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PREFACE

This study is an output of the research project: “The EU harmonization in Key Infrastructure
Services (Telecommunications, Energy and Transport) and productivity growth” carried out by
EDAM (Centre for Economics and Foreign Policy Studies) in Istanbul and CEPS (Centre for Eu-
ropean Policy Studies) in Brussels. This project is supported by the European Union’s Civil Society
Dialogue: Europa — Bridges of Knowledge Programme which is being implemented by Secretariat

General for EU Affairs.

Given that Turkey has by and large been able to overcome the challenge of macro-economic
stability, the focus of policy makers shifted to second generation reforms including the overhaul
of structural policies. Yet at the same time, Turkey has initiated full membership negotiations
with the EU which involves regulatory harmonisation in several fields. Therefore the relationship
between EU harmonisation and the need for second generation reforms in a country like Turkey
should be examined in more detail.

This study brings together in-depth analysis of second generation structural reforms and de-re-
gulation in three key infrastructure sectors, namely telecommunications, energy and transport. A
final chapter elaborates on the interplay between regulatory good governance and EU acquis adop-
tion.

The objective of this study is essentially twofold. It aims to carry out a gap analysis regarding the
level of regulatory harmonisation in these key infrastructure sectors. As a result, the main short-
comings in terms of regulatory harmonisation are highlighted. The focus is however on the part
of the acquis that has a bearing on economic productivity since the second aim of the study is to
uncover the linkages between EU acquis adoption, regulatory good governance and productivity
growth.
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About EDAM

Centre for Economics and Foreign Policy Studies (EDAM) is an independent think tank based in
Istanbul, Turkey. The primary objective of EDAM is to conduct studies and policy—oriented pro-
jects that support and contribute to the process of Turkey’s harmonization with and integration to
the EU. While EDAM, on one hand, focuses specifically on Turkey — EU relations, on the other
hand, it aims to explore and analyze these relations within a multi-dimensional and global context,
and generate policy suggestions, which can be influential on the decision making processes both
within Turkey and EU member states.

The objectives of EDAM can be summed up in two main axes: To provide information and know-
ledge to support and facilitate the accession negotiation process between Turkey and the EU, and
at the same time to generate opportunities for active participation of the business sector, civil
society and academia in the accession process.

For more information please visit www.edam.org.tr.

About CEPS

Founded in Brussels in 1983, the Centre for European Policy Studies (CEPS) is among the most
experienced and authoritative think tanks operating in the European Union today. CEPS serves as
a leading forum for debate on EU affairs, but its most distinguishing feature lies in its strong in-
house research capacity, complemented by an extensive network of partner institutes throughout
the world.

The goals of CEPS are to carry out state-of-the-art policy research leading to solutions to the
challenges facing Europe today, to provide a forum for discussion among all stakeholders in the
European policy process and to build collaborative networks of researchers, policy-makers and bu-
siness representatives across the whole of Europe. CEPS has an extensive membership base of some
120 Corporate Members and 130 Institutional Members, which provide expertise and practical
experience and act as a sounding board for CEPS policy proposals.

For more information please visit www.ceps.euL.
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EXECUTIVE SUMMARY

Overview

Turkey has undertaken major reforms aiming at better functioning markets both in terms of en-
suring competition and productivity growth. These reforms are aimed at narrowing the scope of
regulation and ensuring that regulations better serve public interests. Mainly, reforms address mar-
ket opening, privatisation, liberalising restrictions on entry, prices and normal business practices as
well as ensuring competition. This study focuses on the regulatory reform and EU harmonisation
in three main infrastructure services namely telecommunications, energy and transport sectors.
The performance of these industries is crucial for the performance of the whole economy due to
their “knock on” effects on the rest of the economy. The impact of regulation in these sectors goes
beyond the sectoral frontier and affects indirectly many other sectors where firms use the output
of these industries as intermediate inputs in their production process.

Turkey has moved towards a regulatory reform targeting a gradual shift from coercive use of
public policy instruments such as strict regulation or the public ownership of enterprises to a
greater reliance on market mechanisms as well as private investment. Turkey’s progress in terms of
harmonization with the EU acquis has been uneven, but overall, not too disappointing. It seems
that compared with the gap in the legal frameworks the gap in implementation and more impor-
tantly, in terms of impact, that is, the degree of development of effective competition, is larger.
The reasons are as follows.

The regulation of competition is an intrinsic part of the overall regulatory approach. Therefore
the implementations of competition rules as well as the nature of the relationship between the
competition authority and the sectoral independent regulatory authorities have a significant im-
pact on sectoral policies. In Turkey, competition law is an area where significant progress has been
made. However problems remain in essentially three areas: a) Relationship between the competi-
tion authority and other regulatory bodies b) State aids and ¢) Judicial review.

The uncertainties created for businesses by the twin implementation of competition and secto-
ral legislation and the lack of clarity in the legislation of the boundaries or competencies are critical
problems. The codification of the relationship between the Competition Authority and the IRAs
should be achieved to eliminate the resulting barriers to investment. In this respect, the law should
introduce a consultation requirement with clearly defined deadlines. The law should also clearly
spell out the division of tasks between the Competition Authority and IRAs.

The absence of state aids legislation in Turkey acts as a serious barrier to the development of
competition in infrastructure industries. Given the prevalence of state ownership in infrastructure,
state aids legislation is necessary to ensure that state actions do not have anti-competitive effects.
Turkey had assumed the responsibility with the Customs Union Decision to adopt a state aids mo-
nitoring regime by 1997. Since then Turkish policy makers were unable to overcome the instituti-
onal reticence to adopt a state aids monitoring legislation so as to comply with the Customs Union
commitments of the country. The adoption of state aids legislation has now become a benchmark
for the opening of the competition chapter of the full membership negotiations.

De-regulation and the introduction of competition in some service sectors usually trigger the
question of the continued universal availability of these services. The EU has developed a specific
strategy to deal with the supply of services of general interest under a competitive framework. State
owned or even private companies can be entrusted with a public service obligation provided that
the loss making part of the business is financed in a transparent and non discriminatory manner.
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This framework ensures that the level playing field is maintained for service providers while the
universal availability of core services is ensured. Turkey lacks a specific framework dealing with
this critical issue. The question of public service obligations is not treated in a uniform and trans-
parent manner. A legal and regulatory framework for public service obligations is a critical compo-
nent for regulatory reform as it attempts to minimize potential conflicts between social objectives
and the development of competition. The lack of a proper regulatory framework applicable for all
service industries which takes into account the need to implement a rule based and transparent
public service obligation methodology leads state authorities to apply ad hoc solutions for safe-
guarding the widespread availability of core services. This increases costs at best and induces rent
seeking behavior at worst. It is also doubtful that universal access can be achieved in a cost-efhci-
ent manner through such ad-hoc means. In addition, the lack of an overall framework on public
service obligations introduces uncertainties for economic operators in the network industries who
may at any time face new constraints or conditions imposed by public authorities aiming to attain
universal service goals.

In addition to pro-competitive regulation, foreign direct investments (FDI) represents an ad-
ditional dimension linking regulatory reform and productivity. FDI is generally believed to have a
positive impact on sectoral productivity. A regulatory climate conducive to FDI should contribute
to higher productivity growth. Viewed from this perspective, the adoption of the EU acquis in
the network industries should enable Turkey to significantly enhance its potential for attracting
foreign investment in those industries given that the Turkish sectoral legislation still contains a
number of barriers to foreign investments in particular in the fields of energy, air transport and
maritime transport.

A key component of regulatory reforms in the network industries has been the privatisation
process. EU law is in fact agnostic regarding the nature of ownership. In other words, there is no
requirement in EU law for the privatisation of state companies or monopolies. The EU acquis
is more concerned with the introduction and regulation of competition in previously state held
industries. Therefore the requirement to adopt the EU acquis has not been a factor in Turkey’s
approach to privatisation in the network industries. Successive Turkish governments” approach to
privatisation has rather been influenced by the need to raise revenues to assist the maintenance of
fiscal balance. Even after the macro economic stabilisation, the primary objective of the govern-
ment s still to raise a maximum amount of revenues. The downside of this approach is the lack
of proper attention to the ex-post regulatory framework. Indeed as long as privatisation revenue
remains the overriding concern, insufficient attention is devoted to achieving longer term efhicient
market outcomes in the industry concerned. At least in the short run the objective of revenue
maximization may conflict with measures that need to be taken in order to ensure the develop-
ment of competition in those sectors. In the Turkish case the authorities seem to have resolved
this trade-off in favour of revenues with less regard for competition. Evidence for this argument
exists in both the telecommunications and electricity industries. Overall, it can be said that the
authorities seem to discount the importance of competition in generating social welfare gains out
of ownership changes.

Improvements can be obtained in the performance of Independent Regulatory Authorities.
Given the importance regulatory bodies have in implementing the new competitive framework,
their performances have a significant impact on the performance of the regulated industry. The
track record of the independent regulatory authorities in Turkey has been mixed. Improvements
in appointment mechanisms to guarantee the establishment of a governance structure consisting
of professional and knowledgeable “wise men” would improve the performance of the IRAs. The
performance of the regulatory authorities depended on the effectiveness of the individuals which
happened to be appointed to the governing board. Improvements in the appointment mechanisms
can be obtained by making the process more transparent and creating platforms whereby candida-
tes can be questioned by stakeholders. Additional measures that would improve the quality of the
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design and enforcement of regulations include: further increasing transparency and accountability,
in particular requiring IRAs to present justifications for their decisions; improving the quality of
consultative mechanisms and increasing the technical capacity of the IRAs, especially in economi-
cs, possibly by creating the position of a “chief economist”.

Reform in infrastructure industries can improve welfare only if it is guided by a clearly articula-
ted strategy and strong political ownership. The Turkish experience suggests that without the sup-
port of these two components regulatory reform may be seriously delayed in generating benefits,
or, worse, it may not generate them at all. Hence one of the crucial recommendations for success
of regulatory reform is clear ownership of reform efforts at the political level. But ownership is not
sufficient. Reform policy needs to be translated into an implementation strategy.

Sectoral Outlook

Telecommunications: With the privatisation of the incumbent operator and a significant uptake
of mobile telephony, the Turkish telecommunications market has experienced significant changes
in the past years : a 27% penetration rate of fixed —line telephony, 60% penetration of 2G mobile,
very low broadband penetration and potential growth in 3G. The absence of adequate competitive
safeguards and a poor investment climate have caused inadequate broadband uptake in Turkey.

Liberalisation has started in 2004, however quite limited and slow. In 2006 several legal chan-
ges have been introduced in line with the EU acquis. Some of those changes have not yet taken
effect in the market. Compared to OECD countries, Turkey is seriously behind in broadband
take-up. Moreover, most telecommunications services are still more expensive than comparable
services in the OECD countries. The Telecommunications Authority needs to be more speedy and
effective in enforcing and operationalizing its interventions. Moreover, individual licensing regime
remains to constitute a major burden and acts as a barrier to entry. In mobile services taxation is
exceptionally high and may hamper the growth of penetration rate.

Full adoption of the EU acquis may not suffice to bring Turkey in line with other EU countries.
This process should be supported by the improvement in the business environment, removal of
burdensome taxation — especially on the mobile services, as well as closing the gaps in competition
policy especially state aids, improving the independence of sectoral regulators and making judicial
review more effective. Nevertheless, it has been estimated that the potential welfare increase from
Turkey’s alignment with the EU acquis and implementation of a policy and regulatory framework
at par with those in the UK or Finland would amount to about 0.43% of GDP.

Electricity: Turkey launched an ambitious programme in 2001 to introduce competition into a
previously vertically integrated industry through liberalisation and privatization. The Electricity
Market Law (EML) provided a radically new regulatory and legal framework for the organizati-
on of the Turkish electricity industry. In the new market structure generation and retail supply
need to develop competitively whereas transmission and distribution are regulated so as to ensure
non-discriminatory access to all market participants. The law also established Energy Market Re-
gulatory Agency (EMRA). An important part of the needed regulatory infrastructure including
secondary legislation, ordinances, communiqués etc. has been prepared and adopted. These are
more or less in line with the current legislation in the EU, with a few exceptions. Nevertheless,
progress with actual development of a competitive wholesale market has been relatively slow.

Privatization of distribution companies was taken as milestone in restructuring of the Turkish
electricity but has so far not taken effect. The transmission system is organized as a separate state
owned legal entity which satisfies the unbundling requirement of the EU 2003 directive. Howe-
ver, this is not the case in the distribution segment. In Turkey, distribution is subject to only
accounting separation from generation and retail supply. Hence the current arrangements are not
in line with the EU Directives. Regarding separation between distribution and retail activities,
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the situation is moderated by the Competition Authority decision requiring legal separation after
privatization. The most important factor that has delayed the development of electricity markets
has been the fact that the government has been unwilling to raise the tariffs on the default services
provided by distribution companies, squeezing the margins of independent generators between
low retail prices and rising gas costs.

Gas: Regarding the dependence of electricity generation to gas, security and economy in the supp-
ly of gas is an important condition for growth in the sector. The Natural Gas market Law which
was enacted in April 2001 ended the monopoly of BOTAS except for “national transmission li-
nes”. Private transmission companies can build and own transmission lines, under the condition
that these lines be interconnected with the existing system. Distribution of natural gas has been
undertaken by the municipalities and private companies. Despite some progress in harmonization,
actual competition in the natural gas industry has not been accomplished, and BOTAS continues
to keep an almost monopoly position in wholesale gas trade.

Although some progress has been experienced in harmonization with the EU acquis, develop-
ment of competition in the gas industry faces deeper problems than the electricity industry. The
main problem has to do with the fact that BOTAS holds gas contracts with suppliers and only
a small percentage has been so far released to the private sector.. BOTAS’s vertical unbundling
should proceed as planned to prevent any incentives to discriminate against new entrants.

Rail Transport: The share of rail transport among all transport means has declined drastically
both in Europe and Turkey. In 1950, 78% of Turkish freight transport was carried by railways; by
1999 the ratio had decreased to 5%. Efficient rail transport requires investing in railway infrastru-
cture to increase geographic reach, technology level and interoperability; while restructuring any
incumbent railway operator, liberalising the market to allow new entrants and boosting competi-
tiveness of railway industry to gain market share, especially from road transport.

Turkish railway infrastructure which connects only 37 of 81 provincial centres has suffered from
underinvestment. Furthermore, the Turkish regulatory framework remains unsatisfactory. A draft
law entitled “Railway Framework Law” was prepared to establish the legislative and institutional
framework to deregulate the railways market in accordance with the EU acquis. According to the
new law, infrastructure management and operations will be separate Directorates General under
the common roof of a holding structure. The framework law establishes the railway authority in-
dependent from any railway undertaking to ensure fair competition in the rail market, supervising
the railway companies and infrastructure manager on safety issues, licensing and interoperability.
Vertical separation of TCDD is a necessary step for rail reform in order to allow service companies
to compete with equal access rights to infrastructures at non-discriminating charges.

De-regulation and liberalisation of rail services is a complex and difficult process. The process
of de-regulation and liberalisation is still ongoing in the EU. Vertical separation, accounting or
institutional, constitutes the backbone of EU regulation in the railway sector. This is complemen-
ted by allowing free and non-discriminatory access to the railway network and enhanced by the
separation of accounting for transport services (passenger & freight) and PSOs. Turkey uses the
EU acquis as a blueprint for its own regulatory reforms. Regulatory reforms aim to provide better
conditions for competition in the markets, quality services at competitive prices for customers as
well as transparency and accountability. Furthermore, better identification of inefficiencies and
loss making operations and preventing the cross-subsidization of competitive activities from non-
competitive ones for predatory purposes.

Road Transport: Road is the primary mode of transport in Turkey. Thanks to the investment in
highways over the past 20 years Turkish road network is quite developed. The sector boasts a consi-
derable number of service providers. As a result sector remains competitive with regard to alterna-
tive modes of transport. In 2005, 95% of total freight was carried by road transport in Turkey.
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In Turkish road transport market, there has been a serious progress in terms of harmonising the
Turkish road transport legislation with the EU acquis. A new Road Transport Law and the bylaws
adopted in 2003 and 2004 have created a similar regulatory framework for road transport services;
and defined market access rules based on the criteria of good repute, financial standing and profes-
sional competence, as in the EU. There are nonetheless some residual differences in the regulatory
framework stemming from the difference of the market structures. The Road Transport Law and
Bylaws address the fact that the sector is too fragmented and the vast majority of players are too
small. As a result, market access rules and licensing provisions are adapted to Turkish market. The
proper implementation of the law is expected to lead to consolidation and transformation of the
sector, and allow market players to achieve economies of scale. The sector would then be able to
assume the EU directives more precisely.

Air Transport: The tariff liberalisation bill introduced in 2001 enabled the fast development of
the airline industry. In the last three years the number of planes increased from 150 to 261; num-
ber of domestic passengers increased from 9,1 million to 28,8 million and number of domestic
flights increased from 156.301 to 343.956. Along with the public private partnership model and
in particular the build-operate-transfer option, 1.15 billion USD was channeled in the last couple
of years for airport construction.

The Turkish legislation in the area of air transport is compatible in many respects with the EU
acquis e.g. licensing, flights permits and slot allocation. However, harmonisation is not comp-
lete. The current opaque system of imposing public service obligations (PSOs) on air carriers as
a condition to grant route permits would be replaced with a more objective and transparent set
of conditions which would also be compatible with the EU acquis. A regulatory harmonisation
would also require Turkey to amend its existing bilateral air transport agreements and do away
with the legal duopolies and price fixing arrangements created on some international routes to the
benefit of the national flag carrier THY. This would enable other privately owned air carriers to
compete on a more equal footing with THY on these routes. Moreover, Turkey has not adopted
yet a state aids monitoring legislation. There are some areas that can be considered to run afoul
competition rules.

Further harmonisation with the EU acquis should bring additional benefits as increased com-
petition, productivity and transparency, and positive impact on cost and quality. The incorporati-
on of Turkey within the Single European Space will increase the competition in the sector as EU
carriers can begin to service the Turkish market as Turkish carriers can then operate between and
within EU countries without any discrimination.

Maritime Transport: Turkish maritime sector is in a transition phase characterized by a gradual
shift from state run and state held assets to private enterprise. In the area of port management,
the privatization process is well under way and some of Turkey’s main ports have been successfully
privatized. In the area of maritime transport, the focus is on the need for a more business friendly
regulation so as to eliminate the current impediments to the growth of cabotage as well as transit
trade. As mentioned in the Commission’s Progress Report on Turkey regarding maritime transport,
progress remains limited as regards the degree of the adoption of the EU acguis. The full range
of IMO’s sea safety and security regulations including SOLAS 78, SOLAS 88, Load Line 88 and
Mar-Pol are yet to be adopted by Turkey. In terms of market entry regulations, the discriminatory
provisions of the ship registry are to be overhauled. Finally additional investments in institutional
enforcement capacity would lead to an enhanced reputation for Turkish ships traveling in interna-
tional waters. The corresponding decrease in detention rates would increase the competitiveness of
the Turkish fleet in providing international maritime transport services. Adoption of the EU acquis
in sea transport is expected to have a relatively large impact on the Turkish sea transport industry
with respect to an increase in competition in cabotage services, and a lessening of red-tape in port
services and customs procedures.
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1.1. Introduction

The liberalisation of telecom services significantly contributed to economic growth and competi-
tiveness in many developed and developing countries over the past decades. Economists widely
agree on the “enabling” nature of promoting competitive telecom infrastructures, which pave the
way towards the development of innovative services, thus boosting competitiveness, growth and
jobs, to the ultimate benefit of consumers. Among the many contributions that can be found
in the economic literature, Roller and Waverman (2001) found that one-third of the economic
growth in a group of 21 OECD countries over the 20-year period 1970-1990 could be attributed
to the direct and indirect impact of investments in the telecommunications sector. Today, elec-
tronic communications account for at least 45% of productivity growth in the EU27, and in other
geographic areas such as the US and the Far East the contribution is even greater.'

Economists also agree on the importance of Information and Communication Technology
(ICT) investment as a key driver of productivity. Likewise, a vibrant and competitive telecom-
munications sector contributes to economic growth and Total Factor Productivity (TFP) growth
through many direct and indirect channels. In Europe, slow uptake of ICT by businesses seems
to have hampered labour productivity growth in the past few years, but in 2006 an inverted trend
was observed. Hourly labour productivity growth in the telecom sector accelerated from 4.9% to
8.4% over the periods 1980-1995 and 1996-2004.> As reported by the European Commission in
the 2007 progress report on the i2010 strategy, electronic communication services today “account
for 35% of value added of the ICT sector, or 1.8% of the EU economy, and drive 12% of overall
labour productivity growth”.?

Not surprisingly, the liberalisation of telecom services has become one of the key pillars of the
EU Lisbon strategy, later renamed “partnership for growth and jobs”, and noticeable steps in the
direction of creating a “world-class, competitive telecommunication infrastructure” have been
made after the 2002 regulatory framework for electronic communications entered into force. The
adoption, in June 2005, of the i2010 strategy has marked a new step forward in the direction of
creating the “information society for all” in Europe, and Brussels policymakers have constantly
been striving to boost the development of competitive and innovative telecoms markets to reach
the ambitious goals set in the EU agenda.

The recent 12 Report on the implementation of the 2002 regulatory framework has confir-
med that significant progress has been made in Europe as regards the liberalisation of telecom
services.* This trend — also confirmed by industry documents such as the ECTA scorecard — must
be carefully assessed in light of the more general perspective of increasingly mature fixed and 2G
mobile markets, the slow uptake of 3G telephony, and the need to encourage investment in Next
Generation Access Networks, which promise to contribute substantially to the creation of those
digital interactive platforms that will shape the “information society for all”. Accordingly, the Eu-
ropean Commission is currently working on the review of the 2002 framework, which will argu-
ably feature, 7.4., the removal of ex ante regulation in some retail markets, increased coordination

1 See Renda (2007), Transatlantic Telecoms: the Pros and Cons of Convergence, forthcoming in “Sleeping Giant”,
Johns Hopkins University.

2 By comparison in the US, hourly labour productivity grew by 3.4% and 4.4% over the same periods in the
telecommunication sectors, as reported by Jean Claude Trichet, President of the ECB in a recent speech.
See The need for structural reforms in Europe, 4 June 2007, available online at http://www.ecb.int/press/key/
date/2007/html/ sp070604.en.html.

3 For examples of ways in which lower telecommunication costs increase productivity, see, e.g., Burnham

(2007), at 3.

4 Communication, European Electronic Communications Regulation and Markets 2006 (12th Report),
COM(2007)155, 29 March 2007.
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of spectrum policy, and a revision of the definition of universal service and users’ rights.”

With the European enlargement process, adoption of the EU acquis in the telecom sector
(Chapter 19 of the acquis) has become one of the most challenging tasks for accession countries:
new member states were called to conform to the new regulatory framework within a rather short
timeframe, and many of them are still struggling with the complexity of the framework. As a
result, the current state of telecoms liberalisation in Europe portrays a rather mixed picture, with
some countries — especially those who could count on a legacy cable infrastructure — experiencing
fast growth and a significantly dynamic environment; whereas others, including most Southern
European countries, still lag behind in terms of the implementation of the regulatory framework,
and consequently of broadband deployment, entry of new players and availability of innovative,
appealing services for consumers.

Against this background, the Turkish telecommunication market experienced important chan-
ges in the past few years, with the privatisation of the incumbent operator Turk Telecom and a
significant uptake of mobile telephony. As occurred in many Southern Mediterranean countries,
Turkey adopted a regulatory regime broadly in line with the EU framework, although primary
legislation is more in line with the 1998 framework (the so-called “Open Network Provisions”)
than with the subsequent, far-reaching regulatory framework. As remarked by the European Com-
mission in its recent 2006 progress report, in many areas “Turkey has not adopted new legislation
that would align it with the 2002 framework”.¢

As of today, Turkey certainly represents one of the most important emerging telecommunicati-
ons markets: with a population of approximately 70 million, the lowest per capita GDP in OECD
countries, a 27% penetration rate of fixed-line telephony, 60% penetration of 2G mobile, very
low broadband penetration, potential growth in 3G and important regulatory reforms, it is fair to
state that the potential for vibrant developments in this country is remarkable.” The acquisition of
mobile operator Telsim by Vodafone at the end of 2005 testifies of the attractiveness, as well as the
growth potential, of the Turkish market for foreign, global operators.®

The absence of adequate competitive safeguards and a poor investment climate have been con-
sidered as major causes of the currently inadequate broadband uptake in Turkey. Figure 1-1 below
shows that Turkey, with a 3.8% broadband penetration rate, lags behind most OECD countri-
es. In addition, Turkey exhibits also the lowest subscription rate, i.e. even if broadband covered
the whole territory, broadband subscriptions would not overcome 21.8% according to recent
calculations.” Furthermore, as shown in the figure, Turkey’s broadband infrastructure is entirely
dependent on the DSL technology with almost no endowment of cable, fibre/LAN and other te-
chnologies, including 3G. Accordingly, Turkey hardly compares to the OECD average penetration
rate, currently at 10.8%.

5 Communication from the Commission to the Council, the European Parliament, the European Economic
and Social Committee and the Committee of the Regions on the review of the EU regulatory framework for
electronic communications networks and services, COM(2006) 334 final, 28 June 2006.

