Gaz de France comments on 

ERGEG draft Guidelines on functional and informational unbundling

Introduction: 

Gaz de France welcomes ERGEG’s initiative to define common guidelines on functional and informational unbundling at EU level. 

There is indeed a crucial need for common understanding among member States and regulators on how to implement the Directive’s provisions on network system operators’ independence and information management.

Considering the current suspicion on the effectiveness of unbundling in vertically integrated companies, that has followed the publication of DG COMP’s Sector Inquiry conclusions as well as the launch of DG TREN’s infringement procedures against some Member States, such guidelines will give a positive signal to market operators and restore confidence. 

As the ERGEG notes in its final comments, these guidelines, if they can be included in corporate governance codes and/or Quality Management certification, will “minimize the necessity of regulators intervention, provide a clear reference for regulatory inspection and the broadest possible predictability of the outcome of these monitoring activities”. 

We even believe that such guidelines really contribute to define a “second generation of legal unbundling” :

Ownership unbundling is not indeed the only way to reach effective independence. A new model based on these present guidelines, strong regulatory powers and appropriate decision mechanisms related to investment could be an efficient alternative and the basis of a “second generation legal unbundling”. It could even avoid the main drawback of ownership unbundling, i.e. a detrimental impact on European gas operators. 

Gaz de France supports most of the principles set in these guidelines :

We have focused our comments on a short list of principles, the most critical being in our view the restrictive conditions for the mother company to exercise its financial supervision rights, and the setting of trustees in the supervisory boards of network operators. Such measures, if applied, would threaten the financial integrity of the companies concerned and their positions towards the external gas suppliers would be weakened. This is not in the interest for security of supply.

Nevertheless, most of the proposed guidelines have already been implemented in France by law and are reflected in the company’s internal governance rules and practices. We would like to mention some of them : 

· The group’s affiliated distribution and transmission operators in France : 

- have been allocated with all competences and necessary resources to fulfil the core tasks related to their activity. Decision making rights of network managing directors have been clearly defined in the network company statutes ;

- own the network assets (or hold the rights of concession) ; 

- have their own corporate identity.

· The network entities’ management is not involved in any other activity of the group and work in geographically separated structures. 

· Assignment conditions of network entities’ employees are fully “network oriented” :

Employees are subject to the sole authority of the network operator’s management; for both the employees and the management, incentives are based on the results of the network activity only.

· Informational unbundling is fully implemented : 

In France obligations related to the treatment of commercially sensitive information in the gas and electricity sector are defined by decree. In Gaz de France’s network affiliates, considerable efforts have been made to ensure proper information towards the employees and to integrate these obligations in all working processes. 

· Compliance programmes have been elaborated and implemented, are being audited and subject to compliance reports that are sent to the Regulator and published on the network operators‘ websites. They constitute management guidelines for the employees.

· Mechanisms related to investment planning and decisions : 

GRTgaz Managing Director is granted by company statutes full independence of decision on individual investments. Furthermore, the French Energy law obliges GRTgaz to submit annual investment plans to the French Regulator. Lastly, since 2006 GRTgaz has started to publish an indicative 10 year investment plan to inform the market about its vision of market developments and how they are reflected in its network development projects, thus providing for effective transparency on its strategic orientations. 

· Non-discriminatory principles are included in quality management certification : 

As for GRTgaz, the application of the compliance programme is subject to certification under ISO 9001 standard, as part of the quality management process related to shipping and connecting services. 

To contribute to a fine tuning of these guidelines in the consultation phase, we would like to put forward some comments and modification proposals as regards guidelines 02, 04, 05, 06, 07, 08, 11, 14, 15, 20, 21, 22.

I – Comments on specific guidelines 

Comment on G02 and G11

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 employees. 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.

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.
Network companies directly employing only management will have to rely on information provided by employees of affiliated companies with the potential consequence that they do not dispose of any credible disciplinary measures in order to enforce management decisions. It is hardly conceivable to act independently from the mother company when the majority of the workforce depends on essential decisions of the mother company.
We support the idea that the system operator must be provided with sufficient resources to ensure real decision making power and his independence, to carry out its work and decide independently from other parts of the integrated company. 

However it should be allowed that for certain non-essential functions not directly related to the network operation, the network entities rely on shared services, in compliance with the requirements of accounting unbundling. This would contribute to cost optimisation, with positive impacts on the network tariffs for the benefits all network users and final consumers. 

