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1 FOREWORD

This report is issued in the context of the formal request made by the European
Commission to the European Regulators Group for Electricity and Gas (ERGEG). The
electricity and gas 2003 Directives® require of the European Commission the drafting of a
series of follow-up reports on both sectors. These Directives also impose requirements on
the regulatory authorities relating to the issuance of a report to the European Commission

on certain areas of the electricity and gas markets.

For this reason, since the end of 2005 representatives of the European Commission and
ERGEG have been working on the structure of this report, which includes all the report
requirements contemplated in the above-mentioned Directives. This report presents the

agreed structured by the European Commission and European Regulators for this year.

2008 was another important year for the electricity and gas sectors in Spain and, in
particular, for retail markets. On 1 July 2008, end-user regulated gas tariffs were removed
and a Last Resort Tariff (LRT) entered into force just for those consumers under 4 bar
pressure and with less than 3 GWh/year consumption. This important step was completed
recently (on 1 July 2009) when the end-user regulated electricity prices also disappeared.
After more than 6 years in which Spanish consumers could choose between being
supplied by distribution companies (through end-user regulated prices) or by retailers
under free market conditions, distributor companies cannot retail electricity and gas to their
clients anymore and a list of last resort suppliers is available for a 4 year term.

Hence, since July 2009, just residential consumers, below or equal to 10 kW for electricity
and below 4 bar and below 50.000 kWh / year for gas, are allowed to stay under the LRT
scheme. In this new context, s peci al provisions on vulnerahbl
have been established and a new body, the Office for Switching Supplier has been created

to oversee switching procedures (for both gas & electricity)

In 2008, the Spanish Council of Ministers approved thenew fA Pl an f or t he

Gas Sectors for 2008-20164 which covers the strategic lines of the Government's energy

! 2003/54/EC and 2003/55/EC
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policy. In particular, this 2008-2016 planning relates to the required gas and electricity
transmission networks aiming to guaranty the security and quality of energy supply in the
medium and long term, enabling economic growth, preserving overall competitiveness and

protection of the environment.

Related to interconnections, CNE welcomes the long-awaited agreement between France
and Spain to build a new electricity interconnection through the Pyrenees. However, CNE
highlights the need of more physical interconnection for the SW region towards the 10%
goal established by European Council in 2002. In MIBEL, work is on track aiming to reach
3.000 MW of interconnection capacity between Spain and Portugal in 2014.

The CNE is promoting regional integration through better CB regulation in its leading role
of the South-West (SW) electricity and South (S) gas regions; 2008 has been also a
relevant year in this regard. Related to the SW electricity region, and among other
concrete achievements, a new version of the rules for the management of the French-
Spanish interconnections is currently in place thanks to the work by the region in 2008.
Furthermore, the transparency report for this region was presented to the EC at the 3rd
High Level Group meeting on 30 September 2008. The SW PXs (OMEL and EPEXSPOT)
have agreed to implement day-ahead price coupling between MIBEL and Central West
Europe and CNE-CRE-ERSE have expressed their support to the project. The
implementation is expected after the ATC-based market coupling is launched in CWE
(foreseen in March 2010).

With regard to the South gas region, an Open Subscription Period (OSP) was successfully
launched in 2008 for the allocation of existing and committed capacity at Larrau. As
expected, the OSP resulted in a demand that largely exceeded the offered capacity and
long-term and short-term capacities were entirely allocated. As a consequence of this
capacity allocation process, the number of shippers at the interconnection point of Larrau
has increased from 4 to 13 since April 2009. In this framework, an Open Season is being

developed for future capacities

In 2008, new powers have been given to CNE aiming to guarantee the absence of

discrimination, authentic competition and an efficient market functioning. However, CNE
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highlights that decisions taken by regulators in relation to their core duties should not be
subject to review by the National Ministries as it is the case of CNE.

In this context, CNE welcomes the agreement between the European Parliament and
Counci |l on the AThird Packageo and call s on
on all agreed measures, particularly t hose ai ming to empower NR

independency.
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2 MAIN DEVELOPMENTS IN THE GAS AND ELECTRICITY MARKETS

2.1. New competences of the Spanish National Energy Commission

(CNE).
A detailed presentation of CNEOGOsSs competenc:e
national report by CNE. In 2008, new powers have been given to CNE aiming to guarantee

the absence of discrimination, authentic competition and an efficient market functioning.

The Royal Decree 222/2008 (dated 15™ February) which determines the remuneration of
electricity distribution establishes that the CNE will propose some quality coefficient and
losses prices to the General Secretary for Energy. Also concerning distribution networks,
Royal Decree 222/2008 disposes that CNE has to prepare a network reference model, has
to propose the Operating Procedures for these networks and has to make, as well, a
proposal for the annual remuneration for the distribution companies according to the new

rules that this Royal Decree establishes.

According to Royal Decree 324/2008 (dated 29" February) which regulates (6" and 7™)
auctions of primary energy emissions, the CNE is responsible for overseeing the
procedure for the auctions to ensure competition and transparency, and reports to the
General Secretary for Energy about possible improvements. Moreover, the CNE is entitled
to propose the suspension of the auction to the General Secretary for Energy and
establish coordination mechanisms together with the Spanish Securities Market
Commission (CNMV).

The Royal Decree 325/2008 (dated 29™ February) which set up the new transmission
remuneration for electricity transmission facilities coming into operation from 1% January
2008 onwards determines that the CNE will submit to the General Secretary for Energy a
revision proposal of unit costs used to calculate the investment costs and the operation

and maintenance costs of transmission facilities.

Similarly, the Royal Decree 326/2008 (dated 29" February) which set up the new

transmission remuneration for gas transmission facilities coming into operation from 1%
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January 2008 onwards determines that the CNE will draft a revision proposal of

investment and the operation and maintenance standards of transmission facilities.

Under Order ITC/1659/2009 (22" June), with regard to the electricity sector, and Order
ITC/863/2009 (2™ April), regarding to natural gas sector, CNE is entitled to oversee the
auctions to calculate the estimated cost for the last resort tariff.

