded on exchange or cleared, then FPL
would be required to post approximately $600,000,0003 in incremental margin.
While FPL is considered a very large utility, this number is consistent with other
estimates of the impact the OTC legislation could have on investor-owned utilities.

EEI President Tom Kuhn has stated that the increased costs of requiring OTC
transactions to be transacted on exchanges would be “astronomical—in the neigh-
borhood of hundreds of millions of dollars annually for an average utility.”4 There
are currently approximately 200 investor-owned utilities in the United States. The
total cost to the electric utility sector alone would be many billions of dollars.

This amount does not include any amounts of incremental collateral that would
be required to be posted by other energy participants such as: (i) non-investor-owned
utilities, (ii) other end-users (wholesale generators and other non-utility energy con-
sumers), (iii) wholesale commercial energy companies, (iv) dealers, (v) speculators,
and (vi) other energy commodity participants in the natural gas market. The overall
impact of the OTC legislation would be to cause thousands of companies to either
(i) raise billions of dollars in additional capital for incremental margin, above and
beyond what is required in the current regulatory construct, or (ii) drop their hedg-
ing acfivities in part or in total and take on market risk rather than trying to raise
capital.

In this slowly recovering economy, it is difficult to imagine the impact on the fi-
nancial markets as companies try and raise billions of dollars within a short
regulatorily mandated time period. To make matters worse, those entities will have
to raise those amounts without being able to project a corresponding increase in rev-
enues in order to pay back the capital or deliver a return. Additionally, those bil-
lions of dollars that would then be used for margining will displace capital that
would have otherwise been used for capital investment projects at a time when cap-
ital investment is most needed.

With respect to possible CFTC regulation of FTRs and other RTO/ISO products,
that is more of a concern for NextEra Energy than it is for FPL because FPL is
not located in an RTO/ISO. The impact on NextEra Energy, which transacts in the

3 Calculation made as of March 24, 2010.
4See For Utilities, Derivatives is not a Dirty Word, Energy Daily, October 7, 2009.
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RTO/ISOs that sell FTRs, relates more to regulatory uncertainty than direct costs.
Entry by the CFTC into traditionally FERC regulated products will disrupt and bi-
furcate the current unitary regulatory scheme, with such regulatory uncertainty re-
sulting in increased compliance and risk mitigation costs for all parties involved,
and lower prices for renewable energy developers.

Question 5. Don’t regulated utilities use instruments like FTRs to keep consumer
prices stable? You don’t really make any money from hedging, do you?

Answer. Regulated utilities use FTRs to help manage risk. They buy FTRs to
manage, or hedge, the amount they will have to pay for congestion. Without the
ability to manage this risk, costs would go up and consumers would be subject to
the volatility that results from the occurrence of transmission congestion.

The purpose of hedging is not to make money, but instead to lock in prices or re-
move volatility from various commodity inputs used to generate or deliver electricity
over a certain period of time.

The way a hedge works is when the value of the underlying commodity is up, then
the value of the hedge contract is down. And vice versa, when the value of the un-
derlying commodity is down, then the value of the hedge contract is up. The net
result of this is a stable price for the hedging utility, which ultimately benefits retail
electricity consumers.

Question 6. Why do you believe it’s necessary for Congress to specify an end-user
exemption for both wholesale and retail market participants?

Answer. EEI and EPSA members engage in risk management transactions in the
OTC derivatives markets to help ensure stable and affordable rates for customers
in both the wholesale and retail electricity markets. As previously noted, the high
cash margin requirements of clearing would significantly increase transaction costs
for our members and, ultimately, their wholesale retail customers. In addition, it
would tie up needed cash at a time when the cost of capital is high, access to capital
markets is uncertain, and our industry needs to invest billions in renewable energy
sources and clean energy infrastructure. As a result, our more capital-constrained
members may choose to hedge fewer of their transactions, thereby increasing their
risks and passing potentially volatile pricing onto wholesale and retail customers.

RESPONSE OF JOSEPH T. KELLIHER TO QUESTION FROM SENATOR STABENOW

Question 1. Please share your views on whether the mandatory reporting of en-
ergy commodity contracts to regulated swap or derivative repositories is a regu-
latory solution that would meet the public policy goals of increasing market trans-
parency, mitigating systemic risk, and providing price transparency, without hin-
dering the ability for end-users to hedge their commercial risk or increasing costs
to consumers.

Answer. EEI and EPSA believe that promoting greater regulatory oversight and
transparency of OTC derivatives markets through increased financial reporting and
authority to the CFTC to prevent manipulation is a laudable goal of proposed finan-
cial reform. This transparency can be achieved in a cost-effective way through mech-
anisms such as mandatory reporting requirements and a central data repository, as
opposed to mandatory clearing for energy. Reporting all OTC transactions to a cen-
tral data repository would provide the CFTC a window for the first time into the
OTC markets, without hindering the ability of end-users to efficiently manage their
commercial risk. In addition, we support the clearing of standardized derivatives be-
tween large financial dealers, where appropriate, through regulated central counter-
parties to reduce systemic risk and bring additional transparency through informa-
tion regarding pricing, volume and risk. Energy suppliers welcome the increased
regulatory oversight and reporting through such a central data repository mecha-
nism.

RESPONSES OF JON WELLINGHOFF TO QUESTIONS FROM SENATOR BINGAMAN

Question 1. How would CFTC jurisdiction over FTRs affect FERC’ s overall mis-
sion of ensuring just and reasonable rates?

Answer. CFTC jurisdiction over FTRs could significantly impair FERC’s ability to
ensure just and reasonable rates. FTRs are an important tool for protecting cus-
tomers against the risk of price increases for transmission services in RTOs/ISOs.
Congress recognized the importance of FTRs when it enacted FPA section 217 as
part of the Energy Policy Act of 2005, requiring FERC to use its authority in a way
that enables load-serving entities to secure FTRs on a long-term basis for long-term
power supply arrangements made to meet their customer needs. CFTC jurisdiction
over FTRs could lead to, e.g., limits on the availability of FTRs for load-serving enti-
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ties and thus less protection for their customers against increases in transmission
costs.

Question 2. Chairman Wellinghoff’s testimony states that regulatory uncertainty
could slow investments in renewable resources or smart grid technology. Would
CFTC regulation of a financial instrument like FTRs have such far-reaching im-
pacts? Please explain.

Answer. Yes, CFTC regulation of FTRs could reduce investment in such resources.
For example, as indicated in my answer to your Question #1, CFTC jurisdiction over
FTRs could lead to limits on the availability of FTRs for load-serving entities. A
load-serving entity considering whether to buy long-term power from a proposed
wind farm would need to consider the expected cost of transmission, particularly if
the wind farm would be far from the load. FTRs can help ensure that the expected
transmission costs are unlikely to increase significantly. Without the certainty pro-
vided by FTRs, the load-serving entity might decide to continue buying short-term
power and the wind farm thus might lack the customer commitment it needs to get
financing and begin construction.

Question 3. In his testimony, Vincent Duane from PJM Interconnection stated
that the FTR is inextricably linked to locational priced energy markets. How could
FERC and the CFTC fulfill their respective missions if they individually regulate,
according to different standards, two “inextricably linked” products?

Answer. Duplicative regulation of RTO/ISO markets would not be workable or
wise. As I testified, all elements of RTO/ISO markets are approved by FERC, incor-
porated into FERC-approved tariffs and monitored closely by independent market
monitors and FERC. CFTC regulation of one or more of these elements, such as
FTRs, could disrupt the integrated functioning of these markets, leading to ineffi-
ciencies and higher energy costs for consumers.

Question 4. How would CFTC jurisdiction over FTRs impair FERC’ s ability to
protect against manipulation in the RTO markets?

Answer. Under the Commodity Exchange Act, the CFTC asserts exclusive juris-
diction in the markets they regulate. Were the CFTC to acquire exclusive jurisdic-
tion over the FTRs currently traded in RTO/ISO markets subject to FERC regula-
tion, FERC’s authority to prevent and punish market manipulation in the RTO mar-
kets could be restricted.

Question 5. Do you believe that an FTR defined by a particular source-sink com-
bination is distinct from an FTR with a different source-sink combination?

Answer. Yes. An FTR is a right based on congestion between two specific points.
An FTR for congestion between Pittsburgh and Philadelphia is not fungible with an
FTR between Pittsburgh and Hagerstown, MD. A loadserving entity seeking to buy
power in Pittsburgh for delivery to customers in Philadelphia can benefit from an
FTR between those two points, but not from an FTR for delivery in Hagerstown.
PJM alone has thousands of such point-to-point combinations of FTRs, making them
much less fungible than typical futures regulated by the CFTC.

Question 6. Much of the discussion at the hearing focused on FTRs, which are
available within RTOs and ISO markets. Do you have concerns with respect to pos-
siblei{ CF{;I‘C jurisdiction over products that are available outside of RTO and ISO
markets?

Answer. Yes. For example, the definition of “swaps” in H.R. 4173 could be con-
strued to include bilateral capacity contracts. Under this type of contract, a load-
serving entity can assure its ability to meet its customers’ needs by buying the right
to use certain resources?, a power plant’s output or a right to demand response) but
does not have to commit to buy a specific amount of energy at an agreed-upon price.
In an RTO/ISO market, capacity obligations help ensure that there will be enough
“steel in the ground” and other resources to meet the aggregate needs of the mar-
ket’s customers. In bilateral markets, capacity contracts can serve the same purpose
for an individual utility. In both organized markets and bilateral markets, capacity
contracts can be critical in ensuring that a proposed resource has a projected rev-
enue stream sufficient to allow development of the resource.

RESPONSES OF JON WELLINGHOFF TO QUESTIONS FROM SENATOR MURKOWSKI

Question 1. Is there currently a regulatory gap we’re trying to plug for electricity
market mechanisms like Financial Transmission Rights? Aren’t FTRs already regu-
lated by FERC through its review and approval of RTO tariffs?

Answer. There is no regulatory gap. RTOs/ISOs are comprehensively regulated by
FERC. CFTC regulation of FTRs would not close a regulatory gap but would instead
impose duplicative and potentially conflicting regulation.

Question 2. According to former FERC Chairman Joe Kelliher, who is testifying
today on the second panel, energy providers do not pose a systemic risk to the
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broader economy. Instead, the entire commodities market is less than I percent of
the global OTC derivatives markets, and the energy commodity portion is yet a frac-
tion of that one percent.

Do you agree that these electricity market instruments do not pose the kind of
systemic risk Congress is trying to address in financial reform regulation? Ifso, isn’t
this a good case for striking a reasonable balance?

Answer. Amidst the recent meltdown of financial markets, electricity market in-
struments regulated by FERC did not at any time pose a systemic risk to the na-
tional economy. In addition to the relatively small size of the markets for the instru-
ments, FERC already comprehensively regulates all RTO/ISO rates, terms, and con-
ditions of service, including reviewing, approving, and revising credit practices.

Question 3. There’s a concern that under the new financial reform legislation the
RTOs and ISOs themselves could become subject to the CFTC’s jurisdiction as “de-
rivative clearing organizations.” Is that appropriate? If RTOs were subject to the
CFT%’g exclusive jurisdiction, what additional rules and regulations would be re-
quired?

