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DIRECT TESTIMONY OF STEVE BYONE
I. POSITION AND QUALIFICATIONS

Q.
PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

A.
My name is Steve Byone.  My business address is 7620 Metro Center Drive, Austin, Texas 78744.

Q.
BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

A.
I am employed by the Electric Reliability Council of Texas, Inc. (ERCOT) as Chief Financial Officer.  I began my employment at ERCOT in 2005.  I was appointed to my current position in September 2005.

Q.
PLEASE DESCRIBE YOUR RESPONSIBILITIES AS CHIEF FINANCIAL OFFICER.

A.
I am responsible for all treasury functions including financing, cash management, and credit analysis.  I also oversee all accounting operations including Accounts Receivable, Accounts Payable, Fixed Assets, Procurement, Financial Reporting, Budgeting/Forecasting and Regulatory Reporting functions.  In addition, I am responsible for management of the $100 million-plus corporate operating budget and I am the primary liaison between the Finance & Audit Committee of the Board of Directors and ERCOT.

Q.
PLEASE OUTLINE YOUR EDUCATIONAL AND PROFESSIONAL QUALIFICATIONS.

A.
I have a Bachelor of Science degree in Accounting and Business Administration from Northwestern State University in Natchitoches, Louisiana.  I also have a Masters of Business Administration, with a concentration in finance, from Louisiana Tech University.  I am also a Certified Public Accountant.  I have more than 25 years experience in the energy field in a wide variety of positions, including vice presidential positions as Chief Financial Officer and Chief Risk Officer.  Prior to joining ERCOT, I was a Vice President and Chief Risk Officer for Progress Energy, a Fortune 250 diversified energy company with more than 24,000 megawatts of generation capacity and $9 billion in annual revenues.  Before Progress Energy, I held a number of positions with Mirant Corporation, including Co-Chief Commercial Officer and Director of Corporate Finance & Chief Risk Officer for Mirant Europe, and Vice President and Chief Control Officer with Mirant Americas Energy Marketing.  In these positions, I had a number of responsibilities, including a primary role in the launch of a European venture, where I oversaw development of corporate, legal, and tax structures; secured working capital funding; developed business processes; and spearheaded hiring of staff.  Earlier in my career, I held significant management and technical positions with Enron Corporation, including managing world-wide cash flow, managing interest rate exposure and managing treasury stock repurchases.  I also filled key roles in finance, accounting, and risk management during my 17 year stay in the Enron Corporation.

Q.
HAVE YOU EVER TESTIFIED BEFORE THE PUBLIC UTILITY COMMISSION OF TEXAS?

A.
No, I have not.

II. INTRODUCTION

Q.
WHAT IS THE PURPOSE OF YOUR TESTIMONY?

A.
The purpose of my testimony is to provide:

· an explanation of how ERCOT funds its operations;

· an explanation of the changes in the scope of ERCOT’s responsibilities and duties since ERCOT’s last fee filing, and a justification for ERCOT’s use of a future test year;

· an overview of the process used to develop the 2006 ERCOT Budget;

· an overview of the 2006 ERCOT Budget;

· a description of business control mechanisms employed by ERCOT to ensure that ERCOT funds are managed prudently and efficiently;

· a discussion of ERCOT’s use of debt to finance projects and operations; and

· a review of the budget for the Corporate Administration Division of ERCOT, including a description of the Division’s responsibilities and planned activities, the resources necessary to accomplish those activities, and the costing of those resources.

Q.
PLEASE DESCRIBE THE EXHIBITS THAT YOU ARE SPONSORING?

A.
I am sponsoring Exhibits SB-1, SB-2, SB-3, SB-4, and SB-5.

Q.
WHAT SCHEDULES AND WORKPAPERS ARE YOU SPONSORING?

A. 
I am sponsoring or co-sponsoring Schedules 4, 5, 6, 15, and 16, and Workpapers WP.5.1, WP.5,2, WP.5.3, WP.5.4, WP.5.5, WP.5.6, WP.15.2, WP.15.3, WP.15.4, WP.Supp.1, and WP.Supp.2.

Q.
WERE THE EXHIBITS, SCHEDULES, AND WORKPAPERS THAT YOU ARE SPONSORING PREPARED BY YOU OR UNDER YOUR SUPERVISION?

A.
Yes, they were.

Q.
IS THE INFORMATION CONTAINED IN THE EXHIBITS, SCHEDULES, AND WORKPAPERS THAT YOU ARE SPONSORING TRUE AND CORRECT?

A. 
Yes, it is.

III. ERCOT FUNDING

Q.
PLEASE EXPLAIN HOW ERCOT FUNDS ITS OPERATION?

A.
ERCOT funds its operations through a variety of fees that are approved by the Commission.  The largest of the fees, representing approximately 98 percent of ERCOT’s revenue, is the ERCOT System Administration Fee. 

Q.
WHAT IS THE ERCOT “REVENUE REQUIREMENT”?

A.
ERCOT’s revenue requirement represents the funds it needs to pay employee salaries and other operating costs, to honor contractual debt repayment agreements, and to contribute an “equity” investment in its systems and facilities. 

Q.
IS THE ERCOT REVENUE REQUIREMENT INTENDED TO ENABLE ERCOT TO RECOVER ITS REASONABLE AND NECESSARY COSTS OF PERFORMING ITS FUNCTION AS AN INDEPENDENT OPERATOR PURSUANT TO TEXAS UTILITIES CODE § 39.151 FOR  THE YEAR?

A.
Yes, it is. 

Q.
HAS THE ERCOT SYSTEM ADMINISTRATION FEE CHARGED IN THE PAST BY ERCOT ENABLED ERCOT TO RECOVER ITS COSTS OF PERFORMING ITS FUNCTION?

A.
Yes and no.  The fee has enabled ERCOT to recover its actual cash costs of performing its function.  However, the fee has not enabled ERCOT to recover its costs of operations on an accrual basis. 

Q.
WHAT IS THE DISTINCTION?

A.
The ERCOT System Administration Fee is established to recover debt service principal and interest payments, rather than depreciation.  Based on decisions regarding the timing of debt repayment, principal amortization has been significantly below ERCOT’s depreciation expense.  As a result, while the ERCOT System Administration Fee has been sufficient for ERCOT to meet its debt repayment obligations, it has not been adequate for ERCOT to recover depreciation – the theoretical costs associated with ERCOT’s consumption of the utility of its investment in systems and facilities.

Q.
WHY DID ERCOT DECIDE TO BASE ITS REVENUE REQUIREMENT ON DEBT SERVICE RATHER THAN DEPRECIATION? 

A.
I understand the primary reason for basing the ERCOT System Administration Fee on debt service rather than depreciation was to temporarily produce a lower fee.  Depreciation expense must be recorded consistent with generally accepted accounting principles while debt service amortization is, to a large extent, under management control. 

IV. CHANGES IN THE SCOPE OF ERCOT’S RESPONSIBILITIES/USE OF A FORECAST TEST YEAR

Q.
PLEASE BRIEFLY EXPLAIN HOW THE SCOPE OF ERCOT’S ACTIVITIES AND FUNCTIONS HAS BEEN EXPANDED BY THE COMMISSION AND MARKET PARTICIPANTS.

A.
Since ERCOT’s last fee case, the scope of ERCOT’s activities and functions has been expanded dramatically.  This expansion has occurred primarily to address findings from recent audits and as a result of the Texas Legislature’s decision to require ERCOT to fund an independent market monitor function.

First, recent audits have identified areas that can be improved in the internal control framework employed by ERCOT.  Independent audit results were presented to, and accepted by, the Commission.  As a result, ERCOT has been directed by the Commission to address the areas identified in the audits.  ERCOT management worked with the Commission Staff to develop an agreed action plan to address areas that can be improved (as identified in the audits), primarily focused on the financial control and information security control areas.  The agreed plan includes the addition of both internal and contract resources to implement a strong internal control management program, implement improvements in information security practices, strengthen fraud prevention and detection measures, and increase ERCOT’s internal audit programs.  These initiatives will have a significant impact on ERCOT’s activities and functions in the coming years. 

The second level of the expansion of ERCOT’s activities and functions involves the Texas Legislature’s decision to require ERCOT to fund a yet-to-be defined independent market monitoring function. This change expands the scope of ERCOT’s activities and functions during the coming years as ERCOT funds the costs of the market monitor and supports the efforts of the market monitor with market information. While the exact costs required to fund the market monitor have not been precisely determined by the Commission, it is anticipated that these costs will begin in early 2006.  Accordingly, an amount totaling $3 million is included as a place saver in the 2006 ERCOT Budget to fund market monitoring activities during 2006.  

Q.
DO THE CHANGES IN THE SCOPE OF ERCOT’S RESPONSIBILITIES JUSTIFY ERCOT’S USE OF A FUTURE TEST YEAR FOR SETTING THE ERCOT SYSTEM ADMINISTRATION FEE?

A.
Yes.  Even though ERCOT is not seeking an increase in the System Administration Fee in this filing, there are several reasons why it is appropriate to use a future test year for setting the System Administration Fee.    First, because ERCOT is still implementing and refining many of its activities and functions in the market, significant portions of ERCOT’s historic costs would constitute non-recurring costs that would not be reflective of ERCOT’s revenue requirements for 2006.  Second, although base operation costs are lower in the 2006 budget than in the 2005 budget, many of the individual budget line items have changed significantly as a result of changes made to the scope of ERCOT’s activities and functions in the market.  Third, it is expected that ERCOT will expend significant costs implementing improvements to address recent audit findings and to fund an independent market monitor.  Accordingly, although the changes made to the scope of ERCOT’s activities and functions during 2005 do not result in budgeted overall higher costs in 2006, because of the variance in the level and make-up of ERCOT’s underlying costs compared to historical costs, the costs associated with implementation of an independent market monitor, and the costs associated with improvements to address recent audit findings, it is appropriate for the System Administration Fee to be established in this proceeding based on a future test year.  Stated another way, the continued expansion and changes to ERCOT’s activities and functions, and the corresponding increases in costs, make the use of historic test year data inappropriate for use in this case.  The use of forecasted 2006 budget data, as approved by the ERCOT Board, will best allow ERCOT to generate sufficient revenues to cover its costs during 2006, including costs associated with market monitoring, and will allow the Commission, market participants, and the public the opportunity to review ERCOT’s planned activities, while maintaining a check on any potential over-recovery of costs.