In the context of sustainability, the CNE was already competent to approve the calculation
method for the contribution of each primary energy source to the electricity supplies and its
corresponding environment impact, as well as the standards for invoices issued by
distributors and suppliers. However, the Ministerial Order 1522/2007 is the new regulatory
framework for the Guarantees of Origin (GoO) for electricity produced from renewable
sources and has set up CNE as the competent body to issue GoO. In this regard, the CNE
issued the Circular 1/2008 on information to consumers on the origin (source) of electricity

consumed and its environmental impact.

Furthermore, the Royal Decree 1578/2008 (dated 26" September) which set up the
production remuneration of electricity coming from photovoltaic technology facilities
coming into operation after the time limit established for remuneration by Royal Decree

661/2007 entitles the CNE to inspect photovoltaic technology facilities.

Moreover, Order ITC/694/2008 (dated 7" March) which regulates the financing of ex-ante
deficit auctions endowed the CNE with competencies regarding auctions procedures and

credit transfers.

About consumer protection, Order ITC/1857/2008 (dated 26™ June) creates the Spanish
social tariff, for domestic consumption under 3 kW, and entitles the CNE to analyze all
consumer sd Rowlg Decrea-Leaw 6/2009 (dated 30" April) and Order
ITC/1723/2009 (dated 26" June) have created and ruled another social measure to protect
vulnerable consumers (theso-c al | e d @ b @ddesseddopensidnéry, large families
and unemployed people, to guarantee reasonable conditions for those groups despite the
suppression of the electricity general tariffs; CNE is also entitled to supervise the

compliance with the regulation about this #fAb
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Also related to the suppression of the gas and electricity general tariffs, occurred in 2008
and 2009, respectively, the Royal Decree 1011/2009 (dated 19™ June) disposes that CNE
has to oversee the changes of suppliers and the activity of the Office for Switching
Supplier, and has to resolve the disputes between distribution companies and retailing
companies about the information that must be furnished.

On the other hand, Order ITC/2877/2008 (9™ October) which establishes a mechanism of
bio-fuel promotion entitles the CNE to certify the fulfillment of the mandatory biofuels
blending requirements in an aim to meet its target of 6 percent biofuel use in transport by
2010.

Finally, according to the judgment of the European Court of Justice of 17 July 2008 it was
declared that by adopting the first indent of the second paragraph of the single article of
the fourteenth function of the National Energy Commission provided for in Supplementary
Provision No 11, part 3, point 1 of Law 34/1998 of 7 October 1998 on the hydrocarbon
sector, as amended by Royal Decree-Law 4/2006 of 24 February 2006, in order to make
the acquisition of certain shareholdings in undertakings which carry on certain regulated
activities in the energy sector and the acquisition of the assets necessary to carry on such
activities subject to the prior approval of the National Energy Commission, the Kingdom of
Spain has failed to fulfill its obligations under Articles 43 EC and 56 EC.

2.2 Main developments in the Electricity & Gas Markets

2.2.1 Electricity markets in 2008

Wholesale market

Market concentration has decreased since a significant part of plants recently
commissioned are promoted by new entrants. Market integration within MIBEL progresses,
although congestion in the Iberian interconnection appears often (market split in 2008 for
aprox. 75% of hours) and the harmonization of a number of relevant regulatory issues is
still under way. The still limited interconnection capacity with France hampers deeper
market integration with the rest of Europe (see nevertheless progress in infrastructure
beneath).
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The energy traded for the entire energy production market, including bilateral contracts, in
the Spanish electricity market, rose to 345.583 GWh in 2008, up 5,7% on the previous
year. Average monthly day-ahead prices ranged from56,1 8 t o /M®h.03 U

Retail market

Related to industrial consumers, a massive switch from tariff-based market to the
liberalised based scheme happened in 2008 due to the phasing out of end-user tariffs. On
the contrary, the number of households in the liberalised market decreased slightly in 2008
(92,89% of the customers, mostly residential, remained in the tariff-based system). In total
terms, the number of customers in the liberalised market is around 1.817.953, (2,8%

increase in 2008).

Five companies cover almost the whole retailing market and all external (or foreign-

controlled) supplier companies6 mar ket share

In terms of energy, about 43% of the liberalised electricity market have changed supplier
since the beginning of liberalization, and in terms of number of clients, nearly 22% of
clients in the liberalised market have changed supplier since the opening of the domestic
market in 2003.

Infrastructure

The June agreement between France and Spain on a new electricity interconnection,
thanks to the mediation of the European Coordinator Prof. M. Monti, was the major step in
2008 in the context of interconnections reinforcement. A joint-venture between RTE & REE
is now a reality and work is on track aiming to have the new DC cable in operation in 2014.

Although this project is a good step in the right direction, CNE calls on all European
institutions to continue promoting more physical interconnection among member States
aiming to achieve the (still far in some borders) 10% target set up by the European

Council.
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Related to MIBEL, the interconnection capacity between Spain and Portugal has increased
significantly in the last years. Besides, new developments will take place in the coming
years aiming to achieve 3.000 MW in 2014.

Key requlatory issues

On 1 July 2009, end-user regulated electricity prices disappeared in Spain after more than
6 years in which Spanish consumers could choose between being supplied by distribution
companies (through end-user regulated prices) or by retailers under free market
conditions. According to the new regulation (Royal Decree 485/2009), a last resort tariff
(LRT) remains for residential customers (below or equal to 10 kW). In this new context, the
LRT is set up according to the following principles: a single tariff for the whole country, cost
reflective (through auctions) and additive structure. As a consequence, distributors
companies cannot retail electricity to their clients anymore and a list of last resort suppliers
has been published for a 4 year term.

Furthermore, special provisions on vul ner abl e consumers (fAsoci
established and a new body, the Office for Switching Supplier ( @ficina de Cambio de
Suministrador - O C S U Mg been created to oversee the switching procedures both for

gas and electricity.

A relevant issue in the Spanish market during the first quarter of 2009 is also the
acquisition of Union Fenosa by Gas Natural. In 2008-2009 Gas Natural has completed the
acquisition of Unidn Fenosa after following the required approval procedure. In late April
2009, the Boards of the two companies approved the project for the takeover merger (see

electricity part 3.2.3, paragraphs referring to this acquisition).