Answer. Regulation of RTOs/ISOs as “derivative clearing organizations (DCOs)”
would be inappropriate because RTOs/ISOs are already regulated comprehensively
by FERC. CFTC regulation of RTOs/ISOs as DCOs could subject them to conflicting
requirements or could impair FERC’s ability to protect consumers from excessive
rates.

A DCO must demonstrate ongoing compliance with various “core principles” set
forth in the Commodity Exchange Act and the CFTC’s regulations. These core prin-
ciples are used to evaluate the DCQO’s capabilities in such areas as adequacy of fi-
nancial resources, risk management and settlement processes, and default proce-
dures. The differences between DCOs and RTOs/ISOs make it difficult to determine
the specific requirements the CFTC might impose on RTOs/ISOs.

Whether the CFTC would, or even could, adopt rules and regulations to “har-
monize” CFTC and FERC regulation of RTO/ISOs in order to recognize their unique
characteristics and avoid inconsistent regulation is unclear.

Question 4. If RTO products—or the RTOs themselves—became subject to the
CFTC’s exclusive jurisdiction, wouldn’t that mean that FERC was precluded from
fulfilling its mandate that consumer electricity prices be just and reasonable?

Answer. The CFTC asserts that its jurisdiction under the Commodity Exchange
Act is exclusive. If so, then CFTC regulation of RTO/ISO products or of the RTO/
ISOs themselves could limit FERC regulation and prevent FERC from fulfilling its
statutory obligation to ensure just and reasonable rates.

Question 5. As we talk about the problems associated with subjecting these trans-
actions to a cash collateral clearing requirement, it’s easy to forget that transactions
like FTRs are already subject to credit requirements.

a. Can you please elaborate on how these credit requirements now work?

Answer. FTRs provide revenue to the holder of those rights that can be used to
insure against the costs associated with physical congestion on the electric grid. As
you note, FTRs are subject to credit requirements. Generally speaking, the credit
requirements are established based on an estimate of the cash flow associated with
each FTR owned. Practically speaking, this means estimating the revenue for each
year on a particular path, for example, between a location in central Pennsylvania
and a location in southern New Jersey, to assess the risk that the FTRs, due to
changes on the electric system, may not yield a positive cash flow. In these in-
stances, the party owning the FTR will have to “pay” rather than receive payment.
The risk being assessed is for non-payment. Based on this analysis, credit is ex-
tended based on factors relating to the risk profile of the particular market partici-
pant. The market participant currently can post collateral to meet this credit re-
quirement using a combination of secured credit (e.g., cash or letters of credit) and
unsecured credit (e.g., parent company guarantee). The RTO/ISO markets generally
allow a certain amount of unsecured credit for more creditworthy entities although
some have moved to prohibit unsecured credit in the FTR market and the Commis-
sionis recent proposed rules on credit would remove unsecured credit in all FTR
markets.

b. Isn’t FERC currently considering whether to increase these credit require-
ments? Aren’t you also examining whether to require additional information re-
garding the reselling of FTRs in secondary markets?

Answer. FERC has been actively looking at improving credit management in the
RTO/ISO markets since their inception and has made several modifications. FERC
addressed the issue generically in 2004 with a Policy Statement that spurred re-
forms on a case-by-case basis. In light of the financial crisis, the Commission in Jan-
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uary 2009 held a technical conference to examine the effects of the crisis on whole-
sale electric markets. More recently, the Commission issued proposed rules on credit
reforms (in Docket No. RM10-13-000) at its January 2010 meeting. The proposed
rules would eliminate any use of unsecured credit in the FTR auctions. The pro-
posed rules also would require shorter settlement cycles in all transactions, require
minimum creditworthiness criteria for market participation, clarify when a market
administrator may invoke “material adverse change” to require additional security,
and shorten the grace period for curing collateral posting requirements.

Further, the Commission has opened an inquiry in Docket No. RM10-12-000 into
whether to require quarterly reporting of all bilateral (secondary) sales of FTRs. Re-
porting such sales of FTRs could increase the transparency of the FTR markets.

c. Finally, aren’t public power entities often legally prohibited from providing
cash as collateral?

Answer. In the RTO/ISO markets, secured credit is obtained through either a
posting of cash as security or a letter of credit from a creditworthy bank with offices
in the United States. Traditionally, public power entities have often not been re-
quired to post collateral. As mentioned in response to the previous question, the
Commission’s proposed rule would eliminate the ability to post unsecured credit for
FTRs, though we seek comments on whether some market participants, like public
power entities, should be exempt from the new proposed rule.

Question 6. Are FTRs “standardized” contracts or are these customized products
that are not fungible?

Answer. Each FTR is path-specific and its value reflects the difference between
the price of power at two particular locations on the grid. There are thousands of
paths in each market, each with its own unique risk profile. FTRs are not fungible
in the way that instruments traded on NYMEX are fungible. Fungibility allows
traders to create new contracts and trade in and out of existing ones because each
new contract is exactly the same. Because only the RTO/ISO issues FTRs, and does
so only in a manner consistent with the physical constraints on the system during
defined auction periods, individual traders cannot decide to create new FTRs outside
of the RTO auctions.

RESPONSES OF JON WELLINGHOFF TO QUESTIONS FROM SENATOR STABENOW

Question 1. The House bill directs FERC and the CFTC to create memorandum
of understanding for the process of sharing information to avoid duplicative regula-
tion. It also gives the CFTC the authority to exempt FTRs from its regulation only
if the CFTC determines that the “exemption would be consistent with public inter-
est.” It directs the CFTC to “not unreasonably deny any request made by the Fed-
eral Energy Regulatory Commission for such an exemption.”

If this provision were to pass into law and the agencies could not agree on an
MOU in a timely manner or a lack of clarity in the jurisdiction remained, I am con-
cerned this may affect energy prices. In a state like Michigan our manufacturers
and households cannot afford undue burdens like this and I am worried uncertainty
leads to an increase in prices. Do you agree with this and if so do you think that
keep)ing energy costs low via energy markets qualifies as within the “public inter-
est”™?

Answer. Lack of clarity about who regulates the energy markets can reduce the
willingness of investors to support new energy infrastructure or increase the return
on capital they seek for making investments in the face of such uncertainty. Both
of these outcomes could hurt consumers. Legislation clearly preserving FERC’s ju-
risdiction would avoid this uncertainty, and is far preferable to a statutory require-
ment that two agencies resolve the issue by agreement. Furthermore, while the Fed-
eral Power Act’s concept of “public interest” clearly includes keeping energy costs
reasonable for consumers, the Commodity Exchange Act’s reference to “public inter-
est” is not parallel. The Commodity Exchange Act focuses on whether markets oper-
ate fairly and orderly but, unlike the Federal Power Act, contains no obligation to
consider the reasonableness of rates to customers.

Question 2. During his testimony, Mr. Gensler pointed to the Amaranth case as
a good example of the two agencies working together. Please describe the situation,
each agency’s role and if there is anything you would do differently.

Answer. Shortly after FERC first observed the anomalous trading activity by Am-
aranth and initiated its investigation, it informed the CFTC. Thereafter, the agen-
cies worked well together in evaluating and investigating the matter. Each agency
brought a case against Amaranth, though there were substantive differences in the
two cases. FERC has a Memorandum of Understanding with the CFTC under which
FERC requests, through the CFTC, data and information from the CFTCdesignated
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“Contract Markets” such as NYMEX. While FERC retains the ability to acquire
such information directly, through informal request or Commission subpoena, FERC
has respected the role of the CFTC as the exclusive day-to-day regulator of the mar-
ket and has used this process consistently even though it is not as efficient as seek-
ing the information directly. The CFTC did take a position in the courts that FERC
did not have jurisdiction over an Amaranth-type case. FERC strongly disagrees with
that position, and depending on how the cases progress, the courts may resolve that
matter.

Question 3. If the CFTC determines that FTRs are futures contracts how would
that change your regulation of the market? Are there areas where you see regula-
tion of the market could be improved? If so, is it possible for FERC to address them?
Would legislation be required?

Answer. If the CFTC determines that FTRs are futures contracts, the CFTC
would then decide whether to impose its regulatory requirements on FTRs or ex-
empt them from CFTC regulation. If the former, the CFTC would assert that its
jurisdiction is exclusive, and FERC could be precluded from regulating FTRs.

FERC considers on an ongoing basis whether improvements are warranted in
RTO/ISO markets. For example, two months ago, FERC proposed (in Docket No.
RM10-13-000) strengthening the credit requirements in RTO/ISO markets. FERC
will consider all comments received on this proposal before taking final action. At
the same time, FERC opened an inquiry in Docket No. RM10-12-000 on whether to
require comprehensive reporting of bilateral (secondary) sales of FTRs. FERC has
comprehensive authority to regulate the rates, terms and conditions of RTO/ISO
markets, and does not see a need for additional legislation, except for the purpose
of preserving FERC’s jurisdiction.

Question 4. Please share your views on whether the mandatory reporting of en-
ergy commodity contracts to regulated swap or derivative repositories is a regu-
latory solution that would meet the public policy goals of increasing market trans-
parency, mitigating systemic risk, and providing price transparency, without hin-
dering the ability for end-users to hedge their commercial risk or increasing costs
to consumers.

Answer. I do not have a position on the mandatory reporting of energy commodity
contracts to regulated swap or derivative repositories, but FERC has imposed exten-
sive reporting requirements in the wholesale power markets. FERC currently re-
quires all companies authorized to sell physical power under its jurisdiction to re-
port their sales in detail on a quarterly basis. These reports include counterparty
information, price, quantity and location, and FERC makes this information publicly
available. FERC has adopted this requirement to ensure that the public has access
to the rates charged by power sellers in compliance with the Federal Power Act and
as a mechanism to aid transparency in furtherance of the Commission’s statutory
mission to ensure just and reasonable rates.

RESPONSE OF MICHAEL W. HENDERSON TO QUESTION FROM SENATOR BINGAMAN

Question Ia. Your testimony notes that the Southwest Power Pool (SPP) is “cur-
rently evaluating and designing how it will develop an FTR market,” which is one
of many possible changes to the SPP market. What is driving SPP and its market
participants to evaluate changes to its current market design?

Answer. The desire of SPP’s members to implement a day-ahead energy and ancil-
lary services market is primarily driven to realize an annual savings of one hundred
million dollars ($100,000,000) identified in a cost/benefit study.

Question 1b. Has uncertainty surrounding regulation of FTRs influenced that
evaluation in any way? If yes, how?

Answer. Our evaluation thus far has assumed FTRs will continue to be regulated
by FERC as a cost allocation vehicle not as a separate market commodity. If finan-
cial reform legislation were to create uncertainty, the stakeholders in SPP would
have to reconsider whether the move to an FTR market still provided consumers
with net benefits. In other words, the uncertainty could potentially deny consumers
in SPP the opportunity to save $100 million.

RESPONSES OF MICHAEL W. HENDERSON TO QUESTIONS FROM SENATOR MURKOWSKI

Question la. Is there currently a regulatory gap we're trying to plug for electric
market mechanisms like Financial Transmission Rights?

Answer. No, in my opinion, there is no regulatory gap for those mechanisms. Such
mechanisms, like congestion rights, are an inherent part of the cost of wholesale
electric sales and transmission service regulated by FERC.
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Question 1b. Aren’t FTRs already regulated by FERC through its review and ap-
proval of RTO tariffs?

