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NEWGOV — New Modes of Governance Project 8: European Public Services Regulation

Abstract

Liberalisation in economic sectors in countries with a small free-market tradition as Spain, is
a result of the transposition of European law. This argument is difficult to be held when ex-
plaining the liberalisation of the Spanish electricity market. First, Directives concerning inter-
nal electricity market maintain the status quo in member states and do not offer any substan-
tial regulatory challenge to Spain. Second, the Spanish electricity sector has traditionally
opted for forms of self-regulation whereby electricity companies agreed with the Spanish
Government on the way in which the electricity market would work and on the bases in the
regulatory field of this sector.

In section 1, this paper analyses the challenges (if any) that internal electricity market direc-
tives pose to member states, and in particular to Spain. In section 2, it sketches the develop-
ment of the Spanish regulatory framework concerning the electricity sector which is guided
by the notion of public service and the cooperation and collaboration of regulated undertak-
ings. In section 3, the paper analyses the current regulatory framework — a regulated compe-
titi(lnn market — and, finally, it evaluates compliance with internal market directives (section
4).
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1 Liberalisation of the electricity market from Europe to the internal en-
ergy market

The European Commission has been assigned a monopoly on drafting and proposing legisla-
tion in the European Union and, therefore, this institution defines the legislative agenda of the
European Council and Parliament. In some economic sectors, such as the energy, it has opted
for a liberalisation policy, prevailing in the Western societies and in the programme of the
common market?. For instance, though the Council established some general objectives about
the energy policy regarding access to energy sources to transport networks in 1986, the Coun-
cil presented the energy situation as a problem of market liberalisation and it based its pro-
posals on the dismantling of public monopolies and the removal of obstacles against access to
transport networks and energy distribution.

The Commission’s legislative impetus encountered opposition from some member states,
which were unwilling to lose control of a strategic sector such as electricity market. For this
reason, member states do not consider it necessary to include in the Treaties a chapter on en-
ergy to provide the European Union a common policy different from internal market. Indeed,
in so doing, it will be required unanimity among member states and a division of competences
between the European Union and its member states, which will obstruct progressively more
the ability to reach agreements on this issue®. Therefore, European intervention is based on
the (general) functioning and establishment of the internal market (Article 95 EC) and on the
explicit mention, in Article 3.1.u EC, of energy within the general framework of the European
Union objectives.

1.1 First Step to the Internal Market: Directive 96/92

The process of adopting Directive 96/92 concerning the common rules to establish an internal
electricity market was slowed down by two facts: the lack of a common energy policy; and
the fact that the electricity sector is a strategic sector for all economies. This directive was less
ambitious than the proposal made by the Commission, but it got a broad consensus, thanks to
the discretion of member states in adopting specific actions to transpose the directive®.

Directive 96/92 liberalises the generation and retailing of electricity, but it maintains transport
(through the high-tension networks) and distribution as regulated activities.

In relation to generation, Directive 96/92 gives member states the opportunity to choose be-
tween authorisation or bidding procedures, trying to liberalise the generation market, but ac-
cepting peculiarities from some member states which have chosen the bidding procedure.
This is not the case in Spain, where the Act 54/1997 of the electricity sector has chosen ad-
ministrative authorisation of generation facilities.

2 See HERITIER, A., and MORAL SORIANO, L.: “Differentiating and linking politics and adjudication: The
example of European electricity policy”: European Law Journal, 2002, no. 8, pages 363-383.

See CRUZ FERRER, J. De La, La liberalizacion de los servicios publicos y el sector eléctrico: Marcial Pons,
Madrid, 1998, p. 249. Since discussions to adopt the Maastricht Treaty, the decision on the suitability of giv-
ing the EU a common energy policy has been delayed to establish specific authorities in this sector.

* LOPEZ DE CASTRO and ARINO consider the Directive 96/92, as well as the 2003/54 one, gives many op-
tions to member states, because they would never have been adopted otherwise. Besides, they represent
mainly the maintenance of the status quo, not just the impetus to the sector’s liberalisation process. LOPEZ
DE CASTRO GARCIA MORATO, L., and ARINO ORTIZ, G., “Liberalizacion y competencia en el sector
eléctrico: Balance 1998-2003": Privatizaciones y Liberalizaciones en Espafia: Balance y resultados 1996-
2003. Volume I, G. Arifio Ortiz (dir.), Comares, Granada, Spain, 2004.
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Also, electricity consumption has been liberalised, with a schedule to help every consumer,
from the biggest consumers to the smallest and domestic ones, to exercise their right to
choose their electricity energy provider. Specifically, in 1999, member states had to open
26.48% of their own market to competition, which included a quantity of consumers who de-
manded more than 40 GWh per year. After three years, this expansion had to be increased to
28.3%, grouping consumers who demanded more than 20 GWh. Finally, liberalisation of up
to 33% was predicted, affecting consumers who demanded 9 GWh. In this case, the directive
also maintained the status quo of the retailing market, demonstrating that some countries such
as Spain, where liberalisation started late, had fulfilled their consumption-liberalisation objec-
tives before the deadline established by Directive 96/92 .

The regulation of access to the electricity transport network is fundamental to avoid discrimi-
nation and exclusion which can abort the liberalisation of the electricity sector. For this, Di-
rective 96/92 established two different ways to guarantee access to the network, protecting
plurality in the European Union. Specifically, member states could choose the Third Party
Access (TPA), or the single-buyer model (preferred mainly by France). Spain adopted the
model TPA, as did the most other member states, except Greece, Germany, and Denmark.

A transport-system operator was created as a measure closely linked to network-access regu-
lation, although Directive 96/92 did not required the same for the distribution network; thus,
same distribution companies are in charge of managing the networks. Furthermore, the obli-
gation of separate accounting is imposed on the operator of the transport network, but the best
way to ensure independence is the legal separation of the transport-system operator in relation
to vertically organised companies. This was the option chosen by the most of member states,
including Spain.

The electricity market could not be liberalised by sacrificing service quality; thus, Directive
96/92 implemented the public service in a liberalised environment, allowing member states to
impose public service obligations in relation to general economic interests: these refer to se-
curity, in distribution, regularity, quality and price of supplies, plus the protection of the envi-
ronment.

