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Introduction

Turkey has initiated a major overhaul of the legal segulatory framework
surrounding the electricity industry. The reform peog entails liberalisation as well
as a radical restructuring of the industry, that ssgéneration, transmission and
distribution segments, including wholesale and retdiVies. The purpose of this
paper is to review and assess the new regulatory regiergify the main
competition-related challenges that the industry ilyiko face and discuss future
prospects. The paper will attempt to evaluate themefivocess in light of the
regulatory framework established at the level of theogean Union (EU) and the
current debate on the proposals towards its amendment.

The paper is organised as follows. The next sectiaws the physical peculiarities
of the electricity industry and discusses how they Is&aaped the evolution of its
industrial organisation. Section Il presents anaegr of regulatory reform in the
EU, the 1996 directive, and the recent proposalarfftendment advanced by the
European Commission. The discussion is organised arounchfiin headings,
namely market opening, unbundling, third party acqasislic service obligations and
regulation. Section lll discusses the pre-and postirefructure of the electricity
industry in Turkey and the main features of the neyuleory regime under the five
headings described above. Section IV identifies the otallenges that the industry
is likely to face in the process of developing effezitompetition. A final section
discusses possible competition-enhancing solutions.

I. Characteristics and evolution of the industry

The electricity industry consists of three main intexted segments. Electricity is
generatedn plants using the flow of water, the burning of fofisels (thermal), the
power of wind, sun or earth (geothermal), or nuclisaron. Distribution refers to the
supply of electricity to residences or businesses thrtavger voltage wires and
transformers. Thiransmissiorof electricity refers to the actual transportatidn
higher voltage electricity between generation @amtd distribution facilities, the
interconnection of geographically dispersed genearailants, their scheduling, and
orderly dispatch. The operation and commercial pplesiof related wholesale and
retail supply activities are quite similar with botlvatving metering, computing and
billing. An important distinction is that the wholes&lade business is carried out
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mostly at the transmission level at a larger scale, wideetail trade business is
carried out through the distribution system at the@mstomer level with both smaller
business and household users.

Several characteristics of the electricity induststidguish it from other industries.
There is no economical way to store electricity. Timglies that the demand for and
supply for electricity have to be balanced almosticoously in real time. In
addition, demand for electricity varies hourly andydas well as across months and
seasons. Consumers can obtain electricity as long aaréepnnected to the
network as there is no cost-effective way of establgspimysical contact between
specific consumers and generators. Rather, electfioity generating plants flows to
a common pool and is retrieved by consumers from that godhe short run, the
price elasticity of demand is very low. Generatitanfs have rigid, non-flexible
capacity constraints so that supply is relatively inelastpecially at peak demand
times. In addition, several physical constraints, suclokisge, have to be met. The
most binding constraint affecting system operations isinthigation on the power
carrying capacities of lines and transformers. Congestisuiting from this
constraint can in principle so severely limit system afy@n that it could impede the
transfer of production from a least-cost plant to d leeen though both parties would
wish to make the requisite sales agreement. Hence bajasupply and demand
requires that production of different plants be cowtkd and scheduled, taking the
existing capacity of lines and transformers into actaBenerators need to be called
upon for the system to be able to respond to changksmand or supply. They need
to hold a minimum level of reserve capacity to keepptiodability of system failure
below an acceptable threshold. Failure at one poitite network (say, failure of a
generation plant) can have serious repercussions avhitble network if not managed
properly. So there are strong externalities in terfmeetwork security.

The need to coordinate generation and supply almoagteimute-by-minute basis
provides incentives to vertically integrate these aegtvities. Indeed, in most
countries electricity services historically have beepplied through vertically
integrated enterprises encompassing generation, transmasslatistribution
activities. In Europe, such enterprises have beean@ed as monopolies under
public ownership. In the US, the predominant fornmdfistrial organisation has
been privately-owned but regulated franchises withapoly rights to serve specific
geographic regions.

Electricity transmission and distribution involve lagyek capital costs with strong
economies of scale (in the sense that duplication e$ imould be economically
wasteful) so there is little scope for competition iesth segments of the industry. By
contrast, electricity generation is now regarded asrpially competitive, especially
with the advent of the smaller-scale combined cyctetgdbine (CCGT) technology.
Generation is generally regarded to exhibit increpsturns of scale at low levels of
production and constant returns to scale otherwise (Aomgt Cowan and Vickers
1994, p. 282. Armstrong et. al. report Joskow andraddnsee’s estimate of
minimum efficient scale for fossil-based plants at 400 MApacity.)

In the last 10-15 years, the predominant view has eddiv favour the introduction
of competition into generation and retail supply\atids. Some countries (such as



Chile and the UK) were pioneers but the wave ofribgation has been widespread,
covering developing and developed economies alike.

Il. Regulatory reform in the EU

The European Commission’s effort to liberalise elecyriciirkets in the EU was
primarily driven by the quest for a single market basunet with resistance by many
national governments.In 1991, the Commission came up with a proposal tevallo
third party access within the electricity markets bhamber states. The Council of
Ministers rejected that proposal. By 1993, the conoEpegotiated (as opposed to
full or regulated) third party access was presentech@®bthe options being
discussed. In 1994, France introduced the single bugdel as an alternative to
negotiated third party access. Eventually, in 1996agreement was reached on a
timetable for liberalisation and each member state weashg@ choice between the
three alternatives for access. The agreement culmiimated European Parliament’s
Electricity Directive®

Liberalisation of the electricity sector was stronglparted by the Competition
Directorate General of the EC (the former DG IVptigh threats by DG Competition
that otherwise there would be tougher action orbtsés of Articles 81 and 82
(Pollitt, 1999 p. 50).

The Electricity Directive of 1996

The basic idea behind the Electricity Directive isntwoduce competition to the
potentially competitive segments of the electricitglistry (i.e. generation and retail
supply) and to regulate transmission and distributionchwvietain natural monopoly
characteristics. The Directive can be examined uinderheadings.

Market opening

On the demand side, the Directive envisaged minimum rhapaning on the basis of
consumers designated to have freedom to contract tresumption of electricity
(so-called ‘eligible customers’). Each member state wasaged to “open” a given
and increasing percentage of its market over thesveyears. That percentage was
to be calculated as the share in overall Community eopgan of final consumers
consuming more than 40 GWh per year, with the thregiedie reduced to 20 GWh
in the second step (within 3 years) and 9 GWh inhird step (within 6 years).

Those thresholds have been estimated to correspond tetrehgke openings equal to
27%, 28% and 33% respectively to be reached in 1283 and 2003. Each

member state was to designate its own set of eligiblerogssobut consumers with

2 This section builds on Pollitt (1999) and Newbd902a, c).

% Directive 96/92/EC of the European Parliament afithe Council of 19 December 1996 Concerning
Common Rules for the Internal Market in Electricifyhe text of the Directive, an accompanying
explanatory memorandum as well as proposed amerndrfaiscussed below) can be found at
http://europa.eu.int/comm/energy/en/elec_single ketéindex_en.html

* Guide to the Elecricity Directiviettp://europa.eu.int/comm/energy/en/elec_single ketAmemor.htm




more than 100GWh consumption were to be definitetjusted in that designation.In
order to address problems that might arise if the degfre@rket opening differed
across states, the Directive included provisionsdoiprocity: a member state has
the right to refuse access for companies from statesakatriot liberalised to an
equal extent.

On the supply side, the Directive provided for two h@ussms for the development

of new capacity in generation, both aiming at intridg competition:

* Authorisation: Companies offer to build new power amder an open and
impartial procedure that decides whether they shonlahgad

» Tendering: An authority decides what new capasityequired. It solicits
tenders, which are then assessed through an imparttadune

Unbundling

In order to prevent discrimination, cross subsidisatiahdistortion of competition,
the Directive obliged integrated operators to sepata management of the
generation, transmission, distribution and non-eletyrastivities and to keep
separate accounts for each. In order to ensure sonrdination, an independent
authority for dispute settlement was also envisaged.

Each member state was required to specifgrasmissiorsystem operatofTSO)
whose task was to ensure dispatch of plant accordifagrtand transparent rules that
do not favour plants owned by the same company as tBe T8&e unbundling of the
TSO was deemed to be crucial (management, legal orspainbundling).

Regarding distributiorsystem operation in distribution was to be under the same
non-discriminatory basis as transmission.

Third party access

One of the main objectives of the Directive was tdomadependent generators
access to the transmission and distribution networks er dodsupply final
customers. The Directive prescribed three types okaa®angements. Member
countries could also choose hybrid arrangements:

* Negotiated Third Party Access (nTPA): Consumers andiyoers contract
directly with each other and then negotiate withtitansmission and distribution
companies for access to the network.

* Regulated Third party Access (rTPA): Access pricemat@egotiated but rather
are published by the regulator.

» Single Buyer Model (SBM): There is a single wholesalger of electricity.
There can be competition in generation, but retaihgetition is limited. Eligible
consumers that are not tied to a specific distribut@ilez can still contract with
producers. The single buyer pays the producer itdateglisales price minus
network charges. The producer can then compensatotisumer so that the
consumption prices become equal to the contract price.