Answer. Yes.

Question 2. Why can’t utilities clear their derivative transactions on exchanges
like other standardized commodities?

Answer. FTRs are not “standardized commodities”. FTRs are unique and non-
interchangeable congestion reservation rights used by FERC to allocate cost among
transmission users. Many of the other hedging transactions used by cooperatives are
similarly difficult to treat as “standardized commodities.” They are used to provide
carefully tailored hedges for physical transactions that provide for delivery of dif-
ferent volumes of energy for each of the 8760 hours of the year at thousands of dis-
tinct delivery points. Even those hedging transactions that might be susceptible to
standardization are currently being traded between sophisticated counterparties
with individualized credit requirements that recognize the different business struc-
tures, levels of liquidity, and sources of security specific to different electric utilities.
Mandatory clearing on exchanges would force those “round” end-user transactions
into “square” holes designed for financial counterparties. Without providing the
markets any greater protection, such an approach could inevitably increase the cost
of hedging for utilities and thus raise either the cost of power or the volatility of
prices for retail electric consumers.

Question 3. You testified that the cost for the Arkansas Electric Cooperative Cor-
poration of providing transmission service to rural Arkansans increased by over 60%
from 2004 to 2009—that’s about a 10% increase per year. Would these costs have
been even higher without the use of hedging instruments like Financial Trans-
mission Rights (FTR) and Congestion Revenue Rights (CRR)?

Answer. FTRs and CRRs are not currently part of the SPP market. Congestion
costs are currently part of the transmission tariffs set by FERC. If FTRs/CRRs are
introduced in the SPP as a separate commodity, they should only serve to attempt
to fine tune the allocation of congestion cost among users. But, as noted above, stud-
ies indicate that, collectively, all consumers within the SPP footprint could save as
much as $100 B if the RTO develops FTR markets. Those savings are at risk if fi-
nancial reform legislation creates regulatory uncertainty by imposing duplicative
layers of regulation on those markets.

Question 4a. What would CFTC regulation of these financial products like FTRs
and CRRs mean to your consumers?

Answer. First, if financial reform legislation imposes duplicative layers of regula-
tion on FTRs and FTR markets, the SPP might choose not to form those markets,
denying consumer’s significant potential savings. If the SPP does establish the FTR
markets and they are regulated by both the FERC and the CFTC, there could be
two different regulators defining what an FTR ‘is,” who can trade in FTRs, how they
are traded, and what the credit requirements are for trading the FTRs. Those rules
could conflict, raising the specter that a utility that complies with its FERC tariff
could be in violation of CFTC regulations and vice versa. That uncertainty will
make it extremely different for utilities to use FTRs to hedge their risks in the SPP
market. Moreover, FERC can currently take all transmission costs into consider-
ation when setting transmission tariffs. If a portion of transmission costs are regu-
lated outside of FERC (such as by the CFTC), the opportunity for financial and non-
utility entities to extract value or inflict additional cost to transmission users could
exist. Regulation by CFTC could open FTRs and CRRs values to more volatility and
resulting in less stable transmission cost. More volatile cost generally will result in
more volatile financial results and ultimately more expensive capital cost as well as
incurring duplicative regulatory costs for the transmission users.

Question 4b. Would the costs associated with clearing prohibit the use of these
hedging instruments, thereby leaving consumers exposed to volatile prices, or would
you simply be forced to pass on the increased costs to the end-user?

Answer. The cost of clearing would not technically prohibit the use of these hedg-
ing instruments as long as the costs are included in FERC approved tariffs. How-
ever, as an electric cooperative, any additional costs are absorbed by our member
consumers. Thus we face a Hobson’s choice. We must either charge our customers
more for power to cover the higher cost of hedging, or if those added costs are great-
er than the value of the hedge, then we will be unable to hedge our market risks
and will instead expose our consumers to much greater price volatility.

Question 4c. What are the problems associated with cash collateral requirements?

Answer. The two primary problems with collateral calls are the cost of providing
a credit facility and the availability of a credit facility. If the SPP used FTRs and
CRRs during the last quarter of 2008, AECC would have had to pay large fees for
a credit facility if it could even find a financial institution that could provide one.
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These additional costs are borne by AECC’s rural member consumers with no serv-
ice benefit.

Question 5. You noted in your testimony that all components of transmission costs
should be regulated by a single entity. What are the practical problems of having
two federal regulators?

Answer. Multiple regulators require duplicative compliance and reporting by mar-
ket participants. Duplicative compliance efforts will drive up the cost for trans-
mission users. FERC as regulator of the physical transmission service would not be
in a position to set a tariff to include the market losses or gains incurred from trans-
actions in a financial market. Different objectives of multiple regulators can result
in conflicting rules making compliance difficult or impossible to attain and poten-
tially subjecting the market participant to penalties from one regulator merely be-
cause they complied with the rules imposed by the other regulator.

Question 6. Do you believe that advanced power sales should be categorized as
futures transaction, making them subject to the CFTC’s exclusive jurisdiction?

Answer. No. Advanced power sales are not commodities in my opinion. A signifi-
cant number of committed transactions in many markets take place on an advance
basis. Advanced power sales should be viewed in a like manner as transactions for
non-refundable hotel reservations or airline tickets purchased days before actual
travel or advanced purchase of entertainment tickets before the event.

In the 2005 Energy Policy Act (EPAct), Congress recognized the need for load
serving entities to plan long-term to meet the needs of our consumers. Rather than
providing for transmission rights to be treated as a traditional commodity, Congress
required in new Federal Power Act (FPA) sec. 217(b)(4) that FERC exercise its au-
thority under the FPA to ensure that load serving entities (like electric cooperatives)
have access to the long-term transmission rights they need to meet the long term
needs of their consumers. Congress recognized in this section that the electric utility
industry is a capital intensive industry in which we rely on generation and trans-
mission infrastructure that can take 30 years to pay off and that can be useful for
another 40 years after that. Congress understood when they drafted EPAct that we
cannot plan, finance, build, and maintain that infrastructure based entirely on spot
market purchases and sales. Instead, we must contract for both power resources and
the transmission capacity needed to deliver that power to load months, years, and
even decades ahead. Those contracts are supported financially by the legal obliga-
tion of millions of retail consumers to pay for the power that they use to heat their
homes, run their production facilities, and pump water to irrigate their crops. EPAct
is consistent with the federal government’s long-standing position that electricity is
as an essential service imbued with the public interest rather than as a commodity
like soybeans or pork bellies. That is why the physical market for electricity has
long been closely regulated by economic regulators, including the Federal Power
Commission and its successor the FERC and state PUCs, rather than the CFTC.

RESPONSES OF GARY GENSLER TO QUESTIONS FROM SENATOR BINGAMAN

Question 1. The CFTC is currently examining whether Financial Transmission
Rights (FTRs) should be considered “futures” under the Commodities and Exchange
Act. Is the CFTC currently examining any other FERC-approved instruments or
products that are available pursuant to Regional Transmission Organization (RTO)
or Independent System Operator (ISO) tariffs? If so, which instruments or products
and why?

Answer. The CFTC has not taken any action to regulate the FTR market which
is currently regulated by the Federal Energy Regulatory Commission (FERC). Addi-
tionally, the CFTC is not seeking to regulate other current RTO products.

In 2000, PJM Interconnection, LLC contacted staff of the Commodity Futures
Trading Commission (CFTC) in regard to a possible exemption from the Commodity
Exchange Act (CEA) for PJM’s FTR market due to similarities between FTRs and
futures contracts. In addition, some information has been supplied by PJM to the
CFTC staff in the intervening years. In order to address potential concerns with re-
spect to the authorities of the two agencies, section 3009 of the House passed
version of H.R. 4173 requires cooperation between them. Section 3009 specifies:

SEC. 3009. MEMORANDUM.

(a)(1) The Commodity Futures Trading Commission and the Federal Energy
Regulatory Commission shall, not later than 180 days after the date of the en-
actment of this section, negotiate a memorandum of understanding to establish
procedures for—
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(A) applying their respective authorities in a manner so as to ensure ef-
fective and efficient regulation in the public interest;

(B) resolving conflicts concerning overlapping jurisdiction between the
two agencies; and

(C) avoiding, to the extent possible, conflicting or duplicative regulation.

(2) Such memorandum and any subsequent amendments to the memorandum
shall be promptly submitted to the appropriate committees of Congress.

(b) The Commodity Futures Trading Commission and the Federal Energy
Regulatory Commission shall, not later than 180 days after the date of the en-
actment of this section, negotiate a memorandum of understanding to share in-
formation that may be requested where either Commission is conducting an in-
vestigation into potential manipulation, fraud, or market power abuse in mar-
kets subject to such Commission’s regulation or oversight. Shared information
shall remain subject to the same restrictions on disclosure applicable to the
Commission initially holding the information.

Question 2. Does the CFTC believe it should be regulating FERC-approved instru-
ments or products offered by public utilities that are not members of an RTO or
ISO? If so, which instruments or products and why?

Answer. The CFTC is not reviewing FERC-approved instruments or products that
are offered by public utilities that are not members of an RTO or ISO.

Question 3. Does the definition of swaps or futures contained in H.R. 4173, if en-
acted, require the CFTC to regulate any FERC-approved instruments or products
other than FTRs?

Answer. H.R. 4173, the Wall Street Reform and Consumer Protection Act of 2009,
provides for the regulation of the previously unregulated Over-The-Counter (OTC)
derivatives market including establishing requirements for OTC dealers, requiring
centralized clearing where appropriate and providing for increased transparency of
the OTC market. Section 3009 of H.R. 4173 as passed by the House, preserves the
jurisdiction of both FERC and the CFTC.

Question 4. As was discussed at the March 9th hearing, FERC and the CFTC are
charged with different missions. The standard the CFTC applies in its regulation
addresses the orderly functioning of markets that are not manipulated. Unlike
FERC, the CFTC does not have the authority to examine the reasonableness of
rates. How would the CFTC apply its mission to the markets for FTRs or other
products offered pursuant to RTO and ISO tariffs? Has the CFTC analyzed how a
shift in the regulatory objective would affect FTR markets and how that could ulti-
mately affect ratepayers?

Answer. The CFTC’s mission is to protect market users and the public from fraud,
manipulation, and abusive practices related to the sale of commodity and financial
futures and options, and to foster open, competitive, and financially sound futures
and option markets. In pursuing its mission the CFTC routinely cooperates with
other agencies that have jurisdiction over cash markets for the underlying commod-
ities. Such agencies include the Department of Agriculture, the Securities and Ex-
change Commission, the Department of the Treasury, the Federal Reserve Board,
the Department of Energy, and FERC. In fact, the CFTC and the FERC currently
have a formal memorandum of understanding (MOU) regarding the sharing of infor-
mation and the confidential treatment of proprietary energy trading data.

The CFTC recognizes FERC’s authority and responsibility to assure that con-
sumers pay just and reasonable electricity rates and has no intention of infringing
on FERC’s rate setting role.

Question 5. In his testimony, Vincent Duane from PJM interconnection stated
that the FTR is inextricably linked to locational priced energy markets. How could
FERC and the CFTC fulfill their respective missions if they individually regulate,
according to different standards, two “inextricably linked” products?