1.2 New impetus for the internal electricity market: Directive 2003/54

Four years after the approval of the first directive concerning the electricity sector during the
European Council convoked in Lisbon, Portugal, on March 23" and 24™ 2000, European in-
stitutions were asked to offer new impetus to the liberalisation of electricity and gas for the
full establishment of an internal energy market. In the Energy Council, convoked in May
2000, the Commission was asked to provide the Council a performance report on the internal
electricity and gas markets® in order to formulate legislative proposals. Also, the European
Parliament, carrying out the recommendations of the Council convoked in Lisbon, supported
the acceleration of the internal energy market®. The Commission committed itself to formulat-
ing new legislative proposals, taking into account the progress made during the Florence Fo-
rum in 2001. Its proposals were to modify the gas directive (98/30) and the electricity direc-
tive (96/92) and to adopt a regulation involving access conditions to the network to the cross-
border electricity exchanges (COM (2001) 125 final). Regulation on access conditions to the
network was approved’, but, regarding the directives, the option chosen was to replace the

®  “Recent progress with building the internal electricity market” COM (2000) 297.
® Resolution A5-0180/2000, at July 6™ 2000.

Regulation no. 1228/2003 of the European Parliament and Commission, on access conditions to the network
to the cross-border exchanges in electricity.
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prior electricity and gas directives with those finally adopted: Directive 2003/54 of the Euro-
pean Parliament and Council, on common rules for the internal electricity market; and Direc-
tive 2003/55 of the European Parliament and Council, on common rules for the internal gas
market.

The Commission’s document presenting the legislative proposal positively considers the real
application of the first directive to the electricity sector, since, among the options predicted by
the directive to liberalise the market, most of the member states opted for the regulated TPA,
the authorisation procedure in energy generation, the juridical separation of the network’s
managers (the directive required only the accounting separation) and the creation of inde-
pendent regulatory authorities.

This new status quo was to be legally upheld and, at the same time, the European Commis-
sion wanted to remove some obstacles to the internal electricity market, perceived by the
Commission. According to the access to the network, there were some discriminatory prac-
tices: the level of separation of activities, especially in relation to distribution, was very low,
since no major amount of supplies was coming from other member states and there was not a
great number of customers that had changed their suppliers, despite the opening of the market.
Also, obligations of public service could be improved.

From the standpoint of justifying this new liberalisation wave in the electricity market, the
Commission lost one of its main arguments: price reduction. Firstly, reduction was inappre-
ciable to domestic consumers, who lacked any economic incentive to change their supplier,
especially in member states where the change was very difficult or liberalisation had recently
started. Secondly, the Commission had not foreseen that prices would decline as the internal
electricity market advanced, due to rising prices of petroleum used to produce energy (COM
(2001) 125 final, page 9). Faced with this situation, the Commission shifted its arguments,
stating that, under the new impetus of the internal market, prices had to reflect supply and
demand, as well as improve market efficiency, which would be impossible if the national mo-
nopolies persisted.

While Regulation 1228/2003 spurs the internal market by eliminating obstacles to the cross-
border supply of electrical energy, Directive 2003/54 has two different objectives: to improve
the level and timetable of the market opening and to guarantee non-discriminatory access to
the network. The first is a quantitative objective established by the Directive in the Article 21:
on July 1% 2007, by which every consumer can choose a supplier (the proposed date was on
January 1% 2005). The second objective is qualitative, and for its implementation requires a
group of different measures which do not radically change in relation to the present ones but
rather preserve the status quo in most of the member states.

For instance, according to the access to the networks, Directive 2003/54 opts for the regulated
TPA, eliminating the negotiated TPA and the single-buyer model, in both transport and sup-
ply networks. The access system has to be based on public rates, which can be applied objec-
tively to every qualified customer and without any discrimination among network’s users (art.
20). Exemptions to this general principle are considered only in the Regulation no. 1228/2003
(art. 7) to new interconnectors and to a major improvement in the capacity of existing inter-
connectors, which has to be individually assessed in all cases, but member states (or their
regulatory authorities) cannot provide any group exemption.

In relation to the separation of regulated and liberalised activities in vertically organized com-
panies, although Directive 96/92 required only accounting separation, the new directive also
requires juridical and functional separation of the transmission network’s manager and distri-
bution network’s manager from generating and retailing companies. Legal separation does not
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require the creation of a new company, except in cases where the vertically organized com-
pany is a natural monopoly. All transmission, distribution, generation and retailing activities
can be carried out by the same company.

Regarding the generation market, the new directive opts for the administrative authorisation
procedure of new generation plants and it foresees only bidding in exceptional cases: to guar-
antee supply security or promote new technologies. This rule, again, maintains the status quo
in the most of the member states.

There are two exceptions in this tendency to maintain the status quo in member states: first,
Germany did not wish to accept the imposition of a specific regulatory authority in the elec-
tricity sector; and, second, France did not accept it because it considered this liberalisation
process an abandonment of its doctrine of public service®.

In fact, in relation to the institutional framework of the electricity market, the Commission
opted for a strong national regulatory authority, which could fix or approve transport and dis-
tribution rates, to establish the access conditions to the transmission network and distribution
networks. It also had to be in constant contact with the managers of the transmission and dis-
tribution networks and to collaborate with Governmental institutions and competition authori-
ties. Its objective was not reached, because Germany raised strong opposition to the obliga-
tion of having a specific regulatory body for its electricity sector, where self-regulation is still
its preferred way to govern. Therefore, the only way of externally regulating this sector was a
ex post regulatory authority, the Bundeskartellamt. To make the institutional design created
by the Commission compatible with the internal electricity market with ex ante authorities
and a self-regulation model of the German electricity market, the obligation imposed by Di-
rective 2003/54 was formulated to make a regulatory authority necessary, but not a specific
regulatory authority of the electricity sector. Germany answered this demand by creating the
Federal Network Agency for Electricity, Gas, Telecommunications, Posts and Railway.

