[image: image1.png]Scottish and Southern
" Energy




	
	Inveralmond House

	
	200 Dunkeld Road 

	
	Perth PH1 3AQ

	
	

	
	

	ERGEG (email only)
	

	
	

	
	

	
	

	
	Tel:  01738 456400

	
	Fax: 01738 456415

	
	

	
	26 June 2007


Dear Sir,

Draft ERGEG Good Practice Guidelines for Functional and Information Unbundling

Response by Scottish and Southern Energy plc

Scottish and Southern Energy plc (SSE) is a vertically integrated Energy Company based in Great Britain.  It has interests in gas distribution and supply, electricity generation, transmission, distribution and supply and other non-energy interests such as telecoms, contracting and water.  SSE operates in the highly competitive GB energy market which has evolved over a number of years and now features legal unbundling of each licensable activity in the market.  The GB market also features an independent system operator (ISO) for electricity transmission to facilitate uniform GB-wide arrangements for electricity trading.

The licenses for the network activities place obligations on SSE’s network companies that reinforce the unbundling requirements for the network activities.  These obligations guarantee that competitors to SSE can be ensured of non discriminatory treatment in access to the network, and adequate investment to maintain service standards.

However, the draft guidelines go far beyond the requirements already in place in GB which has already implemented effective unbundling and which is demonstrably one of the most competitive markets in Europe.

The obligations in GB, in effect, deliver the intent behind ERGEG’s proposed draft guidelines.  However, we believe that the ERGEG draft guidelines are excessively prescriptive and in many cases are not capable of being implemented without conflicting with wider obligations on companies in terms of corporate governance.   As a consequence, compliance with the draft guidelines would result in inconsistencies with other legislation.  Compliance would also lead to higher costs and hence higher prices for customers for no benefit.

We believe the degree of functional and information unbundling put in place in GB should serve as a suitable model and would therefore urge ERGEG to fundamentally rethink these guidelines.

We have set out below our answers to the particular questions posed by ERGEG, and comments on each of the proposed guidelines.

1. General: Do you think that these Guidelines are sufficient to guarantee a level playing field in view of vertically integrated companies?

In general, we do not believe that the guidelines take sufficient account of legal and other arrangements between Member States.  In particular, corporate governance requires that the Board of Directors of any company have a duty of care regarding the financial well being of the group as a whole and of its subsidiaries.  Guideline 14 seems to attempt to overrule such duties and obligations under Company law: “Decision making rights which are sometimes limited by company law must be attributed to the management of the network company.” We believe that any good practice guidelines need to be written in more general terms so that they are capable of being applied in countries with varied legal frameworks and different company structures.

2. Are unbundling requirements already today included in Corporate Governance Guidelines or your Quality Management Systems? Do you think that these measures may harmonize implementation of unbundling in Europe?

Scottish and Southern Energy owns both electricity transmission and distribution networks and is a co-owner of gas distribution networks.  It is also an electricity generator and a retailer of electricity and gas.  It is clearly important that effective separation between its competitive and networks businesses is in place.  This is achieved by a number of detailed obligations on the company set out in the various licences for each activity.  For an electricity licence, these include:

· independence of the network business

· confidentiality of information

· non discrimination

· adequate financing of the networks businesses

· facilitating competition in generation and supply of electricity

· obligations to invest in the networks to achieve predefined standards of service

· obligations to connect

· appointment of compliance officers for reporting on compliance with obligations

And similar obligations apply for gas distribution.

All of these measures ensure that, for example, the way in which major investments in infrastructure are proposed to, and approved by, the Board of Directors are entirely consistent with good Corporate Governance and also with unbundling requirements.  For example, a generator who is a competitor of SSE’s generation business may wish to connect to SSE’s transmission or distribution network.  The unbundling provisions set out in the licence ensure that SSE must make an offer to connect that generator irrespective of the potential impact on any affiliated companies.  Failure to do so would be a breach of licence and subject to severe penalties.