Answer. Though the CFTC has exclusive jurisdiction over the futures markets, it
coexists and routinely cooperates with other agencies that have jurisdiction over
cash markets for underlying commodities. While the missions of the two agencies
are not identical, any differences can be resolved The two agencies currently have
Memoranda of Understanding in place to formalize our relationship. In addition,
Congress has provided the CFTC with broad exemptive authority which can be used
to provide regulatory clarity where appropriate and in the public interest.

Question 6. The CFTC is working with Congress to bring comprehensive regula-
tion to the over-the-counter derivatives marketplace. Chairman Gensler has stated
that regulatory reform should ensure that clearable swaps are submitted to and set-
tled through central clearinghouses. How does the CFTC define “clearable swaps”?

Answer. Clearable swaps are those sufficiently standardized to allow clearing. The
House of Representatives addressed the issue of which swaps should be cleared in
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Section 3103(j) of H.R. 4173, the Wall Street Reform and Consumer Protection Act
of 2009, by providing that, in general, a swap should be cleared if a clearing house
accepts it for clearing and the CFTC has determined that the swap is required to
cleared, by taking into account:

‘(I) The existence of significant outstanding notional exposures, trading liquid-
ity and adequate pricing data.

{II) The availability of rule framework, capacity, operational expertise and re-
sources, and credit support infrastructure to clear the contract on terms that
are consistent with the material terms and trading conventions on which the
contract is then traded.

{(III) The effect on the mitigation of systemic risk, taking into account the size
of the market for such contract and the resources of the derivatives clearing or-
ganization available to clear the contract.

‘IV) The effect on competition, including appropriate fees and charges applied
to clearing.

‘(V) The existence of reasonable legal certainty in the event of the insolvency
of the relevant derivatives clearing organization or 1 or more of its clearing
members with regard to the treatment of customer and swap counterparty posi-
tions, funds, and property.

The Senate-passed bill includes similar standards.
Question 7. There are several key attributes of FTRs:

a. The supply of FTRs is finite, limited by the physical characteristics of the
transmission system.

b. Before any FTRs are sold in an auction, RTOs and ISOs allocate a certain
number of FTRs to load serving entities (LSEs)

c. The period of time between auctions can be quite long

Do these attributes, individually or in some combination, distinguish FTR mar-
kets from commodity markets currently regulated by the CFTC? If yes, can the
CFTC identify how it might regulate markets with such attributes? Is the CFTC
prepared to regulate such markets?

Answer. While each futures market the CFTC regulates and its underlying cash
market are in some way distinctive, the CFTC has neither taken a position on how
FTRs should be regulated, nor sought to regulate them.

Question 8. Given the long periods of time between auctions for FTRs, how could
any clearing entity mark positions to a reliable and transparent market price?

Answer. In a response to an invitation from FERC Chairman Wellinghoff to the
CFTC to comment on the FERC Notice of Proposed Rulemaking on Credit Reforms
in Organized Wholesale Electric Markets (FERC NPRM), on March 29, 2010, the
CFTC staff of its Division of Clearing and Intermediary Oversight addressed this
issue in footnote 11:

In general, commodity futures and options markets operate continuously,
thus providing reliable pricing for frequent settlements. Staff understands
that FTR markets operate less continuously, with auctions occurring at,
e.g., monthly intervals. Staff believes that it would be best practice for each
RTO or ISO to operate daily FTR auctions, which would produce the most
accurate pricing. However, staff understands that, due to the nodal nature
of FTRs, such daily auctions may be subject to liquidity challenges. [citation
omitted] Therefore, staff recommends that each RTO or ISO be permitted
to mark FTR positions to models, provided that such models are externally
validated. Another alternative may be for each RTO or ISO to mark FTR
positions to quotes from the secondary (i.e., bilateral) FTR markets. How-
ever, the feasibility of such alternative depends on the depth and liquidity
of such secondary FTR markets.

Question 9. Individual FTRs are defined according to two specific points on the
transmission system: a source point (e.g. generator) and a sink point (e.g. load loca-
tion). According to PJM there over 60 million possible transmission paths that could
define individual FTRs. Does the CFTC believe that an FTR defined by a particular
source-sink combination is distinct from an FTR with a different source-sink com-
bination, assuming they cover identical periods of time? Are these FTRs fungible
(e.g., could they be netted against one another in the clearing process)? Why?

Answer. The CFTC has not taken a position on the defining characteristics of
FTRs or whether or not one FTR position could be used to offset another.

Question 10. Has the CFTC analyzed how ratepayers would be affected if 1) FTRs
with different source-sink combinations were deemed to be distinct and 2) FTR mar-
kets were subject to clearing requirements?
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Answer. No.

Question 11. In January of this year, FERC issued a Notice of Proposed Rule-
making that would require participants to submit cash collateral to the RTOs to
participate in the FTR markets. How does this proposal compare to the regulatory
aegime?that would result from the CFTC finding that FTRs are subject to its juris-

iction?

Answer. The CFTC has not considered what type of regulatory regime would re-
sult from a CFTC finding that FTRs are subject to its jurisdiction as the CFTC has
not taken a position on whether FTRs are subject to its jurisdiction. As stated in
the answer to question number 9, Chairman Wellinghoff invited the CFTC to com-
ment on the FERC NPRM and staff of the CFTC’s Division of Clearing and Inter-
mediary Oversight did so on March 29, 2010. A copy of the comment letter is in-
cluded is an attachment.

As page 4 of the comment letter states, “[sltaff fully supports FERC’s proposals
to require each RTO or ISO.to eliminate unsecured credit in FTR markets. .

RESPONSES OF GARY GENSLER TO QUESTIONS FROM SENATOR MURKOWSKI

Question 1. Is there currently a regulatory gap we’re trying to plug for electricity
market mechanisms like Financial Transmission Rights? Aren’t FTRs already regu-
lated by FERC through its review and approval of RTO tariffs?

Answer. In 2008 the financial regulatory system failed the American public. We
must now do all we can to ensure that it does not happen again. While more than
a year has passed and the system appears to have stabilized, we cannot relent in
our mission to vigorously address weaknesses and gaps in our regulatory structure.
One of the most significant gaps is the lack of oversight of the OTC derivatives mar-
ket. As I stated in my written testimony, “wholesale statutory exemptions pre-
venting the application of any CFTC regulation—including the regulation of futures
contracts, swaps contracts, clearing or exchange trading—for any instrument or
market that is regulated by the FERC undermine the effectiveness of comprehensive
reform. Congress should avoid any bright-line exemption that runs the risk of cre-
ating the next regulatory loophole.”.

“History demonstrates that brlght line statutory exemptions or exclusions granted
at one point in time can have unintended consequences and often fail to adequately
account for subsequent developments. Markets evolve rapidly. What may seem like
a carefully crafted exclusion today can become a significant and problem-filled loop-
hole tomorrow. When the Enron loophole was included in statute in 2000, electronic
trading facilities were in their infancy. By the time Congress addressed the loophole
as part of the Farm Bill in 2008, the unregulated electronic trading of natural gas
swaps was on a par with the trading of natural gas futures on the regulated mar-
ket.” Congress can assure comprehensive regulation of the derivative market and
should address concerns of overlap by providing regulatory agencies with flexibility
such as implimentive authority.

Question 2. According to former FERC Chairman Joe Kelliher, who is testifying
today on the second panel, energy providers do not pose a systemic risk to the
broader economy. Instead, the entire commodities market is less than 1 percent of
the global OTC derivatives markets, and the energy commodity portion is yet a frac-
tion of that one percent.

Do you agree that these electricity market instruments do not pose the kind of
systemic risk Congress is trying to address in financial reform regulation? If so, isn’t
this a good case for striking a reasonable balance.

Answer. As mentioned above, the CFTC has neither taken a position on how FTRs
should be regulated, nor sought to regulate them. I do not believe it is appropriate
to carve out from regulation any particular financial instrument. The agencies can
strike a reasonable balance and modify that balance to take into account evolving
changes in the marketplace without requiring Congress to adopt changing legisla-
tion over the years. In fact, Congress has provided the agencies with adequate tools
to work cooperatively. The CEA provides the CFTC with authority to exempt instru-
ments and markets from its regulations if it is determined to be in the public inter-
est to do so. OTC derivatives reform should extend this exemptive authority with
the CFTC’s oversight of the swaps market. Any potential overlaps in oversight can
be addressed through memoranda of understanding and other cooperative working
relationships between the two agencies. Pending legislation also should maintain
the FERC’s anti-manipulation enforcement authorities under Section 222 of the
Federal Power Act and Section 4A of the Natural Gas Act.

Question 3. There’s a concern that under the new financial reform legislation the
RTOs and ISOs themselves could become subject to the CFTC’s jurisdiction as “de-
rivative clearing organizations.” Is that appropriate? If RTOs were subject to the
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CFTC’s exclusive jurisdiction, what additional rules and regulations would be re-
quired?

Answer. The CFTC has not taken a position on whether RTOs and ISOs are or
would become subject to CFTC jurisdiction as derivatives clearing organizations. As
passed by the House, Section 3102(a) of H.R. 4173, the Wall Street Reform and Con-
sumer Protection Act of 2009, fully preserves FERC’s authority over RTOs and
ISOs:

‘(H)3) Nothing in this Act shall limit or affect any statutory authority of the
Federal Energy Regulatory Commission with respect to an agreement, contract,
or transaction that is—

‘D) not executed, traded, or cleared on a registered entity or trading facil-
ity; and

‘IT) entered into pursuant to a tariff or rate schedule approved by the
Federal Energy Regulatory Commission.

Question 4. Chairman Gensler, you testified that standardized derivatives should
be cleared and exchange traded. Do you believe that FTRs traded through an RTO
are “standardized”? If you do, does this mean that in your opinion the CFTC should
determine that FTRs are “requirements to be cleared”? Pursuant to the House
passed legislation, H.R. 4173, would you consider FTRs to be “swaps™?

Answer. The CFTC has not taken a position on whether FTRs are swaps under
H.R. 4173, the Wall Street Reform and Consumer Protection Act of 2009. Addition-
ally, The CFTC has not taken a position on the defining characteristics of FTRs.

Question 5. Do you believe that advanced sales of power—whether in the orga-
nized wholesale markets or the traditional bilateral ones—are “futures” transactions
that would subject them to the CFTC’s exclusive jurisdiction? Would you consider
them “swaps”?

Answer. Forward contracts, that is, cash contracts where shipment or delivery is
deferred for commercial convenience or necessity, have been excluded from federal
regulation of futures transactions since 1922.

Question 6. Please describe the additional rules and regulations that will result
from the CFTC’s oversight of FTR products—in particular the cash collateral and
margin requirements. Has the CFTC examined the impact on customers of requiring
energy end-users to clear OTC derivatives?

Answer. As mentioned above, the CFTC has neither taken a position on how FTRs
should be regulated, nor sought to regulate them. The CFTC staff has not examined
the impact on customers of requiring energy end-users, or other end-users, to clear
OTC derivatives. Central clearing of as many OTC derivatives as possible is desir-
able to improve financial integrity and inter-connectiveness of the OTC market.

