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“Yet, it is argued, trust is the ultimate paradox. Principles-based regulation can help to create
trust, but the core elements of that trust have to already exist if principles-based regulation is
ever to operate effectively, if indeed at all.”*

Ofgem is proposing to introduce Standards of Conduct (SOCs) as an “overarching, enforceable
licence condition”. The aim of doing so is to improve the treatment of customers across the industry
and promote engagement, thereby leading to increased competitive pressures on suppliers®. It is
believed that the SOCs will result in positive outcomes for consumers.

These are worthy goals indeed, and ones that the ERA wishes to see realised. However, will the shift
towards principles-based regulations (PBRs) deliver them? Drawing on prevailing academic opinion®,
this paper argues that a move to PBR will not improve overall outcomes for consumers without
change in other areas.

In particular, the ERA believes that the relationship between Ofgem and suppliers needs to be
transformed. With the flexibility that SOCs provide, suppliers need to take responsibility to think
through how they should be applied, fostering a “hearts and minds” ethos. In turn, Ofgem should aim
to allow suppliers to take that responsibility with confidence, adopting an “educative and advisory”5
approach to supervision and a two-stage enforcement process.

This recast relationship could assume the form of a “regulatory compact” that enables Ofgem and
suppliers to build up a shared understanding of what the SOCs mean in practice through constructive
dialogue. The compact would need to be founded on trust. Given current circumstances, this would
be a significant challenge: it is one that would need to be fully accepted together, or not at all.

Potential benefits of SOCs

Ofgem is proposing “to recast the SOCs as wider-reaching, high level principles, using the spirit of
the existing SOCs as a foundation.”® This signals a shift towards Principles Based Regulations
(PBRs), which the ERA acknowledges could in theory have a number of potential advantages over
more traditional prescriptive rules:

1. Greater substantive compliance

Ofgem has expressed some concern, particularly with respect to the Probe Remedies, that suppliers’
compliance with licence conditions has been to the letter rather than to the spirit, which is what Black
calls “creative compliance”’, and the risk that companies “hit the target but miss the point”®. By
contrast, and as the Better Regulation Executive has recognisedg, PBRs focus more on the purpose
of the rule and can ensure that companies’ behaviour better aligns with the regulatory objectives, and
so deliver positive outcomes.
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2. Future-proofing

Prescriptive rules cannot be easily adapted to a changing landscape; PBRs could. As Ofgem states,
“The principles-based nature of the proposed SOCs should mean suppliers are better-equipped to
deliver benefits to consumers in the context of technological, and other, change. For example, they
may be more likely than prescriptive measures to retain their relevance as we roll out smart
metering.”10

3. Leadership of senior management

There is more judgment involved in working out how to comply with PBRs than with prescriptive rules
(it is probably more straightforward to determine whether a specified process has been followed).
Thus, under PBRs the compliance function naturally assumes a more strategic role, with more
decisions being made by senior management, in this case fostering a company-wide instillation of
the SOCs.

4. Lowering of compliance costs

Ofgem states that suppliers will “have a degree of flexibility with regard to how they meet the SOCs”
and therefore that “the additional cost required for a competitive supplier to meet our standards —
which would ultimately be borne by consumers — would be low.”** The reduction in compliance costs
should also be assisted by “limit(ing) the need for more prescriptive measures in the future”*®. The
flexibility is particularly important for smaller suppliers and new entrants who can adopt solution
befitting of their size, or the niche market they serve.

Addressing the “failure factors” and underpinning the advantages

The SOCs could have a number of advantages over more prescriptive rules in theory.

However, whether these advantages can be realised in practice depends on the behaviours of the
parties involved, and particularly how the SOCs are applied and enforced by the regulator.

The following section highlights a number of steps that the ERA believes Ofgem needs to take before
the potential advantages for consumers are realised.

1. Adopt atwo-stage enforcement process

As with any licence condition, the way in which Ofgem enforces any SOCs will in part shape
suppliers’ response to them. Therefore, it is not possible to know the effect of the SOCs until the way
in which they will be enforced is determined®®.

Under PBRs, enforcement would assume a particular importance. Since there will be less
prescriptive rules, suppliers will naturally base more of their behaviour on how they think Ofgem wiill
react (rather than how they think Ofgem should react, based on the prescription given). Therefore, if
Ofgem provides information that allows suppliers to understand how they will react, then they
(suppliers) are more likely to act in what Ofgem perceives to be the “right” way.

