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Chapter |

INTRODUCTION

River Consulting Group (RCG) is pleased to respond to the New York State Public Service
Commission’s (the “Commission”) Request for Proposal for a Management Audit of Iberdrola, S.A.
(IBE), Iberdrola USA (IUSA), New York State Electric and Gas (NYSEG) and Rochester Gas and
Electric (RG&E) (together, the “Company”) (Case 10-M-0551) dated December 16, 2010 (the
“RFP”). RCG, will act as Engagement Director and contract manager for this proposal, and has
extensive experience with the planning and implementation of utility management and operations
audits, as evidences in Chapter VI of this proposal.

As recommended in the RFP, RCG has engaged and is prepared to manage an elite team of
top industry firms and highly-experienced industry professionals capable of providing the
Commission, New York State Department of Public Service staff (DPS Staff) and the Company with
valuable insights into Company operations and management that will eventually produce real and
measureable benefits for New York State ratepayers. These firms include the KHCG Consulting
Group (KHCG) and Energy Tactics & Services, Inc. (ET&S).

By teaming with KHCG and ET&S, RCG provides an interdisciplinary team with in-depth
expertise that addresses all areas required to complete a comprehensive audited of NYSEG and
RG&E. Together, the three firms and their chief executives bring unique and valuable skill sets to
this audit:

» Through its president, Bob Grant, RCG offers nearly four decades of expertise in the
utility sector serving over 100 utility clients globally and, most notably, with the types
of large and complex management audits that are the subject of this proposal;

» KHCG has been in business for more than 25 years, served more than 200 clients in 25
states and 7 foreign countries, and has extensive experience in conducting
management audits and working on strategic planning, governance, organizational
structure and change management initiatives. KHCG is also a certified woman-owned
business enterprise.

» ET&S principal, Howard Solganick, and has been working in the utility sector for more
than 35 years as a senior manager of a public utility, an independent power producer
and consultant, whose specializations span a wide variety of utility functions that
include rate design and cost allocation, load forecasting, performance and process
management, power supply procurement, environmental and regulatory compliance,
and strategic planning — including the preparation of expert testimony addressing all of
these areas.

River Consulting Group
Proposal to Conduct a Utility Management Audit
(Case 10-M-0551)



I. Introduction 2

RCG’s overriding goals in adopting this approach are to:

» Provide the highest-quality, balanced assessment possible of the Company’s
management and operations;

» Develop the assessment through a positive process that captures the perspectives and
needs of all parties with an interest in outcomes; and

» Deliver a final report that provides a clear, independent and objective evaluation of the
Company, demonstrates and promotes a clear understanding of Company’s strengths,
and offers concise, cost-effective recommendations that assist the Company in
improving the manner in which it delivers safe, reliable and cost-competitive energy
services to its New York State customers.

The audit scope presented in the RFP includes eight interconnected elements® that, in
essence, form a closed-loop process that leads sequentially from strategy through implementation
and the monitoring of results. The loop has both short- and long-term implications for the
operation of the business and the safe, reliable and cost-effective delivery of Commission-
regulated services to customers.

In fulfilling the scope of work for this project, the RCG team will focus on NYSEG and
RG&E’s electric and gas construction program planning, operational efficiency and performance,
including reliability, as required by New York State Public Service Law. In so doing, RCG will work
to build confidence that:

» Corporate strategy, missions, objectives, goals and planning are aligned with the needs
of NYSEG and RG&E’s New York State customer, and with policy directives and orders
adopted by the Commission;

» The Company is focused on maintaining or improving the reliability and quality of
services delivered to its New York State customers;

» The Company’s approach to managing two large and different utilities is cost-effective
and consistent with respect to all New York State customers;

» The Company is maintaining a reasonable balance between maintenance and
construction expenditures so as to promote the lowest rates possible for its services

1 The eight interconnected elements that will be evaluated and included in an audit feedback loop include:
corporate mission, objectives, goals and planning; load forecasting; supply procurement; system planning;
capital and O&M budgeting; program and project planning and management; workforce management; and
performance and results measurement. These elements as presented, which are considered to be essentially
sequential in nature, will form the foundation of the audit report.
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I. Introduction 3

while managing and maintaining the safety and integrity of its transmission and
distribution (T&D) systems;

» The Company’s ‘plan-design-build’ and ‘operate-maintain’ processes are prudent and
integrated relative to its customer base and the age of its supporting T&D
infrastructure;

» The Company is making appropriate use of new technology to support its strategic
objectives for managing costs and improving customer service;

» The Company’s customer service philosophy and practices are consistent with
Commission policy and promote consumer equity; and

» The final management audit report provides reasonable and practical
recommendations that address the strategic and operational needs of the Company
and its New York customers, and offers a clear and well-informed roadmap for
improving Company operations.

RCG has designed its team and approach to promote an in-depth, balanced analysis of each
of the eight elements included in the scope of work by a highly-experienced professional. This
approach allows for the development of high-quality recommendations that meet quantitative
and qualitative cost-benefit measures approved by DPS Staff as a component of the audit work
plan.

Further, because it is critical to the overall quality of the audit, continuously to consider the
impact an individual element may have on the others, team members have been cross-assigned to
form sub-teams that are managed by the element’s assigned lead consultant (the “Lead
Consultant”.) Moving through the process, this approach will ensure that opportunities for critical
communication through a feedback loop are captured between sub-teams, and that element-
specific objectives and plans are being modified as new information emerges.

RCG’s review will evaluate the efficiency and effectiveness of each element and will offer
opportunities for improving them. In reviewing each of the loop’s elements, the RCG team also
will be evaluating the value that each of these elements brings to the project stakeholders, which
include the Commission and DPS Staff as well as the Company and the customers of NYSEG and
RG&E. Throughout the management audit, RCG will comply with the standards contained in the
Government Auditing Standards (GAGAS)?, commonly known as the “Yellow Book”, and the

>To help ensure that the standards continue to meet the needs of the audit community and the public it serves, the
Comptroller General of the United States appointed the Advisory Council on Government Auditing Standards to
review the standards and recommend necessary changes. The Advisory released an exposure draft in August 2010
presenting recommended changes to the previously revised standards established in July 2007. The RCG audit will
take the revisions set forth in the August 2010 exposure draft into account anticipating that revisions to the 2007
GAGAS will be adopted in 2011.

River Consulting Group
Proposal to Conduct a Utility Management Audit
(Case 10-M-0551)



I. Introduction 4

“Consultant Standards and Ethics for Performance of Management Analysis” published by the
National Association of Regulatory Utility Commissioners and dated November 15, 1989.°

The remaining chapters of this proposal describe RCG’s approach, preliminary work plan,
firm and individual consultant experience, schedule and budget estimates. These chapters are
organized consistent with the requirements of set forth in the RFP* and are as follows:

>

Chapter Il — Scope and Objectives, which provides RCG’s understanding of the scope
and objectives for this audit.

Chapter Ill — Approach, Methods and Project Management, which discusses RCG’s
approach to this audit and its management, including a description of project
deliverables.

Chapter IV — Audit Areas and Issues, which provides RCG’s preliminary work plan,
including the list of element areas to be reviewed with evaluative criteria and a list of
work tasks to be performed for each element.

Chapter V — Project Team and Responsibilities, which provides the structure of the
RCG team’s consulting assignments and the background of assigned personnel.

Chapter VI — Schedule and Budgets, which itemizes professional staff fees and out-of
pocket expenses, and provides RCG’s total “not-to exceed” cost to perform the audit. It
also provides a complete work schedule and an elapsed time estimate for each task in
the work plan.

Chapter VIl — Experience and Qualifications, which describes RCG experience and
provides a list of relevant projects with client names and references for RCG and for the
key team members.

8 It is worth noting that KH Consulting Group has undergone multiple peer reviews, as per the Yellow Book standards,
has been certified, and has had multiple master agreements for conducting management audits and performance
reviews for the City of Los Angeles (Office of the City Controller) and County of Los Angeles (Office of the Auditor-
Controller) for more than 15 years.

4 State of New York Department of Public Service, The Guide: A Guide for Consultants Submitting Proposals for
Management and Operations Audits. November 5, 2010 (the “Audit Guide”).
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Chapter Il

SCOPE AND OBIJECTIVES

In this chapter, RCG provides an abbreviated background on the Company, and confirms
the scope and objectives for the management audit, as defined in the RFP and the Audit Guide.

A. Introduction

The subject of the proposed management audit is IUSA’s New York State operating
transmission and distribution utilities, NYSEG and RG&E. NYSEG and RG&E, which formerly served
as stand-alone public utilities, became wholly-owned subsidiaries of RGS Energy Group, Inc. (RGS)
in 2002. RGS was a wholly-owned subsidiary of Energy East Corporation (Energy East).

On August 1, 2007, a joint petition was filed under Public Service Law (PSL) §70 by
petitioners IBE, NYSEG, RG&E, Energy East, RGS and Green Acquisition Capital, Inc.,” in which the
parties sought approval from the Commission of IBE’s acquisition of Energy East. On September 9,
2008, the Commission granted that petition, subject to conditions, in an abbreviated order.® The
long order was subsequently issued on January 6, 2009.”

Over the past decade, NYSEG and RG&E have endured dramatic changes in ownership and
organizational structure that promise to generate significant benefits for electric and gas
customers. These structural changes also have created new challenges that argue for prudent,
balanced and insightful review of the management and operations of both utilities with the goal of
ensuring that each company’s construction programming plans and operations continue to
provide customers with safe, reliable and cost-efficient utility service. Therefore, the importance
of clearly articulated strategic plans for how NYSEG and RG&E will exploit these new
opportunities, given these changes, is paramount.

