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Letter by Email to: 
ergeg-unbundling@ergeg.org
Dear Sir/Madam,

Draft ERGEG GGP on Functional and Information Unbundling

Response by the UK Energy Networks Association
Introduction

Energy Networks Association (‘ENA’) welcomes this opportunity to comment on the draft guidance on functional and informational unbundling issued by ERGEG in April 2007.

ENA is the industry body funded by UK gas and electricity transmission and distribution licence holders to provide a strategic focus for the energy networks sector. Communication is central to ENA's work, with policy and regulation driving all of its operations, underpinned by technical expertise.
As ERGEG will be aware, the electricity and gas sectors in Great Britain (‘GB’) can now look back on almost a decade of full market liberalisation.    There have been a number of significant changes to industry arrangements and structures over that period including the legal unbundling of distribution businesses and the introduction of GB-wide trading and transmission arrangements (‘BETTA’). Competition has flourished both in generation and supply, and at the present time GB can be said to be at the forefront of effective competition in gas and electricity throughout the EU.  

Throughout this period, certain key aspects of industry arrangements have persisted, in particular strong, independent regulation and non-discriminatory system access arrangements. These features have been important to the success of market liberalisation despite there being a number of integrated companies operating in the sector.  

In addition, these gains have been achieved without the need for highly prescriptive arrangements for operational unbundling between networks and competitive energy businesses. It has proved to be sufficient that alongside legal separation, (which in GB is reinforced through licence requirements) 

preset criteria for operational and management unbundling should apply, rather than detailed rules being necessary.

Current requirements for unbundling/business separation in GB

Existing business separation requirements for licensed electricity distributors in GB (beyond legal separation to meet EU legislation) can be summarised as follows:
· The distribution business must be run in a way that does not distort or restrict competition in energy supply;

· With limited exceptions, information must not be passed to competitive businesses in the same group that is not available to other parties on the same basis; 

· Staff transfers to other parts of the group must be managed in a way that does not distort competition;

· There must be a separate distribution brand; 

· Use of shared premises, the services of staff or use of shared IT systems must be such as not to distort competition or information flows; 

· A statement setting out how these criteria will be met must be submitted to the regulator and approved.

Broadly similar arrangements apply in gas distribution.

In electricity transmission, different arrangements apply, but for those companies that remain integrated, there are business separation requirements that are somewhat more prescriptive than in the case of distribution. However, even here, licence requirements are considerably less detailed than those contained in the draft ERGEG guidelines.

Unbundling and the need for prescriptive rules of conduct

The draft guidelines include 22 requirements, some of which are highly detailed. For example, guideline GO2 states that the management of the system operator [whether transmission or distribution] must not own shares of the vertically integrated company “…as this would undermine his independence”. In our view, this implies a weakness in the rules governing access and operation of the system concerned.      

We also do not see a need for detailed guidelines regarding the activities and rights of the parent company in an integrated group in order to satisfy legislative requirements. Guideline GO6, for example, says that rights of the parent company on the system operator have to be limited to securing its financial interest. This does not take into account a number of other areas (such as health and safety legislation or other statutory duties of group directors) where the parent company will have a legitimate interest in the conduct of the system operator organisation. For similar reasons guideline GO4 (which prohibits participation of system operator employees in any group internal activities of an integrated company) also seems to be us to be unduly prescriptive.  

Similar points can be made about many of the other proposed guidelines.  We question for example whether the supervisory board of an integrated company could reasonably be excluded from considering ‘… any individual investment, whatever its cost’ (G16).    

The guidelines do not appear to take into account differences in trading and transmission arrangements between EU member countries.  For example, in Great Britain there are long established arrangements governing the dissemination (or confidentiality) of network-related information, and the proposed guidelines set out in section 5 do not appear to be applicable, or in some cases cut across existing licence requirements.               

The lessons that we believe have been learned in Britain with regard to unbundling and business separation issues are that:

· Legal separation  (not full ownership unbundling) of competitive businesses in an integrated group is perfectly compatible with effective competition in energy supply and generation;

· It is full, non-discriminatory access to networks that is key to effective competition, rather than full ownership unbundling; 

· Highly prescriptive rules of conduct for operational and management unbundling are resource intensive for both companies and regulators, but are also unnecessary;

· Arrangements by companies to meet preset criteria for unbundling arrangements, backed up by approval mechanisms, and regular monitoring and reporting are sufficient to meet unbundling requirements. 

With this background, our answers to the specific questions in the paper are as follows. 

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

The guidelines do not take sufficient account of differences in legal and other arrangements between member countries. In Great Britain, where there is effective competition in both gas and electricity, an approach  based on criteria rather than detailed prescriptive rules has proved to be adequate to ensure functional and information separation in integrated companies. 

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?

We do not agree that detailed prescriptive rules for unbundling are appropriate across member countries with different legal and other arrangements.

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?

Information flows that are corporate in nature, e.g. to do with health and safety, accommodation, employment and so on, need to be taken into account.    We not believe that the parent company board can perform its statutory duties properly if it is barred from all decisions and commercial information relating to network businesses in the group.  

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?

In some cases, a period of ‘quarantine’ of networks staff may be appropriate before a transfer to a competitive business in the same group. However, detailed rules on such matters as remuneration or removal of management are inappropriate and unnecessary.
Conclusion

We therefore believe that the British approach to unbundling as outlined above merit consideration by ERGEG, and this also seems to us to be consistent with differences in legal, commercial and regulatory arrangements in EU member countries.
If you require any further information please contact Andy Phelps, Head of Regulation, andy.phelps@energynetworks.org 

Yours sincerely
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Nick Goodall
Chief Executive
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