6 See Turkey 2006 Progress Report, SEC(2006) 1390, 8 November 2006, p. 42.

7 See, e.g., Burnham, J. B., (2007), Télecommunications Policy in Turkey: Dismantling Barriers to Growth, Tel-
ecommunications Policy 31, at 197-208.

8  See Vodafone press release at http://www.vodafone.com/start/media_relations/news/ group_press_releas-
es/2005/press_release13_12.html.

9  See Ford, Koutsky and Spiwak (2007), The Broadband Performance Index: A Policy-Relevant Method of
Comparing Broadband Adoption Among Countries, Phoenix Center Policy Paper n. 29, July 2007.
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Figure 1-1: Broadband penetration in OECD countries, December 2006
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Needless to say, as fixed and mobile markets in Europe become more mature, there seem to be
rather interesting prospects for further aligning the Turkish telecoms regulation with the EU acquis,
as Turkey may experience increased investment in telecoms infrastructure and welfare-enhancing,
committed entry of EU players into its quite attractive market. At the same time, fully adopting the
EU acquis may not suffice to bring Turkey in line with other EU countries. Progress in competition
policy as well as in the independence of sectoral regulators and the judicial are needed to improve
the business environment, and the removal of overly burdensome taxation — especially on mobile
services — seems essential for the pace of development of Turkish telecom service providers.

On the other hand, Turkey may profit from past experience in devising its future regulatory
framework. First, as occurred also in many new member states, mobile telephony has outpaced
landline penetration since 2001, with many households now becoming “mobile only”. Data on
the penetration rate of fixed and mobile telephony in Turkey show that, mobile penetration is
now approaching 70% in 2006. This, in turn, means that investment in broadband deployment
to fill the significant gap shown in Figure 1-1 may concentrate on mobile broadband, as well as
in broadband wireless access technologies. This would allow Turkey to fill in the broadband gap
relatively quickly, as occurred, for example, in Baltic states, where WiFi and WiMax are in a good
state of deployment.

Secondly, as the Turkish regulatory framework is still partly based on the ONP regime, adop-
ting legislation to fully align with the EU acquis may allow Turkey to rely on the European expe-
rience since mid-2003, when the 2002 framework became operational; useful lessons can also be
drawn from the ongoing review process, which aims to remedy some of the key problems faced by
EU member states in coping with the 2002 framework — not least, patchy implementation of the
framework, burdensome market review processes, and lengthy appeals processes.

Thirdly, Turkey may draw useful lessons from the current EU acquis in trying to devise a
flexible and technology-neutral regulatory regime, which does not miss the “broader” picture. For
example, the importance of spectrum availability and management, the need to carefully appraise
the importance of content and IPR protection in the digital environment, and the need to enable
the creation of digital platforms by adopting a “business model” approach would contribute to the
creation of an efficient and effective set of rules, to the benefit of Turkish consumers. After all, the
EU acquis on telecoms is not only limited to the five Directives that compose the 2002 regulatory
framework for e-communications: it includes the Recommendation on relevant markets, the Te-
levision Without Frontiers directive, the Directives on data protection, the 2002 Radio Spectrum
Decision, and a sophisticated corpus of legislation on consumer protection and IPR protection,
not to mention its well-developed competition law.
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This Chapter contains a comparative analysis of the EU and Turkish regulatory frameworks
for e-communications, as well as of market developments in the two areas, and aims to assess the
potential welfare improvement that would accrue to Turkish citizens, if Turkey fully aligned with
the EU acquis in this field. The main issues tackled in the next sections are thus the following:
How does the Regulatory framework in Turkey compare with that in the EU? Would Turkey profit
from aligning with the EU telecom acquis at all? What impact would be felt on prices for telecom
services, on productivity, growth and employment? Are there any features in the ongoing review of
the 2002 framework that would significantly affect Turkey’s position vis-a-vis the alignment with
the EU acquis?

Accordingly, Section 1.2 summarises the EU acquis in the telecom field, and reports current
problems and prospects in the implementation of the (revised) framework in future years. Section
1.3 describes the current state of the Turkish regulatory regime, highlights the most relevant and
recent market data, by comparing them with corresponding data from EU member states; iden-
tifies the main impacts that would result from aligning Turkey’s regulatory regime with the EU
acquis; and finally draws some policy conclusions and recommendations.

1.2. The EU Acquis on e-Communications

The current regulatory framework on electronic communications in Europe is the result of two
decades of constant attempts to promote the liberalisation of telecom equipment, infrastructure
and services. Until the mid-nineties, the EU telecom sector was mostly dominated by state-owned
incumbents, which retained the exclusive right to operate networks and supply telecom services.
The growing importance of the sector — testified also by the inclusion in the list of Trans-European
Networks referred to at Art. 154 EU Treaty, introduced after the Maastricht Treaty — and the iner-
tia of most national regulators in launching ambitious liberalisation programmes were such that
the European Commission eventually took the lead in promoting technical harmonisation and
the elimination of special and exclusive rights attributed to public monopolists. The most relevant
early initiative in this respect was the 1987 Green Paper on the Development of the Common
Market for Telecommunications Services and Equipment, followed by a Commission Communi-
cation of 9 February 1988 and a Council Resolution of 30 June 1988, which set the end of 1992
as a deadline for implementation; however, the deadline was eventually not met."

Liberalisation was initially focused on telecommunication equipment, with Directive 88/301,
based on Art. 86 EU Treaty; and on telecom services, with Directive 388/90, which laid the foun-
dations for liberalising value-added services, but excluded voice telephony.'" According to Directi-
ve 388/90, member states were bound to: (i) eliminate special and exclusive rights to supply value-
added services granted to state monopolists; (ii) ensure that information on technical interfaces
needed for access to public networks were published by 31 December 1990; (iii) adopt measures
to ensure that access to public telephone networks was granted at objective and non-discrimina-

10 Green Paper, Towards a Dynamic European Economy. Green Paper on the Development of the Common
Market for Telecommunications Services and Equipment. COM (87) 290 final, 30 June 1987.

11 Commission Directive 90/388/EEC of 28 June 1990 on competition in the markets for telecommunications
services. O] L 192, 24 July 1990, p. 9. Article 2 of this Directive stated that Member States should withdraw
all special or exclusive rights for the supply of telecommunications services other than voice telephony. As
regards packet-switched data services, Article 3 stated that Member States could prohibit economic operators
from offering leased line capacity for simple resale to the public. Article 4 said that Member States which
maintained special or exclusive rights for the provision and operation of public telecommunications net-
works would take the necessary measures to ensure that the conditions governing access to the networks, and
in particular leased circuits, were fair and non-discriminatory. In addition, Article 5 asked the Member States
to publish the technical interface characteristics necessary for the use of networks before 31 December 1990.
Finally, Article 7 called for the appointment of independent regulatory bodies at national level to carry out
the tasks specified in the directive from 1 July 1991.
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tory conditions.'? This Directive was later amended in many occasions, and its scope was extended
to satellite networks (Directive 94/46), cable networks (Directive 95/51), and cellular networks
(Directive 96/2).

1.2.1. The “1998 Package”

As already recalled, Directive 388/90 did not mandate the removal of special and exclusive rights
for voice telephony services, which were granted a temporary derogation ex Article 90.2 of the EU
Treaty. The main reason for this derogation was the need to preserve the financial viability and
the universal service mission of incumbent firms, tightly linked to voice telephony revenues. Only
in 1996, with Directive 96/19, the Commission announced the upcoming liberalisation of voice
services, as well as of the supply of telecom infrastructures, by 1 January 1998. This Directive man-
dated that member states granted interconnection with the PSTN at transparent and non-discri-
minatory conditions, by requiring wireline incumbents to publish their reference interconnection
offer not later than 1 July 1997.

The problem of funding universal service obligations (USO) had been tackled already in the
1994 Council Resolution on the principles of universal service in the telecommunications sector,
as well as in the 1996 Commission Communication on “universal service for telecommunications
in the perspective of a fully-liberalized environment”."> A more precise definition was introduced
with Directive 97/33 of the European Parliament and the Council, on “interconnection in Tele-
communications with regard to ensuring universal service and interoperability through applicati-
on of the principles of Open Network Provision (ONP)”. This Directive — which adopted a broad
and flexible definition of universal service — was coupled with a Communication on “Assessment
Criteria for National Schemes for the Costing and Financing of Universal Service in Telecommu-

nications and Guidelines for the Member States on Operation of Such Schemes”.

Once again, however, the deadline set by Directive 96/19 was not met by the majority of mem-
ber states. Interconnection offers had not been published, nor had national regulatory authorities
been created in all countries.” These disappointing results starkly contrasted with the emphasis

12 Directive 388/90/EEC led to resistance by member states such as Spain, France, Belgium and Italy. Spain,
with the support of France, lodged an appeal with the EC] for the annulment of the Directive in relation to
Article 2 insofar as it affected special rights and also in relation to articles 8 and 9. Italy applied for the full an-
nulment of articles 2, 4 and 8, whereas Belgium applied for the annulment of the whole Directive. The Court
of Justice published its Judgment on 17th November 1992, stating that “7he Court has held that the mere fact
of creating a dominant position by granting exclusive rights within the meaning of Article 90(1) of the Treaty is not
as such incompatible with Article 86” [currently Article 82]. In addition the ECJ stated that ‘the extension of
the monopoly on the establishment and operation of the telephone network to the market in telephone equipment,
without any objective justification, was probibited as such by Article 86, or by Article 90(1) in conjunction with
Article 86, where that extension resulted from a State measure, thus leading to the elimination of competition ...
The same conclusion necessarily follows where the monopoly on establishment and operation extends to the market
in telecommunications services”. Judgment of the Court of 17 November 1992. - Kingdom of Spain, Kingdom
of Belgium and Italian Republic v Commission of the European Communities. - Competition in the mar-
kets for telecommunications services. — Joined cases C-271/90, C-281/90 and C-289/90. Luxembourg, 17
November 1992.

13 See Council Resolution of 7 February 1994 on universal service principles in the telecommunicati-
ons sector, O] C 48, 16.2.1994, p. 1-2; and the Communication to the European Parliament, the
Council, the Economic and Social Committee and the Committee of the Regions, Universal service
for telecommunications in the perspective of a fully liberalised environment, COM (96)73, 13 March

1996.
14 COM (96) 608 final, 27.11.1996

15 The state of advancement of the liberalisation process was, in other words, unsatisfactory, although between
1998 and 1999 prices for international calls had fallen on average by 40%, domestic non-local calls by 30%
and local calls by 13%; meanwhile, the sector’s value had increased by 12.6%, reaching 161 billion euros.
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with which the Commission announced the liberalisation of telecom services in 1998, a mismatch
similar to that occurred in the US when the 1996 Communications Act was defined as a “Came-
lot moment”. For this reason, the “1999 Review” was launched to develop what would later be
called the “new regulatory framework”, entered into force in the EU15 in July 2003.

1.2.2. The “2002 Regulatory Framework” and the “Investment
Ladder”

The 2002 regulatory framework is composed by five Directives and a Council decision, and relies
on three fundamental pillars'”:

Technology neutrality. This principle refers to the need to avoid regulating different tech-
nologies differently, and implies that a flexible, horizontal regulatory regime is applied to all
technologies, in order to ensure a level playing field between industry players.

Gradual transition to ex post competition policy. Ex ante sectoral regulation is expected to
fade away once sufficient competition has developed in the market, leaving scrutiny of
competition in the market only to ex post competition policy. To this end, the 2003 Recom-
mendation on the relevant markets introduced three main criteria, against which the need
to regulate a market ex ante should be assessed. According o the “three criteria test”, if a
given relevant market is characterised by: (i) significant structural, legal or regulatory entry
barriers; (ii) the absence of a long-run tendency towards competition; and (iii) features such
that ex post competition seems to be insufficient, then the market should be regulated ex
ante, if any of the players is found to hold Significant Market Power (SMP). With the 2003
Recommendation, the Commission already identified eighteen relevant markets, which pre-
sumptively fulfil the three criteria. Each national regulatory authority (NRA) was called to
analyse the eighteen markets, notify players with SMP and apply proportionate remedies
from a list of available options included in the Access Directive.’® Under Article 7 of the
Framework Directive, the European Commission has then the possibility of challenging the
NRASs" market definition and finding of SMP, but not the choice of remedies.

Emerging markets. The new regulatory framework adopts a cautious approach as regards
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See the speech by Van Miert at http://ec.europa.eu/comm/competition/speeches/ text/sp1998_001_en.html. And
See Renda (2005), Zelecom Services: a Transatlantic Perspective, in Hamilton, D.S. and J. P Quinlan, “Deep Integ-
ration. How Transatlantic Markets are Leading Globalization”, CEPS Paperback Books, Chapter 11, 2005.

The new regulatory framework is composed by Directive (2002/21/EC) on a Common Regulatory Fra-
mework, OJ L 108, 24.4.2002, p.33; Directive (2002/19/EC) on Access and Interconnection, OJ L 108,
24.4.2002, p.7; Directive (2002/20/EC) on Authorisations, O] L 108, 24.4.2002, p.21; Directive (2002/21/
EC) on Universal Service and User’s Rights, OJ L 108, 24.4.2002, p.51; Directive (2002/21/EC) concerning
the processing of personal data and the protection of privacy in the electronic communications sector (Dire-
ctive on privacy and electronic communications), OJ L 201, 31.7.2002, p.37; Decision no 676/2002/EC of
the European Parliament and of the Council of 7 March 2002 on a regulatory framework for radio spectrum
policy in the European Community (Radio Spectrum Decision), OJ L 108 of 24.04.2002. In addition, two
recommendations were issued by the Commission: the Commission Recommendation of 23 July 2003 on
notifications, time limits and consultations provided for in Article 7 of Directive 2002/21/EC of the Europe-
an Parliament and of the Council of 7 March 2002 on a common regulatory framework for electronic com-
munications networks and services (C(2003)2647 final); and The Communication on Relevant Product and
Service Markets within the electronic communications sector susceptible to ex ante regulation in accordance
with Directive 2002/21/EC of the European Parliament and of the Council on a common regulatory fra-
mework for electronic communication networks and services, C(2003)497, 11.02.2003. Finally, it is worth
mentioning the Commission guidelines on market analysis and the assessment of significant market power
under the Community regulatory framework for electronic communications networks and services (2002/C

165/03).

For the choice of remedies, see the 2003 ERG Common Position on the Approach to Appropriate Remedies
in the New Regulatory Framework, ERG(03)30 revl.
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emerging markets, where the competitive equilibrium is 77 fieri, and it is consequently hard
to predict whether stable SMP will emerge overtime. The Framework Directive — at Article
4 — states that under these assumptions, the relevant market should not be regulated ex
ante.V?

Technology neutrality and the extensive use of tools borrowed from the realm of antitrust sc-
rutiny were the most praised features of the new regulatory framework, to the extent that some
US commentators pointed at the EU rules as a useful reference in the ongoing review of the 1996
Communications Act.”’ In the implementation phase, a significant role was played by the Europe-
an Regulators Group (ERG), which undertook the difficult task of coordinating regulatory activi-
ties carried out by NRAs.?! In particular, the ERG recommended in several occasions that NRAs
make extensive reference to the “investment ladder” model, originally rooted in the US “stepping
stones” approach and proposed for Europe by Cave et al. (2001). This reference model entails
that no real trade-off is established between short-run service-based competition and long-run,
infrastructure-based competition — z.e., the only type of competition recognised as sustainable in
the long-run, and the real objective of the framework. Figure 1-2 below illustrates an example of
the investment ladder.

Figure 1-2: The ‘investment ladder’
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In order to make the ladder operational, according to Cave (2006), NRAs are called to follow a
precise sequence of actions, as follows.

* Define replicabiliry. The guiding principle available for NRAs is found in the first of the three
criteria provided by the Commission in the Recommendation on relevant markets, i.e. the
existence of “high and non-transitory” barriers to entry. Of course, while some assets will
always be defined as inherently non-replicable in the short-term — the prominent example
being the local loop — the inclusion of other assets would depend on how broadly replicabil-
ity is interpreted.

* Identify easily-replicable assets, non-replicable assets and assets in an intermediate position to sort
out rungs that warrant access regulation. This includes a thorough and forward-looking as-
sessment of replication possibilities and/or potential facilities-based competition in the long
run. As a result, NRAs will have to pursue actual replication of observed components both

19 See, for example, Recital 27 of Directive 2002/21/EC and Recital 15 of the 2003 Recommendation on rele-
vant markets, C(2003)497.

20 Speta (2006), Rewriting US Telecommunications Law with an Eye on Europe, in Preissl and Mueller, “Govern-
ance of Communications Networks", Phisica-Verlag, 2006, at 11-36.

21 The European Regulators Group (“ERG”) was created by Commission Decision 2002/627/EC adopted on
29 July 2002. It is composed of the heads of the NRAs, and acts as an interface between them and the Eu-
ropean Commission in order to “advise and assist the Commission in consolidating the internal market for
electronic communications networks and services”. See http://erg.eu.int.
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when this is already feasible and when it is likely to become feasible in the near future.

Rank non-replicable components in the value chain. In other words, NRAs must build the
ladder and identify all rungs. This step is crucial and challenging, as rungs must not be too
distant in terms of incremental investment needed, and accurate timing needs to be set in
order for the transition to facilities-based competition to be as rapid as possible, without
distorting competition and/or creating possibilities for arbitrage by new entrants.

Identify where on the ladder market players are located. This is another delicate task, in that it
aims at preventing the ladder to proceed too slowly or even backwards, with players falling
down the ladder. Without this mapping exercise, arbitrage becomes almost inevitable: the
ladder cannot be successfully implemented if the regulator does not know which players are
on which rung.

Choose the most appropriate rung on which intervention should be focused. As specified by
Martin Cave (2005), this decision must be based “on an analysis of the scale and prospects
of the operators at various points, with a bias in favour of what might be described as ‘lead-
ing competitors’, defined as those more advanced in their infrastructure-building and satis-
fying a minimum market share criterion”.

Estimate the amount of investment needed to move from one rung to another up the ladder and
the correct timing of such move. This depends on how distant are the chosen rungs, but also
on market conditions, such as the time needed for a new entrant to achieve sufficient econo-
mies of scale and installed customer base to be able to climb the ladder.

Identify the most appropriate remedy, which in the case of the investment ladder normally im-
plies granting access to the incumbent’s infrastructure through cost-oriented charges. Given
the high investments at stake and the degree of uncertainty inevitably brought by the ladder
on the possibility to recover sunk investments, access pricing might not be limited to LRIC
(long-run incremental cost) pricing or other forms of cost-based pricing, and might include
some remuneration of investment risk, e.g. ‘real option pricing’.?2

Monitor market structure. In the ladder model, NRAs have a fairly heavy responsibility: they
have to provide efficient entry incentives with the right timing. This implies that the NRA
mandates access at rather low prices at the chosen rung, while keeping access charges high
at other rungs. After the new entrants have achieved enough scale, the NRA will raise the
price for access to that rung and mandate access to the upper rung at more appealing prices,
so that players will have an incentive to move up the ladder.”

Most NRAs reportedly followed the investment ladder approach in the first years of implementati-
on of the new framework. The ERG also reported that the investment ladder model can — at least
a posteriori — explain some of the achievements of the new framework.*

1.2.2.1. Did the 2002 Framework Deliver?

As the Turkish regulatory framework on telecoms still echoes the EU 1998 package, it is worth
assessing whether the subsequent step made by the EU, the 2002 framework, actually delivered
significant results in terms of opening up markets to competition and boosting growth and jobs.
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22 See Cave (2000).

23 This would be best achieved if new entrants could climb the ladder simultaneously: otherwise, later entrants

might find it unfeasible to undertake very high investments to enter at a high level of the ladder, and might
also experience problems in entering the market at lower rungs, if NRAs are currently discouraging existing
players from remaining on those rungs through high access charges.

24 See ERG, Broadband Market Competition Report, ERG(05)23, 25 May 2005.
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This way, we would be able to comment on the welfare-enhancing potential of Turkey’s full adop-
tion of the 2002 framework.

After four years from the entry into force of the new regulatory framework, the results are
mixed. On the one hand, the 12 Report shows some tangible signs of improvement. In particu-
lar, ongoing consolidation of the internal market has created new opportunities for cross-border
intra-EU investment, with some telecom firms now earning a substantial part of their shares in
non-domestic markets. Since 2005, M&A activity has resurged, and cross-border transactions
— driven by the search for economies of scale and the implementation of pan-European strategies
— were conservatively estimated by the European Commission at approximately €70 billion in

both 2005 and 2006.

The list of recent mergers includes the following:
* Spanish Telefonica acquired UK mobile operator O, for €24 billion;
* Wind (Italy) was acquired by Orascom (Egypt) for €12.1 billion;
* TDC, the Danish incumbent, was acquired by the US/UK firm NTC for €8.2 billion;
* France Telecom acquired the Spanish mobile operator Amena for €6.4 billion;
* In the UK, NTL acquired both Telewest (€5 billion) and Virgin Mobile (€1.3 billion);
* Cesky Telecom (Czech Republic) was acquired by Vodafone for €3.7 billion;

* The US-based Blackstone Group invested 2.7 billion euros to buy a 4.5% stake of the Ger-
man incumbent Deutsche Telekom;

* Deutsche Telekom, in turn, acquired Austrian Tele-ring for €1.3 billion.

On top of this, European players have started investing more heavily in non-EU operations. As
shown in Figure 1-3 below, players such as Vodafone, Telefonica, Telenor, Portugal Telecom and
Deutsche Telekom are very active outside the European borders. In addition, most of the larger
players are now present in other national markets, and there has been a notable trend in invest-
ment in the new Member States by some of the more established players as well as by pan-Euro-
pean and local new entrants. In 2006, for example, France Telecom expanded its mobile phone
network operations (under the Orange brand) in as many as ten EU member states, and challenges
the position of truly global operators such as Vodafone.

Figure 1-3: Geographical breakdown of sales for leading EU telcos in 2005
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* Sales of O2 not consolidated with those of Télefonica at the end of 2005 Source: IDATE (2006)

25 According to an Apr. 20 report from Standard & Poor’s Equity Research, in the first quarter of 2006, M&A
deals where the value was disclosed totaled €380 billion — almost triple the amount in the comparable period
of 2005. See also European Commission, European Electronic Communications Regulation and Markets, 12
Report, COM (2007)155, 29 March 2007, Vol. 1, at 10.
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As regards price levels, Figures below show that prices for local and national call charges have
fallen significantly between 1998 and 2006, especially for national calls, where the most signifi-
cant reduction was observed,?® about 75%.

Figure 1-4: Local and national call charges in the EU25, 1999-2006
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In addition:

Mobile termination rates, traditionally high in Europe also as a result of the application of
the calling-party-pays (CPP) principle, have fallen down to an average 11.4 €cents/minute,
a reduction of 22% since October 2004.

During the same timeframe, the average mobile penetration rate has risen from 84.6% to
103.2%. A significant example is that of Poland, a member state since 2004, which saw a
36% increase in mobile penetration from October 2004 to October 2006. The penetration
rate in most Southern European countries (Italy, Spain, Portugal, Greece) and in many new
member states (Czech Republic, Estonia, Lithuania, Latvia) has now overcome 100%.

The average market share of leading operators in the mobile sector is also declining, down
from 40% to 39.4% between October 2004 and October 2006, although in some countries
(e.g. Cyprus, Slovenia) the leading operator still holds a share between 70% and 90%.

In the fixed-line sector, the incumbent’s market share has constantly declined in the past few
years, down to an average 65.8% at December 2005.

As regards wholesale services, the EU average monthly price for LLU declined from 13.3€
to 11.5€ between October 2004 and October 2006.

The Commission reports evidence in support of the ladder of investment, by showing that
bitstream access (5.13 million lines) slightly fell between 2005 and 2006, whereas local loop
unbundling rose to 13.9 million lines in October 2006 (+58% from October 2005). At the
same time, however, also resale increased significantly.

However, delays in the implementation of the framework at national level — with one member

state (Greece) completing the transposition of primary legislation only in June 2006 — and difficul-
ties in market analyses and in implementing the ‘ladder’ approach have led to slow liberalization
of most national markets, as well as regulatory uncertainty for industry players. Accordingly, real
infrastructure-based competition is missing in many EU member states.”” As recalled by Commis-
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26 See Teligen, Report on Telecoms Price Developments from 1998 to 2006, a Report for the European Commis-

sion, December 2006, available at http://ec.europa.eu/information_society/policy/ecomm/ doc/info_centre/
studies_ext_consult/price_developments_1998_2006/Infso_tariff_trends_report_1998_2006_en.pdf.

27 See the survey by London Economics and PwC for the European Commission, An assessment of the regula-

tory framework for electronic communications: growth and investment in the EU e-Communications sector,

July 2006.
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sioner Reding in a recent speech, Europe has moved to “a competitive environment where a large
number of telecom service providers thrive. This is based to a good part on service-based compe-
tition but whenever possible we should increasingly seek more infrastructure-based competition
which is sustainable in the long term”. As an example, only in a few European countries cable
holds a significant share of the broadband market, whereas DSL dominates the scene and 3G still
offers a barely comparable customer experience.

In particular, in 2006 CEPS (20006) reported the following problems:

*  Market analyses are too resource-intensive and time-consuming for both NRAs and market play-
ers. As acknowledged also by Commissioner Viviane Reding, defining at least 450 markets
in a timely manner is not an easy task, and adds considerable complexity to the New Regu-
latory Framework (NRF).? Moreover, national regulatory authorities (NRAs) had to cope
with new policy tools — partially borrowed from competition policy practice — and this
might have slowed down the process even further. A cause of delay in the implementation of
the NRF was also the suspensory effect of appeals procedures before national courts, which
also deserve careful attention in the upcoming review.