It is instructive that in the Federal Energy Regulatory Commission’s (FERC) recent Notice of Inquiry on Financial Reporting and Cost Accounting, Oversight and Recovery Practices for Regional Transmission Organizations and Independent System Operators, FERC Docket No. RM04-12-000, FERC sought comments on ways to provide regional transmission organizations (RTOs) and independent system operators (ISOs) with incentives to control costs.  In the proceeding, the National Association of Regulatory Utility Commissioners, the Organization of MISO States, and others, indicated that because of the non-profit status of RTOs and ISOs, reviews of costs should be conducted before expenditures occur and that spending plans should be submitted for review.  In essence, the comments filed in that proceeding support the use of a future test year rather than historical test year as a means of controlling RTO and ISO costs.

Furthermore, FERC’s recently proposed rules for the certification of the Electric Reliability Organization (ERO) under the new Section 215 of the Federal Power Act, proposes a FERC-approved mechanism for mandatory ERO funding.  Under FERC’s approach, the ERO will be funded based on an annual budget, which must be submitted 130 days in advance of the beginning of each fiscal year and which is subject to public comment and FERC approval.  ERCOT’s use of a future test year based on a Board-approved budget in this proceeding is similar to FERC’s proposed funding approach for the ERO, which is expected to be a non-profit corporation similar in structure to ERCOT.

Q.
WERE THE FORECASTED COSTS THAT ARE THE BASIS OF ERCOT’S FEE FILING APPROVED BY ERCOT’S BOARD AS PART OF THE BOARD’S APPROVAL OF ERCOT’S ANNUAL BUDGET FOR 2006?

A.
Yes.  The expenses included in this fee filing come directly from the budget amounts approved by the ERCOT Board.  Workpaper WP.Supp.2 is a certification by ERCOT’s General Counsel regarding the approval of the 2006 ERCOT Budget at the ERCOT Board of Directors’ Meeting for September 20, 2005.

Q.
HAVE YOU COMPARED HISTORICAL FORECAST BUDGET EXPENSES TO ACTUAL EXPENSES TO DETERMINE WHETHER ERCOT’S BUDGET IS RELIABLE AND ACCURATE?

A.
Yes.  ERCOT conducts regular reviews of actual expenses and prepares an analysis of significant variances.  All expenses are monitored and managed to ensure they are within reasonable tolerances of approved budget amounts.  The comparison of budget to actual amounts for 2004 and for year-to-date 2005 are included in the testimony of Michael Petterson.

Q.
IN YOUR OPINION AS ERCOT’S CHIEF FINANCIAL OFFICER, IS THE FORECASTED DATA USED IN THIS FILING REASONABLE, RELIABLE, AND MADE IN GOOD FAITH?

A.
Yes, it is.  With the arrival of Tom Schrader as CEO, ERCOT has placed added emphasis on controlling costs through the budgeting process and well-developed budgets.  Additional tools, including preliminary information from time tracking and activity-based costing, were utilized to confirm the 2006 ERCOT Budget represents a reasonable and reliable estimate of ERCOT’s activities and functions in 2006 and what those activities and functions will cost.  

V. ERCOT’S BUDGET PROCESS

Q.
PLEASE DESCRIBE THE PROCESS USED TO DEVELOP THE 2006 ERCOT BUDGET?

A.
ERCOT’s 2006 budget was developed based on input from a wide variety of sources – ERCOT staff, the ERCOT Board of Directors, Board committees and subcommittees, the Commission, and market participants.  Ultimately, the ERCOT Board determined the activities and associated revenue requirements for ERCOT and the resultant budget for 2006.  Details of the budget process are set out in the ERCOT Financial Policy, which is included in Workpaper WP.Supp.1.  

In general terms, departmental cost center managers review key requirements and objectives for the budget year (as determined by the Board) and develop strategies and associated costs to achieve those objectives.  These department plans are reviewed by management to ensure there is a reasonable and prudent approach given costs and risks.  Individual departments are then consolidated into the divisions, which are subsequently consolidated to form the overall ERCOT budget.  During each step, reviews are conducted to ensure there is consistency of assumptions and that the recommended expenditures are necessary to support the objectives of ERCOT.  A flowchart of this process is attached as Workpaper WP.Supp.1 to my testimony.  

Q.
PLEASE DESCRIBE HOW THE BUDGET FOR OPERATING EXPENSES IS DEVELOPED.

A.
As shown on the flowchart on Workpaper WP.Supp.1, the budgets for operating expenses are developed by departmental cost center managers based on their operational priorities and responsibilities as communicated to them by executive management and the Board.  Each manager is instructed to budget no more than is reasonable and necessary to accomplish the tasks they expect to perform in 2006.  These budgets are then reviewed by ERCOT management in an iterative fashion.  Early in the budget process, management seeks feedback from the Finance and Audit Committee of the Board regarding key budget assumptions and policy decisions.  The Finance and Audit Committee employs an open process to discuss the merits of budget policy alternatives.  Key policy questions impacting the budget include: the level of capital expenditures, the amount of leverage employed, and the timing of principal repayments for new debt.  The Finance and Committee also reviews and confirms all key assumptions used in developing the budget.  Once final decisions on policies and assumptions are reached, management prepares a final budget proposal for consideration by the Finance and Audit Committee.  Upon approval by the Finance and Audit Committee, the budget is recommended for approval to the ERCOT Board.

Q.
PLEASE DESCRIBE THE PROCESS FOR DETERMINING THE LEVEL OF BUDGETED CAPITAL SPENDING AND THE PROCESS FOR SELECTING PROJECTS THAT WILL BE UNDERTAKEN IN 2006.

A.
Capital projects needed to carry out ERCOT’s activities and functions are budgeted and implemented in accordance with ERCOT’s Project Development Procedures (PDP) (Workpaper WP.8.1).  As explained in the PDP and in the testimony of Robert Connell, ERCOT staff, market participants, and the Commission continually monitor and adjust the performance of ERCOT processes and systems designed to facilitate operation of the electric operations and markets in ERCOT.  System performance is compared to market and Commission expectations and ERCOT Protocols.  When the potential for improvement in system performance or a totally new activity or system is identified, a potential capital project is conceived.  Once a project has been approved by the ERCOT Board’s Technical Advisory Committee (TAC) and the ERCOT Board, it is added to the Project Priorities List (PPL) (WP.8.4).

The 2006 ERCOT Budget contains proposed capital spending of $25 million, of which $10 million will be revenue funded and $15 million will be debt-financed.  This represents a decrease in budgeted capital spending from the 2005 budget.  The $25 million was determined by the Finance and Audit Committee and approved by the ERCOT Board after considerable discussion regarding the mix and priority of projects on the PPL, ERCOT’s ability to successfully integrate projects given resource levels, revenue to debt funding levels, and the overall impact on the System Administration Fee.  The level of capital project spending reflects the consensus view of the ERCOT Board relative to these considerations.  It also recognizes the need to fund those projects absolutely necessary to avoid jeopardizing the reliability of the system and the market.
The level of capital spending included in the 2006 ERCOT Budget is not sufficient to provide for the development and implementation of all projects on the PPL (WP.8.4).  The PPL contains a priority-based list of approved projects.  The process used to rank projects is described in the testimony of Robert Connell.

Q.
PLEASE EXPLAIN THE PROCESS FOR OBTAINING APPROVAL OF THE PROPOSED 2006 ERCOT BUDGET FROM THE BOARD.

A.
Drafts of the 2006 ERCOT Budget were reviewed by the Finance and Audit Committee on five separate occasions beginning in mid-July 2005.  Additionally, the draft budget was presented to all interested parties at a public workshop on the budget that was held at ERCOT's Austin offices on August 3, 2005.  This public meeting was widely publicized and attended by interested parties, including members of Commission Staff and consumer advocates.  Also, ERCOT staff met with a number of parties on a one-on-one basis to discuss specific items of interest.  Based on feedback received from the Finance and Audit Committee, the public workshop, and one-on-one meetings, a final proposal for the 2006 budget was prepared by ERCOT staff.  The Finance and Audit Committee reviewed the final proposal for the 2006 budget, which incorporated key assumptions and policy decisions approved by the Finance and Audit Committee. Over the course of the individual Finance and Audit Committee meetings, considerable discussion and debate was given to labor dollars and employee positions, the use of contractors, the level of outside services, funding for capital projects, the use of leverage, budget sensitivities, and the amount of the requested System Administration Fee.


The ERCOT Board reviewed the 2006 ERCOT budget on two occasions, the final review occurred on September 20, 2005.  During this Board meeting, the Board confirmed the budget assumptions and policy decisions taken by the Finance and Audit Committee and approved the 2006 ERCOT Budget as recommended by the Finance and Audit Committee.  

Q.
DOES ERCOT HAVE ANY PROCEDURES IN PLACE FOR STAKEHOLDER INPUT AND EVALUATION OF THE BUDGET FOR OPERATING EXPENSES AND CAPITAL SPENDING?

A.
Yes, ERCOT is a stakeholder-based organization.  Accordingly, ERCOT has procedures for soliciting and has actively solicited and considered input from all of its various stakeholders, including representatives of electric industry market participants and consumers.  The overall scope of ERCOT’s activities and responsibilities are determined by the ERCOT Protocols, which were developed by the stakeholders and approved by the Commission.  Changes to the protocols, which have a direct effect on ERCOT’s budget, are controlled by the TAC, which includes representatives of all of ERCOT’s stakeholder groups.  ERCOT’s budget is reviewed and modified by the Finance and Audit Committee, and reviewed and approved by the Board.  ERCOT’s stakeholders are represented within both of these groups.  Stakeholders provide significant substantive comment during the review of the ERCOT budget and changes to the budget are made in response to stakeholder comments.  For example, during the Finance and Audit Committee’s review of the 2006 ERCOT Budget, stakeholders on the committee requested that ERCOT confirm which, if any, projects necessary to maintain system reliability would not be funded given a $25 million capital project level.  ERCOT staff reviewed the budget and associated project assumptions and facilitated changes to ensure that projects required to maintain system reliability would receive funding, thus incorporating the stakeholders’ suggestions.  

Additionally, because stakeholders have representatives on ERCOT’s Board, they have the ability to review, direct and control ERCOT’s expenses.  For example, the interests of residential consumers are represented on the ERCOT Board by Suzi McClellan (the Public Counsel), and to some extent the three independent board members.  Additionally, residential consumers are represented on TAC by a representative of the Office of Public Utility Counsel and one other member.  