Security of Supply

Slow down of economic activity was reflected by demand growth, positive for 2008, but
already showing a decrease in the third quarter; security margin has widened as a direct
consequence. Coal and hydro give definitely place to gas (CCGT) and wind respectively,
as main generation mix drivers. Incentives to build capacity will be fostered considering the
CNE proposal to finance capacity payment approved on 3 April 2008 and dully submitted
to the Ministry of Industry.
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Moreover, the approval of the Plan for the electricity and gas sectors for 2008-2016 by the

Spani sh Council of Ministers, which encl ose

policy, will contribute to ensure secure supply in a sustainable manner.

2.2.2 Gas markets in 2008

Wholesale market

Total demand for natural gas in Spain reached 451 TWh in 2008, which means an
increase of 10% over the previous year. As in previous years, in 2008, the growth of gas
demand was driven by combined cycle power plants. The imports basket of the Spanish
gas system has been diversified in 2008, with Algeria standing out with a share of 36%,
Nigeria (20%), the Gulf Countries (14%), Egypt (12%) and Trinidad and Tobago (11%).

While 72,2% of natural gas reached the national grid through LNG ships, the remaining
27,8% came via gas pipelines. The shipments unloaded from LNG ships continued at high

levels and keep Spain among the most important LNG destinations in the world.

Most of energy in the Spanish market is negotiated in bilateral OTC trading, which is run
over an electronic trading platform developed by ENAGAS (so-c a | | e-AT R)dith more
than 20 active traders. At the moment, gas is actively traded in Spain across eight
balancing points: the six LNG terminals; the virtual balancing point and the virtual storage
point. The trend for negotiated energy in the Spanish OTC gas market over MS-ATR has
continued on growing. In 2008, 10.465 transactions were registered over MS-ATR. The
volume of energy traded over the counter amounted to 566.226 GWh, which represents

126% of total gas consumption. The main gas trading point is Huelva LNG terminal.

The number of customers in 2008 surpassed 6,9 millions in Spain, with around 193.192

new customers.

Retail market
Currently, there are 20 active retailing companies in the gas market and new entrants have

nearly 50% market share, so that there is a strong competence. In 2008 several trading
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companies like Sonatrach (Algeria), E-On (Germany) and Galp (Portugal) started selling
gas to final clients in Spain.

In terms of energy, about 90 % of the total gas market have changed supplier since the
beginning of liberalization, and in terms of number of clients, nearly 45% of clients have
changed supplier since the opening of the domestic market in 2003 (3.125.000 switching).

In the residential market there are 5 active suppliers. The switching rate in 2008 was the

highest of the previous years: 427.293 clients switched their supplier in 2008.

The procedure for customer switching is regulated under Royal Decree 1434/2002 of 27
December with a maximum delay to switch of 15 days. In order to make easier the
switching, an Office for Switching Supplier ( @Gificina de Cambio de Suministrador i
OCSUMO has been established.

Infrastructures

Six LNG terminals are operative in the Spanish gas system and a new LNG terminal in
Gijon (Asturias) is foreseen.

Spain has several international gas pipeline connections to Algeria through Morocco, to

Portugal through Tuy and Campo Maior, and to France through Larrau and Iran.

While LNG terminals represents 49 bcm of entry capacity, the connection from Algeria
trough Morocco represents 12bcm and the connection with France at Larrau 2,5 bcm.
Regarding to available capacity in the Spanish gas system, while there is available
capacity in all regasification plants, interconnection capacity to France is extremely scarce.

A new connection with Algeria, MEDGAZ, is planned for 2009. MEDGAZ is a strategic
project for Algeria and Spain. Natural gas will be supplied directly from Algeria, without
requiring transit through third countries, which will considerably enhance security of

supply. The initial capacity would be 8 bcm.
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Related to underground storage, Serrablo and Gaviota are the only subterranean storages
currently under operation. Two new projects, Yela and Castor, will be incorporated to the

Spanish gas system in the next years.

As regards interconnection capacity, in order to resolve the congestion at the international
interconnection with France, it should be mentioned the work carried on in the framework
of the South Gas Regional Initiative (S-GRI) through Open Subscription Periods (OSP)
and Open Season procedures (OS) at the FR- SP border.

- Open Subscription Procedure (OSP)
The OSP procedure was the allocation process, among requesting shippers, of the
available existing capacity or under construction between France and Spain in a

coordinated way.

OSP results denoted that the total demand largely exceeded the offered capacity. As a
consequence of this allocation of capacity, the number of shippers at the interconnection

point of Larrau has increased from 4 to 13 in April 2009.

- Open Season procedure (OS)
The Open Season procedure emerges from the need for increasing interconnection

capacity between France and Spain, and it is being developed in 2009.

Key requlatory issues

On 1 July 2008, regulated end-user gas tariffs were removed and a LRT (as a maximum
price last resort suppliers are allowed to charge small consumers) entered into force. In
particular, consumers connected to gas pipelines with a pressure under 4 bar and with
annual consumption under 3 GWh, could apply for this tariff (about 14% of the market).
July 1% 2009 has led to a more restrictive threshold (below 4 bar & below 50.000
kWh/year) for staying under the LRT regime.

As presented before (for electricity), the OCSUM also oversees switching procedures in

gas.
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Security of supply

Enagas manages the two underground stores in Spain: those at Serrablo and Gaviota,
both old natural gas fields which have been depleted. There are currently many others
underground storages which are in project as Marismas, Poseiddn, Gaviota, Yela, Castor,

Barreras, Ruedo and Reus (see point 5.2).

In 2008, 98,4% of the gas marketed in Spain came from imports from the already
mentioned 9 countries, with Algeria standing out for another year with a share of 31%.
Nigeria (21%), the Gulf Countries (13%), Egypt (11%) and Trinidad and Tobago (12% of
the imports of the Spanish gas system) complete the group of the most important countries

in the supply structure.

The mentioned MEDGAZ project between Algeria and Spain, as well as the coordinated

OSP and OS with France (see open season in point 4.1.1) will considerably enhance SoS.

2.3 The new context after the Third Package

The CNE welcomes the final appr ov arts allonew t he
provisions towards more efficient unbundling for network operators, more transparency
and new measures for customer protection. In particular, the Spanish National Energy
Commission also welcomes all new requirements aiming to reinforce the independency
and powers of national regulatory authorities (NRAs) as well as the new regulation on the

Agency for the Cooperation of Energy Regulators (ACER).