With respect to OTC derivatives, as stated in my written testimony:

“Some corporations have expressed concerns regarding posting the collat-
eral required to clear a contract. While this is a legitimate public policy de-
bate, I believe that the public is best served by lowering risk to the system
as a whole. An exemption from clearing for this large class of transactions
would allow dealers to keep significant risk on their books—risk that could
reverberate throughout the entire financial system if a bank fails. Further,
it is not clear that posting collateral necessarily increases costs to end
users, since dealers charge corporations for credit extensions when the cor-
porations do not post margin.” I would further add that, although it is not
certain that posting collateral would necessarily increase costs to end users,
it is certain that requiring dealers to post collateral would protect end users
and their customers. Bringing OTC transactions into clearing would impose
collateral requirements on dealers. Credit requirements are used to protect
participants from the effects of defaults by other participants.

Question 7. Does the CFTC view electricity as a necessary commodity?

Answer. Yes.

Question 8. Shouldn’t FERC’s regulatory priorities be afforded some deference?

Answer. Yes. The FERC oversees important aspects of the energy markets, includ-
ing monitoring natural gas pipelines and regulating for just and reasonable whole-
sale electricity rates and interstate transmission service of electricity, while the
CFTC oversees futures markets and certain electronic trading facilities for natural
gas and electricity derivatives. As stated above in answer to question two, the Con-
gress has provided the CFTC and the FERC with the authorities necessary to coex-
ist and cooperate in the public interest and both agencies have done so over the
years. Further directives to the two agencies are contained in Section 3009 of H.R.
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4173, the Wall Street Reform and Consumer Protection Act of 2009, as passed by
the House of Representatives.

Question 9. Does the CFTC believe it has the authority to regulate wholesale elec-
tricity markets and transactions that are already subject to a FERC-approved tariff?

Answer. The CFTC oversees the futures markets in electricity and natural gas
whether they trade on NYMEX or the Nodal Exchange or the
IntercontinentalExchange. We regulate futures exchanges, clearinghouses, other
intermediaries to ensure the markets work efficiently, there’s integrity to markets
and they’re free of fraud, manipulation.

RESPONSES OF GARY GENSLER TO QUESTIONS FROM SENATOR STABENOW

Question 1. The House bill directs FERC and the CFTC to create memorandum
of understanding for the process of sharing information to avoid duplicative regula-
tion. It also gives the CFTC the authority to exempt FTRs from its regulation only
if the CFTC determines that the “exemption would be consistent with public inter-
est.” It directs the CFTC to “not unreasonably deny any request made by the Fed-
eral Energy Regulatory Commission for such an exemption.”

Answer. Yes, that is correct and the CFTC historically as the derivatives regulator
has cooperated with other agencies with jurisdiction over underlying commodities.

Question 2. If this provision were to pass into law and the agencies could not
agree on an MOU in a timely manner or a lack of clarity in the jurisdiction re-
mained, I am concerned this may affect energy prices. In a state like Michigan our
manufacturers and households cannot afford undue burdens like this and I am wor-
ried uncertainty leads to an increase in prices. Do you agree with this and if so do
you think that keeping energy costs low via energy markets qualifies as within the
“public interest”?

Answer. I believe the two agencies will be able to reach an agreement in a timely
manner Congress directed that the CFTC and the FERC complete an earlier MOU
on the sharing of confidential information within six months of the Energy Policy
Act’s August 8, 2005, effective date. That MOU was signed on October 12, 2005—
well in advance of the deadline. At the time, the CFTC Chairman said, “This MOU
will result in a more effective and efficient working relationship with FERC. It will
enable both agencies to work actively to assure the price integrity of the markets
for natural gas and other energy products.” The FERC Chairman said, “The fact
that we have this agreement with the CFTC four months ahead of schedule is a
clear sign of the enhanced cooperation and coordination between our two agencies.
This means the agreement is in place well before the winter heating season, when
already stressed energy prices will require vigilance. This agreement will contribute
to better coordination of enforcement.”

Question 3. During his testimony, Mr. Gensler pointed to the Amaranth case as
a good example of the two agencies working together. Please describe the situation,
each agency’s role and if there is anything you would do differently.

Answer. The CFTC believes it appropriate to refrain from commenting in detail
on the Amaranth matter while it is still being litigated by FERC.

Question 4. Please share your views on whether the mandatory reporting of en-
ergy commodity contracts to regulated swap or derivative repositories is a regu-
latory solution that would meet the public policy goals of increasing market trans-
parency, mitigating systemic risk, and providing price transparency, without hin-
dering the ability for end-users to hedge their commercial risk or increasing costs
to consumers.

Answer. Bringing transparency to the over-the-counter derivatives marketplace
would lower costs by implementing a more efficient and publicly available price dis-
covery process. Trade reporting is an important first step toward an increase in
transparency. To promote public transparency, standard over-the-counter deriva-
tives should be traded on exchanges or other trading platforms. The more trans-
parent a marketplace, the more liquid it is, the more competitive it is, then the
lower will be the costs for companies that use derivatives to hedge risk. Trans-
parency brings better pricing and lowers risk for all parties to a derivatives trans-
action. During the financial crisis, Wall Street and the Federal Government had no
price reference for particular assets—assets that we began to call “toxic.” Financial
reform will be incomplete if we do not achieve public market transparency.
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STATEMENT OF MICHAEL E. BoYyD, PRESIDENT, CALIFORNIANS FOR RENEWABLE
ENERGY, INC. (CARE)

Chairman Bingaman, Ranking Member Murkowski and members of the Com-
mittee in behalf of energy and natural gas ratepayers in the West I would like to
thank you for an opportunity to provide rebuttal testimony to the testimony pro-
vided to you by the current Chairman of the Federal Energy Regulatory Commission
(FERC), Wellinghoff, and the former FERC Chairman, Kelliher, regarding the regu-
lation of over-the-counter (OTC) derivatives, particularly with respect to energy
markets. I am pleased to testify in support of the Commodity Futures Trading Com-
mission Chairman Gary Gensler testimony. I would like ask for energy consumers
to be given the opportunity that FERC was unwilling to provide us to be heard by
the U.S. Senate Committee on Energy and Natural Resources on the adequacy of
FERC’s consumer protection or the lack thereof.

CARE was the first consumer, environmental, and social-justice, non-profit (IRS
501(c)(3) Tax Exempt) corporation to blow the whistle on energy market manipula-
tion by the likes of Enron, in our October 6, 2000 complaint to the FERC under
Docket EL01-2 et al. alleging the rolling blackouts in the San Francisco Bay Area
on June 14th and 15th 2000 where contrived by energy producers in concert with
the California Independent System Operator Board of Governors to drive up prices
and justify construction of more fossil-fuel burning power plants in California.
CARE will not give up on the return of seventy one billion dollars in overcharges
by power generators public and private, and cancellation of forty three billion dol-
lars in long-term energy contracts negotiated by Governor Davis in secret that re-
sulted from these, and other market manipulations.

CARE is a party and an active participant in those proceedings related to the
2000-1 western energy crisis. The FERC decisions addressing the 2000-1 western
energy crisis did not hold hearings settlement negotiations or other proceedings that
included the affected ratepayers. CARE’s efforts were the only direct ratepayer par-
ticipation. All the other parties to the proceedings were regulated utility companies,
energy commodity traders, governmental “non-public utilities” and state and federal
government agencies that implemented the policies and practices leading to the en-
ergy crisis.

SHIFTING JURISDICTION OVER ENERGY MARKETS FROM FERC TO THE CFTC COULD IM-
PAIR FERC’S ABILITY TO PROTECT CONSUMERS FROM EXCESSIVE ENERGY RATES IS
NONSENSE

The Commodity Futures Trading Commission (CFTC) regulates certain financial
derivatives under existing law, and would regulate additional financial derivatives
under H.R. 4173, the Wall Street Reform and Consumer Protection Act of 2009 in-
cludes some energy derivatives (futures).

Chairman Wellinghoff would have the Committee believe the FERC and the
CFTC have different missions claiming “FERC is a rate regulator and ensures that
rates charged to energy customers are just and reasonable. FERC also approves and
enforces electric reliability standards. The CFTC seeks to ensure that markets gen-
erally operate fairly and orderly, but has neither the authority nor the expertise to
ensure the reasonableness of rates or oversee reliability of energy supplies. Shifting
jurisdiction over energy markets from FERC to the CFTC could impair FERC’s abil-
ity to protect consumers from excessive energy rates, an especially important consid-
eration during a recession. Similarly, expanding the CFTC’s authority in FERC-reg-
ulated markets could limit FERC’s ability to police against market manipulation in
energy markets. [SIC]” [FERC Testimony at 1]

(81)
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This is nonsense and the Committee needs to look no further than to what FERC
has done in its handling of the 2000-1 western energy crisis and the recovery of re-
funds (or lack thereof) for overcharges of seventy one billion dollars to California
energy ratepayers alone not including those overcharged in the rest of the western
United States to see FERC does not serve consumers’ interests.

On October 6, 2000 CARE filed its FERC Complaint in Docket EL01-2 et al.
against Independent Energy Producers, Inc. and All Sellers of Energy and Ancillary
Services Into the Energy and Ancillary Services Markets Operated by the California
Independent System Operator Corporation and the California Power Exchange; All
Scheduling Coordinators Acting On behalf of the Above Sellers; California Inde-
pendent System Operator Corporation; and California Power Exchange Corporation
wherein I asked the “Commission to rectify unjust and unreasonable prices stem-
ming from the wholesale markets for energy and ancillary services operated by the
California Independent System Operator (CAISO) and the California Power Ex-
change (CalPX). CARE requests that the Commission find that wholesale markets
in California are not currently workably competitive. . .”

Essentially FERC told me to shut-up and go away and electricity customers where
not welcome at the FERC. But I didn’t, because initially FERC had listed my com-
plaint EL01-2 along with the San Diego Gas and Electric’s (SDG&E’s) complaint
filed under Docket EL00-95 et al. now called the Refund proceedings which are still
pending before the FERC and in which CARE is a Party.

The disdain for which FERC has shown ratepayers is legendary; besides the fact
that FERC failed to address the loss of ten lives as a direct result of the rolling
blackouts in the San Francisco Bay Area on June 14th and 15th 2000 contrived by
energy producers in concert with the CAISO Board of Governors, the FERC issued
its April 19, 2007 Order Dismissing Complaint (119 FERC { 61,0581) minimizing the
impacts of market manipulation as the cause of the energy crisis by stating it was
the result of a confluence of factors:

First, it is now well accepted that the 2000-2001 energy crisis in the West
was the result of a confluence of factors. These factors included: flawed
market rules; inadequate addition of generating facilities in the preceding
years; a drop in available hydropower due to drought conditions; a rupture
of a major pipeline supplying natural gas into California; strong growth in
the economy and in electricity demand; unusually high temperatures; an in-
crease in unplanned outages of extremely old generating facilities; and mar-
ket manipulation.? This was not a situation in which one or a few factors
stressed the market; rather, it was an unprecedented situation in which nu-
merous adverse events occurred simultaneously to place California and the
entire West in an electricity crisis that had never before been experienced.
[119 FERC { 61,058 para 30 p. 9]

In the seminal US Supreme Court Decision in Morgan Stanley Capital Group v.
Snohomish County Washington Public Utility District No. 1, 06-14573 the US Su-
preme Court focused on this minimalist “confluence of factors” argument by the
FERC by asking the federal courts and the FERC to take another look at the terms
of long-term wholesale energy contracts several Western utilities signed during the
2000-1 energy crisis. In the 5-2 opinion, the high court said FERC acted within its
authority to, in a balanced analysis, determine reasonable wholesale power rates
but made mistakes in its regulatory review. Under the ruling both the Ninth Circuit
and FERC must review how conclusions were reached.