ERCOT continues to seek better avenues for obtaining public comment on its budget as early as possible in the budget process.  ERCOT gives serious consideration to every comment that it receives and makes adjustments, when appropriate, to its budget in response to comments.

Q.
WHAT HAPPENS IN THE EVENT THE ACTUAL COSTS OF ERCOT’S OPERATIONS ARE UNDER- OR OVER-RECOVERED DURING A CALENDAR YEAR?

A.
Consistent with the ERCOT Financial Policy (Workpaper WP.Supp.1) ERCOT’s preference is to address actual over- or under-recovery issues during its annual budget process.  That is, if it appears that ERCOT will have an over- or under-recovery, such amount will be factored into current borrowing decisions, which will impact the calculation of ERCOT’s budget for the next year.  Historically, at the direction of the Board, ERCOT has used available funds to invest in capital projects, which had the effect of reducing the current year debt borrowing level.  As debt is reduced, or not incurred, interest expense on that debt is avoided.

ERCOT management, the Finance and Audit Committee, and the Board of Directors review ERCOT’s financial performance on a monthly basis.  These groups are sensitive to appropriate recovery of ERCOT revenue requirements.  Accordingly, actions are taken in response to an under- or over-recovery of revenue requirements in a manner that best utilizes ERCOT’s revenues and borrowings.

Q.
WHY IS OVER-RECOVERY OF REVENUES RESULTING FROM UNDER SPENDING NOT A SIGNIFICANT CONCERN?

A.
ERCOT is a non-profit entity that maintains a significant debt-funded, capital-spending program.  As such, even significant over-recovery of revenues is not a concern if ERCOT’s total over-recovery does not exceed a significant portion of its capital spending.


As a non-profit entity, over-recovery of revenues does not result in a net profit that will be distributed to shareholders.  Instead, if not used for other approved purposes, over-recovery increases ERCOT’s equity balance, which can be used in future periods.  At the direction of the Board, ERCOT historically has used over-recoveries to offset the amount of debt financing used for capital spending rather than applying the over-recovery to the equity balance.  This approach is prudent given the nature of ERCOT’s operation.  By using over-recoveries to reduce the amount of debt financing, ERCOT maintains greater financial flexibility to react to unexpected needs in the future without having to significantly adjust its fee.  Fee stability is important to the market because it allows for reduction in the risk premium used by REPs and other retailers of electricity to recover ERCOT’s fee from end-use customers.

VI. OVERVIEW OF THE 2006 ERCOT BUDGET

Q.
PLEASE GENERALLY DESCRIBE THE 2006 ERCOT BUDGET.

A.
ERCOT’s total base operating budget for 2006 is $124.9 million, as shown in Workpaper WP.1.5.  By base budget, I mean the budget to operate ERCOT’s base activities and functions without the costs associated with wholesale market redesign and market monitoring.  This amount is composed of operating and maintenance expenses (excluding interest and depreciation expense) of $80.4 million, principal and interest payments of $34.6 million, and revenue-funded capital expenses of $10 million.  ERCOT’s total revenue requirement for 2006 for its base operations is $124.9 million.  Additionally, the budget contains $3 million as a place saver for anticipated market monitoring costs and $1.5 million for additional debt repayment so that the total revenue requirement for 2006 is $129.4 million as shown in Schedule 1.

Q.
HOW DOES THE 2006 ERCOT BUDGET RELATE TO ERCOT’S REQUESTED SYSTEM ADMINISTRATION FEE?

A.
The ERCOT System Administration Fee is set to recover that part of ERCOT’s total revenue requirement (including ERCOT’s base revenue requirements, market monitoring costs, and additional debt retirement) that is not recovered by ERCOT’s other fees.  Because ERCOT’s fees other than the System Administration Fee are relatively insignificant compared to ERCOT’s revenue requirements, the vast majority of ERCOT’s revenue requirement is recovered through the ERCOT System Administration Fee.

Q.
ARE ERCOT’S FINANCIAL REQUIREMENTS DRIVEN BY RATE OF RETURN ON RATE BASE REQUIREMENTS AND SHAREHOLDER DIVIDEND EXPECTATIONS SIMILAR TO THOSE OF REGULATED UTILITIES?

A.
No.  ERCOT is organized as a 501(c)(6) not-for-profit organization.  Its fees are intended to recover the organization’s operating costs only.  ERCOT pays no dividend and requires no return on rate base.

Q.
PLEASE DESCRIBE THE PRIMARY FACTORS THAT HAVE SHAPED THE 2006 ERCOT BUDGET.

A.
As in past years, the 2006 budget is driven by the reliability, security, and market responsibilities borne by ERCOT.  A major factor impacting the budget is ERCOT’s ongoing efforts to cut costs by increasing the efficiency of its operations and by reducing or eliminating unnecessary costs.   The 2006 budget demonstrates that ERCOT has made considerable efforts in this regard by both increasing the scope and range of its activities, while simultaneously reducing projected operating costs.  Other factors shaping ERCOT’s base budget include ERCOT’s continued refinement of current market operations and the activities undertaken to address audit findings, primarily in the areas of internal controls and security controls.

One aspect of the budget from previous years is a reduction in the capital budget from $55 million in 2004 to $27.2 million in 2005 to $25 million in 2006.  As I stated previously, the budgeted level of capital project spending reflects the consensus view of the Finance and Audit Committee and the Board regarding a number of policy tradeoffs and ERCOT’s reasonable ability to complete and implement capital projects given ERCOT’s current resources.  It also recognizes the need to integrate those projects necessary to avoid jeopardizing the reliability of the system.   

 As might be expected given the varied interests of the parties participating in the establishment of ERCOT’s priorities, more capital projects were suggested for 2006 than ERCOT could prudently or reasonably be expected to accomplish.  ERCOT management, with direction from the ERCOT Board of Directors, considered ERCOT’s current state of operations and the proposed operational and capital projects in order to prioritize the proposed spending.  The result of these efforts was the establishment of a realistic, achievable work plan, contingent on funding, as reflected in the budget for 2006.

Finally, the Finance and Audit Committee held numerous discussions regarding the pros and cons of reducing the 2006 ERCOT budget to a level necessary to fund base operations.  After consideration of the probable requirement to fund market monitoring costs beginning early in 2006 and the desire to provide additional working capital which could be used for debt reduction (beyond that included in the base budget) the Finance and Audit Committee decided to maintain the ERCOT System Administration Fee at the 2005 level of $0.4200 per MWh.  Upon approving the 2006 Revenue Requirement of $129.4 million, the ERCOT Board also directed ERCOT to conduct its base operations within a budget of $124.9 million and to separately account for the incremental revenue collected beyond the base budget amount.  This incremental revenue may only be used to support working capital needs or to fund market monitoring costs once such costs are identified and approved by the Commission.

Q.
IS THE 2006 ERCOT BUDGET CONSISTENT WITH ERCOT’S LONG-TERM OPERATIONS PLAN?

A.
Yes.  The 2006 ERCOT Budget is consistent with ERCOT’s Long-Term Operations Plan that was filed with the Commission on November 1, 2004.

Q.
ARE THE EXPENSES INCLUDED IN THE 2006 ERCOT BUDGET REASONABLE AND NECESSARY?

A.
Yes.  The expenses included in the 2006 ERCOT Budget are reasonable and necessary for ERCOT to carry out its functions as an independent system operator under Texas Utilities Code § 39.151.

VII. BUSINESS CONTROL MECHANISMS

Q.
DESCRIBE THE COST CONTROL MECHANISMS USED BY ERCOT?

A.
Before discussing these mechanisms in any detail, it is important to understand the arenas in which ERCOT’s costs are determined and cost control mechanisms can be applied.  These arenas are: (1) Commission regulatory review; (2) ERCOT Board actions made using stakeholder input; (3) budget processes; (4) diligent management of expenditures; and (5) audits.  


Review by the Commission plays an important role in ensuring that ERCOT’s costs do not become unreasonable or adversely affect the competitive interests of any one part of the market.  The Commission sets much of ERCOT’s agenda  It approved the ERCOT Protocols and the protocol revision process, and it approves ERCOT’s fees, and has oversight authority over ERCOT’s actions.  Every action by the Commission or the Legislature that adds to ERCOT’s responsibilities tends to increase ERCOT’s costs.

The ERCOT Board, which has representatives of ERCOT’s stakeholder groups, also plays a crucial role in controlling ERCOT’s costs.  The Board is charged with implementing the directives of the Commission and the market participants, while protecting the organization as fiduciaries.  The ERCOT Board sets the goals and direction of ERCOT and reviews and approves ERCOT’s actions, including the ERCOT budget, which is used to set ERCOT’s fees.  The Commission, market participants, consumers, and the general public all have representatives on the ERCOT Board.  The Board requires ERCOT staff to reduce costs as much as possible and explores the best approaches for ERCOT to fund its activities.

ERCOT’s budget processes provide the most active arena in which cost control mechanisms can be applied.  These budget processes attempt to plan ERCOT’s activities for the upcoming year and to quantify the real costs of these activities.  ERCOT’s budget processes are designed and used to maximize the return on every dollar spent.   ERCOT applied strict criteria to the determination of costs for inclusion in the budget.  For example, each division manager is responsible for maximizing the efficiency of all personnel working under the manager.  To support labor costs included in the budget, managers were required to complete an Existing FTE Justification for each existing employee and a New FTE Justification and Request for each proposed new employee.  (The justifications are included in Workpaper WP.15.19.)  These justifications were reviewed by managers to ensure that ERCOT could justify each of the employees represented in the 2006 ERCOT Budget.  A similar technique was used to support all outside services budgeted for 2006, including all continuing outside services, such that managers were required to justify outside service cost by line item.

The next arena in which ERCOT’s costs are managed is the ongoing, day-to-day management of ERCOT.  This is the arena in which the ERCOT staff has the greatest responsibility and opportunity to control costs.  The cost control mechanisms applied in this arena relating to the Corporate Administration Division will be discussed more thoroughly later in my testimony and for other divisions in the testimony of the other ERCOT witnesses.

Under the Internal Control Management Program (ICMP), ERCOT management has also adopted policies and instituted operational procedures that are designed to enhance control and standardization of financial transactions.  For example, ERCOT continues to implement policies and standards relating to purchasing activity and employee expenses.  Additionally, ERCOT uses accounting software that allows it to accurately track capital expenditures by individual project.  Details of some of ERCOT’s cost control practices can be found in ERCOT’s Financial Policy, Investment Policy, Purchasing Policy, Employee Travel Expense Reimbursement Policy, and Consultant Travel Expense Reimbursement Policy (all included in Workpaper WP.Supp.1), and the Project Development Procedures (Workpaper WP.8.1).  