Public service obligations (PSO)



The Directive also recognises that some objectives dedas#cble from a social
point of view may not be achieved through unfetteraohpetition. To achieve these
objectives, the Directive provided that member statgsimpose such obligations to
electricity undertakings. The objectives mentionetheDirective were security
(including security of supply), regularity, qualifyice and environmental protection.
The obligations would be defined by member states.

Progress with implementation and proposed amendments

In March 2001, the European Commission issued a Commumcasessing the
progress in the development of the internal markegletricity and the effects of the
implementation of the 1996 Directive (EC 2001a) arappsed a series of
amendments (EC 2001b). The Communication underlinegnbertance of the full
opening of energy markets in improving Europe’s comipetiess. According to the
Commission, the effects of market opening were positi@wever, it was also stated
that in order to complete the internal market, furtheasures were necessary. The
key points made were as follows.

By 2000, average market openness in the Community batled 66 percent, greater
than thresholds established in the Directive. Howgueigress was very uneven
across countries; there were countries with full maskening and others where
market opening was limited to 30 percent. It also wagdtthat the reciprocity
provisions of the Directive proved unable to addreseblpms of unevenness in the
competitive environments between member states. There egacarn that if this
situation of unevenness were maintained over a loregeod) a level playing field
would not develop within the internal market.

Regarding access, 14 member states had chosen rTPAGE@mhany had selected
the nTPA regime. Italy and Portugal had chosen S&Mé#ptive (i.e. non-eligible)
customers and rTPA for eligible customers. Most membarssitetd chosen the
authorisation as the procedure to elicit additiongeteeration capacity. However, the
ultimate goal of non-discriminatory access to the ndtwaas not fully achieved.
Absence of standard and published third party acceffs taas seen as a significant
barrier to entry. Another barrier was the abseriadfective unbundling in member
states. Germany and France chose management unbuidtimgntries chose legal
unbundling and 5 countries chose ownership unbunditence effective access
required further strengthening of unbundling.

The Communication underlined the benefits of progressmpetition. Prices for
industrial users had come down in all member states, fyetrlprice decreases
occurred in countries where liberalisation was 10BRéductions also have occurred
in household prices, though to a lesser extent ovibiaatl prices for industrial users.
Larger reductions had taken place in countries wheseomers are free to change
suppliers, and where this is de facto easy to do.

The Communication also raised concerns about the pawess-border trade. It
stated: “The objective of the Electricity and Gaseiives is the creation of one truly
integrated single market, not fifteen more or less diliwed but largely national
markets” (p. 9). It underlined that even thoughehgas an overall increase in the
number of customers having switched suppliers, most custdemelsd to opt for



national suppliers. Overall, cross-border trade wagdd. To expand cross-border
trade, it was necessary to develop appropriate rulbsr@espect to the pricing of this
trade, to develop rules for the allocation and mamesge of scarce interconnection
capacity, and where necessary increase such capacity.

In short, the Commission indicated that there were “sévezaknesses in the current
legal framework which needed to be remedied if iy fuperational internal market
for gas and electricity is to be achieved” (Europ€ammission 2001a, p. 6). On the
basis of these findings, the Commission developed proposaitsend the Directive
(European Commission 2001b). The most important propaseddments were as
follows:

= Market openingAllow all electricity customers freedom to choose sugpliend
domestic customer franchise monopoly) by January 1, 208 was called the
guantitative proposal.

= Unbundling: Strengthen unbundling to legal and functional sajpam of
transmission from generation (hence management separai@wveas no longer
sufficient, and ownership separation is now appropyigiemoted as a form of
unbundling stronger than legal separation).

= Access Strengthen access by requiring rTPA with publisiaeiffs. Do not
permit SBM.

= Public service obligations (PSOExplicit mention of obligation that member
states should ensure universal service, defined as “sapbigh quality of
electricity to all customers in their territory”, aslinas protection of vulnerable
customers and final consumers’ rights.

= Regulation Establish an independent regulatory authority fwaye tariffs and
conditions for access to transmission and distribution oré&tex-anteand to
monitor and report to the Commission on the state oéléricity markets
(particularly regarding supply-demand balances).

The proposals did not prescribe a specific model footganisation of wholesale
activities. Some of the proposals were initially méhwpposition. In particular,
Germany opposed the requirement for an independemtitegand ex-ante
regulation of access prices and conditions (Newbe§220The principles of non-
discriminatory access to the network, based on trandpamdrpublishedariffs, and
the establishment of independent regulators were adlbgtthe Barcelona European
Council in March 2002 (EC 2002a). The Council alsew attention to the need to
take measures on PSO, in particular with respect totecaneas and vulnerable
groups. During the November 2002 meeting of the Enbfligysters, an agreement
was reached that full market opening would be achkiav@004 for non-household
customers and 2007 for household customers (EC 2002undiing is intended to
be achieved by July 2004 for transmission and 200digwribution. The proposed
amendments were finally adopted in June 2803.

® See “Directive 2003/54/EC of the European parlianaad of the Council of 26 June 2003
concerning common rules for the internal marketglectricity and repealing Directive 96/92/EC”. The
new Directive is available at http://europa.edcimtnm/energy/electricity/legislation/index_en.htm



[ll. The current structure of the Turkish electrici  ty industry

Background

As was the case in many European countries until rgceind Turkish electricity
industry was dominated by a state-owned verticallygiretied company, TER.In
1993 in an attempt to prepare TEK for privatisatiomas separated into the Turkish
Electricity and Transmission Company (TEAS) and the iBarElectricity
Distribution Company (TEDAS).

Beginning in the 1980s, the government sought tocaftr@vate participation into the
industry. This was motivated both by a general dismwstbwards the private sector
that emerged in the 1980s and fiscal constraints, piegigrto ease the investment
load on the general budget. However, this effod a@nstrained by the constitutional
regime that interpreted the provision of electriesya public service that needed to be
supplied by the government. Instead of respondiregtlyr by seeking to remove this
constitutional challenge, governments of the 1980s1880s chose to create
shortcuts through various private sector participation modetststf privatisation.
The first law setting up a framework for private papation in electricity was
enacted in 1984 (Law No. 3096)This Law forms the legal basis for private
participation through Build Operate and TransfeD{B contracts for new generation
facilities, Transfer of Operating Rights (TOOR) contsafor existing generation and
distribution assets, and the autoproducer system for goegpi produce their own
electricity. Under a BOT concession, a private corgpeould build and operate a
plant for up to 99 years (subsequently reduced tced®sy and then transfer it to the
state at no cost.Under a TOOR, the private enterprise would opeatd

rehabilitate where necessary) an existing governmened facility through a lease-
type arrangement. In 1994, Law No. 3996 and Impleimgmecree 5907 were
enacted to enhance the attractiveness of BOT prdjygasthorising the granting of
guarantees by the Undersecretariat of Treasury awviding tax exemptions (as well
as extending the purview of the model to other pudgiwices such as water &
wastewater, transport and communicatidfishn additional law for private sector
participation in the construction and operation @fvrihermal power plants through a
licensing system rather than concession award, the-Byktate-Own (BOO) Law,
was enacted in 1997 (Law No. 4283), again with guaes provided by Treasury.
Under the BOO model, investors retain ownership ofdb#ity at the end of the
contract period.

® For background on the Turkish electricity seces ®ECD (2002), Zenginobuz angu® (2000), and
Kulah (1997).

" OECD (2002) calls this “policy work-arounds”.

8 It is entitled ‘Law concerning the authorisatidreaterprises other than Turkish Electricity Autipr
for the production, transmission, distribution dratle of electricity’.

° In practice, most BOT contracts have been foredry.

191 aw 3996 is entitled ‘Law for certain investmeatsd services to be carried out under the Build-
Operate-Transfer Model'. The scope of the BOT manheler this new Law (Article 2) appears to limit
its application to greenfield projects, requirin@@R projects for existing assets to be governethéy
Privatisation Law (Law No. 4046, also dated 1998he electricity sector was removed from the
domain of Law 3996 in 1994 (through Law No. 404i) Wwas reinstated in 1999 (through Law No.
4493).