* Other problems have emerged as a result of the fact that the NRF has only partially adopted
the tools of competition policy. The equation between a finding of SMP (significant market
power), i.e. dominance, and the application of regulatory remedies might be justified by the
need to open up previous monopolies (e.g. by mandating access to incumbents’ fixed net-
works), but is far less justified where no previous monopolies existed (e.g. in mobile termi-
nation). To be sure, with the migration to IP-based (internet protocol) networks, such a link
will become weaker. In addition, concerns emerged on the partial application of the three-
criteria test. Uncertainty might emerge since the three-criteria test is to be considered as a
gating mechanism to decide whether or not it is appropriate to carry out a market review in
a specific sector or market. However, peculiar features of national markets may suggest the
definition of relevant markets that are either narrower or (more likely) broader than those
listed in the Recommendation. If the three-criteria test is applied only as an ex ante gating
mechanism generally valid for the EU25, then regulatory intervention might end up being
less precise than it would be with a full application of the three criteria.

* 'The ‘ladder of investment model adopted by most NRAs szill has to fully demonstrate its
potential to promote investments and infrastructure-based competition in the EU25. Recent
empirical evidence — especially in some EU member states — is consistent with the ladder
hypothesis, as it shows a decrease in resale accompanied by an increase of bitstream access
and shared access in Europe. However, it is probably still too early to draw conclusions on
the actual explanatory power of the investment ladder metaphor.

o The treatment of emerging markets under the NRF led to regulatory uncertainty. NRAs had
limited guidance on how to identify emerging markets: the current approach leads to a
short-circuit between the technology-neutrality principle and regulatory forbearance for
new services, and the SSNIP test — currently recommended — seems far from appropriate, as
it often leads to a denial that an emerging market is really separate from an already existing
one.

»  The Article 7 procedure was not responsible for the lengthy implementation of the NRE but
might prove burdensome in the future. Its scope should be clarified to make it more sustain-
able in the long term, and consistent with principles of better regulation.

28 Viviane Reding, SPEECH/06/697, 16 November 2006.

29 Recently, the European Commission announced that more than 500 market analyses had been analysed by
member states.
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More recently, the 12 Report on the implementation of the 2002 framework concluded that
the framework is working properly, but that in a number of areas a single market for e-commu-
nications services “is not attainable under the current framework”, as the “full range of tools for
ensuring consistent regulation across the single market is not currently available”.?® Such tool no-
tably refer to spectrum policy, the possibility for the Commission to veto also remedies chosen by
NRAs, but also the regulation of roaming prices, which was found to fall outside the reach of the
2002 framework due to its peculiar nature of cross-border service. The first two issues are being
tackled in the ongoing review of the regulatory framework; whereas the third one was addressed
by a specific regulation, which imposed pan-European wholesale and retail price caps.

1.2.2.2. The Ongoing Review of the 2002 Regulatory Framework

In 2006, the Commission decided to propose a substantial simplification of the list of relevant
markets that are presumed to warrant ex ante regulation, by repealing most of the retail mar-
kets included in the 2003 Recommendation.’ Other two markets, wholesale mobile origination
(former market 15) and broadcasting transmission services (former market 18) have been subject
to consultation, in order to assess the merit of retaining them in the list of markets warranting ex
ante regulation. Another market, that for wholesale international roaming (former market 17),
was dealt with separately by the Commission, which issued a proposal to regulate roaming charges
at the retail and wholesale level and impose transparency obligations on mobile operators to the
benefit of roaming customers.*

In addition, currently proposed changes include:

* A more coordinated approach to spectrum policy. The European Commission rightly noted
that new services such as Mobile TV, or new technologies such as WiMAX need at least a
pan-European scale and adequate certainty on the availability of spectrum to reach a “busi-
ness case”. Accordingly, it seeks to identify bands to be devoted to specific pan-European
services, also in line with the work carried out under the WAPECS project in the past few
years. In Europe, spectrum trading and liberalization is expected to generate benefits of
as much as €900 billion yearly, whereas trading without liberalization would yield much
lower welfare gains, at around €900 million yearly. A recent study by Mott McDonald et al.
(20006) estimated the net present value of the harmonisation of collective uses of spectrum
in the EU in a range between €463 billion and €898 billion; this means a yearly contribu-
tion to GDP of up to 0.17%. Current proposals include the endorsement of principles
of technology and service neutrality, and the identification of certain bands for spectrum
trading/liberalisation, as well as bands for unlicensed uses of spectrum. Recently, the Com-
mission adopted a “Communication on Strengthening the Internal Market for Mobile TV,
where it endorses the DVB-H standard for mobile broadcasting and calls upon Member
States to make spectrum available for mobile broadcasting as quickly as possible, including
in the UHF band (470-862 MHz) as it becomes available®*. The Commission also called
for more bandwidth in the 900Mhz and 1800Mhz bands to be allocated to 3G and inter-

ne one SCrViCCS, which could cut network costs u (0] 0. OWEVET, € ruture o
t ph hich could cut network costs by up to 40%.* H the fut f

30 See 12th Report, cit., at 19.

31 Markets warranting ex ante regulation are those that fulfil three basic criteria: a) existence of significant barri-
ers to entry; b) absence of a tendency towards effective competition; and c) the insufficiency of competition
law to address the market failure.

32 See the Commission’s proposed regulation, COM(2006)382, 12 July 2006.
33 See SEC(2007) 409, 18 July 2007.

34 See the recent Commission proposal repealing Council Directive 87/372/EEC of 25 June 1987 on the fre-
quency bands to be reserved for the coordinated introduction of public pan-European cellular digital land-
based mobile communications in the Community (hereinafter GSM Directive), COM(2007)367 final, 25
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spectrum liberalisation in Europe is still uncertain, and the ‘command and control’ method
of spectrum allocation will dominate the scene in most of the EU27 in the next few years.
Some countries have taken action to liberalise uses of spectrum in certain bands, although
the Commission’s project to reach agreement with member states on a number of selected
bands for wireless access services is currently stalled.” A notable example of progress in spec-
trum policy is the upcoming ‘digital dividend” auction of spectrum for mobile television and
wireless broadband in the UK, expected by late 2008.

* Restrictions on appeals to NRA decisions. The European Commission proposes to tackle the
problem of routine suspension of regulatory decisions by amending the provisions of Article
4 — which reportedly slowed down the implementation of the 2002 framework in at least
17 of the formerly 25 member states — by laying down legal criteria, based on European
case-law, that national courts “must use in deciding whether to suspend NRA decisions on
appeal”.* In particular, the Commission wishes to ensure that NRA decisions are suspended
“only where irreparable harm to the appellant can be shown”.

The extension of the Commission veto power under Article 7 of the Framework Directive — cur-
rently covering only market analysis and SMP assessment — also to remedies identified by
NRAs, in the attempt to achieve greater harmonisation in the implementation of EU rules in
the 27 member states.”” This proposal stems from the significant differences emerged in the
first years of implementation of the framework as regards the remedies identified by NRAs
in tackling similar problems. Such proposal, however, is fiercely opposed by some member
states, and raised concerns as to the possibility of appealing the Commission’s veto over
remedies.

»  Updating the definition of universal service. As technology advances, the definition of univer-
sal service, currently PSTN-based, may warrant a thorough reconsideration. The European
Commission plans to issue a Green Paper on Universal Service by the end of 2007, where
the possibility of defining universal service in a technology-neutral way and, when appropri-
ate, extending it to “access to IP” will be addressed.

Interestingly, the Commission did not take any specific stance as regards the encouragement of
investments in NGN's in its proposed review. This was motivated by the technologically neutral
features embedded in the current framework, which allegedly make it perfectly fit to regulate also
new technologies. However, many industry players and some national regulators disagree with the
Commission’s view. As a result, the issue of encouraging investments in all-IP networks is entirely
dealt with at national level, with widely different approaches.

Some industry players — e.g. Deutsche Telekom — advocate for a ‘regulatory forbearance’ app-
roach, similar to that adopted in the United States since 2003 to stimulate investments in FTTH,
FTTC and DSL technologies.”® However, Commissioner Reding has in several occasions clarifi-
ed that regulatory forbearance for investments in New Generation Networks (NGNs) is “not a

July 2007.

35 WAPECS project. On this, see the final report by the Radio Spectrum Policy Group, at http://rspg.groups.
eu.int/doc/documents/meeting/rspg8/rspg_05_102.pdf.

36 Commission staff working document - Annex to the Communication from the Commission to the Council,
the European Parliament, the European Economic and Social committee and the Committee of the Regi-
ons on the Review of the EU Regulatory Framework for electronic communications networks and services

{COM(20006) 334 final}.

37 See Communication from the Commission to the Council, the European Parliament, the European Econom-
ic and Social Committee and the Committee of the Regions on the review of the EU Regulatory Framework
for electronic communications networks and services (SEC(2006) 816) (SEC(2006) 817), 29 June 2006.

38 See Renda (2007a).
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policy option” for the review of the 2002 framework.” Other players, such as British Telecom,
rejected this approach and chose to focus on the deployment of one core NGN and on access to
such networks by alternative operators. This, in turn, led to a more extensive consideration of the
incumbent’s investments when determining access charges for new entrants.

As a result, at least two extremely different regulatory approaches emerged in largest EU coun-
tries:

e The UK regulator Ofcom chose to initially rely on a single core NGN (the 21* Century
Network being deployed by British Telecom) to be made available for access to all indus-
try players. Ofcom has reached an agreement with BT, which imposes a comprehensive
range of undertakings, under which BT commits not to foreclose network access, to ensure
equivalence of inputs (Eol) between its downstream operations and competing players; and
to make access available to all operators wishing to launch services at higher layers, with
reasonable timing to allow for the simultaneous launch of competing products.

* In Germany, concerns have emerged that unbundling obligations could jeopardise the busi-
ness case for Deutsche Telekom’s new high-speed VDSL infrastructure — which currently
covers 10 German metropolitan areas. As a result, the government recently approved a bill
exempting Deutsche Telekom from mandatory unbundling of the new network, provided
that the German incumbent proves that it offers innovative services, such as IPTV and
VOD. Such move was heavily criticised by the European Commission, which reacted by
starting a “fast track” infringement proceeding in February 2007.4

Of these two emerging models, the former seems to have been endorsed by the European Com-
mission, which is currently working on including “functional separation” as a possible remedy
available to NRAs under the EU regulatory framework.*' In other large European countries — e.g.,
Italy and Sweden — the sectoral regulator has already declared that it intends to pursue vertical
separation and equivalence of inputs along with the UK model.*

The new framework will be debated by the European Parliament and the Council from the
end of 2007, as the Commission’s final proposal is expected not earlier than October 2007. As a
result, the implementation in member states is likely to be completed after 2010, which makes the
revised regulatory framework a “post-Lisbon” piece of legislation, z.e. a set of rules that will govern
EU telecoms after many important events such as the digital switchover and the migration towards
Next Generation Networks. Figure 1-5 below shows the current timetable of the review.

Figure 1-5: Current timetable for the review of the 2002 framework
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39 Viviane Reding, SPEECH/06/697, 16 November 2006.

40 See Press Release, Commission launches “fast track” infringement proceedings against Germany for “regula-
tory holidays” for Deutsche Telekom, 26 February 2007, IP/07/237.

41 Viviane Reding, SPEECH/06/697, cit.
42 See press release by the Chairman of the Italian NRA Agcom, Calabro, 26 July 2007.
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1.3. Telecommunications Sector in Turkey

1.3.1. The Regulatory Regime in Turkey*

As was the case in Europe, until the 1990s the telecommunications services in Turkey was provi-
ded by the Post, Telegraph and Telephone (PTT) under the ministry responsible for communica-
tions. The legal basis was Law No. 406 on Telegraph and Telephony which was enacted in 1924,
a year after the republic was formed. Liberalization of telecommunications equipment occurred
early on in the 1980s, along with the privatization of equipment manufacturers that were sub-
sidiaries of PTT. In 1994, through Law No. 4000, telecommunications services were separated
from post and telegraph and Tiirk Telekomiinikasyon AS (TTAS) was created as a joint stock
company, as a step to prepare it for privatization. TTAS was granted exclusive rights for all telecom
infrastructures, with the exception of mobile. The same law liberalized value added services and
allowed the Ministry of Transport to issue licenses to private companies, provided that this would
not lead to monopolies. In 1994 two companies started to provide mobile telephony services over
the GSM 900 standard through revenue agreements with TTAS; these revenue agreements were
turned into licenses in 1998. Hence in the mobile industry, there were elements of competition in
the 1990s. In the fixed line segment, however, the main preoccupation of successive governments
in the 1990s was to privatize TTAS, and it seems that not enough thought was given to issues of
competition and access. Hence creating a legal framework that would encourage entry and com-
petition was not on the political agenda. In any case, until 2005, these efforts to privatize TTAS
proved unsuccessful.

The emergence of a regulatory framework for the telecommunications industry in Turkey star-
ted in the year 2000 when Law No. 4502% was adopted by the parliament.” Law No. 4502 was
basically an amending law and it introduced changes to Law No. 406 and the Wireless Law (Law
No. 2183, originally dated April 1983). First, it envisaged that the monopoly rights of the state
owned incumbent, TTAS, would be terminated on December 31, 2003. As will become clear
below, in the Turkish context termination of monopoly rights does not mean full liberalization,
as new entry can still be prevented by a restrictive licensing regime. Second, it established the Te-
lecommunications Authority (TA) as an independent administrative agency with power to design
and implement secondary legislation. In particular, the TA was authorized to issue regulations for
the telecommunications industry, determine operators which are responsible to provide intercon-
nection and roaming services, regulate or set tariffs, monitor compliance and impose fines in case
of non-compliance, issue technical standards, test the equipment to check compliance with such
standards. Initially, the authority to issue licenses remained with the Ministry of Transport. The
TA started functioning in August 2000. Later, partly as a result of pressures from the IMF, licen-
sing authority was also transferred to the TA through Law No. 4673 (May 2001). “ This law also
introduced new rules on the ownership of TTAS.

43 For reviews of the evolution of telecommunications industry in Turkey see Yilmaz (2000), OECD (2002),
Basct, Kandemir and Locksley (2003), Atiyas (2005), Burnham (2006).

44 “Law Amending Certain Articles of the Telegram and Telephone Law, Law on Organisation and Responsibili-
ties of the Ministry of Transport and Wireless Law, Law on Savings and Aid Fund of the Posts Telegraphs and
Telephone Administration and Organisational Charts attached to the Decree with the Force of Law on the
General Cadrees and Procedures”, Published in the Official Gazette, 29 January 2000.

45 A list of the main laws and secondary legislation regarding the telecommunications industry is provided in
Annex 1.

46 “Law Amending Certain Articles of the Telegram and Telephone Law, Law on Savings and Aid Fund of the
Posts Telegraphs and Telephone Administration and Law on Organisation and Responsibilities of the Min-
istry of Transport“. An English text of both Law n. 4502 and n. 4673 is available at http://www.oib.gov.
tr/telekom/telecom_law.htm.
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Several factors have influenced the nature and pace of the evolution of the regulatory framework
for telecommunications in Turkey. One important factor was timing. The original framework laid
out in Law No. 4502 was quite inspired by the 1998 regulatory framework in the European Union
and was broadly in line with the ONP provisions. It did not contain the “competition law” based
logic of the new EU regulatory framework that was adopted in 2002 and launched in 2003. The
secondary legislation put out by the TA has been increasingly modeled after the 2003 package and
is based on the concept of SMP. Nevertheless, the framework law, as laid out by Law No. 4502, has
put significant constraints on how closely the TA can emulate the 2003 framework and significant
divergences exist, especially in the area of authorizations, as discussed below.

A second important factor was the prospect of privatization of TTAS. While at the surface
privatization was expressed as a means to improve economic efficiency, in reality it was primarily
driven by revenue considerations. Privatization revenues were seen as a means to reduce public
debt and relax constraints on public spending. At the same time, governments also were anxious
to avoid accusations that they sold public assets cheaply to private interest groups. When revenue
considerations dominate the privatization process, then this creates a political incentive to derail
the introduction of competition as competition reduces privatization revenues by reducing mo-
nopoly rents.

One additional important factor that has influenced the evolution of the regulatory framework
was the perceptions of the regulator. At least during the initial years of liberalization the regula-
tory authority was weary of rapid liberalization. It was thought that a step-by-step approach to
liberalization would allow the authority to step in cases of adverse developments, whereas rapid
liberalization could lead to irreversibilities that would prevent timely intervention. These worries
were not so much based on economic analysis but on stories of failures from experiences around
the world. Initially there was a worry of excess or low quality entry, images of ill-informed consu-
mers that would left unprotected in the market when inexperienced would go bankrupt (or worse
disappear after making a quick buck). This world view seems to have changed substantially over
the years when it has become clear that the industry is much more likely to suffer from insufficient
competition rather than too much of it.

1.3.1.1. The Telecommunications Authority

The decision making body of the TA is the Telecommunications Board that consists of 7 members,
including a Chairman and a Vice Chairman. The Chairman of the Board is also responsible for
the general management and representation of the Authority. Board members are appointed for a
period of 5 years and can only be dismissed before expiration of a term by the Council of Ministers
for inability to work due to serious illness, professional misconduct or criminal offences.

Article 14 of Law 4502 (amending article 5 of Law No. 2813) sates that the TA is an “indepen-
dent budget entity having public legal personality and administrative and financial autonomy”.
The TA has independent sources of finance, including frequency fees, pre-determined contribu-
tions from operators, any fines it levies on operators and revenues obtained through consultancy
and training. In 2006 total revenues of the TA was about 850 million TRL (about 485 million €).
Of this about 760 million YTL was transferred to the Treasury and about the operational budget
of the TA was about 93 million YTL (53 million €).

When the TA was established, academic work on the law and economics of telecommunicati-
ons regulation was almost non-existent, and these are still not highly developed fields in Turkey.
Hence, contrary to many countries in Europe, the TA functions without a strong academic infras-
tructure that it can tap. When it was established, it was also seriously constrained in terms of hu-
man resources. Upon its formation about 350 civil servants from the former General Directorate
of Radio-communication, most of who were frequency management experts with no background
or expertise in regulatory issues, were transferred to the TA. Hence the regulator was stuck with
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an obligation to employ people not of its choosing. Indeed, the main source of fresh intellectual
capacity of the TA was going to be young university graduates (“experts and deputy experts”) that
were going to be recruited over the years. The TA currently has over 500 staff. Of these, about 100
work on regulatory issues. There are 120 experts and deputy experts, all of whom are recruited
through competitive exams. Experts and assistant experts constitute the main brain power of the

TA.

The TA has three main kinds of instruments at its disposal to execute its regulatory interventi-
on. Ordinances (or Regulations) come below laws in terms of legal hierarchy. Communiqués are
at the second level of hierarchy and are often issued on the legal basis of Ordinances. At the lowest
level of hierarchy are the decisions of the Board. Secondary legislation and Board decisions can be
appealed at district administrative courts or the Council of State, the highest administrative court
in Turkey. There has been a desire to make the Council of State the sole appeal body for the inter-
ventions of the Authority, because the Council of State is thought to be better able to develop the
expertise that is needed to adjudicate in regulatory issues. This has not been accomplished yet.

1.3.1.2. Competition Law versus Sector Specific Regulation

In Turkey general competition policy is governed by Law No. 4054 on the Protection of Com-
petition (enacted in 1994, Competition Law, for short). The critical articles of the Competition
Law are modeled after Articles 81 and 82 of the Treaty Establishing European Community (with
some differences). Hence Article 4 of the Competition Law prohibits agreements and concerted
practices that restrict competition and Article 6 prohibits abuse of dominant position. Article 7
regulates mergers. The Competition Law is enforced by the Competition Authority (CA).”

The division of responsibilities between the TA and the CA is not clear cut. Article 7 of the Wi-
reless Law (No. 2183, as amended by Law No. 4502, Art. 16) provides the TA with the authority
to investigate anti-competitive practices in the telecommunications industry. It also states that the
CA should take the TA’s opinion into consideration before taking any decisions on the telecom-
munications industry. Hence effectively Turkey has a system of concurrent powers.

In 2002 the two authorities signed a protocol of cooperation. While the protocol did provide a
workable set of rules in practice the dialogue between the two agencies has not been intense, and
in certain cases, it has been confrontational. Over time, an equilibrium seems to have been reached
whereby the CA does not investigate allegations of anti-competitive practice when the practice in
question is in an area regulated by the TA. On the other hand, merger control in the industry is
exercised by the CA.

The CA has had a number of important decisions in the telecommunications sector both in the
mobile and fixed segments. Some of these decisions will be reviewed in section 1.3.2.6 below. In
addition to the regular enforcement of anti-trust rules the CA has a second channel through which
it has influenced the development of competition in the industry, namely through its oversight
regarding privatization decisions. The basis of CA oversight is Communiqué issued by the Board
of the CA in 1998 (No. 1998/4). The Communiqué allows the CA to intervene in two instances.
First, tenders involving transactions with certain characteristics*® require advance notification to
the Board, upon which the Board issues its views about the tender. Then, once the tender is held, i)
if there was an advance notification requirement, or ii) if the acquiring firm has a pre-merger mar-
ket share of over 25% or turnover above TRL 25 trillion, then the transaction needs the approval
of the CA. Hence at the pre-notification stage the CA performs an advocacy role, where after the

47 See OECD (2005) for a detailed analysis of competition law and policy in Turkey.

48 Namely, where the entity being privatized has a market share over 20%, has turnover over TRL 20 trillion,
possesses a legal monopoly or enjoys statutory privileges not accorded to private firms in the relevant mar-

ket.
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sale it simply enforces the Competition Law. As discussed below, the oversight of the CA played
an important role during the privatization of TTAS.

1.3.1.3. Authorization

The authorization regime in Turkey is governed by the Ordinance on the Authorization of Te-
lecommunications Services and Infrastructure (Official Gazette, 26.08.2004, hereafter referred
to as the Authorization Ordinance). The ordinance outlines a regime of individual licenses. The
main text of the ordinance describes the different kinds of authorizations and the conditions th-
rough which hey are granted. The specific types of authorizations required for different types of
services are described in individual annexes. Over the years several changes have been made to the
Ordinance, most of which had to do with addition of new annexes to cover the authorization of
new services. In its latest form (as of June 2007) the Ordinance prescribes the following types of
authorizations:

* Operators where the state holds more than 50% ownership share are authorized through Au-
thorization Agreements. This was originally designed for TTAS and its subsidiary in the mo-
bile industry. Since the privatization of TTAS, authorization agreements have been replaced
by concession agreements. Currently state owned satellite and cable TV company (Tiirksat)
and the General Directorate of Coast Guard operate under an authorization agreement.

* Telecommunications services to be provided and/or telecommunications infrastructures to
be built up or operated by a limited number of operators are authorized by a Concession
Agreement if the services are provided on a national level and through a 1st Type Telecom-
munications License if they are provided on a regional or local basis. Both types of au-
thorizations are to be provided through auctions. Currently TTAS and mobile operators are
authorized through concession agreements. Broadband fixed wireless access services are to
be authorized through 1st Type telecommunications licenses but no such licenses have been
issued yet.

* 2nd Type Telecommunications License provides authorization for provision of services and
operation of infrastructure that do not need to be provided through a limited number of
operators. Long distance and international call services are authorized through 2nd Type
Telecommunications Licenses (which are further divided into types A, B and C, as explained
below. 2™ Type Telecommunications licenses have also been granted for satellite telecom-
munications services, satellite platform services, GMPCS mobile telephony services, direc-
tory services, telephone message services, data transmission services over terrestrial lines,
PMR/PAMR services, infrastructure operation services and cable platform services.

* Finally, ISPs (both wired and wireless) are authorized through General Authorizations.

The licensing regime is the area which is most divergent from the EU regime. The Authori-
zation Directive stipulates two types of authorizations: The first is rights of use, limited to cases
where operators use a scarce resource such as frequencies, numbers, or rights of way. The second
type is general authorizations, which should not require any explicit administrative decision or
act, and where any procedural requirements are limited to notification only. In the case of Turkey,
individual licenses are limited to narrowly defined services or activities. Because the boundaries of
these activities are not always clear, the licensing regime adds to regulatory and legal uncertainty.
In fact, the Council of State (the Turkish High Administrative Court) has recently cancelled the
authorization of “cable platform services” on the grounds that it provides the operator with the
opportunity to provide more than one service.

Another important difference between the Turkish and EU regime is that in Turkey “minimum
fees” for different authorizations are determined by the Ministry of Transport. Further in the EU
regime administrative charges are restricted to cover the administrative costs of the management,
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control and the enforcement of the authorization regime, whereas in the Turkish case there is no
such stipulation. In fact, as discussed further in section 1.3.2.1 below, license fees are high in Tur-
key and act ostensibly as an instrument to screen entrants.

As of June 2007, there is no authorization yet for local telephone services (“fixed telecommu-
nications services” in the Turkish parlance, which includes local calls as well as public phones and
value added services). Hence competition for local calls is not yet legally possible.*’

A draft Electronic Communications Law, which was presented to the parliament on October
2005, brings the licensing regime closer to that of the 2003 EU framework. However, this law has
not yet been adopted. It had been discussed in the Parliamentary Committee and presented to the
General Assembly for enactment. However, the government recently has withdrawn it from the
General Assembly and returned to the Parliamentary Committee with no publicly stated reason.

