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UNITED STATESOF AMERICA

FEDERAL ENERGYREGULATORY COMMISSION

BeforeCommissioners:JonWellinghoff, Chairman;
Marc Spitzerand Philip D. Moeller.

TexasRegionalEntity DocketNo. PA09-6-000

ORDERAPPROVING AUDIT REPORT, DETERMINING ISSUE OF
SEPARATIONOF FUNCTIONS,AND DIRECTING

COMPLIANCE AND OTHERCORRECTIVEACTIONS

(IssuedJanuary 8, 2010)

1. In thisorder,theCommissionapproves theattachedAudit Report(Report)
preparedby theDivision of Audits in theOffice of Enforcement(OE), with the
assistanceof staff from theOffice of Electric Reliability. TheReportcontains
staff’s findingsand recommendationswith respectto TexasRegionalEntity
(TexasRE), adivision of theElectricReliability Council of Texas, Inc. (ERCOT),
whoseotherdivision is anindependentsystemoperator(ERCOT ISO). Theaudit
evaluatedTexasRE’s compliancewith: (1) theRegionalDelegation Agreement
betweentheNorth AmericanElectricReliabili ty Corporation (NERC)andTexas
RE, adivision of ERCOT;(2) theTexasREbylaws; and(3) otherobligationsand
responsibilitiesas approvedby theCommission.

2. Thisauditwas intendedto helptheCommissiondeterminewhetherTexas
RE is (1) sufficiently independent from its parent, ERCOT, and(2) capableof
evaluating compliancewith Reliability Standardsby ERCOT ISOandother
registeredentitiesin anunbiasedmanner,consistentwith requirementsof Order
No. 672.1

3. Staff informedTexasREof theaudit findingsand recommendationsin a
draft audit report on September25, 2009, asrevisedonNovember13, 2009, to

1 Rules Concerning Certification of the Electric Reliability Organization;
and Procedures for the Establishment, Approval, and Enforcement of Electric
Reliability Standards, OrderNo. 672,FERCStats.& Regs. ¶ 31,204,order on
reh’g, Order No. 672-A, FERCStats. & Regs.¶ 31,212(2006).
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reflectcommentsmadeby TexasRE. TheReportfoundthatTexasREhastaken
significantmeasuresto ensurethatasufficientseparation existsbetweenthe
functionsof TexasRE andERCOTISO. However, theReport identifiedsome
areasof concernthatTexasRE mustaddress to eliminate remaining independence
concernsandfostera “very strong”separationof TexasREandERCOTISO, as
contemplatedby OrderNo. 672.2

4. TexasREhasagreedto, or hasalreadybegun to, undertakeall of the
recommended correctiveactionsin theDecember10, 2009 final report. In
addition,of particularnote,TexasRE is in theprocessof forming anewand
separate legal entity to serveastheRegional Entity.

5. Basedon theresultsof theauditand TexasRE’s agreementto implement
theReport’srecommendations,we concludethatuponimplementation of the
recommendations,TexasREprospectivelywil l satisfy therequirementthatits
governancestructurecreatesa “verystrong” separation betweenTexasREand
ERCOT ISO, asOrderNo. 672specifiesfor RegionalEntitiesthatincludeor that
areaffil iatedwith anISOor anRegionalTransmissionOrganization (RTO). We
condition this conclusiononTexasRE’s timely andeffective implementationof
theReport’srecommendations,including thefi lingof an implementationplanas
specifiedbelow.

Background

6. In OrderNo. 672,theCommission discussedthegeneric issuewhether an
RTO or ISO mayhave aninherentconflict of interest if it isalsoa Regional
Entity. TheCommissionpointed out thatsuchanentity would operate theBulk-
PowerSystemandberesponsible for overseeingits own compliancewith
Reliabili ty Standards.TheCommissionfoundthat“suchself-enforcementis
extremely difficult to carryout satisfactorily” andthata “system
operator/RegionalEntity in asinglecorporation -- absenta verystrong separation
betweentheoversightandoperationsfunctions– should notoverseeits own
compliancewith Reliability Standards.”3 Accordingly,while notprohibiting such
anentityseekingto beaRegional Entity from“making its case”for adequate
separation of its complianceoversightandoperational functions,theCommission
stated: “ [A]n RTO or ISO thatlies in wholeor in part within theUnitedStates
andappliesto becomeaRegionalEntity will haveaheavyburdento show that it

2 OrderNo. 672at P698.

3 Id.
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meetsthestatutorycriterion thatit beindependentof theoperatorsof theBulk-
PowerSystemin its region.”4

7. In theDelegationAgreementsOrder, theCommission, inter alia, approved
TexasRE’s RDA andComplianceMonitoring andEnforcementProgram
(CMEP). In thatorder,thisCommissionstated:

Theboardwill besufficiently independentbecauseit will be
responsiblefor managing its own budget,hiring andmanaging its
own staff andconsultants,andinvestigating compliancewith, and
enforcementof, reliability standardsin theERCOT region. The
TexasCommission,moreover,will conductall hearingson
complaints,allegationsof violations, andnoncompliancereportsand
will makerecommendationsasto theappropriatedisposition of
these matters.Thechairmanof theTexasCommissionwill also
occupyaseaton theERCOT Board. As such,we find thatthere wil l
beasufficient separationof functionsbetweenTexasRE andthe
ISO functionof ERCOT.5

8. TheCommissionemphasizedtheinvolvementof thePublic Utilit y
Commissionof Texas(PUCT) asadistinguishing factor from otherISO/RTO-RE
relationships.6 TheCommissionhasalso clarified thattheERCOTbylawsare
“rules,” under Commissionregulations,andaresubject to NERCandCommission
approvalastheyrelateto TexasRE’s RegionalEntity functions.7

4 Id. atP699(footnoteomitted).

5 North American Electric Reliability Council, et al., 119FERC¶ 61,060at
P243 (footnotesomitted)(2007)(Delegation Agreements Order), order on reh’g,
120FERC¶ 61,260(2007),order on compliance filing, 122FERC¶ 61,245
(2008)(SecondDelegationAgreementsOrder), order on compliance filings,
125FERC¶ 61,330 (2008)(Third DelegationAgreementsOrder).

6 In light of thePUCT’s involvementwith TexasRE’senforcement
process,TexasRE’sCMEPdiffers substantially fromthepro forma CMEP.
Delegation AgreementsOrderat P250-253.

7 Id. P245;SecondDelegation Agreements OrderatP156.
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The Audit

9. On November13,2008, OEstaff issuedapublic letter to TexasRE in this
docketannouncingthe commencementof anaudit to determinewhetherTexasRE
wasin compliance with: (1) TexasRE’s Bylaws,(2) theDelegationAgreement
betweenNERCandTexasRE and theconditionsincludedin therelevant
Commissionorders,and(3) otherobligations andresponsibilities, asapprovedby
theCommission.In particular,in theensuingaudit, OE staff examinedthe
relationshipbetweenTexasREandERCOT ISO. In this regard, staff took into
accountthat Texas RE hadregisteredtheERCOTISOasconducting numerous
functionsrelatingto theReliability Standards,including Reliability Coordinator,
thehighestlevel of authoritywith responsibility for thereliableoperationof the
Bulk-PowerSystem. NERC hadalso delegatedto TexasRE thefollowing major
programfunctions:8

1. Develop regionalandnationalReliability Standards;
2. Administer thecomplianceenforcementprogramandorganization

registration andcertification;
3. Conductreliabilit y readinessevaluations;
4. Provide training, educationandoperator certification;
5. Conductreliabilit y assessmentandperformanceanalysis;
6. Conductsituationalawarenessand infrastructuresecurity; and
7. Provideadministrativeservices.

10. In thecourseof theaudit,OEstaff issueddatarequests,conducted
analytical work, performedsite visits,examinedemails,andheldmany meetings
andinterviewswith TexasRE’s officials andstaff. Subsequently, on
September25, 2009, OEstaff sentTexasREa draft auditreportandgaveTexas
REuntil October 13, 2009, torespondto theauditfindingsandrecommendations.
After aNovember6, 2009teleconferencediscussing thedraft audit report, OE
staff sentTexasRE areviseddraft audit reportonNovember 13,2009, with a
November27,2009deadlinefor TexasRE’s response.TexasRE’s responseto
thedraft audit report is attached to thisorder.

The Audit Report

11. In theReport, staff determines thatTexasRE hastakensignificant
measuresto ensurethatasufficientseparation existsbetween thefunctionsof

8 North American Electric Reliability Corporation, 117FERC¶ 61,091, at
P20 (2006)(BusinessPlanandBudget Order), order on reh’g, 119FERC
¶ 61,059(2007).
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TexasREandERCOTISO. However,theReport identifiesthefollowing areasof
concerns: (1) theoperationsof TexasRE andERCOTunder asharedboard of
directorsandtheERCOT ISOCEO’s membership onboth theERCOT board and
theTexasRE board;(2) TexasRE’s role in compliancemonitoringof ERCOT
ISO; (3) TexasRE’s rolewith respectto preparationof reliabili ty assessmentsfor
theERCOTregion;and(4) TexasRE’s controlsoveraccess to confidential
information.

