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The Iberian Exception and Its Impact

By Anne-Sophie Corbeau, Juan Camilo Farfan, and Sebastian Orozco

In June 2022, the European Commission allowed Spain and Portugal to decouple the price of gas
from that of electricity for 12 months.! Worried about the impact of skyrocketing power prices on
their consumers and economies, the two countries had argued that they should be allowed to cap
gas prices in the power sector given their limited energy interconnections with the rest of Europe,
low gas dependency on Russia,? and high share of renewables. Over the past 11 months, this so-
called Iberian exception has allowed Iberian power prices to diverge from other European prices.
The measure has had some positive outcomes for consumers, but also possible drawbacks. This
commentary analyzes the case of Spain to assess the impacts of the policy and the implications of
extending it beyond 12 months or to other EU countries.

Rising Power Prices in Spain

Spanish wholesale power prices in the first four months of 2022 averaged €219.2 per megawatt hour
(MWh) compared with €111.9/MWh in 2021 and €47.7/MWh in 2019.3 The rise in wholesale electricity
prices particularly impacted the 10.6 million Spanish households and small- and medium-sized
enterprises (SMEs) supplied under regulated electricity tariffs (Precio Voluntario para el Pequeho
Consumidor, or PVPC), which represent around 40 percent of all Spanish households and SMEs and
10 percent of Spain’s total power demand, as well as social tariffs pegged to the PVPC. These tariffs
are directly linked to wholesale prices.*

The Iberian exception was proposed by the Spanish government as a solution to the burden
faced by these households and enterprises in order to lower wholesale power prices. It had
been estimated to cost €6.3 billion, based on initial assessments of gas prices and fossil-based
generation to be supported.® The cap passed under Royal Decree 10/2022 of May 13, 2022,¢ was
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formally approved by the European Commission under the EU State Aid rules on June 8, and was
implemented on June 15.

How the Iberian Exception Operates

The Iberian exception essentially operates as an adjustment mechanism that switches the marginal
producer through a price cap on gas used in electricity generation. It covers combined-cycle gas
power plants, coal-fired plants, and cogeneration plants that rely on natural gas, biomass, or

oil derivatives (unless they are regulated). The price cap on gas lowers the clearing power price
whenever gas is the marginal price-setter.? Although the calculation of the adjustment is made based
on gas prices, it covers all eligible technologies regardless of fuel used.® In order to avoid eligible
generators going bankrupt, the marginal cost above the cap that generators incur is paid through
the adjustment mechanism. The Operator of the Iberian Energy Market (OMIE) publishes the daily
cost of the adjustment paid to power generators on its website.®

This adjustment mechanism is determined by the following formula:
Y= (Poy- Pron)
0.55

Note: The 0.55 coefficient reflects the efficiency of a gas-fired plant that influences prices most often
in the Iberian electricity market and converts the gas price into the equivalent of a power price.

Where,
e Yisthe daily adjustment amount of the power price in €/MWh.

e P, isthe weighted average natural gas price of all transactions in daily (D+1 onwards) and
weekend (if applicable) products with next-day delivery of natural gas at the virtual balancing
point (PVB) and registered in the Iberian Gas Market (MIBGAS) in €/MWh.

e P, isthereference natural gas price in €/MWh, equal to €40/MWh. After six months of the
measure, it would increase by €5/MWh per month to €70/MWh (see Table 1)."

If Y is negative, the adjustment amount is equal to zero.
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Table 1: Evolution of the reference gas price P,

Month June 2022 July August September October November
‘ €/Mwh ‘ 40 ‘ 40 ‘ 40 ‘ 40 ‘ 40 ‘ 40 ‘

Month December January

€/Mwh 45 50 55 60 65 70

Source: European Commission (adapted from Annex 1).