It is without doubt that the Turkish licensing regime has acted as a constraint on new entry. At
the same time, it suited the regulator’s initial overly cautious approach to liberalization.

1.3.1.4. Access and Interconnection

The authority of the TA to impose access related obligations has been recognized in Law No. 406
(especially Art. 10, as amended by Law No. 4502). The TA has issued an Ordinance of Access and
Interconnection first in May 2003; this has been replaced with a new Ordinance in June 2007
(see in section 1.4). The main logic of the current regime is similar to that in the EU. The TA does
market analyses, on the basis of which it identifies markets susceptible to ex-ante regulation as well
as operators with SMP. On the basis of this analysis it imposes obligations on operators. According
to Art. 7 of the Ordinance, the TA can impose access obligations on SMP operators in case the
operator does not allow access to other operators or requests unreasonable conditions and when
the TA deems that this prevents competition or harms users. Article 8 states that SMP operators
have interconnection obligations. The TA can impose interconnection obligations on any operator
if that operator does not allow access to other operators or requests unreasonable conditions and
when the TA deems that this prevents competition or harms users.

Other obligations that the TA can impose on SMP operators include:
¢ Non-discrimination (Art. 9)

* Transparency; including obligation to prepare sufficiently unbundled Reference Intercon-
nection Offers. The TA may request changes in the RIO and the operator is obliged to fol-
low them (Art. 10)

e Cost orientation; if the TA decides that interconnection tariffs are not cost-oriented, then it
can directly determine these tariffs (Art. 11)

* Accounting separation and cost accounting (Art. 12)
* Carrier selection (Art. 15; this includes pre-selection as well).

By contrast, co-location and facility sharing obligations can be imposed on any operator (Ar-
ticles 13 and 14, respectively).

Article 16/c states that operators that have interconnection obligations (which according to
article 8 include all SMP operators) carry in any case non-discrimination, transparency and cost
orientation obligations. Hence once the TA designates an operator as SMP as a result of market

49 It has been reported in the daily press that the TA has finally decided to go ahead with the authorization of
local call services and is waiting fort he determination of minimum license fees by the Council of Ministers
(July 30, 2007, http://turk.internet.com/haber/yazigoster.php3?yaziid=18772 ).
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analysis (Art. 16/b), these operators are automatically imposed non-discrimination, transparency
and cost orientation obligations. This represents a significant divergence from the EU regime,
where obligations imposed on SMPs under in Articles 8-13 of the Access Directive have to be
“proportional”. This divergence arises mainly due to the Law No. 406, where article 10 states
that all operators that have interconnection obligations have to meet such requests based on the
principles of equity, non-discrimination, transparency and cost-orientation.’® Accounting separa-
tion and cost accounting obligations, as well as carrier selection obligations are at the discretion

of the TA.

In any case, the 2007 Ordinance contains significant changes relative to the 2003 Ordinance,
and the changes bring the Turkish regime closer to the EU regime. First, in the 2003 Ordinance
SMP operators had automatic cost accounting obligations. Further, in the 2003 Ordinance the
TA had the authority to impose access obligations on any operator in situations where refusal to
provide access or imposition of unreasonable terms was deemed to hinder the emergence of a com-
petitive market, whereas now this is restricted to SMP operators. Finally, in the 2003 Ordinance,
carrier selection could be imposed on any operator, whereas in the 2007 Ordinance this is limited
to operators with SMP.

Operators are free to conclude interconnection agreements. In case an agreement cannot be a
reached within 3 months, a party can request dispute resolution by the TK. In case the parties still
fail to reach an agreement, the TK may impose the terms of an agreement. In the interim period,
the TK can take temporary measures, including the determination of interconnection tariffs. (Art.
18).

The TA issued a Communiqué on Principles and Procedures Regarding Unbundled Access to
the Local Loop (ULL) in July 2004. According to the Communiqué Tiirk Telekom has to meet all
reasonable requests for full or shared access to the local loop, except when this would require bu-
ilding infrastructure for new access networks. The communiqué does not address bitstream access
but states that the Authority may issue additional regulations for this. It also requires Tiirk Tele-
kom to publish a reference unbundling offer. TTAS was to prepare an offer and present it to the
TA within three months after the Communiqué took effect, subject to approval by the Authority.
The TA had authority to make changes in the reference offer. The Communiqué was going to be
effective on July 1, 2005. Developments in ULL and bitstream are discussed in more detail in the
next section on Internet and Broadband.

1.3.1.5. Market Reviews and Identification of SMP Operators

The procedures for the designation of operators as having SMP have gone through some evolu-
tion in Turkey. The framework law of 4502 did not mention the term “operator with significant
market power”. It only mentioned the term “operator with dominant position” in Art. 6, where
it was indicated that the TA had the authority to determine the upper limits and calculation met-
hodologies of tariffs in cases where it determined that an operator was in dominant position in
the related telecommunications service. The concept of SMP was introduced through subsequent
secondary legislation, namely the Tariff Ordinance (2001) and the Ordinance on Access and Inter-
connection (2003). Following the latter, the TA issued two Communiqués (June 2003) to define
dominance and SMP. “Significant market power” was defined as the power of an operator or group
of operators to influence economic parameters such as the sale or purchase price of services that
they sell to users or other operators, the quantity of demand or supply, market conditions, main
telecommunications network components that are used to provide telecommunications services

50 Interestingly, Law No. 406 (as amended by Law No. 4502) doe snot contain the concept of “access” but only
interconnection. The TA’s Access Ordinance has been challenged on the grounds that the TA does not have
the authority to impose access obligations since that is not mentioned in the law. However, the Council of
State has rejected the case.
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and access to users. By contrast, the term “dominance” was defined as the power of a single or
multiple operators to determine economic parameters such as price, production and quantity of
distribution. Hence dominance is a stronger concept, a dominant operator was also an operator
with SMP but the reverse was not true. The confusion here again reflects both the lack of intel-
lectual preparation of the Turkish authorities and the constraints the TA faced in being obliged
to function in a framework law that did not reflect 2003 EU framework which the TA wanted to
increasingly emulate.

In any case, based on the secondary legislation, in August 2003 the TA identified Turkeell as
having SMP in the market for mobile services and both Turkeell and Telsim in the market for mo-
bile call termination. In June 2004, Turkcell was designated as a dominant operator in the mobile
communications market and in December 2004 as possessing SMP in the mobile call termination
market. Telsim was no longer designated as having SMP! These designations did not rely on any
publicly available analysis of relevant markets.

In 2005, with a view to aligning to the prescriptions of Chapter 19 of the EU acquis, the
TA launched a market analysis process. In the explanatory document entitled “The Concepts of
Relevant Market and Significant Market Power” (March 2005, in Turkish)** the TA stated this
would focus on the markets identified in the Recommendations of the European Commission and
would engage the solicitation of the opinion of the public. The process ended in 2006. Note that,
because Turkey has not yet started a formal process of transposition of the EU 2003 acquis for
electronic communications, the TA is under no obligation to notify its market analysis decisions
to the Commission.

By 2006, the results the following reports were published:*®

* Access and call origination in mobile networks (December 2005)

¢ (Call termination over mobile networks (December 2005)

* Call origination and transit services in the fixed network (February 2006)

* Wholesale call termination in the fixed network (February 20006)

* Market for access to the fixed network (February 2006)

* Relevant markets regarding call services over the fixed network (February 2006)
* Retail leased lines market and wholesale leased lines market (February 2006)

* Wholesale broadband access including bitstream (February 2000)

* Wholesale unbundled access market for broadband and voice, including bitstream (Febru-
ary 20006)

The analysis of the two remaining markets, the market for wholesale national market for inter-
national roaming on public mobile networks (n. 17) and broadcasting transmission services (n.
18), are being finalised by the Telecommunication Authority. **

While there is substantial overlap between the market definitions adopted by the TA and the

51 See TA “Ilgili Piyasa Ve Etkin Piyasa Giicii Kavramlar1”, March 2005, Ankara available at http://www.tk.gov.
tr/srth/2005-R-0-1.pdf.

52 Ibid.
53 See http://www.tk.gov.tr/srth/piyasa-analizleri.htm

54 Frontier Economics (2007), Country Analysis 2007, A report for NATPII, January 2007, available online at
http://www.natp2.org/midtermnews/ Country%20analysis%202007.pdf (last visit: 29 July 2007).
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Commission recommendations, there are some divergences. For example, while in the European
framework the relevant market for call termination over mobile networks are defined at the level
of individual networks, the TA has treated this as a single market covering all operators.

Subsequent designations of SMP have been based on the market analyses. Hence in December
2005, after the analyses regarding mobile services were concluded, the TA issued a decision de-
signating Turkcell as having SMP in the mobile access and call origination market, and Turkeell,
Telsim and Avea as having SMP in the mobile call termination market. In another decision in
February 2006 Tiirk Telekom was designated as having SMP in the relevant fixed markets.

Finally in January 2007, the TA issued a regulation on Rules and Procedures for the Designa-
tion of Operators with SMP. According to the regulation, the principles to be followed in market
analysis are technological neutrality, transparency, non-discrimination and ensuring a competitive
environment. Analysis of relevant markets identified by the TA is to be renewed at most every
three years. The market analysis procedure entails identification of the relevant market, analysis
of the degree of competition in the relevant market and identification of SMP operators. These
principles are broadly in line with the EU approach. Art. 10 lists the following as obligations that
can be imposed on operators with SMP: transparency, obligation to publish reference interconne-
ction or access offers, non-discrimination, accounting separation, access, price control, and cost
accounting. Art. 11 states that operators in the same market can be made subject to different obli-
gations. Hence the regulation intended to clarify the legal framework for market analyses actually
was issued after the market analysis exercise was completed.

Accounting separation and cost accounting were imposed on SMP operators in February 2004
with a transition period of two years, although the methodology to be used and the actual deadli-

nes for implementing it are reportedly not clear.”

1.3.1.6. Retail Price Control

The control of retail tariffs is governed by the Tariff Ordinance (August 2001).°° The Ordinance
outlines procedures to be followed in the approval and auditing of telecom tariffs of operators with
a monopoly or dominant position or those with significant market power. Note that the Ordinan-
ce provides the TA with the authority to “approve” rather than “set” tariffs. This is more restrictive
authority than what was allowed in Law No. 4502 and reflected TA’s desire not to be too intrusive.
The distinction was barely noticed when the draft of the Ordinance was put out for discussion. It
later became the legal basis through which TTAS challenged TA’s decision that imposed on TTAS

the obligation to provide bitstream access to ISPs (see section 1.3.2.4).

According to the Ordinance, the basic principles to be followed in tariff approvals include the
following (Art. 6): tariffs need to be based on cost of eflicient service provision, they should prec-
lude both excessively high prices that may result from possession of SMP and large price discounts
that may restrict competition. Tariffs also should be fair, should not discriminate among different
users, and should not allow for cross-subsidization unless there is a justifiable reason.

The Ordinance stipulates two methodologies to approve tariffs (Art. 7): “cost of efficient service
provision”’, the “price-cap method applied to average prices of baskets of services”. The cost of
an efficient service provision is defined as the ‘long-run incremental costs (LRIC) of providing these

55 Frontier Economics (2007), cit.

56 The Ordinance was amended through an Ordinance to Amend the Tariff Ordinance (January 2007). The
purpose of the change was to eliminate the definitions of dominance and SMP since these had become out-

dated.

57 'That, in turn is defined as the sum of long run incremental cost plus that portion of common costs that can
be attributed the service in question.
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services plus an appropriate amount of volume-neutral common costs, both inclusive of an appropriate
return on capital employed . However, this requirement of LRIC modelling has not been imple-
mented in practice since the Telecommunication Authority still needs to establish the exact cost
modelling approach. All tariff approvals are currently based on international comparative analysis,
but will soon become LRIC-based. The methods used for approval are determined for 2 years, the
TA can extend that period for one more year.

The TA has made three determinations of retail price control since the issuance of the Ordinan-
ce (“price-cap communiqués”, see Annex in section 1.4). In the first, issued in January 2002 and
valid until end-2003, the TA imposed a price cap over two different service baskets: services provi-
ded over fixed lines, and, leased lines. With competition ahead, tariffs of Tiirk Telekom had to go
through substantial rebalancing, it was thought that regulation through a price cap would provide
Tiirk Telekom with the necessary flexibility. It was also stated in Article 4 of that communiqué
that after January 1, 2003, leased line tariffs could be approved on the basis of the method of cost
of efficient service provision and required TTAS to make the necessary preparation. In effect, cost-
based regulation of leased line tariffs started in June 1, 2004 because TTAS was delayed making
the necessary preparation in terms of cost accounting and accounting separation.

In the second determination at the end of 2003, the cap was revised and a single basket was
defined but this time caps were introduced on individual products for which the TA deemed that
insufficient rebalancing of tariffs had taken place. The basket included connection charges, trans-
fer fees, monthly rental fee for PSTN, ISDN PA and ISDN BA services, and per minute charges
for intra-city, inter-city international and internet calls. Of these, ISDN PA connection, transfer
and monthly rental fees, international calls and internet calls have individual sub-caps.’®

The most recent determination was made in January 2007 valid until the end of 2008. In this
determination the service basket included 1) Relevant services in market of access to fixed telep-
hone network: PSTN, ISDN BA, ISDN PA Connection, Transfer and Monthly Rental, and 2)
Relevant services in the markets of call services across fixed network: Local, National, Internet,
PSTN-GSM and International Call Services. ISDN PA Monthly Rental prices and local call prices
were subject to individual caps.

In general, the caps used in these determinations are defined in terms of the rate of increase of the
consumer price index minus a productivity actor. In the latest determination, the productivity factor
was set at 3.3% for the basket and local calls, and at zero for ISDN Monthly rental prices.

Concession agreements granted to mobile operators also stipulate a price cap regime where caps
are revised every six months by the regulator. Mobile operators are obliged to submit any tariff
changes or proposals for new tariffs to the TA a week before publishing them. However, except
for a brief period during a major macroeconomic crisis in 2001, the caps applied to mobile phone
tariffs have not been binding in the sense that competition has driven prices well below the caps.

1.3.1.7. Universal Service

The design of the universal service regime is under the authority of the Ministry of Transport. The
Universal Service Law was enacted in June 2005. Art. 3 of the law states that universal services will
be provided at reasonable prices, taking into consideration the per capita gross domestic product
of the country, and that measures will be taken to ensure that people with low income, disabled
people and groups that need social support will be able to use universal services. Universal service
policy will be conducted by the Ministry. The TA will be responsible for quality control.

The scope of universal service encompasses fixed telephone services, public phone services,
printed or electronic directory services, emergency call services, basic internet services and passen-

58 These were international calls, dial-up charges for access to internet, and ISDN-PA leased lines.
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ger transport services to places that can be reached only through sea transport and maritime emer-
gency and security communications services. (Art. 4). Apparently the passenger transport services
relate to two islands in the Aegean where private companies are not willing to provide services
during the winter. Two additions were made later to this list by Council of Ministers decisions: i)
services oriented to spread information technologies, including computer literacy so as to help the
development of information society (February 2006), and ii) services regarding the provision of
the digital broadcasting performed by the utilization of various broadcast media and technology
via digital terrestrial transmitters to cover the entire settlements country-wide (April 2006)

The revenues of universal service consist of the following (Art. 6).

* 2% of the authorization fees collected by the TA

* 1% of net sales revenues of all operators except for GSM operators

* 10% of payments by GSM operators to the Treasury

* 20% of administrative fines collected by the TA

* 20% of what remains in the budget of the TA budget after all expenditures are deducted

These percentages can be increased by up to 20% by the Council of Ministers. These revenues
are collected in the public budget and allocated to the budget of the Ministry of Transport.

The net cost of universal service of an operator is to be calculated as the difference between net
costs of the operator when the operator is under universal service obligations and the net costs if
it were not under universal service obligations. However, in this evaluation, the benefits that the
operator will receive because of providing universal service obligations will also be taken into ac-
count. (Art. 7) The method which will be used in the calculation of net cost will be determined by
the Ministry of Transport. (Art. 8). Law No. 406 (as amended by Law No. 4052) had stipulated
that Tiirk Telekom has universal service obligations. The new law on universal service has elimina-
ted that stipulation. However Tuirk Telekom is still under universal service obligations as stated in
the concession agreement signed with the TA.

In June 2006 the Ministry of Transport issued an Ordinance on Principles and Procedures for
the Collection of Universal Service Revenues and Execution of Expenditures. The ordinance defi-
nes the funding mechanism for the universal service fund and also the procedure for compensating
the costs incurred by the designated universal service providers.

Article 8 clarifies the mechanism for the designation of the universal service providers by the
Ministry. First, the Ministry determines the relevant elements of the universal services and the spe-
cific locations where these services are to be provided. Then the providers of the universal services
are designated on the basis of a tender procedure. In rural regions, where the cost of the service
provision is high, the Ministry is also authorized to designate the providers of universal service on
the basis of their market shares. In such cases, the designated providers have to “prove their costs”
to be eligible for compensation from the universal service fund.

Article 10 explains the principles for calculating net costs of the universal service provision,
based on the difference between the net costs of an operator when it provides universal service
and those when it does not. The calculation of net costs will be based on long run incremental
fixed and variable costs associated with the addition of each universal service component to the
operator’s existing services. This calculation includes an assessment of indirect benefits that the
operator may obtain as a result of providing universal services.

Article 11 further provides that the Ministry may consider special measures for user groups
with special social needs, low income or the disabled. In order to ensure that these groups can
access universal services at affordable prices, the Ministry will determine the universal service pri-
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ces based on cost information provided by the designated universal service provider. It can also
determine prices directly, after obtaining an opinion of the TA.

The universal service legislation has not been applied yet. Hence, as of July 2007, only TTAS
is designated as a universal service provider and there have been no further tenders to challenge
that position. TTAS’ designation as universal service provider is per article 10 of its concession
agreement. Hence the current situation deviates from EU Directive on Universal Service which
states that member states need to designate undertakings through an “efficient, objective, transpa-
rent and non-discriminatory designation mechanism, whereby no undertaking is a priori excluded
from being designated” (Art. 8/2). Also, the increase in the scope of universal service executed by
the Council of Ministers goes beyond the scope identified in the Universal Service Directive. Fi-
nally, as underlined by Akdemir et al. (2006), the fact that control over the universal service fund
(USF) is allocated to the Ministry and there is no clear policy on what the fund can be used for
puts further distance between the EU and the regime in Turkey. >

1.3.1.8. The Draft Electronic Communications Law

As mentioned above, a draft electronic communications law was presented to the parliament in
October 2005. After being discussed in the relevant parliamentary committee and presented to
the general assembly for enactment, it was recently withdrawn back to the committee. While the
law presents a significant improvement over the current primary legislation, it still deviates from
the EU framework in a number of important respects. The biggest improvement in the law is in
the area of authorizations. The draft law prescribes two main types of authorizations: notificati-
ons and the granting of rights of use. If the notifying undertakings do not require allocation of
resources (such as frequency), then the act of notification is sufficient for being authorized. In
case the undertaking requests a resource, then the TA has to decide whether there is need to limit
the number of undertakings. If there is no such need, then the TA issues a right of use within
30 days. In case a restriction is warranted and the activity requires a satellite position or national
frequency band, then the start date of the service, the period of authorization and the number of
operators are decided by the Ministry. Otherwise authorization procedures are carried out by the
TA. In both cases, the TA implements procedures to ensure that resources are allocated efficiently
through auctions.

In the area of access and interconnection, in terms of proximity to the EU framework, the
draft law is actually behind the current secondary legislation (the 2007 Ordinance on Access and
Interconnection) and needs to be revised. For example, the draft law stipulates that TA can impose
access obligations on any operator (Art. 16) whereas in the Ordinance this is explicitly restricted
to operators with SMP. In general, the Ordinance is closer to the EU Directives in terms of obli-
gations that can be imposed on SMP and non-SMP operators.

1.3.1.9. Information Society Strategy and Action Plan

Turkey adopted an Information Society Strategy and Action Plan on June 28, 2006.% According to
the Strategy, Turkey’s process of transformation into an information society will be carried out around
the following basic strategy priorities: Social Transformation; Adoption of ICT by Business; Citizen-
centred Service Transformation; Modernization in Public Administration; A Globally Competitive
ICT Sector; Competitive, Widespread and Affordable Communication Infrastructure and Services
and Improvement of R&D and Innovation. The Strategy has an action plan with 111 actions under
7 strategic priorities. The Strategy will be the basic reference document for citizens, the public sector,
the business world and the NGOs, in other words for all segments of the society.

59 For example, stakeholders have stated that a recent update of the Ministry’s personal computer stock was

financed by the USE.

60 See the document at hetp://www.bilgitoplumu.gov.tr.
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Table 1-1 below shows the ambitious objectives pursued by the Strategy.

Table 1-1: The goals of Turkey’s Information Society Strategy, 2006-2010

Social Transformation Current 2010
Internet user penetration 14% 51%
Broadband subscriber penetration 2% 12,5%
Number of public internet access points n.a 4,500
ICT adoption by business

Enterprises having computer 87% 95%
Enterprises with broadband access 20% 70%
Citizen Oriented public service position

Electronic public service provision n.a 70%
Transactions realised electronically n.a 33%
Provision on 20 basic public services of EU 53% 100%
User satisfaction n.a 80%

Modernization of public management

Electronic public procurement n.a 90%
Savings on current expenditures n.a 9%
Online back office services n.a 100%

Positioning of Turkey in globally competitive IT sector

IT sector in GDP 0,8% 2,2%
Exports (software and services) (million USD) 80 407
Competitive, widespread and affordable telecom infrastructure and

services

Broadband coverage 75% 95%
Cost of broadband to end-user/income per capita 5,4% 2%

R&D and innovation

Share of R&D on GDP 0,8% 2%

Share of ICT R&D on total GDP n.a 20%

Number of total researchers 28,964 40,000
Source: Developments in the Information Society: Turkey, presentation at the 1st European Summit: Observing the IT Society, Cakal,
2006.

As shown in the table, the goals set by the Turkish government are quite ambitious, and represent
the will to “realize sustainable economic growth by increasing [Turkey’s] global competitiveness and
productivity as a result of the network effect, which will be created by constructing the relationship
between and within the government, the citizens and the businesses based on the ICT”.%!

The expected impacts of such a comprehensive strategy include the following:

* An additional GNP growth of 2% annually, of which 1.4% will be through increased labour
productivity and 0.6% through increased employment.

* Turkey’s IT exports are targeted to increase to USD 400 million from its current level of
USD 80 million, with an average annual growth rate of 38%.

* The domestic I'T market is targeted to achieve an annual average growth rate of 24% and
reach USD 9,160 million in 2010.

* Alleviating the tax burden on data and Internet services will enable expansion of com-
munication services and increase productivity with a yearly 0.38% GDP growth rate as of
2010.

61 Information Society Strategy, July 20006, cit., at 4-5.
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* Monthly broadband access costs will be pulled down to 2% of per capita national income at
the end of 2010, which is the average in OECD countries.

1.3.1.10. Beyond the Telecoms Framework

In this section, we briefly describe the alignment of Turkey’s rules with the EU acquis beyond the
2002 regulatory framework for e-communications. As technological convergence is increasing the
importance of rules on content, audiovisual services and data protection, these rules would drama-
tically impact the incentive to develop new products and services in Turkey in the years to come.

In this respect, the 2006 EU Progress Report on Turkey highlighted that:

* Audiovisual services. “Turkey’s alignment with the audiovisual acquis remains limited to some
provisions concerning advertising and the protection of minors”. The Turkish Law on the Es-
tablishment of Radio and Television broadcast reportedly creates problems in terms of defini-
tions, jurisdiction, freedom of reception, major events, promotion of independent works and
restrictions on the share of foreign capital in television enterprises. With regard to the admin-
istration of the broadcasting sector, the Radio and Television Higher Council (RTUK) has so
far not been able to reallocate frequencies and review the temporary licences effectively.

» E-commerce. “Turkey is not aligned with EU standards on electronic commerce and condi-
tional services.”

o Cybercrime law. “Legislation on cyber crime is not adopted”.

* Data protection. “No law has been adopted so far. In April 2000, the government introduced
a new bill proposing the establishment of a Council for the Security of National Informa-
tion and its Duties within the Prime Minister’s office. The Council was to address issues
including data protection, encryption and security of information systems. The draft Bill
was heavily criticized and was eventually dropped. Under the National Program for the
Harmonization of Turkish Legislation with European Union Law, published in 2003, the
Turkish Government has committed to harmonize its legislation. Accordingly, a Draft Law

was adopted, which mainly follows EU Directive 95/46/EC.%?”

As a result, relative to telecommunications per-se there seems a wider gap between Turkey and
the EU on the framework that shapes the business environment for providers and users of e-com-
munications services.

1.3.2. Overview of Market Evolution

Some data on the overall state of telecommunications markets in Turkey is provided in Table 1-
2. Fixed line penetration ratio is about 26-27%, lower than the EU average of 45%. The mobile
market has developed very fast in the last few years, but the penetration level (65 subscribers per
100 inhabitants in 2007) is still very low compared to Europe (an average of 103 subscribers per
100 inhabitants).® Internet and broadband penetration are also very low, though increasing.