Proposal 

The above guidelines could provide that where several infrastructure entities (legally unbundled or not) exist within a group, they can share services that are not related to essential functions. Companies should be free to determine the organisation of shared services within the infrastructure entities (for instance : dedicated platforms located outside the entities or services hosted within one of these entities), provided the principles of cost sharing are clearly defined by contracts.

Essential functions should be understood as those directly relating to the core activity, that is: 

- Marketing and sales (design and implementation) 

- Infrastructure operation (including balancing, measuring, dispatching, etc)

- Infrastructure maintenance

- Investments (investment planning and execution).

- Staff recruitment policy

Whereas non-essential functions would refer notably to  : 

- Facility management (building maintenance, etc.)

- Technical tasks related to accounting, employees management.

Comment on G04 

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.

We support the need for behaviour guidance as regards the participation by network operator’s employees and management to internal group activities but it has to remain realistic and pragmatic for the people concerned .

But we also note that the risk of information disclosure from the part of network operator’s employees is well managed when clear rules exist pertaining to the protection of commercially sensitive and advantageous information, according to the principles defined in these draft guidelines. This should prevent the problems addressed by this guideline.

Proposal for modification :

Guideline G04 could be reformulated as follows : 

When the management and the employees of the system operator participate in internal group activities of the vertically integrated company, they should not disclose any information that would give advantage to the competitive business.

Comment on G05 : 

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.

We note that this guideline represents a step further than DG TREN’s comment in its explanatory note on unbundling which referred to a possible conflict of interests in case the management of the system operator would possess a significant amount of shares. 

Proposal for modification : 

We suggest that 

- DG TREN’s comment on the possession of shares by the network operator’s management remains the guiding principle, 

- and that the guideline allows for the allocation of shares of the vertically integrated company as part of group incentive policies, as long as the conditions of allocation do not create conflicts of interest for the network operator’s management. There is no conflict of interest if the allocation measures do not constitute an essential part of the network operator management’s wage or when they are allocated on a general basis to all employees (same amount, same criteria …), or when they remain within reasonable limits. 

Comment on G06, 14 and 15 

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. 

G 14 : 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. 

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.

As regards the rights of the mother company and the rights of the network operators’ supervisory boards, the ERGEG introduces three new principles, compared to the related provisions of the Directive (articles 9 2 c) and 13 2 c) 
 of the Gas Directive) :

1. Activities and rights of the mother company on the system operator have to be limited to secure her financial interest (supervisory function).(G06)

2. The competencies of the supervisory boards have to be limited to financial supervision.(G14)

3. Any refusal of the network operator’s financial plan must only be based on a pre-defined risk adjusted return on capital in line with internal requirements and capital market conditions. (G15)

Moreover, the ERGEG also considers :
1. A possible restriction of information flows to the mother company further than those necessary for a pure financial investor ; 

2. the installation of trustees in network operators’ supervisory boards who act on behalf of the mother company (investor) and who are to protect financial interests of the investor without disclosing commercial information to the mother company.
These proposals raise a number of issues, which we would like to put forward :

First they go beyond the scope of the Directive : financial supervision rights are obviously more restrictive than the economic and management supervision rights allowed by the Directive to the mother company. A guideline may not be the right instrument for a change of that extent.

Second the conditions of approval of the financial plan raise another issue : 

According to the Directive and the French law (it is also provided in the statutes of GRTgaz, as in the future distribution network entity’ statutes), the supervisory board approves the financial plan submitted by the management of the network company. It must therefore have enough liberty of decision, in line with its liabilities. In this regard the return on capital is not sufficient to allow for the supervisory board to exercise its financial supervision. 

In practice, when it looks at the financial plan, the supervisory board won’t only consider the return on capital. A proper assessment and control to conduct the activity is possible, without overlapping on the network management independent decision scope: it can be achieved based on a set of so called key performance indicators, in aggregated form, that the supervisory board will ask the network operator to include in the construction of the rate of return, and which it will have to report on during the execution of the plan, in addition to cash flow statements. 

Third, as regards the idea of setting a trustee, we have very strong reservations : 

- First it might also be in conflict with French company law, given the fact that the entitled board members are legally in charge of preserving the interests of the company and are solely and collectively responsible.

- Second, a trustee causes rigidity in the decision process. This is not compatible with normal working conditions in a company and can not realistically be envisaged as a sustainable solution. 

- Third setting a trustee could make a full financial consolidation of the network subsidiary impossible, thus weakening the vertically integrated company’s financial structure, with detrimental impacts on its positions on financial and gas markets.