A typical BOT, BOO or TOOR generation contract, gidioetween the private party
and TEAS or TEDAS, includes exclusive “take or papligations with fixed
guantities and prices (or price formulas) over 15-88y. Hence it does not provide
a framework for competitiom the markebut only potentially for competitiofor the
marketif the contracts are granted through a competitiveggsm which lowest cost
proposals are accepted. The main benefits in prinofpdach private sector
participation contracts arise from transferring thaeslesrto the private sector that it is
best able to manage (including most commercial risk dih@gperating phase),
from accessing strong and effective private sector comat@nd managerial skills
for reduced operational costs and improved servicatguahd from spurring
adoption of innovation at both design and implementgthases of projects.
However, such efficiency-related benefits are oglii to arise from competitively-
tendered projects. Unfortunately, there was no rigefeamework in place to ensure
implementation of competitive tendering. On the cagtrander the Turkish BOT
model, there was no requirement for prequalificatiam,for a competitive open
tender, nor even for a closed tender (the ‘methagkaled bid from selected
companies’ merely require at least 3 interested comptmggomit their offers).
Unsolicited bids could be brought forward and negetiaolely on the basis of an
investor-completed feasibility study (through ‘the metlod negotiation’).
Compounding these problems, under the Turkish BOT, BAOT®OR generation
models, the government has retained most commercial riskes pvbviding the
private sector with substantial rewards. Under theséracts, Treasury has provided
guarantees to cover critical commercial take-or-payreant obligations such as
minimum electricity generation levels and minimum quagitf gas in power station
gas purchase contracts at associated pre-determined pridSD over the life of the
contracts: Although the fixed price nature of the contractsages incentives for cost
efficiencies, the contracts preclude any possibibtynhaking consumers share in any
efficiency gains: all cost savings are appropriatethbygenerator. In addition to the
relatively high electricity cost from many of thesejpots, the BOT and TOOR
contracts are heavily front-end loaded with higheacity charges in the first years
of operation to allow for early recovery of investrheasts (OECD 2002). As will be
discussed below, the current structure of these costaats as a major barrier to the
development of competition in the generation settor.

There have been a large number of BOT proposals @asdhat have not been
completed? Initially the main constraint was the prevailingeiiretation of the
Constitution, namely the fact that even though Law 3896 stated that BOT
contracts would be subject to private law, the Camstihal Court decided that
electricity was a public service and therefore tH&Sd's were considered as
concessions under public administrative law. This mdettthe development and

M The take-or-pay element of the contracted gagsdrom contract to contract but on average is 80%,
implying for instance that in 2005 some 33 BCM a§gnust be purchased whether it is needed or not.
ECA (2002).

2\while there is general agreement now that thesraxcts are not in the best public interest, stits

not clear why they were awarded in the first plaGme explanation, mentioned above, argues that the
government saw an urgent need to attract privatesiors (both because of fiscal constraints and
because it saw that as a means of reducing statadoce) and had to pay high risk premiums
because of macroeconomic uncertainty and, in ggmvegak protection of property rights. Other argue
that that view is naive and point to lobbying aag@tare by investor groups, and weaknesses in checks
and balances.

3 The evolution of BOT and TOOR projects in generatnd distribution is further discussed below.



eventual completion of a BOT contract required weation and approval from a
multitude of government agencies, including the Migisf Energy and Natural
Resources (MENR), the High Planning Council (refetcedy its Turkish initials,
YPK), the State Planning Organization (SPO), aedTiteasury. In addition, the
public law character of the contract meant thatstwes did not have recourse to
international arbitration and contracts had to lvéexeed by Dangtay, the Council of
State, which was a lengthy process.

In August 1999, a constitutional amendment opened #yefor privatisation in the
electricity sector, for the application of privasav to contracts, and for limits to the
scope and duration of the Datiay review** While the constitutional amendment
(and the subsequent Law No. 4501 of January 200Chvimipglemented these
changes) simplified the legal framework for privatetipgration, the new obstacle to
the development of BOT contracts was the unwillingnésiseoTreasury to provide
new guarantees, in light of the implied contingestbilities.

By the end of the 1990s, it became clear that quasmation with Treasury
guarantees was not going to be feasible given thdlyagketeriorating fiscal stance.
In addition, there was a wider appreciation thaséhtgypes of contracts which locked
generation companies into long-term exclusive sale agrees with pre-determined,
fixed prices did not serve the overall objective e¥eloping competition in electricity
markets. There was already work undertaken in sevevargment agencies (e.g.
MENR, SPO, the Treasury) for the design of a competgiectricity sector regulated
through an independent agency. In 2001, Law Na84éhe Electricity Market Law,
EML) provided a new and radically different legadrhework for the design of
electricity markets, and established a new indeperitiggrgy Market Regulatory
Authority (EMRA).

Thecurrent model

The main drivers for liberalisation in Turkey werewdifferent form those that
preoccupied the European Union or leaders of et#tgtliberalisation such as the
UK. The EU was primarily concerned with creatingraernal market. Countries
such as the UK were motivated by inefficiency of puklterprises (the ownership
dimension) and the opportunities generated by techiwalbchanges that made
competition possible in generation (the market strudimension):® In Turkey, the
main driver as well as the public justification of @t participation under the pre-
2001 regime and of liberalisation under the new r@guy regime was rapid growth
in demand combined with the inability of the governtrtermeet that demand
through public investments or Treasury-guaranteed terim&estments, given the
deteriorating fiscal situation.

Still, the degree of competition envisaged in the freysmework is more advanced
than the EU Directive of 1996. In most respects ibimgatible (if not more
competitive) than the proposed amendments to the Diestttat are currently under
discussion. As will be discussed in the next section, the ahallenge of the Turkish

4 Law No 4446 Regarding Amendments on Certain Arsiaf the Constitution of the Republic of
Turkey, published in the Official Gazette August 18999.

15 Many authors also draw attention to the Consered®iarty’s overall —ideological—dislike of
government intervention in the economy (e.g. Newi2601).



case is that the competitive framework notwithstandacegjal development of
competition is likely to take some time given the legacyurkey’s recent past: the
current structure of ownership (dominance of state-ovassets in generation) and
even more problematically the uncompetitive, tied reatid the contracts governing
the privately-operated assets.

The new Turkish regime as contained in the primanglation and implementing
regulations puts emphasis on competition in orderingnidwiet. The main principles
of the EML, and their status vis a vis the 1996 Dixectre as follows.

Market opening

On the demand side, customers that consume more than p&Vahnum are
designated as eligible consumers free to choose theiliengpprhis meets the targets
of the Directive. The main operational difficulty market opening is estimating the
number of expected eligible customers, as higher numbens mere measuring,
tele-metering, and computing hardware and softwardyingplarger investment
expenditures requirements by wholesale and retail coiegpa These must then be
reflected in consumer tariffs. As of May 2003, the edtai&ligible customers above
9 GWh per annum are 103 at the transmission level anatBe distribution level,
accounting for 13.5% of overall consumption (Seghipn.d.)™® However, this
number is likely to increase as additional industriatsiaee expected to enrol as
eligible customers through demand aggregation with irsetisg similar demand
characteristics.

On the supply side, the authorisation-type licensiamméwork established in the new
regime also appears to be fully compatible with the®ive. It provides entry
opportunities into generation (Independent Powed®&eers or IPPs, and
autoproducers who can sell up to a maximum of 20% afa&n@ual production to
consumers other than their shareholders), wholesake tgdribution, and retail
trade, import and export of electricity. Distributioompanies may also operate as
retail sales companies in their regions by obtainirgfailrsales license and may
import electricity if allowed in their license. Digtution companies may establish
joint ventures with generation companies or set uprgéina units (not exceeding
market share of 20%). Transmission remains as a state mypiop@lrivate
generators can establish private direct transmission lifles.only limitation is that
granting of generation licenses by EMRA is conditiaaraho congestion in the
transmission-distribution link connecting the new plarthe grid or directly to
customers. According to EMRA, congestion in the transmrmss@iwork is most
likely to be resolved through some type of auctions antba companies that would
benefit from the transmission investments (Seyaian.d.)

Unbundling

TEAS has been further unbundled into EUAS (genamatibETAS (wholesale

trading and contracting) and TEIAS (transmission), eaghanised as a separate legal
entity. Hence the degree of unbundling betweemggion, transmission and
distribution envisaged and carried out under the Ejdés beyond the minimum

18 Data provided by Prof. Dr. Osman Segip Member of the Board, EMRA, May 11, 2003.
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Directive requirements of management separation anginaiibg of accounts. The
secondary legislation regulating these activities adeupreparation by EMRA.

Under the new structure, EUAS will take over, ope@tclose down the state’s
existing power plants that are not transferred tgpthate sector. TETAS is created
to carry out wholesale operations. It will take i0ak existing energy sale and
purchase agreements from TEAS and TEDAS (distributib)AS is responsible for
transmission assets, for system operation and maintenaaceing of new
transmission investments and building of new transmissialities; and critically for
the Balancing and Settlement Procedure that wiliizd the power transactions
among parties, both physically and financially. Hemcthe words of the Directive,
TEIAS is the TSO. All transmission facilities owned amdiperated by other
companies are envisaged to be transferred to TEIASr@ing to the EML. In line
with this requirement, the transmission facilities thavmusly had been awarded to
private investors through concessions to the two comp#@pez Elektrik (Antalya
region) and Cukorova Elektrik or Ceas (Adana, Merdietay and Osmaniye regions)
were seized by the Ministry of Enerdynd handed over to TEIAS in June 2003, as
the companies had failed to hand them over by Feb2G0$ as requiretf.

Third party access

EML requires the rTPA regime for access to the transmissidrdistribution. An
independent regulatory authority is created whiamrg other things (see below),
will carry out the function of dispute settlement be¢w parties.