The financing of the adjustment is achieved in two ways:

e  Utilities pass the costs associated with this adjustment onto consumers through electricity
bills.? The measure effectively lowers the Spanish wholesale price compared to what it would
have been without the Iberian exception (counterfactual price). However, consumers pay a
power price consisting of the new wholesale power price plus the adjustment, which is still
lower than the wholesale power price without the Iberian exception (counterfactual price).
This mechanism applies only to consumers who will benefit directly from it, either because they
buy electricity at a price pegged to the wholesale market value (such as the PVPC tariff)® or
because they have signed or renewed a fixed-price contract that already accounts for the
beneficial effect of the mechanism on wholesale prices. If the fixed-price contract was signed
before April 26, the consumer will not be affected until the next renewal* Consumers whose
power costs are covered by hedging strategies are not included.

e Congestion rents, or revenues derived from cross-border electricity connections (notably with
France), are shared between the electricity transmission operators, except for the annual
forward interconnection contracts that were concluded beforehand.”

Impacts on the Spanish Market

The measure has had several positive impacts so far. Between its passage and the end of 2022,
Spanish wholesale electricity prices effectively distanced themselves from other European
markets (such as France, Italy, and Germany), where prices remained very high. Between June
2022 and February 2023, Spanish power prices averaged €127.9/MWh, compared with €273.2/
MWh in France, €240.5/MWh in Germany, and €306.2/MWh in Italy.® While power prices in many
European countries spiked to above €300/MWh during summer 2022, Spanish prices actually
decreased (Figure 1).
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Moreover, the Spanish government estimates that the savings for all final electricity consumers
between June 15, 2022, and January 31, 2023, amounted to €5 billion.” Recent economic studies also
highlight that Spain has weathered the energy crisis better than other EU countries, with a much
lower inflation rate that is in part attributable to the Iberian exception.’®

However, the measure has also had unintended consequences, which policy makers should consider
before extending it or replicating it elsewhere.

Increased power exports to France. Reduced Iberian power prices triggered an increase in
power exports to France (see Figure 1), to the point of saturating the interconnection capacity
in the export direction and creating congestion revenues. Meanwhile, exports from France
nearly stopped just after the measure entered into force on June 15, a situation that was likely
exacerbated by French nuclear issues. In practice, this has meant that Spanish consumers have
been subsidizing power for French consumers, transferring an estimated income of around
€0.6 billion.” While an EU-wide price cap would stop this specific effect, it could persist with
neighboring non-EU markets such as the United Kingdom, Norway, or Switzerland, which have
power exchanges with EU markets of roughly the same magnitude as that between France
and Spain.

A surge in gas demand in the Spanish power sector. Although this surge preexisted the royal
decree and was also driven by lower hydropower, it became steeper from May 2022 (see Figure
2). Between June and October 2022, Spanish gas generation? grew by 43 percent more than
the same period in 2021 (compared to 14 percent in other EU countries). Indeed, the measure
has effectively changed the merit order in the Spanish electricity market. The Iberian exception
has therefore contributed to Spain’s gas use for power, which surged by 52.7 percent in 2022—
in contrast to a 3.7 percent drop in total Spanish gas demand.? Extrapolating from the Spanish
case, a broad application of the measure at the EU level could potentially lead to increased
gas demand for power and counter Brussels’ efforts to reduce gas consumption.
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Figure 1: Power spot prices in Spain and France and exports/imports from Spain to France,
January 2022—-March 2023
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Source: Refinitiv and Red Electrica.

Figure 2: Spanish gas-fired electricity generation, 2018—-Q12023
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Source: European Network of Transmission System Operators.
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A mixed impact on consumers’ bills. The measure is estimated to have reduced the PVPC by
around 24 percent between June 15 and August 31, translating to potential savings of nearly
€700 million for 10 million households, and by 17 percent over the first six months.?? Figure 3
shows the difference between the power price without the price cap, the power price with
the effect of the Iberian exception, and the power price including the cost adjustment.
However, because the measure neither differentiates the 10.6 million consumers, which
include households and SMEs, by income group nor provides additional reductions to the

poorest households, it may have negative equity impacts, failing to protect the poorest users
in particular.