3. G06: Does unbundling in your view necessitate a restriction of information flows to the mother company further than those necessary for a pure financial investor? Do you experience conflicts of governance regulations in your country with unbundling requirements? Would it be possible to install trustees who act on behalf of the mother company (investor) in supervisory boards and who are to protect financial interests of the investor without disclosing commercial information to the mother company?

The unbundling requirements in GB ensure that there is no conflict with Corporate Governance regulations.  This is largely because the granting of a licence to transmit or distribute electricity or gas is subject to a number of detailed obligations regarding confidentiality of information etc as described above.  These obligations are in the public domain and therefore investors in the company can make an informed decision whether to invest, given the sometimes conflicting interests of different parts of the company such as that described above.

We do not believe it would be possible or desirable to install trustees on the boards of network businesses to protect the interests of investors.

4. G08: Do you think that these rules can guarantee the independence of the management and employees? Or do you think that the possibility for management and employees to be assigned to the network company and the back to the competitive business after some time as part of the internal career should be prohibited?
We believe that the proposals in G08 are excessive.  In particular, there is no need to limit wages and incentives to that of the network business, provided that business is adequately regulated.

In general, we have seen employees move between companies in the sector with different interests in the energy market, and between companies and regulators and vice versa.  There is a free market in staff and any restrictions should be consistent with good practice in this sector.  For example, many companies apply a period of “quarantine” before releasing an employee who has access to confidential or market sensitive information to work elsewhere.

It would be reasonable for similar restrictions to apply for movements between network and competitive parts of a business of key staff with access to confidential information.

Our detailed comments are attached in the appendix and if you have any questions or require any further clarification, please do not hesitate to contact me.

Yours sincerely,

David Densley

Head of European Affairs

Appendix 1:  Comments on the draft guidelines

Unbundling of Functions

G01: The management of the system operator shall work in a geographically separated structure from the competitive business structures. 

Comment:  In practice it is more effective to control access to the parts of shared sites containing system operator functions.  This technology is readily available, cheap to implement and effective in restricting access to confidential information.  The alternative would be very expensive to implement and in our view would be disproportionate.

G02: The system operator must have enough financial and personnel resources to ensure real decision making power and his independence. He must also be free to choose his. The system operator that employ personnel of the vertically integrated company must before define the profile of the employees he needs and must not accept the personnel sent by the vertically integrated company that don’t match with this profile.

Comment: This is unnecessary if legal unbundling is in place because employment contracts will stipulate the company employing the member of staff.  

G03: Personal identity of the management of the system operator with the management of a competitive business unit, wherever they might be located (Holding or affiliated company), shall be prohibited. 

Comment:  The intent of this guideline is not clear and it should be removed.

G04: The management and the employees of the system operator shall not participate in any internal group activities of the vertically integrated company, in which information can be disclosed and give an advantage to the competitive business. 

Comment: This is overly prescriptive and should be removed.  A more general obligation on confidentiality supported by effective remedies in case of breach would be sufficient.

G05: The management of the system operator must neither own shares of the competitive businesses nor shares of the vertically integrated company as this would undermine his independence.

Comment:  We believe that, in principle, there should be no restrictions on an individual’s right to own shares.  In GB, there are no such restrictions, yet the market is very competitive.  The intent of this guideline appears to be to ensure that the system operator does not act in such a way as to favour affiliates.  This objective is better achieved by setting enforceable obligations on the system operator regarding non-discrimination.   This level of restriction would, in our opinion, make it very difficult to attract and retain staff into the networks business.

G06: Activities and rights of the mother company on the system operator have to be limited to secure her financial interest (supervisory function). Interference by the mother company outside this supervisory function in the network business and knowledge of the day-to-day network business is not allowed. 

Comment:  We believe two issues are being confused here.  Firstly “knowledge of the day to day network business” is covered by the confidentiality requirements already discussed. The financial interest of the mother company is relevant in ensuring that the network company can finance its activities and this is covered in other guidelines.  This guideline should therefore be removed.

