Proposal for ERCOT Credit Work Group Revised Governance

Currently, the Credit Work Group (‘CWG’) reports directly to the Board of Directors’ Finance & Audit Committee as noted in Attachment #1.  CWG is the only ERCOT working group that reports directly to the BOD, and not through the stakeholder process.

Prior to 2007, infrequent updates were provided to TAC on CWG activities.  TAC concerns over the lack of communication of activities of the CWG resulted in changes to the CWG Charter in 2007 that provides for CWG updating TAC on a monthly basis.

However, from a governance standpoint, even with the changes to the CWG Charter, the CWG is still outside the ERCOT stakeholder process, thereby risking that CWG activities are not aligned with the stakeholders’ objectives.  Specific examples include:

1. Execution of a RFP to review ERCOT credit standards and credit risk management processes.  While CWG did not manage this process, CWG provided expert support to staff and F&A in reviewing the choice of consultant.  Other than providing TAC with periodic updates that this process was ongoing, TAC had no input into a process that resulted in a significant expenditure of ERCOT revenues, which are funded by the stakeholders’ firms.
2. PRR 683.  A contentious PRR that would have significantly changed the credit requirements.  This process was undertaken outside the stakeholder process, approved by the F&A, yet ultimately voted down at PRS.  A governance process that would have CWG reporting to TAC would have resulted in this PRR being much less contentious, as well as much more transparent for all stakeholders

3. CWG’s Charter requires that CWG members be “credit professionals”.  This Charter is not approved by TAC, but by F&A.  This requirement for a certain qualification is elitist, and contrary to the governance set-up for every other group under TAC, which are open to anyone from the Member’s corporate entity.  For example, the Reliability & Operations Subcommittee has historically managed the work of the interconnect dealing with technical specifications, operations, and important bulk system design and protection matters.  Reliability is a critical responsibility of ERCOT, yet ROS does not restrict its elected membership to engineers and operators.
4. The results of the Credit RFP.  

· Some TAC members has expressed a concern that the assumptions, use, and results of the model provided to ERCOT by the consultant may become a standard credit monitoring tool for use by ERCOT credit staff without the proper vetting that such important policy cuts have always gotten in the ERCOT stakeholder processes.  

· Another issue for stakeholders is the development of an ERCOT Region “Risk Appetite Policy Statement” that was recommended by the consultant.  Risk and credit issues touch many aspects and departments of ERCOT member companies and unfortunately the Credit Work Group, whose membership is restricted to “credit professionals”, does not have broad-based representation. 
5) TAC members have opined in recent meetings that the Credit Work Group’s governance should be reviewed.  At the February 2008 TAC meeting the attached matrix was presented showing how similar credit groups in other RTO and ISO markets are organized (Attachment #2).  As can be seen from the chart, ERCOT’s CWG is the only group of its type that reports directly to the Board.  All other ISO’s have their credit review committees structured in the general stakeholder process under various committees.  TAC members’ concerns can generally be categorized as falling into one of two buckets:

a) The group performs its decision-making in a process outside the normal stakeholder process and receives little input from market professionals,
b)   The group’s initiatives of late, appear to have potential of damaging the  

  market as a whole.