The Court noted at page 11 FERC’s diminutive Order 119 FERC { 61,058:

That diminishment of the role of long-term contracts in the California
electricity market turned out to be one of the seeds of an energy crisis. In
the summer of 2000, the price of electricity in the CalPX’s spot market
jumped dramatically—more than fifteenfold. See ibid. The increase was the
result of a combination of natural, economic, and regulatory factors: ‘flawed
market rules; inadequate addition of generating facilities in the preceding
years; a drop in available hydropower due to drought conditions; a rupture
of a major pipeline supplying natural gas into California; strong growth in
the economy and in electricity demand; unusually high temperatures; an in-
crease in unplanned outages of extremely old generating facilities; and mar-

1See http:/elibrary.ferc.gov/idmws/common/opennat.asp?fileID=11313181

2San Diego Gas & Electric Co. v. Sellers of Energy and Ancillary Serv., 93 FERC q
61,121(2000); San Diego Gas & Electric Co. v. Sellers of Energy and Ancillary Serv., 102 FERC
9 61,317(2003).

3 See http://www.supremecourtus.gov/opinions/07pdf/06-1457.pdf
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ket manipulation.” CAlifornians for Renewable Energy, Inc. v. Sellers of En-
ergy and Ancillary Servs., 119 FERC | 61,058, pp. 61,243, 61,246 (2007).

The case involves the terms of numerous power contracts purchased by utilities
in California, Nevada and Washington State when energy markets were in turmoil.
At issue in the appeals were long-term agreements that provided power at prices
set during chaos in the spot electricity markets. After the crisis subsided, the utili-
{:ies decided the contracts were set at unreasonably high prices that violated federal
aw.

But the Commission, which oversees wholesale electricity prices, declined to order
changes in the contracts. Justice Antonin Scalia, in the majority opinion, said FERC
must engage in a thorough review when it oversees wholesale power contracts.

‘Balancing the short-term and long-term interests of consumers entails
difficult judgment calls, and to the extent FERC actually engages in this
balancing, its reasoned determination is entitled to deference, Justice
Scalia wrote. ‘But FERC cannot abdicate its statutory responsibility to en-
sure just and reasonable rates through the expedient of a heavy-handed
presumption.’

According to FERC Chairman Wellinghoff “Congress has recognized FERC’s role
in ensuring that FTRs help protect utilities and their customers from increases in
the cost of transmission service. As noted above, Congress in 2005 enacted Federal
Power Act section 217, requiring FERC to use its authority in a way that enables
load-serving entities to secure FTRs on a long-term basis for long-term power supply
arrangements made to meet their customer needs. . .Moreover, Congress has indi-
cated that RTOs and ISOs should be regulated exclusively by FERC. When Con-
gress enacted the Food, Conservation, and Energy Act of 2008 and addressed the
regulatory gap known as the ‘Enron loophole,” by giving the CFTC authority over
“significant price discovery contracts [SPDCs],” the Conference Report stated (on
page 986) that [ilt is the Managers’ intent that this provision [on SPDCs] not affect
FERC authority over the activities of regional transmission organizations or inde-
pendent system operators because such activities are not conducted in reliance on
section 2(h)(3) [of the Commodity Exchange Act].” [FERC Testimony at 6 to 7]

The Commission’s current ISO/RTO governance processes effectively disenfran-
chise customers by treating them as a second distinct class while at the same time
giving so-called “stakeholders” both Commission jurisdictional and non-jurisdictional
market participants’ control of the ISO/RTO in the very markets that are supposed
to regulate them. There exists a revolving door between the regulated and the regu-
lators? under the current ISO/RTO governance structures, since customers exercise
no oversight over these markets to insure their governing boards protect the cus-
tomer’s and publics’ interests before those of market participants’ commercial inter-
ests they are supposed to regulate. An example of this is the California Independent
System Operator Corporation’s (CAISO) current Board of Governors who are the ap-
pointees of the California Governor; not one who lists any experience representing
any California customers.?

CARE objects to the California ISO’s current governance, which disenfranchises
its purported non-profit beneficiaries, who are electricity consumers, and ratepayers
within the state of California.

CARE proposes the CAISO board be composed of five directors elected at large
by its general membership, whom are California’s electricity consumers and rate-
payers. The individual receiving the highest number of votes in the annual cor-
porate election is recommended be designated by the title of Independent System
Operator, who shall act of the corporation’s, President of the Board, Chief Executive
Officer, and shall act as the official representative of its California membership, in
the FERC’s other Regional Transmission Organization (RTO)s who are governed in
the same manner as CARE proposes here for CAISO. Universal ratepayer suffrage

4An example of this regulatory revolving door comes from former FERC Chairman Kelliher
whose March 9, 2010 testimony before the Committee states “I am Executive Vice President—
Federal Regulatory Affairs for FPL, Group, Inc. . . .FPL Group is on of the Nation’s largest
electricity companies. . .”that shows the revolving door between the FERC and FERC regulated
entities like FPL.

5See  Executive  Biography: Mason  Willrich, Chair http://www.caiso.com/2449/
2449c¢dbd3b9c0.pdf Executive Biography: Laura Doll http://www.caiso.com/2449/
2449cec946570.pdf  Executive  Biography: Robert Foster  http://www.caiso.com/2756/
275682e€926390.pdf  Executive  Biography: Tom  Habashi  http://www.caiso.com/2756/
27568b8f2d830.pdf Executive Biography: Kristine Hafner, Ph.D. http:/www.caiso.com/2449/
2449ce1d3d5d0.pdf
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is the key to workably competitive wholesale markets and providing open access to
transmission services on a non-discriminatory basis.

CARE proposes that any ratepayer/consumer member of the ISO/RTO receiving
fifty qualified member signatures on a nomination petition not less than ninety days
prior to the corporate election be qualified as a nominee for election to the ISO/RTO
board of directors. Such candidate shall be entitled to a statement of not more than
500 words, free of charge, which shall be delivered along with the official mail bal-
lot. CARE proposes that such election take place by mail ballot delivered as part
of the ratepayer/consumer electric utility bill, with a thirty-day polling period for re-
turn of ballots in a self addressed postage-paid envelope. Such ballots are rec-
ommended be addressed to the appropriate Secretary of State, who is statutorily en-
trusted to insure the fairness and impartiality of the corporate election process. The
tallying of the ballots must be open to the members and their corporate director can-
didates to insure such impartiality.

CARE views the transmission system as one big integrated transportation service
that provides services locally, statewide, on the national and international basis
much like Greyhound’s passenger bus service. But unlike Greyhound this transpor-
tation service is for electricity instead of passengers. Like Greyhound’s passenger
bus service transmission services must be provided on a non-discriminatory basis,
and in so doing insure that the regulation adopted protects the public’s interest over
the commercial interests of the provider of services. The Congress for example
wouldn’t want to put the KKK in charge of the seating arrangement for Greyhound
buses. Likewise the Congress shouldn’t put market participants in charge of the reg-
ulated markets under the FERC’s jurisdiction if they ever want to eliminate dis-
crimination in those markets.

THE FERC GIVES TOO GREAT A DEFERENCE TO STATE UTILITY COMMISSIONS

Also according to FERC Chairman Wellinghoff; “State regulators support FERC’s
jurisdiction in wholesale energy markets instead of a shift of jurisdiction to the
CFTC. Last month, the National Association of Regulatory Utility Commissioners
(NARUC) adopted a resolution stating that FERC (and, within ERCOT, the state
commission) “should continue to be the exclusive Federal regulator with authority
to oversee any agreement, contract, transaction, product, market mechanism or
service offered or provided pursuant to a tariff or rate schedule filed and accepted
by the FERC. . . .” [FERC Testimony at 7]

The Commission also gives too great a deference to State utility Commissions®
even when there is a clear conflict of interest between their duty to protect the rate-
payers from unjust and unreasonable rates with their interests representing the
state as a wholesale market participant.

In the Order on rehearing, motion for conditions and compliance filing re Duke
Energy Trading and Marketing, L.L.C. et al under EL03-152 et al., 126 FERC {
61,234 (March 19, 2009), the Commission stated:

CARE cites to 16 U.S.C. § 2602(5), which is a PURPA provision, but our
action here is pursuant to the FPA and not PURPA. In any event, even if
CARE’s citation were relevant, CARE is not the only ratepayer advocate.
For example, the California Public Utilities Commission (CPUC), which is
one of the California Parties, represents California ratepayers.[] We find
that the CPUC’s participation in these proceedings belies CARE’s claim
that ratepayers were excluded.[] [Footnotes not provided]

CARE is currently challenging this finding before the US Court of Appeals for the
Ninth Circuit, Docket No. 09-71515. This finding conflicts with the “factual basis”
for the Commission’s prior rulings on this issue—viz, that the CPUC and CDWR
are both agents and representatives of the State of California—were not at issue
or disputed. See Pub. Utils. Comm’n of Cal. v. Sellers of Long Term Contracts, 105
FERC 61,182 at 51 (2003) (“Complainants, like CDWR, are agents of the State of
California”).

Nor can it be disputed that the CPUC did not negotiate or sign these DWR con-
tracts. What remains at issue, in the remanded cases, is the Commission’s deter-
mination that the legal effect of these facts under California law, is that the CPUC
somehow “stepped into the shoes” of CDWR and therefore must be considered a con-
tracting party.

These facts have created the irreconcilable conflict between the CPUC’s roles as
a “State regulatory authority”? to protect the interests of “electric consumer{s]” with

6 State regulatory authority
7Within the meaning given that term in section 796 (21) of title 16.
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the California Energy Resources Scheduling division of the California Department
of Water Resources (CERS) as an “electric utility”. The terms “electric consumer”
and “electric utility” have the meanings given those terms in section 2602 of title
16.8 Therefore, CARE’s efforts are the only direct ratepayer participation without
the influence of their conflicting role as a market participant.

MICHAEL® AND THE BOTTOMLESS PIT

A “bottomless pit” of unsecured debt was opened up worldwide when the Congress
allowed unregulated banks to be created in 2000 in the Enron loophole. The “Enron
loophole” exempted most over-the-counter energy trades and trading on electronic
energy commodity markets from government regulation. The “loophole” is so-called
as it was drafted by Enron Corporation lobbyists working with U.S. Senator Phil
Gramm (R-TX) to create a deregulated market for their experimental “Enron On-
line” initiative.19The “loophole” was enacted in sections § 2(h)(3) and (g) of the Com-
modity Exchange Act, 7 U.S.C. as a result of the Commodity Futures Modernization
Act of 2000, signed by U.S. president Bill Clinton on December 21, 2000. It allowed
for the creation, for U.S. exchanges, of a new kind of derivative security, the single-
stock future, which had been prohibited since 1982 under the Shad-Johnson Accord,
a jurisdictional pact between John S. R. Shad, then chairman of the U.S. Securities
and Exchange Commission, and Phil Johnson, then chairman of the Commodity Fu-
tures Trading Commission. On June 22, 2008, then U.S. Senator Barack Obama
proposed the repeal of the “Enron loophole” as a means to curb speculation on sky-
rocketing oil prices.1!