Competition has existed in the mobile segment since the late 1990s and in the dial-up internet
market. Competition has started to develop, albeit slowly, in fixed line domestic long distance and
international calls. There is yet no ULL or bitstream, though the legal and regulatory infrastructu-
re for these services has been put out.

62 The Draft Law is envisaged to govern issues such as the protection of personal data and fundamental rights
and freedoms; recording and use of data within certain clear purposes in line with the rule of law; reliability
and accuracy of data, its renewal and erasure when necessary; security of confidential personal data such as
race, political opinion, religion, health, sexual life, and the right of persons regarding provision of informa-
tion related to themselves.

63 European Commission, 12th Implementation Report.
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Table 1-2: Basic telecommunications indicators for Turkey

Main telephone | Mobile cellular Personal Internet Internet Internet
lines (fixed telephone computers subscribers (Total | subscribers
lines) per 100 subscribers per per 100 broadband) per | (Total) per 100 users per 100
inhabitants 100 inhabitants | inhabitants 100 inhabitants | inhabitants inhabitants
1990 | 12,0 0,1 0,5 . . 0,0
1995 |21,0 0,7 1,5 . . 0,1
2000 |27,0 23,6 3,7 0,0 2,2 3,7
2001 |27,3 28,3 3,9 0,0 . 5,1
2002 |26,9 33,2 4,3 0,0 . 6,1
2003 | 26,5 39,1 4,7 0,3 1,7 8,4
2004 | 26,5 48,1 5,1 0,8 2,1 14,2
2005 | 25,9 59,6 . 2,2 3,1 15,3
Source: ITU

There are no 3G/UMTS services yet. An auction for 4 UMTS licenses was set to take place in
May 2007, but was cancelled. The Vice President of TK was quote as stating that the cancellation
was due to the fact that there was insufficient interest in the tender. On June 16, 2007 the TA
has announced that 4 licenses for IMT-2000/UMTS services and infrastructures will be awarded
through auctions to be held on September 7, 2007. Only Turkeell participated in this tender and
won one license on a bid of 311 million Euros plus VAT. The rest of the licenses were not sold.*
The tender was eventually cancelled due to the insufficient number of bids.

1.3.2.1. Competition in Fixed Line Telephony

Entry into the fixed long distance and international call market is governed by three types of li-
censes: Type A is for operators which will use carrier pre-selection (CPS). Type B is for operators
using carrier selection (CS) on a call-by-call basis. Finally, Type C license is reserved for operators
providing service through a 10-digit access code (basically through calling cards). The fees for the-
se licenses are quite high: there is a one-time fee of more than 200,000 € for type A, about 100,000
€ for type B and about 50,000 € for type C licenses. In addition, each has an annual fee of 0.5%
of annual sales or 1/15 of the one-time fee, whichever is higher. The fees were set high specifically
as a measure to screen entrants.

The development of competition in the long distance call market has been extremely slow.
The licenses were granted 4 months after the termination of monopoly rights of Tiirk Telekom.®
However, these licenses could not become operational because it took a long time to conclude
interconnection agreements with TTAS. Originally, TTAS was supposed to have completed tech-
nical preparations for Type B and Type A licenses by November 2004 and May 2005 respectively,
but this never materialized. Operators holding Type B licenses, concluded first interconnection
agreements with Tiirk Telekom in March 2006. Five operators holding Type A licenses (Superon-
line, Global Iletisim, Borusan Telekom, Koc.net and Dogan Telekom) were able to sign signed
interconnection agreements with TTAS in July 2006. As of July 2007, there are 12 Type A, 13
Type B and 9 Type C licenses. In 2005, more than 50 operators had obtained licenses, but some
exited and others merged.®® Currently Type C licenses are fully operational; carrier selection and
pre-selection services are provided on a very limited basis.

64 As of yet (September 10, 2007), it is not clear whether the fact that there was only one participant at the
auction will generate legal problems.

65 A total of 27 licenses were granted at that time: 7 Type A, 13 type B and 11 Type C licenses.
66 Daily Referans, 29.11. 2006; interview with Dogan Telekom.
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The evolution of interconnection policy is revealing in this regard. The initial offers of TTAS
were about 2.7 and 3.7 Eurocents/min for in-zone and out-zone areas, respectively.”” Many ope-
rators refrained form signing agreements with Tiirk Telekom and applied for dispute resolution
by the TA. In September 2004 the TA announced Standard Interconnection Reference Tariffs
(SIRT). The Tariffs announced in the SIRT were not mandatory. However, it was understood that
if operators failed to conclude interconnection agreements and apply to the TA for dispute resolu-
tion, the TA would impose the interconnection tariffs determined in the SIRT.%

The rates determined in the SIRT are listed in Table 1-3 below. For comparison, the table also
lists the EU averages of call termination on the fixed incumbent’s network taken from the Euro-
pean Commission’s 12 Implementation Report, as well as more recent SIRT determinations of
the TA. The table shows that the SIRT tariffs show a declining trend. In fact, initially there was
a large gap between the tariffs determined by the TA and the EU average. This difference started
to diminish substantially starting the end of 2006. The initial tariff for October-December 2004
was higher than not only the EU average of 2004, but even the Commission’s recommended
best practice in 1998 (which was 0.9-1.8 Eurocents for single transit and 1.5-2.6 Eurocents for
double transit, see European Commission Implementation Report, 1998). High access charges
imply lower profitability for new entry. Clearly the interconnection tariffs determined by the TA
do not suggest that TA was in a hurry to introduce competition at the time. As will be discussed
in more detail in the next section the attitude of the TA in the mobile industry was much more
pro-competitive.

The market share of new entrants in fixed line call services is still very small, though increasing
in international calls. In 2005-2006, about 50% of TTAS revenues are obtained from local calls,
whereas the share of domestic long distance and international calls are 16 and 4.6%, respectively.”’
The revenue share of calls from TTAS to GSM operators is about 27%. New entrants’ market
share (in terms of call minutes) in long distance calls is still very low (about 5%). New entrants’
share in outgoing international calls is about 14%, and that in incoming international calls has
increased from 39% to 67% between 2005-2006. Another area where new long distance opera-
tors are having an impact is in calls from fixed line to GSM with a market share in terms of call
minutes of 34% in 2000.

Table 1-3: Standard interconnection tariffs set by the Telecommunications Authority

Call Origination and call termination on TTAS network | EU Average (*)
Effective during In-zone area Out-zone area Ykr/min

Ykr/min | Eurocent/min 5,90 Eurocent/min Single Transit | Double Transit
01.10.2004 - 31.12.2004 4,10 2,28 5,10 3,28 1,01 1,61
01.01.2005 -30.09.2005 3,40 1,89 3,70 2,83 0,94 1,39
01.10.2005 - 01.03.2007 2,00 1,11 3,00 2,06 0,86 1,25
01.03.2007- 1,89 1,05 3,00 1,67

€1=18YTL

Note: net of taxes
(*) Source: European Commission 12th Implementation report, Annex 2 (2006), Figure 22.

67 At the then current (September 2004) exchange rate of 1 Euro= 1,875,000 TL. In-zone versus out-zone access
areas refer to the level at which physical interconnection is made in the network hierarchy. This two-way
classification is different from the three-way classification used by the EU, namely local, single transit and
double transit. As a rough approximation, in-zone area can be taken as being between the local and single
transit switches, and out-zone area to a level between single and double transit.

68 The underlying interconnection charges are currently based on international benchmarks and margin analysis,
but the TA is aiming to determine cost-based charges in the long term.

69 Data from Karabacak (2007), especially chapter 8.
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Karabacak (2007) reports that between 2003-2006 TTAS revenues from fixed call services have
declined by about 45%, reversing an increasing trend since the 1960s. Several factors account for
this, including significant reductions in tariffs that have occurred since the start of liberalization at
the end of 2003. However, there are also signs that TTAS is increasingly facing competition from
mobile operators. There is an almost 35% decline in domestic long distance call minutes, where
as shown above the new long distance operators have made little inroad. The competitive threat in
domestic long distance calls seems to be from the mobile operators.

The threat of entry has had a significant impact on long distance and international call charges.
One important change occurred in the summer of 2004, when TTAS reduced its international cal
tariffs by 50-70%. Table 1-4 provides data on fixed line call tariffs in comparison to EU averages.
The table shows that monthly rental fees are lower than the EU average. Local calls and domestic
long distance calls are close to EU averages in nominal terms, but higher when corrected for PPP.
By contrast, international calls seem to be lower than the EU average in nominal terms, and close

to EU average in PPP.

In the beginning of 2007, TTAS announced another radical change in tariffs, to be effective
March 1, 2007. This time fixed monthly fees and local call tariffs were increased by about 23%
and 18%, respectively, whereas tariffs of domestic long distance and international calls and calls
to GSM operators were reduced by another 50-60%. The fact that TTAS reduced tariffs in the
competitive segments and increased tariffs of calls where it still held effective monopoly position
caused an outrage. The TA approved the tariffs. Again, there was no formal analysis to back the de-
cision, but it was argued that TTAS had not increased local call charges for two years even though
the inflation rate was above 10%.

Table 1-4: Fixed line call tariffs (Eurocents, 2006)

Tiirk Telekom Tiirk Telekom Turkey alternative EU 25
PPP operator Average
Standard Monthly Rental residentail users (incl. VAT) 5.8 10.4 14.3
Standard Monthly Rental business users (incl. VAT) 4.9 14.0
3 minute local call 10.9 19.4 13.1
10 minute locall call 36.0 64.3 36.5
3 minute domestic long distance call 29.8 53.2 25.2 25.0
10 minute domestic long distance call 90.0 160.7 80.0 73.9
10 minute international call to UK 1.3 2.3 1.0 2.3
10 minute international call to USA 1.3 2.3 1.0 2.1

Source: Cullen International (2007)
PPP factor for Turkey: 0.56

The Turkish Competitive Telco Operators Association (Telkoder) filed a petition against the
TA decision approving the tariffs. The Council of State (the high administrative court of Turkey)
issued an injunction against the TA decision.

1.3.2.2. Privatization of Tiirk Telekom

Attempts to privatize TTAS started in the 1990s. Law No. 4000 (dated 1994), which separated
telecommunications services from the Ministry and established TTAS as a joint stock company
gave the Ministry the authority to determine rules and procedures to sell 49% of the company’s
shares. The constitutional court struck down the articles related to privatization on the ground
that privatization had to be done not through a ministerial decision but through a law. Another
attempt in 1995 was also struck down in by the Constitutional Court on the grounds that the
authority to determine the tender conditions for the sale of Tiirk Telekom could not be delegated
to an administrative agency (in this case the High Council of Privatization) and that these also
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needed to be determined by law.”® Several articles of the Privatization Law (1994) were also can-
celled by the Constitutional Court during those years on similar grounds. The legal basis for the
privatization of Tiirk Telekom was finally completed through amendments to the Privatization
Law and the enactment of Law No. 4161 (in 1996). Accordingly, 51% of TTAS were to remain in
government hands, 20% was to be sold as a block to a consortium of strategic investors, 14% to be
floated on stock markets and 5% to be sold to employees and 10% to be transferred to the postal
administration. A tender was held in 2000 with no success. Then, Law No. 4673 was enacted in
2001 this time stipulating that 1% golden share would be retained by the Treasury, employees
would be entitled to 5% share and the rest would be available for block sale or IPOs. This law
stipulated a 45% limit on foreign ownership. This limit was later removed through Law No. 5189
in adopted in June 2004.

Finally a tender was held in July 2005, and Oger Telecom, a subsidiary of TTAS purchased
55% of the shares of TTAS. Telecom Italia was a junior partner in the winning consortium; howe-

ver, they sold their shares in TTAS and Avea in 2006.

TTAS now operates under a 25-year concession agreement with the TA. A potentially prob-
lematic aspect of the concession agreement is related to what happens upon the termination of
the contract. According to the agreement, TTAS may request from the TA the renewal of the
contract. There are no guidelines on how the TA is supposed to decide on whether to renew the
contract or not. If the contract is not renewed, then the contract specifies that TTAS’ infrastru-
cture is to be handed over to the TA or to an institution identified by the TA. This clause intro-
duces significant uncertainty and is likely to fundamentally affect TTAS’ investment incentives
during the final years of the contract.”! Similar clauses exist in the concession agreements of the
mobile operators.

1.3.2.3. Developments in Mobile Communications’2

The Turkish mobile telecommunications industry consists of three GSM (900) operators, Turk-
cell, Vodafone (formerly Telsim) and Avea. The industry was launched in 1994 when Turkcell and
Telsim entered the market signed through revenue sharing agreements with TTAS. Remarkably,
and in contrast to many European countries, the authorities did not push the incumbent fixed
operator into this market and both Turkeell and Telsim belonged to private industrial/financial
groups. The founding partners of Turkcell were Sonem Holding (currently Telia Sonera), a lea-
ding Finnish telecommunications company and Cukurova group, the third largest conglomerate
in Turkey, which was active in a wide range of industries, in particular the banking sector. Telsim
was a partnership between Rumeli Holding, a Turkish group owned by the Uzan family, active in
a variety of sectors including energy and banking.

In 1998 the two operators were granted concession agreements (each costing 500 million
USD). 1998 can be treated as the year of introduction of true competition in the industry for two
reasons. First, under the revenue agreements, the two operators did not have control over retail
tariffs which were controlled by TTAS. Under the concession agreement tariffs were under the
control of operators themselves (subject to caps). Second, the licenses made the operators the resi-
dual claimants of profits, thereby providing much stronger incentives for investment and network
rollout.

Data in Table 1-5, obtained from ITU World Telecommunications Indicators shows the subs-
tantial reduction in 3-minute call charges from over 1 USD in 1997 to about 60 cents in 1998.

70 See Atiyas and Oder (2007) for details on the evolution of privatization policy n Turkey.

71 This uncertainty is partly reduced by the concession regime in Turkey. The Concession Law of 1910 has some
provisions that would allow the contractor to recuperate the cost of investments under certain conditions.

72 'This section draws heavily from Atiyas and Dogan (2007)
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According to data in a competition inquiry carried out during that period Turkeell investment
increased from 136 million USD in 1996 to over 1 billion in 2000.7

Table 1-5: Indicators for the mobile industry
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1997 . 1,610 2.5 621,506 386 153 12.3 1.5
1998 50.2 3,506 53 416,985 119 . 5.8 0.6
1999 . 8,122 12.1 2,303,847 284 29 4.8 0.5
2000 50.2 16,133 23.6 3,484,559 216 NA 3.4 0.6
2001 87.5 19,573 28.3 2,819,831 144 NA 2.9 0.6
2002 88.2 23,323 33.2 2,816,250 121 NA 0.0 0.5
2003 95.0 27,888 39.1 3,655,993 131 NA NA 0.6
2004 95.0 34,708 48.1 4,764,767 137 NA NA NA
2005 96.3 43,609 59.6 6,418,805 147 NA NA NA

Source: ITU

The authorities decided to issue three additional GSM licenses in 2000. Two of the licenses
were going to be sold through competitive tenders and one license was going to be given to Tiirk
Telekom which would finally establish a subsidiary to operate in the mobile market. In the event,
the authorities were able to sell only two additional licenses.” The first license was bought at 2.5
billion USD by Is-TIM, a consortium consisting of TIM, the mobile subsidiary of Telecom Italia,
and Is Bank, a private bank in Turkey. The third license was bought by Tiirk Telekom at the same
price as paid by Is-TIM. Is-Tim started operations in March 2001 under the brand name Aria.
Tiirk Telekom’s subsidiary, Aycell, started operations in December 2001. In 2003 Aria and Aycell
were merged to form Avea. In 2005 Telsim was bought by Vodafone.

As can be seen from Table 1-5, mobile penetration increased significantly after new entry,
from about 28% in 2001 to 60% in 2006. One can also note the decline in revenue per subscri-
ber from over 200 USD to below 150 USD, possibly a reflection of new entry as well. Table 1-6
shows the evolution of operators’ market share in Turkey before and after new entry. The table
shows that Turkeell instituted dominance in the market right from the start, and new entry did
very little to break that dominance. This is especially interesting since the authorities” approach to
competition in the mobile industry has been much more aggressive than their stance in the fixed
line segments. As discussed below, this was evident in their approach both to national roaming
and interconnection. Despite this more aggressive approach, however, the mobile industry is still
highly concentrated.

73 Quoted in Atiyas and Dogan, 2007.

74 'The failure to sell the third licenses has been attributed to bad auction design. See Atiyas and Dogan (2007)
for details.

58

EdamENG.indd 58 @ 1/3/08 2:19:27 PM



Table 1-6: Mobile operators’ market shares

g:::iiors 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005
Turkeell 78.0 | 68.0 | 80.0 | 76.9 | 68.5 69.2 | 69.0 | 67.0 | 67.3 | 679 | 67.0 | 63.0
Telsim 22.0 | 32.0 | 20.0 | 23.1 | 31.5 | 30.8 | 31.0 | 29.2 | 25.4 | 19.6 | 19.0 | 20.5
Aria - - - - - - - 27 | 5.1 - - -
Aycell - - - - - -- -- 1.1 2.1 - - -
Avea - - - - -- -- -- - - 12.5 | 14.0 | 16.5

Source: Atiyas and Dogan (2007) Table 2

As discussed in more detail in Atiyas and Dogan (2007) the answer lies in the fact that the mobi-
le industry exhibits significant first mover advantages that arise from asymmetric subscriber bases.
Further two important characteristics of the industry, namely network externalities and switching
costs further reinforce these first mover advantages. The authorities had a number of instruments
to reduce these first mover advantages: roaming policy, the interconnection regime and number
portability. The Turkish authorities tried to implement roaming policy but the incumbents were
able to render this policy ineffective through legal challenges. TA’s interconnection policy, especi-
ally in comparison to that in the fixed line market were more favorable to new entrants, but the
entrants did not make good use of it. Finally, number portability was never implemented during
this period; the Ordinance on Number Portability was only issued in 2007 and as of September
2007, it is not yet operational. These issues are discussed in more detail below.

The importance of first mover advantage was already apparent during the early years of the in-
dustry. Turkcell entered a few months earlier than Telsim. In addition, Telsim’s activities were sus-
pended between November 1995 and July 1996, further constraining its growth. Turkeell estab-
lished an initial lead that Telsim was never able to fully catch up with. Before new entry, Turkcell’s
market share was about 70%. In turn, the fact that the authorities waited for 7 years before issuing
new licenses put the new entrants at a serious disadvantage. Table 1-6 shows that Turkcell’s market
share did drop somewhat after new entry. Telsim’s loss of market share to new entrants was larger.
In any case, after 4 years of entry, the new entrants’ market share was still below 20%.

One important problem that new entrants face after delayed entry is that incumbents have a
significant advantage due to already established coverage. With no or very low coverage initially,
it is difficult for new entrants to attract subscribers until they also roll out their network. Aware of
this problem, the Turkish authorities tried to implement mandatory national roaming was already
mentioned in article 6 of Law No. 4502 which stated “mobile telecommunication, data operators
or operators of other services and infrastructure as determined by the Authority are also required
to satisfy reasonable, economically proportionate and technically feasible roaming requests of ot-
her operators”. In 2000 the TA issued Principles and Procedures to be followed in Mediations
regarding Disagreements on National Roaming, and in 2002 the Ordinance on Principles and
Procedures for Making Roaming Agreements. Those provided the legal basis on which the TA
would intervene to enforce mandatory roaming. The policy was that the parties would first try to
reach an agreement among themselves. If that failed, and if there was a request for dispute resolu-
tion, the TA would intervene with the authority to impose the terms of an agreement.

When the incumbents and new entrants could not conclude roaming agreements, the TA
did intervene and determine the terms of an agreement in November 2001. The incumbents
applied both to the civil court and the administrative court and were able to obtain injunc-
tions against the decision of the TA. They also applied to the for international arbitration at
the International Chamber of Commerce’s (ICC) International Court of Arbitration with the
request that Turkcell had no obligation to sign a roaming agreement with the terms and con-
ditions determined by the TA.
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Mandatory roaming would only have been effective if it was implemented without much delay,
because the concession agreements of the new entrants required them to reach a coverage of 50%
in 3 years and 90% in 5 years. Hence the delays caused by the legal challenges were really sufhicient
to render the policy ineffective. In 2003 Is-TIM also filed a lawsuit at the ICC for damages against
the TA on the grounds that promised roaming policy was not made available. Finally, the deadlock
was broken when in a meting between the Italian and Turkish prime ministers it was decided that

Is-TIM would merge with Aycell.

Another problem that new entrants may face has to do with the existence of network externali-
ties. In countries where the “calling party pays” principle holds, the cost of a call that terminates on
a rival’s network (off-net calls) depends on the mobile termination charge that a mobile operator
pays to its rival. When that charge is high, the perceived cost of an off-net call is higher than a call
terminating on the operator’s own network, even though the physical cost of the two calls is not
very different. That may create a wedge between on-net and off-net retail tariffs. That, in turn,
makes an operator with a larger subscriber base more attractive to potential customers, since in
a larger network, it is likely that a higher proportion of a subscriber’s call will be on-net. This is
called a “tariff-mediated network externality” and further exacerbates the first mover advantage of
incumbents. Regulators may try to counter this externality through their interconnection policy,
that is, by regulating mobile termination rates.

Just before Aria entered the market in March 2001, the two incumbent mobile operators re-
newed their interconnection agreement and increased charges for terminating calls from 1.4 US
cents/min to 20 US cents/min. The new entrants also signed interconnection agreements at 20 US
cents/min, even though that meant that their off-net calls would be high and would thus create
a unfavorable network externality. They could have requested for lower termination charges or
seek dispute resolution from the TA, but they chose not to do so, apparently expecting that high
termination charges would yield high revenues from incoming calls, and apparently disregarding
the fact that they would have difhiculties attracting subscribers in the first place.

These interconnection agreements lasted until 2003, when the Access and Interconnection
Ordinance came into effect and which required that existing agreements be revised in light of the
ordinance. This time the parties failed to reach an agreement. The TA intervened and in Septem-
ber 2003 determined interconnection charges, setting termination charges for calls terminating at
Aria and Aycell networks at 233,750 TL/min, which, at the prevailing exchange rate was about 14
Eurocents/min. Termination charges for calls terminating at Turkcell and Telsim networks were
setat 178,750 TL, or about 11 Eurocents/min. In the European Union, in July 2003 the weighted
average of mobile termination charges was 13.7 eurocents/min for SMP operators, and about 16.4
eurocents/min for non-SMP operators. Hence the termination charges determined in Turkey were
a bit lower than the weighted average in the EU.

Later, in October 2004 the TA issued the SIRT. The SIRT is important because it can be taken
to reflect the overall stance of the TA regarding the development of competition. The determina-
tions in successive SIRTs are given in Table 1-7. What the Table shows is that the determinations
for mobile termination rates are significantly lower than the EU averages found in the 2006 Imp-
lementation Report. Compared with the data in Table 1-3, it would be safe to conclude that the
TA’s stance in the mobile markets was more in favour of new entrants than in the fixed markets.
There is one more conclusion that can be drawn from these comparisons: In Turkey, the wedge
between charges for call termination on the fixed network and those for call termination on mobi-
le networks is smaller than in Europe. Hence overall, it can be said between the fixed incumbent
and the mobile industry, the TA has been more favourable towards the former.
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Table 1-7: Mobile call termination charges: SIRT vs. EU average

Standard Interconnection Reference Tariffs EU Average (*)
Effective during Imposed on | Ykr/min |Eurocent/min SMP date
01.10.2004 - 31.12.2004 SMP operators 15.60 8.67 14.58 July 2004
01.01.2005 -30.09.2005 SMP operators 14.80 8.22 12.53 October 2005
01.10.2005 - 01.03.2007 SMP operators 14.00 7.78 11.40 October 2006
01.03.2007- Turkcell 14.00 7.78 NA

Vodafone 15.20 8.44

Avea 17.50 9.72

1 Euro = 1.8 YTL
(*) Source: European Commission, 12th Implementation Report 2006

The initial interconnection agreements significantly constrained the competitiveness of new
entrants. Just before new entry occurred, Turkeell introduced a new tariff package significantly
reducing the tariffs for on-net calls and increasing those on off-net calls. The existence of signifi-
cantly asymmetric subscriber bases meant that consumers would compare entrants’ off-net tariffs
with those of incumbents” on-net tariffs. The entrants’ off-net tariffs were constrained below by
the high termination rates. Aria responded to this situation initially by offering tariffs that did not
discriminate between on-net and off-net, but overall, Aria’s off-net prices were significantly higher
than Turkeell’s on-net prices. This constrained Aria/Aveas ability to capture market share.

Finally, a few words can be said on the level of retail prices. It is notoriously difficult to compare
prices because of the variety of packages. Atiyas and Dogan report that tariffs in the Turkish mobi-
le industry are relatively high. According to data in OECD (2005) on a PPP basis, Turkcell tariffs
were among the highest in Europe in 2004. A similar message comes from the comparison against
European operators. Data on mobile tariffs presented in Cullen International (2007, see figures
42-44) are nominal. But with a PPP factor of 0.56 (see Table 1-4) PPP adjusted tariffs would be
above the median values in EU.

More recent data are provided in Table 1-8, taken from the OECD Communications Outlook
2007. The table shows that among OECD countries, Turkey has the fifth most expensive charges
for OECD low usage mobile call basket and the most expensive for the high usage basket.”