Market design

As highlighted in Figure 1, at the heart of the megime is a bilateral contracts
market where generation companies contract with whielésale companies

(TETAS and any eventual new entrants), distributiemganies, any new
independent retail companies, and eligible custoffié@s the generation side, EUAS
will likely be split into a hydro generator (holdiradj state-owned hydro plants
transferred from DSI, the Directorate General of&Stater Works) and a small
number of affiliate portfolio generation companiesl@ng the state-owned thermal
plants and mobile plant contracts). EUAS also will bkl physical assets associated
with any TOOR (generation) contracts. Existing ana aatoproducers (generation
by industrial facilities for own use) will compete withspect to their excess capacity
with other generators for contracts with distributtmmpanies, independent retailers
and directly with eligible consumers. As illustrateds tominant state-owned
wholesaler TETAS is also the holder of all previous BBOT and TOOR

EML art. 2.b states that TEIAS is to take over‘pilblicly owned” transmission facilities. A
Communique issued by EMRA in November 2002 enviddge transfer of all transmission assets to
TEIAS by December 31, 2002. This deadline couldnioged by a month by the decision of the Board
of EMRA (Communiqué on the amendments of contrattsdertakings active in more than one
market and on transfer of transmission activitied activities which are to be withdrawn from). Tde
is an apparent disagreement between CEAS and tlegrgoent about the ownership of transmission
facilities that were operated by CEAS.

18 All production, distribution and commercial fatiis of these 2 companies were also seized in June
2003, on grounds that they persistently violatem/isions of the TOOR concession agreements that
they had signed with the government to run the petations and distribute electricity.

¥ EMRA (2003).
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(generation) contracts and will assume other strand&d sach as the debts and
employment liabilities of EUAS and TEIAS. In factalieg with stranded costs is
one of the main reasons for the creation of TETAS.

Regarding end-users, eligible customers may buy elggtiiom their regional
distributor/retailer or TOOR distributor, but may alsoy directly from a wholesaler,
from a new independent retailer or from an indepengenerator. Captive customers,
on the other hand, must buy their electricity fromsributor/retailer in their region,
but they have the right to buy from any retailergiag out the same commercial
activity in the region, either their existing regabmlistributor/retailer or TOOR
distributor or any other new retailer in the region.

Figure 1 Market structure
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Source: Modified from the Draft Electricity Market Implementation Manual

The current market design does not envisage a cendralis# or power exchange.
This means that dispatch is separated from the operdtiba wholesale market.

The actual real-time equality of demand and suppWergthe bilateral contracts, will
be carried out by the system operator through pursheass sales in a balancing
market. For this purpose, a market System Balancin@atittment Centétis to be
established within TEIAS. In principle, it is expatthat the balancing market make
up a small percentage of total demand and be usedjt@tments at the margin.

Privatisation
The new regime envisages eventual direct privatisatigeneration and distribution.

Transmission assets are to remain under government owneEirggn investors
cannot take a controlling interest in generaticansmission and distribution sectors.

2 |n the English translation available on EMRA'’s s, this is called the Market Financial
Reconciliation Center.

12



Details of licensing procedures, market operationffsasesting contracts,
privatisation and stranded cost mechanisms have beea s&ftondary legislation
and decisions.

Vesting contracts

Vesting contracts are an initial set of bilateral cacts put in place by the
government between companies that it owns (or betwatsr@tvned companies and
private companies such as independent retailers wheegotlernment decides the
contract structure and the retailer decides whetheoto buy it) to provide a
smooth transition to competitive markets and to impraediptability of revenues
during this transition. The contracts remain withc¢bmpanies when they are
privatised, the private buyer paying for the compang its package of contracts.
Vesting contracts are intended to cover a largegodf sales (90-100%) of each
supplier initially. This share will be reduced gradyai later years and replaced by
freely negotiated bilateral contracts as the vestorgracts expire.

Vesting contracts are expected to include: purchagd&TAS from all EUAS hydro
plants, sales from TETAS to all distribution companiesdisttibution TOORS to
cover franchise captive consumer demand (with pdrydfo capacity available for
the balancing market), and sales from affiliate padfgeneration companies to all
distribution companies.

The main objectives of vesting contracts are (OECD 2B8IRA 2003):

= Avoid large physical imbalances of large financial sisk participants; avoid
chaotic prices

= Ensure that distribution companies are not over-expiosind balancing
market

= Allow a period of time for learning how the bilateraarket works before
distribution companies undertake their own contracting

= Allow companies to be privatised with a set of matcluogchase and sale
contracts so that potential buyers can value themowAdlovernment to
influence the portfolio mix of generation purchasgceach distributor to
ensure there is reasonable regional balance

= Allow for the determination of a reasonable flow ofidls between companies
(e.g.: minimum sales levels for generation companies)

Public service obligations

The EML under the consumer support section of Arti@eand the Tariff Regulation
under Article 20, allow for an explicit cash subsidirect cash refunds to consumers
without affecting the price structure and the pricegsases where consumers in
certain regions and/or in line with certain objeei\need to be supported’. The
mechanism for allocation of these direct cash refunasotent, procedure and
principles’) has not been defined in the primary legish, and has been left to be
established by the Council of Ministers upon proposdahbyMENR.

The independent regulatory authority
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The new regime establishes the independent EnergyetBdgulatory Authority
(EMRA), governed by its own Boafd. The main functions of the Authority include:

= Apply and oversee the new licensing framework

= Prepare and publish secondary legislation concerm@agrieity and natural
gas markef&

= Enforce rTPA

= Apply a new transmission and distribution code

= Determine eligible customers over time

= Regulate tariffs for transmission and distribution ati&s (connection and
use-of-system) as well as provision of retail servicemteeligible
customers, plus the wholesale tariff of TETAS

= Perform tenders for city gas distribution networks

= Follow the performance of all actors in the market

* Follow and protect customer rights

= Apply sanctions to parties violating the establishedsul

IV. Main challenges

The actual development of competition in the Turkiglcteicity market is likely to
take time due to a number of challenges and diffiesiéispecially having to do with
exit from the old system. Primary among these challeisgée fact that most
generation capacity is currently either under gowemt ownership or tied up with
take-or-pay contracts that leave no room for compaetitiAdditional challenges have
to do with financial difficulties that may persist irstlibution. Finally, liberalisation
will entail significant tariff rebalancing which mappse serious political challenges.

Stranded costs and competition in the generation market

As of 2002, private generators accounted for aboyte28ent of capacity and
autoproducers for about 12 percent (Table 1). Uondeently committed BOO, BOT
and TOOR contracts (see below), and assuming no priti@atisa generation, a
significant increase in autoproduction capacitylltke additional new entry for the
foreseeable future, the share of the public sectdreviiain at about 60% by 2010.
Publically-owned hydro assets alone account for abohird of total generation
capacity.

% The EML provided for an authority responsible tioe regulation of the electricity sector. This was
changed through Law 4646 (the Natural Gas Market) vehich designated a single authority for both
the electricity and gas sectors.

22 \With respect to the Electricity Market, EMRA hastied, among others, regulations on licensing,
tariffs, export and imports, eligible consumersywadl as a grid code and a distribution code. €hes
are available atttp://www.epdk.gov.tr/english/regulations/eledtsichtm.
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Table 1: Electricity Generating Capacity (MW)

2002 (%) 2005 (%) 2010 (%)

Non-EUAS plant

BOO 3,830 11.3 5,810 144 5810 135
BOT Thermal 1,450 4.3 1,450 3.6 1,450 34
BOT Hydro and wind 899 2.7 899 2.2 899 21
TOOR transferred 650 1.9 650 1.6 650 15
Mobile 623 1.8 823 2.0 823 1.9
Kepez and CEAS 1,120 3.3 1,120 28 1,120 2.6
Autoproduction 3,944 117 5,344 132 6,844 159
Sub-total 12,516 37.0 16,096 39.8 17,956 41.7
EUAS plant

Natural gas 3,983 11.8 3,983 9.8 3,983 9.3
Hydro 10,326 30.6 11,685 28.9 12,762 29.7
Coal/lignite and fuel oil 6,972 206 8,692 215 8,692 20.2
Sub total 21,281 63.0 24,360 60.2 25,437 59.1
Total capacity 33,796 100.0 40,455 100.0 43,032 100.0

Source: ECA (2002)
Note: the forecasts in the table exclude additibgdlo plants with signed
intergovernmental protocols scheduled for 2007 aret.aft

A significant share of privately operated assets adevtith contracts entailing fixed
amounts and prices, and therefore will not be deplagedrding to competitive
forces. As highlighted in Table 1, the largest shaee@®unted for by the 3 BOO
plants in operation as of 2002, with 2 additionah&o start operation by end-2003.
Total energy sold by the BOO plants in 2002 was 38VhGaccounting for 34.3% of
total energy purchased by TETAS in 2002. There se4natural gas, 17
hydroelectric and 2 wind BOT plants already in opera For these BOT projects,
total energy sold in 2002 was 12.7 GWh, accountingufoadditional 11.9% of total
TETAS consumption. Therefore, 46.2% of all purchasesehgdlETAS are based
on existing tied BOO and BOT contracts.