IBE’s international corporate structure differs materially from those of other electric and
gas utilities operating in New York State. IBE’s executive management, including its Board of
Directors, is located in Spain and operates according to Spanish law and European Union

5 CASE 07-M-0906 - Joint Petition of Iberdrola, S.A., Energy East Corporation, RGS Energy Group, Inc., Green
Acquisition Capital, Inc., New York State Electric & Gas Corporation and Rochester Gas and Electric Corporation for
Approval of the Acquisition of Energy East Corporation by Iberdrola, S.A.. Green Acquisition Capital, Inc. was a wholly-
owned subsidiary of IBE formed for the purpose of the proposed acquisition.

6 Case 07-M-0906, Abbreviated Order Authorizing Acquisition Subject to Conditions (issued September 9, 2008).

7 Case 07-M-0906, Order Authorizing Acquisition Subject to Conditions (issued and effective January 6, 2009.)

River Consulting Group
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Il. Scope and Objectives 6

requirements. IBE’s U.S. affiliate, IUSA, also operates from a headquarters building in New
Gloucester, Maine, which is remote from the location of the New York State utilities that it is
charged to manage.

NYSEG and RG&E are two companies among several that currently operate under IUSA’s
management. An even larger number of corporate entities operate under IBE’s umbrella. Although
most of NYSEG and RG&E’s officers operate from a common office in Rochester, New York, many
members of each individual board of directors are located in Spain. Others share a common
membership on both the NYSEG and RG&E boards, and on the IUSA Board of Directors. The
Commission and DPS Staff are right to be concerned about the overall effectiveness of the
management and operation of IBE’s New York State utilities, and how these resources and
customers are viewed from the perspective of IBE and IUSA, particularly in light of the size and
complexity of IBE’s worldwide operations.

It is also prudent for the Commission and DPS Staff to ask why the Company’s New York
State customers do not appear to be receiving the benefit of the same low rates that are enjoyed
by other New York State utility customers. This management audit provides a platform for
ensuring that international accounting practices are not having an adverse impact on the New
York ratemaking process, and that the Company’s New York State customers are receiving the full
benefits available from efficient management and operation.

To that end, RCG has developed an audit proposal that incorporates a project scope and
objectives that are intended to:

» Provide the highest-quality, balanced assessment possible of the Company’s
management and operations;

» Develop that assessment through a positive process that captures the perspectives and
needs of all parties with an interest in outcomes; and

» Deliver a final report that provides a clear, independent and objective evaluation of the
Company’s operations, and demonstrates and promotes a clear understanding of
Company’s strengths, and offers concise, cost-effective recommendations that assist
the Company in improving the manner in which it delivers safe, reliable and cost-
competitive energy services to its New York State customers.

B. Scope

RCG’s management audit will provide a comprehensive analysis of NYSEG and RG&E’s
electric and gas operations, focusing on the eight elements of the planning-execution process
defined in the RFP, and any additional concerns that DPS Staff deem to be appropriate. The eight
audit elements of the planning-execution process, as defined in the RFP, are: (1) corporate
mission, objectives, goals and planning; (2) load forecasting; (3) supply procurement; (4) system

River Consulting Group
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Il. Scope and Objectives 7

planning; (5) capital and O&M budgeting; (6) program and project planning and management; (7)
work force management; and (8) performance and results measurement.

Within the context of each of these eight elements, RCG’s work scope includes an analysis
of the following generic components:

» Purpose, mission, planning, goals and strategies;

Functions, processes (including inputs and outputs), policies, practices and systems;
Organizational design;

Staffing, responsibilities and accountabilities;

Cost control, cost oversight and cost analysis;

Efficiency and effectiveness;

Impacts to other elements and Company operations are minimized to prevent sub
optimization elsewhere:

Results and performance measurements, including how the results are used;

Opportunities for improvements, including “leading practices” based on the experience
and research of the RCG team, that are appropriate to IUSA’s New York State operating
environment; and

» Recommendations for implementing the improvements, described in greater detail
later in this proposal.

The audit scope also includes an assessment of IBE’s effectiveness in meeting its mission,
particularly with respect to meeting its performance goals and the extent to which there are
opportunities for improvement.

The eight elements described above, form the core of a successful electric and gas business
model. Without formal business and technical planning processes it is extremely difficult for utility
management to navigate their rapidly evolving environment, and take full advantage of new
technology and management tools. Specifically, new technology allows management to address
some of the most pressing industry issues, such as knowledge management in an ever increasingly
complex delivery system and managing an increasingly diverse customer base with widely varying
needs.

Enhanced management processes and systems allow the Company’s leadership to ensure
the right resources are employed to perform business in a cost-effective manner. Without formal
feedback mechanisms, it is difficult to evaluate progress against goals that are set during the
planning process. Further, these mechanisms allow management to finely tune their cost models
with a full understanding of implications to reliability, safety and cost.

River Consulting Group
Proposal to Conduct a Utility Management Audit
(Case 10-M-0551)
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Compounding the above issues is the unique situation the Company finds itself in with
respect to executive management, which has broad responsibilities well beyond that of the New
York customer. The DPS is rightly concerned that IBE and IUSA executive management is paying
adequate attention to the needs of the New York customer. The audit scope includes an
assessment of the entire Company’s effectiveness in meeting mission and planning goals,
particularly with respect to the identification of opportunities for improvement.

Finally, RCG’s audit scope includes an evaluation of NYSEG and RG&E’s construction
program feedback system. The eight elements that form the foundation for RCG’s audit are
integrated, and generally support strategic planning efforts by providing needed inputs to the
planning process and information to adjust plan objectives over time. This process loop begins
with the element of “corporate mission, objectives, goals and planning” and completes the cycle
with “performance and results measurement,” as illustrated in Exhibit II-1.

EXHIBIT lI-1

Construction Feedback System

Corporate Mission,

Objectives, Goals
& Planning

Energy Efficiency &
Performance load Demand Response
and Results Planning

Measurement

Forecasting

Supply

Work For
g Procurement

Management

System

Program & Project
Planning

Planning and
Management

Capital and O&M
Budgeting

Asset Management

When executed properly, the results will yield continuous performance improvements by
allowing management to modify objectives based on the information gathered as it cycles through
the process.
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C. Objectives

RCG’s objectives for this management and operations audit are those that have been
specifically set forth in the Audit Guide. Those objectives are to:

» ldentify specific opportunities, as needed, for improving planning, organizational
design, business processes, management practices, systems and operations. This would
apply to work elements inside the eight audit element areas and those that are tangent
to them.

» ldentify specific opportunities, as needed, to improve performance, including
operational productivity, operational reliability, organizational effectiveness, cost
controls and savings, work quality, customer service, safety, and other measurable
elements. Included in this objective is the impact of new technology on effectiveness
and efficiency.

» Develop recommendations, as needed, for implementing changes or undertaking the
studies necessary to achieve performance improvements. Where feasible,
recommendations will be supported by risk/benefit and cost/benefit analyses. Where
possible, the consumer should benefit from recommended performance
improvements.

In addition to the above objectives, RCG contends that it is a key objective of this
engagement to deliver a balanced final report, which is clear, concise and accurately portrays both
the strengths and major opportunities for improvement. In addition, RCG has established the
objective of producing a road map of high-quality, mutually agreed to recommendations that
include a cost/benefit discussion and timetable that is developed by RCG in collaboration, where
appropriate, with the Company, and meets the approval of DPS Staff.

River Consulting Group
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Chapter lIl.

APPROACH, METHODS AND
PROJECT MANAGEMENT

This chapter provides a discussion of RCG’s approach and philosophy to management
audits. It includes an in-depth description of the process used by RCG to show its compliance with
the required scope of work, including how the audit will be planned, implemented, supervised and
managed by RCG personnel, and the philosophy behind RCG’s approach to each step.

A. Introduction

As a rule, RCG’s approach is designed to complete a comprehensive management audit of
the Company in the most efficient and effective manner, and with the least amount of disruption
to Company operations. RCG’s consistent ability to meet the commitments of its audit schedules
and to produce effective results relies on the following approach:

>

>

Development of a formal work plan with clearly defined deliverables;

Use of only experienced, senior professionals, who possess the appropriate
combination of professional maturity, utility knowledge, audit work experience and,
whenever possible, a previous working relationship with the assigned project manager
(Project Manager) or Lead Consultants;

Use of both quantitative and qualitative data to evaluate actual performance;

Development of conclusions that are consistent with generally-accepted auditing
standards, which require thorough documentation of the facts that support the
findings relied on for those conclusions;

Continuously reviewing how conclusions reached in one area of an audit framework
may impact other areas, and to determine how overall performance may be improved
through a clearer understanding of those connections;

Employment of a formal, interlocking, quality control process to ensure accurate
results;

Proper maintenance of work papers in a manner that supports the documentation of
findings,

Use of one senior editor to ensure that draft and final reports are clear and consistent;
and

River Consulting Group
Proposal to Conduct a Utility Management Audit
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lll. Approach, Methods and Project Management 11

>

Ensuring that the concerns of commission staff are being addressed.