However, as we have seen (and Ofgem recognises**), one of the main benefits of PBRs is that they
could allow suppliers the flexibility to develop innovative solutions, which meet the regulatory
objectives at low cost to the business, and could also bring new benefits to consumers. In this sense,
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the SOCs are founded on the idea that there is no “right” way; as much as suppliers, Ofgem should
be prepared to learn, adapt and accept that different suppliers will apply different solutions.

Ofgem is thus faced with a dilemma. It seems that for the SOCs to work, suppliers would need
guidance but not too much prescription. This, according to Black, is the key question: “how to provide
both certainty and predictability whilst giving firms the flexibility and space to innovate that Principles
can create”™. The four other measures listed below should help in this regard. But whilst they are
necessary, they are not sufficient.

The ERA believes that the most important measurable adjustment that Ofgem could make to help
ensure that the SOCs work is to adopt a two-stage enforcement process similar to the bespoke
arrangements established by Ofgem for SLC 25A"°.

A “two-stage regime” would involve an initial stage of informal but structured dialogue between
regulator and regulated that enables a “without prejudice” exchange of views on what behaviours
constitute compliance. Should Ofgem maintain that the behaviour is unacceptable subsequent to
discussions, the licensee would be provided with reasonable time to remedy what the regulator
considers to be a breach before they become liable for a penalty or enforcement order.

However, we recognise that further consideration would need to be given to how a two-stage regime
would apply to situations where the licensee’s account of its behaviour is plainly inconsistent with the
principles and/or there is evidence of serious consumer detriment.

Some of the benefits of such a regime have already been noted, including giving suppliers
confidence to come up with new ways of meeting consumers’ needs. However, there are other
important advantages. Firstly, it could help prevent continuation of a detrimental policy - sophisticated
dialogue militates against positions “hardening” by allowing parties room to be persuaded without
embarrassment or it being seen as evidence of a breach. Secondly, it will help to promote trust in the
industry by ensuring an appropriate balance of disclosure, given that investigations cause
reputational damage even when no breach is found.

2. Be willing to give “straight answers to straight questions”.

Under a principles-based regime, dialogue between Ofgem and suppliers has to be the central
method of developing a shared understanding of the requirements of the SOCs if guidance is not to
proliferate and/or interpretation is not to be determined by enforcement cases.

This dialogue will not take place unless suppliers are able to approach Ofgem and discuss their
responses on a “without prejudice basis”, and trust that they will not face enforcement action if the
Regulator does not agree their solution delivers the intended result. The FSA recognised the need to
shift its ways of working in this direction®”’.

3. Ensure that policy and enforcement teams are joined-up

One of the Government’s Principles for Economic Regulation is predictability; to provide a “stable
and objective environment enabling all those affected to anticipate the context for future decisions
and to make long term investment decisions with confidence.”*®
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With this objective in mind, the ERA is proposing a recasting of the relationship between Ofgem and
suppliers, where the former is prepared to validate the latter’'s response to the regulatory framework.
But this will not work if different divisions within Ofgem have different expectations, and tell suppliers
different things. As the FSA said, for PBRs to work, “firms must have more trust and confidence in

the behaviours, competence and judgement of our people”lg.

4. Ofgem should adopt a clear policy that it will not seek to effect a significant change on
industry behaviour on the basis of the SOCs without undertaking a consultation process
and Impact Assessment®.

The Government’s Principles for Economic Regulation state, inter alia, that “decision-making powers
of regulators should be, within the constraints imposed by the need to preserve commercial
confidentiality, exercised transparently and subject to appropriate scrutiny and challenge”®* (ERA’s
emphasis).

Ofgem seems to be confident that “the new SOCs are drafted in a way that enables suppliers to
understand how they can meet the principles they contain”*. Despite this, Ofgem admits that
guidance may be needed to provide necessary clarity23. According to the draft licence conditions®,
such guidance could be issued without prior statutory consultation and Impact Assessment, and
licensees would also be bound to have regard to it.

Depending on the importance that Ofgem and suppliers attach to guidance issued under the SOCs
(presumably high, based on the drafting), the process described in the paragraph above would
bypass the checks and balances built into Ofgem’s rule-making, including suppliers’ right of appeal to
the Competition Commission. We would be at risk of seeing the establishment of rules-based
regulation by the back-door.