Distortion in the market. Consumers with fixed-price contracts now face variable rates due to
the additional cost imposed by the exception. During the first month of implementation, some
consumers allegedly faced an increase of around 40 percent.? The utilities are protesting this

retail market distortion and urging the government to reform the compensation mechanism.

Figure 3: Wholesale power price with and without cap on gas, June 2022—February 2023
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e Noincentive to reduce power consumption. In contrast to measures taken in other
European countries, including a recent one in Germany that attempted to shield consumers
while incentivizing a power and gas demand reduction,?® this measure is solely aimed at
protecting consumers. Instead of addressing the core problems (tight gas and power supply)
by reducing demand, it exacerbates them by treating only the symptoms (high prices).
Separate measures were passed to target energy savings, but they may be counterbalanced
by lower power prices.?®

e Decrease in liquidity. EEX reported that the measure contributed to a 50 percent drop in
year-on-year volumes traded on EEX Spanish power futures. This regulatory uncertainty led
to a splitting of participants’ interests, a fractured market, and hesitancy among market
participants to trade beyond the front month.

Further Considerations for Extending the Iberian
Exception

As European leaders continue to work on reforming the EU power model, some EU countries have
expressed interest in late 2022 in extending the Iberian exception to the whole EU power market.? In
early 2023, Portugal proposed introducing an emergency price cap similar to the Iberian exception
as part of reforms to the EU electricity market. It saw the cap as a way to contain the market’s
extreme volatility. This request, as well as the idea of extending the model to the rest of Europe,
received pushback from the European Commission, which was aware of the measure’s potential
negative impacts at the EU level (as described above) and in particular the potential increase in
gas demand in the power sector in times of extreme gas scarcity.?® EU countries are also working

on comprehensive power market reforms that Spain—which will hold the EU presidency during the
second half of 2023—hopes to complete before the end of 2023.

Meanwhile, Spain and Portugal will maintain the Iberian exemption until the end of 2023 as
approved by the European Commission, even though they had initially requested that it extend
through 2024.3° However, the gas price at which the measure is triggered will be reset to between
€55 and €65/MWh, with an increase of around €1/MWh per month. This reflects the fact that
MIBGAS prices have been on a downward trend and ranging between €33 to €45/MWh during
March and mid-May 2023.

In Spain, all consumers will now be impacted regardless of whether they are on the regulated or free
market. In its early stages in 2022, the measure was paid first by customers on the regulated market
and then by those on the free market when their fixed-price contracts were expiring. As most free
market contracts last one year, all consumers on the free market with fixed-price contracts are
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likely to see their contracts impacted and include the new variable adjustment when revised.™
Consumers signing up for a new offer or changing electricity supplier must be careful to check
whether and how the adjustment mechanism is included in the new tariff.

As market conditions—in terms of price levels—have improved considerably since January 2023, it is
questionable whether the Iberian exception should have been extended, and will be more so if none
of the negative impacts are addressed. Although the gas price at which the measure is triggered

is lower than €70/MWh, it may not be triggered again based on current forward prices standing
below that level. However, it is possible that market conditions evolve and the market tightens,
leading to volatile and high gas prices.

Additionally, the Iberian exception has to cohabitate with new European measures passed

in the second half of 2022, such as the gas price cap and the €180/MWh power price cap on
inframarginal producers.?? The EU gas price cap is triggered at TTF gas prices reaching €180/MWh,
a much higher level than what triggers the Iberian exception. Meanwhile, Spanish power prices
exceeded €180/MWh on only 12 days since June 15, so the cap on inframarginal producers would
have been triggered only for that very limited number of days. This measure can be expected to
have little importance as long as the Iberian exception is in force. The seven-month period until
the end of 2023 will provide further evidence regarding whether the Iberian exception is actually
helping Iberian consumers or further distorting the market through unintended consequences.
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Notes

1. European Commission, “State Aid: Commission Approves Spanish and Portuguese Measure to
Lower Electricity Prices Amid Energy Crisis,” June 8, 2022, https://ec.europa.eu/commission/
presscorner/detail/en/ip_22_3550. Both countries are subject to the EU’s common market
rules for electricity, which aim to create a single market for electricity across the EU to increase
competition and reduce consumer prices. (See: European Commission, “Electricity Market
Design,” accessed January 2023, https:/energy.ec.europa.eu/topics/markets-and-consumers/

market-leqislation/electricity-market-design_en.)

