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November 13, 2018
Chairman J. Christopher Giancarlo
U.S. Commodity Futures Trading Commission

1151 21st Street NW

Washington, DC 20581

Petition To Suspend The Exemption From The Commodity Exchange Act Granted to PJM Interconnection for Financial Transmission Rights At 78 FR 19879

Dear Chairman Giancarlo,

On April 2, 2013, the CFTC published an order in the Federal Register (78 FR 19879) providing an exemption to various FERC-regulated Regional Transmission Organizations (RTOs) for certain swaps―namely, Financial Transmission Rights―from most Commodity Exchange Act regulations.
 The CFTC justified the exemption because of assurances made by one of the recipients― a private RTO called PJM Interconnection, LLC―that it was “comprehensively” regulated by the Federal Energy Regulatory Commission, and that its FERC-approved tariff includes the appropriate internal controls to satisfy the CFTC’s public interest standard.
 A crisis involving fraud and default in PJM’s FTR market threatens to stick end users―including the 65 million households in PJM―with as much as $180 million in default-related costs.
 The fraud was easily preventable, but PJM’s lack of effective oversight, combined with FERC’s failure to directly regulate key aspects of the market, have now exposed consumers to financial harm. 
The FTR fraud was committed by two former JP Morgan traders who played a central role in a FERC settlement for the largest electricity market manipulation case since Enron. You might ask: How did two traders well known to FERC for their role in one market manipulation scheme manage to do it again? Because FERC doesn’t directly regulate the FTR market: FTR traders are not required to obtain approval to trade from FERC subject to public notice and comment; and FERC has no regulatory authority to sanction the ability of individual traders. Instead, FERC delegates sweeping authorities to PJM and the other RTOs. 
PJM’s oversight is troubling. A year after other market participants warned PJM that the FTR traders built up positions that dwarfed the firm’s collateral—thereby risking default should the bets go the wrong direction—PJM belatedly asked the firm to increase its collateral. But the traders refused, instead offering to deposit revenues from an alleged $62 million future trade to satisfy its current collateral deficit. Not only did PJM agree to this harebrained scheme, but when PJM asked to confirm with the counterparty the accuracy of the $62 million source of the future collateral revenues, not only did the traders refuse, but PJM consented to not independently verify the account, later telling FERC that it “had no choice but to comply with this request” to take the traders’ word for it.
The recent fraud and default crisis has revealed that PJM failed to abide by the terms laid out in the exemption. Public Citizen therefore formally requests that the CFTC suspend the exemption it granted PJM, and regulate FTRs as swaps in PJM under the Commodity Exchange Act.
We reluctantly make this request. We admire and respect the dedicated Commissioners and staff at FERC, and we understand that neither FERC nor the CFTC is interested in engaging in a turf battle. But it was PJM―not FERC―that requested the exemptive relief; it was PJM that incompetently mishandled its oversight of the exempted FTR market; and it was PJM that misled the CFTC in its exemption application. FERC has, however, failed to replace PJM as the primary entity in charge of directly registering and regulating the FTR market. Because FERC has allowed PJM and its unprepared staff to remain as front-line regulators (rather than the better-equipped FERC enforcement staff), we have no choice to remind the CFTC that PJM is in violation of the terms of its exemptive relief, and the CFTC must therefore suspend its exemption.

It is important to note that, despite the massive default, there has been no adverse impact on reliability. The lights aren’t going to off in PJM as a result of this fiasco. This underscores that the FTR market has no bearing on the physical delivery of electric power; it is, at its core, a speculative financial product whose trade is dominated by financial speculators. But real money is involved, and the default threatens working families, public school districts, hospitals and all other consumers in PJM with as much as $180 million in default-related costs.
Background on CFTC Exemption

On July 21, 2010, President Obama signed the Dodd-Frank Wall Street Reform and Consumer Protection Act. Title VII of Dodd-Frank amended the CEA to expand the exclusive jurisdiction of the CFTC to cover swaps traded, executed, or cleared: “[The CFTC] shall have exclusive jurisdiction . . .with respect to accounts, agreements . . . and transactions involving swaps or contracts of sale of a commodity for future delivery (including significant price discovery contracts) traded or executed on a contract market . . . or a swap execution facility . . . or any other board of trade, exchange or market.”
 Dodd-Frank further clarified that the CFTC retains its authorities over agreements, contracts or transactions traded pursuant to FERC-approved tariff or rate schedules. 
 Dodd-Frank also empowers the CFTC to exempt certain swaps like FTRs:

If the [CFTC] determines that the exemption would be consistent with the public interest and the purposes of this act, the [CFTC] shall . . . exempt from the requirements of this Act an agreement, contract, or transaction that is entered into pursuant to a tariff or rate schedule approved or permitted to take effect by the Federal Energy Regulatory Commission.