In relation to the opposition of France, which defended the public service against the sector’s
liberalisation as well as in the adoption of the previous directive of the electricity sector, the
Commission had to convince this country and others having an ingrained concept of the pub-
lic sector (such as Spain), because it defended that the liberalisation of such strategic sectors,
as the electricity one, can be an instrument to reach effectively the expectations of final con-
sumers. For this reason, the Commission, through its legislative proposal, holds the idea that
the introduction of competition in the electricity sector is not to the detriment of public ser-
vice policy in member states, but rather Directive 2003/54 increases the obligations of public
service; it incorporates the notion of universal service which increases protection standards to
consumers; and it intensifies environmental protection measures. In addition, it contains a
derogation system of competition rules, namely, in relation to the authorisation and bidding
procedures, to TPA to the network, and to the authorisation of direct lines of electrical trans-
mission.

Firstly, in accordance with public service obligations (Article 3.2 of Directive 2003/54), they
can be applied to provide security, regularity, quality, prices of services offered, and envi-
ronmental protection. It is a broad enough definition that the Commission deemed it necessary
to prepare a non-binding note (16" January 2004) so that member states would not use public
service obligations as a way to derogate the European competition law when applying the di-
rective. Specifically, it has limited the imposition of public service obligations to general eco-

8 See CAMERON, P.: Competition in Energy Markets: Law and Regulation in the European Union. OUP,

Oxford, 2002, page 360.

Newgov - 08 - D1 - The Internal Market and the Spanish Electricity Market ENGLISH.doc 6



NEWGOV — New Modes of Governance Project 8: European Public Services Regulation

nomic interest and, in accordance with the European Court of Justice (ECJ) in relation to the
Almelo case®, it requires that these obligations (i) be linked to the supply of the general eco-
nomic interest service, specifically in security, regularity, quality, prices, and environmental
protection; (ii) contribute directly to satisfying this interest thanks to requiring the supply ob-
ligation to every consumer throughout territory, guaranteeing its continuity, the non-
discrimination, and the lowest possible management cost; and (iii) cannot be against the
European interests. Under supervision of the European Court of Justice, the Commission has
the duty of determining case by case whether the EU interests are being violated by the re-
quirement of public service obligations, which occurs when an activity with public service
obligations does not present any specific characteristic in relation to the rest of the activities
or when an activity is already undertaken satisfactorily by companies working in accordance
with market rules.

Secondly, Directive 2003/54 introduces the concept of universal service (Article 3.3), al-
though it is limited to domestic consumers and to small- and medium-sized companies. It es-
tablishes the right to electricity supply with a set quality at reasonable prices which are easily
and clearly comparables. To warrant this right, members states will require the supplier com-
panies to connect their consumers to their network in accordance with conditions and rates
approved by the regulatory authority.

Both public service and universal service obligations are linked to the assignment of exclusive
rights and provision of financial compensations. In the former case, the compliance with the
European law concerning exclusive rights will be determined in accordance with the ECJ doc-
trine in relation to Article 86 EC (the Almelo case). In relation to the provision of financial
compensations, member states should comply with the ECJ doctrine on state aid (Article 87
EC). In particular, in the Altmark case (C-280/00, Altmark Trans and Regierungsprasidium
Magdeburg, [2003] ECR 1-7747), the ECJ lists four cumulative requirements which the eco-
nomic compensations would have to fulfil in order to be considered in abidance with the
European Law: (i) the company which receives the aid will be responsible to comply with the
public service obligations; (ii) the costs of those obligations have to be previously established;
(iii) compensation cannot exceed the necessary amount; and (iv) the compensation level shall
be determined in comparison to the costs of a correctly manage company.

Finally, among the protection measures for the environment and the consumer, Directive
2003/54 introduces (Article 3.5) a new protection for vulnerable consumers through measures
which prevent the supply stoppage. It is a social and territorial measure which should not be
carried out by companies which provide the general interest service, but by financial entities
or organizations having public possibilities and dedicating themselves to social or vulnerable
communities’ needs.

2 Regulation of the Electricity sector in Spain

2.1 Liberalisation of the electricity sector in Spain

Liberalisation, in economic sectors in countries with a small free-market tradition as Spain, is
a result of the transposition of European law. This argument is difficult to introduce in the
Spanish electricity sector for two reasons. The first has been explained above: Directives con-
cerning internal electricity market maintain the status quo in member states; as we will ex-
plain below, it does not offer any substantial regulatory challenge to Spain. In fact, although

°  Case C-393/92, Municipality of Almelo et al. [1994] ERC 1-1477.
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Act 54/1997 of the Spanish Electricity Sector was approved after the adoption of Directive
96/92, the introduction of competition in the Spanish electricity sector is due to an agreement
between the electricity companies and the Ministry of Industry and Energy in 1996. There-
fore, Directive 96/92 did not require any measures different from those agreed upon by the
Governmental regulator and the regulated companies. In fact, aspects such as public service
obligations or the accounting separation of the energy transport and generation activities, are
behind the regulation contained in Act 54/1997. It also happens in the case of Directive
2003/54, which did not require any fundamental modification of the requirements of the Act
54/1997. Some aspects, such as the universal service of the electric energy or the legal separa-
tion of activities, were established by Spanish legislation before the first Directive of the in-
ternal electricity market came into effect.

The second reason why it is difficult to explain the liberalisation in the Spanish electricity
sector as a result of the transposition of European directives is related to an essential charac-
teristic of the Spanish electricity sector: since its creation, it has opted for forms of self-
regulation whereby electricity companies agreed with the Spanish Government on the way in
which the electricity market would work and on the bases in the regulatory field of this sector.
As we have stated above, the liberalisation impetus of the Spanish Electricity Act 54/1997 is
the result of the agreement made by the Spanish Government and companies from this sector
signed in 1996: Protocol to establish a new regulation of the National Electricity Market (Pro-
tocolo para el establecimiento de una nueva regulacion del Sistema Eléctrico Nacional)™.

For these reasons, the directives governing the internal electricity market cannot be consid-
ered to be a change in the regulation of the sector in Spain. In reality, we need to analyse the
current regulatory framework while taking into account two factors. The first one concerns
the qualification of the electric energy supply as a public service and the evolution of this title
of public intervention in a liberalised market; the second factor refers to a constant in the
Spanish electricity sector: coordination and cooperation between companies and the Govern-
ment to establish a regulatory framework in this sector.

