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December 11, 2002
Honorable Steven D. Wolens

Honorable Troy Fraser

Co-Chairmen

Electric Utility Restructuring

Legislative Oversight Committee

Post Office Box 2910

Austin, Texas  78768

Re:
Electric Utility Restructuring Legislative Oversight Committee


Hearing, December 12, 2002

Dear Chairman Wolens and Chairman Fraser:

In preparation for the December 12 Committee hearing, I would like to update the Committee on recent developments at ERCOT.  We at ERCOT are very excited about the continued success in implementing the requirements of Senate Bill 7.

Retail Mechanics.  ERCOT continues to work with the market participants to address issues related to customer switching and billing.  Significant progress has been made.  As an indication of success, ERCOT has completed almost three million retail transactions, which include customer switching, move-ins, move-outs, and other transactions.  Meter data reporting from the utilities to ERCOT and ERCOT data transmittal to the market “within Protocol” time periods has improved from about 70% last May to a 94% success rate.  We expect to be performing at a 95% success rate by the end of the month.  This is an important achievement in supporting timely and accurate customer billing.

A few statistics illustrate our status.  There are approximately 5.5 million customers receiving electric service in the Customer Choice areas of Texas, of which over half have already successfully completed one or more switches, move-ins, move-outs or other transactions through ERCOT’s systems.
  Customer switching to competitive retailers includes 5.4% of residential customers, 8.8% of small non-residential customers (under one megawatt), and 31.1% of large non-residential customers (over one megawatt).  That represents the switching of load within each category of 7.3%, 24.4 %, and 46.3% respectively; and represents approximately 23% of the total electric load in ERCOT that is presently eligible to switch in Customer Choice.

Feld Group – End of Tour Report.  The Feld Group has largely completed its work with ERCOT to study and address the “start-up” issues encountered upon implementation of full wholesale and retail market operations in the new ERCOT model.  Monte Jones will present his final report to the ERCOT Board of Directors at its December 17 meeting.  I will provide that report to you later this month.  Highlights of success include:

· Greatly improved communications among all market participants and ERCOT

· Transaction transparency (logging, tracking, reports, queries) has increased with additional capabilities being developed

· Transaction failure recovery capability and completion rates have greatly improved

· Transaction “backlogs” have been materially reduced

· Historical data report transmittal failures have been reduced (needed by new competitive retail providers)

· Monitoring points in ERCOT’s transaction pipeline are improved, enhancing process stability

· “System hardening” has resulted in increasingly higher throughput success rates 

· System testing methods are greatly enhanced, resulting in better change controls and continuing adaptations to market needs

· Transaction disaster recovery (wholesale and retail) plans are approved and are being implemented

· Majority of key ERCOT organizational changes are complete

· Transaction “Quick Response” team has been integrated into ERCOT daily operations

Recommendations for continued attention include:

· Establish additional performance measurements and reporting at all transactions levels

· Institutionalize or eliminate remaining “safety net workarounds” 

· Complete Move In/Move Out transaction enhancements 

· Complete market data synchronization project

· Develop a data retention plan

· Continue cyber security improvements

New Officers.  In keeping with the recommendations of the Feld Group, ERCOT has added two corporate officer positions – a Chief Information Officer (CIO) and a Chief of Market Operations.  The CIO is Ken Shoquist, who holds an MS from Texas Tech University in Mathematics and Computer Science and a BS Degree from Texas A&M University (Kingsville) with the same concentration.  Prior to his tenure at Dell Financial Services, he held positions with Fidelity Investments, Litlenet, Mastercard International, Ameritech, and Texas Instruments.  At ERCOT he will be responsible for leading and managing ERCOT's Information Technology organization, and for the direction, development, and operations of all ERCOT information systems. 

The Chief of Market Operations is Ray Giuliani, who most recently was the Chief Financial Officer and Chief Information Officer of Grid South, a developing independent system operator based in Charlotte, North Carolina.  Giuliani will have oversight for all wholesale and retail market facing functions for ERCOT.  Working in partnership with ERCOT's Information Technology organization, he will be responsible for providing leadership in defining and delivering key support services (including settlements, billing, and centralized retail registration) to all market participants in the Texas Choice Program.  Prior to his tenure with Grid South, he held various positions with other organizations including Perform.com, IBM Global Services, and Exchange Development Company LLC.  He is a Certified Public Accountant (CPA), and holds an MBA from Stanford University and a BS Degree from the Georgia Institute of Technology in Industrial and Systems Engineering.

Both Shoquist and Giuliani will join COO Sam Jones, CFO Maxine Buckles, General Counsel Margaret Pemberton, and me as ERCOT officers.