The granting of such an exemption can only occur if the CFTC determines “that the exemption would be consistent with the public interest.”

In accordance with the CFTC’s exclusive authority to both regulate swaps and provide exemptions to this regulatory authority, PJM joined with other RTOs and filed a joint petition to the CFTC on February 7, 2012 asking to exempt “financial transmission rights” from CFTC jurisdiction.

On April 2, 2013, the CFTC published its Final Order in the Federal Register approving the exemption of FTRs.
 The Final Order explicitly reserved the right to clawback the exemption: 

[the CFTC] expressly noted that the proposed exemption was based upon the representations made in the Petition and in the supporting materials provided by the Requesting Parties and their counsel, and that any material change or omission in the facts and circumstances that alter the grounds for the Proposed Order might require the Commission to reconsider its finding that the exemption contained therein is appropriate and/or in the public interest and consistent with the purposes of the CEA . . . several of the [RTOs] representations of particular importance, including: (1) The exemption sought by the [RTOs] relates to the transactions described in the Proposed Order, which are primarily entered into by commercial participants that are in the business of generating, transmitting, and distributing electric energy; . . . (3) the transactions . . . enable the reliable delivery of affordable electric energy; (4) each of the transactions defined in the Proposed Order taking place on the Requesting Parties' markets is monitored by Market Monitoring Units . . . [the CFTC] explicitly reserved the authority to, in its discretion, suspend, terminate, or otherwise modify or restrict the Proposed Order.
PJM’s FTR Debacle

FTRs are purely financial instruments conceived to theoretically manage financial risk associated with transmission congestion. But the FTR market is dominated by financial speculators
 and not, per the CFTC’s exemption order, “commercial participants that are in the business of generating, transmitting, and distributing electric energy.” According to the 2018 State of the Market Report for PJM, “financial entities purchased 76.2 percent of prevailing flow and 82.9 percent of counterflow FTRs for January through September of 2018.”

One such financial speculator was GreenHat Energy. GreenHat was not a commercial participant in the business of generating, transmitting or distributing electric energy. Rather, GreenHat was a speculator founded by two former JP Morgan power traders, Andrew Kittell and John Bartholomew. Kittell and Bartholomew were the JP Morgan traders cited in the company’s $410 million settlement with FERC for electric power market manipulation in 2013.
 And a year before JP Morgan’s 2013 settlement, FERC temporarily revoked JP Morgan’s market-based rate authority (one needs to apply at FERC for such authority in order trade market-based, rather than cost-of-service, rates―well except if one wants to trade FTRs, otherwise you don’t need any permission from FERC whatsoever. More on that later) because JP Morgan and its traders were dishonest and misleading during FERC’s investigation.

Beginning in 2015, GreenHat began making big bets in PJM’s FTR market. By April 2016, other market participants met with PJM executives to raise concerns not only about GreenHat’s large positions, but the inadequacy of PJM’s collateral requirements.

As GreenHat’s positions worsened and threatened market participants (and end consumers) with significant risk, PJM staff waited a year after the April 2016 meeting before directly contacting GreenHat with requests to require the company to post more collateral.
 Greenhat replied by pledging $62 million in future FTR revenue from its counterparty, Shell Energy North America.
 

PJM then asked for proof that the $62 million pledge was real by asking permission to verify with Shell. Greenhat declined to give PJM permission. Disturbingly, PJM claims that it “had no choice but to comply with this request” to not independently verify GreenHat’s claims.
 And so PJM trusted GreenHat’s claims and did not independently verify that the claimed revenues were real. Of course, it turns out that GreenHat lied to PJM. 
The incompetence here by PJM is mind-boggling. PJM enforcement staff should have been aware of Kittell’s and Bartholomew’s central role misleading FERC staff and orchestrating the largest power manipulation scheme since Enron, since FERC’s 2013 Order publically lists both of their names. How on earth do PJM’s regulators give the benefit of the doubt to two traders with a known record of lying and cheating? PJM’s failure to conduct even nominal oversight is gross incompetence at best and a dereliction of its responsibilities under its tariff at worst.
CFTC’s Exemption Was Predicated on Direct Oversight by its Market Monitor―But The Market Monitor Was Absent From Key Oversight

PJM’s CFTC exemption order was explicitly predicated on the fact that “each of the transactions defined in the Proposed Order taking place on the Requesting Parties' markets is monitored by Market Monitoring Units.”
 But Public Citizen cannot locate evidence that PJM’s IMM was directly involved in reviewing decisions to allow GreenHat to count fake future revenues as collateral, or reviewing the decision to not independently verify the whether the revenues were in fact real. If the PJM IMM was not involved in reviewing these key decisions, then it appears as through PJM has violated the terms of the CFTC exemption.
PJM’s market monitor, Monitoring Analytics, is the only market monitor for RTOs in the US that is a wholly-legally separate entity from the RTO, as the result of a FERC settlement after evidence was presented that PJM management interfered with the independence of its then-internal market monitor.
 