2.2 Electricity market regulation in Spain: from a public service to a model of regu-
lated competition

Electricity market regulation in Spain has been directly connected to the declaration of elec-
tricity supply as a public service. State property and the direct or indirect'* management that
the aforementioned declaration implies were justified by different aspects: the electricity mar-
ket is a strategic market, rather complex from a technical standpoint®?; it requires a network

% The Protocol to establish a new regulation of the National Electricity Market was signed at Madrid, on 11"

December 1996 by the Ministry of Industry and Energy and electricity companies. Its main aim was to estab-
lish operative bases of the New Electricity System; to define the dates, measures and safeguards which will
be applied during a transitory period until we reach the liberalisation and competition objectives of the elec-
tricity market; to establish criteria used as a base to apply the system’s structure and working, guaranteeing
the competition of companies which comprise it and it competition; to establish the bases to pay for activities
to be carried out in a natural monopoly regime; and to promote a new regulation which will adequately take
into account the interests of consumers, workers, and shareholders.

Electricity supply is an essential service. Companies that offer this service must satisfy certain demands:
quality, continuity, universality and, also, non-discrimination of users.

Electricity supply is an activity that necessarily involves different successive stages: generation, transport,
distribution and retailing. It requires a high level of coordination between those stages, with the aim of meet-
ing supply (generation) and demand (consumption), since electricity is subject to two physical restrictions,
described in Kirchoff’s Laws: electric energy cannot accumulate —except in small quantities, with a low
voltage and duration and at a very high cost—; and it cannot be individualized within the entire network. See,

11

12
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technology that excludes the existence of different networks, since this would be considered
economically inefficient. For these reasons, traditional regulation granted exclusive rights to a
network of state or private corporations, establishing the conditions for production and service
provision®®. The legal implications of the declaration of electricity supply on the basis of a
public service underwent different changes before the publication of Act 54/1997, where such
expression is excluded.

2.2.1 Electricity market regulation in a free market context

A first stage developed within the framework of a free market during the 19th century and the
beginning of the 20th century is characterized by a business initiative that, in accordance with
market laws, succeeded in spreading electrical service. Government intervention (especially
by town councils and also by the national Government) consisted of the external regulation of
the electricity market activity, with the sole aim of guaranteeing safety and allowing the use
of land to install networks of transmission and distribution. The regulation of the activities
and the authorisation procedures to use public-own land justifies the intervention of public
administration. Nonetheless, new regulations would gradually impose requirements related to
the provision of public services. This justifies a higher level of intervention and a centralized
regulation of the service leading, therefore, to shrinking competences of town councils in fa-
vour of central administration®.

At the beginning of the 20™ century, still within the framework of a liberal state, the process
of the concentration of companies begun®. The electricity market suffered the impact of the
First World War, which began in 1914; this event would greatly influence the configuration
of the market that has persisted until today.

The instability of energy prices after the Great War gave rise to debate in favour of state in-
tervention in the economy, also supported by the ideological crisis of the liberal state. State
intervention is not any longer based on the ownership of the land where networks are in-
stalled, but on the public characteristics of energy supply activities. As a consequence of this
reinforcement of public intervention in the electricity sector, the state authority over price es-
tablishment would be gradually strengthened™.

HERNANDEZ, J.C., “Regulacion y competencia en el sector eléctrico”, Thomson-Aranzadi, 2005, p. 23 and
following; and GONZALEZ-VARAS IBANEZ, Santiago, “Los mercados de interés general: Telecomunica-
ciones y postales, energéticos y de transportes. (Privatizacion, liberalizacion, regulacion publica y Derecho
de la competencia)”, Comares, Granada, 2001.

See LAS HERAS, Miguel Angel, “La regulacion econdmica de los servicios publicos...”, p. 32. CRUZ FE-
RRER, Juan, “La liberalizacién de los servicios publicos y el sector eléctrico. Modelos y analisis de la Ley
54/1997”, Marcial Pons, Madrid, 1999, p. 100.

See CRUZ FERRER, Juan de la, “La liberalizacion de los servicios publicos y el sector eléctrico”, Marcial
Pons, 1999, p. 22; See also HERNANDEZ, J.C., 30 and following.

This process takes place thanks to the involvement of some banking groups in the boards of most of the lead-
ing electricity companies, thus starting an absorption process over small companies in order to create larger
companies, so that they can face big investments, necessary to develop hydraulic facilities. The Spanish elec-
tricity-company scheme begins to take form.

® In accordance with the statement by TRILLO-FIGUEROA y LOPEZ JURADO, among others, the state’s
authority of price establishment is independent from its intervention in the market using the concept of “pub-
lic service”, since the former is based on public-property titles —even in those cases where they do not ex-
ist— and leads to the consideration of electricity as a raw material (TRILLO-FIGUEROA y LOPEZ-
JURADO, “La regulacién del sector eléctrico...”, p. 147).

13

14
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In Spain, electricity supply was first declared a public service in 1924, by the Royal Decree-
Law of the 12th of April. The aforementioned Law also declared the gas and water supply as
public services. Such declaration implied a new legal framework for the market and for the
authorities of the state and of private firms.*’

With the declaration of electricity supply as a public service, the Government began to con-
sider the necessity of building an interconnected national network. To perform this task, the
state encouraged, by the Royal Decree-Law of the 5th of April, 1929, the creation of a private
body that would represent electricity suppliers. Thus the Association of Producers and Dis-
tributors of Electricity was created. This body represents the first step for coordination and
collaboration between electricity companies and the national Government*®.

2.2.2 Regulation after the Second World War

The definition of electricity supply as a public service entailed significant state intervention
that would grow stronger during the first great crisis of the Spanish electricity market. Also
climate, i.e. important droughts, impelled the national administration to take exceptional
measures, such as the creation of the state electricity company (Endesa) at a time when elec-
tricity suppliers were highly concentrated. As a consequence, the electricity company Unidad
Eléctrica S.A. (UNESA) was created. The company’s shareholders came from the seventeen
leading electricity companies in the country, representing the 80 percent of national produc-
tion19. At that time, the measures that were adopted were the result of cooperation between
private business and the state.