The philosophy behind RCG’s audit approach is simple. It rests on a conviction that open
and constructive communication between audit parties produces the strongest conclusions and,
as a result, the most effective recommendations. Although RCG will perform an independent and
objective management audit of the Company, communication rests at the heart of the project. As
a result, RCG will conduct an audit as follows:

>

Maintain open and positive communications with all parties to the audit, which
improves results by minimizing factual, logical and process errors, and ensuring that
there are no surprises;

Discuss any concerns the DPS Staff may have and incorporate those into the work plan
as appropriate;

Work jointly with the DPS project manager to develop a clear and concise work plan
embodying the DPS Staff objectives;

Coordinate schedules with the DPS Staff and the Company’s Audit Team for
interviewing personnel;

Hold regular bi-weekly briefings with the DPS staff to ensure they are informed of
RCG’s activities and preliminary observations; and

Ensure RCG’s approach integrates the ethics and practices contained in both the
Federal “Yellow Book” and National Association of Regulatory Utility Commissioner’s
“Consultant Standards and Ethics for Performance of Management Audits;”

B. Audit Approach

RCG’s approach embraces a five stage process that includes: planning and orientation; fact-
finding and analysis; conclusion and report development; recommendation development; and the
development of a final report. These stages are outlined in more detail below.

Stage I - Planning and Orientation

The objectives of Stage | are as follows:

Understand the audit objectives and scope;
= |ncorporate DPS Staff’s expectations into the audit;
= Finalize contractual, project reporting and other administrative processes;

= Understand the current operations, organization and key management
processes of Company; and

River Consulting Group
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Develop and gain approval of an initial detailed work plan (the “Work Plan”).

The RCG engagement director (Engagement Director) and Project Manager will
meet with DPS Staff and Company project managers to complete logistical and contractual
arrangements. Those arrangements will include, but not necessarily be limited to, policies
and processes for:

Requesting and tracking interviews and data;

Setting and meeting agreed-to response times;

Managing confidential information;

Adhering to auditing standards;

Managing working papers and documentation requirements;
Identifying additional DPS Staff issues or concerns; and

Managing quality control and reporting processes.

A positive audit atmosphere is fostered and understandings are advanced if the
Company commits to the delivery of critical information on its businesses, processes,
organization and operations as early as possible in the Stage | process. To further this
objective, RCG will perform the following activities during the orientation stage:

Present an initial set of data requests to the Company to be delivered prior to
the beginning of on-site interviews, which will be immediately reviewed;

Attend the Company’s audit kick-off presentation and, where practical, conduct
initial executive interviews;

Schedule and conduct additional interviews;

Issue a follow-up request for additional documents;

Review and analyze all the initial data and information received;
Meet with DPS Staff to understand emerging issues and concerns;
Refine the initial work plan to reflect this new information;

Refine initial analyses of audit requirements with respect to the eight audit
elements and determine how the revised work plan applies to the process for
completing work related to each element; and

Obtain the approval of DPS Staff to proceed with the refined work plan.

River Consulting Group
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Because the development and delivery of an initial data request is a critical element
of launching RCG’s Stage | approach, a preliminary draft of these documents has been
completed by the RCG team and included in Appendix A to this proposal. RCG has already
identified the individuals or positions within that will be interviewed initially. Final initial
interview guides and schedules will be prepared once an orientation meeting has been
scheduled by the Company. RCG stands ready to provide a working session to present its
approach and work methods in the event that DPS Staff wishes to become more familiar
with this approach. This exercise would be conducted by RCG’s Engagement Director and
Project Manager.

The RFP identified a reasonable time schedule for the consultant to issue a draft
report to Staff in February, 2012. Chapter VI — Schedules and Budgets contains RCG’s
proposed schedule, which is consistent with that shown in the RFP.® The RCG project team
is committed to meeting the milestones set by this initial schedule.

To aid in schedule adherence and to allow the RCG team to refine the work plan
more quickly we will provide the Company with an initial data request, which will give the
individual RCG team members a deeper understanding of the Company’s approach to the
target elements. As stated previously, drafts of that data requests, subject to DPS Staff
approval, are included in Appendix A to this proposal. RCG’s ability to meet the proposed
schedule will require the Company to be responsive to data and interview requests on a
timely basis.

To that end, RCG recommends that a turnaround schedule of three working days be
accepted as the standard for the return of Company reports and existing data. RCG will
negotiate delivery times for specially-requested analysis, reports and data. This approach
has been proven to result in on-time delivery of high-quality work products by RCG.

Stage Il - Fact Finding and Analysis

During Stage I, the primary data gathering and analysis will be performed for each
of the eight audit elements. This process will incorporate the following activities:

= Develop a task report outline of the potential issues to be addressed for each of
the eight audit elements and other areas identified by the DPS Staff or RCG
during Stage | activities;

= Review and enhance the criteria for each audit element (See, Chapter IV: Audit
Areas and Issues for a list of initial criteria developed for each of the eight audit
elements);

8 Case 10-M-0551 - The RFP, IV. Schedule

River Consulting Group
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= Develop a set of questions and data requirements to support the formation of
findings and conclusions addressing each of the potential issue area’s criteria;

= |dentify and request individuals or positions for interviews that will allow RCG to
better understand the strategic deployment, policies and processes used by the
Company to conduct business;

= Prepare interview guides to be distributed to intended interviewees, allowing
adequate preparation time to facilitate a smooth and accurate transfer of
information;

= Determine if the DPS Staff wishes to attend specific interviews or participate in
the details of the analysis process;

= Document all interviews in standardized, accessible, summary format using
Microsoft Word;

= |ssue additional data requests required to support further analyses;
=  Perform and document field observations;

= Perform data sampling to quantitatively evaluate criteria;

= Arrange for additional or follow-on interviews;

= Review all assembled data against criteria for each issue and form a set of initial
findings applying known industry best practices and comparisons;

= Reference all findings against data responses and interview summaries;
= Draft initial conclusions;

= Subject conclusions to the RCG quality verification process;

=  Conduct three-party, fact verification sessions;

= Review results with DPS Staff; and

= Prepare and forward task reports.

Depending on the subject area, some of the above steps may be combined or
rearranged to facilitate a more complete understanding of a process or issue. It is
important to understand that the task report outline is critical to managing both the
schedule and the budget. This outline permits the Lead Consultants and their teams to
focus on what is most important for the specific element’s analysis. In this manner, only

River Consulting Group
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the required data is gathered and the interviews remain focused. This process allows the
leads to identify other opportunities as they emerge during the discovery effort.

Unless the Company has made significant progress in integrating its two New York
State operating companies, this management audit will be somewhat unique in that the
RCG team will be required to perform audit tasks for each separate utility in order to yield
a clear picture of the Company’s overall New York operation. RCG currently is anticipating
that it will be required to review RG&E and NYSEG’s operations individually, then compare
and contrast the data to identify opportunities for driving significant expense out of the
Company’s overall New York business. This is why the Company’s orientation and RCG’s
initial data requests are so important to refining the work plan and, as a result, managing
costs. This management audit can also identify potential areas where the two companies
can form strategic alliances; collaborate to reduce costs, share expertise and resources,
and improve efficiencies; and be environmentally attuned to best practices.

Further, the RCG team will need to carefully evaluate the Company’s business
model to determine if out-of-state and foreign senior management teams benefit the New
York customer. As a function of this audit, RCG specifically expects to identify:

= QOpportunities to combine functions to reduce expenses;

= Asset management strategies and programs that are consistent across both
service territories;

= QOpportunities to use technology to drive cost from the business and improve
reliability;

= QOpportunities to appropriately integrate capital and O&M planning to more
efficiently manage costs and optimize reliability; and

=  QOpportunities to adjust Company management practices to improve senior and
board level attention to the tasks of delivering safe and reliable service to the
Company’s New York gas and electric customers at a reasonable cost.

It is RCG’s policy to focus team attention on critical and substantive issues. In this
manner Company management can focus post-audit efforts on the implementation of
recommendations that will yield the greatest returns for their New York customers.

Stage Il - Conclusion and Report Development

Although this is normally part of the Stage Il process, it is called out here as a
separate stage to accommodate an additional review of the conclusions by RCG’s Quality
Committee. This committee, which is comprised of the team’s most senior consultants, is
charged with ensuring that the quality of each conclusion and recommendation meets the
audit standards expected by the DPS Staff. The Engagement Director will also rely on this
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committee’s feedback when analyzing the overall continuity of all audit conclusions
relative to the DPS Staff’s stated objectives.

During Stage lll, RCG also will perform the following activities:

=  Complete task report outlines that contain findings and preliminary conclusions;

Convert the completed outlines into task reports that contain the following
information:

0 Description of the task and the audit element or area;

0 Description of industry leading practices;

0 Evaluation criteria and metrics used, if applicable;

0 Description of the Company’s performance in the element or area; and
0 Findings and conclusions, including detailed supporting annotations.

= Performance of a quality verification review on each task report by key senior
members of the RCG team, including identification of items that require further
analysis be conducted;

= Edit the completed task report for clarity and consistency; and

= Forward completed task reports to the DPS Staff for review, comment and
release when Staff concurs with the report.

Task reports that are approved by the DPS Staff will be assembled into an overall
report framework by the RCG editor without recommendations. RCG will provide a general
health statement for each chapter of the draft audit report. A “general health statement”
is a concise and frank condition summary after a thorough examination has been
completed.

As a matter of course, RCG will apply the “reasonable person” test to all its
conclusions to ensure that the ensuing recommendations are sound, fair, cost-effective,
and consistent with leading practices and existing regulation. RCG also uses a defined
“quality control and verification” process to ensure that its work products will meet the
requirements of clients.