1.3.2.4. Internet and Broadband

There are currently 73 ISPs operating in Turkey. Private ISPs have been operating since the second
half of the 1990s, and Turk Telekom’s internet subsidiary, TTNet, was launched in 1998. TTNet
both operated the internet backbone and provides internet access services to end users. TTNet
was legally separated from Tiirk Telekom and established as a joint stock company on April 26,
2006. This was a condition put forward by the Competition Authority for the approval of the
privatization of Turk Telekom.

According to ITU data in 2005 there were 3.1 internet subscribers and 15.3 internet users per
100 inhabitants in Turkey. Cullen International (2007) reports 18.1 internet users per 100 inha-
bitants and 75 internet users per 100 households. The number of internet users in Turkey is much
lower than the EU average of close to 40 per 100 inhabitants. According to the most updated
OECD statistics, the Internet access rate is higher, at 19%, in urban areas, while in rural areas it’s
stuck at 6 %. Meanwhile, 19% of men use the Internet as opposed to only 9% of women.

The market for dial-up internet services has traditionally been more or less competitive in Tur-
key. However, recent data suggests that this may be changing. Cullen International (2007, Figure
73) suggest that the share of TTNet has increased from about 50% in 2004 to over 80% in 20006.

75 Another important problem in the mobile industry is the very high taxes, discussed in section 3.7.
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Table 1-8: OECD basket of mobile telephone charges (2005, USD PPP)

Country, Service Low usage | Medium usage | High usage
Denmark, TDC Mobil 68.82 89.16 184.39
Sweden, Tele 2 Comviq 87.92 184.70 319.07
Finland, Elisa 99.89 177.91 296.79
Norway, Telenor 111.20 219.21 386.77
Luxembourg, Tango 112.84 216.33 400.14
Netherlands, Vodafone 119.63 187.99 341.80
Germany, T-Mobile 123.55 411.43 703.18
Iceland, Siminn 142.61 335.96 580.99
Switzerland, Sunrise 145.11 369.24 496.18
UK, T-Mobile 170.53 392.61 490.76
Belgium, Mobistar 175.51 437.56 651.47
Canada, Rogers 177.14 474.95 513.59
Portugal, Vodafone 178.44 471.49 891.74
USA, Cingular 190.31 629.04 636.92
Austria, Mobilkom 193.43 379.32 640.38
Ireland, Vodafone 202.95 390.22 552.50
Poland, Orange 209.79 414.37 845.22
New Zealand, Vodafone 221.38 441.97 655.23
Korea, SK Telecom 225.62 328.43 548.63
Hungary, Pannon 230.48 491.66 641.10
Italy, Vodafone 233.39 576.57 797.98
France, SFR 239.68 409.86 619.70
Australia, Optus 243.57 426.73 815.83
Slovak Republic, Orange 255.40 504.70 951.35
Spain, MoviStar 258.02 525.13 999.81
Turkey, Telsim 280.31 635.07 1 165.94
Greece, Cosmote 302.47 451.36 680.63
Czech Republic, O2 302.98 673.37 1 066.33
Mexico, Telcel 309.30 434,01 727.71
Japan, KDDI au 319.71 574.33 888.90
OECD average 197.73 408.49 649.70

Source: OECD (2007)

According to OECD broadband statistics’®, as of December 2006, Turkey, with a total of 3.8
subscribers per 100 inhabitants, ranks 29" among 30 OECD countries. The only country with
a lower broadband penetration rate is Mexico (3.8). The OECD average was 16.9 and the EU15
average was 18.6 subscribers per 100 inhabitants. The share of the incumbent is over 99%. Private
entry so far is in the form of pure resale.

TTAS started to provide ADSL access in 2003, as the sole provider of that service. In February
2004 the TA instituted a resale arrangement for a small portion of the ADSL ports installed by
TTAS (with a margin allowed to resellers of 18%), but this attracted little enthusiasm from private
ISPs. In October 2004, the TA Board decided to launch bitstream access and adopted a decision
on bitstream access. Tiirk Telekom was providing two types of retail ADSL products: those whose
tariffs depended on the amount of usage and those that did not. Usage-dependant tariffs were lower
provided that subscribers’ monthly downloads were below pre-specified amounts (3 GB and 5 GB).
Bitstream access provided to ISPs was priced on a retail-minus basis and allowed a margin of 40-
50% for ISPs relative to TTAS’ non-usage-dependent retail products. However, margins relative to
usage dependant retail products were lower. The initial reaction of the ADSL community was that
based on these margins, it was impossible to compete with TTAS” usage-dependant products.

76 Available at http://www.oecd.org/sti/ict/broadband.
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In any case, TTAS challenged the TA decision and the decision was struck down by an admi-
nistrative court on the grounds that the TA had authority to approve tariffs offered by TTAS, but
not to dictate tariffs.

In July 2005 TTAS made a new tariff offer for bitstream access. This time the margin between
TTAS non-usage-dependant retail ADSL tariffs and bitstream access tariffs allowed margins of
about 30-35% to ISPs, again relative to non-usage-based TTAS retail tariffs. Pure resale was still
available at an 18% margin. The ISP response to that offer was again that while the offer allowed
competition in non-usage-based ADSL products, the allowed margin against TTAS usage-based
products was still negative.”” Moreover, the ISPs also complained that the problem of bitstream ac-
cess was not dealt with in a comprehensive manner; there were many non-tariff issues that needed
to be settled to make bitstream access feasible. One ISP applied to the TA for dispute resolution
in May 2006 which was concluded in an agreement in February 2007. As of July 2007, this is the
only bitstream agreement available in the industry.

These problems seems to have pushed the TA to take a more structured approach to the issue
of wholesale broadband access and in March 2007 the TA requested from TTAS to prepare refe-
rence offers for wholesale broadband products. In June 2007 TTAS came up with draft reference
offers both for resale and bitstream ADSL and the TA has initiated a public consultation process
on these offers.

In the meantime, TTAS’ draft reference unbundling offer was put up for consultation on De-
cember 2005 and finalized in November 2006. Two ISPs, Netone and Superonline, signed LLU
agreements with TTAS in May 2007.7® As of July 2007, there is no service provision yet through
bitstream or ULL.

The initial intent of the TA was somewhat in line with the “ladder of investment” approach
(ERG, 2005, Cave, 2006). One of the findings of the “Broadband Competition Report” ERG
(2005) is that there is a migration by new entrants from pure resale to bitstream access, and un-
bundled access, suggesting that entrants are moving “up” the investment ladder, from those steps
with lowest investment to those with higher investment. The TA wanted to take quick action on
pure resale and bitstream and have especially bitstream readily available to ISPs even before TTAS’
reference unbundling offer would be ready. However, TTAS success in challenging the TA deci-
sions, as well as TA’s initial tendency to see bitstream purely as a matter of pricing seems to have
delayed bitstream from becoming a commercial reality.

Broadband services in Turkey are expensive. In 2005, Turkey had the highest ratio of broad-
band access costs to average per capita income among OECD countries.

Figure 1-6: Ratio of broadband access costs to average per capita income, 2005
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77 See http://turk.internet.com/haber/yaziyaz.php3?yaziid=13460
78 http://turk.internet.com/haber/yazigoster.php3?yaziid=18324
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The relative underdevelopment of broadband in Turkey is certainly not surprising, given that
the Turkish economy still exhibits a significant margin for development. At the other extreme,
some authors have observed that broadband performs relatively well in Turkey. The Broadband
Performance Index developed by Ford, Koutsky and Spiwak (2007) ranks countries through a reg-
ression based on a number of variables, which include expectations, price levels, GDP per capita,
level of education, income inequality, the percent of the population living in the country’s largest
city, the number of telephones (landline and mobile) per 100 persons, etc.

As shown in Figure 1-7 below, Turkey ranks fifth in terms of performance relative to all the
abovementioned variables. In this respect, it is the country that exhibits the starkest difference

between the OECD ranking and the BPI ranking.

Figure 1-7: Turkey in the Broadband Performance index, at December 2006

Degree of Degree of

Underperformance |Overperformance

Finland (7)
Iceland (3)

Belgium (10)
Portugal (22) 174
Switzerland (5) 0.128
Turkey (29)
Austria (16)

U. Kingdom (11)
France (13)
Netherands (2)
Canada (9)
S. Korea (4)

New Zeland (21)
Czech Rep. (25)
Slovak Rep. (27)

Ireland (23)

-1.00 Greece (28)

Source: Ford, Koutsky and Spiwak (2007) on OECD data

As regards advanced services, Turkey has experienced the introduction of double-play packages
on the market. Prices of these services are still quite high, as shown in Table 1-9.
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Table 1-9: Double play prices (voice and data) in OECD Countries, USD, September 2005

Company Type Country Price USD (PPP) Price USD | Down (kbits/s) | Bit Cap (MB)
Arcor ADSL Germany 48.23 54.98 6000

Og Vodafone ADSL Iceland 49.89 80.33 6000 2000
Dial Telecom ADSL Slovak Rep. 50.44 29.76 512

T-Com ADSL Germany 54.66 62.31 6016

Hanaro ADSL Korea 55.74 47.94 50000

Glocalnet ADSL Sweden 56.11 69.02 24000

Versatel ADSL Belgium 63.50 69.85 1000 500
Jazztel ADSL Spain 70.08 65.88 4000

Intemode ADSL Australia 70.40 75.33 24000 30000
Ote ADSL Greece 71.92 64.73 1024

Bluewin ADSL Switzerland 72.47 103.63 2400

Hive ADSL Iceland 73.34 118.08 12000

Tele2 ADSL Switzerland 74.12 106.00 2400

Cybercity ADSL Denmark 74.28 106.22 3072

Bt ADSL Uk 81.48 91.25 2200 15000
Cegecom ADSL Luxembourg 85.16 94.53 2000 25000
Eircom ADSL Ireland 86.30 115.64 2048 16000
Inode ADSL Austria 111.40 124.77 4096 2000
Telmex ADSL Mexico 113.59 80.65 1024

Slovak Telecom ADSL Slovak Rep. 118.05 69.65 1024

Nextra ADSL Czech Rep. 125.97 75.58 4096

GTS Datanet ADSL Hungary 136.93 90.37 3008

Vivodi ADSL Greece 149.14 134.23 4096

TP ADSL Poland 196.41 117.85 6144

T-Com ADSL Hungary 200.00 132.00 2048

Dialog ADSL Poland 221.86 133.12 2000

Portugal Telecom ADSL Portugal 243.19 201.85 8000

Turk Telecom ADSL Turkey 265.29 185.70 2048

Cesky Telecom ADSL Czech Rep. 276.00 165.60 1024

1.3.2.5. Cable TV

TTAS initially invested in traditional unidirectional cable TV infrastructure until 1994 in 9 cities.
This development was stopped due to budgetary constraints. Then in 1997 TTAS made revenue
agreements with private operators to build and operate infrastructure entailing cables that would
allow two-way traffic of data and voice in 11 additional cities. In 1998 the earlier investments were
turned into revenue sharing agreements. These agreements stipulated that investments, mainte-
nance and repair of the network were carried out by the operators whereas content provision and
subscriber services were done by TTAS. The agreements were for 10 years and at the end of the
10 years the network was going to be taken over by TTAS.

According to ITU data, in 2005 there were about 1.2 million cable TV subscribers, and the num-
ber of cable modem subscribers was a low 50,000. Hence, even though initial roll out of the cable
TV infrastructure started in the 1990s, the contribution of cable TV to broadband development
has been very small. Internet services over the cable TV network are provided only by TTNet.

The lack of development of the cable TV network was at least partly due to insufficient incenti-
ves. Especially as the end of the contract period approached, the operators became less and less keen
in investing in infrastructure that they would eventually hand over to TTAS (Decdeli, 2004).

Another important development regarding the cable TV network occurred during the pri-
vatization of TTAS. As part of its review of the privatization at the pre-notification stage, the
Competition Authority gave the opinion that the Cable TV infrastructure, including all rights to
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own and operate it should be organized as a separate legal entity within a year of transfer of ow-
nership of Tiirk Telekom.” The basic reasoning of the CA in its decision was that the cable TV
was potentially a network through which facilities based competition could be introduced into the
industry.®® The cable TV network was indeed separated from the TTAS, and it was placed under
the ownership of Tiirksat, the state-owned satellite operator.®' As indicated above, in the same
decision, the Competition Authority also requested that Tiirk Telekom’s internet business unit,
TTNet, be legally separated from Tiirk Telekom - by creation of a separate subsidiary.

The TA issued on February 2005 an authorization for the cable TV operators called Cable TV
Platform Licenses. This was designated as Annex 10 to the Authorization Ordinance. Cable plat-
form services were defined as the one-way and two-way provision of all kinds of sound, data, ima-
ge and radio/ TV signals over the cable platform network, hence they include telephone services as
well as radio, TV, Internet and data. The authorization includes provision of local wireless Inter-
net services. Finally, it also includes establishment of infrastructure. The authorization requires a
type 2 telecommunications license valid for 20 years. The actual issuance of licenses were delayed
because the Council of Ministers decided the minimum fees only in December 2005. Then, TA
issued first licenses for cable TV broadcasting services to three operators Kablonet, Ultra Kablo

and Interaktif on April 2006, and to Topaz on June 2006.

However, cable TV providers are currently in a legal dispute with Tiirksat. Cable TV providers
have revenue sharing agreements with Tiirksat that expire in 2007. Tiirksat claims that once cable
TV providers have obtained own licenses, revenue sharing agreements are no longer valid, and the
cable TV network infrastructure must be returned to Tiirksat and the operators have to build their
own infrastructure.

In the meantime, the authorization of cable platform services was cancelled by the Council of
State on the grounds that separate authorizations had to be issued for the provision of different
services, adding to the legal confusion surrounding cable TV.

1.3.2.6. The Role of Competition Law Enforcement

Turkey seems more aligned with the EU acquis in the field of competition policy.®* As indicated
above, even though Law No. 2183 does not provide a clear-cut division of labor between the TA
and the Competition Authority, the current tendency is that the CA does not investigate allega-
tions of violation of Competition Law in areas that are regulated by the TA. The CA did have a
number of important decisions in the industry.

The first important decision in the mobile industry was on allegations put forward by Telsim
in September 1999 that Turkeell’s exclusive agreements with handset distributors and dealers dis-
torted competition and acted as barriers that impeded Telsim’s entry. In effect, Turkeell was able
to tie the sale of handsets of some major mobile phone brands (such as Ericsson) to the purchase
of a Turkcell subscription, effectively making it costly for Telsim to attract subscriptions among
consumers who favor those brands. Mobile handsets in Turkey were often sold with operators’
SIM cards and subscriber lines, a practice that apparently developed to prevent sale of handsets
that were not compatible with the GSM standard. The investigation revealed that Turkcell’s agre-

79 “The prior opinion of the Competition Board on the Privatization of Tiirk Telekom,” (in Turkish) at htep://
www.rekabet.gov.tr/word/gorus/telekom.doc

80 This decision was not without controversy. While the TA did not issue a public statement on the issue, the
then president of TA was quoted as saying that divestiture of the cable TV network was not necessary, that

legal separation was sufficient and any competition concerns could be addressed by the TA (Interview in the
Turkish daily Hiirriyet, 31.10.2004). In the end the CA prevailed.

81 This was done through Law No. 5335 (Official Gazette, April 27, 2005).
82 See Renda et al. (2007).
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ements with distributors of major brands of handsets such as Ericsson and Panasonic prevented
these distributors from marketing Telsim SIM cards and subscriber lines. In effect, these exclusi-
onary clauses restricted end-users” ability to use these brands of handsets with Telsim subscriber
lines; in other words, these clauses made it more difficult for potential Telsim subscribers to access
these handsets. Since these were popular handsets, the exclusionary clauses made it more difficult
for Telsim to attract subscribers. Turkeell effectively penalized distributors that did not accept
exclusionary agreements by reducing the amount of business Turkcell did with these distributors
and/or by reducing handset subsidies. Turkcell was also found to use its dominance in the mobile
calls market to distort competition in headset market by discriminating in favor of a distribution
company with which it has ownership ties. The Competition Authority decided that Turkeell vio-
lated the Competition Law and imposed a fine of about USD 5 million.

Another important decision in the mobile industry was on roaming. When Turkcell and Tel-
sim failed to provide roaming agreements to new entrants Aria and Aycell, CA launched an
investigation to assess whether this amounted to an infringement of Competition Law. The CA
first concluded that Turkcell and Telsim had joint dominance over the GSM infrastructure mar-
ket. The Board then argued that Turkcell and Telsim had effectively refused providing roaming
services and that this refusal amounted to an abuse of dominant position by denying access to
an essential facility. Normally the essential facility doctrine covers instances where a competitor
lacks a realistic ability to duplicate a facility that it needs in order to provide its services. In the
Turkish roaming case, the entrants eventually were obliged to construct a GSM infrastructure
due to their license conditions. Hence the CA argument of essential facility was not that the
entrants did not have an ability to duplicate the GSM infrastructure, but that full roll out of the
facility would take time and that the passage of time would make it more difficult for Is-TIM to
attract subscribers. The CA listed technical, legal and economic difficulties that would prohibit
the installation of infrastructure in a short period of time (say one year), and that delays in atta-
ining full coverage would seriously increase the cost of attracting subscribers, and the resulting
delay in revenues would jeopardize the viability of the company and reduce its ability to compete
with the incumbents. The investigation was concluded in June 2003 and Turkeell and Telsim
were handed fines of USD 15.4 million and USD 6.1 million respectively. This decision of the
Board was cancelled by Council of State.

The CA also had a number of important decisions in the fixed line market. One important
decision was launched in 2001, on allegations that TTAS abused its dominant position in the in-
ternet and internet infrastructure markets by, inter alia, refusal to supply infrastructure elements,
especially for broadband internet services, raising lease line tariffs applied to competitors of TT-
Net in a discriminatory manner, and below-cost retail pricing by TTNet. The Board decided that
TTAS abused its dominant position by keeping tariffs charged to both residential and (broadband)
corporate users of internet services below the cost of lines it was leasing to ISPs. The Board handed
a fine of 1.1 trillion TRL (almost USD 700 million at the prevailing exchange rate). In another
decision in 2003, the CA forced TTAS to cease acquiring new ADSL subscriptions until the TA
would come up with regulations regarding access. In 2005 the Board investigated whether the
failure of TTAS to allow independent ISPs to provide internet services over the cable TV network
amounted to an abuse of dominant position. The CA decided that TTAS did abuse of dominant
position, but did not impose a fine because TTAS was found to be working with the TA with the
purpose to open up the cable TV network to internet service providers.

The CA has received a large number of complaints from alternative operators in the last few
years regarding anti-competitive practices by TTAS. The CA has refused to act on many of them
mainly on the grounds that the allegations related to areas that were regulated by the TA. For
example, in 2005 an independent ISP complained to the CA that a TTAS discount campaign
for ADSL services for teachers and students constituted an abuse of dominant position. The CA
decided that the campaign was conducted with the approval of the TA and therefore could not be
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investigated under competition law. Again in 2005 there was a complaint that TTAS was creating
difficulties for long distance service providers by various delaying tactics on issues such as intercon-
nection agreements and technical preparations needed for the alternative operators to launch their

services. The CA basically decided that the right address for such complaints was the TA.

A recent important decision of the CA concerns an ADSL “summer campaign” launched by
TTNet that entailed discounts in retails prices reaching 50%. According to press reports, the CA
asked TTNet to terminate the discounts. TA’s intervention in the retail broadband market is not
surprising since the market is not regulated. Still, the TA decision on this case is not published yet
hence the specific logic that the TA has used is not yet known.

Overall, these development in competition policy testify that Turkey, just as the EU, applies ex
ante regulation and ex post competition policy as complementary instruments, not as alternative
routes to market liberalization — as occurred, for many years, in the US.*

1.3.2.7. Taxation of Mobile Charges

In Turkey, mobile operators are subject to an impressive conundrum of taxes, which include a
Special Communication Tax, the Treasury Share Premium, the Stamp Duty, the TGM Handset
License Fee and TGM Handset Usage Fee. As a result, Turkey exhibits the highest tax rate worl-
dwide with over 60%. Mobile operators in Turkey pay more than 60% of the money they earn
from their customers as taxes, compared to an EU average of around 20%. A Turkish operator
pays 80% of a typical pre-pay customer’s first-year revenues directly to the government.

Such a high tax rate inevitably exerts a restrictive effect on the penetration rate. With lower
rates, a much higher market penetration could have been achieved instead of the current 60%.

A similar concern for high tax rates was expressed by the World Bank in its March 2004 “Tur-
key Knowledge Economy Assessment Study”, in which a key recommendation was to “reduce
the tax and regulatory burden on ICT”. More recently, GSMA (2005) published a study on the
impact of taxation on mobile market growth, highlighting that “the degree to which taxation acts
as a barrier for users, preventing potentially hundreds of millions people from affording mobile
communications and holding back economic growth and social development in many countries”,
and showing the magnitude of the Turkish ‘anomaly’, as depicted in Figure 1-8 below.

Figure 1-8: Tax as a share of total cost of mobile ownership (TCMO)
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Source: Global Mobile Tax Review, 2006-2007, Deloitte.

83 See, e.g. Verizon Communications Inc. v. Law Offices of Curtis V. Trinko, LLP, 540 U.S. 398 (2004).
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1.3.3. Prospects of Turkey’s Adoption of the EU Acquis in the
Telecommunications Sector

As Turkey approaches the debate on the new telecommunications law, it is important to take stock
and assess what impacts could be expected in terms of productivity and growth from the full align-
ment of Turkey’s regulatory regime with the EU acguis. In this respect, the previous section led us
to conclude that in 20006 several legal changes in Turkey have paved the way for a greater align-
ment with the acquis, although some of these changes are yet to fully take effect in the market. In
particular, the TA seems to need to be more speedy and effective in enforcing and operationalizing
its interventions. In addition, the individual licensing regime seems to constitute a major burden
for operators wishing to enter the market. In the mobile sector — certainly the most promising
sector for potential investors — taxation may hamper the growth of the penetration rate, as well as
the transition towards 3G and more advanced mobile broadband technologies. Finally, spectrum
policy still relies on an inflexible “command and control” management, with neither secondary
markets nor auctions to allocate frequencies to more valuable uses.

Against this background, the European Commission has issued rather satisfactory statements
on the ongoing alignment of Turkey with the EU acquis in the field of telecom services. By con-
trast, Turkey was found not to be aligned with EU standards on electronic commerce and condi-
tional services, and “overall alignment in this area remains limited”, as highlighted by the Euro-
pean Commission in its 2006 Progress Report on Turkey. Also, significant concerns were expressed
as regards the alignment of Turkish legislation with the EU acquis on audiovisual services and
European standards, where progress “on most of the related priorities of the Accession Partnership
is lagging behind considerably”.

As a more general note, there is scope to improve Turkey’s business climate and regulatory ef-
fectiveness in the next few years. Authoritative economic studies have found that Turkey’s greatest
potential does not lie in the alignment with the acquis, but in the improvement of the institutional
stability, regulatory transparency and accountability, and in the reduction of corruption.® As re-
called by Burnham (2007), Turkey still ranks rather low in both the World Bank’s Doing Business
and in the Global Economic Forum’s Global Competitiveness Rankings. Also, Renda et al. (2007)
report that Turkey’s competition law still suffers from a number of enforcement problems. More
generally, the positive relationship between regulatory effectiveness and investment levels has been
confirmed in several occasions by the ECTA Scorecard and by authors, such as Jones and Salsas

(2000).

As a result, it is fair to state that Turkey could reap significant benefits from a further alignment
with the EU acquis. However, this depends on whether the acquis is correctly implemented. The
precondition for achieving growth and jobs as a result of better telecommunication regulation is
above all the achievement of regulatory certainty and a business environment conducive to invest-
ment and innovation. In this respect, a lot can be done to improve the TAs institutional capacity
and competences.

Were Turkey to effectively undertake regulation of fixed and mobile telecommunications, the
first visible effect that would follow would be a reduction in prices. A recent paper by Akdemir
et al. (2007) calculates the potential price reduction that would be observed if Turkey aligned its
regulatory framework with the EU acquis and then adopted a liberal telecommunication policy
similar to that implemented in the UK and Finland.

The authors use a range of restrictiveness indexes, such as those used in Boylaud and Nicoletti
(2000), Warren (2000) and Kimura et al. (2003) and determine the ad valorem equivalent of bar-
riers to the telecommunications services industry to derive a potential impact on prices. The result

84 See Lejour and De Mooij (2005).
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is that telecom prices would fall by an average 33.53%, with enormous benefits for the economy.
In particular, Table 1-10, reproduced from Akdemir et. al. (2007), shows the restrictiveness index
scores for telecom services as derived by Warren (2000), which shows that in 2000 Turkey ranked
very low compared to almost all the EU27, with the exception of Malta.

Table 1-10 - Restrictiveness index scores for telecom services, EU27 and Turkey

Domestic Index
Restrictions on establishment Restrictions on ongoing operations
L. Restriction on L.