The energy crisis of 1973 also played a key role in electricity market regulation. More spe-
cifically, the need to make major changes in electricity market regulation was taken into con-
sideration, in order to attain two main objectives: first, to achieve energy independence and
the diversification of technology; and second, to encourage energy saving and implement a
new pricing system that would include production costs®°.

In 1983 the socialist Government negotiated with the leading electricity companies in the
country a new regulatory system for the energy market. This would set the basis for the Act
49/1984, published on the 26th of December. Such measure meant a radical change regarding
state intervention on electricity market, since it defined the transmission network and the cen-
tral electricity dispatch as public services. In the eyes of many people, this measure meant
covert nationalization. The significant intervention of the state in the electricity market
through the declaration of the transmission network as a public service gave way to the crea-
tion of the state-run company Red Eléctrica de Espafia, S.A. (REE, Spanish Electricity Net-
work)?, a company constituted under commercial law that managed the public service of uni-
fied operation through transmission networks. State control over REE became indirect when
the state company Endesa became the major shareholder of REE.

One of the consequences of nationalization of the transmission network was the division of
activities within the companies that were vertically organized. These could undertake trans-
mission activities only outside the mainland network. The creation of REE was one of the first
examples in the world of the separation of transport and management activities and those of

17" See SALAS HERNANDEZ, Javier, “Régimen Juridico-Administrativo...”, p. 62.

18 See SALAS HERNANDEZ, J.A., p. 44.

19 See SALAS HERNANDEZ, J.A., p. 49 a 53.

20 See CRUZ FERRER, J. DE LA, “La liberalizacién de los servicios ptblicos...”, p. 27.
! Royal Decree 91/1985, published on the 23rd of January.
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generation and distribution®. Such diversification would embody one of the main goals of
liberalization in the energy market during the decade of the 90’s in Europe.

Negotiations between the state and the companies continued in order to establish a price pol-
icy that would ensure economic viability for firms and investment productiveness. The
agreement was reflected in the Royal Decree 1538/1987, published on the 11th of December,
entitled Marco Legal Estable, (MLE, Stable Legal Framework). The result was overcoming
the economic crisis that electricity companies suffered after the investment process that took
place during the 80’s. Nonetheless, some authors consider that this was achieved at the ex-
pense of free enterprise and all possible price competition®.

In this period, Endesa begun to absorb several companies, in order to create a group that
would represent public interests more than private interests in the event of a potential change
in regulation®. This created an oligopoly structure in the Spanish electricity market that re-
mains today. Further, the privatisation process of Endesa begun in 1988 and was completed in
2000. The Spanish state got almost 6 thousands millions Euro revenue with the privatisation
of Endesa.

In 1994 the Act of Regulation of the Spanish National Electricity System was adopted. It was
conceived as a transitory regulation because foreseen both a liberalized market and a strong
intervention of the Government in the sector. The main goal of this act was to improve the
regulation system, making it more transparent and developing mechanisms to encourage free
competition, on the basis of the internal electricity market sketched within the European Un-
ion?. However, the necessary measures to attain these goals were never adopted by the Gov-
ernment, and the regulated model was kept, characterized by a strong intervention, although
such intervention is made in agreement with the regulated companies?®.

2.2.3 Regulation changes: towards liberalized market

The failure of implementing the regulated competition model established in the Act adopted
in 1994, along with the development of the internal electricity market made it necessary to
make radical changes in the traditional regulation model. The deregulation environment in the
European Union affected every market of general interest and developed into a system that
made nationalized services incoherent, promoting free competition. Nonetheless, taking into

2 In LASHERAS, M.A., “La regulacién econdmica de los servicios publicos”, Ariel, Barcelona, 1999, p. 289

footnote no. 53, this division may be a late response to nationalization policies in electricity systems during
the post-war period in Europe, as a way of efficiently solving coordination problems within a national net-
work, and not an anticipation to the re-scheming processes that took place during the decade of the 90’s. In
any case, it was also useful in this aspect.

See ARINO ORTIZ, Gaspar, “Principios de Derecho Publico Econémico. Modelo de Estado, gestion plbli-
ca, regulacion econémica”, Comares, Granada, 1999, p. 611.

See FABRA UTRAY, Jorge, “;Liberalizacion o Regulacion? Un mercado para la electricidad”, Marcial
Pons, Madrid, 2004, p. 90.

% gee HERNANDEZ, J.C., p.70 and 71.

% See ARINO ORTIZ, G., “Privatizaciones y liberalizaciones en Espafia: Balance y resultados (1996-2003)”,
Comares, Granada, 2004, p. 161 and 162. See also CRUZ FERRER, who states that the integration of the en-
ergy market that the Act intended to achieve caused the creation of a wholesale commercial monopoly gov-
erned by the state, who became the only authorized party to commercialize electricity, through REDESA and
the National Electricity System Commission (CSNE) which was created by this Act and is the predecessor of
the independent regulatory authority Comision Nacional de la Energia. See “La liberalizacion de los servicios
publicos...”, p. 316.
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account the characteristics and technical and physical complexity of this market, the liberali-
zation process and the opening of competition are possible only to a certain extent.

Radical changes in traditional regulation models were implemented after the publication of
Act 54/1997. This act was drafted on the basis of two documents: first, the “Protocol for the
establishment of a new regulation for the Spanish National Electricity System”, signed by the
state and the leading Spanish electricity companies; second, Directive 96/92, on common
rules for the internal electricity market. The Protocol’s contents prove the fact that negotiation
between the state and the companies reflected the liberalizing spirit and European common
policy, although electricity companies are the ones that prompt market competition. Act
54/1997 confirms the difficulties implied in the creation of a new regulatory framework in
such a strategic market without agreement between Government and companies *’.

3 A model for regulated competition

Act 54/1997 embodies the current regulatory framework for the Spanish electricity market
and shows a clear change of the Spanish regulatory model for the market, which evolves from
the traditional public service into a regulated competition system. Thus, it is a more advanced
competition model than the one described in Directive 96/94, attained thanks to a legal
framework agreed upon by the economical agents involved .