To foster the desired results, RCG has formed a Quality Committee comprised of
the most senior consultants on the project to review and discuss findings, conclusions and
recommendations as necessary. The use of a three-person body to perform this set of tasks
helps ensure objectivity.
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The RCG quality control and verification process includes:

Formal team meetings upon start-up of the project;

Attendance by all team members at the Company’s orientation session, either
in person or remotely;

Preparation of a draft and final work plan for each audit element by that
element’s Lead Consultant with the assistance of the supporting consultants
engaged for that area, including formal written signoffs;

Development of a detailed style sheet for the draft and final report by the audit
editor;

Approval of the draft and final work plan for each audit element by the Project
Manager, Engagement Director and editor, including formal written signoffs;

Ongoing document tracking and reporting by the editor and the Project
Manager;

Approval of each interview summary by the Lead Consultant for that audit
element and by the Project Manager, including a formal written signoff;

Formal cross-cutting team meetings led by the Project Manager;

Approval of each task report by the Project Manager, Engagement Director and
editor, including formal written signoffs;

Approval of the draft report by the quality committee and editor, including
formal written signoffs;

Approval of each “straw” recommendation by the Project Manager and
Engagement Director including formal written signoffs,

Approval of the final report by the quality committee and editor, including
formal written signoffs; and

All documents supporting signoffs will be maintained by the editor.

Stage IV - Recommendation Development

During Stage IV, the RCG team will develop recommendations that satisfy
conclusions that are approved by the DPS Staff. RCG recognizes its responsibility to develop
independent recommendations; however, there may be several areas of focus where
collaboration with the DPS Staff and the Company may accelerate acceptance and
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implementation. It is important to obtain Company support of these recommendations so
that the benefits may be expeditiously delivered to customers.

The RCG team will meet with the DPS Staff and the Company to forge workable
recommendations that the Company can begin to implement as soon as practical. This will
be achieved through collaboration with the parties to develop acceptable
recommendations with achievable timetables. To facilitate this outcome, RCG will perform
the following activities:

= Reach consensus on conclusions and order of value;

= Develop recommendation options for each conclusion or group of conclusions,
including the performance of an initial cost-benefit analysis of the options;

= Present this information to the DPS Staff and the Company as a starting point
for discussion;

= Conduct frank and open discussions with Company management and, if
necessary, with IBE directly as to how to best achieve the desired results;

= Refine the recommendations and cost-benefit analyses, where applicable; and

= Develop a clear implementation schedule that may be reasonably achieved by
the Company and monitored by the DPS Staff upon receipt of a Commission
order.

RCG’s key outcome measures for its internal evaluation of this audit task are: (1)
each delivered recommendation must be founded on solid conclusions that are data-
driven; (2) each delivered recommendation must serve, at a minimum, the best interest of
the Company’s New York State customers; and (3) no recommended solution will cost the
Company’s customers more to implement than it can deliver in measurable and
meaningful results. These are the only criteria that RCG believes that the Commission will
accept when presented with the final audit report for this project.

Stage V - Develop Final Report

During Stage V, RCG will assemble a draft of the final report in a form that is
consistent with the eight defined audit elements presented in the RFP, and any additional
areas of review that are requested or approved by DPS Staff. The draft report will be
reviewed by DPS Staff first and, subsequently, by the Company for the verification of facts.

Each element or area will be presented in the following chapter format:

= Introduction, which includes a description of the subject area and its importance
to the strategic planning loop, a graph representation of the manner in which
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this element or subject area impacts the construction feedback model, and a
concise list of recommendations that will be presented in detail in that chapter.

= General Health Statement, which is RCG’s overall opinion of the current status
of the element or area being presented compared to leading practices or other
accepted performance measures.

= Chapter by Chapter Discussion of Individual Recommendations (as agreed to by
all parties), which will include an introductory description of the
recommendation; properly annotate discussion of the supporting conclusions,
findings and facts; a cost-benefit discussion and analysis, as appropriate; and an
implementation timeline. Where it makes sense, RCG may outline several
options for consideration and will evaluate each option, citing the advantages
and disadvantages of each. On the basis of the current capabilities of NYSEG or
RG&E, we can then outline the best option. In some instances, audited clients
may disagree with the recommended option and, through further exploration,
RCG may incorporate their concerns and refine the recommended options so
that they are viable for implementation.

In addition to the element and area chapters, an executive summary and a
recommendation roadmap chapter will be included in the final report.

C. Methods

The RCG team prides itself on its ability to present an accurate portrait of the management
audit in the final report, regardless of the type of work that is being performed. The rigor that
allows RCG to produce such a high-quality audit is the same approach that will be applied to the
management audit of NYSEG and RG&E.

The methodology behind RCG’s management audit proposal is built on five essential
elements:

» Facts. Facts are data or other information that can be reasonably proved as an actual
depiction of some characteristic of the Company. Generally these are gleaned from one
or more of the following sources:

= Hard financial, reliability, staffing or other performance data that is non-
disputable;

= |nterview results that are captured and are verifiable by data, observations or
other interviews; and

= Physical observation of field or process related activities.
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» Findings. A finding is reached after reviewing a summary of the facts and depicts the
auditor’s best judgment based on a reasonable analysis.

» Conclusions. A conclusion is a determination reached after reviewing a summary of
findings, which requires the auditor to form an overall opinion about a specific topic
based on analysis against relevant criteria and industry leading practices, and suggests
some form of action.

» Recommendations. A recommendation is an actionable and prescriptive statement
based on a number of conclusions and some level of cost/benefit analysis, and is
generally time-bound.

» Communication. Communication speaks to the overall quality of the facts, findings,
conclusions and recommendations that are the outcome of a properly executed audit.

The accurate retrieval of facts serves as the basis for developing findings, conclusions,
recommendations and measurable results, RCG requires its consultants to have multiple sources
for fact verification. It is the responsibility of the Project Manager and Lead Consultants to ensure
that reasonable support exists for all the facts presented in the audit report. The Engagement
Director will participate in any and all reviews to promote consistent results that align with the
DPS Staff’s objectives.

RCG embeds its factual references within the draft report (generally as footnotes) to allow
for efficient verification of facts. This is an essential quality verification tool used by RCG to ensure
report accuracy, minimize errors and, ultimately, to help to create confidence in the
recommendations that are presented due to the ability to expeditiously respond to questions and
concerns. Depending on DPS Staff practices or requirements, the footnotes may be removed or
retained in the final report.

RCG will be responsible for developing its findings and conclusions, and will take the lead
on developing reasonable recommendations. All recommendations remain subject to the approval
of DPS Staff and may be developed in a collaborative fashion with the Company to craft workable
solutions and timetables. Should the Company be restricted or unwilling to collaborate on a
specific recommendation, RCG will independently develop appropriate and reasonable
recommendations for review by the DPS Staff first and will bring those that the DPS Staff believe
are most promising to the Company at that point.

Another critical component of conducting an effective management audit is the approach
used to conduct interviews, data sampling, cost/benefit analyses and the organization of data
elements. The methodologies used by RCG in this regard are presented below.

Interview Technique

With a task report outline in hand, RCG team members will develop a list of
guestions necessary to gain insights into each of the audit element being evaluated by that

River Consulting Group
Proposal to Conduct a Utility Management Audit
(Case 10-M-0551)



lll. Approach, Methods and Project Management 21

consultant. These questions will be assembled into interview guides, which will be used to
manage the individual interviews, further these questions are used to identify additional
data requests before the interview.

Interviewees will be provided with an interview guide summary one week in
advance of the interview so they may adequately prepare complete and accurate
responses. Interviewees will be advised that additional topics may be covered during the
interview process as issues unfold.

Further, RCG encourages the individuals being interviewed to present samples,
flowcharts and other documentation to support their answers. The goal of RCG’s interview
approach is to gain a fair, accurate and complete picture of the facts in order to produce
high-quality findings. DPS Staff is also encouraged to attend and observe interviews, either
in person or by telephone, that they believe may promote a better understanding of the
Company’s operations at a more granular level, including interviews involving IBE and IUSA
employees.

Interview guides will be tailored to the level and special duties of the individual who
will be interviewed to ensure a productive session. As an example, the RCG team would
discuss strategy and policy with senior level managers while focusing on process at the
supervisory and line levels. In this manner, it is possible to test the validity and effective
implementation of management strategies or policies all the way through the
organizational chain to determine the true value and effectiveness to the Company.

As stated earlier, RCG will be asking many of the same questions to RG&E and
NYSEG employees to determine the level of integration and consistency across both
organizational units. The resulting analysis will yield significant insights into the
commitment of the Company to deliver consistent services at the lowest possible cost.

Interviews of IBE’s Spanish management staff and board will follow the same
process as those of NYSEG, RG&E and IUSA employees with the following enhancements.
Once the interview guide summaries have been crafted in English, RCG will arrange for the
guides to be translated into Castilian Spanish using the services of V&L International, LLC
(V&L), which is a highly-reputable firm in this field.

All V&L linguists are native speakers of the target language that they are engaged to
translate. V&L also ensures that the translator is an expert in the specified field. RCG team
members have engaged the services of a V&L Spanish-speaking translator for past
assignments with great success, including specialists in the utility, finance and audit
sectors.

V&L will also be engaged to translate reports and data that are submitted by IBE in
Spanish. All translations will be reviewed by the RCG team interviewer before they are sent
to RCG’s Project Manager for distribution to the project’s Lead Consultants, who will
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review the responses in English as part of the team’s process for evaluating information
with the context of a feedback loop.