12. First, TexasRE andERCOT ISOoperationsunderasharedboard of
directorsandtheERCOT ISOCEOserving asa memberon theTexasREboard
raisepotentialconflict of interestandindependenceconcerns. For example,the
audit found thattherearepotential conflictsasto thefiduciary dutiesthatthe
board hasto bothTexasREandERCOT ISO, andas to theoversightof theboard
for theCMEPactivities thattheTexasRE exercisesin relation to theERCOT
ISO.9

13. Second, TexasRE’s role in compliancemonitoring of ERCOTISOis
frustratedby thelack of ademonstrationof verystrongseparation. As longas
thereareconflict of interest concernsrelatedto TexasRE because of itsaffiliation
with theERCOT ISO, theTexasREshouldnot performCMEPactivities
involving theERCOTISO. As such,theauditfoundthatTexasRE is unableto
perform theCMEPfunctionsdelegated to it undertheRDA. Furthermore,until
suchtimeasTexasRE is ableto establishits independencefrom theERCOTISO,
theTexasRE needsto enterinto a formalagreementwherebyits dutiesunderthe
RDA aredelegatedto anapprovedthird party.10

14. Third, TexasREshouldexpand its rolewith respectto preparation of
reliability assessmentsfor theERCOTregion by providinga thorough and
independentreviewof thereliability assessment. Theaudit concludedthat
employing sufficientstaff to provideat leasta robust examination of, and
thoroughcommentson, theassessmentwastherecommendedaction.11

15. Finally, TexasRE shouldincreasecontrols over accessto confidential
information. Pursuantto an agreementby whichERCOT ISOprovidedall
computerequipment andIT servicesto TexasRE, TexasRE’scomputers and

9 Report atp. 20-23.

10 Reportatp. 24-26.

11 Report atp. 26-29.
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serverswere accessibleto about a half -dozenERCOT ISOemployeeswho
maintainedIT systems. While theseemployeessignedagreementsto maintainthe
confidentiality of ERCOT data,audit staff foundthatthey did not execute
agreements to explicitly maintaintheconfidentiality of TexasRE’s CMEPdata.12

Texas RE Response

16. In its response,Texas REstatesthatit acceptsall thefindingsin theReport
asrecommendationsfor improvementsin TexasRE’soperationsandagreesto
implementtherecommendations.13 TexasRE further statesthatit hasalready
begun to implement many of therecommendations.14

Discussion

17. TheCommissionacceptstheaudit findings. However,we note that,as
statedin theReport,someof theconcernsraisedabovewould not existif Texas
REgoesforth with its plansto structurallyseparatefrom ERCOT. In thatregard,
theCommissioncommendsTexasRE for proposing to proactively address
independenceconcernsidentified through the audit in themosteffective manner,
i.e., structural separation.

18. Regarding reliability assessments,theCommissionbelievesthat the
RegionalEntitiesshould increasetheir efforts to verify, analyzeand integrate
information theyreceive fromregisteredentitiesandprovide in regional
assessmentreportsto NERC. Therefore, theCommissionencouragesTexasRE to
continueto increaseits role in reliability assessmentsbeyond itsagreedupon
expandedreview.

19. TexasREhasagreedto implementtheReport’s recommendations. Under
thesecircumstances,weexpect TexasRE to complywith therecommended
actionsin theReport. Accordingly,upon implementation of the
recommendations,TexasREwill prospectively satisfy the requirementthatits
governancestructurecreatesa “verystrong” separation betweenits RTO andRE
functions, asOrderNo. 672specifies for RegionalEntitiesthatincludeor that are
affiliated with anRTO or anISO. Thisconclusion is conditionedon TexasRE’s

12 Reportatp. 30-32.

13 TexasRE Responseat p. 1.

14 Id.
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timely andeffective implementationof theReport’s recommendations, including
thesubmissionof animplementationplanasspecifiedbelow.

20. TheReportrequiresTexasRE to designan implementation planthat
includesprocedures to implementtherecommendationsthataredescribedin the
audit report. Theplanis to besubmittedto OE staff for reviewandapproval
within 60 daysfrom thedateof issuanceof thisorder. Thereafter,TexasRE must
makenon-publicquarterlysubmissionsin DocketNo. PA09-6-000to OE staff
detailing TexasRE’sprogressin implementing theactionsset forth in theReport
until all theactionsarecompleted. Thesubmissionsareto bemadenot laterthan
30daysaftertheend of eachcalendarquarter,beginning with thefi rst quarter
after thesubmissionof theimplementationplanandcontinuinguntil TexasRE
completesall therecommendedactions. We directOE staff to conductapost-
audit sitevisit whenTexasREstatesthatit hascompletedall of the
recommendationsto ensurethatall of thecorrective actions takenasa result of
implementingtherecommendationswereproperly completed.

TheCommissionorders:

(A) TheattachedReportis approvedin its entirety withoutmodification.

(B) TexasRE is directedto implementtheactions recommendedin the
Report.

(C) TexasRE is directedto submit an implementationplanoutlining the
stepsit will taketo implement therecommendationsin theReportwithin 60days
from thedateof issuanceof thefinal report in thisdocket.

(D) TexasRE must makenon-publicquarterly submissionsin Docket
No. PA09-6-000detailing its progressin implementing thecorrective actionsuntil
all thecorrectiveactionsarecompleted. Thesubmissions mustbemadenot later
than30daysaftertheendof eachcalendarquarter, beginningwith thefi rst quarter
after thesubmissionof theimplementationplanandcontinuinguntil TexasRE
completesall therecommendedcorrective actions.

By theCommission.

( SE A L )

Nathaniel J.Davis,Sr.,
Deputy Secretary.
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I. Executive Summary

A. Overview

TheOffice of Enforcement’s(OE) Division of Audits, with theassistance
of theOfficeof ElectricReliability’s Division of Compliance,hascompletedan
audit of theTexasRegionalEntity (TexasRE), adivisionof theElectric
Reliabili ty Councilof Texas, Inc. (ERCOT), whoseotherdivisionis an
independentsystemoperator(ERCOTISO). Theaudit evaluatedTexasRE’s
compliancewith: (1) theRegionalDelegationAgreementbetweentheNorth
AmericanElectric Reliability Corporation(NERC)and TexasRE, a divisionof
ERCOT; (2) theTexasREbylaws; and(3) otherobligationsandresponsibil itiesas
approvedby theCommission. Theauditcoveredtheperiod fromMay 18, 2007
through thepresent.

Thisaudit is intendedto help theCommissiondeterminewhetherTexasRE
is sufficiently independent from its parentcompany,ERCOT ISO, andiscapable
of evaluatingERCOT ISO andotherregisteredentitiesin anunbiasedmanner,
consistentwith requirementsof OrderNo. 672.15

As described in greater detailbelow,auditstaff foundthatTexas RE has
takensignificantmeasuresto ensurethatasufficient separation exists between the
functionsof TexasRE andERCOTISO. However,auditstaff identified some
areasof concernthatTexasREshouldaddressto eliminate remaining
independenceconcernsandfostera “very strong” separation of TexasREand
ERCOT ISO,ascontemplatedby OrderNo. 672.

15 Rules Concerning Certification of the Electric Reliability Organization;
and Procedures for the Establishment, Approval, and Enforcement of Electric
Reliability Standards, OrderNo. 672,FERCStats.& Regs. ¶ 31,204,order on
reh’g, Order No. 672-A, FERCStats. & Regs.¶ 31,212(2006).
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B. Texas Regional Entity (Texas RE)

Under its RegionalDelegation Agreement(RDA) with NERC,approvedby
theCommissiononApril 19,2007,16 TexasRE oversees212 registeredentities
responsible for 326NERC functionswithin theERCOTregion. NERChas
delegatedto Texas RE thefollowing major programelements:17

1. Developregional andnational reliabili ty standards;
2. Administerthecompliancemonitoring andenforcementprogram

andorganizationregistrationandcertification;
3. Conductreliability readinessevaluations;
4. Providetraining,education, andoperatorcertification;
5. Conductreliability assessmentandperformanceanalysis;
6. Conductsituationalawarenessandinfrastructuresecurity; and
7. Provideadministrativeservices.

In addition to its responsibilities undertheRDA, TexasRE is responsible
for oversightof compliancewith ERCOTregionalprotocols.18 TheTexasRE

16 North American Electric Reliability Council, et al., 119FERC¶ 61,060
(2007)(DelegationAgreementsOrder), order on reh’g, 120FERC¶ 61,260
(2007),order on compliance filing, 122FERC¶ 61,245(2008)(Second
Delegation AgreementsOrder),order on compliance filings, 125 FERC ¶ 61,330
(2008)(Third DelegationAgreementsOrder)(collectively DelegationAgreement
Orders).

