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OVERVIEW

Why is an FTR credit policy necessary?

- Ensure that FTR buyers have the ability to pay for FTRs
purchased in auctions.

- Ensure that FTR holders have the ability to make future
payments for long-term FTRs.

»  Ensure that the holders of counterflow FTRs have the
ability to make required congestion payments.

The first two credit policy issues potentially exist for future
payments for conventional long-term firm transmission service.
The final issue Is unique to financial rights defined as obligations.



AUCTION SETTLEMENTS

Ensure that FTR buyers have the ability to pay for FTRs
purchased in auctions.

»  Market participant bids for FTRs can influence the prices of
many other FTRs bought and sold in an auction.

»  If a bidder submits bids that clear in an FTR auction but
does not have the ability to pay for the FTRs it is awarded,
the invalid bids may have raised the prices paid by many
other market participants.

- The potential for FTR auction prices to be determined by
invalid bids would be disruptive to FTR markets.

It is essential that entities submitting bids in auctions to buy FTRs,
or conventional firm transmission rights, have the financial ability
to pay for the rights they are awarded.
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AUCTION SETTLEMENTS

High-priced bids for FTRs can cause offers for counterflow FTRS

to clear in an auction and affect the price paid for the counterflow
rights.

If an undercapitalized FTR buyer is not able to make the
payments required to cover the purchase of the FTRs which it was
awarded In the auction, the ISO may not collect the payments

necessary to fund payments to entities awarded counterflow FTRS
In the auction.



AUCTION SETTLEMENTS

Credit coverage for auction bids iIs necessary, even in settlement
systems such as PJM and ISO-NE, in which FTRs are paid for at
the end of the period.

»  FTR auction markets would be substantially compromised
If undercapitalized entities were able to submit bids to buy
FTRs and then default if the clearing price in the auction
were to exceed the ultimate payments to the FTR holder.



LONG-TERM FTRs

Ensure that FTR holders have the ability to make future payments
for long-term FTRs.

- Under some long-term FTR systems, LSEs may purchase
FTRs with terms extending over a number of years by
agreeing to make annual payments.

»  This payment structure is very common for long-term firm
transmission rights.

»  Market-based transmission expansions are likely to entail
payments extending over a number of years by the entities
responsible for the expansion. This would be the case
under either a system of FTRs or firm transmission rights.

It is Important that the entities awarded long-term FTRs have the
financial capability to make future payments.
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LONG-TERM FTRs

Ensuring financial responsibility through appropriate credit
requirements is particularly important in the context of
transmission expansion, as transmission owners may make
substantial investments premised on recovery of these costs from

the entities initiating the expansion.

»  The need to ensure financial responsibility of entities
Initiating transmission expansions is not limited to markets
based on LMP and financial rights; it also exists in markets
based on long-term firm transmission rights and in natural
gas transmission markets.

»  Payments for firm transmission rights in both gas and
power were historically made by regulated entities that
were able to recover the payments in their rates, so there
was relatively little risk of default.
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LONG-TERM FTRs

With open access to the transmission system in gas and power,
some of the entities potentially desiring to acquire transmission
rights are unregulated marketers or other entities with possibly
limited financial capability.

- There have been instances of expanders defaulting or
attempting to default on payments for expansions of both
gas pipelines and electric transmission.

» It is important to require adequate credit coverage of
entities Initiating transmission expansions, and substantial
security is in fact often required.



LONG-TERM FTRs

It IS Important under open access to avoid imposing barriers to
entry by imposing undue financial responsibility requirements on
those seeking to fund expansions, whether of gas transmission
pipelines or the electric transmission grid.

- Conversely, however, it is essential that transmission
expansions not become a case of heads the marketer wins,
tails the ratepayer of the transmission provider loses.

»  This requires a credit policy that provides a reasonable
assurance that entities initiating transmission expansions
have the financial capability to make the required payments
over the term of the project.



LONG-TERM FTRs

Credit coverage for long-term FTRs and expansion FTRs does not

need to cover the sum total of all future payments.

O

The transmission provider or RTO will be able to resell the
FTRs or firm transmission rights in the event of default.