For the purposes of budgeting for this audit, RCG is assuming that a representative
sample of IBE’s Board of Directors and executive management team, particularly those that
are most heavily involved in U.S. operations, will be available in the USA for interviews that
can be conducted in Spanish at the request of the interviewee. When working on overseas
projects, we have had our clients assign one of their own support staff to review and
ensure that the translations use terminology that is consistent with their own operations
and corporate culture. This step may be particularly applicable to this management audit
because of the technical terminology and innuendos that can occur with different
vocabulary usage in Spanish. When interviewing IBE executives and managers in Spain,
some interviews may readily be conducted in English whereas others will require a
Spanish-English translator. In such instances, we will ensure the translator is familiar with
the Interview Guide and the topics being explored.

If RCG is required to conduct these interviews in Spain, a small team of consultants
will travel with a local translator to IBE’s corporate headquarters to conduct interviews
that may be completed in English. All interview reports will include side-by-side notes in
English and in Spanish that will be reviewed by all parties to verify that the information
presented is accurate.

Sampling Technigues

Sampling of data will be done to quantify impacts to the business and validate what
RCG is being told by Company personnel. Sampling methodology depends on the topics
under analysis but, in all cases, the sample will follow the following approach:

= |dentify data sources required to address and test the criteria stated in the task
report outline;

= Determine if the sampling will be by past performance data, process review or
physical observation;

= Determine sampling techniques and representative sample populations using
the population that best reflects the full range of available data;

= QObtain approval from both the Lead Consultant and Project Manager as part of
RCG’s quality verification process;

= Request the data from the Company or arrange for physical observations;

= Analyze the sample data and develop findings; and
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= Validate the findings by comparing and contrasting those findings with other
information sources, such as interview notes.

Sampling data may:

= Represent a range of capital projects or maintenance programs by both type
and dollar value;

=  Represent capital projects at different stages in the life cycle;

= Cover a specific period of time, e.g., five years of historical budget and actual
data;

= Represent of electric T&D and/or gas operations;

= Back-cast load and supply forecasting to verify accuracy of the tools,
methodologies or strategies used;

= Depict major capital spent on vendors; and
= Represent staffing and retirement trends.

Cost/Benefit Analyses

The Audit Guide provided with the RFP defines DPS Staff expectations for
performing cost/benefit analyses. RCG concurs with this approach and will apply it relative
to the purposes and standards set forth in this proposal.

RCG will apply a SMART methodology to the development of recommendations.
Each recommendation must be Specific, so that the intent and purpose is clear to all
concerned; where appropriate, the results must be Measureable to demonstrate a change
that produces a benefit to customers; the recommendation must be Achievable by the
Company, otherwise the costs will not be offset by benefits; the recommendation must be
Relevant, so that one or more of the benefit component considerations® will be positively
changed; and, the recommendation must be Traceable to ensure that a specific Company
executive or organization will be responsible for successful execution.

To enhance “buy-in,” RCG will request, review and test the Company’s cost/benefit
template (or model) for reasonableness and completeness, including standard assumptions
for inflation, overhead costs and other non-specific inputs. The cost/benefit analysis will be
computed using the Company’s template for ease of communication. The RCG consultants

% State of New York, Department of Public Service, A Guide for Consultants Submitting Proposals for Management and
Operations Audits, November 5, 2010, page 15.
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will apply their specific utility experience to apply the benefit component considerations to
the individual recommendations. In the event the Company doesn’t have a formal
template, RCG will use its own methodology.

Deliverables

The audit process will generate a large number of documents and work plans
through the delivery of the final audit report. Those documents and plans will need to be
available to the DPS Staff during and after completion of the audit. The RFP defines a range
of deliverable products related to this project. RCG’s technique to approaching these
documents and the documentation of an audit is provided below.

» Work Plan. RCG will work closely with DPS Staff during the creation of an initial
audit work plan. During the process of developing that plan, DPS Staff comments,
suggestions and concerns will be integrated into the document. RCG’s project
manager will be responsible for submitting initial and final draft work plans to the
project manager for the DPS Staff. In addition to the items included in the RFP
scope for the work plan RCG will include the tools it proposes to use to analyze data
and findings, and a detailed schedule of with objectives and milestones associates
with each audit element. DPS Staff approval of the work plan will signal the RCG
team to begin Stage Il work. Because no successful plan is ever static, but rather a
dynamic tool which adapts to circumstances, the audit work plan may be modified
during the course of the audit if RCG finds a significant issue with ramifications to
customers that was not covered in the work plan, and DPS Staff agrees that the
issue merits a modification to the original plan.

» Briefings. RCG will provide regular briefings to DPS Staff on the progress of the
audit and will identify emerging issues. It is possible that, as the audit progresses,
RCG may be required to provide preliminary assessments of findings to the
Commission or senior members of the Commission’s DPS staff or other government
offices. These briefings can be conducted in person, by telephone or with written
reports, as requested by the project manager for the DPS Staff. In all cases, the
briefings will be documented and become part of the audit work papers.

» Progress Reports. The final work plan will define a schedule for RCG to provide
formal report briefs to the DPS Staff and others identified by the project manager
for the DPS Staff. These formal progress reports will be become part of the audit
work papers.

» Draft Reports. The preliminary schedule for delivery of the initial draft audit report
is February 2012 as set forth in Chapter VI of this proposal. This initial draft report,
which is intended to be representative of the final audit report, will be reviewed by
DPS Staff, who will comment on the draft. RCG will edit the initial draft and present
a revised initial audit report to DPS Staff, who will authorize RCG to send the
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revised draft report to the Company for review when the DPS Staff is satisfied with
the product. It is expected that there will be two passes at the draft report to
address DPS Staff and Company concerns.

» Final Report. A final report is scheduled to be delivered to the DPS Staff by May
2012. DPS Staff will document RCG’s evaluation of each aspect of the audit work
scope, as outlined in the RFP and in this proposal. All audit work papers will be
made available for DPS Staff review on DVDs. The costs for printing and delivery of
draft and final reports have been included in RCG’s not-to-exceed cost. Staff will
release the final report.

In addition to the deliverables set forth in the RFP, RCG will be preparing and
maintaining the following documents:

» Data Requests. RCG will generate written requests for documents and other data
that will be distributed by the RCG project manager. These document requests will
clearly identify the data, analysis or documents being requested, and the individual
or department that has been requested to provide it. Data requests, as with
interview requests, will be assigned a unique number for document tracking
purposes and will be maintained as audit work papers.

» Data Request Report. This metric report will identify data and documents that have
been requested; the date of the request; the Company individual or department
responsible for responding to the request; the agreed delivery date; and the date of
delivery. RCG will use the Company’s own document tracking system or its own
Microsoft Access-based tool. RCG will accommodate the Company’s preference in
this regard but strongly recommends that only one system be used for tracking
audit requests.

» Interview Requests & Summaries. RCG uses a formal interview request form that
acts as a record of the request. All interview requests will be assigned a unique
number, either by the Company or by RCG. This approach supports an
organizational system that permits RCG to track the Company’s responsiveness, and
provides a formal reference that will be used to track the task, and to document
RCG’s findings in the draft and final reports. RCG also will prepare a formal
interview summary that includes: a unique document reference number, the name
of the individual interviewed, that individual’s title and affiliation, the interviewer,
the interview date and time, interview facts and observations; potential issues; and
any follow-up required, including the preparation of subsequent data requests
resulting from the interview. Typed summaries will become a permanent part of
the audit work papers. As a general rule, RCG does not include findings or
conclusions in interview summaries.
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» Interview Schedules. A weekly document presenting a schedule of upcoming
interviews and observation visits will be provided to the DPS Staff and Company
program managers. The notice will contain the name of the individual to be
interviewed, the name of the interviewer, the area of focus, and the date, time and
location of the interview. RCG reserves the right to conduct observation visits
without specifying the date or time determined for that visit. This potent tool
allows RCG consultants to form clear opinions about actual management practices
that may not be observable during planned visits.

» Task Reports. RCG will complete regular task reports for each of the eight audit
element areas. The task reports will be provided to the DPS Staff project manager
and will form the basis for the draft reports to follow. Task reports give the DPS
Staff an early and informal look at the issues and conclusions that are being
developed by members of the RCG team.

» Project Management Reports. A monthly progress report that includes person-days
expended during the past month and any audit-related expenses will be provided to
the DPS Staff project manager by the 10" day of the following month. This report
will record this information by activity and individual team member. It will be
presented alongside the approved work plan and budget, and will calculate the
percentage of completed at that point in time. Any deviations, delays or
remediation needs will be captured in this monthly report.

All of the above documents, together with analyses and any other information
gathered as part of this management audit will be considered to comprise the engagement
working papers. Consistent with the requirements set forth in the Audit Guide, these
documents will be organized into a neat and concise electronic package, and will be
provided to the DPS Staff at the time that RCG delivers the final audit report.

D. Project Management

Effective project management begins with a logical, effective and efficient work plan that is
clearly understood and accepted by the parties. The Engagement Director and Project Manager
will be responsible for crafting and managing the overall work plan. In engagements of this
magnitude, the Project Manager will be assigned to devote reasonable effort to managing both
the audit costs and schedule using acceptable project management tools.

RCG’s Project Manager is responsible for the day-to-day execution of the work plan and
schedule, while the Engagement Director focuses on the development of the central issues,
budget management and the management of key relationships. Both the Project Manager and
Engagement Director have a long and productive working relationship relative to management
audits assignments.