The preamble of Act 54/1997 clearly presents the objectives. Thus, although it aims to
achieve the traditional goal of guaranteeing quality electricity supply at the lowest possible
cost and protecting the environment, the Electricity Act does not consider it necessary to use
intervention schemes, based on public centralized planning and operation. Moreover, in order
to reach the aforementioned goal, the Electricity Act states that there is no need for the state to
reserve the right to perform any of the activities involved in the electricity market. Free enter-
prise and new mechanisms make it possible to “re-create” the electricity market in those as-
pects where such renewal is possible.

Thus the model of agreed and compulsory planning is discarded and replaced by a new model
in which companies are the only ones to manage and assign investment risks. That is why
company autonomy is preserved and excessive interventionism is avoided, trusting the mar-
ket’s efficiency in resource assignment.

The regulation framework does not show intentions to intervene in the market but, on the con-
trary, to complete it. For this, it creates market introducing qualitative and quantitative meas-
ures. Notable amongst these measures is the opening of the commodity to completing suppli-
ers, with a calendar that gives the status of qualified consumers to those with an annual con-
sumption of more than 15 GWh, at the time when Act 54/1997 came into force. Later on, such

2" In this sense, MUNOZ MACHADO, S. states that the Protocol is a current manifestation by which economic

parties involved in regulated markets clearly intervene in the drafting of applicable regulation, thus excluding
state control over traditional public services. These services were arranged on the basis of a specific regula-
tion created unilaterally by the state. See “Servicio publico y mercado. El sistema eléctrico”, Civitas, 1998, p.
124.

This is one example of what German doctrine calls cooperative state or cooperative action, in which hierar-
chical law ceases to be the keystone in favour of an agreed law, which includes an informative action before-
hand aiming to create an agreement on regulation. See HERNANDEZ, J.C., “Regulacion y competencia en el
sector eléctrico. Evolucién, regulacion actual y perspectivas de futuro”, Thomson Aranzadi, 2005, p. 76. This
author echoes the work by SCHMIDT-ASSAMANN, E., “La teoria general del Derecho Administrativo co-
mo sistema”, BARNES VAZQUEZ, J., et all, (Spanish translation) Co-edition Inap-Marcial Pons, 2003, p.
38.
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consumption was reduced to 9 GWh after the 1st of January, 2000, to 5 GWh after the 1st of
January, 2002 and to 1 GWh after the 1* of January, 2004. After the year 2007 every con-
sumer would be considered a qualified consumer. This calendar was modified twice, the last
time by Royal Decree-Act 6/2000, which established that from the 1st of January of 2003
every consumer would be considered as a qualified consumer, completely freeing the supply
to households in retail market.

Amongst the qualitative measures implemented to broaden the market, it has to be high-
lighted, firstly, the diversification between the different activities involved in electricity sup-
ply, in order to liberalize those that due to their technical and economic characteristic could be
performed under competition rules, namely generation and sale to consumers; other services
such as facilities operation and non-singularized services that are regulated (building and
maintenance of networks, transport and distribution); and, finally, activities common to the
entire system which cannot be duplicated and are also regulated (technical and economic op-
eration of the system).

The aforementioned division of activities implies a new company structure within Spanish
electricity market since Act 54/1997 imposes three different formal distinctions:

- Legal separation of regulated and competitive activities, though such activities may be
performed by the same group of companies, provided that they are performed by different
companies within the group.

- Shareholding separation regarding the bodies that are involved in the market and in the
system, forbidding companies’ direct or indirect stake in other companies’ share capital
and limiting companies’ and state’s direct or indirect stake.

- Separate accounting procedures for different activities within the market.

Company structure within Spanish electricity market is determined by the aforementioned
formal divisions and by the principle of free enterprise. Thus, the operator of every activity,
even of regulated activities, is a private company.

Company structure within Spanish electricity market is also determined by the different stages
in the electricity market. Regarding this matter, private companies’ performance in accor-
dance with the principle of free competition is possible during some stages, whereas during
others, the natural monopoly of the activity cannot be changed or remains without changes
due to the lack of viability of opening it to competition.

Consequently, energy generation (liberalized activity) corresponds mainly to four companies
that represent a 65% of Spanish energy production. These companies are: Endesa, Iberdrola,
Union Fenosa, and Hidroeléctrica del Cantabrico. In accordance with Act 54/1997, building,
use, substantial modification and closure of each generation facility are subjected to a regime
of administrative authorization. Moreover, such authorization has a regulated character, thus
reducing the state’s discretionary power in determining which companies can enter and com-
pete in electricity generation. As a consequence, the new regulatory framework chose authori-
zation over bidding as the appropriate mechanism for the opening of competition in electricity
generation.

Electricity retailing also follows a free competition scheme. The leading companies are verti-
cally organized within generation companies. The four leading generation companies (lIber-
drola, Endesa, Union Fenosa and Gas Natural Electricidad) represent more than 80% of elec-
tricity retailing. Despite the retailing competition opening and the new calendar to cover all
consumers—including households in the group of qualified consumers— very few changes
have been introduced in the suppliers, due to the existing duopoly in Spain —in this duopoly
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system, two operators, namely Iberdrola and Endesa, control more than an 60 % of the mar-

ket— and due to the fact that consumers are highly satisfied with the service provided by sup-
: 29

pliers®.

Transport of electricity through transmission networks is a regulated activity, although this
activity is not performed by the state but by a private company: REE. Since it is a limited
company, any natural or legal person has the right to purchase shares. Nonetheless, the inde-
pendent regulatory authority Comisién Nacional de la Energia (CNE) has tried to minimize
purchases by electricity companies, limiting that purchase to a range of 1% to 3%. The state
had 25 % of its capital; this figure would later be reduced to 19 %; it continued selling shares
and now controls 10 %. REE has the obligation of guaranteeing the electricity system’s conti-
nuity and security. It also coordinates energy generation and energy transport, so that electri-
cal current satisfies technical requirements and the principle of free competition. The REE
also has the right to authorize TPA and such access cannot be denied unless the applicant is
unable to meet the standards to satisfy security, regularity or quality of supplies. In short, REE
is actually a private company in charge of performing public tasks®.