Default is most likely to occur, however, in circumstances
In which the current market value of the FTRs is less than
the future payments due.

Financial assurance for transmission expansions and other
long-term rights therefore does not need to cover the entire
future obligation, but needs to provide a reasonable

likelihood of covering the potential change in market value.
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LONG-TERM FTRs

The determination of an appropriate credit policy Is particularly
difficult for expansions supported by traditional firm point-to-
point rights because use-it-or-lose-it rights have no value if not
scheduled and there may be no alternative user at the original
source If the original generation project is delayed or cancelled.

- There iIs no well-defined rule for redefining sources and
sinks for physical rights.
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LONG-TERM FTRs

If long-term FTRs were a continuously traded financial instrument
like gas futures, one could observe the historic variability of FTR
prices and project the credit coverage to protect against a given
probability of value changes. However:

> One cannot observe changes in FTR or physical right
market values on a regular basis.

»  In most regions, there i1s not much history for projecting
variations in FTR prices.

»  Securing credit coverage for transmission expansion
requires assessing the potential changes in congestion
prices after the expansion.

»  Every transmission project has potentially unique impacts
on future congestion prices.
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LONG-TERM FTRs

As more long-term FTR auctions are held, we will gradually build
up information on the variability of FTR values. This historical
data could be used to assess the likelihood of FTRs losing more

than X% of their value over 10 years.

» If FTRs are paid for prior to the determination of actual
congestion charges, credit policy for the purchase of long-
term FTRSs needs to cover the variability of expected future
FTR values, not actual after-the-fact FTR value.

- The variability of ex ante FTR value is potentially much
less than the variability of ex post returns.
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COUNTERFLOW FTRs

Ensure that the holders of counterflow FTRs have the ability to make
the required congestion payments.

Another credit policy issue is to ensure that FTR holders have the
financial capability to make any required payments to the ISO/ RTO if
the congestion charges associated with the FTR are negative.

O

This issue Is particularly important for counterflow, negatively
priced FTRs.

Entities buying negatively priced FTRs are paid to provide
financial counterflow (i.e., they absorb the risk stream for the
LSE that buys the positively priced FTR made feasible by the
counterflow FTR.) This means that the buyer of the negatively
priced FTR will likely be obligated to make congestion
payments to the ISO/RTO.

Any negatively priced FTR that is awarded is providing
counterflow that makes feasible some positively priced FTR

awarded In the auction.
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COUNTERFLOW FTRs

Credit policy for potential counterflow FTRs needs to ensure a
reasonable likelihood that the FTR holder will be able to cover:

»  The expected value of payments due on the FTR
(approximated by the auction price); and

»  Likely payments in excess of the expected value.



COUNTERFLOW FTRs

Credit coverage for payments in excess of the expected value is
Important because LSEs hold FTRs to hedge congestion charges
that may differ from the expected value.

»  There Is expected to be variation in congestion charges
around the mean. Over any year, 2 years or 3 years, actual
congestion payments may differ from the expected level,
possibly by a lot.

»  This variability is a reason for LSEs to hold FTRs. If FTR
payments always averaged out to the expected level over a
year, why would LSEs hold an annual FTR?
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COUNTERFLOW FTRs

If the holders of counterflow FTRs default on their obligation to
make payments to the I1SO, the remaining FTRs may not satisfy a
simultaneous feasibility test, meaning that the congestion charges
collected by the affected I1ISO may not be sufficient to cover
payments due to the remaining FTR holders.

- With full funding of FTRs, this shortfall will be borne by
other market participants.

- The potential for ISO revenue inadequacy Is greatest for
defaults on FTRs having negative prices in the FTR
auction.
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COUNTERFLOW FTRs

The historic variability of FTR pricing and payments can be used
In assessing the level of credit coverage to be required to hold
counterflow FTRs, but has limitations.

»  Very little historic data will be available for regions that
have recently implemented LMP or have not yet
Implemented LMP.

»  Even inregions that have several years of experience with

LMP, the number of realizations for annual FTRs is very
small.
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