Unbundling of Professional Interest

G07: When a person employed in an affiliated company is assigned to a regulated subsidiary of the group, it is necessary, either for the employee to sign a new employment contract with this subsidiary, or for the company he belongs to, to sign a contract with the subsidiary to define the conditions of the assignment. In this second situation, an amendment will be signed to the employment contract of the person. In both cases, the contract or the amendment will clearly define the assignment conditions to guaranty the professional interest of the employee. If the assignment is not to a subsidiary but to a regulated department of the vertically integrated company (not legally unbundled), an amendment to the employment contract must be written down defining the assignment conditions to guaranty the professional interest.
Comment:  This is unworkable in the varied legal arrangements that can apply. 

G08: The assignment conditions of the management and employees of the system operator shall in particular, specify the following items: 

a. During the period of assignment, the employee shall be subject only to the authority of the management of the regulated entity. 

b. Wages and incentives are exclusively based on the results of the system operator. 

c. Promotions and sanctions during the assignment can be only decided by the management of the system operator. 

d. The management of the system operator shall not be dismissed without prior justification. The justification is based on network issues and shall be notified to the regulator.

e. The conditions of the return of an employee of the system operator to an affiliated company shall mention the problems related to the disclosure of commercially sensitive information acquired during his/her previous assignment.

f. For the implementation of point 3e, the employment contract shall foresee that if the employee had access to commercially sensitive information a period of work without access to such information shall be imposed. If necessary, some functions in the vertically integrated company can be temporarily forbidden depending on the task he will have to deal with.
g. If the duration of the assignment of the executive director of the regulated department/entity is modified, the modification must sent by the regulated department/entity to the regulator for an a priori opinion.

Comment:  We would agree that some degree of “quarantine” should be applied if a person with access to commercially sensitive information moves to a different part of the company (or outside the company) consistent with good commercial practice.  See answer to question 4.  However, in more general terms we believe it is better to ensure non-discrimination by defining procedural obligations on network companies, rather than by trying to define in great detail their personnel management systems.

Some guidelines also might conflict with employment legislation in the member states.  For example guideline 8 (d) would be unacceptable because any dismissal would be subject to the normal rights of appeal under employment law.
G09: Network companies shall have their own identity; nothing shall imply a link from the system operator to the supply business. This involves clearly separate branding strategies, communication policies, and separate contact routes to the network and supply business such as separate telephone numbers, separate call centres and home pages (including transparent linking policies).

Comment:  We agree that there should be separate branding of networks compared to other businesses.  For example, SSE have separate brands for the energy companies compared to the networks businesses, and different number for call centres as to whether there is an enquiry about energy contract, or whether a customer is reporting a network problem.

Unbundling of Decisions

G10: All commercial and operational decisions related to the operation, maintenance and development of the network must be made within the network business, without involvement of the related supply business or holding company of the integrated company. Affiliated companies shall have no right to change decisions already taken.

Comment: Again this is unduly prescriptive. We would agree that supply business should not interfere with decisions of the network business.  Indeed they should have no knowledge of the decisions of the network business.  However, at holding company (main board level) there are fiduciary and corporate governance requirements to ensure that the financing is adequate.  There is a big difference between the day to day decision making within the limits of the prescribed budget (which we agree should rest with the network company) and the budgetary cycle to obtain the funding for capital investment projects.  Such projects should be developed in accordance with the legal and licence obligations on the network company but the decision to authorise the budget would rest with the main board.

G11: The network company shall have enough human and physical resources at its disposal to carry out its work and decide independently from other parts of the integrated company.  This includes having enough resources to prepare decisions, to evaluate alternatives and to be assisted by external consultancy. 

Comment: We agree that the network company should have adequate resources.

G12: Personnel leasing from an affiliated company should be strictly limited to pure maintenance work. The network company has to fully “manage” the work force which operates the grid. This shall include training, rewards, layoffs etc. 

Comment: We believe the network company should be able to source its personnel in the most efficient way, subject always to the confidentiality obligations.  Different company structures might allow different ways of working in the most efficient manner, and the guidelines should not preclude such options.