Economy R‘estrlc‘tlons on direct investment | Restriction on | Restrictions Restrlctlf)ns .
direct investment | . on ongoing | Domestic
in fixed network | ™ cc.llular establishement | on cross- operations | index total
services mob'lle phone total border trade total

services

Finland 0,0000 0,0000 0,0000 0,0000 0,0000 0,0000

United Kingdom 0,0000 0,0000 0,0000 0,0000 0,0000 0,0000

Netherlands 0,0150 0,0150 0,0300 0,0000 0,0000 0,0300

Denmark 0,0000 0,0333 0,0333 0,0000 0,0000 0,0333

Germany 0,0247 0,0247 0,0493 0,0000 0,0000 0,0493

France 0,0250 0,0250 0,0500 0,0000 0,0000 0,0500

Sweden 0,0667 0,0333 0,1000 0,0000 0,0000 0,1000

Belgium 0,0167 0,0167 0,0334 0,0667 0,0667 0,1001

Austria 0,1000 0,0333 0,1333 0,0000 0,0000 0,1333

Ttaly 0,0851 0,0518 0,1369 0,0000 0,0000 0,1369

Luxembourg 0,1000 0,0667 0,1667 0,0000 0,0000 0,1667

Ireland 0,1333 0,0600 0,1933 0,0000 0,0000 0,1933

Estonia 0,1170 0,0170 0,1340 0,0667 0,0667 0,2007

Spain 0,1197 0,0597 0,1793 0,0333 0,0333 0,2127

Lithuania 0,1333 0,0333 0,1667 0,0667 0,0667 0,2333

Greece 0,1338 0,0271 0,1609 0,1000 0,1000 0,2609

Czech Republic 0,1170 0,0170 0,1340 0,1333 0,1333 0,2673

Hungary 0,1087 0,0020 0,1107 0,1667 0,1667 0,2774

Romania 0,1333 0,0333 0,1667 0,1333 0,1333 0,3000

Portugal 0,1017 0,0083 0,1100 0,2000 0,2000 0,3100

Slovak Republic 0,1400 0,0667 0,0667 0,1333 0,1333 0,3400

Poland 0,1267 0,0333 0,1600 0,2000 0,2000 0,3600

Latvia 0,1370 0,0503 0,1873 0,2000 0,2000 0,3873

Bulgaria 0,1533 0,0667 0,2200 0,2000 0,2000 0,4200

Cyprus 0,1667 0,1667 0,3333 0,1333 0,1333 0,4666

Turkey 0,1667 0,1000 0,2667 0,2000 0,2000 0,4667

Malta 0,1667 0,1667 0,3333 0,2000 0,2000 0,5333

Source: Warren, T 2000, “The identification of impediments to trade and investment in telecommunications services, in Findlay, C.
and Warren, T (eds) 2000, Impediments to Trade in Services: Measurement and Policy Implications, Routledge, London and New York.
Note: The restrictiveness indexes are calculated from Warren 2000. The domestic and foreign restrictiveness index scores ranges from 0 ro
1. The higher the score, the greater the restrictions for an economy.

The price reduction effect found by Akdemir et al. (2007) reverberates on consumption in all
sectors of the economy. To account for the nature of telecom services as input of other commodi-
ties, the authors build a price vector for the 97 sectors in which the Turkish economy can be divi-
ded. Without taking into account the increased demand that would follow from a price reduction
in each of the sectors — which would require a complex calculation of demand elasticities for each
and every sector — the authors reach a conservative estimate of the potential welfare increase from
Turkey’s alignment with the EU acquis and implementation of a UK-like or Finland-line telecoms
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policy. The result is an increase in Turkish GDP of 0.428%.

It is useful to assess this figure in light of the estimated “Economic cost of non-Lisbon” as cal-
culated by the European Commission in 2003. At that time, the EU15 were about to start imp-
lementing the 2002 framework in a situation in which, also due to the imperfect functioning of
the 1998 package, the telecoms market was still dominated by incumbent firms, and most markets
had yet to unleash the true welfare and growth potential of telecoms liberalisation. At that time,
the Commission estimated that the full liberalization of the telecommunication and electricity
markets would lead to GDP and employment levels increase of 0.4% and 0.6% respectively, four
years after the liberalization, and a GDP level increase of 0.6%, ten years after liberalization.®

More recently, the Commission also calculated that increasing total EU R&D expenditure
from 1.9% to 3% of GDP by 2010 (in order to reach the Lisbon target), when compared to a
status quo scenario (no increase in R&D spending) would lead to a GDP level increase of 1.7%
by 2010 (0.25% per year), increases of Total Factor Productivity (0.8%), employment (1.4%) and
real income (3%) by 2010 and further GDP level increases of 4.2%, 7.5% and 12.1% in 2015,
2020 and 2030, respectively.®

As Turkey exhibits one of the lowest per capita GDP level in OECD countries, it seems fair to
assume that the growth potential would be even higher, if Turkey were to follow the i2010 strategy
and reach the corresponding ambitious objectives in term of R&D investment over GDP (3%) by
2010.* The goal currently set by the 2006-2010 information society strategy is 2% of GDP.

However, faced with such a challenge, Turkey may take advantage of the European experience
with the 2002 regulatory framework in the past few years, and move faster towards the realisation
of the “information society for all”. As the major weaknesses of Turkey are low fixed-line and bro-
adband penetration and higher, but still less that satisfactory mobile penetration, then extending
universal service, mobilising valuable spectrum resources and removing taxation from mobile re-
tail services appear as key priorities for the next few years.

1.3.4. Evaluation and Recommendations

Even though significant progress has been achieved in the introduction of competition in the te-
lecommunications industry, Turkey is still in the early stages of competition and much remains to
be done to improve the regulatory framework. Accordingly there are significant potential welfare
gains from further development of competition.

1.3.4.1. Adopting a “Policy Mix” Tailored to Turkey

As we observed in the previous sections, aligning Turkey’s regulatory framework with the EU
acquis is a useful, but not decisive step for Turkey to enter the digital era. The European experience
suggests that the countries where static and dynamic competition has developed more rapidly are
those where infrastructure-based competition exists, and that those countries that do not have a
legacy cable infrastructure should carefully look at expanding the number of local loops over time
to liberalize fixed-line retail markets, but mostly to broadband wireless access technologies as a
possible shortcut towards the emergence of New Generation Networks.

This is only an example of a more general principle that can be drawn from the observation of
national experiences in EU and non-EU countries: the peculiar geography and the technological

85 European Commission, Chapter 2 - Structural reforms in labour and product markets and macroeconomic
performance in the EU, in: The EU Economy: 2002 Review.

86 European Commission, A 3% R&D effort in Europe in 2010: an analysis of the consequences, study prepared by
the Research Directorate General of the European Commission, 2004.

87 See http://trendchart.cordis.lu/tc_article.cfm?ID=3475&NEWSID=20.
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endowment of a given country are essential factors in the definition of the right policy mix. For
example, where a legacy cable infrastructure is not present — i.e. in those markets that would be
called “0.x” or “1.x7, following a definition coined by Eli Noam — the road to infrastructure-based
competition may entail short-run service-based competition, z.e. a careful application of the in-
vestment ladder and a limited degree of market micromanagement.® At the same time, alternative
access technologies should be promoted in order to ensure sustainable long-run competition.

But this, again, is only part of the story. Both supply-side and demand-side policies are needed
to help the emergence of the information society. On the supply-side, besides access obligations,
also spectrum availability and policies to encourage investment in telecom infrastructure are essen-
tial to improve fixed-line penetration. In metropolitan areas, FTTx technologies may have a bu-
siness case in Turkey, if demand is adequately stimulated. However, evidence that the 3G auction
was postponed from May to September 2007 for lack of interest on the side of operators reveals
that the demand for such advanced multimedia services is still poor in Turkey. Here, the removal
of overly burdensome taxation and policies aimed at the gradual reduction of mobile charges ap-
pear as key priorities for the Turkish government.

Moreover, devising the right policy mix for the digital era also entails the enactment of effective
legislation in the field of content and applications. In the layered architecture of digital platforms,
the incentive to deploy innovative services crucially depends on whether network operators will
be able to reap revenues from traffic prioritization, as well as from advertising. This, in turn, calls
into question important issues such as the net neutrality debate, recently addressed, i.4., by the
UK regulator Ofcom in its consultation document on New Generation Networks.

Finally, the quality of the customer experience is essential to stimulate the transition towards
the information society. In this respect, consumers are often the weakest link of modern business
models: operators competing for the attention of the final users are then called to offer multi-play
bundles where end users are offered an integrated and comprehensive set of services, which include
premium content, killer applications and the use of DRM, privacy-enhancing technologies and
integrated payment systems that enhance consumer confidence and thus boost internet use.

1.3.4.2. Issues in the Regulatory Framework and Capacity

The 2003 Regulatory Framework of the EU has provided the TA with an important set of prin-
ciples and guidelines to follow. The emerging regulatory framework is increasingly inspired by
that in the EU, but there are a number of important divergences. The most glaring is the autho-
rization regime, which is cumbersome, costly and acts as a barrier to entry. Improvements in the
authorization regime require changes in primary legislation. The second area is universal service.
The current (extended) scope of universal service is beyond those specified in the Universal Service
Directive. Even though procedures for designating operators with universal service obligations and
their financing are close to the EU regime, the legislation is not yet implemented.

In part, the difficulties faced by the TA reflect the fact that initially it was caught between the
old (1998) and the new (2003) framework of the EU. The Framework Law No. 4502 (or the
amendments it introduced to laws No. 406 and 2183) was largely inspired by the 1998 framework
but the TA itself tried to orient itself towards the new framework. Hence, at this point the most
important action that needs to be undertaken is possibly the enactment of a comprehensive ele-
ctronic communications law to provide a sound legal basis for ex-ante regulation. The draft law
currently at the parliamentary committee may be a good start but needs to be revised to better
reflect the basic approach in the EU framework.

Second, besides a more solid legal foundation, it seems important that the authorities adopt a com-

88 See Noam, E. (2005), American Telecom 2005: Directions for Change, October (available at htep://www.think-
tel.org/documenti/051117-250.pdf).
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prehensive medium term policy framework to guide the sequencing of policy actions. It seems a docu-
ment, say a “white paper”, would be helpful in developing a more precise forward looking approach.
This seems important especially since, in many instances, delays in new entry and competition have
occurred despite significant intent and effort by the TA to enhance competition, reflecting the absence
of a cohesive, strategic outlook. A case in point is the policy of mandatory national roaming discussed
above. In that case, the incumbents used the legal system to delay the enforcement of regulations until
they became irrelevant. Another important example is the TA’s effort to introduce bitstream access.
In that case as well, the incumbent used the legal system to delay enforcement. It also turned out that
mandating bitstream in an effective manner required an approach that went beyond determination
of tariffs and margins, and regulation of non-price elements as well. In both cases, more foresight ca-
pacity would have enhanced the effectiveness of implementation. In the case of roaming, that would
have required including roaming obligations into the concession agreements of the incumbents. In
the case of bitstream, it would have entailed a more comprehensive approach that focused on non-
price elements of bitstream access from the start.

Delays in the development of competition also reflect some degree of ambivalence especially on
the part of the Ministry. This was especially true before the privatization of TTAS, when liberali-
zation and new entry was delayed apparently to increase the sale value of TTAS. This stage of the
process of liberalization is now over. However, it still seems that a stronger political commitment
by the Ministry to further the development of competition is necessary. In principle the cause of
competition should be foremost owned at the policy level, by the Ministry, and the TA should be
accountable to the political level in terms of implementation. Currently, ownership at the political
level seems lacking.

One important factor that affects the overall quality of regulation is the extent to which regu-
latory authorities are transparent and accountable. Enhancing accountability enhances regulatory
independence, decreases the threat of regulatory capture, improves incentives for better regulation,
reduces regulator discretion, increases regulatory credibility and reduces regulatory uncertainty.

Relative to traditional administrative agencies, independent regulatory authorities in Turkey
are more transparent and accountable. Importantly, undertaking public consultations on draft se-
condary legislation has become a routine practice. However, there is still much that can be done in
order to enhance accountability. First, even though ordinance and communiqués are published in
the Official Gazette, and posted on TA’s website, the TA is not obliged to publish Board decisions.
Whether or not to make public its decisions is left to the discretion of the Board. The Board does
publish some of its decisions on its website but this is true only for a subset of is decisions.

Second, the TA is not required to provide justifications neither for draft secondary legislati-
on, nor for the final form of the secondary legislation, nor for the Board decisions. It is also not
required to make public technical reports prepared by its staff that the Board uses in reaching its
decisions. Hence, for example, when the Board approves the tariffs of the incumbent operator, or
determines access charges it does not disclose how those decisions are reached. An obligation to
make public the reasoning behind regulations and decisions would impose a tighter discipline on
the TA and would greatly enhance its accountability.

One reason why the TA may be timid in disclosing the background to its decisions may be that
the TA may still have insufficient technical capacity to fully justify its decisions; in other words, in
some cases it employs rules of thumb and judgments which are hard to provide explicit justifica-
tions for. Or else, it may be employing models which are not yet fully developed. Another reason
could be that it is worried about making itself more vulnerable to appeals and legal challenges.
However, even on that count, it is not clear that lack of transparency always works in favor of the
TA. Insufficient justification allows more discretion to appeal bodies and may induce them to “fill

in the blanks”.
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A related issue is that in public consultations, the TA does not make public the opinions it has
received. This probably reduces the collective learning impact of public consultations. However,
there is some progress in that respect. The final reports on market analyses do contain information
about comments received during the consultation and the TA’s responses to these comments. ¥

In relation to transparency and accountability, the founding law of the Competition Authority
provides a better example. The CA has to publish at the official gazette all the Board decisions.
Moreover, Board decisions need to include justifications, as well as a summary of the analysis and
main conclusions of the committee that carries out the investigation in anti-trust and merger ca-
ses. Even in that case, however, the full report of the investigation committee is not made public.

Another issue that needs to be raised in terms of transparency has to do with appeals against
the regulations and decisions of the Board. The decisions of administrative courts and the Council
of State are not made public. The Council of State is not required to publish all its decisions, and
indeed some of the important decisions in the field of telecommunications regulation cannot be
found on its web site.” Making these decisions public on the TA’s web site would add significantly
to transparency.

Several stakeholders have also raised their concern that the TA currently lacks the ability to
enforce most of its decisions and obligations on to SMP operators. For example, Tiirk Telekom
has failed to meet deadlines imposed on it in several occasions (for example, in submitting its
reference unbundling offer). In many occasions, this failure to comply has remained unpunished
by the regulator, creating significant concerns as to the enforcement capabilities of the Telecom-
munication Authority.

1.3.4.3. Specific Actions

In light of the conclusions drawn in the previous sections, the following “decalogue” seems to
depict the most appropriate strategy for Turkey to enter the information society:

1. Penetration. Promote investment in telecom infrastructure and consequently on the deploy-
ment of fixed and mobile broadband networks, to bridge the digital divide;

2. Universal service. Enhance transparency in the destination of the universal service fund,
to be used to promote internet access and usage in both metropolitan and rural areas, e.g.

through deployment of Wi-Fi and WiMAX technologies;
3. Number portability. Operationalize the number portability regulation;

4. Full alignment with the acquis. Enact laws to align with the acquis on online data protection
and online privacy, cybercrime, audiovisual services;

5. Taxation. Drastically reduce the burden of taxation on mobile services, to encourage use of
mobile phones and boost mobile penetration rates;

6. Wholesale access policy. Carefully enforce mandatory network sharing in fixed-line networks,
while at the same time establishing a clear migration path towards ex post competition policy
when sufficient competition has developed in the fixed-line sector;

7. Convergence. Merge/coordinate the competencies of the TA and the radio and television
regulator (RTUK), to adequately account for technological convergence;

89 For example, the TA does not keep minutes of public hearings since — as was reported by Handan Karacabey
of the TA of Turkey in a response to the ITU Global Regulators Exchange Database - “it causes a formal
mood preventing a sincere and efficient discussion.”

90 A case in point is the Council of State decision cancelling the authorization of cable platform services.
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8. Independence. Enhance the status, independence and powers of the TA;

9. Better regulation. Enact a comprehensive electronic communications law; increase the trans-
4
parency and accountability of regulators; in particular, replace the individual licensing re-
gime with a general authorisation regime;

10. Enforcement of law. Improve enforcement in the fields of IPRs, regulatory decisions, anti-
piracy laws, etc.

1.4. Annex: Main Ingredients of the Regulatory Framework for the
Tiirk Telekom Industry

General

Amending Law No. 4502 January 2000 - Monopoly rights of Tiirk Telekom will be terminated
on December 31, 2003. The TA is established as an independent regulator. Also has provisions on
issues such as interconnection,

Law No. 4673, May 2001. The law transfers licensing authority from the Ministry of Transport
to the TA.

Law No. 406 — Telegraph and Telephone Law, originally dated 1924.
Law No. 2183 — Wireless Law, originally dated 1983.
Authorization

March 2001 - Telecommunication Services Regulation (replaced by Ordinance on the Authoriza-
tion of Telecommunications Services and Infrastructure in 2004)

August 2004 — Ordinance on the Authorization of Telecommunications Services and Infrastructu-
re (Official Gazette, August 26, 2004). The original ordinance included 9 Annexes for the autho-
rization of GSM mobile services, satellite telecommunications services, satellite platform services,
GMPCS mobile phone services, telephone message services, ISP services, data transmission over
terrestrial lines, PAMR services, and long distance telephone services, respectively. The Ordinance
was later amended to include cable platform services (Annex A10, February 2005-cancelled by
the Council of State), broadband fixed wireless access (Annex A11, February 2005), infrastructure
services (Annex A12, September 2005), directory services (Annex A13, July 2000).

Access and Interconnection
May 2003 - Ordinance on Access and Interconnection May 2003 (Official Gazette, 23.05.03)

December 2003 - Communiqué On Principles And Procedures Regarding Co-Location And Fa-
cility Sharing (Official Gazette, December 31, 2003 No. 25333)

July 2004 - Communiqué on Principles and Procedures on Unbundled Access to the Local Loop
(Ofhcial Gazette, July 20, 2004; amended in 2007 through Communiqué on Making Changes
on Communiqué on Principles and Procedures on Unbundled Access to the Local Loop, Official
Gazette, June 14, 2007).

September 2004 — TA issues Standard Interconnection Reference Tariffs

October 2004 - The TA adopts a decision on ADSL resale and bitstream access (Board Decision
No. 2004/535 of October 6, 2004, not published in the official gazette).

June 2007 -Ordinance on Access and Interconnection (Official Gazette, 14 June 2007).
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Retail Price Control
August 2001 —Tariff Ordinance (Official Gazette, August 28, 2001 no. 24507)

January 2002 - Communiqué on Principles and Procedures to Apply Price Cap Regulation to
Tiirk Telekom Tariffs (Official Gazette, 11.01.2002) (Price Cap Communiqué I)

December 2003 —Price Cap Communiqué II (Official Gazette, December 31, 2003)

January 2007 — Ordinance to Amend the Tariff Ordinance (Official Gazette, January 7, 2007).
January 2007 — Price Cap Communiqué IIT (Official Gazette, January 16, 2007)

Market Analysis / SMP Operators

June 2003 — Communiqué on Principles and Procedures Regarding the Determination of Opera-
tors with Significant Market Power (Official Gazette June 3, 2003, No. 25127)

June 2003 - Communiqué on Principles Regarding the Determination of Operators with Domi-
nant Position (Official Gazette June 3, 2003, No. 25127)

January 2007 - Regulation on Rules and Procedures on the Determination of Operators with
Significant Market Power (Official Gazette, No. 26396, January 7, 2007)

Universal Service

June 2005 — Law No. 5369 - Law on the Provision of Universal Service and Amendments to Some
Laws (Official Gazette 25.06.2005).

June 2006 - Ordinance on Principles and Procedures Regarding the Collection of Universal Servi-
ce Revenues and making Universal Service Expenditures (Official Gazette, June 29, 20006)

Other

September 2000 — TA issues Principles and Procedures to be followed in Mediations regarding
Disagreements on National Roaming

March 2002 — Ordinance on Principles and Procedures for Making Roaming Agreements
February 2004 - Regulation for Numbering

February 2004 — Ordinance on the Processing of Personal Information and Protection of Privacy

(Official Gazette, 26.02.2004)
May 2006 — Ordinance on Rights of Way in Telecommunications Services

February 2007 — Number Portability Ordinance
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2. Energy

[zak Atiyas (Centre for Economics and Foreign Policy Studies and Sabanci
University, Istanbul)
Jorge Nunez Ferrer (Centre for European Policy Studies, Brussels)
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2.1. Introduction

The reform and restructuring of the energy industries in Turkey is relatively recent. While private
participation existed in some segments, a more thorough and ambitious program of restructuring
was launched in the early 2000s. Primary laws were followed by a comprehensive set of secondary
legislation, especially in electricity. Most of the legal and regulatory effort was inspired by the ad-
vances in the European Union (EU). In fact, as argued in more detail below, the legal framework
established in Turkey through the Electricity Market Law of 2001 was at least as competitive, if
not more, than the 1996 Electricity Directive of the EU. However, progress so far has not been
impressive.

The purpose of this Chapter is to review the restructuring process of electricity and gas indus-
tries in Turkey in light of the EU acquis. The process of regulatory reform in the EU is rewieved,
as well as progress with implementation and an overview of market outcomes is presented. Then
evaluates the emerging regulatory framework in Turkey is evaluated and progress with imple-
mentation is described. While there are certain gaps between the Turkish and EU frameworks for
electricity, it is argued below that the real reason behind the disappointing performance in terms of
restructuring lies not so much in lack of harmonization or a pro-competitive legal and regulatory
framework, but inconsistencies between the economic incentives embedded in the reform strategy,
especially as regards to market prices.

The paper is organized as follows: Section 2.2 reviews the regulatory framework in the EU,
and examines implementation across member states and asseses the impact of reform on market
outcomes. Section 2.3 discusses the regulatory framework in Turkey as well as problems and di-
lemmas faced in implementation.2.2. Energy Market in the EU

2.2.1. Review of the EU Energy Regulatory Framework

The creation of an internal market for energy was not part of the Single European Act of 1986,
which launched the EC-1992 programme, i.e. the EU internal market. However, the implemen-
tation of the internal market soon required action in the electricity and gas markets. The energy
sector was quickly affected by public procurement rules and tax and environmental legislation.
However, the real pressure came with the implications for competition policy." The existence of
nationalised energy grids and national policies of autarchy in the sector created a particularly dif-
ficult environment for the realisation of a single market.

Initial steps concentrated on increasing the interconnection of gas and electricity grids of the
Members States” and transparency’. Following these initial, cautious steps, the EU moved towards
full liberalisation of the energy market from the mid-nineties onwards, resulting in the adoption
of two liberalisation packages. A third liberalisation package was recently adopted by the Com-
mission.

1 A more detailed description can be found in : Jacques Pelkmans and Ole Jess Olsen (1996), Towards a Single
market for Utilities. CEPS Working Party Report.

2 Council Directive 90/547/EEC of 29 October 1990 on the transit of electricity through transmission grids,
followed by the Council Directive 91/296/EEC of 31 May 1991 on the transit of natural gas through
grids.

3 The Council Directive 90/337/EEC of 29 June 1990 to improve the transparency of gas and electricity pri-
ces charged to industrial end-users was a first attempt to ensure that competition was not distorted in the
common market, by introducing energy price transparency. Directive 90/547/EEC on electricity foresaw the
interconnection of major European grids so as increase trade of electricity and transfers between electricity
grids and lay down the measures by which the Member States were called upon to facilitate the transit of
electricity between high voltage grids.
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2.2.1.1. The First Liberalisation Package

The first liberalisation package of Europe’s energy markets arrived with two Directives concerning
common rules for the internal market in electricity and gas (96/92/EC and 98/03/EC) respecti-
vely. Both directives “fixed a minimum level of competition at member state level by way of com-
mon rules while progressively bringing down barriers to cross-border trade.”

The 1996 electricity directive concentrated on the full liberalisation of energy generation and
introduced a six-year phase-in period to allow large and medium-sized companies to choose their
supplier and the freedom to construct independent distribution grids. It foresaw unbundling the
accounts of integrated companies, coupled with a number of additional access rules to guarantee
non-discriminatory grid access.

The 1998 gas directive chose the same approach in principle, but with two modifications: first,
the transition period was to be ten years to accommodate long-term investment needs, and second,
the unbundling provisions were lighter to avoid undermining EU companies’ bargaining powers with
non-EU suppliers. The gas directive allowed each power generator to choose its own supplier.®

These directives were, however, unable to ensure the unrestricted and non-discriminatory third-
party access to networks due to vertical integration of generation and distribution activities. The
markets remained highly concentrated and lacked liquidity and competition was virtually non-
existent.

2.2.1.2. The Second Liberalisation Package or the So-Called
Acceleration Package

In response to the limited success of the first liberalisation package two new electricity and gas
directives® entered into force in 2003 as well as two regulations on cross-border trade in electri-
city and gas.” The second liberalisation package recognized the fact that there existed important
shortcomings towards the creation of an internal market for electricity and gas. Notably, both
Directives 2003/54/EC on electricity and 2003/55/EC on natural gas considered that “concrete
provisions are needed to ensure a level playing field in generation and to reduce the risks of market
dominance and predatory behaviour, ensuring non-discriminatory transmission and distribution
tariffs, through access to network on the basis of tariffs published prior to their entry into force,
and ensuring that the rights of small and vulnerable customers are protected.”

In the meantime the Lisbon European Council on 23 and 24 March 2000 established the
Lisbon Agenda, calling for the rapid completion of the internal market. Both directives were
therefore meant to speed up the liberalisation of the electricity and gas sectors and identified the
remaining obstacles as being the limited access to the networks, tariffication issues and different
degrees of market opening between the Member States. The second liberalisation package, or oth-

4 Christian Egenhofer & Kyriakos Gialoglou, “Rethinking the EU Regulatory Strategy for the Internal Mar-
ket”, CEPS Task Force Report No. 52, December 2004, p. 14.