Governance Changes.  On December 5, the Commission approved ERCOT’s proposed governance changes that I described in my October 17 letter to you.  ERCOT will seat its new directors in accordance with the new structure at its meeting on December 17, with additional changes to be implemented through next year:

1. The first step will reduce the overall size of the Board on 
December 17, while maintaining the overall market segment proportions (19 members, 18 votes).
  

2. The second step would add three independent Board members in June 2003 (22 members, 21 votes). 

3. The final step would reduce by December 2003 the stakeholder Board membership, proportionally, while maintaining three independent members (14 members, 13 votes).  

I believe that this new Board structure will enhance ERCOT’s effectiveness with additional insights and perspectives brought by the new independent Board directors.

ERCOT Budget.  The ERCOT Board of Directors takes its responsibilities very seriously regarding ERCOT spending and fees.  Indeed, the entities that pay ERCOT fees are all represented on the Board.  The Board’s Finance and Audit Committee in particular spent a great deal of effort working with ERCOT Staff to develop the budget.  

ERCOT conducted a very open process in preparing the 2003 budget, which was approved in October.  We actively solicited comments from the public, sponsored a public workshop at the Commission’s offices on September 10, 2002, and met separately with consumer groups and others.  In these efforts, we offered our financial staff for questions and provided information that was requested.

ERCOT asked for approval from the Commission to implement a fee increase beginning January 1, 2003 to implement the 2003 ERCOT budget approved by the ERCOT Board of Directors.  The main issue is an increase of the ERCOT Administrative Fee from $0.22 per megawatt hour to $0.33 per megawatt hour.  The new fee represents less than one-half of one percent of the average residential customer electricity charges (average residential service costs are between $60 and $100 per megawatt hour).  Our fees are significantly lower than any other operating independent system operator (ISO) or regional transmission operator (RTO) in the country despite the fact that ERCOT is the only ISO or RTO that administers retail customer registration.  Our staff and the ERCOT Board has worked very hard to keep our costs low while providing the high levels of service expected by this Committee, the Commission, and the market participants.  We anticipate that the Commission will grant interim approval for the fees in time for January 1 implementation.  Several parties have indicated their desire to have an evidentiary hearing prior to final approval of the fee increase, and such hearing will likely not occur until February 2003 or later.
“Relaxed” Balanced Schedules.   As you know, one of the fundamentals of the ERCOT wholesale market has been that all scheduling entities are required to submit “balanced schedules” – that is, their generation output must equal their loads (which can be accomplished with trades among schedulers).  For some time, many market participants and Commission Staff have advocated relaxing this requirement to allow the market to utilize the ERCOT managed Balancing Energy market to meet a portion of their generation needs.  At first, ERCOT and others resisted this change because it poses some additional complications in ERCOT’s efforts to maintain system reliability in that it increases the number of variables that ERCOT must monitor and control.  Working with the market and the Commission Staff, however, ERCOT was able to work through its concerns and reach agreement on a method to permit schedulers to submit schedules with a “relaxed” balance requirement (on a limited and controlled basis).  In more than a month of operations, ERCOT had no significant operating problems using relaxed energy schedules.  The market now has in place an additional tool to manage energy needs and financial risks.

Reliability Must Run.  As reported to you in my letter of October 17, ERCOT has entered into several Reliability Must Run (RMR) agreements to keep in service certain power plants that are needed for reliability needs but which would otherwise be retired or “mothballed” by the owners.  A total of 47 power generation units at 19 power plants (about 4,000 megawatts of capacity) were offered to ERCOT for RMR service. ERCOT’s analysis concluded that we only needed 16 units at eight of those plants (about 1,800 megawatts) to meet reliability needs.

As you know, this has been a topic of intense interest among ERCOT market participants and the Commission.  The costs for operating the RMR units are uplifted to the entire ERCOT market on a load ratio share basis, and the costs have been significant.  ERCOT estimates that RMR service costs for the October to December 2002 period will be about $32.7 million.
  For perspective, the ERCOT Region represents an annual $20 billion energy market.

In its consideration of RMR contracts, ERCOT has insisted that the companies offering the units for RMR service certify that the units would be inactivated if ERCOT did not enter into an RMR contract for them.  ERCOT carefully evaluated transmission system conditions to determine whether any tendered units were needed for system reliability, ultimately taking less than half the capacity offered.  Once the needed units were identified, ERCOT negotiated agreements to keep the costs as low as possible while maintaining the needed capacity.  ERCOT also limited the duration of the contracts to three months to allow for additional evaluation prior to making any commitments for next year, in order to minimize the amount of RMR capacity acquired.