Therefore we would recommend not to consider any such measure .
Proposals for modification  : 

Based on the foregoing, we would like to make following recommendations : 

-> In relation to companies internal governance : 

1. To stick to the Directive wording as regards the supervision rights and the financial plan approval. 

2. To promote the implementation of corporate governance best practices in line with existing national and European governance codes, to ensure increased transparency of decision processes and a reasonable supervision (for instance : presence of independent persons in the network company supervisory board, settlement of committees to support key decisions of the board…).

3. To start a discussion on the information that a supervisory board would be allowed to receive from the network operator (for instance referring to key performance indicators related to the financial plan), taking into account company law. The principle of such list could be set at EU level and agreed in detail with the national regulator at company level.

4. Control of information flows towards the supervisory board could be undertaken by the compliance officer, based on predefined specifications. 

5. To control the correct implementation of internal decision mechanisms via external audits. 

-> In relation to the external context : 

6. To provide for more regulatory stability : Regulators should increasingly set tariffs on a multi-annual basis and commit themselves on stable tariff setting principles, this would provide for more long term visibility for investors, thus facilitating decisions on strategic infrastructure projects (such as LNG terminals, major network extensions; new interconnections). This would also favour network operators’ autonomy by reducing the financial risks for investors.

7. To ensure the implementation in Europe of harmonized decision processes under Regulator’s control, in relation to investment planning and capacity allocation, since they have a decisive and indispensable role to play in guaranteeing that investments are made on a non discriminatory basis and in the right time scale and extent, be the network operators fully independent or part of vertically integrated companies. 

8. To implement external audits on network operators’ decision processes related to specific topics. For instance, it would be possible to audit the applications used by the network operators to elaborate optimal network development programmes, in order to check their neutrality vis-à-vis shippers’ interests.

Comment on  G07 & G08 (assignment conditions of network operator’s employees)

We agree with the principle set by G07 of formally clarifying the assignment conditions of network operator’s management and employees on the one hand, and with the assignment conditions as specified in G08, on the other hand.

Proposals for modification  : 

We would suggest to explicitly recognize in the guideline : 

- alternative schemes as regards the form in which employment conditions are notified to the employees, in order to take into account possible sector specificities (for instance the French Electricity and Gas Industry Convention that does not provide a contract as such but an initial letter of assignment referring to the general sector conditions). 

- and, notwithstanding the network operator’s autonomy of decision as regards staff recruitment, wages and incentives, etc, :

-> the right for vertically integrated companies to implement group processes in relation to employment (such as for instance identifying high potentials) with a view to ensuring coherence and continuity at the advantage of the employees ;

->  and that the network operator’s decisions regarding certain employment conditions can be affected by framework mechanisms defined at the level of the industry sector (for instance in France the Gas and Electricity Industry Convention sets a global margin for wage rise annually, then individual companies members of the Convention implement it at their convenience. 

- as regards movements of network operator’s employees to an affiliated entity, which indeed may sometimes justify that some functions be temporarily forbidden, the guideline could – rather than  predefined principles - provide for an assessment process on a case by case basis to define the most appropriate accompanying measures. 

Comment on G20, 21, 22 Generic network information or commercially advantageous information 

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

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

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.
We have no problem with the principle of a well defined management process also for generic information, as long as there is a clear definition of their scope.

We understand that in the current legislative framework, in the absence of any clear definition of this term, when referring to commercially advantageous or generic information these guidelines mean the information that transmission operators have to publish according to the provisions of Regulation 1775/2005. It could be better to specify the guidelines on this point.

II - Specific questions:

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

Please see our positive answer in introduction.

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?

We have strong reservation about setting a trustee.

Please refer to our comments above on this guideline. 

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?

Please refer to our comments on this guideline above. 

� Art 9 2. c)


“The transmission system operator shall have effective decision-making rights, independent from the integrated gas undertaking, with respect to assets necessary to operate, maintain or develop the network. This should not prevent the existence of appropriate coordination mechanisms to ensure that the economic and management supervision rights of the parent company in respect of return on assets regulated indirectly in accordance with Article 25(2) in a subsidiary are protected. In particular, this shall enable the parent company to approve the annual financial plan, or any equivalent instrument, of the transmission system operator and to set global limits on the levels of indebtedness of its subsidiary. It shall not permit the parent company to give instructions regarding day-to-day operations, nor with respect to individual decisions concerning the construction or upgrading of transmission lines, that do not exceed the terms of the approved financial plan, or any equivalent instrument;”
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