17 North American Electric Reliability Corporation, 117FERC¶ 61,091, at
P20 (2006)(BusinessPlanandBudget Order), order on reh’g, 119FERC
¶ 61,059(2007).

18 TheERCOTprotocols areacollectionof policies,rules,guidelines,
procedures,standards, andcriteria intendedto implementERCOTISO’s functions
astheentity responsible for ensuringaccessto thetransmissionanddistribution
systemsfor all buyersandsellers of electricity onnondiscriminatory terms; the
reliability andadequacy of theERCOTtransmission grid; theconveyanceof
information relatingto customer’schoiceof Retail Electric Provider in thestateof
Texasto all end-users; andaccurateaccounting of electricity productionand
delivery amonggenerationresourcesandwholesalebuyers andsellers,and
transmissionand/ordistributionserviceproviders.
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only overseesthoseprotocolsthat relateto reliability of thegrid − not market
information. This latteroversight falls outsideof theCommission’sjurisdiction
over reliability pursuantto section215of theFederalPowerAct (FPA). 19

TexasREhasperformed most of the“statutory” RDA functionsthatfall
within FPAsection215. However,its role in conducting reliability assessments, a
keyelementof thefifth majorprogramelement, is limited. As thereport wil l
discussin moredetailbelow,bothTexasREandauditstaff believethatTexas
RE’s role in conducting reliability assessmentsshouldbeincreased suchthat
TexasREprovides substantivereviewandcorroboration of theERCOTISO’s
assessments.

TexasREstaff includesninefull -timeemployees(FTEs)in thecompliance
audit functionand five FTEsin thecomplianceenforcement function. TexasRE’s
anticipated2010budget will benearly $7.6 million, of which$6.5mill ion wil l be
for its statutorydutiesundertheRDA.20

As explainedin detail below,TexasRE is governedby a board of directors
whosemembersalsoserveasthegoverning board for theERCOT ISO. Shared
ERCOT employeesprovideTexasREwith supportservices, including IT support,
humanresources,payroll, andaccounting.

TheCommissionapprovedTexasRE asa RegionalEntity onApril 19,
2007 in theDelegation AgreementsOrder. In thatorder,theCommission, inter
alia, approved NERC’spro forma ComplianceMonitoringandEnforcement
Program(CMEP). TheCommissionapprovedNERC’s2008budget,including
TexasRE’s budget andbusiness plan,on October18,2007.21

19 16U.S.C.§ 824o (2006).

20 TexasRE 2010Draft BusinessPlanand Budget,June15, 2009.

21 North American Electric Reliability Corp., 121 FERC ¶ 61,057(2007)
(2008BudgetOrder).
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C. Commission Orders on Regional Entity Independence

Pursuantto FPA section215,theCommissionissuedan orderon July20,
2006 certifying NERCastheElectricReliability Organization(ERO).22 Pursuant
to FPAsection215(e)(4),theEROis authorizedto delegateauthority to a
RegionalEntity (RE) for thepurposeof proposingReliability Standardsto the
EROandenforcing mandatory, Commission-approvedReliability Standards.
NERC’s pro forma Delegation Agreement, including thepro forma CMEPto be
usedby NERCandtheRegional Entities to monitor, assess,andenforce
compliancewith NERC’s Reliability Standards, wasapprovedby theCommission
in April 19,2007in theDelegationAgreementsOrder.

TheCommissionapprovedthepro forma DelegationAgreementin
accordancewith FPA section215, whichauthorizestheCommissionto approve
delegation of theERO’sresponsibilities if: (i) theRE is governedby an
independentboard,abalancedstakeholder board,or acombinationof thetwo;
(ii) theRE otherwisesatisfiesthecriteria requiredfor certifi cationof theERO;
and (iii) the proposedagreementpromoteseffectiveandefficientmanagement of
theBulk-PowerSystem. As to TexasRE, theCommission foundthat “TRE will
begovernedby acombination independentand balancedstakeholderboard
(ERCOT Board)andwill otherwisesatisfy thecriteriaapplicableto NERC’s
certification to serveastheERO.” 23

TheERCOTISOmanagestransmission for threequartersof Texas
(excluding thePanhandleandsectionsof EastandWestTexas),representing 85
percent of thestate’s electric load. As such, ERCOT isanoperatorof theBulk-
PowerSystemin addition to servingasan RE. In OrderNo. 672, theCommission
foundthatserving asbothan RE andasanISOin a region maycreateaconflict of
interestbecausetheentitywould beresponsiblefor enforcing itsown compliance
with NERC’sReliability Standards:

22 North American Electric Reliability Corp., 116 FERC ¶ 61,062,order on
reh’g and compliance, 117FERC¶ 61,126(2006),order on compliance,
118FERC¶ 61,030,order on compliance, 118FERC¶ 61,190,order on reh’g,
119FERC¶ 61,046(2007).

23 Delegation AgreementsOrderat P231.
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An RTO or ISO mayhaveaninherentconflict of interestif it is also
aRegionalEntity itself. Thesameinstitutionwould operate the
Bulk-PowerSystem andberesponsible for overseeingits own
compliancewith Reliability Standards.Thecommentsreceived
reinforcetheCommission’s opinionthatsuch self-enforcementis
extremelydifficult to carry out satisfactoril y. A system
operator/RegionalEntity in asinglecorporation– absent a very
strong separation betweentheoversightand operationsfunctions–
shouldnot overseeits owncompliancewith Reliability Standards.24

[Emphasis added.]

As a result,theCommission stated,anISO/RTO seeking to become anRE“will
haveaheavy burdento showthatit meets thestatutorycriterion thatit be
independentof theoperatorsof theBulk-PowerSystemin its region.” 25

In theDelegationAgreementsOrderapproving TexasRE’s RDA andits
CMEP, theCommissionstated:

Theboardwill besufficiently independentbecauseit will be
responsiblefor managing its own budget,hiring andmanaging its
own staff andconsultants,andinvestigating compliancewith, and
enforcementof, reliability standardsin theERCOT region. The
TexasCommission,moreover,will conductall hearingson
complaints,allegationsof violations, andnoncompliancereportsand
will makerecommendationsasto theappropriatedisposition of
these matters.Thechairmanof theTexasCommissionwill also
occupyaseaton theERCOT Board. As such,we find thatthere wil l
beasufficient separationof functionsbetweenTexasRE andthe
ISO function of ERCOT.26

TheCommissionemphasized theinvolvementof thePublic Util ity
Commissionof Texas(PUCT), asadistinguishing factor from otherISO/RTO-RE

24 OrderNo. 672at P698.

25 OrderNo. 672at P699.

26 Delegation AgreementsOrderat P243(footnotesomitted).
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relationships.27 TheCommissionalsoclarified thattheERCOT bylaws,asthey
relate to TexasRE’s RegionalEntity functions,are “rules,” underCommission
regulations,andaresubjectto NERC andCommission approval.

D. Texas RE and ERCOT Organizational Structure

TheERCOTISOand TexasREoperateunderasharedboardof directors.
Theboardconsists of sixteenmembersrepresentingconsumersand
representativesfrom eachof ERCOT’selectric-market segments, thechairman of
thePUCT(nonvoting),theCEOof theERCOTISO, andfivemembersnot
affiliatedwith owners,usersor operatorsof theBulk-PowerSystem.Theboardof
directorsappointstheCEOfor boththeERCOT ISOand TexasRE. The
organizationalstructureapprovedby theCommission in April 2007consisted of
thesinglesharedboardandthepreviously establishedcommitteesthatprovided
administrative oversight (e.g., theHumanResourcesandGovernanceCommittee,
andtheFinanceandAuditsCommittee).