G13: If independent decisions of the network company imply certain actions by the parent company (for instance in case of assets owned by the parent company) the statutes of the parent company have to foresee an obligation to follow decisions taken by the network company. Compensation for any damages incurred by the network company has to be agreed by contract between the network company and the asset owning mother company.

Comment:  It is not clear what this guideline is trying to achieve and it should be deleted.

G14: It shall also have sufficient financial means available to fulfil its tasks to maintain and develop the network. Decision making rights which are sometimes limited by company law must be attributed to the management of the network company. At the same time the competencies of the supervisory boards have to be limited to financial supervision. Any day-to-day decision within the scope of the approved financial plans (or equivalent) must not be subject to further consultation or approval of the parent company. 

Comment:  Guideline G11 covers the requirement to have sufficient resources to carry out its functions and could simply be extended to include financial resources.  See also our comment on Q1 about the guidelines overriding national law.

G15: The financial plan shall be proposed by the network company. Any refusal of that plan must only be based on a pre-defined risk adjusted return on capital in line with internal requirements and capital market conditions. For investment under Third Party Access (TPA) the return on capital is usually set by the regulatory authority.

Comment: This is similar to G10, where the budget or financial plan prepared by the network company would be designed to comply with its statutory obligations.  In the example of TPA, a valid objection to the plan would be that inadequate funding or return on capital had been allowed by the regulator.

G16: The supervisory board may approve the global amount of investments but must not be consulted on any individual investment, whatever its cost.

Comment:  This is unduly prescriptive and unworkable.  In particular if there is a very large project, this can be subject to considerable risks both in timing, cost and, increasingly, public perception which the parent company would have a legitimate interest in.

Unbundling of Information

G17: The grid operator shall define commercially sensitive information where third parties are data owners. 

Comment:  We believe that this is the wrong way round.  It is only the data owner who can decide whether it is confidential or can be released into the public domain.

G18: If required for the transparency and functioning of the system, the network operator has to seek agreement of data owners for general data disclosure.

Comment:  This is correct and consistent with our comment on G18 above.

G19: For such data he will define data collection, data processing as well as data access rules in a “data management system”. This system will make sure that confidentiality is respected and that equal, well specified and non-discriminatory access of contract partners (or non-discriminatory disclosure) is guaranteed. This involves equal treatment related to time, procedures, updating, cost and data quality.
Comment:  In general, the more information in the public domain, the better for transparency.

G20: The network company shall define commercially advantageous information on network business where the network company is the data owner.

G21: For these data the network company shall define whether they are to be disclosed or not (respecting the transparency needs of the market). 

Comment on G20 and G21:  Network information is important to inform potential users of the network of capacity bottlenecks and opportunities.  We believe that this should be in the public domain as far as possible (see the GB “Seven Year Statement” as an example)

G22: All commercially advantageous information has to be included in the data management system which shall guarantee either non-disclosure or non-discriminatory disclosure of information. This involves equal treatment related to time, procedures, cost and data quality.

Comment:  We agree that market related information should either not be made available, or made available to all parties at the same time. 

G23: All commercially advantageous and sensitive pieces of information have to be part of well defined information processes in written form, which have to be sent to regulators together with the compliance programme. These written processes have to be updated whenever a change occurs. 

Comment:  This is unduly prescriptive and, in our view, unworkable.

G24: The best practice to comply with these requirements would be to separate databases for the network and competitive business. This would allow each market participant to have equal access to information. 

Comment: We agree that separate database should be used.

Compliance Programme

G25: The vertically integrated company as well as the system operator identify all processes to be examined within the compliance programme. This will be undertaken by, or at least in cooperation with, the compliance officer. All processes have to be defined in written form. The processes are part of the compliance programme. The processes will define the behaviour of employees in relation to customers, employees of other parts of the integrated company and third companies. The data management system is one of these processes.

Comment:  We believe it is the role of the regulatory authority to define the duties on the network company in terms of confidential information and for the compliance officer to report on the effectiveness of the company in complying with those duties.  