Due to the success of the competitive wholesale electricity market, many older units are no longer able to compete in the energy market.  In addition, some areas of the transmission grid in the same areas as the potential plant closings have not received adequate transmission system capacity upgrades, resulting in local transmission constraints that create the need for the RMR service.  

ERCOT identified the increasing need for upgrading the transmission system and has taken steps to highlight the issue, including holding transmission working group meetings, meeting with specific transmission providers to determine upgrade timelines, and reporting to the Commission.  ERCOT has consistently emphasized the need to build needed systems additions as quickly as possible.  ERCOT is comparing the cost of the transmission upgrades to the cost of the RMR service to make sure that the most economical decisions are made.  When these transmission system additions are installed, ERCOT will no longer need many of the RMR contracts.  Under current planning horizons, however, it could take five years to address all of these transmission issues.  ERCOT will press for shorter timelines and additional solutions, as appropriate.

In addition, ERCOT is implementing even more strict procedures for consideration of RMR status for any generator.  ERCOT will continue to closely study the transmission system conditions to determine the minimum needed for RMR service and to negotiate the lowest costs possible under the ERCOT Protocols.  Additionally, ERCOT will require all prospective RMR unit owners to attest, through a corporate officer, that the proposed RMR unit will be shut down if the unit does not receive an RMR contract.  Other information, including the date the unit will be shut down and the time necessary to re-start the unit will be required and included in the analysis.

Load Participation.  The active participation of loads in the energy market (willingness of consumers to accept incentive prices in order to come “off line”) is important for the full success of the ERCOT energy market.  ERCOT, the Commission Staff and market participants have worked very hard to develop ways for loads to actively participate in ERCOT’s energy markets.  Over 800 megawatts of load resources have been registered to provide ancillary services to ERCOT.  ERCOT recently approved increasing the eligibility for loads to provide “Responsive Reserve” ancillary services from 25% to 35% of the total service need.  This change will significantly increase the ability of “interruptible load” to participate in this market.

In addition, ERCOT is on track to implement “Balancing Up Load” (BUL) service in the second quarter of next year that will allow even more load participation on a more flexible basis.  ERCOT has posted a market guide on its website that explains the ways load resources can participate in the ERCOT market.  In addition, ERCOT will offer special training courses early next year to teach potential load participants how they can take advantage of these opportunities.  

Taylor Control Center.  Construction of the new Taylor ERCOT Control Center is complete.  The facility was dedicated at the November 19 ERCOT Board meeting.  Chairman Wolens, Chairman Fraser, former Chairman Sibley, and PUCT Chairman Klein addressed the assembly gathered for the event.  This facility will become the primary control center for ERCOT, and it will also house more than two-thirds of ERCOT’s employees.
As this year comes to a close, I believe that ERCOT has demonstrated its ability to tackle the enormous responsibilities set for it by the Legislature in Senate Bill 7, the Commission, and the market participants.  We have been responsive to the concerns of this Committee, in particular in making changes to ERCOT’s governance structure, and we have established a leadership role in the electric service industry.  While I do not see the need for legislative changes in order to continue the work you have set forth, we look forward to working with the Legislature in the upcoming Session.

Sincerely,

Thomas E. Noel

President and CEO

Cc:
Members of the Electric Utility Restructuring Legislative Oversight Committee


Ms. Barbara Henderson, Committee Clerk


Mr. Mark Bruce, Committee Policy Analyst, House State Affairs Committee 

Mr. Daniel Madru, Special Assistant, Senate Business and Commerce Committee


Hon. Rebecca Klein, Chairman, PUCT


Hon. Brett A. Perlman, Commissioner, PUCT


Hon. Julie Caruthers Parsley, Commissioner, PUCT


Mr. Lane Lanford, PUCT


Ms. Paula Mueller, PUCT


Mr. Jess Totten, PUCT


Mr. Parviz Adib, PUCT


Ms. Connie Corona, PUCT


Mr. Brian Lloyd, PUCT

� In referring to “customers” I am referencing actual meter points, or “ESI Ids,” that are in Customer Choice areas in the ERCOT Region.  Some customers may have more than one meter for service.  There are approximately 5.5 million actual customers in Customer Choice areas but there are approximately 5.8 million-meter points.


� The PUCT Chairman is a non-voting, ex officio member.


� This number represents $47 million in RMR service charges minus an $14.3 million credit to the market that results from RMR energy output to the electric grid, offsetting other generation.





PAGE  