As there is only oneboard,thepotential for conflictsexists. Recognizing
this, TexasRE hastaken significant stepsto distinguishitself as functionally
independentfrom ERCOTISO. Forexample,whenTexasREwasinitially
established,theboarddeliberatedoverTexasREandERCOT ISO issuesduring
thesamemeeting. Overtime, this practicecreatedconfusionamongtheboard
membersandin June2007,theymetastheTexasREBoardin a lateafternoon
sessionandtheERCOTISOboardin a morningsession on thesameday. This
schedulewasagainmodifiedin July 2008, when thedirectorsbeganmeetingon
Mondaysto discussTexasRE issuesandonTuesdaysto discuss ISOissues. An
effort wasalsomadeto distinguish themeetingsof variouskeyboard committees
thatprovided oversightto both TexasRE andERCOTISOby meetingatdifferent
timesandby referring to themselvesduringsuchdifferentiatedmeetingsby
differenttitles. Theorganizationalstructurein placein July 2008is depictedby
thefollowing organizational chart:

27 In light of thePUCT’sinvolvementwith TexasRE’senforcement
process,TexasRE’sCMEPdiffers substantially fromthepro forma CMEP. Id.
P250-253.
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ERCOT ISO Staff

Technical Advisory
Committee &

Stakeholder Groups

Finance & Audit
Committee

Human Resource &
Governance
Committee

Finance & Audit
Committee

Human Resource &
Governance
Committee

Texas RE Staff

Protocol & Operating Guides
Compliance Monitoring

Reliability Standards & Compliance
Enforcement

Other Delegated Tasks

Reliability Standards
Committee

To furtherincreaseTexasRE’s functional independencefromtheERCOT
ISO, theTexasRE AdvisoryCommittee(TAC) wasformedin August2008. The
purposeof TAC is to provideassistanceto theTexasRE board in fulfil ling its
oversight responsibility relatingto TexasRE’s employment, compensation,
financial, financial audit,andotheradministrative matters. TheTAC is comprised
of the five unaffiliated ERCOTdirectors,thechairman(or hisor her designee) of
thePUCT,andthePublicCounsel from theTexasOffice of Public Util ity
Counsel. TheTAC’s recommendationsare passedto thefull TexasREboardof
directorsfor approval. Thefollowing organizational chartdepicts thecurrent
TexasREorganizational structure.
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PUCT FERC
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ERCOT ISO
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Finance & Audit
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Governance
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Texas RE
Advisory

Committee

Texas RE Staff

Protocol & Operating Guides
Delegation Agreement

NERC Reliability Standards

Reliability Standards
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At theAugust2009TexasREboardmeeting,theboarddiscussedproposed
changesto thebylawsthatwill createstructuralindependencefor theTexasRE.
Theproposedchangeswereposted for commentonTexasRE’s Website. Under
thetermsof theproposedrevised bylaws,a newboard wil l becreatedfor the
TexasRE whichwil l beseparatefrom theERCOT ISO Board, i.e., thetwo boards
will not share members. Thisproposedboardwould consist of:

• Fourindependentboardmembers;
• TheCEOof theTexasRE;
• Two stakeholderrepresentatives (thechair andvicechairof theMembers

RepresentativesCommittee);
• A nonvotingPUCT representative,and
• A nonvoting representative of theOffice of Public Utilit y Council
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Theproposedbylawchangesalso providethataTexasRE boardquorum
requiresthreeindependent membersaswell asa majority of thevotingdirectors.
Thisstructurewould removetheERCOT ISO CEOfromtheTexasREboard,
wouldgreatlyreducethedirectinvolvementof otherstakeholdersin theoversight
of theTexasREoperations,andwouldprovideastrongseparationbetween
ERCOT ISOandtheTexasRE.

E. Summary of Compliance Findings

Audit staff foundthatTexasREhas institutednumerousactions to ensure
thatanadequateseparationexists betweenits andERCOTISOfunctions. These
actionswere undertakento strengthenTexasRE independencefrom ERCOTISO
andeliminateanyrealor perceivedconcernsasto its independence.Based on
information gatheredthroughinterviews,email, andother records,audit staff
believesthatindependenceconcernscontinueto exist,despiteTexasREefforts to
createmoreindependencebetween its andERCOT ISO’sfunctions. However,
theseconcernswouldnotexistif TexasREgoesforth with itsplansto structurally
separate fromERCOT.

• The organizational structure of the Texas RE raises conflict of interest
concerns

TexasREandERCOTISOoperateundera sharedboard of directorsand
theERCOTISO CEOservesasa memberon theTexasREandERCOT board. In
audit staff’s view, theorganizationalstructure raisespotential conflict of interest
concernsand gives theappearanceof a lackof independencebetween the
operationsof TexasRE andERCOTISO.

TheERCOTISOCEOis responsiblefor thesuccessor failureof the
ERCOT ISO. As such,heis responsiblefor, amongotheritems,ERCOT ISO’s
compliancewith NERCReliability Standards.TheERCOT ISOCEO’s
membershipon theTexasREboard of directors, theboardthatoverseestheRE
responsible for determiningERCOT ISO’scompliancewith theNERCReliabili ty
Standards,createsa potentialconflict of interest. Moreover, officialsat thePUCT
andtheTexasRE expressedconcernsasto theparticipationof theERCOTISO
CEOasa member of theTexasRE board.
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TheERCOTboard of directorsservesastheboardfor both TexasRE and
ERCOT ISO. Initially, theboard deliberatedover TexasREandERCOTISO
mattersat thesame meeting,confusingboardmembers. To alleviate the
confusion, theboard decided to meet at differenttimes,andultimately ondifferent
days,to discussTexasRE mattersindependentlyof ERCOTmatters;theboard
referredto itself astheTexasRE boardwhendiscussing TexasRE issuesandthe
ERCOT board when discussingERCOTISO issues.

To furtheraddressindependenceconcerns,in July2008,theTexasRE
Boardapprovedtheformationof theTAC to provideassistanceto theTexasRE
Boardin fulf illing its oversightresponsibili ty asto TexasRE’semployment,
compensation,financial, financial audit, andotheradministrative matters. As
notedabove,theTAC is comprisedof the fiveunaffiliated ERCOT directors, the
chairman(or hisor her designee)of thePUCT,andthePublic Counselfrom the
TexasOffice of Public Utility Counsel. TAC typically makesrecommendations
on thesematters to thefull TexasREboardof directors.

OnJune15,2009,theTexasRE boardof directorspasseda resolution
approving legal separationin conceptandauthorizingTexasREstaff to takethe
stepsnecessary to createanewlegalentity for TexasRE, includingseekingall
regulatoryapprovals. At theAugust2009TexasREboard meeting, theboard
approvedproposedchangesto thebylaws anddirectedfurtherchanges,which, if
passed, will createstructuralindependencefor theTexasRE. On October19,
2009, theTexasREboard approveddraft bylaws for a legally separateentity,
allowing TexasRE staff to commencediscussionswith Commission andNERC
staff regardinganamendedRDA.

• Texas RE’s role in compliance monitoring of ERCOT ISO is frustrated
by a lack of a demonstration of very strong separation:

TexasRE is responsible under theRDA to determineERCOTISO’s
compliancewith NERCstandardsandtakeanynecessary enforcementactions
againstERCOT ISO. However, basedon thepotential conflict of interest, NERC
hasbeenactivelyparticipatingin theCMEPactivities involving theERCOTISO.
UnlesstheTexasREcontinues to expeditiouslymoveto astructural separation
from theERCOTISO,NERC andTexasREshouldexecutea formal agreement
addressing NERC, or anentityapprovedby NERC,in performing suchactiviti es.
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• Texas RE should do more under the RDA regarding reliability
assessment:

Pursuantto theRDA, TexasREreceivesfunding to performdutiesrelated
to reliability assessmentandperformanceanalysisasrequiredby theNERCRules
of Procedure. TexasREshouldperforma morethoroughreviewof ERCOT ISO’s
work product. TexasREshouldhire morestaff or train current staff to perform
this function.

• Texas RE’s controls over access to confidential information should be
strengthened:

Pursuant to a memorandumof understanding (MOU) betweenTexasRE
andERCOTISO, ERCOTISOprovidesall computerequipmentandinformation
technology (IT) servicesto TexasRE. TexasRE’scomputers and serversare
inaccessibleto anyERCOT ISO employee, exceptfor aboutahalf-dozenIT
employeeswho maintain IT systems,all of whomhavesignedconfidentiality
agreementsto protectERCOT data,whichdoesnotexplicitl y includeCMEPdata.
Further, thereis no writtenagreementin effectin which theseERCOT ISO
employeesagree to complywith section1500of theNERCRulesof Procedureon
protectionof confidentialinformation. Also, TexasREshouldimproveits
controlsover accessto confidentialinformation to preventthis information from
potentially beingcompromised.

20100108-3063 FERC PDF (Unofficial) 01/08/2010



TexasRegionalEntity PA09-6-000

12

F. Recommendations

Theaudit staff is encouraged by theeffortsof TexasRE to increaseTexas
RE’s independencefrom ERCOTISO, includingtheestablishmentof TexasREas
aseparatelegal entity thattheERCOTISOboard will not oversee.To ensure
TexasRE’s independenceandadequateseparationof ERCOT ISOandreliabili ty
functionswhile thoseeffortsproceedand,asappropriate,afterTexasREshould
becomeaseparate legalentity, auditstaff recommendsthatTexasRE takethe
followingactions:

• Continuein its effortsto eliminateanyindependenceconcernsor the
appearanceof a lack of independence;

• Strengthenproceduresto ensurethatdiscussionsasto TexasRE
employment,compensation,financial,financialaudit, andother
administrative mattersremainwithin TAC andtheTexasREBoard;

• Submit aplan detailing its effortsto eliminateindependenceconcernsor
theappearanceof a lackof independenceto theOffice of Enforcement,
Divisionof Audits;

• Arrangea formal contract to have NERC, or anentity approvedby NERC,
conductauditsand performothercomplianceactivi tiesrelatedto ERCOT
ISO while TexasREremainsadivisionof ERCOTISO. While TexasRE
pursuesindependencefrom ERCOT ISO, it doesnotneedto commence
thisarrangement unless acomplianceaudit of theERCOTISO is
conducted;