2. Neither country imports Russian pipeline gas, but both import some Russian LNG.

3. Boletin Oficial del Estado, “Real Decreto-ley 10/2022,” May 14, 2022, https:/www.boe.es/boe/
dias/2022/05/14/pdfs/BOE-A-2022-7843.pdf.

4. European Commission, “State Aid SA. 102454 (2022/N) — Spain and SA102569 (2022/N)
- Portugal — Production Cost Adjustment Mechanism for the Reduction of the Electricity
Wholesale Price in the Iberian Market,” June 8, 2022, https:/energia.gob.es/electricidad/
Documents/1_ EN_ACT_partl_v4.pdf.

5. lbid.
6. lbid.

7. European Commission, “State Aid: Commission Approves Spanish and Portuguese Measure to
Lower Electricity Prices Amid Energy Crisis,” June 8, 2022, https://ec.europa.eu/commission/
presscorner/detail/en/ip_22_3550.

8. The wholesale market is where electricity is bought and sold by different market participants,
such as power plants, generators, and large energy companies. In Europe, wholesale electricity
prices are determined by the cost of the marginal power plant, i.e., the most expensive plant
that is required to serve any level of power demand at any given time. The ranking of power
plants based on their marginal costs is called merit order. The wholesale electricity price can
vary depending on several factors, including the availability of different sources of electricity,
the demand for electricity, and the costs of producing electricity of each source. Generally, the
marginal producer that clears the market tends to be gas. Given the high gas prices due to the
war in Ukraine, the Iberian exception seeks to avoid this effect in the Iberian market.

9. Coal plays a minorrole in the Spanish power sector, accounting in 2021 for less than 2 percent
of power generation. Additionally, the Spanish authorities argued that coal prices are strongly
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correlated to gas prices. In the event coal prices were to diverge from gas prices and coal-fired
plants have lower marginal costs than nuclear or renewables generators, a provision in the
Spanish Royal Decree Law enables the government to stop paying the support to coal-fired
power plants and prevent a strong increase in coal-fired generation at the expense of nuclear
and renewables generation.

OMIE, “Precio Horario del Mecanismo de Ajuste a los Consumidores en el Mercado,” accessed
March 16, 2023, https:/www.omie.es/es/market-results/daily/average-final-prices/hourly-
price-consumers?scope=daily&date=2022-06-30. This webpage will show the price of June 30,
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quoted when mentioning this measure.

Evergreen Electrica, “What Does the New Concept on Invoices Mean?,” accessed March 12, 2023,
https://evergreen-electrica.com/what-does-the-new-concept-on-invoices-mean?lang=en.
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31, 2021, https:/www.ree.es/en/press-office/news/press-release/2021/05/red-electrica-
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de la Luz de Los Consumidores Espainoles,” El Periodico de la Energia, June 6, 2022, https://
elperiodicodelaenergia.com/impacto-excepcion-iberica-factura-luz-consumidores/. There
were 600 MW of forward contracts concluded in December 2021, which would not bring any
congestion revenues to the transmission system operators.

Boletin Oficial del Estado, “Real Decreto-ley 3/2023,” March 29, 2023, https:/www.boe.es/boe/
dias/2023/03/29/pdfs/BOE-A-2023-7937.pdf.

Ibid.
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https:/www.esade.edu/en/news/spains-economy-will-slow-down-in-2023-not-enter-a-
recession; “Annual Inflation Down to 6.9% in the Euro Area,” Eurostat, April 19, 2023, https://
ec.europa.eu/eurostat/documents/2995521/16324910/2-19042023-AP-EN.pdf/ff3d6b28-9c8f-
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