G26: The vertically integrated company as well as the system operator ensure compliance with the processes by its employees. They will train employees in the processes they are involved in and make these processes binding. Adequate internal measures in case of non-compliance have to be defined. 

Comment: The network company should provide a statement setting out the practices and procedures it has adopted or intends to adopt to comply with the duties defined above. 

G27: The compliance officer monitors and assesses the processes, compares them to the requirements set in the law and regulations and draws up reports on the results. To do so he is provided with all the necessary information and adequate resources. Internal mandatory Guidelines of the network operator oblige employees to support the Compliance Officer in fulfilling his tasks. 

Comment:  We agree it should be the role of the compliance officer to assess the process for compliance and that he should be provided with all the necessary information to do so.

G28: The compliance officer sets objectives and creates a schedule for the measures to be taken to correct any deviations detected in attaining the planned results and continuing to improve the processes. 

Comment:  Rather than setting objectives, we believe it should be the role of the compliance office to identify any shortcomings and provide advice to the company to assist in ensuring effective implementation of the plan. 

G29: As a result of the assessment and development stage, the compliance officer shall draw up an annual public report, publish it and submit it to the regulatory authority (details see G33).

Comment: Agreed

G30: The contact details of the compliance officer, such as name, address, e-mail, phone number, have to be published in the compliance programme and communicated to all employees of the vertically integrated company in the ways generally applied (such as Intranet etc.). As a matter of principle any employee in the company shall have easy access to the compliance officer in case of discrimination or non-compliance or related disputes.

Comment:  In our experience, once clear obligations have been established, companies will set up their own internal departments to monitor compliance with such obligations.  In the GB framework, this would typically be a regulation department since unbundling requirements are detailed by the regulator. It is more important, in our view, that periodic compliance reports by external compliance officers are equally important.

G31: The compliance officer shall be guaranteed the necessary independence by the management in his employment contract and through the compliance programme. He shall be trained properly in all aspects necessary for the job.. He shall be equipped with the resources necessary to accomplish his mission. 

Comment: As noted above, we believe that the compliance officer should be an external organisation.  Once this has been established with clear requirements for unbundling, we believe companies will establish their own internal compliance sections.

G32: In order to monitor the compliance programme in an appropriate manner, the compliance officer shall receive the following competencies (remuneration to be integrated in his employment contract):

· Elaboration and improvement of the compliance programme (if possible enforcement).

· Control of compliance of the employees and management with the obligation of non-discrimination and equal treatment of customers through random sampling in the company.

· Unrestricted access to all data, documents and offices in the company.

· Right to request support in order to assess all processes.

· Organisation of training on compliance issues in the company.

· Instruction of new employees.

· Right to propose to the management disciplinary sanction in case of violation of the compliance programme in accordance with internal guidelines.

· Direct access to the management.

Comment:  See above re external compliance officer.  Also, these obligations on an internal compliance officer are overly prescriptive and unworkable.  For example, instruction of new employees on the obligations regarding compliance would, in our organisation, form part of the standard induction training.  It is not necessary, in our view to prescribe in guidelines how organisations go about such training and to give a specific role to a compliance officer.

G33: The report must inform the regulator on the following issues:

· Promulgation of the compliance programme within the company (How were employees informed about the compliance programme? Did they receive a personal copy? Did they have to confirm the receipt of the programme with their signature making it a binding rule?)

· Training of the employees (How was training organised, by whom and on which issues?)

· Report on all incidents (Have sanctions been imposed? Has the compliance officer been involved in the procedure?)

· Cooperation with the management (Has the compliance officer been supported by the management? If yes how?)

· Consultation of the compliance officer (Has the compliance officer been consulted? If yes, on which issues?)

· Presentation of the result of potential process analysis 

The report must be signed by the director of the company, published and submitted to the regulator. The regulator can write an annual report on the monitoring of the compliance programme and the compliance report.
Comment:  In general, it would be for the regulator to determine what aspects of compliance he would require to be included in the report.  Again, we would reiterate that the compliance report should be by external auditors who would potentially have the capability to be more critical of the organisations compliance programme than internal compliance officers.
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