• Confine itsparticipation onERCOTISO audits andinvestigationsto
providingtechnical assistancewhile TexasRE remainsadivision of
ERCOTISO;

• Developaplan to reviewstaffingneedsto performreliabilit y assessments
pursuantto theRDA;

• Considerincreasing staff or trainingexisting staff to includeexpertise
suffici entto performits dutiesundertheRDA asto reliability assessment;
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• Appoint anREstaff memberto represent TexasREon NERC’s Reliability
Assessment Subcommitteeandanyothercommitteeor subcommittee
whoseauthorityincludesREstatutory functions;

• Obtainexecuted agreements(or a written confi rmation from ERCOTISO’s
generalcounselthat such agreementshavebeenaccepted)to comply with
section1500of theNERC Rulesof Procedurewith all ERCOT ISO
employeeswhoaregrantedaccessto TexasRE’s IT, until suchtime as
TexasREeliminatesits relianceon ERCOT ISOfor IT services;

• Ensurethatanythird-party vendoragreesto comply with section1500 of
theNERCRules of Procedureconcerningconfidential information;

• InstructtheERCOT ISOIT departmentto deactivate theTexasRE website
hostedby ERCOTandredirectall inquiresto this site to thenew
independently hostedwebsite; and

• Provideauditstaff with updateson thestatusof TexasRE’sefforts to
eliminate its relianceonERCOT ISOfor IT services.

G. Compliance and Implementation of Recommendations

TexasREshoulddesignan implementationplanthatincludesproceduresto
implementtheexception-specific recommendationsdescribedin this report. The
planshouldbesubmittedto auditstaff for reviewwithin sixty daysfrom thedate
of issuanceof thefinal reportin thisdocket. Thereafter, TexasRE must make
nonpublic quarterly filings in DocketNo. PA09-6-000to audit staff,detailing its
progressin implementingthecorrectiveactions in this report until all the
correctiveactionsarecompleted. Thefil ingsshouldbemadenot laterthan thirty
daysafter theendof eachcalendarquarter,beginningwith thefirst quarterafter
the filing of theimplementationplan,andcontinuinguntil TexasREcompletesall
therecommended correctiveactions.
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II. Introduction

A. Objectives

TheDivisionof Audits of theOffice of Enforcementof theFederalEnergy
RegulatoryCommissioncommencedanaudit of TexasRE to examineTexasRE’s
performanceasaRegionalEntity andits independencefrom ERCOTISO. The
audit wasdesigned to determinewhetherduring theaudit periodTexasREhas
compliedwith (1) theRDA betweenNERCandTexasRE,28 (2) theTexasRE
bylaws,29 and (3) otherobligationsandresponsibilitiesasapprovedby the
Commission.

B. Scope and Methodology

To determinetheseparation betweenERCOT ISO’s andTexasRE’s
operations,auditstaff:

• Reviewedpublicly availablematerials, FERC’seLibrary for
company filings, Commission ordersandformal complaints, the
EnforcementHotline for complaintsmade againstTexasREor
ERCOTISO, and local newspapers,tradeandacademic pressto
identify significantdevelopmentsandoccurrencesthataroseduring
theaudit period, to familiarize itself with TexasREandERCOT
ISO’s operations.

• Conductedasitevisit to TexasRE’s officesonJanuary6-9, 2009
duringwhich its membersinterviewed TexasRE managementand
staff to understand their job functions. Thoseinterviewedincluded:

o Chief ExecutiveOfficer andChief ComplianceOfficer;
o Directorof LegalAffairs;

28 North American Electric Reliability Council, et al., 119FERC¶ 61,060
(2007),122FERC ¶ 61,245(2008), and order on reh’g, 123FERC¶ 61,276
(2008).

29 Id.
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o Directorof Compliance;
o Managerof Reliability Standards;
o Managerof ComplianceandEnforcement;
o SeniorFinancialAnalyst;
o Managerof ComplianceAudits;
o Managerof InformationTechnology;and
o Managerof ComplianceStakeholderManagement.

• Conductedasecondsitevisit to TexasRE’s officesonAugust26-
27,2009,during which it interviewedTexasRE senior management
aswell asexecutive staff of thePUCT.

In addition, theaudit staff:

• Issuedfivesetsof datarequests, encompassing morethan100
separatedata request items, many of which includedmultiple
elements;

• Reviewedthousandsof emails sentandreceived by TexasRE
compliancestaff employeesovertheaudit period;

• Conductednumerousphoneconferences to clarify data responses
andseekadditional information;

• Interviewedthecurrentand former chairsof theTexasRE board of
directors;

• Reviewedmeeting minutes (includingexecutive session andother
closed-sessionminutes) for theTexasREboardof directors, Texas
REReliability StandardsCommittee, TexasREHumanResources
andGovernanceCommittee,TexasRE AdvisoryCommittee,
ERCOTISOboardof directors,ERCOTISO TechnicalAdvisory
Committee,ERCOTISOFinanceandAudit Committee,and
ERCOTISOHumanResourcesandGovernanceCommittee;

• Sampledaudits,spotchecks,investigationsandothercompliance
actionsTexasRE hasundertaken;

• Reviewedelectronictimesheetdata;
• Reviewedtheperiodicreportsof TexasRE to NERC,presentations

madeby TexasRE staff andmanagement to theTexasRE board,
presentationsto thePUCT, presentationmadeatERCOT meetings
andto theNERC, TexasREself-assessments andothermaterials
thatsummarizedTexasREcomplianceefforts.
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Prior to thisaudit, FERC staff participatedin a NERC-led auditof ERCOT
ISO(September 9-12,2008)to assess its compliancewith NERCReliability
Standards.Membersof theauditstaff gainedvaluableinsight from observing the
NERC-ledaudit.

ERCOTISOcooperatedfully with auditstaff in providingERCOTminutes
andother materials requestedduringtheaudit. To maintain confidentiality,
ERCOT ISOresponsesweresubmitteddirectly to audit staff ratherthanbeing
conveyedthroughTexasRE.

Specifically, auditstaff did thefollowing:

Accounting for shared costs

• InterviewedtheSenior Financial Analyst of theTexasRE;

• ReviewedtheMOU betweentheTexasRE and theERCOT ISO for the
provisionof administrativeandIT services;

• Reviewedseparationstudiesto determinethecosts to TexasRE for
alternativesourcesof servicesprovidedby ERCOT ISO undertheMOU;

• Reviewedtime-sheetdata for allocationof staff costsbetweenstatutory and
nonstatutoryduties; and

• InterviewedtheManagerof IT Services.

Structural and operational separation of ERCOT ISO and the Texas RE

• Reviewedorganizationalcharts for theauditperiod;

• InterviewedTexasRE administrationandstaff, onsiteandvia telephone;

• Reviewedminutesof all TexasREBoardand committeemeetingssincethe
formation of theRE;

• Reviewedminutesof theERCOTISOboard andcommitteemeetingsfor
theauditperiod;
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• Conductedtelephoneinterviewswith TexasREBoardmembers;

• Reviewedtheemails of TexasREcompliance staff;

• Reviewedvoluminousmaterialsrelatedto TexasRE involvementin the
2008NERC-ledcomplianceauditof ERCOT ISOandthesubsequent
TexasREenforcementefforts; and

• TouredTexasREoffices,boththeformerfacility sharedwith ERCOTISO
and thenew, physicallyseparateoffice.

RE compliance with CMEP

• Conductedanon-sitereviewof selectcomplianceauditsandspotchecks
theTexasREperformedto understandfile layoutanddataretention
policiesandprocedures;

• Revieweda sampleof theCMEPactivities for eachof thetasksenumerated
in theTexasRE CMEP program,including complianceaudits,spot checks,
mitigation planreviews,mitigationplancertifi cations,and evaluationsof
self-reportedviolationsby theregistered entities;

• ReviewedTexasRErecordsfor submissionof conflict of interestand
ethicsdeclarations;

• Reviewedassignment of TexasREstaff for participation in CMEP
complianceandenforcementactivities to ensurenoconflictsof interest;

• Reviewedresumés of compliancestaff for technical andaudit
qualifications;

• Reviewedemails for inappropriatecontacts;

• Reviewedtimesheet datato determinethetime andeffort expendedon
specific RDA tasks; and

• Conductedinterviews on-siteandvia telephoneto examinestaffing levels
andqualificationsto perform RDA tasks.
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III. Findings and Recommendations

1. Independence Concerns Related to Texas RE

Audit staff hadthefollowing concernsaboutTexasRE independencethat
resultedin, ata minimum,theappearanceof a lackof independence:

• TheTexasREboard membersalso serveas boardmembersof ERCOT
ISO; and

• TheERCOTISO CEOservesasa boardmemberof both ERCOTISOand
TexasRE.