The managerial decisions made by ERCOT staff are constantly reviewed and evaluated by ERCOT management, the Finance and Audit Committee, and the Board of Directors, who review ERCOT’s financial performance at least monthly.  These financial reviews include a comparison of actual expense incurred to the amounts budgeted.  Significant variances are investigated, discussed and appropriate action taken.


Another opportunity for cost control is through external and internal audits.  Independent review of ERCOT’s activities provides for the ability to ensure that spending controls are sufficient and effective.  I have listed ERCOT’s most recent audits later in this testimony.

In addition to on-going cost control practices, during the last year ERCOT instituted a number of additional mechanisms to control costs.  A compensation study and a workforce analysis were recently completed; these are discussed in the testimony of Nancy McIntire.  Preliminary activity-based costing was also implemented, which provides insight regarding the costs associated with each of ERCOT’s functional activities and the drivers of those costs.  Management has also developed an executive dashboard and goals measurement system, which provides ERCOT with critical cost and performance information that enables ERCOT management to more quickly adapt to dynamic changes that ERCOT faces.
In addition to managing its operational costs, ERCOT has continued to refine the process that it uses to estimate, authorize, and implement large capital projects.  As discussed more thoroughly in Robert Connell’s testimony, ERCOT has implemented an enhanced cost-benefit analysis for proposed projects and management reassesses each project before it is commenced to insure that the underlying assumptions remain valid and that the project is still needed and can be completed within budget.  Project reassessment also includes an analysis into how ERCOT will acquire the components necessary for capital projects.
Q.
WHAT AUDITS HAVE ERCOT BEEN SUBJECTED TO OVER THE LAST YEAR?

A.
ERCOT has undergone a number of audits and audit-type reviews over the last year, including those listed in Exhibit SB-1, attached hereto.  All audit reports are filed with the Commission in PUC Docket Number 27706.

Q.
WILL ANY ADDITIONAL AUDITS BE CONDUCTED DURING 2006?

A.
Yes, ERCOT plans to conduct the following audits and audit-type reviews during 2006:

· 2005 financial audit;

· internal controls assessment;

· SAS 70 Type II audit;

· 401(k) and Money Purchase Plan audits;

· information IRS Form 990 review; 

· numerous audits conducted by ERCOT’s Internal Audit and Compliance teams.

Q.
DO YOU BELIEVE THAT ERCOT IS MAKING REASONABLE EFFORTS TO CONTROL ITS COSTS?

A.
Yes, I do.  ERCOT has been given a number of very complicated and unique goals.  The implementation of these goals has been expensive.  The ability to reasonably predict the ultimate magnitude of these costs has been exacerbated by the uniqueness of the undertaking and by the fact that the details of the goals and responsibilities set for ERCOT continues to change.  Despite these complications, ERCOT strives to minimize the costs of its operations.  ERCOT implemented a number of cost control mechanisms to ensure that its funds are spent prudently and efficiently.  These mechanisms are being continually improved and new mechanisms are being implemented.

VIII. DEBT

Q.
PLEASE EXPLAIN HOW ERCOT USES DEBT.

A.
ERCOT has a $50 million revolving credit facility that expires in April 2010.  ERCOT generally borrows under this facility to meet its short-term cash flow needs. To the extent cash is available, borrowings under ERCOT’s credit facility are repaid.  When the revolver balance reaches certain prescribed levels, generally resulting from financing approved debt-funded capital expenditures, longer term debt is obtained and revolver debt is extinguished.  Long term debt is generally structured so that repayment terms approximate the average life of the assets financed.  In doing so, assets are generally funded over the term of their useful life.  For example, the $50,000,000 Term Loan obtained in 2004 is scheduled to be repaid in four equal annual payments ending in November 2008.  The loan term selected is approximately equal to the expected useful life of the underlying assets financed.


ERCOT management conducts regular reviews of the mixture of fixed and floating rate debt and periodically updates the Finance and Audit Committee regarding ERCOT’s debt components.  As appropriate, ERCOT seeks to restructure or refinance debt to obtain the lowest overall cost of borrowing while still meeting its financial objectives.

Q.
PLEASE EXPLAIN WHY ERCOT HAS DECIDED TO USE DEBT TO FUND A PORTION OF ITS INVESTMENT IN SYSTEMS AND FACILITIES.

A.
ERCOT management, the Finance and Audit Committee, and the ERCOT Board of Directors have endorsed the use of financial leverage for several reasons, most notably because (1) the use of debt enables ERCOT to match the recovery of its capital investment with those who derive benefit from the investment over a period of years, and (2) leverage can help produce a smoother fee profile, resulting in a more predictable, consistent fee for the market.

Exhibit WP.1.14 shows what ERCOT’s fee would have looked like if ERCOT had used depreciation and not used debt to finance part of its capital program.  ERCOT assumes that annual capital investment requirements have essentially stabilized and additional investments will be made as existing assets are retired.  Of course, this does not include the additional investment that will be required for wholesale market redesign.


ERCOT also uses debt to fund short-term working capital needs to the extent there is a mismatch between revenues and expenditures.  Finally, ERCOT uses debt to meet the liquidity requirements defined in its Financial Policy and to meet the interest reserve requirements related to its outstanding Senior Notes.

Q.  
PLEASE DESCRIBE ERCOT’S CURRENT DEBT STRUCTURE.

A.
As of August 31, 2005, ERCOT had outstanding debt of $172.7 million.  The borrowing is comprised of $122.7 million of 6.17 percent senior notes payable issued on May 15, 2002.  The principal is scheduled to be repaid in ten annual increments of $13,637,000 beginning May 2004 and ending May 2013 with a final payment of $13,630,000 due in May 2014   

ERCOT also has borrowed $50 million via variable-rate term notes.  The interest rate on this facility is based on the type and tenor of advance made and may be based on either the prime rate or a Eurodollar-based rate.  The principal is scheduled to be repaid in four annual increments of $12,500,000 beginning November 2005 and ending November 2008.   ERCOT has fixed the interest rate at 4.5825% for  $25 million of the variable-rate term note for the two-year period beginning November 2006 through maturity in November 2008 using an interest rate hedge instrument.

As I described above, ERCOT also has an available $50 million short-term credit facility.  The interest rate on this facility is based on the type and tenor of advance made and may be based on either the prime rate or a Eurodollar-based rate.  As of August 31, 2005, ERCOT had no outstanding borrowings under the short-term credit facility. 

Q.
IS ERCOT’S USE OF DEBT REASONABLE IN ORDER FOR ERCOT TO PERFORM ITS FUNCTIONS?

A.
Yes, it is.

Q.
PLEASE EXPLAIN ERCOT’S EFFORTS TO MONITOR/MANAGE ITS DEBT.

A.
ERCOT manages its debt by:

· ensuring there is adequate borrowing capacity to meet foreseeable funding needs;

· borrowing only as needs arise, thus keeping outstanding balances to a minimum;

· making a significant revenue investment in all new capital investments;

· reviewing the ratio of fixed to floating rate debt and adjusting the ratio or entering into interest rate hedges as needed;

· reviewing the absolute level of debt and the associated debt service obligations with the Finance and Audit Committee and the Board on a regular basis;

· closely monitoring market conditions and working with lenders to ensure favorable positioning of ERCOT debt; and

· maintaining a strong financial position and a credit quality sufficient to support an investment grade credit rating from an independent credit rating agency.

Q.
PLEASE DESCRIBE HOW FINANCING AND DEBT SERVICE COSTS WERE DEVELOPED FOR THE 2006 BUDGET.

A.
Financing and debt service costs were developed based on the terms of existing debt, expected borrowing capacity and terms, projected capital spending for 2006, and an analysis of historic and prevailing market interest rates.  The 2006 budget assumes that ERCOT will continue repaying principal, with approximately $27.6 million in debt principal repayments scheduled for that year.

IX. OVERVIEW OF THE CORPORATE ADMINISTRATION DIVISION

Q.
PLEASE EXPLAIN HOW YOU ARE FAMILIAR WITH THE OPERATIONS OF ERCOT’S CORPORATE ADMINISTRATION DIVISION.

A.
As the Chief Financial Officer, I am the head of the finance department within the Corporate Administration Division.  In that role, I interact with the heads of the other departments within the Division regarding how to best implement the Division’s responsibilities.  Also, all areas of the Division provide me with the support I need to carry out my obligations as Chief Financial Officer.

Q.
ARE YOU FAMILIAR WITH HOW THE BUDGET REQUEST FOR 2006 WAS PREPARED FOR THE CORPORATE ADMINISTRATION DIVISION?

A.
Yes.  Once I came aboard at ERCOT, I familiarized myself with the preparation and review of the Corporate Administration Division budget for 2006.  

Q.
PLEASE DESCRIBE HOW THESE BUDGET REQUESTS WERE DERIVED, AND IN PARTICULAR DESCRIBE HOW PERSONNEL AND CONSULTANT NEEDS FOR 2006 WERE ESTIMATED.

A.
Executive officers and directors within the Corporate Administration Division met to discuss what tasks would be needed to be performed by the Division during 2006.  This entailed reviewing the current tasks being performed by the Division to determine whether they would continue to be needed during 2006, and at what level, and a determination of how to best implement any new tasks. The executive officers and directors then reviewed how much of the new tasks could be implemented using existing personnel.  As part of this task, the executive officers and directors had each manager prepare Existing FTE Justification forms for each of the existing positions, including vacant positions, within their areas.  Based upon the results of this analysis, executive officers and directors made a determination whether to continue each existing job.  Once that was determined, the next step was to estimate the number of additional personnel and amount of outside assistance that would be needed to perform the remainder of the tasks.  The managers then prepared New FTE Justification and Request forms for each new position needed for 2006 and prepared justification materials for each outside service request sought for 2006.

Q.
PLEASE DESCRIBE THE CURRENT RESPONSIBILITIES AND STAFFING OF THE CORPORATE ADMINISTRATION DIVISION.

A.
The Corporate Administration Division is currently responsible for support of ERCOT’s operations and technology groups. A current organizational chart for the Division based on the 2006 ERCOT Budget is attached as Exhibit WP.15.3.  The Corporate Administration Division currently employs 81 FTEs and has 31 open positions, including positions budgeted for 2006. Additional details regarding these positions can be found in Workpapers WP.15.12 (PCL) and WP15.19 (Employee Justification Forms).  These positions include the Corporate Officers, ERCOT’s financial staff, attorneys, human resource staff, project management staff, NERC compliance staff, and cyber and physical security staff.  The Division is divided into functional areas that have the following responsibilities and staffing, as is also shown on Exhibit SB-2.