A key aspect of RCG’s approach to process control is to limit contact for audit process
decisions to the Project Managers assigned by RCG and its client, which in the case of this audit is
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a representative assigned by DPS Staff, who is RCG’s primary client, and an additional
representative assigned by the Company. RCG welcomes DPS Staff and Company personnel as
active participants in the audit review process, and will work through its Project Manager to
accommodate requests throughout the course of the audit.

The Project Manager will also make any or all RCG team members available to DPS Staff to
discuss emerging issues, as needed. Using quality audit tools and experienced consultants,
together with maintaining open and honest communication between project managers, will lead
to a positive audit experience for all parties involved in the process. Again, RCG understands the
travel limitations of the DPS Staff and, therefore, will make use of structured conference calls as
much as possible.

A significant benefit to this approach is that it prevents surprises by encouraging an open,
ongoing, informal dialogue. RCG also has pulled together an experienced team of professionals
who understand how to minimize the disruption of a client’s normal activities and when it is
important to reach out with information or for advice.

Nevertheless, RCG will rely heavily on the knowledgeable and experienced of RCG’s
Engagement Director and Project Manager, whose responsibilities, in part, are outlined below:

» Clearly defining the tasks to be performed for each audit element and assign those
tasks to the most experienced team member where that experience is necessary to
outcome quality;

» Determine, with the aid of the Lead Consultants, what must be studied, what facts
must be gathered to support credible and verifiable findings; and how those facts
should be gathered;

» Determine dependencies, and implementing the plans and discipline that will
underscore the successful operating of an efficient construction program feedback loop
in order to ensure that a comprehensive audit is completed;

» Identify any duplication of tasks across areas of study before they take place, and
assign single responsibility for the performance of related analytical tasks;

» Determine the level of effort required to gather, analyze and report on each element
under study, and to manage the process in conformance with the work plan and audit
budget;

» Conduct regular sessions with the RCG team to cross-cut issues, and to report findings
to the DPS Staff;

» Manage the schedule aggressively to ensure milestones are met and the momentum is
maintained;
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Discover and report any budget variances of time and expenses in order to expedite
and implement corrective action;

Review all findings and conclusions for completeness and proper documentation;

Ensure working papers are managed and identified according to established outcome
standards, which will require, at a minimum, that they be clear and neat; complete and
accurate; assigned a control number; identifiable by source; and digitally backed up.

Ensure that an audit trail is maintained at all times;

Prepare and submit recommended adjustments to the work plan should developments
warrant the need to do so; and

Conduct ongoing discussions and meetings with the RCG team and DPS Staff to
minimize surprises.

The Project Manager will be responsible for conducting bi-weekly briefings, in person or by
conference call, with the project manager selected to represent DPS Staff and his assigned audit
team. At a minimum, these briefings will follow the following agenda:

>

>

>

>

Summary of the team’s progress, including audit metrics;

Discussion of emerging issues, observations, preliminary findings and potential
. . 1
conclusions, when appropriate;*°

Discussion of open data or interview requests;
Review of process issues encountered; and

Discussion of budget versus earned progress status.

In conducting this audit, the RCG team will perform all work in a professional manner and
in accordance with accepted government accounting standards.

19 RCG recommends that discussions involving highly-sensitive issues take place as independent conference calls that
would be scheduled pursuant to the directions of the project manager for the DPS Staff.
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Chapter IV.

AUDIT AREAS AND ISSUES

This chapter provides a detailed description of audit elements and issues that have been
assigned to individual members of the RCG team. This information includes name of the
individual(s) assigned to each task and RCG’s estimate of the level of effort that will required to
complete each audit element identified in the RFP.

A. Introduction

As set forth in the RFP, RCG’s management audit will focus on the following eight elements
related to NYSEG and RG&E’s electric and gas transmission and distribution operations:

» Corporate Mission, Objectives, Goals and Planning
Load forecasting

Supply Procurement

System planning

Capital and O&M Budgeting

Program and Project Planning and Management

Work Force Management

vV VvV VY V VYV VY V¥V

Performance and results measurement

These series of elements or functions will be evaluated according to the construction
program feedback system recommended by the DPS Staff in the RFP. RCG’s portrayal of how each
of the eight audit elements occur in a feedback loop is included with each element work plan
below.

This audit will assess the Company’s effectiveness in meeting its mission, particularly with
respect to meeting its performance goals and the extent to which there are opportunities for
improvement that would benefit the Company’s New York State customers. In this regard, RCG’s
audit will focus on the Company’s construction program planning, operational efficiency and
performance, including reliability.

RCG believes that a significant portion of any utility’s T&D capital program can be greatly
impacted by its maintenance program. When the capital and O&M programs are reviewed
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holistically, the review takes on the character of a formal asset management strategy, which not
only impacts capital spending, but O&M expenses and overall system reliability.

RCG contends that, by optimizing these two areas of spending within its New York State
operations, the Company will produce the best results for customers. As the RCG team reviews
each of the eight audit element areas, it will be a primary objective of RCG to incorporate “leading
practices” identified in past assignments. It should be noted that RCG is deliberately choosing to
define these practices as “leading” because the use of the term “best practices” tends to portray
an approach that only one company has achieved rather than an industry benchmark. it is RCG’s
experience that there are a number of variables that prevent true “best practices” from producing
effective results in certain situations. Therefore, RCG uses “leading practices” as its benchmark
term, suggesting that a number of utilities have achieved positive results with this practice
independent of a unique environment.

To attempt to provide a complete and understandable picture of RCG’s evaluation of each
audit area and the issues presented within the context of the proposed audit of NYSEG and RG&E,
RCG has provided a description of each of the eight audit element areas that includes the
following information, which make up the draft work plan for this audit:

» RCG’s perspective on the audit element;

» RCG’s staffing assignments and estimated hours required to complete assigned audit
tasks for each element;

» Evaluation criteria that RCG recommends in addition to that set forth in the RFP; and
» Alist of initial work tasks to be included in the draft work plan.

Additionally, RCG has included initial data requests in Appendix A to this proposal. These
data requests address each audit element and should be considered part of RCG’s draft initial
work plan for this audit.

B. Audit Element Area Work Plans

RCG proposes the following preliminary work plans for each of the eight audit element
areas. As noted above, initial data requests are included in Appendix A. In all cases, the term
“NYISO” is intended to refer to the New York Independent System Operator.

Element No. 1: Corporate Mission, Objectives, Goals and Planning

IBE faces a challenge to having an effective and cohesive corporate mission, and
objectives that address the uniqueness of the New York State ratepayers since most of
senior management is out of state and the corporate Board of Directors is located in Spain.
This task area covers the corporate structure and function of the utility’s executive
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management and both boards of directors, and management’s ability to anticipate and
respond to opportunities and problems.

RCG contends that an effective board of directors, executive management and
governance approach should have the following attributes:

An experienced and knowledgeable board of directors with appropriate
committees to provide effective oversight and direction that benefit New York
State customers;

At least one board member who has specific knowledge of the history and
environment that New York State utilities operate within;

An executive management structure with the right people focusing on the
needs of New York State customers;

A management team and strategic planning process properly focused on
delivering the best service at a reasonable cost to New York State customers;

A set of strategic plans and objectives grounded in delivering safe and reliable
services at competitive prices to New York State customers;

An effective corporate management processes for addressing operational, legal
and regulatory issues with formal performance reporting;

A process for developing management talent and filling key positions with
highly-qualified individuals; and

A uniform process for managing and operating two distinctly different service
territories.

Staffing Assignment:

The staffing plan for this area appears below:

Audit Area Staff Assignment — Corporate Mission, Objectives, Goals

and Planning

L NOGCHETE 8 Gayla Kraetsch Hartsough

Joe DeVirgilio; Peggy Edwards; Gary Ferenz;

Consultant(s)
Bob Grant

Total Hours 820
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RCG Additional Evaluation Criteria:

RCG recommends that the following evaluation criteria be included in the
work plan adopted for this audit element in addition to the criteria set forth in the
RFP:'

= |s there an integrated strategy with Strategic Plans for its execution for
RG&E and NYSEG?

= |s the strategy documented? Is it forward thinking — visionary?

= |s the external environmental scan complete, considering potential
changes in legislation, stakeholders’ viewpoints, environmental issues,
etc.? Are the external opportunities and threats well defined and
complete?

= |s the internal environmental scan complete, documenting the strengths
and weaknesses at RG&E and NYSEG? What are the barriers for
addressing the internal weaknesses? Are the plans in place to address
them?