There are an additional 30 BOT projects with a caypat 2771 MW with procedures
not completed, whose legal status still is not clear arti-competitive nature of
these contracts, and their apparent high cost haggedra public reaction against
them. Regarding TOORs, two generators (one ligmteone hydro) are operating.
There is an additional 3926 MW of TOOR contracts Hate not been transferred,
whose legal status is not clear (their transfer woalcHittle effect on available
capacity, as they represent existing production)

Stranded costs, that is, costs incurred within the pusvinarket structure that cannot
be economically recovered within a competitive masketcture include high
operating costs of old and inefficient generatorsgitarm power purchase
agreements with high prices, removal of production slidsi and high staffing
(payments of redundancies resulting from transfer ofatjp@s to the private sector,
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including pension liabilities for workers able to reji Stranded costs create
uncertainty for new investors and risk stifling conmpmt. There are two main
sources of these stranded costs. First, there appdsstbstantial surplus
generating capacity, with reserve margins having lbgen60% in 2002, and
possibly remaining substantially above the minimum 25% oegoired for system
security for the next years, depending on the ewwiutf demand. This substantial
level of excess capacity leads facilities to have lapacity factors and hence lower
revenues than required to recover full costs. Sug@ugrating capacity may have
been driven at least in part by overly-optimistic dedhfmmecasts, a natural
occurrence in a system where the costs of substantiitlgtfromoted over-building
are not apparent while the costs of under-buildiegramediately obvious and
extremely high. Of course the unanticipated twoheprakes and the economic crises
that Turkey has suffered over the past years also @agndicant role in explaining
the deviation between initial demand forecasts aneghdemand. The second main
source of stranded costs are the long-term power purcbags@acts entered into by
the state during the past years with private prodweghsespecially high front-end
costs. The high cost of electricity from many of thesgtra@ts makes it difficult to
generate the required revenues to service these cisnirithout increasing average
wholesale and retail prices.

The long-term Treasury-guaranteed generation costeaxct associated stranded costs
have two important implications. The first relatesdampetition. Prospects for
competition among generators are poor for the immefiiaiee unless there is new
entry by IPPs or autoproducers. However, new entgyeracerbate the problem of
stranded costs, since generation capacity is alreadctpto be in substantial
surplus. Furthermore, the existing finalised BOT, BO® 80R (generation)
contracts adversely affect the possibilities of marketrélisation by preserving a
non-level playing field (where favoured generatagddit from State guarantees,
privileged trading relationships and non-competitivieipg, and thereby face
substantially fewer market risks), by preventing pressamgwices from new entry,
and by preventing flexible price and quantity adjustts to unanticipated market
shocks (like the recent macro crisis).

The second problem has to do with the contingentliligisi created for the
government. If revenues to the electricity sectondt cover payments to the
Treasury-guaranteed generators, then the guaranteds meoactivated and payments
would have to be made from the government’s constrdinddetary resources to
subsidise electricity (whether it was actually usedaty. Mhe substantial state-owned
hydro resources that have been developed to-datengwway to minimising these
potential liabilities, as the low cost of hydro cancbhesidered as a ‘stranded benefit’
that can be used to help offset the sizeable transsiated stranded costs. Indeed,
the idea behind initially contracting all state-owrigydro assets to TETAS is to
enable it to cover a substantial part of the stramdsts through the profit on sale at
market levels of this low cost power. However, undenestow demand scenarios,
even with hydro being compensated at the very loeept USD 0.002/kWh, TETAS
may be faced with a substantial revenue deficit. ddmebrst case but not necessarily
zero-probability scenarios, ECA (2002, Table 29y alaites these deficits to be
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between 100-800 million USD annually (adding totaltof USD 4.1 billion)
between 2003-201%8.

Revenue deficits, technical losses and private participation in distribution

The main challenge in distribution in relation toatineg competition is to ensure the
creation of creditworthy entities that can act amnteparts to incumbents and
potential entrants on the generation side.

There are presently 33 distribution areas. In a &sons (including Kepez and
CEAS), concessions that had permitted operation afehgorks by private investors
have been cancelled. Additional tenders for TOOR®Weld for other regions in
1996. Bidding occurred through offers of distribattariffs over the concession
period, with lowest bidder winning. This means, as withfixed price BOT, BOO
and TOOR generation contracts, that any efficiermggover the franchise period
will not be passed on to consumers. In addition, wem@&re to commit to reduce
technical electricity losses; gains or losses generatetidnyges in electricity losses
would be appropriated fully by the company. An &ddal problem with distribution
TOOR contracts is that they may prevent the subsegueosition of a harsh
efficiency-enhancing incentive-based tariff formulsiece these companies would
then lose profits relative to the initially-promisere cost-plus tariffs, and they
would therefore seek (and have grounds for) compemsdinally, to the extent that
the desirable distribution regions were cherry-pidkedugh the TOOR process, this
would prevent sufficiently marketable and competiiveupings to be formed from
the remaining regions, and prevent a matching of matt-least-desirable sub-
regions, thereby jeopardising distribution privatisatamd possibly resulting in non-
sellable assets.
The distribution sector suffers from growing operatiegenue deficits, in turn driven
by:
= Electricity theft and non-payment (about 14% oét@nergy purchased by
TEDAS with large regional variation)
= Technical losses (about 7%)
= Free or un-billed electricity supply (4%, especialiseet lighting)

The OECD average of electricity losses (which is mainlyen by technical losses)
is about 8% (Figure 2).

% The worst-case scenario entails demand growevatd projected by the OECD, which are lower
than those projected by MENR; and with all pendd@T and TOOR projects going ahead. In addition
to assumptions on demand, results also are sengitihhe assumed level of wholesale prices thahimig
emerge with new entry (lower wholesale prices eridlate larger operating deficits for the relevant
generation plants selling to TETAS), and to theias=d minimum non-avoidable costs of the state-
owned plants that must be covered (sustainableatipgrcost levels, rather than just to cover O&M,
fuel and debt service costs, could lead to revelafieits even with the higher MENR demand levels).
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Figure 2: Losses- Turkey vs. OECD
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Theft and non-payment is fundamentally a politicalrexzmy and distributional
problem that has implications for rebalancing tariffs.

Tariff rebalancing, social protection and industrial competitiveness

Industrial prices are almost as high as household pringkeun more liberalised
markets where industrial prices are often less tharth@de of households (lower
industrial prices reflect the lower unit cost of dely of large amounts of electricity
to industrial customers). According to data on end-pgees, Turkish industry faces
one of the highest costs in Europe. However, equallgworthy is that Turkish
household prices are not particularly high, in thedpoend of the range for Europe.
Out of 32 countries listed in the latest IEA reporeyiWorld Energy Statistics 2002),
Turkey is the only country (apart from India) wheomsumer prices are so close to
industrial prices, with consumer prices being more tlwarbk the level of industrial
prices in 8 of the EU-12 countriesver 3 times higher in Denmark. The numbers
below (Table 2) suggest that although large indusisals are likely to see
substantial price falls from increased competition, hoolsishand smaller industrial
users are likely to see substantial price increases.

This large cross subsidy to households will not survivh Weralisation as eligible
consumers are entitled to switch to lower-cost sourcesrunléteral agreements, and
as less efficient and/or higher cost regional distrdyusiystems reflect these costs in
user tariffs. This issue of tariff rebalancing towardstaeflective tariffs, if not
properly handled, could jeopardise the entire refeffort by creating political
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Table 2: Retail Prices for Electricity
Electricity for Electricity for
Industry Households
cents/lkWh  cents/kWh
Austria 9.21 12.14
Belgium 4,77 13.23
Denmark 5.97 19.53
Finland 3.94 7.89
France 3.58 10.17
Germany 7.9 16.66
Greece 4.31 7.75
Ireland 4.62 9.57
Italy 9.3 13.42
Portugal 6.59 11.77]
Spain 5.58 14.33
UK 4.96 10.1
Czech Rep 4.68 6.11
Hungary 5.21 6.98
Poland 4.76 8.34
Slovak Rep 4.35 6.28
Canada 3.86 6.01
UsS 4.27 8.5
Turkey 8.05 8.49

Source: International Energy Agency (2002)

pressures for back-tracking. It will have effects on:

» poverty and relocation incentives. Poorer househaltlse east are likely to see
their prices rise most in the short term, while alreatgrpopulated cities in the
west with more efficient distribution systems face some\dsat steep tariff
increases.

» employment and industrial competitiveness. Business usersmritimal
consumption below the threshold, including all SME4|, a¥so likely see
substantial price rises.

The income distributional dilemma faced by the autlesrivas reflected in recent
difficulties regarding the creation of distributicggrons. Months of work and an
ultimate agreement reached among EMRA, MENR, TEDAStaad reasury was
rejected by the government as a result of intense pessom localities that did not
want to be included in regions designated as highatests. EMRA responded by
proposing instead province-based cost-reflectivel tatddfs. The highest proposed
tariff was for Hakkari, which is both one of the pestrprovinces as well as with the
highest incidence of theft (daily Radikal, 3.3.2003)
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Wholesale market concentration and the dominant roleof TETAS

In the design of the new market model, the role of A&Ts critical as an instrument
to help resolve transitional stranded costs through mar&ehanisms, and thereby
help protect captive consumers from sudden and lacgeases in wholesale prices. It
is with this purpose in mind that it was decided that A& should be the holder of

all legacy state-owned contracts and liabilities,udosig BOT, BOO, TOOR
contracts as well existing import and export contractd, play a key role as
wholesaler trader of electricity. The EML requirdSTRAS to be financially viable

and authorises TETAS to charge a wholesale pricecgrifito cover its stranded cost
obligations (based on the weighted average costs gheration plants selling to it,
including BOT, TOO and TOOR plants). However, thereo requirement for
profitability on a year-by-year basis, but rathett thapluses and deficits should
balance over a reasonable period. The initial estitrg to TETAS of all state-owned
hydro plants is intended to help it meet this financiability criterion.