Executive – The executive department is comprised of ERCOT’s officers and associated support staff.  This department is charged with the overall management and direction of ERCOT.

The executive department has 10 existing budgeted positions.  Details regarding these employees are shown on Workpaper WP.15.12.  This department was restructured in 2005 to assign the division/department heads to their respective division/department; this change is reflected in the 2006 budget.  This restructuring will leave 3 positions in the department – CEO, Director of Security, and an executive assistant.

Finance – The purpose of the finance department is to manage the finance and banking affairs and to enhance the overall performance of all other functional areas by helping them to perform in a responsible, cost effective, concerted manner thereby successfully achieving the goals and objectives of the organization.  Specific responsibilities of the finance department are set forth in Exhibit SB-2.

The department is led by me, as Chief Financial Officer.  The department currently has 21 existing budget approved positions reporting to me.   Details regarding these employees are shown on Workpaper WP.15.12 (PCL).  The 2006 ERCOT Budget contains 34 positions for the finance department.  This will include the 21 positions referenced above, and the Chief Financial Officer, plus 12 additional positions.  The justification for these additional positions is shown on the FTE Justification Forms, Workpaper WP.15.19.

Legal – The legal department provides overall legal support on all aspects of ERCOT’s business.  Specific responsibilities of the legal department are set forth in Exhibit SB-2.

The legal department is led by Carolyn Shellman, ERCOT’s General Counsel.  The department currently has 15 existing budgeted positions and 2 approved but not budgeted positions reporting to the General Counsel.  Details regarding these employees are shown on Workpaper WP.15.12 (PCN).  The 2006 ERCOT Budget contains 18 positions for the legal department.  This includes the 17 existing positions, and the addition of the General Counsel.

Human Resources – Specific responsibilities of the human resources department are set forth in Exhibit SB-2.

Nancy McIntire, Vice President of Human Resources and Organizational Development, leads the human resources department.  The department has 7 existing budgeted positions and one approved but unbudgeted position.  Details regarding these employees are shown on Workpaper WP.15.12 (PCL). The 2006 ERCOT Budget contains 9 positions for the human resources department including the 8 positions above and the Vice President of Human Resources and Organizational Development. 

Compliance – ERCOT is a regional reliability council organized under the umbrella of NERC, an industry organization that sets and enforces reliability standards for utilities and system operators.  ERCOT’s compliance group has separate functions and reporting channels from ERCOT’s System Operations group to maintain the necessary independence to ensure compliance with applicable NERC standards and ERCOT Protocols and Market Guides.  The compliance department monitors ERCOT’s voluntary and mandatory compliance with NERC and other industry standards as ERCOT performs its responsibilities as a regional control area.  Adherence to NERC reliability standards and ERCOT Protocols and Operating Guides are imperative to the reliability of the ERCOT grid. Specific responsibilities of the compliance department are set forth in Exhibit SB-2.

Larry Grimm, ERCOT’s Director of Compliance, manages the compliance department.  The department has 9 existing budgeted positions, all of which are filled.  Details regarding these employees are shown on Workpaper WP.15.12 (PCL).  The 2006 ERCOT Budget contains these same 9 positions with no changes.

Internal Audit – The internal audit department is responsible for performing financial and operational audits throughout ERCOT.  Specific responsibilities of the internal audit department are set forth in Exhibit SB-2.

The internal audit department is led by Edward Ettorre, ERCOT’s Internal Audit Manager.  The department has 5 existing budgeted positions.  Details regarding these employees are shown on Workpaper WP.15.12 (PCL).  The 2006 ERCOT Budget contains 7 positions for the department including the 5 positions referenced above and 2 additional positions.  

Project Management – The roles and responsibilities of the project management department are discussed in more detail in the testimony of Robert Connell.  Generally, the department oversees the planning for, and prioritization of, capital projects.  Specific responsibilities of the project management department are set forth in Exhibit SB-2.

Robert Connell, ERCOT’s Director of Program Management, leads the project management department, which includes both project management and program administration and analysis.  The total department has 17 existing budgeted positions.  Details regarding these employees are shown on  Workpaper WP.15.12 (PCL).  The 2006 ERCOT Budget contains 19 positions for the program management department.  This includes the 17 positions referenced above plus an additional 2 positions to replace work currently being done by staff augmentation contractors.  

Security – The security department is responsible for information security systems (ISS) or “cybersecurity” and physical security of ERCOT’s facilities.  

The security department is led by James Brenton, ERCOT’s Director of Corporate Security.  The department currently has 14 existing budgeted positions, including 11 in ISS and 3 in physical security.  Details regarding these employees are shown on Workpaper WP.15.12 (PCL).  The 2006 ERCOT Budget reduces staffing in the security department by 1 position, which results in a total of 13 positions in the security department.

Q.
PLEASE DESCRIBE HOW THE CURRENT STAFFING IN CORPORATE ADMINISTRATION DIVISION IS NECESSARY TO ACCOMPLISH THE EXISTING GOALS AND ACTIVITIES OF THE DIVISION.

A.
The Corporate Administration Division currently employs 81 FTEs and has 31 open positions, including positions budgeted for 2006.  These positions, along with the corresponding job grade are shown on Workpaper WP.15.12 (PCL).  In developing the 2006 ERCOT Budget, the department managers evaluated and justified each of these positions.  FTE Justification Forms were prepared for each position, and the forms were reviewed and approved by the managers and the responsible ERCOT officers.  The justification form details the responsibilities of the position, the consequences of not maintaining the position, and alternatives to maintaining the position.  As a result of this review, and other evaluations, several positions within the division were consolidated with other positions, or moved to other departments with more pressing need.  Additionally, time tracking information for each employee was reviewed to determine whether any employee was under utilized.  

The workforce analysis performed by Jefferson and Associates (Workpaper WP.14.2) identified several key activities that ERCOT currently is not performing due to lack of human resources.  The analysis also strongly recommended that ERCOT replace staff augmentation contractors with ERCOT employees as soon as possible.  The analysis further concluded that additional staffing would be required within the Corporate Administration Division to address the activities planned for 2006. 

Q.
PLEASE DESCRIBE THE GOALS AND ACTIVITIES PLANNED FOR THE CORPORATE ADMINISTRATION DIVISION IN 2006.

A.
In addition to continuing with current activities, the Corporate Administration Division will implement several major new initiatives in 2006.  A list of some of these initiatives is set forth in Exhibit SB-3 by department.

Q.
PLEASE DESCRIBE HOW THE CORPORATE ADMINISTRATION DIVISION’S STAFFING NEEDS WERE DETERMINED TO MEET PLANNED GOALS AND ACTIVITIES.

A.
Staffing decisions for 2006 for the Corporate Administration Division were made initially by the managers within the Division based on their expected workloads.  Generally, most department work loads were relatively stable and any additional work could be performed by existing personnel or by filling vacant positions.  The finance and legal departments, in particular, identified needs for additional personnel to assist with a number of new initiatives, including the ICMP, enterprise risk management, and corporate document management (See, e.g., Exhibit SB-3).

Q.
HOW MANY NEW POSITIONS DOES THE CORPORATE ADMINISTRATION DIVISION PLAN HAVE IN THE 2006 ERCOT BUDGET?

A.
In the 2005 ERCOT Budget, the Corporate Administration Division had 96 positions allocated to it.  During 2005, a number of positions were approved by ERCOT’s Executive Committee.  ERCOT has filled some, and may fill more, of these positions during 2005.  Nevertheless, due to vacancies, the Division will not exceed its 2005 budgeted number of employees. Relative to the 2005 Budget, the 2006 ERCOT Budget increases the number of positions in the Corporate Administration Division by 16 to 112.  

Q.
WHAT IS THE JUSTIFICATION FOR THESE NEW POSITIONS?

A.
Justifications for these positions are shown on Exhibit SB-2 and in WP.15.19 (Employee Justification Forms).  Four of the new positions will eliminate existing staff augmentation contractors.  Two of these positions are needed to provide in-house skills in the Project Management department.  Two positions are required in the Finance department, one for accounting and financial analysis and one to direct the Procurement and Contract Administration department where we intend to implement a number of new processes resulting from recent audit findings.

Q.
PLEASE DESCRIBE THE NEED FOR, AND BENEFITS OF, THE EMPLOYEE EXPENSES INCLUDED IN THE BUDGET FOR THE CORPORATE ADMINISTRATION DIVISION.

A.
Employee expenses include such items as cell phones, remote access to ERCOT systems, professional dues, tuition and registration fees, mileage reimbursement, business meals, and travel expenses (airfare and lodging).  These types of expenses are necessary to allow ERCOT’s employees to perform their jobs more efficiently and effectively.  Because ERCOT benefits from these expenses, ERCOT pays these expenses.

Division-wide employee expenses for 2006 are budgeted at $284,455 (or $2,540 per FTE), which is down 32% from the 2005 budget amount of $374,130 (or $3,897 per FTE).  This decrease is primarily attributable to management efforts to minimize employee expenses based on an evaluation of the recent use of such expenses.   

Q.
WHAT STEPS WILL THE CORPORATE ADMINISTRATION DIVISION TAKE TO MAXIMIZE LABOR PRODUCTIVITY IN 2006?

A.
Management over each of the areas within the Corporate Administration Division is charged with ensuring that the employees in the area are fully and effectively utilized.  If some expected work for 2006 does not materialize, management will reevaluate the need to hire additional personnel.  If any particular employees are not being fully utilized at any time, management will ensure that the employee’s contribution is maximized by assigning additional work to the employee, reassigning the employee, or even terminating the employee, if necessary.

Q.
PLEASE DESCRIBE HOW THE CORPORATE ADMINISTRATION DIVISION CURRENTLY USES CONSULTANTS AND OTHER SERVICE PROVIDERS THAT ARE ACCOUNTED FOR UNDER OUTSIDE SERVICES.

A.
Outside consultants are used by the Corporate Administration Division to supplement full-time staff during peak workloads as well as to provide specialized expertise for tasks that are generally nonrecurring.  Additionally, the Division continues to have some positions filled by contractors on a full-time basis because ERCOT has not located qualified employees to fill these positions.