Transport through distribution networks is not a liberalized activity and the company structure
involved in it is constituted by the existing natural monopolies in each region of Spain. Basi-
cally, Endesa, Iberdrola, Union FENOSA and Hidrocantdbrico are the four main companies
involved in electricity distribution, since they represent almost an 80% of that distribution.
Distribution companies in Spain also retail electricity to consumers, however, they purchase
electricity at market prices from the pool, and sell to consumer at the price settled by the tar-
iff, which is approved by the Government.

In this brief description of company structure within the Spanish electricity market, we should
include the market operator: OMEL S.A. This firm is a private capital company granted by
Royal Decree 2.019/1997 with the functions of operator of the electricity market. More spe-
cifically, OMEL must match the generation of energy and the demand of consumers who buy
from the pool of generation for each period and time of the day. Since supply and demand
have to be matched by OMEL, this company sets the final price of electricity and settles pay-
ments to companies. Consequently, even though this is a regulated activity, the market opera-
tor must follow exclusively competition rules. Thus, if OMEL discovers that any undertaking
behaves in a way that ignores such rules, it has the obligation of informing the CNE so that
the latter may make the necessary inquiries. Although the price of energy which is purchased
in the pool is a market price, consumers have the possibility of buying energy either from the
retailer or from the distribution company at market prices and at the price settled by the Gov-
ernment in the regulated tariff. This is annually approved and revised.

The regulation framework for Spanish electricity market meets the minimum requirements
established by the interior market of electricity energy in terms of separating activities; regu-
lated administrative authorization to perform generation activities; TPA to the network, only
limited for technical reasons; and formal legal division of the transport-system operators and
market operators with respect to energy-supply companies, and public service obligations.

» See HERNANDEZ, J.C., “Regulacién y competencia en el sector eléctrico. Evolucion, regulacion actual y

perspectivas de futuro”, p. 191.

This is just one more example of a control different from that performed by the state. This makes it necessary
to take into consideration many questions about public responsibilities involved in the tasks performed by
REE, or about challenge mechanisms over its performance. In other words, if the state has the duty to guaran-
tee supply, and such duty is delegated to the REE, we may wonder whether the state has the obligation to as-
sume that duty of supervision, in terms of liability, in the event that the REE does not perform its obligation.
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In this sense, the most significant aspect is that Act 54/1997 excludes one of the most charac-
teristic elements: the qualification of energy supply as a public service. This exclusion affects
only the subjective concept of public service, by which the state renounces its managerial
rights, whether direct or indirect, over any activity of generation, transport, distribution, or
retailing, and gives up its majority representation in companies constituted under commercial
law, such us Endesa or REE. State management over private activities is no longer valid, al-
though the qualification of these activities as “essential activities” is accepted. Such a title jus-
tifies public intervention (not in managerial aspects) in those activities that provide goods or
services to citizens and that should be accessible to every citizen, given its vital or basic char-
acteristics for exercising fundamental rights and the consequent development of a dignified
standard of living, in accordance with space-time development activities or social progress”>'.

The qualification of electricity services as essential services, as opposed to the qualification of
services of general interest that appeared in Act 54/1997, was suggested by the advisory body
Consejo de Estado. Such a suggestion was probably motivated by the fact that the Spanish
Constitution itself refers to essential services, whereas the qualification of “services of general
interest” does not appear in Spanish law. Nonetheless, there is a close resemblance between
these two categories when examining their objective and operational features: both derive
from the imposition of obligations on the entities involved in public service or universal ser-
vice.

The first consequence of the declaration of electricity supply activities as an essential service
is to guarantee supply to every consumer within the national territory (Article 2.2 Act
54/1997). Thus electricity supply is a universal service, which requires certain obligations to
imposed on every company involved in electricity distribution and retailing (Article 45.1).
Such companies must fulfil their task in complying with the principle of equality. Regarding
generators (Article 26.2), they must produce electricity within the terms set forth by adminis-
trative authorization. Obligations for operation (Article 34) and transport (Article 37.1) are
also well defined. In the event of real risk concerning supply, state intervention is also al-
lowed.

Service continuity and quality are also obligations of a public service. Such obligations are
imposed on every operator involved in the market (generation, system operation, transport,
and retailing). Regarding supply security, Article 25.1 allows Government’s intervention
through an array of procedures that are compatible with the free-market competition in gen-
eration so as to ensure the operation of the units generating electrical power using domesti-
cally produced primary energy fuel up to a limit of 15% of the total primary energy needed to
generate the electricity required by the domestic market.

Finally, environmental protection justifies the obligation of incorporating into the system any
surplus energy produced in special regimes (non-consumable renewable energies) or by self-
generators. However, the obligation to inform the consumer whether or not the energy she is
consuming is renewable has not been yet transposed into Spanish Law.

3 See MARTINEZ LOPEZ-MUNIZ, J.L.., En torno a la nueva regulacion de los servicios esenciales econ6-

micos en red (A proposito de la nueva Ley General de Telecomunicaciones y su sistema conceptual), inclu-
ded in “Derecho Administrativo en el Umbral del Siglo XXI. Homenaje al Profesor Dr. D. Ramén Martin
Mateo”, Volume IlI, Tirant Lo Blanch, Valencia 2000, p. 2799.
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4 Incipient evaluation of Directive 2003/54 transposition

If we compare the contents of internal electricity market Directives and Spanish regulation in
electricity issues, we find harmony between the organization model for European electricity
interior market and the Spanish electricity market. Such harmony does not seem to be a con-
sequence of transposing directives, but rather of adapting the Commission’s regulatory activ-
ity to the existing situation in member states. In this sense, we underline that the existing
situation in Spain is not determined solely by the state but also by the electricity market. In
fact, in Spain, decisions regarding the electricity market were traditionally made by agreement
between the state and the regulated companies, i.e. electricity companies grouped in the asso-
ciation UNESA®¥. Such collaboration contrasts with the influence of the Florence Forum on
the presentation of proposals for the Commission: in Regulation 1228/2003, regarding condi-
tions governing access to the network in cross-border electricity exchange, the Commission
seeks to prevent the implementation of the Florence Forum agreements, considering them an
obstacle for the internal electricity market.