As the holder of the majority of generation contra€&TAS will be the dominant
seller in the market for the foreseeable future. Wighaits rights to hydro capacity,
TETAS also will be the dominant participant in théalp@ing market. Given its
dominant position, it will be critical that TETAS leffectively regulated. In the
absence of effective regulation, there is no incerftiv TETAS to keep its costs as
low as possible, as it passes its costs fully to captiveroesso

In practice, the ability of TETAS to raise the wisaée price to cover its stranded cost
obligations is constrained by the prices that couldffexred by new entrants (the cost
of electricity from a new gas-fired CCGT power p)aitd the extent that new
developers are willing to take the risk of buildirganpower plants over the next
years. In that case, if the TETAS wholesale pricdava the price that could be
offered by IPPs, then distribution companies and dégibnsumers will choose to
buy from IPPs, causing TETAS’ sales to fall. Howevecdose TETAS costs have a
large take-or-pay component from BOT, BOO and TOCGH1gl, its costs will remain
high as its market share falls, leaving it to recowsefixed costs over a lower level of
sales. To avoid such a vicious cycle of falling salesraquired higher wholesale
prices, TETAS cannot afford to charge a wholesalgeignificantly above the cost
of a new gas-fired plant.

I nter-institutional coordination and a national electricity policy

There is a lack of strong centralised leadership ta&mgverall perspective of the
electricity reform program, including on tariff, matkstructure, competition
promotion and privatisation issues, and to ensure cagrdimof the 9 or more
entities with separate management teams: MENR, EMRATR#&sury, EUAS,
TETAS, TEIAS, TEDAS, and Treasury. It would be Higtesirable to achieve
consensus among all main national stakeholders arourttbaal&lectricity policy
that presents a coherent strategy for market struchateoutlines what is meant by
competition in the foreseeable future Turkish eleityrimarket and how more room
could be made for additional competition, and thiatalates a well-defined desired
end-state for the industry and a strategy for achigitin
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V. Possible competition-enhancing solutions

Evidence on the benefits of electricity reform is eattecent and most of the detailed
studies concentrate on a number of well-known casesasuitte US, UK and
Scandinavian countries. Some studies do not providegtronclusions. For
example, a recent study by the OECD (Steiner, 2Q0)tb find a significant effect
of regulatory variables such as TPA and unbundlingndustrial prices. Such
variables are found to have an impact onrétti® of industrial to residential prices,
but this finding may be capturing the impact of rebaiag rather than other
components of reform. Privatisation is foundrtcreaseindustrial prices. On the
other hand, the same regulatory variables are fauhdye a positive impact on a
proxy for efficiency.

Nevertheless there is a general consensus among anaystetkey to welfare
enhancing electricity reform is to have adequate cditigein generation.

Efficiency gains, especially due to cost reduction,easiest to obtain in this segment
of the industry. However enhanced competition is necg$sathose efficiency gains
to be passed on to consumers. Below we discuss a nuhdpgions that can
accelerate the development of competition in the iShrkontext.

Transitional regimesfor tackling stranded costs

There are a number of possible options that the govertnmik need to consider in
minimising and addressing stranded costs. A lowering amd rapid resolution of
stranded costs will have a number of benefits, in pdaiallowing a more rapid
introduction of competition. It also would allow a reaapid release of hydro plants
for privatisation, which would have the added berafenabling generators and
retailers to offer more valuable contract shapes, annddgng flexible energy to the
balancing market and for the setting of day-time asakprices.

Possible options include:

» Afinal resolution of all outstanding non-finalised B@nd generation TOOR
contracts that does not increase stranded costs. Giggrotential costs to the
economy and the electricity sector in terms of bottitemhal fiscal costs and
foregone competition benefits, it appears to be irpth#ic interest not to provide
Treasury guarantees for most of the non-finalised BQITTEMOR projects, while
remaining open to negotiated win-win solutions suliji@this constraint. The
basic strategy of EMRA has been to encourage projeaissps to apply for
generating licenses and to act according to thatéstof the new market model.
Given the potential reputational costs to Turkey dsstination for FDI inflows
of such a unilateral government decision, the goverhstesuld remain open to
negotiate with project sponsors on a case-by-case bamek acceptable
solutions that do not burden Turkey with additiongdensive and unneeded
power. The broader international impact should ndbbenegative as long as the
underlying public policy reasons are clearly expldiaad the initially-agreed
contractual terms are adhered to, including apprpcampensation being
offered following arbitration if a negotiated sotut is not possible.
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* Voluntary win-win renegotiation of tariffs. The exigy BOT contracts are
heavily front-loaded with higher capacity chargeghie first 5 to 10 years of
operation. By exploring the scope for non-unilatarglrovements to the
contracts in the spirit of the basic principles of B¢ 1996 Directive, the level of
stranded costs can be lowered. Possible win-win motidicaicould include
lowering the average tariff level over time andtéaing the tariff slope in
exchange for removing the T (transfer requiremanthe BOT and/or alternate
approaches for providing an equity return over @éorperiod. To facilitate
negotiations, these potential win-win modificationd thauld transform the
existing BOT contracts into IPPs should be unbundlelddisctussed separately
(Sevaiglu n.d.): (1) tariff smoothing, flattening the paymentve by retarding
the higher payments of the first years; (2) ownershipstier, transforming the
BOT to a BOO model by subtracting the value of tteetssfrom the tariff profile;
(3) price risk transfer, removing the take-or-pay ¢tol by compensating the
difference between the agreed and estimated stabiliagcet price; and (4)
volume risk transfer, compensating the estimated revesserthen the company
fails to find customers paying the same price as agretbe imitial take-or-pay
clause. [we could include a diagram here and at&ituOsman bey] The
potential for outsiders to challenge any such negmtiadlution should be
minimal as long as project sponsors are no better offttiegnwere prior to the
renegotiation. Stranded costs also could be reducedtiaging to lower the gas
prices charged in individual contracts by BOTAS.

» Postponing or cancelling non-finalised inter-governnpeatocols on hydro.
Inter-governmental protocols refer to commitments betvZeenmore sovereign
governments for specific investments. To help lower ten of excess
generation capacity on the system, consideration dhmmugiven to alter the
existing pipeline of country-to-country protocolsn& such protocols are
political undertakings rather than established pricatgractual rights,
modifications in line with unexpected public policyperatives may be easier to
achieve.

» Low pricing of TETAS-contracted state-owned hydrogm@ation assets. By
pricing hydro at its O&M cost, it is possible to redtice revenues required to pay
for the stranded costs. However, depending on therm®seenario, low pricing
of hydro may not be adequate on its own.

» Stranded-cost levy. A levy or additional surchargeld be applied in various
ways to obtain revenue to cover any deficit, butsingplest way would be to
apply it to final electricity consumption. Imposingetlevy on final consumption
ensures that eligible consumers and distribution compaaienot avoid the levy
when they buy power from sources other than TETASranded cost levy may
be the easiest and best solution from the economic giouw. However, the
levy would result in an increase in prices to endscomers: the approach suffers
from the obvious drawback that the tariff would rise.

» Sale of hydropower plants. Selling (or leasing) bpdwer plants to the private
sector and utilising these sales revenues to coverrdrest cost deficits is an
option that also should be considered. This would hasienilar impact to the
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option of diluting the high BOT, BOO and TOOR geat@n costs with low-cost
hydro, but the advantages would be two-fold. Frestenues would be realised
immediately, at a time when Treasury resources arecpkantiy constrained.
Second, it would allow market liberalisation to g@ath more rapidly. However,
an important consideration for the government is whiettlequate revenues
would be realised from the sale of what are potegteaitremely valuable assets
in the balancing market in the immediate-term, or wéretigher revenues could
be realised once the market begins functioning, erperience accumulates on
how the new market would value hydro plants and hgtkotricity, and once
investor confidence increases with additional regwabwersight experience. On
the other hand, the benefit of more rapid liberabsabr at least a staged
privatisation approach with annual auctions for sontrdyeither for capacity in
say 1 MW tranches of all hydro, or for all of a speqgiant for 1 year leases)
may well outweigh the foregone higher revenue prosed a later sale, in
particular if the earlier prospect of privatisaticglgs spur better regulatory
oversight and other market-friendly policy decisionsrythe shorter pre-
privatisation period (driven by the pressures of aipiant privatisation).

Tariffsand universal service

Industrial tariffs are expected to come down and haldehriffs are expected to
increase from tariff rebalancing. However, in assesiagmpact of overall tariff
changes on consumer welfare, it is important to takeaaotount the decrease in the
prices of all goods in the household consumer baskewihaecrease as a result of
the decreased cost of this key intermediate input.eMenerally, efficiency gains
from cost-reflective prices are expected throughoeietonomy.