Q.
PLEASE DESCRIBE THE EXPECTED OUTSIDE SERVICES NEEDS FOR THE CORPORATE ADMINISTRATION DIVISION FOR 2006.

A.
The 2006 ERCOT Budget includes $4,141,780 in outside services for the Corporate Administration Division for 2006, which represents more than half of ERCOT’s total budget request for outside services.  The bulk of these services are for specialized expertise, independent audits, and director compensation, which provide benefits to all of ERCOT (not just the Corporate Administration Division) and are services that ERCOT could not justify providing with its own personnel. Workpaper WP.5.5 contains the budgeted outside services for the Division for 2006.  A description of the Division’s budgeted outside services for 2006 is set forth in Exhibit SB-4.   

Q.
WHY ARE OUTSIDE SERVICES UTILIZED RATHER THAN USING ERCOT EMPLOYEES?

A.
Outside services are used when it is not prudent to hire talent on a permanent basis.  This is usually the case where specialized skills are needed to complete special efforts, for example, antitrust attorneys required to provide representation in the pending antitrust lawsuit.  Outside services are also used for project work that has scheduled end points, and when it is necessary to ensure independence from ERCOT, for example, independent auditors.

Q.
WHAT STEPS HAVE BEEN TAKEN TO REDUCE OUTSIDE SERVICES COSTS IN THE CORPORATE ADMINISTRATION DIVISION?

A.
Where possible, staff augmentation consultants have been replaced with ERCOT employees.  Additionally, ERCOT is continuing to refine its contracting procedures to ensure that ERCOT obtains the best price for outside services.  ERCOT has initiated a request for qualifications process to ensure that ERCOT obtains the most cost-effective, qualified outside services, including the ability to issue requests for proposals for larger projects.  

Q.
COULD THE CORPORATE ADMINISTRATION DIVISION REDUCE THE NUMBER OF FTES BY HIRING CONSULTANTS?

A.
Yes, the number of new FTEs planned for 2006 could be reduced by utilizing consulting resources.  However, this would likely be a more expensive approach for those efforts that are considered ongoing.  Conversely, hiring all FTEs might result in under-utilization of such employees, which would lead to increased expense.  ERCOT has planned for a combination of FTEs and consultants to perform its responsibilities.  This is considered a more cost effective, balanced approach versus using all consultants or hiring all FTEs.

Q.
WHAT EFFECT WOULD HIRING FEWER FTES THAN INCLUDED IN THE 2006 ERCOT BUDGET HAVE ON THE CORPORATE ADMINISTRATION DIVISION?

A.
Hiring fewer FTEs than planned in the 2006 budget could have several undesirable effects on the Corporate Administration Division, including: (1) the hiring of additional, more expensive consulting resources; (2) lower quality and efficiency of completing tasks; or (3) necessitating deferring or canceling planned projects and tasks.   Some specific effects identified by the managers include the inability to meet Commission and NERC compliance requirements, a reduction in the number of projects executed, and an inability to fully implement the recommendations from recent audits.

Q.
WERE CONSIDERATIONS REGARDING MAXIMIZING LABOR EFFICIENCY AND USE OF CONSULTANTS TAKEN INTO ACCOUNT WHEN THE 2006 ERCOT BUDGET WAS DETERMINED?

A.
Yes, they were.  Significant consideration was given to balancing the FTE and consultant makeup within ERCOT.  FTEs are needed to perform recurring responsibilities and are supplemented with consulting resources, which provide greater staffing flexibility. 

Q.
HOW WAS THE AMOUNT INCLUDED IN THE 2006 ERCOT BUDGET FOR LABOR COSTS IN THE CORPORATE ADMINISTRATION DIVISION DETERMINED?

A.
The labor costs included in the 2006 budget were based on existing wages for existing employees and job grade for vacant and new positions.  The managers determined the background and skill sets needed to perform the functions for each position.  The positions were then assigned job grades based on standard knowledge, skills, and abilities.  Loading for benefits was calculated by ERCOT finance and human resources personnel in accordance with ERCOT compensation policies.

Q.
IS THE AMOUNT BUDGETED FOR CORPORATE ADMINISTRATION DIVISION LABOR A REASONABLE AMOUNT TO SPEND ON LABOR TO ACCOMPLISH ITS ROLE IN ERCOT’S FUNCTION IN 2006?

A.
Yes, the amount included in the 2006 budget for Corporate Administration Division labor is reasonable to accomplish the Division’s role in ERCOT’s function in 2006.

Q.
HOW WAS THE AMOUNT INCLUDED IN THE 2006 ERCOT BUDGET FOR OUTSIDE SERVICES FOR THE CORPORATE ADMINISTRATION DIVISION DETERMINED?

A. 
The amount for each outside service was independently determined based on the type of services sought.  For staff augmentation consultants, the amount was generally determined by estimating the number of hours of services that would be required for a given task multiplied by an hourly rate based on ERCOT’s experience with what has been paid in the past for personnel with the required skill sets and background to perform the task.  In other cases, such as for outside audits and legal services, the amount was estimated based on ERCOT’s experience regarding what these types of services usually cost.

Q.
IS THE AMOUNT BUDGETED FOR OUTSIDE SERVICES FOR THE CORPORATE ADMINISTRATION DIVISION A REASONABLE AMOUNT TO SPEND ON OUTSIDE SERVICES TO ACCOMPLISH ITS ROLE IN ERCOT’S FUNCTION IN 2006?

A.
Yes, the amount included in the 2006 budget for outside services for the Corporate Administration Division is reasonable to accomplish the Division’s role in ERCOT’s function in 2006.

Q.
PLEASE DESCRIBE THE HARDWARE AND SOFTWARE NEEDED BY THE CORPORATE ADMINISTRATION DIVISION.

A.
The Corporate Administration division utilizes several software applications to assist with the audit, security, human resources and financial functions.  The most notable functions include:

· monitoring, tracking, and assessing network, server and application usage and vulnerabilities;

· monitoring physical access;  

· Supporting core business software which includes finance, accounting, procurement, and human resources;

· calculating and reporting federal tax information related to vendors and employees; and 

· supporting the audit, internal control and risk management functions. 

Q.
PLEASE DESCRIBE THE PROJECTS COMPLETED IN 2004 AND TO-DATE IN 2005 THAT ARE PRIMARILY USED BY THE CORPORATE ADMINISTRATION DIVISION.

A. Three projects sponsored by the Corporate Administration Division were completed in 2004 and early 2005.  Two of the projects―Phase I and Phase II of the Portfolio/Project Management system―were designed to provide enterprise-wide (portfolio) project information. The third project enhanced ERCOT’s core business software through the implementation of the Human Resource module.   

Q.
ARE THE EXPENSES IN THE 2006 ERCOT BUDGET FOR THE CORPORATE ADMINISTRATION DIVISION REASONABLE AND NECESSARY?

A.
Yes.  The expenses included in the 2006 ERCOT Budget for the Corporate Administration Division are reasonable and necessary for the Division to accomplish its role in ERCOT’s function as an independent system operator under Texas Utilities Code § 39.151.

X. CONCLUSION

Q.
PLEASE SUMMARIZE YOUR TESTIMONY

A.
In my testimony I explain how ERCOT funds its operations, I explain that the changes in the scope of ERCOT’s responsibilities and duties since the last fee filing are sufficient to justify the use of a future test year, I provide an overview of the 2006 budget and the process used to develop the 2006 budget, I provide a review of the business control mechanisms employed by ERCOT to ensure funds are managed prudently and efficiently, I explain ERCOT’s use of debt to finance projects and operations, and I provide an overview of the budget for the Corporate Administration Division of ERCOT.  In addition, I testify that ERCOT’s expenses are reasonable and necessary for ERCOT to carry out its function as an independent system operator.  I also testify specifically with regard to the reasonableness and necessity of the expenses of the Corporate Administration Division.

Q.
DOES THIS CONCLUDE YOUR TESTIMONY?

A.
Yes, it does.
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The foregoing testimony offered by me is true and correct and the opinions stated therein are, in my judgment and based upon my professional experience, true and correct.”

______________________________
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SUBSCRIBED AND SWORN TO BEFORE ME this ______ day of _______________, 2005.

______________________________








Notary Public, State of Texas

EXHIBIT SB-1

Summary of Significant ERCOT Audits

	Description of Audit
	Firm Conducting Audit
	Summary of Audit Findings

	2004 Financial Audit
	PricewaterhouseCoopers
	Unqualified opinion received.  Several reportable conditions and material weaknesses were identified.  No evidence of fraud was discovered beyond what had previously been uncovered by management.

	SAS 70 Type II Audit
	PricewaterhouseCoopers
	Qualified opinion was received.    

	Employee Benefit Plan Audit
	PricewaterhouseCoopers
	Unqualified opinion was received.  Issues identified by management were included in the report as were several recommendations for strengthening ERCOT’s benefit plan administration. 

	IRS Form 990 Review
	PricewaterhouseCoopers
	Form was approved and filed timely.

	CAN Audit
	CAN Audit
	Numerous shortcomings in ERCOT’s information technology administration were identified.

	Information Technology Security Audit
	Ernst & Young
	Numerous shortcomings in ERCOT’s information technology administration were identified.

	Internal Controls Assessment
	Deloitte & Touche
	Numerous deficiencies in ERCOT’s internal control structure were identified.

	Management Review
	Texas Comptroller of Public Accounts
	No findings or suggestions that had not been addressed in previously issued audit reports.   No evidence of fraud was discovered beyond what had previously been uncovered by management. 

	Various Internal Audits
	ERCOT Internal Audit Staff
	Numerous audit findings and suggestions for improved performance and control are made.

	Operations Audit
	ERCOT Compliance Staff
	Several audit findings and suggestions for improved consistency, performance, and control are made.


EXHIBIT SB-2 
Corporate Administration Division

Department Responsibilities & Staffing
	Department
	Responsibility
	Positions

	Executive Department
Dept No. 101
	· Executive management of ERCOT
	3 Positions

· Chief Executive Officer

· Dir. of Security

· Executive Assistant

	Finance Department
Dept No. 110
	· primary responsibility for the integrity of ERCOT’s financial processes and records, including the preparation and certification of financial reports (including income statements, balance sheets, projections, reports to ERCOT’s Board, tax and informational returns, and presentation of financial information and analysis to the ERCOT Board and the Finance and Audit Committee) 

· communicating with external finance stakeholders including financial institutions and commercial paper holders

· monitoring ERCOT’s cash flows to ensure availability and efficient use of working capital.  