The bottomless pit opened up when these unregulated banks selling over-the-
counter (OTC) derivatives where created in the US by the government enacting the
Enron loophole. The “Enron loophole” exempted most over-the-counter energy trades
and trading on electronic energy commodity markets from government regulation.!2
The “loophole” is so-called as it was drafted by Enron Corporation lobbyists working
with U.S. Senator Phil Gramm (R-TX) to create a deregulated market for their ex-
perimental “Enron On-line” initiative.l3 I've attached the check I got from Enron to
show you we are battling the Devil.

My theory is that this bank in Switzerland holding all the futures (derivatives)
is the bottomless pit referred to in Revelations Chapter 914 and 2015 and that it is
the modern day equivalent of the Oracle at Delphi that went away in 394 AD. It
existed at the time of Jesus Christ was born. I got this link from my buddy who

STITLE 42 CHAPTER 149 SUBCHAPTER XII Part E § 16471 § 16471. Consumer privacy
and unfair trade practices (f) Definitions For purposes of this section: (1) State regulatory au-
thority The term “State regulatory authority” has the meaning given that term in section 796
(21) of title 16. (2) Electric consumer and electric utility The terms “electric consumer” and “elec-
tric utility” have the meanings given those terms in section 2602 of title 16. TITLE 16 CHAP-
TER 46 § 2602 § 2602. Definitions As used in this Act, except as otherwise specifically pro-
vided—(1) The term “antitrust laws” includes the Sherman Antitrust Act (15 U.S.C. 1 and fol-
lowing), the Clayton Act (15 U.S.C. 12 and following), the Federal Trade Commission Act (15
U.S.C. 14[41] and following), the Wilson Tariff Act (15 U.S.C. 8 and 9), and the Act of June
19, 1936, chapter 592 (15 U.S.C. 13, 13a, 13b, and 21A). (2) The term “class” means, with re-
spect to electric consumers, any group of such consumers who have similar characteristics of
electric energy use. (3) The term “Commission” means the Federal Energy Regulatory Commis-
sion. (4) The term “electric utility” means any person, State agency, or Federal agency, which
sells electric energy. (5) The term “electric consumer” means any person, State agency, or Fed-
eral agency, to which electric energy is sold other than for purposes of resale.

9 Michael (the fifth angel) Michael (Hebrew, Greek, Latin, Arabic) is an archangel, one of the
principal 50 angels in Christian and Islamic tradition. Tradition gives to St. Michael four offices:
1. To fight against Satan. 2. To rescue the souls of the faithful from the power of the enemy,
especially at the hour of death. 3. To be the champion of God’s people, the Jews in the Old Law,
the Christians in the New Testament, the Islamic tradition in the Torah; therefore he was the
patron of the Church, and of the orders of knights during the Middle Ages. 4. To call away from
earth and bring men’s souls to judgment

10 Mother Jones, http://www.motherjones.com/politics/2008/05/foreclosure-phil

11“Obama vows crackdown on energy speculators: McCain fires back after Democrat tries to
tie rival/ to ’Enron loophole” Associated Press 2008-06-22. http:/www.msnbc.msn.com/id/
25318274

12 Jickling, Mark (2008-07-07). http:/assets.opencrs.com/rpts/RS22912 20080707.pdf

13 Davis, Trey (2005-01-07). http:/www.universityofcalifornia.edu/news/2005/jan07.html

14Rev 9:1 And the fifth angel sounded, and I saw a star fall from heaven unto the earth: and
to him was given the key of the bottomless pit. Rev 9:11 And they had a king over them, which
is the angel of the bottomless pit, whose name in the Hebrew tongue is Abaddon, but in the
Greek tongue hath his name Apollyon.

15Rev. 20:1-3 And I saw an angel come down from heaven, having the key of the bottomless
pit and a great chain in his hand. And he laid hold on the dragon, that old serpent, which is
the Devil, and Satan, and bound him a thousand years, and cast him into the bottomless pit,
and shut him up, and set a seal upon him, that he should deceive the nations no more.
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is working for the UN bank in Switzerland. If we could take these boys out we could
change the world. Will you help me to seal up the bottomless pit?

I. Market developments in the first half of 2008

The notional amounts outstanding of over-the-counter (OTC) derivatives
continued to expand in the first half of 2008. Notional amounts of all types
of OTC contracts stood at $683.7 trillion at the end of June, 15% higher
than six months before (Table 1). Multilateral terminations of outstanding
contracts resulted in the first ever decline of 1% in the volume of out-
standing credit default swaps (CDS) since the first publication of CDS sta-
tistics in December 2004. The average growth rate for outstanding CDS
contracts over the last three years has been 45%. In contrast to CDS mar-
kets, markets for interest rate derivatives and FX derivatives both recorded
significant growth. Open positions in interest rate derivatives contracts rose
by 17%, while those in FX contracts expanded by 12%. Gross market val-
ues, which measure the cost of replacing all existing contracts and are thus
a better gauge of market risk than notional amounts, increased by 29% to
$20.4 trillion at the end of June 2008.

GOOD JOB

In order for Satan to be bound by Michael’s great chain all the futures (deriva-
tives) must be unwound and all the underlying assets they are derived from must
be revalued to eliminate this false debt so Satan that he should deceive the nations
no more.

I e-mailed you and faxed each member of Congress, the Senate, and the President
in the middle of February 2009 about the presence of the bottomless pit which when
I sounded the pit was at $683.7 trillion at the end of June 2008. See http:/
www.bis.org/publ/otc  hy0811.pdf?noframes=1 at page 5

The Bottomless Pit has declined around 90 trillion dollars at the end of June 2009
now it is at $592 trillion, see http:/www.bis.org/publ/qtrpdf/ir qt0909.pdf at page
45. This decline is attributed to a fear of further regulation of futures (derivatives).
You have a duty to America and the world economies to seal the pit.

Here is an explanation of what a credit default swap is (***note the Revelations
chain is a Ponzi scheme). http://en.wikipedia.org/wiki/Credit default swap

Essentially these unregulated banks own the world’s economies and there are no
real assets backing any of this debt, so therefore; the bottomless pit. Everyone on
the planet could work for the rest of their lives for the next 100 years and we still
wouldn’t pay off this debt—clearly this is the bottomless pit referred to in Revela-
tions.

An unregulated futures market is nothing new however; for around one thousand
eight hundred years it was called the Oracle at Delphi. Around 1400 BCE a goat
herder noticed his sheep acted strange after peering into a particular chasm on
Mount Parnassus. He looked in and found himself “agitated like one frantic”. At
least that is how the legend goes on the humble beginnings of the Oracle at Delphi.

The effects of the brain altering vapors, Ruins were ultimately attributed to a di-
vine source. Other people began inhaling the vapors so that they could prophesy.
But the gas was so disorienting some fell into the cavern and were lost. So a tripod
was built and an individual was appointed to sit over the chasm and prophesy.
Originally, the perfect candidate was considered to be a young virgin girl. But after
one of the virgins escaped with a young Thessalian it was decreed no prophetess
(also called the Pythoness or the Pythia) would be appointed under 50 years of age.
A booming industry grew up around the Oracle. Temples were built and rebuilt,
priests were trained, rituals evolved and sacrifices were performed. Priests inter-
preted the incoherent utterances of the Pythia. Presents were brought to both pla-
cate the deity and in the hope of influencing a positive prophesy. The Delphic tem-
ple itself became one of the largest “banks” in the world. Delphi became a center
for banking and commerce.

The divine nature and associated deity changed a few times over the course of
several centuries. When the profits of the Oracle began to decline it was declared
that Poseidon was speaking through her. Later this changed to the goddess Themis
and, finally, Apollo was determined to be presiding over Delphi. For over a mil-
lennia people traveled to the hill to consult the Oracle. Farmers consulted the Ora-
cle on matters as simple as planting and harvest. Famous world leaders consulted
on matters of conquest. Sophocles, Alexander the Great, and Croesus of Lydia all
consulted the Oracle at one time or another.

The priests’ interpretations may have been more coherent than the Pythoness but
they generally remained cryptic and ambiguous. Croesus for example donated a for-
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tune to the oracle to find out if he should invade a neighboring country. He was
told “If you go to war you will cause the destruction of a great empire”. He went
to war and not only was defeated but was captured. He sent word to the Oracle ask-
ing why he was misled. The word came back that he wasn’t misled, he had been
told that there would be the destruction of a great empire and there was—his. The
world famous Oracle of Delphi played an influential role in ancient history. For
fourteen centuries it helped determine the course of empires. The prophesying was
abolished in the 4th century as it conflicted with Christian beliefs that were at that
time being embraced by Rome.

Fast forward sixteen hundred and sixteen years to March 9, 2010 Commodity Fu-
tures Trading Commission Chairman Gary Gensler testimony: “Nearly 60 years
after the futures markets were regulated, the first OTC swap was transacted in
1981. During its early years, the OTC marketplace was highly tailored to meet spe-
cific risk management needs. Contracts were negotiated between dealers and their
corporate customers seeking to hedge specific financial risks. In contrast to the reg-
ulated futures markets, these early OTC derivatives were not traded on exchanges.
Instead, OTC derivatives were transacted bilaterally, with dealers standing between
their various customers. In this market structure, dealers keep transactions on their
books, leaving the financial institutions more interconnected with all of their cus-
tomers and limiting the amount of relevant pricing information available to the pub-
lic.

In the last three decades, the over-the-counter derivatives marketplace has grown
up, but it remains largely unregulated. Since the 1980s, the notional value of the
market has ballooned from less than $1 trillion to approximately $300 trillion in the
United States—that’s $20 in derivatives for every dollar of goods and services pro-
duced in the American economy. The contracts have become much more standard-
ized, and rapid advances in technology—particularly in the last ten years—now can
facilitate transparent trading of much of this market on electronic platforms. While
so much of this marketplace has changed significantly, the constant that remains
is that it is largely unregulated and still dealer dominated.

It is now time to bring comprehensive regulation to this large and economically
significant market. In well functioning markets, derivatives are meant to mitigate
and help manage risk in the economy. Even if not for the 2008 financial crisis, this
market should be regulated to achieve these goals. The financial crisis only high-
lights this in dramatically revealing how unregulated OTC derivatives and their
dealers actually can heighten and concentrate risk to the great detriment of the
American public. The need for broad based reform is the ultimate lesson of AIG and
the broader risks brought about by the unregulated OTC derivatives market.”

CONCLUSION

Please help me to seal the bottomless pit by giving CFTC authority to regulate
energy futures (derivatives) and their clearing houses like ISOs and RTOs. Uni-
versal ratepayer suffrage is the key to workably competitive wholesale markets and
providing open access to transmission services on a non-discriminatory basis.

STATEMENT OF THE AMERICAN PUBLIC POWER ASSOCIATION (APPA)

The American Public Power Association (APPA) appreciates the opportunity to
provide the following statement for the record for the Senate Energy and Natural
Resources Committee’s hearing on financial transmission rights (FTRs) and we
would like to endorse the testimony given by Mr. Michael Henderson, representing
the Arkansas rural electric cooperatives.