Pertinent Guidance

In OrderNo. 672, the Commissionfound thatanorganizationservingas
bothan RE andasan ISO in a regionmayhaveapotential conflict of interest
becausetheentity wouldberesponsible for enforcing itsown compliancewith
NERC’s Reliability Standards:

A system operator/RegionalEntity in asingle corporation – absent
a very strong separation betweentheoversight andoperations
functions– shouldnot overseeits owncompliancewith Reliabili ty
Standards.30 [Emphasis added.]

Section6.3of TexasRE’s bylawsstatesin part:

TexasRE“will bemanageddirectlyby theERCOT board to ensure
independence from ERCOT ISO’s functions.” Relying on thisandother
representations,in theDelegationAgreementsOrder, theCommission
found thattheTexasRE “boardwill besufficiently independent.”31

30 OrderNo. 672at P698.

31 Delegation AgreementsOrderat P243.
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Background

Shared Board of Directors

As mentionedearlier,ERCOT ISOand TexasRE operateunder a shared
board of directors. Consistent with section4.2 of theERCOT bylaws,theboard
consistsof sixteenmembersrepresentingconsumersandrepresentativesfrom each
of ERCOT’selectric market segments,thechairmanof thePUCT (nonvoting), the
CEOof ERCOT ISO, andfive membersnotaffiliatedwith owners,usersor
operatorsof theBulk-Power System.Theboard of directorsappoints theCEOfor
bothERCOT ISOand theTexasRE.

Sinceonly oneboard deliberatesover mattersinvolving bothTexasREand
ERCOT ISO,there is a potentialconflict of interestthatcreatesanappearanceof a
lackof independence. Therearealso potentialconflictsasto thefiduciaryduties
thattheboardhasto bothTexasREandERCOTISO. Finally, therearepotential
confli ctsasto theoversightof theboardfor theCMEPactivitiesthattheTexasRE
exercisesin relationto theERCOT ISOandanyobjectionsby theERCOT ISOto
either thefindingsor theproposedpenaltiesandsanctionsarising from CMEP
enforcement activities. Recognizingthis,TexasREhastakensignificantstepsto
distinguishitself as functionallyindependentfrom ERCOT ISO. For example,
whenTexasREwasinitially established, theboard deliberatedoverTexasREand
ERCOT ISOissuesduringthesamemeeting. Overtime, thispractice created
confusionamongtheboard members.In June2007,theydetermined to meetas
theERCOTISO boardin themorningandastheTexasREBoard in anafternoon
sessionon thesameday. Thisschedulewasagainmodifiedin July 2008. Since
thattime, thedirectorsmeetonMondaysto discussTexasRE issuesandon
Tuesdaysto discussERCOTISO issues.

OnJuly14, 2008,the five unaffiliateddirectors,thePUCTchairman,Texas
RECEOandotherTexasREstaff met to discussactionsthatcould be takento
increaseTexasRE’s functionalindependencefrom ERCOT ISO. To further
increaseTexasRE’s functionalindependencefrom ERCOT ISO,theTexasRE
AdvisoryCommittee (TAC) wasformedin August2008. Thepurposeof TAC is
to provideassistanceto theTexasREBoardin fulfil ling itsoversight
responsibility relatingto TexasRE’s employment,compensation, financial,
financial audit,andotheradministrative matters. TheTAC iscomprisedof the
five unaffiliatedERCOT directors, thechairman(or hisor herdesignee)of the
PUCT,andthePublicCounsel from theTexasOff iceof Public Utility Counsel.
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TAC’s recommendationsarepassedto thefull TexasRE board of directorsfor
approval.

At theAugust2009TexasREboardmeeting,theboarddiscussednew
bylawsfor theTexasRE,whichwill create structural independencefor theTexas
RE. Theproposed changeswerepostedfor commentonTexasRE’s Website.
Underthetermsof theproposedrevisedbylaws, therewill bea newboard for the
TexasRE whichwil l beseparatefrom theERCOT ISO board,i.e.,thetwo boards
will shareno members. Thisproposedboardwouldconsist of:

• Fourindependentboardmembers;
• TheCEOof theTexasRE;
• Two stakeholderrepresentatives (thechair andvicechairof theMembers

RepresentativesCommittee);
• A nonvotingPUCT representative;and
• A nonvotingrepresentative of theOffice of Public Utilit y Council.

ThenewTexasRE bylawsalso providethata board quorum requirethree
independentdirectorsaswell asa majority of thedirectors. Thisstructurewould
removetheERCOT ISOCEOfrom theTexasREBoard, greatly reducethedirect
involvementof otherstakeholdersin theoversightof theTexasRE operations,and
strongly separateERCOTISOandtheTexasRE.

Audit staff believesanindependentboardwould strengthenTexasRE’s
independenceandcredibility and beanimportantstep towardensuring the
establishmentof averystrong separationasrequiredby OrderNo. 672.

Shared Board Member

Althoughlegallysection4.2of theERCOTbylawsprovidesthatthe
ERCOT ISOCEOis a memberof theTexasREandERCOT ISO boardof
directors, in practice, heor shemayhaveaconflict of interest. Forexample,
TexasRE is responsible for determiningERCOTISO’s compliancewith NERC
standardsandfor taking any necessaryenforcementactionsagainst ERCOTISO.
Audit staff observedthefollowing from theexecutivesessionboardcommittee
minutesasto ERCOT ISOCEO’s involvementin TexasRE matters:
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• In August2007,theERCOT boardof directors orderedthatmediainquiries
relatedto thecreation of TexasREbeansweredby theERCOTISO CEO
ratherthanTexasRE.

• FromTexasRE’s inceptionto thepresent,theERCOT ISOCEOhas
attendedmanyopenandclosedmeetings of theERCOTboard’s Human
ResourcesandGovernanceCommitteemeetings,bothmeetings for
ERCOTISOaswell as meetingsidentifiedaspertainingexclusivelyto
TexasRE. Forexample,from August throughNovember2007,the
ERCOTISOCEOattendedeverymeetingof theTexasRE Human
ResourcesandGovernanceCommittee.During thesemeetings,the
selectionof Texas RE CEO wasdiscussedaswell asthemannerin which
theTexasREwouldperformits dutiesand howperformanceshould be
measured.

• Theminutesof theApril 22,2009ERCOT ISOHumanResourceand
GovernanceCommitteeExecutiveSession recordadiscussionof personnel
issues.During thisdiscussion, thecompensation for theTexasRECEO
wasdeliberated. Accordingto theJuly2008measuresto have theTAC
review,amongotherthings,TexasRE’s compensation matters,this
discussion shouldnothaveoccurredin this forum. Rather,perTexasRE
documents andorganizationalchart,thesediscussionsshould havebeen
limitedto meetingsof theTAC andtheTexasREboard.

• TheERCOTISOCEOroutinelyattendedmeetingswhentheTexasRE
boarddiscussedcomplianceeffortsinvolving specific registeredentities.
TexasREhasrandomlyassignedalphabetic identifiers to entitiesthathave
beenthesubject of compliancemattersin an attemptto hidetheidentity of
theregisteredentitiesbeingdiscussedduringboard meetings. However,
suchaprocedureaffords relatively little protection from disclosureof the
entity’s identity giventhepublic schedule of TexasREcomplianceaudits.
In thecaseof theERCOTISO,sinceit is theonly RegisteredEntity for
numerous reliability functions, hiding its identityduringBoard meetingsin
which theERCOTISO CEO is presentwould beimpossible.Moreover,
theauditteamdid not find anyindication that theERCOTISO CEOleft
these meetingsor took otherstepsto ensurethat hewasnot presentduring
discussion of compliance issuesrelating to ERCOT ISO.

20100108-3063 FERC PDF (Unofficial) 01/08/2010



TexasRegionalEntity PA09-6-000

22

TexasREofficials indicated thattheyobservedthattheTexasRE board
memberswere finding it increasinglydifficul t not to haveconflictsof interestarise
in their dual function as representingtheinterestsof theERCOTISOaswell as
theTexasRE. Theyindicatedthatdifficulty hadintensifiedoverthepast year.
Theconflictshadadvancedbeyondmereappearanceof conflicts to actual
confli cts,asa result of thepossibility of significant monetary penaltiesbeing
imposed. TexasRE officials statedthattheseconflictsinvolvednot only theCEO
of the ISOandother stakeholders,buteventhesharedindependentboard
members.

Representativesof thePUCT also expressedtheir concernsas to theneedto
expandindependenceof theTexasRE from theERCOTISOandother
stakeholdersvia aseparateboardfor theTexasRE thatcould provideeffective
guidanceto theTexasRE in theperformanceof its dutiesundertheRDA. The
PUCTrepresentativesindicatedtheir full support for astructurally independent
TexasREasbeingthemosteffectivemeansof assuring thattheTexasREcan
fulfill itsdutiesundertheRDA.