To mitigate the effect of rising household tariffs, finst priority should be to reduce
costs by eliminating theft and non-payment rather #tjuasting household tariffs
upwards by the full margin required to cover costsl(isive of theft and non-
payment). In addition there will be the need fon@ans-tested system for providing
support to those who cannot afford the higher retatkes and are eligible for such
social protection (in part replacing the curreniargte on theft and non-payment of
bills as a social safety net). This has fiscal implicatfonsorthcoming budgets as
well as requiring the implementation of workable dibly and delivery mechanisms.

As part of a possible policy solution, the EML and Tlaeiff Regulation allow for an
explicit cash subsidy under a mechanism to be establishibe lzouncil of Ministers.
Provisional Article 12 of the Licensing Regulatiofoals for vesting contracts, which
could be bundled so as to offer lower-cost contrachsgioer-cost distribution regions
and thereby ease cross-regional adjustment. One additreechanism to help ease
the cost burden on residents in the eastern part &ywould be to use meters with
a three-term tariff structure. By using such metemspitld be possible to offer
extremely low prices during off-peak periods as wethaseby helping to reduce
illicit utilisation.

Cross-border trade and the benefits of EU accession
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Other EU countries have reported benefits from adgptia Electricity Directive, but
problem areas remain (EC 2002c):

= Differential rates of market liberalisation. By 200&ile five countries had
implemented 100% market liberalisation, the rest haemeg up less than 60 %
of their markets, with Denmark, France and Greeceingaup only up to 35% of
their markets so far.

= Disparities in access tariffs between network operatbish, due to the lack of
transparency caused by insufficient unbundling (e.gnagament or accounting
but not legal or ownership separation) and inefficregulation, may form a
barrier to competition.

= The high level of market power among existing genegatbmpanies associated
with a lack of liquidity in wholesale and balancimgirkets, which impedes new
entrants:

o onlyin 3 member states do the top 3 companies have Es5@% market
share; in 9 member states, the top 3 companies have raaré3#o
market share;

o large divergences in prices continue to exist across nrestaies

A central implication of the full internal market Isat an important source of
competition in countries where the generation maskebncentrated would be cross-
border transactions. However, the ratio of imporiacity to installed capacity was
more than 25 percent in only 4 out of the 15 EU toemto-date. Relying more on
cross-border transactions requires better cross-bartirgements. The problem
there is insufficient interconnection infrastructbetween member states and, where
congestion exists, unsatisfactory methods for allocatiagce capacity.
Encouragingly, common guidelines on congestion managdmagetbeen agreed at
the 6th Florence Forum in September 2001. Theredw®s imore progress on cross-
border tariffication. Following the adoption ofemporary mechanism for cross-
border electricity exchanges in March 2002, EU mapkafers involved in cross-
border exchanges no longer have to pay a seriescobutinated charges to
transmission networks (‘pancaking’) since all transit iamgort charges have been
removed. Under the new regime there is only a singleré charge that is allowed (1
euro/MHW). Nevertheless, the EC remains worried abmipace of development of
cross-border trade. By end-2000, four years afeeatioption of the Electricity
Directive, physical cross-border trade in electridiy not exceed 8% of total
consumption, which “leaves the EU far from a real, cditipe internal market” (EC
2002c, p. 22)

In the case of Turkey, obstacles to increased crostebtrade include:

(1) Operating standards and inter-connector capaatyrently Turkey does not
comply with the main continental European UCPTE dpegastandards and therefore
could not connect its network synchronously; it isypked that in 2006 Turkey will be
part of the UCPTE network. A 400kW overhead lin€&teece is planned to be
commissioned by 2006 (with a sub-sea cable connectinec&seith Italy and the
western Europe network). A connection exists with Bulgwhen a portion of the
Turkish network in Thrace is disconnected (imports framgBria account for 3% of
domestic consumption according to OECD).
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(2) Cross-border transmission pricing and settlementamation — currently the
tariff framework for cross-border transactions is netywvell developed yet, so it is
still organisationally and economically difficult fordividual electricity customers to
choose suppliers situated in another member state, tipwagbsals for more refined
systems of cross-border pricing are being developed.

(3) Technological transmission losses over distance —t@4$2@ (direct current)
direct transmission link (as between Greece and Itddg)cost of running electricity
through intermediary transmission networks makes shippaurieity from Turkey
to France or the UK prohibitive. So trade in thedram-term will remain fairly
localised, possibly including Greece, Italy and Buky&omania. Given that Turkey
has lower-cost endowments than neighbouring counttiisslikely that the eventual
flow will be from Turkey to neighbouring countriesaplying a gradual increase in
Turkish prices as low-cost assets are fully utilised.

Without doubt, one of the most significant benefit&EtF accession for Turkey in the
electricity sector would be the stability provideddnchoring Turkish regulations and
practices to EU norms and practices. Given the dexjneelitical instability

prevalent in Turkey (especially, until recently, fredominance of coalition
governments and the short tenure of governments), &ed tiat in the past the
discretionary authority of the state has not always lsed in the clear interest of the
public (the existing stranded contracts in electripityviding a clear example), the
European anchor will provide a strong signal of digcesd irreversible regime
change from past practices that may have caused caoeimy both foreign and
domestic players in the electricity industry. The cderfice-boosting effect on
potential investors who otherwise may continue to hetant to enter the Turkish
electricity market is likely to be significant.

Privatisation and entry-promotion strategiesfor generation and distribution
assets

It has been asserted that one of the worst featureld efdetricity reforms until the
recent proposals is that continued vertical integnasallowed — in Europe, common
ownership of generation and distribution is increasivigrtical ownership separation
or unbundling of distribution from generation at thee of privatisation seems to
have become the consensus approach in the restwbtlte having been adopted
successfully by England/Wales, Latin America (includirgentina, Bolivia, Chile,
Colombia, El Salvador, Guatemala and Peru as the nmestetamples), a number of
transition economies, and Australia and New Zealandaydea and many countries
of the EU are exceptions to this pattern.

On the other hand, the recent crisis in Californigfagésed doubts, including in
Europe, about the stability and viability of unbwealkelectricity markets (Newbery
2001, 2002b). It has been argued that generatimganies in California had
incentives and ability to behave strategically, witldhcapacity and thereby
manipulate and increase wholesale prices (although tirere other factors at work
as well, including flawed market design, see Box 1y.c@ntrast, it is argued,
integration of generation with distribution eliminatéiese incentives and creates a
more stable market structure.
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Box 1: California’s Electricity Crisis

In 1996, the California electricity industry undemt a fundamental restructuring. Before reformsteh
were three vertically integrated utilities that eenrand operated generation, transmission andldittin
assets. Retail prices were regulated by stateatgyalwhereas wholesale prices were regulatecat th
federal level by FERC. Prices were higher tharaM&ages; this was blamed on the vertically integra
structure, and long-term contracts with indepengemier producers (IPPs). Hence there was a public
demand for reform.

The most important features of the Restructuring b 1996 were as follows:

¢ Retail customer choice. Customers could chooserpetitive electricity service provider (ESP)
or buy default service from the local utility distution company (UDC)

« Incumbents were required to provide open accefetntransmission and distribution networks
to competing generators, wholesale marketers ais BSregulated prices

« UDC default service price was set equal to the e$ale spot market prices determined in the
day-ahead real-time markets

e There was a retail rate freeze of maximum 4 yearedover stranded costs of generating assets
(the assumption was that wholesale prices wouldWwer than frozen retail levels).

e California Independent System Operator (ISO) ariifa@aia Power Exchange were created

e Two largest Investor Owned Utilities (IOUs) werelered to divest at least half of fossil
generating capacity.

« |OUs were required to meet default service oblagaiby purchasing from the spot market (i.e.
they had to sell power from their remaining asasetsthen buy it back to meet their default
service demand). They were “short” for the differe between what they could sell and what
they had to meet in terms of default demand. Wrene not allowed to hedge by forward
contracts with generators because it was fearddtitén contracts could be anti-competitive.

Market design represented a series of incoherehfragmented compromises between interest groups
(bits and pieces from different designs) rathenthavell-thought strategy. It was also very cocgtkd.

It relied more on individual generator owners tdkmmaommitment and dispatch decisions and manage
congestion based on their self-interests (in teass it was closer to the New Trading Arrangemiertise
UK, than the previous POOL system). There weresgsrepisodes of horizontal market power problems:
given rigid capacity constraints, small amountsvithholding of capacity resulted in large pricerig@ses.
The build-up of new capacity turned out to be \&@ow. In the meantime California started to expece
a rapid increase in demand. The IOUs became isiciglg reliant on the spot market. Customer sviritgh
to ESPs was slower than expected; that meant thefgeilt service obligations for the IOUs. The ban
hedging contracts made their situation more diffichs a result, a large fraction of demand waseegr
through the volatile wholesale market.