That Ofgem does not forget its responsibilities is even more important now it can make licence
changes without the approval of a qualified majority of licensees®. Due process must be followed
where guidance is introduced, and Ofgem needs to emphasise its status where non-binding. In terms
of practical measures, Ofgem should consider adopting the FSA’s mantra of guidance being
deployed as a “shield and not a sword”%.

5. Ofgem should rarely, if ever, undertake enforcement action on the basis of SOCs alone.
The concerns expressed in (4) above regarding the potential for Ofgem to bypass statutory checks
and balances apply equally to enforcement as they do to guidance. Enforcement of any SOCs could
establish precedent, which licensees will have regard to in their compliance decisions. If arbitrary
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Proposed Retail Market Remedies, Ref 99/09, 7 August 2009, para 2.9 p 7)
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regulatory creep is to be avoided®’, any SOCs should be used as an aid to interpreting existing and
future licence conditions in the vast majority of cases. Similarly, where prescriptive rules-based
licence conditions are already laid down, it would not seem appropriate to enforce the prescriptive
condition on the basis of SOCs alone. If Ofgem envisages doing so, then this would imply that the
prescriptive condition is not fit for purpose.

A related concern is Ofgem’s declared intention “to apply these provisions to all supplier interactions
with consumers”?. This would be a broad scope indeed. We presume that this would not include
activities that are not covered by the supply licence, and would ask for Ofgem’s assurance in this
regard.

What does failure look like?

The changes suggested above are designed to assist suppliers to determine what they need to do to
comply with any SOCs and/or give them the flexibility and confidence to take responsibility and
develop innovative solutions that result in improved outcomes and new benefits for consumers.

If SOCs were introduced in absence of these changes, suppliers would have little or no assurance as
to what would constitute compliance. The lack of certainty would tend towards overly-cautious
behaviour, exacerbated by the high standard of “all reasonable steps”zg, and higher costs. In such
circumstances, suppliers could not plan their business with a reasonable degree of assurance®.

Developing innovative ways of meeting any SOCs, thereby finding new ways of providing good
customer service, would be risky and so avoided. Indeed, suppliers would be more likely to spend
their time trying to second-guess what Ofgem believes is the “right” behaviour, rather than think it
through themselves. Overall, increased regulatory risk and disincentive to innovate would act as a
barrier to entry and disproportionately impact on smaller suppliers.

Guidance would probably proliferate in order to fill the certainty void created by the lack of open and
honest dialogue between suppliers and Ofgem about what an appropriate response to any SOCs is.
The resulting prescription would undermine the flexibility that standards are supposed to create,
further increasing complexity and compliance costs. A tide of “enforcement-led” regulation, stemming
from a breakdown in the relationship between regulator and regulatees, would have similar
consequences and potentially exacerbate consumer distrust in the industry.

Rather than promoting better treatment of customers, SOCs could unintentionally provide a
disincentive to going the extra mile, since regulated firms might fear being held to a fixed solution if it
was initially adopted. This throws Ofgem’s assertion that competition will be enhanced into question.
For the same reasons, we may see a decreased appetite for self-regulation.

Conclusion: dialogue is the way forward and trust would be the catalyst to success
The ERA believes that PBR could help deliver good outcomes for consumers, but only if suppliers
and Ofgem are prepared to make a number of changes to their modus operandi.

Since the consultation document does not mention any conditions for successful operation of any
SOCs, we consider the proposals to be incomplete®. As a next stage therefore, we believe that

" An associated benefit would be to reduce the burden of trying to make sense of the accumulated body of case
law.

% Ofgem, RMR, para 4.23 p 57

% And not to jeopardise the ability to achieve

® This is a statutory duty for other regulators, including the Office of Rail Regulation

31 |n addition to the points made above, we suggest that it would be desirable for Ofgem to assess the efficacy
of the precedents that it cites in support of its proposals in paras 4.12 and 4.13 of the RMR
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Ofgem and suppliers should discuss which changes are necessary to the proposals and how realistic
they are, with a view to reaching agreement on the best way forward.

It is also hoped that through open and positive dialogue, each party will be able to appreciate the
other’s willingness to adapt their mindset and behaviour, thereby building the trust that is a
prerequisite for success of the more formal elements. However, building this trust depends on
actions as well as words; both parties would be likely to want to see practical evidence of change to
support the process.

As Black said of financial regulation, “(a) more Principles-based regime will require a
revolution in the relationship between firms and the FSA. It may well be that this would be a
change significantly for the better, but it will only work if attitudes change correspondingly” 2,

%2 Black et al, 2007, p. 200