11 peG acknowledges that the following evaluation criteria, as presented in the RFP, will be included in the work plan for the Corporate Mission,
Objectives, Goal and Planning audit element: governance, organizational structure, missions and relationships within IBE, IUSA, RG&E and NYSEG;
review and evaluate the corporate structure and decision-making processes at the IBE, including the Board of Directors and the holding company
structures, down to and including the president and vice presidents of the US subsidiaries all boards of directors as well as the resulting impact on
NYS customers; determine whether structural or process changes are necessary to ensure that NYS ratepayers concerns are properly, effectively, and
efficiently addressed; review and evaluate how NYS customer interests are represented in the corporate structure, including all boards of directors, in
contrast to the other corporate profit centers; review and evaluate the way in which the company ensures compliance with NYS policies, laws, rules,
regulations, opinions and orders; review and evaluate IBE’s strategy and objectives concerning its corporate organizational and rate structure (what
is the long-term strategy for each business unit); evaluate and determine whether it is more operationally efficient and cost advantageous for NYS
ratepayers to have the same rate structures for both companies; organizational responsibilities for planning priorities and budgeting allocations for
the gas and electric businesses; role of the all Boards of Directors and executive and senior management in the development of budgeting guidelines
and managing execution that are in the interest of NYS ratepayers; evaluate the adequacy of controls in place to prevent affiliate transaction
abuses; determine whether the companies are permitted to utilize the most cost effective means to procure goods and services or whether they held
captive customers of the affiliates; long-term strategy for each business unit; IBE’s use of measurable goals, metrics, key performance indicators, etc.
to achieve the corporate mission and objectives, and the performance improvement process at successive levels of management; performance and
compliance with procedures and practices related to the scope of this audit; management performance and compensation programs and alignment
with the corporate mission, objectives and goals at all organizational levels; identification of goals for modernization and implementation of its
transmission and distribution systems and consideration of smart grid technologies; review of the decision-making processes and practices relating
to the purchase and sale of significant operating segments; review of NYSEG’s and RG&E’s processes and controls over cash management to ensure
that funds are available at least cost rates from affiliates as compared to the open market; and ensure that money pool arrangements and cash
management are insulated from IBE and non-regulated operations usage as required by the merger order.
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Are the planning assumptions defined? Do they consider multiple
scenarios — potential best, most likely, or worst scenarios for the future?

Is the strategy articulated throughout the organization?

How is the strategy communicated externally — to the investment
community, ratepayers, the boards of directors, the Commission and
others?

Is the mission clear? Understood and embraced by employees?

Are the values defined? Do employees understand what these values
mean and what behaviors they should emulate to be consistent with
these values?

Have the major strategic priorities been defined? Do the strategic
priorities address such areas as fiscal viability and profitability, public
trust, customer service, process improvements, organizational change,
economic development for the region, environment, and initiatives to
sustain continuous improvement and learning within the workforce? Are
there developed strategies to address these priorities?

Are there action plans in place for implementing change? Are the action
plans being implemented? Monitored? Evaluated?

Are performance measurements aligned with the overall strategy? What
strategic measurement tools do the utilities use, e.g., a Balanced
Scorecard?

Is the strategic planning process an ongoing process where the plans are
routinely reviewed and monitored? Are the plans updated to reflect
changes, accomplishments, and lessons learned?

What does the information gleaned from audit work tasks tell us about
how this audit element is enhancing or deterring from the effective
operation of the construction feedback loop?
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Corporate Mission,
Objectives, Goals
& Planning
Energy Efficiency &
Performance Vet Demand Response

Work Force
Management

and Results Planning

Measurement

Forecasting

Supply
Procurement

System

Program & Project :
Planning

Planning and
Management

Capital and O&M
Budgeting

Asset Management

Does the Company maintain formal and effective cost allocation policies,
procedures, and related manuals that apply approved costing principles
for transactions?

Are methods of allocating overhead costs appropriate and reasonable?

Are management time distributions used by the utilities and their
affiliates to charge for services to and from affiliates validated regularly?

Do overhead charges align with the business unit's use of the service
function?

Are controls regarding cost allocation and assignment, and other affiliate
transactions effective?

What is the policy regarding the use of direct charges versus allocation
for services obtained or provided to affiliates?

Are the books and records for the IUSA and New York entities
maintained in accordance with Uniform System of Accounts (USOA) and
Generally Accepted Accounting Procedures (GAAP)?
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Is there clear executive responsibility for monitoring and controlling
affiliate transaction policies and procedures?

Has the Company demonstrated that services obtained from and
provided to affiliates are comparable to qualified providers and when
obtained are at favorable terms and conditions on a service-by-service
basis?

What is the impact of applying international accounting practices to the
rate making process, particularly in light of the Commission requirement
to use U.S. accounting standards?

Work Tasks:

Revise Corporate Mission, Objectives, Goals and Planning tasks and
initial data requests based on feedback from DPS Staff review of
proposal.

Review initial data request responses related to Corporate Mission,
Objectives, Goals and Planning. Identify missing data, evaluate quality
and completeness, and engage management as needed.

Develop initial high-level interviews to clarify and verify understanding
of the Corporate Mission, Objectives, Goals and Planning process in IUSA
and the New York utilities.

Develop Corporate Mission, Objectives, Goals and Planning chapter
outline, next level of interview guides and data requests.

Review charging processes to understand documentation and process
flows between and within business units.

Track a sample of transactions of costs allocated between regulated and
non-regulated entities, including payroll transactions.

Determine if all applicable transactions are being captured.

Determine if shared resources and charges are consistent and
reasonable.
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10.

11.

12.

13.

14.

15.

16.

17.

18.

19.

20.

Examine the transfer-pricing methodology to ensure that transactions
between the Company and its affiliates are accurate and reasonable.

Determine records accuracy, the nature of the transaction, and if the
transaction is in compliance with policies, procedures and regulatory
requirements.

Determine whether the costs of shared services, facilities and
equipment are allocated appropriately.

Determine if services obtained from and provided to affiliates are
comparable to qualified providers, and are at favorable terms and
conditions on a service-by-service basis

Coordinate with audit teams to determine the extent of Company
coordination and consistency of assumptions, strategies and execution
of a corporate mission, objectives, goals and planning.

Determine how the Company assesses the success of its corporate
mission, objectives, goals and planning process. Review key performance
indicators (KPI) for corporate mission, objectives, goals and planning.

Review how the Company benchmarks its corporate mission, objectives,
goals, and planning practices and results compare with industry and
other New York State utility performance.

Compare the overall corporate mission, objectives, goals and planning
process to leading practices.

Complete analysis of the overall corporate mission, objectives, goals and
planning process, including cost implication, where possible.

Perform fact verification.

Prepare the Corporate Mission, Objectives , Goals and Planning task
report.

Submit the Corporate Mission, Objectives , Goals and Planning task
report for RCG quality review.
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Element No. 2: Load Forecasting

The utility load forecast is the foundation for all tactical aspects of its planning
process. As RCG has diagrammed above, the forecast should support supply procurement,
system planning and financial planning and recognize strategic planning issues and
concerns. The utility needs to ensure that its electric and gas load forecasting provides
accurate and timely commodity and demand requirements so management can make
prudent “downstream” operational decisions regarding supply procurement options, T&D
system requirements, risk management, financial and regulatory strategies.

Key factors for developing accurate load forecasts include tested models, relevant
inputs, the incorporation of energy efficiency, demand-side management and distributed
generation supported by a strong approval process. A high-level measure of the
effectiveness of the load forecasting function can be ascertained by comparing forecasts
with weather adjusted actual consumption, however the forecasting process must be
broad enough to recognize emerging trends and/or rapid discontinuities (“Black Swan”
events) and therefore customer research, sensitivity studies and para-analytical techniques
should be part of the forecasting process.

Evolving challenges in forecasting include the estimation of retail choice and
distributed generation along with volatile prices for competitive fuels and rapid changes in
economic conditions.

Staffing Assignment:

The staffing plan for this area appears below:

Audit Area Staff Assignment — Load Forecasting

(ICEL NG T £ |88 Howard Solganick

Consultant(s) Gary Ferenz; Tom Langley; Philip Phillips, Jr.

Total Hours 285
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RCG Additional Evaluation Criteria:

RCG recommends that the following evaluation criteria be included in the

work plan adopted for this audit element in addition to the criteria set forth in the

RFP:*?

Does the Company have a documented forecast process including
formal approvals?

Does the Company have a process to obtain and/or develop the needed
inputs for the forecast process?

Does the Company perform customer research?
How is customer choice estimated and integrated into the forecast?

How are energy efficiency and demand response programs integrated
into the forecast?

Does the Company statistically test and backcast its forecasting models
and routinely compare its forecast to actual sales and peak?

What does the information gleaned from audit work tasks tell us about
how this audit element is enhancing or deterring from the effective
operation of the construction feedback loop?

12 peG acknowledges that the following evaluation criteria, as presented in the RFP, will be included in the work plan for the Load Forecasting audit
element: models, assumptions, key drivers, and other inputs used to forecast local and system-wide load requirements; inputs, including demand
side management, energy efficiency and other initiatives that are factors in the forecasting process; organization and staffing of forecasting
functions; extent to which the planning for electric load, as well as region-specific factors, is integrated into the overall business processes and
strategies, including gas planning; and the effect of the NYISO on Iberdrola’s forecasting.

River Consulting Group
Proposal to Conduct a Utility Management Audit
(Case 10-M-0551)



IV. Audit Areas and Issues

39

Work Force
Management

Corporate Mission,

Objectives, Goals
& Planning

Energy Efficiency &
Performance toad Demand Response
and Results Planning

Measurement

Forecasting

Supply
Procurement

System

Program & Project :
Planning
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Work Tasks:

1. Revise load forecasting tasks and initial data requests based on feedback

from the DPS Staff review of the proposal.

Review initial data request responses related to the load forecasting
process. Identify missing data, evaluate quality and completeness, and
engage management as needed.

Develop initial high-level interviews to clarify and verify understanding
of the load forecasting process within [USA, NYSEG and RG&E.

Develop a load forecasting task report outline, the next level of
interview guides and data requests.

Assess the overall planning process including recent changes. Consider
whether the process is centralized across Iberdrola, particularly the New
York utilities, well documented and tested appropriately and updated as
needed.

Assess the models used to forecast commodity and peak. Consider
whether the forecast does (and should) consider geography and
customer classes appropriately.

Assess how non-traditional forecasting techniques such as sensitivity
studies, para-analytics, environmental scanning and emerging trends are
considered in the forecasting process.
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10.

11.

12.

13.

14.

15.