Emails documenting PJM’s negotiations with GreenHat about securing needed collateral do not include staff from PJM’s independent market monitor.
 While PJM’s market monitor includes aggregate data and basic analysis of the FTR market for its annual State of the Market Reports, it appears it was not involved in one of the defining regulatory oversight decisions: PJM’s naïve determination to trust GreenHat’s claims that future revenues from a counterparty were real.
The CFTC Exemption Was Contingent on FTR Traders Being Commercial Participants in the Business of Generating, Transmitting, and Distributing Electric Energy. GreenHat Clearly did not Meet any of these Criteria.

PJM applied for and received an exemption from CFTC oversight based upon the premise that FTR traders were “commercial participants that are in the business of generating, transmitting, and distributing electric energy.”
 Say what you will about GreenHat, but there is no way to characterize it as a commercial participant that was in the business of generating, transmitting or distributing electric energy. GreenHat was a financial speculator, and the CFTC exemption did not authorize such non-commercial interests to trade FTRs.

Despite PJM’s Incompetence, FERC Chooses Not To Directly Regulate FTR Traders

PJM’s lax oversight is, unfortunately, by design. FERC’s entire RTO experiment was directly justified by FERC’s desire to “facilitate Lighter Handed Regulation.”
 

When FERC issued Order 2000, it intended that RTOs “would reduce the need for Commission oversight and scrutiny . . . [and] some degree of deference could be granted on certain issues to independent RTOs”
. FERC’s subsequent deference to PJM has been disastrous for consumers.

The foundation of FERC’s experimentation with competitive markets was the authorization for entities to charge market-based rates. Any entity seeking to charge market-based rates must first file an application with FERC, where important details about the company and its ownership structure are disclosed. These MBR applications are subject to public notice and comment, meaning members of the public can inspect the applications, intervene in the proceedings, and submit comments or protests of the application.

Such public notice and comment filings do not exist for firms seeking to trade in FTRs. There are no application filings on record at FERC for GreenHat. That’s because FTR traders need only register with PJM. But PJM does not offer public notice and comment of FTR applications, and it does not condition their approval by first offering the public an opportunity to inspect the applications. In addition, Public Citizen has difficulty finding approved FTR applications.

Why is this a big deal? Because had GreenHat been required to file an application to trade in the FTR market at FERC the same way it would if it applied to sell energy at market-based rates, it would have been required to file an application with FERC detailing its ownership structure, among other things. Had GreenHat been required to submit its ownership structure to public notice and comment at FERC, then groups like Public Citizen would have had an opportunity to raise serious concerns about a firm owned by two former JP Morgan traders directly implicated in one of the most brazen market manipulation schemes in history, obtaining authorization to trade FTRs.

With no direct FERC oversight, it’s unsurprising that GreenHat isn’t the only FTR participant owned by traders involved in FERC manipulation cases. Tokamak Energy Partners traded FTRs for three years in PJM after FERC reached a market manipulation settlement with Deutsche Bank.
 Tokamak’s founder was the head of power trading for Deutsche Bank during the period the company was caught manipulating the California power market. Had Tokamak been required to file a public application to trade FTRs at FERC, Public Citizen would have had an opportunity to raise objections based upon the founder’s role in manipulating markets. 

Who knows how many frauds and market manipulators have set up shop to trade FTRs. FERC doesn’t know, because FERC effectively has ceded regulatory jurisdiction to PJM, and PJM operates its FTR market with little to no public transparency.

FERC enforcement staff were not copied on emails in April 2017 when PJM enforcement staff were negotiating with GreenHat over collateral. It does not appear that FERC enforcement staff were aware of key details or decision-making during this critical time.

The point here is that the CFTC exemption was predicated on FERC “comprehensively” regulating FTRs. But it is clear that FERC does not regulate FTRs “comprehensively,” and while FERC has approved changes in credit and collateral policy for PJM, FERC still has no plan to require FTR traders to first apply at FERC for permission to trade FTRs (and notice such applications for public inspection and comment), or directly oversee key aspects of the FTR market. Instead, PJM enforcement staff will remain as the primary, day-to-day regulators of FTR traders, despite the overwhelming evidence that they are unprepared and unqualified for the task.
Conclusion: Summary of Probable Violations of the CFTC Exemption Order

Public Citizen submits this Petition to suspend the exemption for Financial Transmission Rights from most provisions of the Commodity Exchange Act on behalf of  PJM Interconnection, because PJM has violated the terms and conditions of the exemption order.
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Tyson Slocum, Energy Program Director
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