Relatedto NRAs &6 power s, CNE highlight s tinhreationtbe c i s
their core duties should not be subject to review by the National Ministries as it is the case
of CNE.

These iic ofordlRAsshHouldeirclode:

- Duties in relation to tariffs for access to T & D distribution networks.

- Duties in relation to unbundling; ensuring that there are no cross-subsidies between

network (regulated) and free-market (non-regulated) activities.
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- Duties in relation to the general oversight of energy companies, ensuring compliance
of transmission and distribution system operators, system owners and natural
gas/electricity undertakings with their obligations under the Directive and other relevant

Community legislation, including as regards cross-border issues.

- Duties in relation to consumer protection.

On the other hand, the Third Package will empower NRAs with the ability to impose
effective, proportionate and dissuasive penalties on natural gas/electricity undertakings not
complying with their obligations under this Directive or any relevant legally binding
decisions of the regulatory authority or of the Agency, or to propose a competent Court to
impose such a penalty. CNE considers that penalties have to be imposed by the regulatory

authority directly.

Another important step by the Third Package will be ACER as an effective means to deal
with CB issues at EU level. The current ERGEG has delivered good cooperation among
regulators as well as a better understating of common problems and challenges. However,
many regulatory problems remain unsolved at different borders and more regulatory but
binding solutions are needed at European level. In this framework, the role of ACER will be
crucial but CNE also foresees an important role for the current regional structures and their
complementary role towards a better management and use of existing and future

interconnections.

The new Electricity and Gas Directives call on Member States as well as on the regulatory
authorities to cooperate among themselves for the purpose of integrating their national
markets at one or more regional levels, as a first step towards a fully liberalised internal
market. Promoting regional integration in SW Europe is a priority for the Spanish National
Energy Commission who is the Lead Regulator for the South-West Electricity and South
Gas ERGEG regions.

In the context of the ERGEG South-West Electricity Region, CRE, CNE and ERSE drafted

a report on the analysis of the administrative procedures for the changing of the legislation
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in force in each country; one of the main results was the lack of competences of CNE
(compared to CRE and ERSE) and particularly on CB issues.
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3 REGULATION AND PERFORMANCE OF THE ELECTRICITY MARKET
31 Regul atory | ssues [Article 23(1)

3.1.1 Management and Allocation of interconnection capacity and
mechanisms to deal with congestion

In Spain, the relevant congestions appear in the cross-border links while internal
congestions are not structural and they are solved (as network constrains) when needed
by means of specific markets (day-ahead and intraday security markets, managed by the
System Operator).

The rules for capacity allocation have remained the same during 2008 for all Spanish
interconnections; however, for both French and Portuguese borders, new procedures have
been implemented shortbe f or e t his reportdés submissio

A new version of IFE (Interconnection France - Spain) rules has been agreed and come
into force for annual, monthly, daily and intraday Physical Transmission Rights covering
periods from 1% June 2009? onwards. The main improvements achieved in this already
third version of the rules include:

- New compensation scheme in case of capacity reduction before nomination, based
on the market spread, subject to certain capping provisions

- New compensation scheme in case of cancellation of daily auction, also market-
spread based, relating to resale of long term capacities

- Secondary market: introduction of automatic resale of non-nominated capacities at
daily auction, thus applying Use-It-Or-Sell-It principle (versus previously applied
Use-It-Or-Lose-It principle)

- More precise definition of long-term products, with the introduction of both annual
and monthly discontinuous products.

- Physical firmness for daily and intraday capacities is now granted from the very

communication of auction results, instead of from programming authorizations.

% Link to IFE rules v3: http://www.ree.es/ingles/operacion/pdf/IFERules3.pdf ; approved by State Secretariat
for Energyé6s Reso0l2009i on dated May 29
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- Improvement of transparency with new publications: capacity calculation and
allocation details for different timeframes, as well as bid-ask curves for each
auction.

- Clarification of TSOsodliabilities

- Increased financial security on bank guarantees

As for the interconnection with Portugal, during 2008 & and since July 1 20078 the
capacities has been fully implicitly allocated day-ahead by means of a market splitting
mechanism: Portugal and Spain are the two prices areas into which the single electricity
Iberian market (MIBEL) is split if congestion arises. As of July 1% 2009, a medium- and
long-term capacity allocation scheme has been introduced, based on the auction of
financial hedging products. These financial products are export/import contracts for
differences (both forwards and options), valued in accordance with observed hourly day-
ahead market spread between Portuguese and Spanish zones. The first auction was held

on June 29", valid for contracts covering the second semester of 2009.

In the context of relevant information according to Regulation 1228/2003 and Congestion
Management Guidelines, the Spanish TSO has during 2008 even widened the published

information in its website: available at www.esios.ree.es/web-publica/

In the Spanish-French border, in the context of the ERGEG Electricity Regional Initiative,
the involved PXs (OMEL and EPEXSPOT) have agreed to implement day-ahead price

coupling between MIBEL and CWE. The regulators of the SW region expressed their
support to the project. The implementation would happen after the ATC-based market

coupling is launched in CWE (foreseen in March 2010).
No relevant changes this year on computation of transmission capacity. A dedicated

meeting on this topic was attended by TSOs and regulators of the SW region on 19"
February 2009.
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3.1.2 The regulation of the tasks of transmission and distribution
companies

Network Tariffs

Each year the Government approves the access tariffs through the publication in the
Official Spanish Gazette. The tariffs are unique and maximum throughout the entire
Spanish territory. Similarly, pursuant to the Hydrocarbons Act 34/1998, dated October 7™,
the CNE has the function of participating, through proposals or reports, in the process of
drawing up projects on the establishment of tariffs, tolls and the remuneration of regulated

energy activities.

Regarding the review of access tariffs, Royal Decree 485/2009, dated April 3", establishes

that, as long as the tariff deficit exists, access tariffs may be reviewed every six months.
The proposal of review made by CNE takes into account the following principles:

- Additivity: The tariff applied to customers that remain in the regulated market has to
include the access tariffs and the best forecast of the energy costs.