Even though it is still too soon to evaluate the implementation of Directive 2003/54 by mem-
ber states, the Commission has already published a “Report on progress in creating the inter-
nal gas and electricity market” (Communication to the Council and the European Parliament,
SEC (2005) 1448), where it encourages member states to pursue the directive’s spirit and not
simply follow its text®. The Commission considers that, generally, member states have
adopted a minimalist approach to implementing the directive. Nonetheless, some states have
gone further than the directive. For example, Denmark, Finland, Italy, Holland, Spain, Swe-
den, the United Kingdom, Norway, Lithuania, the Czech Republic, Hungary, and Slovenia
have adopted the division of transmission-network ownership, and some states have opted for
the creation of a wholesale market in the region, such as Nordpool. However, in Spain, further
works have to be done in relation to the legal and function separation between distribution
networks and retailing activities, since companies in charge of the distribution also sell elec-
tricity to final consumers. In its report, the Commission insists on the need to integrate elec-
tricity markets. To attain this, it is necessary to improve interconnection capacity, encourage
price convergence, and exclude discriminatory practices such as the one reported by the
EuroSQean Court of Justice in its case C-17/03 (Vereniging voor Energie, Milieu en Water
ea.)”.

However, if cross-border competition is scarce, domestic competition also is, due to industry
concentration, to the vertical organization of production and supply activities, and cross-
border mergers of energy companies. This is the case in Spain, where the Government’s pol-
icy is to create leading national companies that may be able to compete with front-running
European companies, with the subsequent loss of domestic competition. In this sense, Spanish
Government has removed the obstacles presented by the Spanish electricity market regulator
CNE and by the competition regulatory authority (CNMV) regarding the merger of Gas Natu-

% UNESA’s collaboration includes a market operator, system operator and the independent authority on regula-

tion.

Asking Member States to go further than the Directive’s letter can be understood only if we take into account
that Directive 2003/54 includes the existing situation in member states and represents a challenge for only
some of them.

Regarding this matter, the ECJ considered that a system that gives priority to existing contracts over other
requests for interconnection capacity is not compatible with the principle of non-discrimination. For this rea-
son, national regulators and transmission-system operators should re-examine the practice of capacity reser-
vation for electricity.

33

34

Newgov - 08 - D1 - The Internal Market and the Spanish Electricity Market ENGLISH.doc 16



NEWGOV — New Modes of Governance Project 8: European Public Services Regulation

ral (the gas company that holds a monopoly on gas distribution in Spain) and Endesa (one of
the companies that holds the electricity duopoly in Spain) in September 2005, since the result
would be a “leading national company” that would limit competition both in electricity-
energy and in gas-energy markets. This intense intervention in a (supposedly) free market
clearly contradicts the position defended by the Commission’s president, the competitiveness
Commissary, and the internal market Commissary, who have stated their preference for “lead-
ing European companies”, provided that the performance of these companies complies with
the rules of competition.

This clash of positions clearly manifested itself when a German company, E-on, made a better
offer than the one made by Gas Natural to purchase Endesa (February 2006). The result of the
merger between the Spanish company and the German company would be the first European
energy group (and the fifth in the world) and it would improve competition within the internal
energy market and cross-border exchanges. The regulatory obstacles set by the Spanish Gov-
ernment to prevent the German company from entering Spanish energy market are against EU
law, as the Commission has already stated®®. Such behaviour also seems to overlook that
within a free market, intervention is not supposed to be aimed at protecting a national market
over a foreign market, but rather is meant to encourage the market’s correct performance. In
short, the spirit of Directive 2003/54 is not easily executed when member states refuse to re-
linquish their control over strategic markets, such as the electricity market.

There is at least one objective that, according to the Commission is being achieved in every
member state: the obligations of public service. Customer satisfaction is, in general terms,
quite good and claims that opening to competition would end the universal feature of the ser-
vice have been proved wrong. Derogation of internal electricity market rules and competition
based on the guarantee of electricity supply present more problems. Thus, member states such
as Spain are using this intervention title with protectionist aims, far from the “European lead-
ing companies” policy that the European Commission defended, and which motivated the
European Union Council on the 23rd and 24th of March in 2006. In this sense, the presi-
dency’s conclusions on European energy policy stated the goal of improving supply security
through: dialogue between the EU and its member states; diversification of energy sources;
and a common position in the event of an energy crisis. To achieve this goal, the Commis-
sion’s role is reinforced. It must, among other things, develop an Interconnection Plan, pro-
mote building facilities that may contribute to supply diversification, and integrate regional
markets within the EU internal market, while respecting the crucial role of companies in-
volved in electricity-supply activities. The process of strengthening the Commission’s posi-
tion and bolstering the role of the internal electricity market underscores the need of a Euro-
pean Energy Policy and not simply of an energy policy for Europe.

% The Commissary for Interior Market, Charlie McCreewy, would direct two proceedings against Spain due to
its obstructionist attitude against the entrance of a German company (E-on) in the national energy market;
also the Competitiveness Commissary, Neelie Kroes, approved the takeover bid from the German company,
so that Spain will not be able to create new obstacles to block that merger.

Newgov - 08 - D1 - The Internal Market and the Spanish Electricity Market ENGLISH.doc 17



	1  Liberalisation of the electricity market from Europe to the internal energy market 
	1.1 First Step to the Internal Market: Directive 96/92 
	1.2 New impetus for the internal electricity market: Directive 2003/54 
	2 Regulation of the Electricity sector in Spain 
	2.1 Liberalisation of the electricity sector in Spain 
	2.2 Electricity market regulation in Spain: from a public service to a model of regulated competition 
	2.2.1 Electricity market regulation in a free market context  
	2.2.2 Regulation after the Second World War 
	2.2.3 Regulation changes: towards liberalized market 


	3 A model for regulated competition 
	4 Incipient evaluation of Directive 2003/54 transposition 