· implementing internal controls, risk assessment and budgeting processes, including the implementation of all internal controls needed to prepare ERCOT for an internal control audit in 2006

· credit analysis of market participants

· overseeing ERCOT procurement activities

· overseeing ERCOT debt issuances and management of debt
	31 Positions

· Chief Financial Officer

· Controller

· Treasurer

· Dir of Contract Admin & Procurement

· Mgr ICMP

· Mgr Enterprise Risk Mgmnt

· Mgr Contract Admin

· Mgr Credit

· Mgr Procurement

· Fixed Asset Acct

· 2 Financial Analysts

· Budget Coordinator

· Accounting Supervisor

· ICMP Administrator

· Contract Administrator

· Senior Accountant

· 2 Credit Analysts

· 2 Procurement Specialists

· Contract/Documents Asst

· Contracts Specialist

· Treasury Analyst

· 2 Payroll Specialists

· 2 AP/AR Specialists

· 3 Clerks/Assistants

	Legal Department
Dept No. 120
	· maintaining and ensuring compliance with applicable legal requirements along with the Bylaws, Board Procedures, Protocols, and related requirements

· advising on Protocols interpretation and application (internally and to market participants)

· managing several internal support processes including materials, meetings, communications

· leading fee case efforts

· monitoring and ensuring compliance with Commission regulations and orders

· coordinating participation in Commission policy-making activities (e.g., rule-makings)

· reviewing, negotiating, and approving all contracts

· integrating contract process into procurement and other company processes

· representing ERCOT in adversarial proceedings and alternative dispute resolutions

· coordinating and facilitating operating division participation in legal processes

· maintaining positive relationships with regulators, policy makers, and the media

· developing and distributing high quality communication materials

· advising on labor and human resources

· reviewing, investigating, and responding to EthicsPoint reports

· advising on commercial matters (finance, tax, insurance, real estate)

· reviewing key market notifications and transmission access studies

· providing training to employees and stakeholders (anti-trust, confidentiality, contracts)
	18 Positions
· General Counsel

· 7 Attorneys

· Mgr Gov’t Relations

· 2 Legal Assistants

· Communications Coordinator

· Communications Spec.

· Contract & Info. Admin

· Exec Legal Secretary

· Records Clerk

· Records Info. Mgr

· Paralegal

	Human Resources Dept No. 130
	· recruiting / staffing

· benefit planning and administration

· employee relations

· organizational development

· compliance

· reporting / HRIS

· compensation planning and administration

· HR policies / procedures
	9 Positions

· VP- HR & Org Dev.

· Dir. HR

· Mgr HR & Staffing

· Benefits Mgr

· Benefits Admin

· 3 HR Generalists

· HR Assistant

	Compliance 

Dept No. 140
	· ensuring compliance with NERC standards and ERCOT Protocols and Operating Guides by all users of the ERCOT bulk power system, including ERCOT’s own operations  

· participating in NERC Compliance and Certification Managers Committee, NERC Disturbance Analysis Working Group, NERC Standards Authorization Review Teams, and on other NERC compliance related groups.

· attending ERCOT subcommittee meetings and providing status reports on ERCOT and NERC compliance programs

· overseeing the development and implementation of QSE metrics

· overseeing performance monitoring and enforcement of market participant day-ahead and real-time operations

· working with market participants to resolve non-compliance issues

· overseeing and participating in compliance reviews, evaluations, and investigations, including onsite audits, to ensure that market participants are qualified to operate the bulk power system reliably
	9 Positions

· Dir. Compliance

· Mgr NERC Compliance

· Compliance Training Admin

· 5 Analysts

· Admin Asst

	Internal Audit 

Dept No. 180
	· reviewing policies and procedures and other related documentation to obtain an understanding of each area and activity audited

· identifying risks within each audit area

· developing audit programs with specific testing criteria to evaluate risks and controls

· recommending improvements to procedures, processes, and operations across the organization

· ensuring adequate internal controls are maintained by following up prior audit recommendations

· documenting all work thoroughly and completely to support audit results

· drafting reports on all audit results

· planning, developing and implementing ongoing fraud detection and prevention program.

· reviewing and evaluating internal controls and practices for IT security within ERCOT

· developing and implementing the Control Risk Self Assessment Program
	7 Positions

· Mgr Internal Audit

· IT Security Auditor

· 2 Internal Auditors

· IT Auditor

· Fraud Analyst

· CRSA Analyst

	Project Management 

Dept Nos. 350 & 353
	· providing independent administration of the project request process

· developing and implementing policies and procedures related to project development

· overseeing the successful implementation of projects

· overseeing and facilitates the project ranking process
	19 Positions

· Dir. Program Mgmt

· 11 Program Mgrs

· Lead Program Admin

· 5 Analysts

· Technical Specialist

	Security 

Dept Nos. 370 & 371 
	· responsibility for information security systems (cybersecurity) and physical security of ERCOT’s facilities
	13 Positions

· ISS Mgr

· Mgr Physical Security

· Lead Security Operations

· 3 Security Architects

· ISS Awareness Educator

· ISS IDS & Incident Response Analyst

· Lead - ISS Compliance Metrics

· Metrics Analyst

· Security Analyst I

· Corporate Security Coordinator

· Physical Security Tech 


EXHIBIT SB-3
Corporate Administration Division

New Initiatives for 2006

	Department
	Responsibility

	Finance Department
	· implement ICMP for improved process efficiencies

· continue implementation of executive dashboard reporting.

· implement an enterprise risk management program

· implement activity based costing for improved cost management.

· link time tracking system to ERCOT’s key goals

	Legal Department
	· improved compliance reporting to ERCOT Board

· implement corporate document management program

· develop a policy and procedure repository for administration of ICMP

· improve alternative dispute resolution documentation

· implement bylaw and other changes required by legislation

	Human Resources Department
	· implement the recommendations of the workforce analysis by making recommendations on staffing levels

· improve management training and development activities

· implement succession planning for management

· review and implement the recommendations of the compensation study to ensure competitive, but not excessive, compensation

· review benefit offerings to assess content, cost and effectiveness

	Compliance Department
	· Address requirements of Federal Energy Legislation

· Clarify the delegation of NERC Reliability Standard Requirements between ERCOT Operations and Market Participants

	Internal Audit Department
	· Evaluate and assist with the improvement of the internal control environment

· Implement a Control Risk Self assessment program

	Project Management Department
	· Improve reporting via monthly executive portfolio briefings

· Improve project metrics used for management reporting

· Implement process to improve controls for small projects

· Further refine Cost Benefit Analysis process with stakeholders

	Security Department
	· Improve facility security via upgrades to the camera and visitor identification systems

· Enhance facility security by enhancing and upgrading perimeter systems

· Improve process of identifying and mitigating network vulnerabilities

· Review and re design application access technology and processes

· Improve detection systems


EXHIBIT SB-4
Corporate Administration Division

Primary Outside Services for 2006

	Service
	Need

	External Audits (Internal Audits)
	The budgeted $863,255 is for a variety of independent, third-party audits.  Annual independent audits are required by ERCOT by-laws, debt agreements, sound management practice and other reasons.  Additionally, because ERCOT provides services for market participants (settlement), a SAS70 audit is required to assist market participants in meeting Sarbanes-Oxley requirements.  Because these audits must be independent, they cannot be performed by ERCOT employees. 

	Outside Legal Counsel (Legal)
	The budgeted $690,000 is for non-recurring legal fees for specialized, non-recurring legal work.  ERCOT’s legal department is capable of handling most of ERCOT’s legal needs, but additional assistance is needed to address peak workload and specialized legal matters.  Due to the unpredictable nature of when ERCOT will need legal support, it is not cost-effective to hire legal staff for non-recurring and unpredictable legal work.  Also, it would not be cost-effective for ERCOT to hire legal specialists, when the need for such specialization may be temporary.

	Independent Board Member Compensation/Reimbursement (Executive)
	The budgeted $500,000 is to pay compensation to 5 independent board members and to engage a professional search firm to locate independent board members.  ERCOT is required by law to have five independent board members.  Candidates for these Board positions must be selected using a professional search firm.  To attract and retain competent independent Board members, ERCOT must be able to provide a compensation/reimbursement package that is comparable to packages provided to similar entities.

	Project Managers (Project Management)
	The budgeted $286,000 is for professional fees for consultants to serve as project managers for program areas to support ERCOT projects and for operation and maintenance expenses related to project management.  To complete high-priority projects, ERCOT must supplement its own project managers with contractors.  ERCOT will select contractors using a Request for Proposals approach to ensure that ERCOT obtains the best value for its investment.

	Application Assessment (Security)
	The budgeted $276,800 is to fund two consultants to assess the security of ERCOT’s existing production applications.  The Internal Information Technology Security Assessment performed by Ernst & Young Tech Security recommended an external assessment of the security of ERCOT’s production applications.  Failure to perform this assessment would expose ERCOT to significant risk of intrusion into its production systems.

	Default QSE (Finance)
	The budgeted $180,000 will be used to fund the Default QSE.  ERCOT Protocols § 16.2.12 require that ERCOT select a Default Qualified Scheduling Entity (“Default QSE”) annually using a competitive process.  The Default QSE provides QSE service to a competitive retailer, load serving entity or generation resource when an existing QSE can no longer function or whose status has been suspended by ERCOT. The budgeted amount will be used to engage a Default QSE.

	Managed Service Provider (Security)
	The budgeted $160,000 will be used to fund Intrusion Detection System/Intrusion Protection System (“IDS/IPS”) monitoring for 2nd, 3rd and weekend shifts.  ERCOT Security staff monitors these systems during 1st shift on weekdays.  ERCOT has determined that it is more cost-effective to outsource this monitoring during 2nd, 3rd and weekend shifts than to perform the monitoring in-house.

	SCADA Assessment (Security)
	The budgeted $150,000 will be used to determine the security of the Supervisory Control and Data Access (“SCADA”) network, which connects meters and other data devices to ERCOT’s control room and allows for control of devices in the network.  The security of the SCADA network needs to be assessed to be able to understand the risks associated with the network and to take steps to reduce these risks.  ERCOT lacks necessary skill-sets to perform this assessment with its own employees.