- Sufficiency of revenues in the short i medium term

- Recovery of the regulated activities costs by the access tariff

- Efficient allocation of the access cost among customers

In order to obtain a basis for the reports on the draft electricity tariff Royal Decrees or
Ministerial Orders, which could be sent every three months to the Ministry, or for making
proposals to the Ministry, the CNE requests from different agents in the sector the
necessary information for estimating not on

corresponding each period.

In particular, the requested information is the cost of the transport and distribution facilities
for each company, the facilitiesd character
institutions whose remuneration is chargeable to the tariff, forecast demand in power plant

bars and its coverage from the systembs Oper

22 July 2009 19



CNE

Comisién
Nacional

de Energia

Inorder to calculate the systemds revenue
their forecast billing variables (number of customers, consumptions and capacity) and on
the participation of customers in the deregulated market, broken down by tariffication
group, for both the end of the year in progress and the following year, in which the new
tariffs will be applied. These data are compared with information available to CNE.
Likewise, information is requested on forecast generation under the Special Regime
(renewables and cogeneration), which is compared with the information gathered by the

Commission from other sources.

Network charges

The Royal Decree 1955/2000, dated December 1%, establishes that distributors have to
inform and advise consumers in the regulated market at the time of contracting about the

most suitable tariff and capacity to contract according to their need.

Typical Consumers Annual Consumption Access Tariffs
Power (k
) (Kwh) (0 @
Band DC (2) 3500 (3) 4-9 4,58
Band IB 50 000 50 4,87
Band IE 24 000 000 4 000 0,65

(1) Consumer types according to the new methodology implemented by Eurostat from January, 1st 2008 onwards. Band DC: 2 500 kWh
< Consumption < 5 000 kwWh, Band IB: 20 MWh < Consumption < 500 MWh and Band IE: 20 000 MWh < Consumption < 70 000 MWh.
(2) This is not a representative domestic customer in Spain. Tariff 2.0N/2.0NA is applied.

(3) As per the Eurostat definition 1300 kWh nocturnal consumption.

(4) Without tax.

Table 1. Electricity Access Tariffs for Typical Co n s u me r skWh)c Year 2008

Prices shown in the table above, published in Order ITC/3860/2007, dated December 28",
correspond to year 2008. The access tariffs (network charges) include transport,
distribution and commercial management costs in addition to other levies included in the
access tariff as per Spanish Electric Power Act 54/1997 and Royal Decree 1164/2001.

In particular, the following costs are included: the Market Operator, the CNE, the System
Operator, Extra-peninsular Compensation, the cost of the Nuclear Moratorium, the 2" part
of the nuclear fuel cycle, compensation to distributors included under the 11th Temporary
Provision for interruptibility and purchase of electricity from generating facilities under the

special regime, the special regime equivalent premium, the imbalance in revenues prior to
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2003, the review of the extra-peninsular generation cost from 2001 to 2005, and the
imbalance in revenues of 2005, 2006 and 2007.

On the other hand, transmission and distribution losses from access tariffs, which are

included in the customer generation cost, are not taken into account.

Both transmission and distribution remuneration (and consequently their impact on unique
nationwide access tariffs) are assessed by National Energy Commission; nevertheless
Ministry is tasked with final tariff approval and publication. Also legally defined quality
service parameters are reported to and monitored by CNE, though punitive power relies

either on State or Regional Government.

Transmission

Installations coming into operation before 1998 are globally remunerated by means of a
fund which is yearly updated according to a revenue cap (RPI-X) formula. Installations
coming into operation from 1998 to 2007 are remunerated individually. Its remuneration

can be broken down into three categories:

(i) Investment remuneration.
(ii) Financial remuneration.

(iii) Operating and maintenance costs.

The Royal Decree 325/2008, dated February 29" sets up the new transmission
remuneration for transmission facilities coming into operation from 1% January 2008

onwards:

The annual transmission remuneration acknowledged to the company for a transmission

~

facility Ai 0 in year Ano shall be calcul ated

R, =Cl,, +COM,,
Where:

Cl. =l nvest ment Cost of transmission faci

n
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COM,,=Operation and Maintenance Cost of trar

C:lin = An + RFm

VI, )
vl e

VI, =Investment Value recogniz e d of transmission facild.i

DGPEM (Directorate General for Energy and Mining Politics)

~

VU =Useful Life of transmission facility i

TA = Update Index, with a constant value of 2,5%
m=Number of years passed since the transmission facility came into operation
RFE, =VNI. -TR

~(v )} 1
VNI, :[Vli = (n_l"(\ﬁjj G+TA”

TR = Rate of return of the Government Bonds with a maturity of 10 years

(Obligaciones del Estado) intheyear fi 6 pl us 375 basic point

The unit costs used to calculate VI, will be determined by the Ministry of Industry,

Tourism and Trade. These unit costs will be updated with the following index:
IA=0,4-(IPRI — X)+0,6-(IPC -Y)

The unit costs used to calculate COM,, will be determined by the Ministry of Industry,

Tourism and Trade. These values will be updated with the following index:
IA =015 (IPRI - X) +0,85- (IPC -Y)

Where:

IPRI = Industrial Price Index

IPC =Customer Price Index (RPI)

X =50 basic points

Y =100 basic points

In addition to the aforementioned remuneration, transmission companies receive a bonus
(or penalty) depending on the aggregate availability of facilities, and a remuneration to
reduce the environmental impact of the construction of new transmission facilities. The so-
called availability index is evaluated and audited for each company; this may turn in a
bonus or penalty up to +2% of global income.
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The regulatory period is four years, subject to yearly update. Related congestion revenues

are spent mostly on tariff reduction; once countertrading (TSOG
redispatching) costs incurred in order to give firmness to nominated transactions are
satisfied (this latter use is prioritised). The measured values indicative of the transmission

service quality and its reference limit values as determined by Royal Decree 1955/2000,

are the non-supplied energy (ENS) and the mean Interruption time (TIM, equal to ENS

over average system power) and the grid availability index (ID). Last available data (for

2007) are: ENS, 757 MWh; TIM 1.52 minutes, and ID= 98.09%.