Audit staff is concernedthattheERCOT ISO CEOparticipation on the
sharedboardthat overseesthecompliancefunctionsof TexasRE andpresenceat
variousmeetingscitedaboveinvolving activitiesof TexasREraises independence
concerns. Althoughthereis noevidenceto dateof any partialit y, thecurrent
structureallowsa realor perceived conflict of interest. Based on theabove,one
would reasonablyquestiontheability of theERCOT ISOCEOto bestrongly
independentin representingtheinterestsof both TexasREandERCOTISO, when
facedwith anissuethat maypresentconflicting interests between thetwo
divisionsof ERCOT.

Recommendations

We recommendthat TexasRE:

1. Continueits effortsto eliminateanyindependenceconcernsor the
appearanceof a lack of independence;and

2. Submitaplandetailingits effortsto eliminate independence
concernsto theOffice of Enforcement,Division of Audits.
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2. Texas RE Role in Compliance Monitoring of ERCOT ISO

As explainedabove,TexasRE is anindependent division of ERCOT, asis
ERCOT ISO. TexasRE thushasapotential conflict of interestin regulating
ERCOT ISO. For example,TexasRE is responsibleundertheRDA to determine
ERCOT ISO’scompliancewith NERCstandardsandtakeanynecessary
enforcement actionsagainstERCOTISO. To addressthispotential conflict,
NERChasbeen activelyparticipatingin theCMEPactivities involving ERCOT
ISO.

Pertinent Guidance

NERChasdelegatedto TexasREresponsibili ty for implementing the
CMEPfor registered entitieswithin its region, includingERCOTISO. However,
in OrderNo. 672, the Commissionfoundthatservingasboth an RE andasanISO
in a region maycreateaconflict of interestbecause theentity would be
responsible for enforcingits own compliancewith NERC’s reliabili ty standards:

An RTO or ISO mayhaveaninherentconflict of interestif it is also
aRegionalEntity itself. Thesameinstitutionwould operate the
Bulk-PowerSystem andberesponsible for overseeingits own
compliancewith Reliability Standards.Thecommentsreceived
reinforce theCommission’s opinionthatsuchself-enforcementis
extremelydifficult to carry out satisfactoril y. A system
operator/RegionalEntity in asinglecorporation– absent a very
strongseparation betweentheoversightandoperationsfunctions–
shouldnot overseeits owncompliancewith Reliability Standards.32

Background

ERCOTISO is registeredwith NERCasthesoleentity within theERCOT
regionto performthefollowing reliability functions: BalancingAuthority,
InterchangeAuthority, PlanningAuthority, Reliability Coordinator, Reliability
Planner, TransmissionOperator,andTransmissionServiceProvider. NERChas
been actively participatingin theCMEPactivitiesinvolving ERCOTISO.
However,NERC’srole and relationshipto theTexasREasto such activitiesare

32 OrderNo. 672at P698.
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not formally defined in theRDA or in anyotherdocumentsthatauditstaff
reviewed.TexasRE confirmedthatnosuch formalagreementexists.

In September2008,a NERC teamwasassignedto leadanaudit of ERCOT
ISOwith TexasRE assignedto providetechnicalassistance.FERC staff also
participated asapartof the2008Regional Entity ObservationAudit program.
FERCstaff noted severalinstancesin which theTexasRE staff’s participation
variedsignificantlyfrom therole thatNERChadestablishedfor its NERC-led
audits. TheNERCguidelinescalledfor a role limi tedto providing technical
assistance. Theaudit teambelievesthattheTexasREstaff did not knowingly
violateanyauditprocedures. Nevertheless,theauditteambelievesthat thelackof
anapprovedwritten agreementspecifying theappropriate involvementof the
TexasREstaff leadto audit difficulties. 33

Upon thecompletion of the2008complianceaudit, authority for theCMEP
processinvolving ERCOTISObecamemoreconfusing.NERCstaff who
participated in theauditimproperlyinformedTexasREstaff that TexasREwould
haveCMEPauthorityfor anysubsequent actionsrelating to theaudit findings.
Theauditstaff believesthatsuchconflictsin authority for theCMEPeffort could
andshouldberesolvedundera formal contractbetween TexasRE andNERCor
anentityapprovedby NERC and theCommission.

Recommendations

We recommend that, while remaining adivisionof ERCOTISO, TexasRE:

3. Arrangea formal contractto haveNERC, or anyentity approvedby
NERCandtheCommission,conductauditsandperform other

33 Althoughnotpublishedat thetimeof theSeptember2008audit, the
Commissionprovidedguidanceon this issuein its January15,2009Guidance
OrderonComplianceAuditsConductedby theElectric Reliabili ty Organization
andRegional Entities: “ to resolvepossibleperceptionsthataRegionalEntity’s
compliancestaff is not sufficiently independentfrom theauditedentity, suchas
theRegional Entity itself or its affiliate . . . RegionalEntity staff shouldserveas
subject matter experts,rather thanleadtheaudit or adviseon its conductor
scope.” Guidance Order on Compliance Audits Conducted by the Electric
Reliability Organization and Regional Entities, 126FERC¶ 61,038, atP5 (2009).
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complianceactivities relatedto ERCOT ISO. While TexasRE
pursuesindependencefrom ERCOT ISO, it doesnotneedto
commencethisarrangementunlessacomplianceauditor
investigationof theERCOTISO is conducted.

4. Confineits participationonERCOT ISO auditsandinvestigations to
providing technicalassistance.

3. Texas RE Reliability Assessment Responsibilities

TexasREshouldperformmorethoroughreviews of theERCOT ISO’s
work product.

Pertinent Guidance

Section804of theNERC Rulesof Procedure states:

To carryout thereviewsandassessmentsof theoverall reliability of
theInterconnectedbulk powersystems,the regionalentitiesand
otherentitiesshall providesufficient dataandotherinformation
requestedby NERCin supportof theannuallong-termandseasonal
assessmentsandanyspecialreliability assessments.. . . In
connection with thereliability assessment reports, requestsshallbe
submittedto eachof theregionalentitiesfor requiredreliabilit y
assessmentdataandotherinformation, andfor eachregion’s self-
assessmentreport.

Section805.4of theNERCRulesof Procedurefurtherprovides:

Theteamsof reliabilit y andtechnicalexpertsshall providean
independent assessmentof thereliability of theregionalentitiesand
theNorth American interconnectedbulk powersystemfor theperiod
of theassessment. While theregionalentitiesare reliedupon to
providethe informationto performsuchassessments, thereview
teamis not required to accepttheconclusionsprovidedby the
regionalentities. . . . Uponcompletionof theassessment,theteam
shall sharetheresultswith theregionalentities. Theregional
entitiesshall begiventheopportunityto reviewandcommenton the
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conclusionsin theassessmentandto provideadditional information
asappropriate.

Background

Under thereliability assessmentprocess,a RegionalEntity is responsible
for collectinginformationnecessaryfor its region’sself-assessmentreportandfor
ensuring that NERC receivesthereport. After NERC’steamof experts reviews
theinformationfromtheRegionalEntities,it will sharetheresultswith the
RegionalEntities,which haveanopportunity to commenton thedraft
assessment’sconclusionsandto provideadditional information.

Whenauditstaff initially askedaboutTexasRE’s role in reliability
assessmentreporting, TexasRE’s Director of Compliancetermedit “at best [a]
sanity check.” However,when auditstaff askedfor writtenconfirmation of Texas
RE’s reliability assessmentactivities in a datarequest, TexasRE’s CEOoutlineda
moreexpansiverole:

ERCOTISOsubmitscompletedassessmentreports to TexasRE
staff for review andcommentprior to submitting to NERC. Texas
REstaff reviews thereports (includingthedataandother
informationprovided)for completeness, adequacy,reliability
concernsandissues,andpotential impactson thereliability of the
ERCOTBulk PowerSystem.TexasRE staff is not requiredto
accepttheconclusionsprovided by ERCOTISOstaff, andTexasRE
collaborates with ERCOTISOstaff to resolveanyconcernsor
questions.ERCOT ISOsubmitsthecompletedreports to NERC.

In TexasRE’s self -assessment, filed with NERCin April 2009,34 TexasRE
revertedto a more modestdescription,statingthatit “reviewsthe[reliabili ty
assessment]reportsfor completenessprior to forwarding to NERC.”

Audit staff attemptedto reconciletheseconflicting answersthroughdata
requestsandconcludedthat TexasREstaff, at best,did little morethana

34 Texas Regional Entity Statement of Activities and Accomplishments in
Carrying Out Its Delegated Responsibilities for the Period January 1, 2007 –
February 28, 2009, April 1, 2009,atpage 14.
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perfunctoryreviewof ERCOTISO’s periodic assessments. Audit staff discovered
thatin at leastoneinstance, ERCOT ISOforwardedtheregionalassessment
directly to NERCwithoutanyreview by TexasRE.

To supportperformancein thisarea,TexasRE, in bothits responseto an
audit staff datarequest, aswell asits self-assessment, listedits involvementin
otherERCOT ISO-relatedactivitiesasconstituting performanceunderthis
function. In responseto adatarequest, TexasREcitedat lengthits nonstatutory
dutiesin responseto ERCOTprotocolevents. In theself-assessment,TexasRE
alludedto staff attendanceatERCOT committeemeetings. While audit staff does
notdenigrateTexasRE’s involvementin theseactivit ies, audit staff doesnot
believe thattheseactivitiesconstituteperformanceundertheNERCRulesof
Procedure.