APPA represents the interests of more than 2,000 publicly-owned electric utility
systems across the country, serving approximately 45 million Americans. APPA
member utilities include not-for-profit state public power agencies and municipal
electric utilities that serve some of the nation’s largest cities. However, the vast ma-
jority of these publicly-owned electric utilities serve small and medium-sized com-
munities in 49 states, all but Hawaii. In fact, 70 percent of our member systems
serve communities with populations of 10,000 people or less.

Overall, public power systems’ primary purpose is to provide reliable, efficient
service to their local customers at the lowest possible cost, consistent with good en-
vironmental stewardship. Like hospitals, public schools, police and fire departments,
and publicly-owned water and waste-water utilities, public power systems are lo-
cally created governmental institutions that address a basic community need: they
operate on a not-for-profit basis to provide an essential public service, reliably and
efficiently, at a reasonable price.
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As the Senate continues its work in drafting legislation to regulate over-the-
counter derivatives markets, we urge Congress to use caution to avoid creating du-
plicative authorities between the Commodity Futures Trading Commission (CFTC)
and the Federal Energy Regulatory Commission (FERC) over the aspects of power
supply and transmission markets that are run by Regional Transmission Organiza-
tions (RTOs) or Independent System Operators (ISOs).

There are currently six RTOs/ISOs in several regions of the country under the ju-
risdiction of FERC. In these regions, market participants buy and sell a variety of
electricity products and services in the centralized markets these RTOs/ISOs admin-
ister. These power supply-related products and services are typically not furnished
by the RTO itself; instead they are sold by market participants through centralized,
auction-type market structures that the RTO administers. For example, most RTOs/
ISOs operate “day-ahead” and “real-time” markets through which market partici-
pants buy and sell wholesale electric power. RTOs also administer markets for the
purchase and sale of financial transmission rights (FTRs), which APPA members
and other Load Serving Entities (LSEs) use to hedge the costs of transmission con-
gestion associated with the transmission service they purchase from the RTOs/ISOs
to move their power supplies to their retail customers (loads).

While these FTRs are financial contracts, their terms, conditions and rates are
comprehensively regulated by FERC and they should remain under FERC jurisdic-
tion. These FTRs took the place of the physical transmission rights that LSEs had
used to serve their loads prior to the implementation of RTO/ISO power supply mar-
kets. The ability of LSEs to have continued access to FTRs on reasonable terms and
conditions is absolutely essential to their ability to serve their retail loads at reason-
able rates and with less price volatility.

RTO market rules are fully regulated by FERC and are set out in FERC-approved
tariffs. The rates, terms and conditions applicable to any RTO product under a
FERC tariff should not be subject to concurrent jurisdiction by CFTC. Concurrent
jurisdiction could result in inconsistent regulations and uncertainty over enforce-
ability of transactions. Because of this concern, if concurrent jurisdiction is found,
CFTC should be required to consult with FERC regarding these markets and should
be given statutory authority to cede jurisdiction to FERC.

However, APPA is strongly concerned with market manipulation in electricity
markets, and because of that we recognize that CFTC can play a beneficial role in
policing and preventing such manipulation. CFTC and FERC could be most effective
when working together to prevent manipulation in energy markets run by RTOs.
APPA would therefore support concurrent FERC and CFTC jurisdiction only over
market manipulation in RTO-administered markets. APPA would urge the two
agencies to pool their resources and expertise to provide more comprehensive over-
sight in this specific area.

In conclusion, while APPA fully supports legislation to curb manipulation in the
OTC derivatives market, we urge Congress to use caution when drafting legislation
in this area to ensure it does not have an unintended, adverse effect on retail elec-
tric and natural gas customers. From APPA’s perspective, a well drafted bill will
include the provisions necessary to curb market manipulation while preserving
FERC’s primary jurisdiction over RTO/ISO markets, including the FTR markets to
hedge against energy price volatility.

FPL GRroup,
FEDERAL REGULATORY AFFAIRS,
Washington, DC, March 26, 2010.

Hon. JEFF BINGAMAN,
Chairman, Committee on Energy and Natural Resources, U.S. Senate, 304 Dirksen
Senate Office Building, Washington, DC.

DEAR CHAIRMAN BINGAMAN: I am writing to supply additional information for the
record of the hearing held by the Committee on “Financial Transmission Rights and
Other Electricity Market Mechanisms” on March 9, 2010. Specifically, I am writing
in response to questions raised by Commodity Futures Trading Commission Chair-
man Gary Gensler about the accuracy of an example I used in my testimony involv-
ing financial hedges of wholesale power sales into the New Jersey Basic Generation
Service (NJ BGS) auction.

The question is whether these financial hedges were standard products that
would be forced to trade on exchanges under various legislative proposals, requiring
the posting of significant collateral and creating liquidity risk exposure, or custom
products that would not be forced to trade on exchanges. In my testimony, I as-
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serted these financial hedges were standard products. Following is an excerpt from
my written testimony:

It is critical that these companies continue to have access to the OTC
market for these hedges. Requiring suppliers to hedge on an exchange
would expose them to significant liquidity risk for cash margining. The cost
of this risk would ultimately be borne by the utilities’ customers via higher
prices charged for the full requirements service. For example, in February
utilities in New Jersey purchased approximately 2,500 MW for a three-year
term. If this entire volume were hedged on an exchange, suppliers would
have had to post about $1 billion in cash to cover initial margin and vari-
ation margin. This $1 billion would have been added to bids accepted for
the auction and ultimately would have been borne by consumers in New
Jersey. There are a number of other states that conduct similar auctions.
They would face a similar cost premium to reflect the additional working
capital costs that suppliers would have to bear if the OTC markets are not
available for the hedging needed to provide these types of products. Com-
petition would also decline as the liquidity risk would simply be unaccept-
able to many suppliers. It is a basic tenet of markets that fewer partici-
pants would result in higher prices to customers.

At the hearing, Chairman Gensler suggested the NJ BGS example in my testi-
mony was a “red herring”, maintaining that the transactions involved were physical
sales of wholesale power outside CFTC jurisdiction or financial hedges that were
custom products rather than standard products.! I write to provide additional infor-
mation demonstrating these financial hedges are indeed standard products, and
stand by the accuracy of my testimony.

The example in my testimony described a typical full requirements product that
many utilities procure to provide retail electric service. The NJ BGS auction is one
of the most competitive and highly regarded wholesale power procurement auctions
in the country. The product procured in the NJ BGS auction includes electricity de-
livered in quantities that match the utilities’ load, or a percentage thereof, in each
hour of the day, ancillary services and other products, hence they are called full re-
quirements products. The Federal Energy Regulatory Commission (FERC) has juris-
diction over these wholesale power sales. A supplier of the full requirements product
to serve one block of firm load in the Public Service Electric and Gas (PSE&G) serv-
ice territory would have the obligation to serve 1.18% of PSE&G’s firm load at any
given hour for three years. The load obligation varies by season and time of day,
but has a peak load of 99 megawatts and an average load of 45 megawatts.

Given the uncertainty regarding future wholesale power prices, sellers often
hedge their positions with standardized products. These standardized hedges consist
of one of, or a combination of (i) physical wholesale power purchases subject to
FERC regulation and (ii) financial products purchased from over-the-counter (OTC)
markets. The supplier would also enter into financial swaps to hedge the price risk
between the liquid trading point and the utility’s delivery point, commonly referred
to as basis swap transactions. If the transaction is hedged with a combination of
financial products, the physical delivery of power to meet the utility’s load obliga-
tions would be purchased in the physical spot market.

In the example used in my testimony, a supplier of one block of PSE&G firm load
would procure standard on and off peak block power products of seasonal, yearly
or multi-year terms at PJM West, the closest liquid trading hub to the PSE&G de-
livery zone. The block power purchases would be made in such a fashion to as close-
ly as possible replicate the expected load obligation by month. However, due to the
nature of the standardized products that are traded at the PJM West Hub, quan-
tities that exactly match PSE&G’s expected load are not typically available. The
same process of buying on and off peak block volumes in seasonal, yearly or multi-

1CHAIRMAN BINGAMAN: “Let me ask on this specific that Joseph Kelliher talked about
there, the auction that occurred ... in New Jersey last month, What is your thinking about the
role the CFTC would play on that kind of a—"

MR. GENSLER: “I am glad you asked it. I understand the facts on that, probably none. I
think it is a red herring, with all respect to Chairman Kelliher. I think it is probably a cash
transaction that is excluded under the Commodity Exchange Act. We do not cover cash or phys-
ical spot or forward contracts. If Congress were to move forward and actually suggest that we
cover broad, over-the-counter derivatives, it would only be the standard transactions that would
be recommended to be brought to central clearing, and I think the transaction he was describ-
ing, if it were an over-the-counter derivative, would actually be customized or tailored,”

Financial Transmission Rights and Other Electricity Market Mechanisms, Hearing Before the
Senate Comm. On Energy and Nat. Resources, 111th Cong. 44-45 (March 9, 2010) (unofficial
transcript).



90

year terms would be followed for the basis swap transactions. The supplier of the
full requirements product then manages the exposure resulting from variations be-
tween the actual load volume and the procured hedge products.

None of the financial products used to hedge the risk associated with these for-
ward wholesale power sales into the NJ BGS are custom products. These are stand-
ard OTC products with fixed volumes and terms associated with liquid pricing
points2. NYMEX and ICE trade multiple products associated with the PJM West
Hub, some of which could be used to hedge the price risk associated with buying
the PJM West Hub block power referenced in the example above. The NYMEX and
ICE purchases would likely be considered standardized under the pending legisla-
tion. Similarly, both the NYMEX and Nodal Exchange trade multiple basis swap
products, including the basis swap between the PJM West Hub and the PSE&G
service territory, and such products would likely be considered standardized prod-
ucts. Legislative proposals that would force trading and clearing of standard prod-
ucts would indeed mandate the trade of these products on exchanges.

Requiring suppliers to hedge on an exchange would expose them to significant li-
quidity risk for cash margining. The cost of this risk would ultimately be borne by
the utility’s customers via higher prices charged for the full requirements service.
In this particular instance, financially hedging one block of PSE&G firm load with
a standard 50 megawatt block of PJM West energy on an exchange versus OTC
would have resulted in an initial cash margin posting of $6.6 million and a peak
cash margin posting to the exchange of $21 million. Extrapolating this exposure to
cover the entire auction volume would have required suppliers to post over $1 bil-
lion in cash to cover the exchange requirements.

I continue to maintain that requiring energy companies and end users to conduct
all of their transactions of standard products on exchanges and subjecting those
transactions to costly central clearing requirements would result in significant price
increases and reduced participation in the market, without any commensurate re-
duction in risk. This is why I support an end-user exemption for both wholesale and
retail market participants

Sincerely,
JOSEPH T. KELLIHER,
Executive Vice President.

2 A customized product utilized to hedge a supplier’s firm load obligation to PSE&G would con-
tain non-standard terms to the transaction such as a shaped hourly volume rather than fixed
block volumes of energy, or would have other terms that would not be readily tradable in the
market by multiple parties. It should be noted, however, that the supplier of such non-standard
products would most likely have to hedge its exposure using a combination of standard products
and then manage the exposure resulting from the variations between the non-standard product
and the standard hedges.
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