@ Red Eléctrica (*) ® Resto empresas Total

9.000

8.000

7.000

6.000

5.000

4.000

3.000

2.000

1.000

IIFsN YT Ir™'mIMm™

A

AU U g g g i
Figure 2. Energy Not Supplied (MWh). Years 1987-2007.
Distribution
Remuneration of the distr i buti on activity is no | onger gl

on the development of a methodology for establishing the individual remuneration of each
distribution company has been reflected in Royal Decree 222/2008 (published in February
2008). This methodology is based on an analysis of the regulatory information to be
requested from distributor companies and the development of a reference network model.
For this purpose, CNE has developed a complete monitoring system for real electrical
distribution activity, which allows the regulator to reduce information asymmetry with
respect to DNOs (regulatory accounts, reference network model, etc) and also to prepare

a complete Remunerating Procedure proposal for the activity which permits to consider
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eachfi r m6s c¢ har a cdngraintss Tthe regalataynpdriod is four years (subject to

yearly update).

® FRed Eléctrica (*) Resto empresas Total

40
35
30
25
20
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5
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Figure 3. Mean Interruption Time (minutes). Years 1987-2007

2003 | 2004 | 2005 | 2006 | 2007 2008
nomn-
Aﬂtémegﬁfmgﬁ Total | Total | Total | Total | Total "’CE’"' shedule

d | Total

ANDALUCIA 409 | 460 | 325 | 239 | 239 | 008 | 292 | 300
ARAGON 3,00 2m 1,51 1,32 1,46 0,22 1,45 1,67
ASTURIAS 139 | 145 | ovar | ovae | 123 | oooa | 1e2 | Lgs
BALEARES 749 | 325 | 220 | vas | 200 | ooos | zes | 273
CANARIAS 438 | 257 | ooas | w3 | otz | oooe | tes | 17
CANTABRIA 167 | 216 | o1se | oveo | o13s | ooz | L1s | L
CASTILLA-LEGN 204 | 1es | o1se | 21z | 214 | ooog | 156 | L6
cASTILLA-LAMANCHA | 261 | 224 | 199 | 261 | 238 | 006 | 230 | 236
CATALUNA 301 | 1aa | o157 | oum | 167 | oor | 130 | 137
EXTREMADURA 196 | 336 | 254 | 26z | 215 | o7 | zao | 237
GALICIA 2,46 2,24 1,63 2,0 1,44 0,03 2,30 241
LA RIOJA ten | ovas | orae | over | o13s | oozo | 13r | o151
MADRID pa0 | otz | owor | ovze | ooor | oooo | Lze | 126
MURCIA 202 | 228 | 221 | ase | 356 | o013 | 30 | 323
NAVARRA 217 | 255 | 139 | ova0 | 154 | ooan | 124 | 13S
PAIS VASCO 159 | 136 | 154 | e | o156 | o013 | Li1s | 128
C.VALENCIANA 276 | 254 | 215 | 240 | 294 |00 | 272 | 2ee
CEUTA 047 | so4 | 334 | 914 | 595 | o019 | 754 | 773
MELILLA w66 | 2990 | 733 | 420 | 535 | 046 | 814 | a0
Nationwide| 2,86 | 242 | 2.18 | 204 | 1,93 | 008 | 199 | 2,07

Table 2. TIEPI (Interruption Time in terms of Equivalent Power Interrupted) in minutes, years 2003-
2008, by region.
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New remuneration scheme for Distribution includes incentives that evaluate quality of
service and loss reduction. Quality is gauged through two main indexes, TIEPI and NIEPI,
which measure, respectively, the time and number of supply interruptions (in terms of
equivalent power interrupted). Both are calculated for up to four geographical categories:
urban, semi-urban, rural and scatter rural areas; for each area, a specific quality target is
set and used as reference. Quality incentive may turn in a bonus or penalty up to £3% of
global income. Real, registered losses are yearly compared with an individual losses target
set for each company in advance; the 80% of this positive or negative difference is valued
at a loss-energy price and added to remuneration, with a cap of £1% vs. due global

income.

Balancing
Balancing markets structure has not changed during 2008 as a free activity comprising

secondary reserve (both power and energy), tertiary reserve (energy), load-generation
deviations management and constraints management. The average economic impact of
thisso-cal |l ed fAsystem serviceso amounted in
comparison: weighted average monthly day-ahead prices ranged from 57 to 74
Eur/MWh).

As for market concentration, tables below show evolution of market shares by company for
the period 2005-2007 for secondary reserve (power band) and tertiary reserve and

deviations management (both up- and downwards, respectively):

| 2005 | 2006 | 2007
Endesa 34 4% 29,9% 29,5%
Gas Natural 3,5% 3.7% 4 4%
Hidrocantabrico 8,9% 12,0% 11,8%
Iberdrola 30,9% 31,1% 31,5%
Unidn Fenosa 19,3% 19,8% 18,1%
Viesgo 3,0% 3.4% 4 0%
Otros 0,0% 0,0% 0,0%

Table 3. Secondary reserve (power band) market shares; Years 2005-2007 1 Source: CNE, OMEL
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2005 2006 2007

Subir Total Subir Total Subir Total
Endesa 299%| 32,6% 31.4% | 335%| 304% 30,6%| 269% | 322% 29,2%
Gas Natural 7.4% 2.9% 4,8% | 10,7% 5.0% 53%| 13.1% 5.8% 9,9%
Hidrocantabrico 4.0% 3.0% 3.4% 6.4% 6,8% 6,8% 7.1% 51% 6,2%
Iberdrola 325%| 36,9% 351% | 229%| 363% 35,6%| 258%| 376% 30,9%
Unién Fenosa 156% | 15,9% 15.8% | 17.7% | 13,0% 13,2% | 191% | 13,0% 16,5%
Viesgo 8.2% 5.7% 6,8% 5,8% 4 1% 4,2% 6,1% 2.9% 4,7%
Endesa 24% 2 9% 2,7% 3.0% 4.4% 4,3% 1,9% 3.4% 2,5%

Table 4. Tertiary reserve plus deviation management market shares; Years 2005-2007 i Source:
CNE, OMEL

A roadmap for balancing integration within MIBEL has been envisaged, consisting of three
stages:

1. Exchange of energy for system support (concluded)

2. Exchange of balancing energy between TSOs, used only when the receiving
operator has already used all the bids for upwards/downwards regulation of its own
system (well-advanced,; final implementation still pending)

3. Bids for upwards/downwards regulation are offered from one TSO to the other TSO

and are incorporated in the merit order list of the receiving system

3.1.3 Effective unbundling

As already presented in the 2008 report by CNE, the Spanish Electricity Act 54/1997 was
amended by Law 17/2007, adopted in July 2007. The amended Spanish Electricity Act

introduces new unbundling requirements.