TexasREprovidedaudit staff with dates it receivedreliability assessments
from ERCOTISO for reviewanddatesthatERCOT ISOfi led theassessments
with NERC. At leastonce, ERCOTISO sentthereports to TexasRE on thesame
daythatERCOTISOsentthemto NERC,therebyproviding TexasREno
opportunity for even a cursoryreview.

Audit staff alsoaskedTexasRE to identify TexasREstaff memberswith
sufficientknowledgeto performthefunctionsthatTexasREhadidentifiedas
required. TexasRE respondedwith thenamesandabrief description of the
qualif icationsof four of its staff members who couldperformthenecessary
functions. Theemployeesidentified weretheCEO,Managerof Compliance
Stakeholder Management, Director of Compliance, andManagerof Compliance
Audits. For thetimeperiodsindentified, audit staff requestedandreviewedtime-
sheetdatafor theseindividualsandconcludedthatnoneof themwho were
responsible for reviewing theseassessments recordedanyhoursfor reliability
assessments(time code: TexasRE0800)in their timesheets.

Audit staff is awarethatERCOT ISOandits membershistorically played
theleadrole in theformulationof theperiodic reliability assessments. This may
havebeeninitially appropriateafterthecreation of TexasRE,but theCommission
desiresmovementtowardsagreaterrole for theRE in fulfill ing responsibilities
under theNERC Rules.35

35 OrderNo. 693at P157-160.
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Whenauditstaff presentedits conclusionsto TexasRE in aphone
conference,TexasRE staff acknowledgedit could do morewith respectto
scrutinizing theERCOT regionalreliabilit y assessments beforesubmission to
NERC. TexasRE indicatedthatit is consideringhiringadditional staff with the
skills requiredto perform theseduties. At themost recentsitevisit, theCEOof
TexasRE indicated his desireto hire therequiredstaff within 60daysif asuitable
candidatecanbeidentified. Audit staff believes thatTexasREshouldincreaseits
staff or trainingasnecessaryto performthis function.

Audit staff alsonotesthatTexasREdid nothaveanyemployee
representing it on NERC’sReliability AssessmentSubcommittee, unlike the
practiceof mostotherRegionalEntities, which includeREemployeesamongtheir
representatives.

Recommendations

We recommendthatTexasRE:

5. Developaplanto review staffing needsto performreliability
assessments;

6. Consider increasing staff or trainingexisting staff to include
expertisesufficient to performits dutiesasto reliability assessment;
and

7. AppointanREstaff member to representTexasREon NERC’s
Reliabilit y AssessmentSubcommitteeandanyother committeeor
subcommitteewhoseauthority includesRE statutory functions.

4. Controls over Confidential Information

Pursuantto anMOU betweenTexasRE and ERCOT ISO,ERCOTISO
providesall computerequipmentandIT servicesto Texas RE. TexasRE’s
computersandserversareaccessible to aboutahalf-dozenERCOTISO
employees who maintain IT systems,all of whomhavesignedagreements
promisingto maintaintheconfidentialityof ERCOT data,which doesnot
explicitly includeCMEPdata. Further, there is nowrittenagreementin which
theseERCOT ISO employeesagreeto comply with section1500of theNERC
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Rulesof Procedure,Protectionof Confidential Information. Also, TexasREneeds
to improveits controls overaccess to confidential information to preventthis
information frompotentiallybeingcompromisedor disclosedimproperly to
ERCOT ISOpersonnel.

Pertinent Guidance

As approved by theCommission in theDelegation AgreementOrders,
section9.3.3 of theComplianceMonitoring andEnforcementProgramprovides
that: “TheComplianceEnforcement Authority personnel(including any
contractors,consultantsandindustryvolunteers)andcommitteemembers,and
participantsin ComplianceProgramactivitiesshall beinformedof, andagree to
comply with, Section 1500of theNERC Rulesof Procedureconcerning
ConfidentialInformation.” Section1500of theNERCRulesof Procedure
providestherulesfor, amongotheritems,theTexasRE’s treatmentof confidential
information.

Background

Pursuantto anMOU betweenERCOTISO and TexasRE,ERCOTISO
ownsandservicesthecomputersandserversTexasREuses,andprovidesthe
corporateandInternetconnectivity, secure remoteaccessandemail, file storage,
andbackupservices. TexasREstaff verbally informedaudit staff that ERCOT
ISOemployeesareprohibitedfrom accessingTexasRE fil esandserviceswithout
anexplicit requestby TexasRE.

TexasRE’s computersandserversareinaccessible to anyERCOT ISO
employeeexceptfor about ahalf -dozenIT employeeswho maintain IT systems,
all of whomhavesigned agreementspromising to maintaintheconfidentiality of
ERCOT data. Specifically, theERCOT ISOemployeessignanEmployeeEthics
Agreement,which requiresmaintainingtheconfidentialit y of ERCOT
information; only TexasREemployeessigntheTexasRegionalEntity Employee
Ethics Agreement,whichcontains specificreferenceto theneedto maintain the
confidentiality of TexasRE’sCMEPdata. In theamendedMOU datedFebruary
16,2009,thereis a statementthat“ERCOT employeesandcontractorswho
provideanyservices to TexasRE underthis MOU or whohaveaccessto Texas
REconfidential informationmustalsoagreeto maintain confidentiality of all
TexasREconfidentialinformation.” (MOU at section II, B,6.)However,to date
thereisno written agreement,signedby ERCOT ISOemployees,in which the
ERCOT ISOIT employeesagreeto complywith section 1500of theNERCRules
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of Procedureonprotectionof confidential information. OnAugust18, 2009,
ERCOT amended its Codeof ConductandEthicsCorporateStandard,to include
NERCsection1500language,but TexasRE hasnot yet received confirmation that
all ERCOT ISO employeesprovidingservicesundertheMOU havecomplied
with this standard.

TexasRE’s offices, locatedin aseparatebuilding from theERCOTISO
sinceFebruary27,2009,arerestrictedby physical security. Non TexasRE
employees,includingERCOT ISOemployeesproviding IT andother servicesto
theTexasRE, arerequiredto registerandhaveaccessapproved.Nonetheless,
confidential informationmaybeaccessedby theseemployees. To date, therehave
been no recorded incidentsthatthishasoccurred.Audit staff’sexamination of
emailbetween TexasRE andERCOTemployeesindicatednocommunications
thatcompromisedconfidentialTexasRE information.

TexasREhasindicatedthatit plansto moveall its IT services,including
emailservers,ontothird-partyvendorequipmentwith no links to ERCOT ISO. A
third-party vendoralreadyhoststheconfidential portal TexasRE usesto allow the
registeredentitiesto conveyconfidential documentsto TexasRE,andfor NERC
andTexasRE to passconfidentialinformation in asecurefashion.

TexasRE’s vendoralsohostsTexasRE’s primary public Website
(www.texasre.org).TexasRE’spreviousprimaryWeb site wasembeddedwithin
theERCOTISO Website(www.ercot.com/mktrules/compliance/TRE), leading
usersto view thetwo entitiesasintegrated. However, during theaudit period,
bothWebsiteswere active,which may resultin confusion andthepotential for
errorsif thecontentof eachsiteis notupdated. OnAugust3, 2009,TexasRE
notifiedauditstaff of theactivationof thenewWebsite andits intention to
terminate theERCOT ISO-hostedWeb site. Therapid implementation of this
policy isanticipatedto eliminatetheconcernsof dualWebsites. However, the
initial reviewof thenewTexasRE Website indicated errors in its postings. The
audit teamaskedemployeesat the Texas RE aboutitsefforts to ensure the
accuracy andcontinuityof theinformationposted. Theauditteamreviewedthe
TexasREprocedure for movingcritical information to its new Webhostandis
satisfiedwith thenewprogram.
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Recommendations

We recommendthatTexasRE:

8. Obtain executedconfidentiality agreements (or awritten
confirmation from ERCOT ISO’sgeneral counselthatsuch
agreementshavebeenaccepted)coveringSection 1500of theNERC
Rulesof Procedureconcerningconfidential information with all
ERCOTISOemployeeswhoaregranted accessto TexasRE’s IT
until suchtimeasTexasREeliminatesits relianceonERCOT ISO
for IT services;

9. Ensurethat anythird-partyvendoragreesto comply with section
1500 of theNERCRulesof Procedureaboutconfidential
information;

10. Instruct theERCOTISOIT departmentto deactivatetheTexasRE
Websitehostedby ERCOTandredirectall inquiresto this site to
thenewindependentlyhostedWebsite;and

11. Updateauditstaff on thestatusof its efforts to eliminate its reliance
onERCOT ISO for IT services.
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