	Internal Control Audit (Internal Audit)
	The budgeted $145,000 is to engage professional assistance in validating that key controls documented in the ICMP are functioning as intended.  ERCOT Internal Audit staff could perform this function, but because this activity is non-recurring, it would be more cost-efficient to use an outside consultant rather than hiring additional audit personnel.  Failure to perform this validation would deprive ERCOT, the Commission and the stakeholders of the assurance that the key financial controls are functioning as intended.

	Report Customization (Project Management)
	The budgeted $120,000 is to fund programming support for Microsoft project reporting services required for custom management reports in MS Server.  This support is needed to provide ERCOT project management staff with reporting needed to monitor project progress. ERCOT lacks programming expertise in this area.

	Organizational Readiness (Human Resources & Organization Development)
	The budgeted $100,000 is intended to fund professional services to assist ERCOT with such things as training, organizational development, and compensation structure related to maintaining ERCOT’s organizational readiness.  ERCOT does not have the expertise to perform these services in-house.

	Program Analyst (Project Management)
	The budgeted $90,000 is to provide peak staff augmentation for Program Analyst and Project Server support activities when workload exceeds the capabilities of existing 3 ERCOT FTEs.  This assistance is needed to allow ERCOT to provide the necessary support to achieve its capital spending goals.

	Project Support (Security)
	The budgeted $77,850 is intended to provide general services project support for Security related projects on an as-needed basis.  The project support will allow ERCOT to customize software and hardware to meet ERCOT’s specific needs, such as configuring the Identity Management software to support new or upgraded applications.  ERCOT lacks expertise in these areas, and it is more cost-effective to use contract support to meet these one-time needs.

	Recruiting Services (Human Resources & Organization Development)
	The budgeted $75,000 is to be used to engage a contract recruiter to assist ERCOT with staffing.  ERCOT lacks the resources to fully meet its current recruiting needs.  Given ERCOT’s project stabilization of staffing, it will be more cost-effective to use a contract recruiter rather than developing additional internal support.

	Documentation Assistance (Compliance)
	The budgeted $61,875 will be used to reformat the ERCOT Fundamentals Training Manual, which needs to be modifyied to be consistent and aligned with the NERC Functional Model.  The manual also needs to be revised to meet increased NERC training requirements for System Operators.  ERCOT lacks the staffing resources to perform all of the necessary revisions, and ERCOT believes that it is more cost-effective to use an outside service provider to meet this non-recurring demand.

	Pay Grade/Salary Rationalization Study (Human Resources & Organization Development)
	The budgeted $50,000 will be used to fund an independent study of ERCOT’s pay grades and compensation levels to ensure that compensation levels are equitable, both internally and externally. This study is needed to ensure that ERCOT con continue to recruit qualified employees.  The required level of independence can only be obtained by using an external consultant.

	Internal Audit Quality Assessment Review (Internal Audit)
	The budgeted $50,000 will be used to perform a review of ERCOT’ internal audit procedures to meet a standard set by the Institute of Internal Auditors (“IIA”) for the Professional Practice of Internal Audits.  The IIA requires that external assessments, such as quality assurance reviews, should be conducted at least once every five years by a qualified, independent reviewer or review team from outside the organization.  ERCOT’s Internal Audit department has not previously had a quality assurance review performed.

	Vulnerability/Penetration Assessment (Internal Audit)
	The budgeted $50,000 will be used to test ERCOT’s network to ensure that it is adequately safeguarded from unauthorized access.  ERCOT’s Internal Audit staff lacks the expertise to conduct this assessment, and use of other ERCOT staff could compromise the independence of the assessment.

	Computer Based Training (Security)
	The budgeted $50,000 will be used to develop instructional materials for ERCOT’s cyber security staff.  ERCOT lacks the resources internally to develop this training.  Reliance on existing training approaches would be inefficient and less effective.

	Investment Rating (Finance)
	The budgeted $40,000 will be used to fund an independent investment rating review of ERCOT’s operation.  State law requires that such review be performed by an independent rating agency.  Without a qualified investment rating, ERCOT’s access to capital could be constrained.

	Regulatory Reporting (Legal)
	The budgeted $40,000 will be used to engage a fee case consultant to prepare materials and analyses to support ERCOT’s application for Commission approval of fees.  ERCOT fee cases consume the attention of a number of key ERCOT staff.  The use of a consultant would allow ERCOT staff to meet its existing workload. 

	Portfolio Software Analyst/Programming Support (Project Management)
	The budgeted $36,000 will be used to create a new Portfolio level reporting system, which will add more automated reporting on the portfolio level and enhance the reporting from Microsoft Server.  ERCOT lacks the internal resources to provide this service.

	Physical Security Penetration Testing and Reporting (Security)
	The budgeted $25,000 will be used to provide an independent assessment of ERCOT’s physical security posture.  ERCOT lacks the internal resources to perform this assessment, and greater confidence in the assessment can be gained by using an independent analyst.

	NetIQ Security Check Conversion (Security)
	The budgeted $24,000 will be used to create custom report templates to be used to provide better compliance and metrics information.  ERCOT staff lacks expertise regarding customization of NetIQ reports.  Failure to create these reports will force ERCOT to continue to manually process this information, and ERCOT will be unable to report metrics information to demonstrate NERC compliance.

	Security Awareness (Security)
	The budgeted $1,000 will be used to augment ERCOT’s security awareness program by bringing in outside speakers onsite for specific awareness topics.  For example, ERCOT may bring in a cyber security expert from the FBI to provide awareness of the FBI’s security efforts.


EXHIBIT SB-5
Corporate Administration Division

Capital Projects for 2006

	Project
	Description

	Intrusion Detection/Intrusion Protection 

(Proj. No. 50132)
	This project will implement network intrusion detection and protection program into the ERCOT network at the perimeter and internal control network layers.  It is needed to protect the network from harmful intrusions by increasing security and allowing intrusions to be detected. The project will allow ERCOT to appropriately respond to the Ernst &Young audit findings, improve monitoring capability of data transported across the network, and allow for the identification of attack or malware activity.

	Collateral Calculation 

(Proj. No. 50017)
	This project is needed to automate much of the data gathering needed for credit monitoring that is currently done manually using Excel spreadsheets.  Once implemented the project will allow ERCOT to better track credit and security requirements of market participants and allow ERCOT to better respond to changing market conditions.  The project will also improve efficiencies within the credit group by automating part of the workload.

	Lawson SIR – Time Tracking 

(Proj. No. 50015_11)
	This project will replace manual Excel time tracking by implementing the time tracking module in the existing Lawson accounting system.  This project will allow employee time tracking data to be entered online, which will make time entry easier, and will improve efficiencies in the finance department by automating part of the workload.

	Iron Mail Implementation 

(New Proj.)
	This is a security project to replace the existing email security (anti-spam, anti-virus) management system with IronMail, a product conceived, designed and developed to meet performance and scalability needs for enterprise organizations.  Benefits from the project will include reduced support costs for spam filtering.

	Risk Management (Security Auditing and Monitoring Software) 

(New Proj.)
	This project is designed to acquire software for the purpose of identifying vulnerabilities within ERCOT’s network, operating systems and applications.  The software will provide automated, real-time capabilities to audit and monitor compliance with ERCOT’s security infrastructure policies and procedures.  The software will improve ERCOT's ability to identify vulnerabilities associated with the network, internet-facing applications and other cyber-critical applications.

	Vendor and Contract Management 

(Proj. No. 50111)
	This project will provide a database module for the existing Lawson system for tracking and reporting on all vendors and vendor contracts to help enforce ERCOT policies, procedures and financial reporting.  It will provide support for compliance with Sarbanes-Oxley, and Corporate Contract Management Procedures.  This project is needed to resolve an audit finding, increase internal controls, provide more efficient reporting capabilities, and increase reliability of information about vendors and vendor contracts.

	Host Intrusion Detection 

(New Proj.)
	The project provides for the development of a system for reporting attacks against individual servers thereby increasing the granularity of incident monitoring and investigation.  The project will benefit ERCOT by giving it the ability to identify incidents at a very early stage and mitigate damages and will increased productivity of Security Operations group.

	Forensics and Investigations 

(New Proj.)
	This project will provide ERCOT with the software and hardware needed to support the detailed investigation of cyber security incidents by augmenting the intrusion detection/protection system by allowing mapping of network-based threats.  This project has been deferred until 2007.

	Log and Event Management 

(New Proj.)
	This project will allow ERCOT, through the use of robust technology, to identify, correlate and investigate possible incidents where systems were attacked directly (popularly know has hacking) or indirectly (worms, viruses and denial of service).  It will allow a single console system to permit the investigation of Intrusion Detection, Operating System, Application logs for event detection and analysis.  This project currently is below the funding line for 2006.

	Email Security 

(New Proj.)
	This project will provide the ability to encrypt email that may contain confidential or restricted information.  The project is needed in response to an audit finding that sensitive data sent between ERCOT and Market Participants across the internet is encrypted.  This project currently is below the funding line for 2006.

	Lawson 8.1 Upgrade 

(New Proj.)
	This project will upgrade the Lawson Application Suite and Environment to version 8.1.  The project is needed to increase efficiencies in various areas and reduce the cost and risk of maintaining unsupported software.  This project currently is below the funding line for 2006.

	Document Management 

(Proj. No. 50123)
	This project is designed to implement a document management system and roll out to one or more ERCOT departments in addition to the current HR, Legal, and Finance implementation.  The project is needed to improved efficiency in document handling within ERCOT.  This project currently is below the funding line for 2006.

	Lawson SIR – Process Flow 

(Proj. No. 50015_02)
	This project is designed to implement the Lawson Process Flow module to enable workflow processing within Lawson, which will allow ERCOT to 1) automate the requisition approval process; 2) provide email notifications to approvers when a requisition is awaiting their approval; 3) perform the financial control of allowing only certain users to approve GL entries over a specific amount.  This project is needed to reduce manual effort in tracking purchase orders.  This project currently is below the funding line for 2006.

	Computer Aided Facilities Management 

(New Proj.)
	This project supports: long-range and annual facility planning; facility financial forecasting; real estate acquisition and/or disposal; work specifications, installation and space management; architectural and engineering planning and design; new construction management and build-out; maintenance and operations management; telecommunications integration, security and general administrative services; floor plans; building and property information; space characteristics and usage; employee and occupancy data; workplace assets (furniture and equipment); business continuity and safety information; and LAN and telecom information.  The project is needed to enhance asset management reporting and to automate key business processes. This project currently is below the funding line for 2006.
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