Moreover, Spanish legislation foresees an obligation for operators to present an annual
report to the Ministry of Industry, Tourism and Trade and to the National Energy
Commission, indicating the measures adopted by those operators to comply with the legal
measures established for the purpose of guaranteeing the functional unbundling of the

regulated and free activities.

In compliance with the aforementioned legal provisions, throughout 2009 energy operators
have presented to the National Energy Commission the codes of conduct for unbundling of
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activities elaborated by them, as well as the report that details the measures adopted
during 2008.

Among the measures adopted and explained in the aforementioned report, it is interesting

to note the following:

- implementation of measures with the aim to reorganize their holdings;

- change and increase of job functions of some workers, different from the persons in
charge of the management of the regulated activities, according to their position in
the firm;

- reference to measures still being carried out as well as planned for the next years;

- revision of the remuneration and contracts of the persons in charge of the
management of regulated activities;

- obligation to sign a formal declaration by those persons in charge of the
management of the regulated firms, declaring that they do not own shares or other
participations of societies that develop free activities;

- with respect to commercial sensitive information:

o revision of procedures of access to that information,

o introduction of confidentiality clauses in contracts with third parties,

o designation of those persons in charge of the custody of that information

o incorporation of disciplinary measures to be adopted in case of breach of the
code of separation of activities

TSO:

Law 17/2007, dated 4™ July, that amends the previous Spanish Electricity Act 54/1997
established onits Third Additi onal Provi si on trustt
create a new company, within its group, holding 100% of its shares, and transfer to it all
material and personal assets dedicated to the Transmission and Transmission System
Management and Operation. This subsidiary holds all the assets necessary to carry out
the regulated activities and assumes all related contracts. Red Eléctrica de Espafia will not

be able to sell to third parties the shares of this new company.
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This operation was approved by the Board of the CNE on 12 June 2008, following the
previous request of Red Eléctrica de Espafia, in order to comply with Article 62 of Law
17/2007 that amends Article 60 of Law 54/1997, for which the CNE is responsible to
authorise the acquisition of companies that carry out regulated activities. Thus, in July
2008, RED ELECTRICA DE ESPANA TSO, S.L. changed into RED ELECTRICA DE
ESPANA, S.A.U (REE).

Likewise, RED ELECTRICA DE ESPANA, S.A. modified its social denomination for RED
ELECTRICA CORPORACION, S.A. (REC). Since July 2008, REC develops its activities
as holding society of the GRUPO RED ELECTRICA, owning the total amount of shares of
REE.

Within this subsidiary for regulated activities, the law mandates functional unbundling
between SO and management of the transmission grid (MTG) and other activities
(transport). In order to implement this obligation, it creates a special Unit for SO and MTG
regulated activities. There is also a general obligation of functional unbundling and

accounting separation between SO activities and management of the transmission grid.

According to the Twenty Third Additional Provision, the executive Director (CEO) in charge
of the unit responsible for the Transmission System Management and Operation is
appointed by the Red Eléctrica de Espafia Board, subject to the Ministry of Industry,
Tourism and Trade approval. This Unit holds all functional separation requirements: their
employees should subscribe the internal code of conduct stated above on article 14, and
should act independently from the rest of non-regulated activities carried out by other

companies within the Group.

In 2007 the mentioned Law declares that there would be a sole transmission company,
REE, and that this company will own the whole network. Thus, since 2008 there is a legal
requirement to sell the remaining assets to REE within three years deadline. The price of
the purchase should be based on market prices, and in case there is no agreement, the

CNE should designate an arbitrator.
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As already indicated REE, which is the system operator, it is the only company that will
carry out transmission activities and does not engage in production or trading activities. On
31 December 2008, ENDESA still kept its participation of 1 per cent in REE's share capital.
Likewise, in May, 2009 UNION FENOSA has completed the sale of its share of 1 per cent
in REE's capital. To the date of the present report, REC significant shareholders are
shown in the following table, according to public information of the CNMV:

Sociedad Estatal de Participaciones Industriales 20,00
(SEPI)

HSBC BANK PLC 4,87
Fidelity International Limited 1,00

Table 5. Relevant Stakeholders in RED ELECTRICA CORPORACION S.A.

3.2 Competition Issues [Article 23(8) and 23(1)(h)]

3.2.1 Description of the wholesale market

Structure of the Generation Market - Capacity

The following graph and table show the shares by technology of installed generation
capacity in 2008; the total values reached 89.944 MW.

M Special regime - wind
B Special regime - others
594 W Hydro (large)
W Nuclear

H Coal

| Fuel / gas

O CCaT

Figure 4. Installed generation capacity in the Spanish system at the end of 2008 (Source: REE)
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Technology\Generation capacity (MW) 2007 2008
CCGT (Combined Cycle) 20.957 21.667
Fuel+Gas (conventional) 4.810 4.418
Coal 11.357 11.359
Nuclear 7.716 7.716
Hydraulic 16.658 16.658
Wind power 13.909 15.576
Other Special Regime 10.291 12.552
TOTAL 85.698 89.944

Table 6. Installed generation capacity structure in the Spanish electricity system (Source: REE)

On 31°% December 2008, the generation capacity shares of the different companies in the
Aordinary regimeod (conventional generation)

as shown on the attached table:

Available ge_neration HHI
capacity
IBERDROLA GENERACION, S.A. 29,4%
ENDESA GENERACION, S.A. 23,3%
UNION FENOSA GENERACION, S.A. 13,9%
GAS NATURAL SDG, S.A. 6,3% 1805
HIDROELECTRICA DEL CANTABRICO, S.A. 5,4%
E.ON 3,8%
OTHERS 15,9%

Table 7. Companies” market shares of available generation capacity (year 2008, Source: CNE)

As shown on the above table, the number of companies with more than 5% of the Spanish
electricity systemd6s 1install ed Upienwenosa,iGas 5,

Natural and HidroCantabrico.