The meltdown of the system was triggered by dramatreases in the wholesale prices that utilitiad to
pay. The main reasons for the increase were rig@igral gas (input) prices, a large increase matel
(due to abnormally hot weather, high economic gnwieduced imports and rising prices for nitrogen
oxide emissions credits. In addition, there wemgosis market power problems. It has been estohtaizt
about a third of price increases is attributablmarket power and strategic behavior by playerighH
prices also further distorted incentives. For epl@nESPSs lost incentives to sell in the retail keér
because they could increase profit by selling evimolesale market.

Because retail prices were frozen, the utilitiestetl experiencing financial problems and credit-
worthiness declined. Their requests to increasel iI@ices were turned down by the state regulator.
Finally they went bankrupt. The State governmeattically took over supply.

Bad luck played an important role in the Californéisis, in the sense that a large number of agver
events jointly triggered wholesale prices. Howetflawed design and existence of market power ntiagle
system vulnerable to adverse shocks.

Source: Cabral (2002); Joskow (2001)

27




An assessment of which way to go must include weighingenefits of mitigating
wholesale price risk that vertical integration caovte against the costs of foregone
competition and foregone effective regulation. Wielve that the arguments point to
vertical separation as the preferred initial confegion, allowing markets to
reconfigure assets at a later stage if desirable (subjeetrsight by the competition
authorities). Whether or not the state-owned thegeaération plants should be
privatised as a small number of bundled portfolio corgsaor sold as separate units
depends at least in part on how geographically d&mart each other they are.

Mitigating wholesale pricerisk. The recent rush towards vertical mergers in
England/Wales has been driven at least in part by ti@ve from a compulsory,
single-price power pool to a bilateral contracts fraworx where there would no
longer be a single price for delivery of electricityany particular time but rather
directly-negotiated prices between buyers and seléerd substantial penalties for
generators and customers that deviate from their cttattdevels). The wholesale
price risk that arises in a bilateral contracting emwnent translates directly into
profit risk in an unbundled structure: a high pribéts profits to generators away
from the retailing business, while a low price beneétsiling at the expense of
generators. This risk can be reduced by verticafjrateon in which generators are
assured of a captive market. Vertical integration e¢sloices the transaction costs of
contracting, and reduces the risk of failing to fanduyer and hence being forced into
a distress sale in the short-term balancing market. ©attier hand, the larger the
share of the market covered by vertically-integrat@ahpanies, the harder new entry
will be and the more disadvantaged will be those compahat remain non-
integrated.

Developing competition where possible. If a key objective of the reform is to
stimulate a stable provision of low-cost, low-pricecc#le energy, international
evidence suggests that sufficient competition is therbeans to achieve it. A
negative aspect of vertical integration is that tlemapolist distributor will in many
circumstances be able to increase its profits (togethierdelayed innovation) at the
expense of society by favouring its own integratecegging companies over more
efficient (existing and potential that may not entgherators. Ownership separation
removes the incentive for market foreclosure. Whileglemain economies of scope
between generation and transmission/distribution thatsuggest benefits from full
vertical integration, there is also quite a bit ofdewnce that benefits from unbundled
competition may be substantial. A telling example ésedhrly experience of
Scotland, where the 2 producers were privatised disaiy integrated companies,
and England/Wales, where there was strict verticalragpa at the time of
privatisation. Prior to the reforms in 1990, Scotpsices were around 8% lower than
England/Wales, while in 2000 Scottish prices were fér, a swing of 13%}

Facilitating effective regulation. If the regulators of the distribution monopolies are
unable to detect and/or prevent discriminatory treatrteavards favoured generators,
many of the benefits of competition would be lost, castioubt on the benefits of the
overall liberalisation project. Vertical ownershigagation facilitates the job of the
regulator, by removing incentives for non-transpatemtsfer pricing, differential

24 OECD Reviews of Regulatory Reform, UK, 2001.
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guality of access to the wires or other discriminatoegtinent between distributors
and generators, and thereby making it easier for amslto get information
regarding true underlying costs and to secure fagsscto the networks. The much
more difficult task of effectively regulating vertibaintegrated companies, if that is
to be an outcome preferred by the markets at a subsexiage, should only be
attempted by more seasoned regulators following a signifiperiod of learning-by-
doing in an unbundled environment.

In terms of sequencing, it is appropriate first to greeadistribution companies and
ensure commercial management of those assets — to allatooref financially
viable companies that in turn allow private genesatorstructure bankable projects
without government guarantee.

Newbery (2002b, c) provides a list of four conditidimat are necessary for unbundled
electricity markets to create socially beneficial omtes. The first is that potential
suppliers must have access to the transmission system. Tast achieved by
unbundling transmission from generation and securing e, of which are

satisfied in the Turkish design. The second condisdhe existence of adequate and
secure supplies of electricity. This requires the extstef adequate transmission
and generation capacity. This condition also seems tatisfied in the Turkish case,
at least in the short to medium term, given the substamiaunts of excess capacity
available at present.

The third condition is that there must be a sufficrmmhber of untied generation
companies so that generation is truly competitive. Thisison is perhaps the most
problematic in the current Turkish context, givendimeable amount of generation
capacity that is either state-owned or with tied ditias and prices through long-term
contracts. Thermal generation assets under public shipecan in principle be re-
grouped prior to privatisation to create a numberalble companies, and these
affiliate portfolio generation companies can be grdnhanagerial and financial
independence in order for them to perform their & in accordance with more
competitive conditions even prior to privatisationisiiwould be desirable in any case
in order to put at least a minimum amount of structwiadlged competitive pressure
on existing state-owned thermal plants for increasedyative efficiency and lower
costs. However, the weight of tied generation assethévae been contracted to
private parties through BOT, BOO and TOOR contractg coatinue to prevent
sufficient competition from emerging for some time, matarly to the extent that
hydro assets also remain contracted to TETAS over tkeumeerm to ensure its
financial viability. This is the area where boldipglmeasures to reduce stranded
costs and allow earlier hydro release to the markdtigeeld substantial benefits.

An alternate but complementary way to increase compe®nd reduce market
power in generation markets is through policies thakwa the demand rather than
supply side, by increasing the elasticity of demand,ithé&y promoting stronger
customer response to price changes. Traditionallguatibmers pay fixed prices
(annually negotiated fixed price contracts for indaktustomers) that may vary in a
mutually agreed manner on a daily or weekly basisino@pendent of fluctuations in
wholesale prices. As a result, the drop in demand iroresgpto a rise in market price
is negligible, greatly facilitating the exercise ofrket power. The key here is to
induce customers to reduce consumption when prices tigee fre 2 options.
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Interruptible contracts, which give the electrigtypplier the right to curtail supply or
specific appliances to be rippled off for short pesiofltime when price exceeds
some level, may be promoted —if necessary through sebgitven their positive
externality—for customers who can switch to other foelself-generation. The
preferred option, again promoted through subsidiesaéssary given their positive
spillover, is to subject customers, especially the largeseal-time (time-of-use)
metering and billing. By giving end-user customerstéodinology not only to
observe but to respond to real-time prices, they ar@erned to directly modify
their purchasing habits accordingly.

A powerful additional mechanism to enhance customer nsgpio price changes is
by promoting competition in retail activities. As éarldiscussed, the EML allows
for the activity of several retail companies in arhsttion region in addition to the
retailer that belongs to the distribution companyli[add more here on pros and
cons, and whether any additional measures are need@thtate such competition]

The fourth and final condition is that the liberatisearkets should be adequately
regulated. This means, inter-alia, that regulatiorukshoot be limited to naturally
monopolistic segments but should include wholesale market®lh The argument
here is that relying solely on ex-post competitiong@otemedies to discipline
strategic behaviour in wholesale markets may be insefffich preventing large
welfare losses. Instead, regulators may need to haveetitionp powers to ensure
that pricing in wholesale markets does not deviatertach for too long from cosfs.
This is an area which seems to have been overlookbe proposed amendments to
the Electricity Directive in Europe.

In the Turkish design, the wholesale tariff applicablelectricity sales by TETAS
will be regulated so as to reflect TETAS’ averagechase prices as well as its
financial obligations (Provisional Article 1, Elecity Market Tariff Regulation). In
addition vested contracts discussed above should preiggnvolatility as the non-
TETAS segment of the market develops. Given the imt@nopolistic structure of
the wholesale market in Turkey, it is appropriate thatbehaviour of TETAS be
closely regulated. However, as alluded to abovealy be desirable for the regulator
to be granted additional oversight powers over thelegale market even as the
dominant power of TETAS dissipates over time.

VI. Conclusion

It will take some time before electricity reform in Kay starts showing benefits that
are appreciated by consumers. In fact, in the shorsome consumers may be
adversely affected as measures are undertaken to domeeist mistakes. On the
other hand, the slow pace of market development méayrbed into a blessing.
Electricity reform of the Turkish type is radical agatails huge uncertainties. The
slow pace of liberalisation caused by inherited strdmdsts should allow market
players and regulator alike to experiment and adpgstules wherever necessary.

% For example in the US the Federal Electricityutaion Commission has a statutory responsibility
to ensure that prices are “just and reasonableitiwprovides it with authority to replace market-
determined with regulated prices. See the disonsaiNewbery (2002c).
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