16.

17.

18.

19.

20.

Determine how demand response, energy efficiency, distributed
generation and other customer facing programs are integrated into the
forecast.

Assess the inputs, assumptions and key drivers, and other inputs to
forecast local and system-wide load requirements that the Company
uses within its forecast process. Consider whether customer research is
used (or needed).Assess how customer choice is estimated and
integrated into the forecasting process.

Assess the forecast review and approval process.

Assess the organization structure, costs and staffing that provides the
inputs, supports the modeling and reviews the forecast.

Determine whether the forecast is used for supply procurement, system
planning and financial (revenue) planning.

Determine if the forecast is used within the regulatory process including
rate cases.

Assess the effect of the NYSISO on Company forecasting. Assess if the
electric forecast is provided to and reviewed by the NYISO.

Assess the Company’s comparisons of each forecast (2006 through
2010) to weather adjusted consumption. Review the post-forecast
analysis process.

Coordinate with the Corporate Mission, Objectives, Goals and Planning ,
Supply Procurement, System planning, and the Performance and Results
Management audit teams to determine the extent of Company
coordination and consistency of assumptions, strategies and execution.

Determine how the Company and load forecasting process
management group assesses the success of the load forecasting process.
Review the KPI for the load forecasting process.

Review how the Company benchmarks load forecasting practices and
results with industry and other New York State utility performance.

Compare the overall load forecasting process to leading practices.

Complete an analysis of the load forecasting process, including cost
implications, where possible.
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21. Perform fact verification.

22. Prepare the load forecasting task report.

23. Submit the load forecasting task report for RCG quality review.
Element No.3: Supply Procurement

Supply procurement is generally the single largest expense a New York State utility
faces. Therefore, errors in the strategy or its execution can have significant financial
implications. Securing competitive and reliable electric power, i.e., energy, congestion,
capacity, ancillaries and transmission, to serve mass market default supply option (“DSO”)
customers in a deregulated competitive marketplace has become an increasingly
challenging activity in the face of many inter-dependent risk factors. A utility’s DSO
customer peak usage and load volumes are subject to fluctuations as energy users respond
to regulatory and competitive market changes.

Contract terms and credit issues may decrease the availability of suitable wholesale
suppliers. Regulatory initiatives, from demand response, emissions, and renewable energy
to smart grid and energy efficiency technologies, can affect the generation type and fuel
mix, transmission constraints and congestion prices. Wholesale market price volatility,
largely driven by swings in the price of natural gas (30% of New York generation is
produced using natural gas fuel)™® and weather, can be significant. And regardless of the
utilities supply costs, customers are typically sensitive to any upward price swings (or the
perception that market price decreases are not promptly reflected in retail pricing) and
may be expected to register significant concern in either case.

Consequently, for DSO customers, the Commission’s supply portfolio order (Case
06-M-1017) required electric utilities to set standards for measuring volatility and goals for
constraining price volatility to levels that are acceptable.™ Traditionally, utilities measure
volatility using standard deviation and co-efficient of variation or CoV calculations between
market and customer pricing.

To constrain price volatility, utilities usually hedge a portion of their energy
obligations with a combination of fixed and floating (indexed) supply purchase contracts,
both physical and financial and with varying terms, and with the balance purchased on

13 NYISO White Paper, “Fuel Diversity in the New York Electric Market”, Oct.,, 2008, Tierney et al.;

http://www.nyiso.com/public/webdocs/documents/white_papers/fuel_diversity_11202008.pdf

14 Case 06-M-1017, Proceeding on Motion of the Commission as to the Policies. Practices and Procedures for Utility
Commodity Supply Service to Residential and Small Commercial and Industrial Customers, Order Requiring
Development of Utility-Specific Guidelines for Electric Commodity Supply Portfolios and Instituting a Phase Il to
Address Longer-Tern Issues, at 12-13 (Apr. 19, 2007).
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NYISO spot markets. In some cases, utilities also own generation resources and other
legacy power purchases that can be included in the supply portfolio under various pricing
and term structures.

While there is a bilateral market for longer-term capacity and certain transmission
and congestion products, many ancillary products do not offer the liquidity required to
effectively hedge their volatility, and they represent a small portion of the overall price to
consumers. This increasingly sophisticated and complex process requires coordinated
planning and execution with senior management attention, clear goals and objectives, and
effective risk management and controls, all with an eye toward future developments and
trends.

The process of procuring natural gas supplies faces similar challenges with the
additional complexity of coordinating supply sources, pipeline transportation, and gas
storage contracts. A successful gas supply strategy also includes executing the contracts on
a daily basis, outside the structure of a combined external independent system operator.
Depending on the mix of customer load profiles (residential, residential heating,
commercial, manufacturing, weather sensitivity, interruptible, critical use, etc), and the
resultant seasonal, daily and hourly diversity, the gas supply procurement strategy can vary
considerably from one local gas distribution company to another. Even within the same
state, different hedging or customer tariff approaches may be designed to deal with
specific supply procurement concerns and mandates. The pursuit of price stability may
certainly be in conflict with a desire for “market driven” customer price signals. A
demonstrated ability to foresee and test a much larger variety of possible market
conditions and or events will be necessary to navigate both today’s and future markets.

The need for management of risk across a corporate structure has received much
attention and. nowhere more so than in energy supply procurement. A robust risk
management policy directly related to the energy supply procurement process is a basic
expectation. Such a policy must set clear precise expectations around policy development,
governance, oversight, execution, record keeping and retention, role clarity and
separation, accountability, periodic evaluation and auditing,

Moreover there must be clear evidence that the policy is communicated,
understood, reviewed, adjusted and executed consistently and effectively through the
organization. A system of key controls and systems supported and championed by senior
management is essential to an effective risk management approach.

Staffing Assignment:

The staffing plan for this area appears below:
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Audit Area Staff Assignment — Supply Procurement

ICE NG ET |8 Howard Solganick

Consultant(s) Gary Ferenz; Tom Langley; Philip Phillips, Jr.

Total Hours 460

RCG Additional Evaluation Criteria:

RCG recommends that the following evaluation criteria be included in the
work plan adopted for this audit element in addition to the criteria set forth in the
RFP:*®

= Review the Companies’ management and reporting structures, staffing,
accountability, and experience to determine if they are is consistent with
the goals and objectives of the procurement process.

= Examine external (non-utility) IBE and IUSA involvement in the utility
procurement process and transactions and interaction with affiliated
companies.

= Examine whether the Company has identified and considered NYISO
current and contemplated programs and initiatives, and bordering ISO
initiatives impacting NYISO.

= Examine whether the Company has adequately considered the pace of
the economic recovery on wholesale prices and their power
procurement process.

= Examine whether the Company has adequately considered the impact of
intermittent and other renewable generation and related balancing and
storage developments in their procurement process.

RCG acknowledges that the following evaluation criteria, as presented in the RFP, will be included in the work plan for the Supply Planning audit
element addressing wholesale markets: evaluate the reasonableness and efficiency of the Companies’ generator interconnection process for both
wholesale and distributed generation; review companies’ strategic plan with formalized goals and objectives for the wholesale market and
generation operation practices; evaluate the extent to which the companies protect the short and long term interests of their retail customers; and
evaluate the effectiveness of the companies’ participation in NYISO and FERC. RCG acknowledges that the following evaluation criteria, as presented
in the RFP, will be included in the work plan for the Supply Planning audit element addressing supply procurement: identify and evaluate supply
portfolio principles, goals and objectives for mass market default customers; identify and evaluate risk management strategies and practices; review
supply procurement strategies, policies, processes, and methods; review NYSEG’s and RG&E’s financial and physical hedging practices; examine
NYSEG’s and RG&E’s use of performance benchmarking with other utilities; review portfolio performance goals; evaluate the adequacy and
effectiveness of the decision making process with the management structure of the companies’ including portfolio oversight and controls; review
performance monitoring/evaluation mechanisms; examine whether the company has adequately considered the role of demand
management/response, energy efficiency, and migration of retail customers to competitive suppliers in the portfolio and procurement processes;
examine whether the company has adequately considered the impacts of increased local and regional natural gas production on supply and capacity
procurement.
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Work Force
Management

Examine whether the Company has identified and adequately
considered the potential impact of current and future environmental
regulations in their procurement process.

Examine whether the Company has identified and adequately
considered emerging wholesale power market technology and trends
such as advanced storage, Smart Grid, electric vehicles, and transmission
efficiency in their procurement process.

Examine how the Company evaluates the performance and reliability of
company-owned generation and how it is integrated into the
procurement process.

Examine the Company efforts to coordinate supply procurement
strategy with system planning and load estimation related strategies.

What does the information gleaned from audit work tasks tell us about
how this audit element is enhancing or deterring from the effective
operation of the construction feedback loop?

Corporate Mission,

Objectives, Goals
& Planning

Energy Efficiency &
Performance laad Demand Response
and Results Planning
Measurement

Forecasting

Supply
Procurement

System

Program & Project
Planning

Planning and
Management

Capital and O&M
Budgeting

Asset Management

Work Tasks:

1. Revise Supply Procurement tasks and initial data requests based on

feedback from the DPS Staff review of the proposal.

Review initial data request responses related to the Company’s supply
procurement process. ldentify missing data, evaluate quality and
completeness, and engage management as needed.
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10.

Develop initial high-level interviews to clarify and verify understanding
of the supply procurement process in IUSA and the New York utilities.

Develop the supply procurement task report outline, the next level of
interview guides and data requests.

Determine effectiveness and impa