Structure of the Generation Market - Enerqgy
In 2008, total demand of power generation increased 1% and amounted to 279.868 GWh,

which was covered as follows:
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B Special regime - wind

32% L

B Special regime - others
B Hydro (large)

B Nuclear

1% M Coal

M Fuel / gas

0 CCGT

Figure 5. Electricity production in the Spanish system per technology during 2008 (Source: REE)

During this same year 2008, 15" December was the day on which the highest ever
peninsular hourly demand was recorded, with a value of 42.961 MW. The maximum daily

energy value occurred the day afterwards and amounted to 861 GWh.

As a result of the merger and acquisition transactions carried out in the nineties, the
electric energy production market in Spain started to function with four large electricity
groups: Endesa, Iberdrola, UNION FENOSA and Hidrocantabrico. In 2007 ENEL and
Acciona took over Endesa, defeating another competing bid from E.ON; E.ON has taken
full control over formerly ENEL-owned Viesgo. Additionally, as explained in section 4.2.3,
GAS NATURAL has taken over UNION FENOSA during 2009.

Balance of Spanish electric energy 2007 (TWh) energy 2008 (TWh)
energy system
Hydroelectric 26.381 21.175
Nuclear 55.046 58.756
Coal 74.946 49.726
Fuel+Gas (conventional) 10.771 10.858
Gas (combined cycle) 72.461 96.005
Special Regime 56.422 67.343
International Exchanges -5.803 -11.221
Consumption in generation -9.460 -9.280
Consumption in pumping -4.421 -3.494
Total demand 276.344 279.868

Table 8. Balance of Spanish electric system, TWh (year 2008, Source: REE)
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As for 2008, there were six groups of a significant size competing in the market: Endesa,
Iberdrola, UNION FENOSA, (Repsol-YPF/)GAS NATURAL, Hidrocantabrico and Viesgo,

whose market shares in energy are shown below:

Energy Share HHI
ENDESA GENERACION, S.A. 27,6%
IBERDROLA GENERACION, S.A. 23,7%
UNION FENOSA GENERACION, S.A. 12,6%
GAS NATURAL SDG, S.A. 7,0% 1789
HIDROELECTRICA DEL CANTABRICO, S.A. 4,9%
E.ON (VIESGO GENERACION, S.L.) 2,7%
OTHERS (INCLUDING IMPORTS) 21,4%

Table 9. Market Shares in electricity generation (year 2008, Source: CNE)

There are 5 companies with market shares in excess of 5%.

Trading venues: PXs and OTC
Electricity Power Act 54/1997 of 27™ November establishes that the generation market is

to be managed by two Operators: the Market Operator (Operador del Mercado Espafiol de
Electricidad, S A.T1 OMEL ), whi ch i s r es p onosomic managénent, t h e
and the System Operator (Red Eléctrica de Espafia i REE), which is responsible for its
technical management. In Royal Decree-Law 5/2005 of 11" March of urgent measures for
boosting productivity and improving public contracting, a series of reforms within the field
of energy were regulated, modifying part of the functions which, until then, had been
carried out by each operator and attributing

economic management.

The production market in Spain is made up of an organized part and a non-organized part.
The organized market is structured around a series of sessions held on the day prior to
and on the day of the electric energy suppl
components and the programming of the generator groups are established. The non-
organized part consists of physical bilateral contracts, the economic terms and conditions
of which are agreed between the signing parties and are not known by this Commission
but whose execution has to be notified to the Market Operator, meaning that the
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negotiated quantities are known. During 2008 bilateral contracts amounted to a volume of

A

energy of 73.973 GWh, representing about 26.5% of t he mar ket ds tot al

An energy volume of 253.580 GWh, & corresponding to a trading volume of 16.543
mi | | i o ri47%and 84,3% respectively on the previous yeard , has been negotiated
in the organised day-ahead and intraday market. The final average market price was 6903
cu/ kwWh ( a&58ouaboveaprevious year average). The daily market price has
represented in the region the 92,5% of the final price, the capacity payments a further
3,8%, and the solution to technical restrictions, the secondary regulation and other
technical operation processes account for the remaining 3,6%.

Representative spot market price:

From the beginning of the liberalization process, in January 1998, until 2005, almost all
wholesale electricity transactions took place in the day-ahead market. Since then, forward
contracts have steadily increased, partially in relation to the Royal Decree 3/2006, CESUR
auctions and obligations imposed to distribution companies to acquire part of their energy
through these mechanisms. Moreover, since June 2007, ENDESA and IBERDROLA have
been obliged, by law, to release part of their capacity through auction mechanisms (Virtual
Power Plants, VPPSs).

In the following figure, the monthly evolution of wholesale energy supply, broken down into

day-ahead transactions, physical bilateral contracts, and CESUR and VPP auctions, can

be observed.
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Figure 6. Monthly evolution of wholesale energy supply Source: CNE

As regards integration with neighbouring Member States, the unique Iberian wholesale
market aggregates Spain and Portugal. Balancing markets integration within MIBEL has

started in 2008 as it was mentioned before. MIBEL is a governmental initiative.

The contribution of regional initiatives to integration is the improvement of auction rules in
the Spanish-French interconnection (new version of IFE rules) and the works towards
market coupling between MIBEL and CWE, which are being undertaken by PXs (OMEL
and EPEXSPOT). There are, as well, ongoing analysis on how to improve intraday

capacity allocation in the IFE and balancing integration in the whole SW region.

When there is congestion in the PT-ES interconnection, the MIBEL is splitted into two price
areas. During 24,5% of the hours in 2008, prices in the Spanish market have been equal
to those of the Portuguese market. Convergence in prices has increased during the first
quarter of 2009.
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Figure 7. Day-Ahead price difference between Portuguese and Spanish area2008. CentEur/KWh.
(Source: OMEL)

Figure 8. OMIE vs Powenext i 2008 (Source: Powernext and OMEL)

Differences between French Powernext and Iberian OMIE (price of the Spanish area) are

shown in figure 8.
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