In most organizations, decisions concerning credit are made alongside the needs of the commercial functions in that organization.  This provides a sort of “checks and balances” approach ensuring that the commercial folks don’t create excessive credit risks and that the credit folks don’t shut down all commercial operations.  This collaborative approach is absent in the current CWG process.  Specifically, the Credit Work Group’s membership is restricted to “credit professionals” only.  That do not have broad-based representation of other disciplines such as operations, business development, and deal structuring – all areas impacted by changes in credit and collateral policies.  The input from these representatives comes in the TAC and subcommittee processes.
The end result is delays in the policies that the Credit Work Group would like to move forward.  The CWG may negotiate for a protracted period on specific Protocol changes that are desired only to have them reversed, revised or rejected by the subcommittees under TAC.  This could stem from as little as a misunderstanding of vital aspects of the current Protocol structure.  PRR 683 is an example of this.  It sought to increase collateral requirements by 10%.  While this might seem prudent from a credit standpoint, it would have cost many market participants significantly to provide the additional support and would have negatively impacted the market’s liquidity and cost to do business unnecessarily.  For this and other reasons, the PRR was rejected and the months of work taken to develop the PRR were lost.  If the CWG were organized under TAC, changes like these would receive quick feedback and any potential compromises would be developed and vetted much earlier in the process.
TAC’s concerns over recent undertakings focus largely on the study performed by Oliver Wyman.  In late 2007 the CWG undertook the task of selecting a consulting firm with the expertise necessary to evaluate the ERCOT credit policies and practices in comparison to those of other RTOs and ISOs.  TAC representatives were apprised of this activity in courtesy reports provided at monthly TAC meetings by the Chair of the CWG and CWG’s ERCOT staff representative.  Some TAC members have expressed a concern that the assumptions, use, and results of the model provided to ERCOT by the consultant may become a standard credit monitoring tool for policy development without full stakeholder community vetting.  As noted by many in the CWG and stakeholders at TAC, the model’s outcomes are highly dependent on assumptions that have not been vetted appropriately or, more commonly, have no rational number that can be generated at this time.  The numbers used are little more than arbitrary choices and can vary the results of the model significantly.  This could easily create situations where the focus for credit changes can unnecessarily restrict a market, or vice versa.  We believe the concept of the monitoring tool is largely supported by the members of TAC, but most believe that the baking process is not yet complete for us to rely heavily on its results.  

Another issue for stakeholders is the development of an ERCOT Region “Risk Appetite Policy Statement” that was recommended by the consultant.  This is the type of statement an organization generally makes to establish firm guidelines on how much risk the organization is willing to take.  This provides guidance to credit professionals who will evaluate the company’s ratings and shareholders who are trying to align their portfolios.  Organizations, rarely if ever, allow their credit groups to create these statements in isolation.  Rather such language is created by a combination of interests that balance the commercial goals of the organization with achievable credit limitations that don’t place those goals out of reach.  Many times, these statements carry language that essentially states the organization will allow itself to only take “x” amount of risk.  For the CWG in ERCOT to attempt to create such an all encompassing statement for the various diverse interests of the market participants with input provided solely by credit practitioners is not acceptable.
At the March TAC meeting and after the BOD 2008 Retreat and the discussion there of the CWG’s governance, the TAC Chair solicited any and all proposals for making the CWG a full partner in the ERCOT stakeholder process.  In response to that solicitation we submit this proposal:
1) the Credit Work Group can be and should be made a permanent work group of the Commercial Operations Subcommittee of TAC (‘COPs’) with all the rights and privileges of other TAC subcommittee standing work groups including fractional segment voting and the same voting structure for the Consumer Segment as is enjoyed by the Consumer segment at TAC.  Section 5.2 of ERCOT’s Amended and Restated Bylaws makes it clear that TAC can create subcommittees, task forces, and study groups.  It is also clear that the BOD maintains the ultimate authority in that function and this proposal can only be implemented at the pleasure and consent of the BOD,
Section 5.2 Functions of TAC. TAC shall have the authority to create subcommittees, task forces and study groups (“subcommittees”). TAC shall determine the eligibility requirements, quorum requirements and voting structure for each subcommittee. TAC shall (a) through its subcommittees make such studies and plans as it deems appropriate to accomplish the purposes of ERCOT, the duties of its subcommittees and the policies of the Board, (b) report the results of such studies and plans to the Board as required by the Board, (c) review and coordinate the activities and reports of its subcommittees, (d) make such recommendations to the Board as it deems appropriate or as required by the Board, (e) perform such other duties as directed by the Board and (f) make recommendations regarding ERCOT expenditures and projects. In accordance with ERCOT procedures and applicable law and regulations, certain guidelines, criteria and other actions approved by TAC may be effective upon approval by TAC; provided however, that such actions are reported to the Board for review and nothing herein shall affect the ability of the Board to independently consider such guidelines, criteria and actions, and to take such action with respect thereto as the Board deems appropriate, including revocation and remand with instructions.

2) This proposal recognizes that CWG may be required to provide important guidance, services and support to F&A, and that the Credit Work Group would continue to provide direct consultation to the BOD F&A Committee (on a “dotted line” relationship), and,
3) The Credit Work Group membership would no longer carry the requirement of being a “credit professional”, but rather would be open to any and all members duly elected by their respective market segments based on the same set of implied values by which all stakeholder representatives are elected annually.  
Attachment #1
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Attachment #2
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