5 Ibid.

6 Directive 2003/54/EC of the European Parliament and of the Council of 26 June 2003 concerning common
rules for the internal market in electricity and repealing Directive 96/92/EC. Directive 2003/55/EC of the
European Parliament and of the Council of 26 June 2003 concerning common rules for the internal market
in natural gas and repealing Directive 98/30/EC.

7 Regulation (EC) No 1228/2003 of the European Parliament and of the Council of 26 June 2003 on condi-
tions for access to the network for cross-border exchanges in electricity. Regulation (EC) No 1775/2005 of
the European Parliament and of the Council of 28 September 2005 on conditions for access to the natural
gas transmission networks.

8 [bid.
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erwise called the ‘Acceleration’ package provided for the full opening of markets to competition for
non-household customers as of 1 July 2004 and for all customers by 1 July 2007.° The Directives
also stressed the fact that the non-discriminatory access to networks can only be ensured if there
exists legal unbundling into separate entities for distribution and transmission where vertically
integrated undertakings exist. The Directives made a clear distinction between legal unbundling
and ownership unbundling and stressed that it was still too early in the liberalisation process to
press ahead with ownership unbundling. Another way of ensuring non-discriminatory access to
networks was the establishment of national regulators having a minimum set of competences
(such as fixing and approving tariffs) set down by the Directives.

In addition, the second liberalisation package mandated regulated third-party access (TPA) and
published network tariffs, reinforced public service obligations especially for vulnerable customers
and introduced monitoring of security of supply. For electricity it also set up mandatory electricity
labelling for fuel mix and for selected emissions data. The regulation on cross-border electricity
trade provided for common tariff structures (including tariffs for cross-border trade), rules for con-
gestion management and the requirement to provide information on interconnection capacities.
The proposed regulation on access conditions to the gas networks attempted in a similar way to
remove barriers to natural gas trade. It addressed partial or non-compliance with agreed guidelines
for a transparent and cost-reflective system for cross-border trade.®

The electricity and gas Directives (2003/54/EC and 2003/55/EC) also established consumer
rights in the energy field along with safeguards for vulnerable citizens, however, these rights need
further clarification in view of full market opening." Finally, both directives also repealed the pre-
vious directives and were to be implemented by 1 July 2004.

2.2.1.3. The Need for a Third Liberalisation Package

Commission Reports in 2005' and an inquiry on the energy markets completed in 2007" indi-
cated that the second gas and electricity directives had not yet been properly implemented. Many
member states presented only a patchy implementation, which benefited incumbent utilities, whi-
ch were former public run, and often remain under government control as the state continues as
major shareholder, in some cases up to 100%. These factors also still allowed for the continuation
of vertically integrated production and distribution.

The March 2006 European Council Conclusions also called for “ensuring full, effective and
transparent implementation of existing legislation”, making reference to the incomplete imple-
mentation of the second liberalisation package. The March European Council urged Member
States to develop regional energy cooperation, notably through adequate interconnection, which
would lead to the further development of the EU internal market. The EU leaders also recognised
the need to strengthen cooperation and coordination between regulators and system operators
by strengthening the coordinating role at a Community level of the European Energy Regulators

Group for Electricity and Gas (ERGEG).

9  Christian Egenhofer & Kyriakos Gialoglou, “Rethinking the EU Regulatory Strategy for the Internal Mar-
ket”, CEPS Task Force Report No. 52, December 2004, p. 15.

10 Christian Egenhofer & Kyriakos Gialoglou, “Rethinking the EU Regulatory Strategy for the Internal Mar-
ket”, CEPS Task Force Report No. 52, December 2004, p. 15.

11 European Commission press release IP/07/1026, “Towards a European Charter on the Rights of Energy Con-
sumers, Brussels”, 5 July 2007,

12 Communication from the Commission to the Council and the European Parliament, “Report on progress in
creating the internal gas and electricity market, Brussels, 15 November 2005, COM(2005) 568 final.

13 Communication from the Commission, “Inquiry pursuant to Article 17 of Regulation (EC) No 1/2003 into
the European gas and electricity sectors (Final Report)”, COM/2006/0851 final.
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The European Regulators’ Group for electricity and gas (ERGEG) was set up by the European
Commission Decision 2003/796/EC" on 11 November 2003. It is an Advisory Group of inde-
pendent national regulatory authorities, with the mission to assist the Commission in consolida-
ting the Internal Market for electricity and gas. Its Members are the heads of the national energy
regulatory authorities in the 27 Member States.

The inquiry into the European gas and electricity sectors was released together with the EU
Energy Policy Package on 10 January 2007" assessing the prevailing competitive conditions and
establishing the causes of the perceived market malfunctioning. The Energy Sector Inquiry identi-
fied a number of key areas in which competition was not functioning well'® and called for urgent
action in the following four areas: (1) achieving effective unbundling of network and supply activi-
ties, (2) removing the regulatory gaps (in particular for cross border issues), (3) addressing market
concentration and barriers to entry, and (4) increasing transparency in market operations."”

In parallel to the Inquiry the European Commission also published a communication on pros-
pects for the internal gas and electricity market'® in which it set out its intentions concerning re-
gulatory proposals to be made in order to address the shortcomings uncovered by the Inquiry and
previous reports. The European Commission considers it necessary to tackle two main elements
in the forthcoming third legislative package: (1) strengthen the powers and independence of the
energy regulators, so as to allow for the proper and efficient regulation of the cross border issues
relating to gas and electricity network access, and (2) push for ownership unbundling, recognizing
that the legal and functional unbundling of network operators that are vertically integrated with
production and supply activities is by itself not sufficient to ensure equal access to the networks

for all suppliers.

2.2.1.4. Next Steps Towards Completing the Internal Energy Market

The Spring 2007 European Council (Brussels, 8-9 March 2007) adopted a comprehensive energy
Action Plan for the period 2007-2009 based on the Commission’s Communication “An Energy
Policy for Europe”, in which the Council endorsed the Commission’s views and mapped out the
concrete steps which need to be taken towards completing the internal energy market. The Coun-
cil agreed on the need for:

o Effective separation of supply and production activities from network operations (unbun-
dling), based on independently run and adequately regulated network operation systems
which guarantee equal and open access to transport infrastructures and independence of
decisions on investment in infrastructure;

e Further harmonisation of the powers and strengthening of the independence of national
energy regulators;

14 2003/796/EC: Commission Decision of 11 November 2003 on establishing the European Regulators Group
for Electricity and Gas, O] L 296, 14.11.2003, p. 34-35

15 Communication from the Commission to the Council and the European Parliament, “An Energy Policy for
Europe”, COM(2007) 1 final, Brussels, 10 January 2007.

16 Key areas in which competition does not function well: market concentration/market power, vertical foreclo-
sure (most prominently inadequate unbundling of network and supply), lack of market integration (inclu-
ding lack of regulatory oversight for cross border issues), lack of transparency, price formation, downstream
markets, balancing markets, and liquefied natural gas (LNG).

17 Communication from the Commission, “Inquiry pursuant to Article 17 of Regulation (EC) No 1/2003
into the European gas and electricity sectors (Final Report)”, COM/2006/0851 final, Brussels, 10 January
2007.

18 Communication from the Commission to the Council and the European Parliament, “Prospects for the in-
ternal gas and electricity market, COM(2006) 841 final, Brussels, 10 January 2007.
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e The establishment of an independent mechanism for national regulators to cooperate and
take decisions on important cross-border issues;

e The creation of a new Community mechanism for Transmission System Operators to im-
prove coordination of network operation and grid security building on existing cooperation
practices;

e A more efficient and integrated system for cross-border electricity trade and grid operation,
including elaboration of technical standards;

e 'The enhancement of competition and security of supply through facilitated integration of
new power plants into the electricity grid in all Member States, in particular encouraging
new market entrants;

e Relevant investment signals contributing to the efficient and more secure operation of the
transmission grid;

e Increased transparency in energy market operations;

e Better consumer protection, e.g. through the development of an Energy Customers' Char-
ter.

The Council mandated the Commission to come forward with new legislative proposals, by
building as much as possible on existing legislation. The European Commission has released the
new proposals in September 2007. The proposed “third legislative package” includes the following

measures: "’

e Separation of production and supply from transmission networks: The main proposal of the
Commission regarding separation is “ownership unbundling”, that is, not allowing a single
company to own transmission and be engaged in generation and supply activities. A single
entity would still be allowed to hold non-controlling minority interests in transmission
and generation. However, such a minority shareholder would not be able to hold blocking
rights in both undertakings. The Commission also provides a less-preferred option, namely
allowing common ownership but requiring the transmission network be operated by an
“independent system operator” (ISO), which would be an entity that would be entirely
separate from the vertically integrated company. The Commission also decided that the cur-
rent unbundling rules (i.e. legal and functional unbundling) are sufficient for distribution
system operators.

o The proposals require that companies from third countries which wish to acquire significant
interest or control over an EU network will have to comply with the same unbundling re-
quirements as EU companies. This provision, dubbed the “Gazprom clause” in the press, is
largely regarded as a reciprocity provision targeting the Russian company.

e The Commission proposes to enhance the powers of national energy regulators. Regula-
tors would be given a clear mandate to cooperate at the European level and have powers to
monitor compliance with unbundling and transparency regulations, review transmission
investment plans, monitor market opening and promote competition in cooperation with
competition agencies.

o [t is proposed to enhance transparency by requiring companies to keep data on operational
decisions for five years at the disposal of national regulatory and competition authorities as
well as the Commission.

e The proposals also have provisions to facilitate cross-border trade, among others, through

19 See European Commission (2007¢ and 2007f).
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the establishment of a European level cooperation agency with binding decision powers to
complement national regulators. There are also measures to enhance cooperation between
transmission system operators.

e There are proposed provisions to provide exemptions to new infrastructure from third party
access obligations for a pre-determined period.

2.2.1.5. Energy Security, Efficiency and Renewable Energy

In addition to the liberalisation package, other decisions and regulations affect the energy sector.
Environmental and energy security concerns have prompted the introduction of targets on produ-
ction methods and decisions on security. These affect the energy sector and simultaneously affect
the regulatory aspects of a liberalised sector.

For renewable energy, the European Commission already set a target in 1997 to increase the share
of renewable energy to 12% in 2010. 2 In 2001 the EU adopted the target of increasing the share of
electricity produced from renewable sources of energy to 21% of electricity production by 2010.*

In March 2007 the Council calls for a binding target of 20% of energy to come from renewab-
les, based on the renewable Energy Roadmap by the European Commission.?

In addition to the targets on renewable energy, the EU has a system of CO? trading the Emissi-
on Trading System (ETS)*, which forces polluting industries to buy carbon credits, thus creating
an effective tax on carbon emissions. Such a carbon cost incites industries to adopt cleaner techno-
logies if the cost is punitive enough. It reduces the competitive interest of using dirty fuel, such as
coal based energy production (unless effective carbon capture technology is adopted).

2.2.2. State of Implementation of the Energy Liberalisation
Regulations

To create at EU level efficient and liberalised electricity and gas markets, the following conditions
are necessary:

e Harmonisation of the legislation governing the energy and gas sectors in the member
states.

o Create the infrastructure to allow interconnectivity between markets
e Deconcentration of the energy suppliers nationally
e Unbundling of the of transmission and distribution system operators

e Elimination of discriminatory third party access to the network, in particular as regards
preferential access being granted to incumbents for historical long term contracts

e Elimination of regulated prices preventing entry to new market players

The European Union’s regulatory framework addresses these needs and is regularly adapting it

20 Communication from the Commission, Energy for the Future: Renewable Sources of Energy, White Paper

for a Community Strategy and Action Plan, COM(97)599 final (26/11/1997).

21 Directive 2001/77/EC of the European Parliament and of the Council of 27 September 2001 on the promo-
tion of electricity produced from renewable energy sources in the internal electricity Market.

22 Renewable Energy Road Map Renewable energies in the 21st century: building a more sustainable future,

COM(2006) 848 final, Brussels, 10.1.2007

23 Directive 2003/87/EC of 13 October 2003 establishing a scheme for greenhouse gas emission allowance tra-
ding within the Community and amending Council Directive 96/61/EC.
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to counter new or remaining barriers.

The agenda of liberalisation is dominated by the Directives 96/92/CE and 2003/54/CE and
the regulations on cross border trade. The Directives concentrate on opening the market to new
entrants and increasing the choices for consumers. It also should open the energy distribution
networks to new companies.

There is a common scheme in the liberalisation process.

o A vertical segmentation of producers and distribution networks and the privatisation of
national monopolies.

e Open competition for production and commercialisation, and the independence of the
distribution network, usually remaining a monopoly but with open access to all producers
under equal conditions, necessary - as these are natural monopolies - for optional economies
of scale.

e The creation of exchange systems and markets for producers, distributors and consumers.

o The creation of national system operators to guarantee the equilibrium between supply and
demand and the quality of supply.

This is a complex process, and in those countries where production and distribution were to-
tally integrated and nationalised such changes are very complex and politically delicate.

Due to the freedom offered by the Directives in the modality of implementation, the process
of liberalisation has created a large number of national and regional markets which are highly iso-
lated. Far from the single market objective and in some cases reducing rather than increasing the
number of suppliers, by opening the market to large mergers and acquisitions.

2.2.2.1. Legal Harmonisation and Implementation — Progress and
Barriers

Member States have a weak record in implementing the EU ‘liberalisation directives’, with virtual-
ly all of them behind schedule to ensure the correct functioning of the markets as specified in the
Directives. Although the framework for energy regulation is largely in place in the Member States,
there remain significant problems of implementation — both in terms of effective unbundling of
wholesale and retail operators and in view of the need to open up retail electricity and gas markets
in line with the Community timetable.

Directives by nature allow member states a certain level of discretion in the implementation;
this is part of the powers conferred by the subsidiarity principle. In the case of the energy mar-
kets this has created not only varying speeds of implementation, but also varying legislative fra-
meworks across member states, de facto building new indirect barriers to internal as well as cross
border trade in energy.

In late 2006, the Commission launched 34 infringement procedures against 20 Member States
for violation and non transposition of the existing Directives. Apart from the obstacles to com-
petition in the energy market outlined in the inquiry, the present report also identified the main
deficiencies of the transposition of the new internal market directives as being: regulated prices,
insufficient unbundling, discriminatory third party access to the network, insufficient competen-
ces of the regulators, lack of transparency on regulated supply tariffs and insufficient indication of
the origin of electricity. The report concluded that: “the persistent nature of these infringements,
almost two and a half years after the obligation to transpose the Directives on 1 July 2004, clearly
demonstrates the insufficiencies and shortcomings of the current EC legal framework arising from
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the Directives.” %

When comparing the behaviour of member states in the implementation of the Directives the
existing power of the incumbent energy companies is clearly visible. As a result the speed and steps
of liberalisation in each Member State has often reflected the interest of the large energy produ-
cers, often former nationalised energy industries. The result has been a cartelisation in the gas and
electricity markets, strengthening rather than weakening national or regional monopolies, such as
the industry sector in France, dominated by EDF for electricity and GDF for gas or an existing
oligopoly in Germany.”

This selective interpretation of the Directives has for example allowed large incumbent nati-
onal companies to maintain a monopolistic or oligopolistic control over pricing while using the
liberalisation process to acquire other companies in other European countries. Analysts often refer
to EDF as a clear case, where domestically the Directives have been implemented in its favour,
allowing the company to avoid the discomforts of open competition while taking advantage of
the possibility to acquire foreign European utilities, which in cases have near to monopoly powers
in the regions these operated. This may threaten to reduce the benefits of free cross border ener-
gy trade, allowing companies to influence prices on both sides of the border. It also creates an
asymmetric market in the EU, where countries limiting liberalisation and protecting incumbent
companies allow those to create unfair competitive conditions to companies in countries where
liberalisation has been more complete.

A combination of increasing prices (not explainable by increasing oil prices alone) and the
consolidation rather than the fragmentation of the energy companies in Europe prompted the
European Commission to launch an inquiry in 2005, which was completed in 2007. The result of
the inquiry suggest that effectively, trade between countries is limited, allowing for strong national
disparities in price levels, and that prices in national markets are in most countries dominated by
one or a few companies. Monopoly and oligopoly power are still present. The enquiry blames nati-
onal authorities for failing to implement directives in full. It also transpires that national regulators
are either influenced to rule in favour of the national incumbent companies, or do not have the
power to enforce price liberalisation principles.

In addition, there have been blatant examples of government intervention to favour national
companies. The acquisition by EDF (France) of SUEZ (Belgium) was highly politically charged,
with a forced intervention of the French government. In another case, Italy’s ENEL acquisition of
Spanish ENDESA was marred by strong obstructionist interventions by the Spanish government.

The existing regulatory framework thus leaves considerable scope for companies to abuse wides-
pread dominant positions. The largest incumbents, in particular those operating long established
power plants, are making large profits and introducing considerable imbalances in the sector.

2.2.2.2. Different Approaches to Liberalisation

Three particular cases are often presented as examples of different approaches, the ones of France,
Germany and the UK. These three countries represent quite different initial starting situations and
therefore also contrasting liberalisation practices and implementation speeds. France for example
represents an extreme case of a totally nationalised energy sector with integrated production and
distribution systems, a large state monopoly with overall control. For Germany, energy production
was concentrated in the hands of a small number of federal industries which today has created an
oligopoly. The UK liberalised the energy market before liberalisation became an EU objective, and

24 Ibid.

25 Durant G. (2006), Gas and electricity in Europe: the elusive common interest, Policy Brief, ECP, Brussels
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thus the starting point was very much in line with the Directives. For Britain the liberalisation at
EU level represents the adoption of their model in other countries, and an opportunity for UK
energy players to gain access to other EU markets.

France

The energy sector was in its entirety publicly owned. Electricité de France (EDF) and Gaz de
France (GDF) were entrusted with monopoly powers with respect to production, transmission,
distribution, and the import and export of electricity (in the case of EDF) and distribution, trans-
port, and the import and export of gas (in the case of GDF). Nevertheless, the energy sector was
relatively efficient and national ownership of energy production and distribution had very strong
political and social support. Liberalisation transformed EDF and GDF into shareholding compa-
nies. The state retained control over 80% of the shares and legally it cannot have less then 70%.

Based on this situation France did not embrace energy market liberalisation easily and was very
slow in implementing the energy directives. For example, the law for deregulation of electricity
was adopted a year later than the directive of 1996 required. Other laws on electricity and gas
were adopted with very strong delays. France has also made sure that only the bare minimum of
the Directives are adopted, in the slowest possible timeframe, and breaching the deadlines of the
Directives. According to the Commission the opening of the market has occurred largely at the-
oretical level only.

For electricity, in July 2006, competition to EDF was only for 4,8% of the national market,
and for small and medium enterprises only 0,6% of the energy is produced by a competitor. Fo-
reign imports were only of 0,03% of the energy.*

The end of the monopoly by EDF and GDF were seen as an attack on the French public service
by the European Commission and a risk for the services of common public interest guaranteed by
the state. The regulations however allow for those interests to be guaranteed by the energy opera-
tors, which can be publicly or privately run.

The cautious liberalisation process in France is claimed to be biased towards maintaining the
central role of the EDF and GDE Looking at the electricity market (Figure 2-1), the result is quite
striking. EDF today is by far largest single electricity producer in Europe.

In fact the Commission is very critical towards France, considering that state interference, weak
regulatory bodies and planned lack of transparency severely hinder the creation of a competitive
market.

The regulators (Commission de Régulation de 'Energie) CRE is the independent administrati-
ve body in charge of ensuring the correct functioning of the electricity and gas markets. However,
it shares the responsibility with the government, which has a veto power over its tariff settings.

EDF and GDF dominate still the electricity and gas, production, import and transmission
and distribution. Juridical unbundling has occurred for the transmission, but ownership is not
separated.

Liberalisation in principle allows consumers to search for competitors. Yet as the regulated
network dominates the energy sector nearly completely, choice is more fictitious than real. France
keeps regulated prices for existing private customers, with price liberalisation only open for new
connections after 1 July 2007. The European Commission has condemned the practice as it dis-
torts pricing and may affect negatively new entrants, if a large share of the potential customers is

26 Commission staff working document SEC(2006) 1709, Accompanying document to the Communication
from the Commission to the Council and the European Parliament, Prospects for the internal gas and elec-
tricity market, Implementation report COM(2006) 841 final.
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captured under a subsidised price level by EDF. The price is considered to be well below the mar-
ket price. 50% of the consumers still ignored the theoretical possibility of changing supplier.

Figure 2-1: Electricity production of major companies
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Source: Vattenfal (2006), p. 31

A particularity which needs consideration is the large share of state ownership of the major pro-
ducers: EDF is 85% state owned, Vattenfall in Sweden by 100%, EnBW in Germany is owned by
EDF by 45.01%, Enel in Italy is 32.2% owned by the Italian state, Fortum in Finland by 50.82%
to mention some.?”

What is clear is that state interests and the interest of the company are strongly linked. The
large state control over EDF has caused some concern with its acquisitions of foreign electricity
companies. EDF is suspected to maintain a dominant position and profitability thanks to indirect
state protection, which then allows it to have particular strength in acquiring foreign assets, an
issue that will be discussed in a latter section.

While officially France has accepted the unbundling of production and distribution and al-
lowed for competition, the market still seems to be controlled by a monopolistic player. EDF has
in the last minute adapted to the minimum requirements allowing for choice for individual consu-
mers on 1 July 2007, but services are run by subsidiaries which often have preferential agreements
or are controlled by the main body. EDF still controls the whole network, and with a large state
control of the company, the state has a strong influence at all levels.

Unbundling has largely been interpreted as the creation of EDF subsidiaries, rather than the
appearance of various fully independent operators. Liberalisation is still far from becoming a rea-
lity and the rules adopted seem to reinforce rather than reduce cartelisation. EDF controls through
a subsidiary RTE transmission and 95% of the distribution. It controls all exports, but in 2005 the
regulator banned the preferential treatment of EDF in the networks.

27 Vattenfall 2006 annual report
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For gas, GDF shares the market with the energy company Total. GDF controls 88% of the
transport sector and 96% of the distribution through a subsidiary.

Gaz and electricity run preferential tariffs, which the government defends under the banner of
universal service obligation for vulnerable customers, but the tariff is unrelated to the circumstances
of the consumers. The European Commission opened infringement procedures also in this area.

Similar problems as in France can be found, for example, in Belgium, Greece and Poland.

Germany

In Germany the market seems to be characterised by an oligopoly ?® of companies with a high
vertical integration. This together with low interconnectivity allows these operators to capture the
market and restrict imports.

Nevertheless, a new and more powerful regulatory body is bringing improvements to the mar-
ket, but progress is low and the German markets are complex. The oligopolistic nature of the
market prevents the easy identification of ensuing market distortions contrary to the strong inter-
ventionist and monolithic influence of the two energy giants of France.

Unbundling is still only legal and functional, and only for Transmission System Operators
(TSOs). Distribution System Operators (DSOs) are excluded from the unbundling requirements
except those serving more than 100.000 customers. No ownership unbundling is foreseen.

The Government has been far less obstructionist than France, granting the regulators (the
Bundesnetzagentur fur Elektrizitit, Gas, Telekommunikation, Post und Eisenbahnen (BNA)) far
reaching powers, without a veto power of the state and transparent systems when disputes arise.
The area where regulators have little power in relation to the security of supply, especially in the
gas sector, which depends on imports.

Generally, the unbundling obligations are taken seriously by the German authorities, even if
the Government is not very favourable to ownership unbundling, but prefers a well regulated
legal and functional unbundling, including the physical separation of the companies, even under
shared ownership.

The United Kingdom

The UK has led the way in the privatisation of the energy sector across the world and not just
within Europe. The process of liberalisation in the UK has been a driving force of the EU liberali-
sation process. The regulated monopolistic elements of the sector (transmission and distribution)
operate separately from generation and supply. The UK has an entirely privately-owned industry,
with all consumers free to switch their supplier.

The liberalisation process has been a precursor to the Commission directives and has affected
their format. The Conservative government under Margaret Thatcher considered necessary to
reduce public intervention in the sector to improve efficiency in the market. The UK was the first
undertaking such a move worldwide, even if in Japan, energy operators have been private since

1951.

While initial liberalisation started as early as 1983, which allowed private energy producers ac-
cess to the networks, a process of complete privatisation and unbundling of the sectors was under-
taken in 1992. This is considered to have increased efficiency and reduced prices. Before, the UK
was serviced by nationalised vertically integrated utilities in four regions of the country serving
the specific regions. Liberalisation radically changed the energy sector, with companies completely

28 Durant G. (2006), Gas and electricity in Europe: the elusive common interest, Policy Brief, ECP, Brussels
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privatised. Today 10 major companies compete in the market for 80% of the power generation,
with another 40 operating in the remaining 20%.

Table 2-1: Main electricity generating companies

Company Capacity (MW) Percentage of total UK capacity
British Energy 11,551 15

Npower (RWE, Germany) 9,886 13

Powergen (E.ON, Germany) 9,154 12

Scottish & Southern 7,852 10

ScottishPower 6,137 8

EDF Energy (France) 4,820 6

Drax 3,945 5

Centrica 3,139 4

International Power 2,756 4

Source: Pond R. (2006), Liberalisation, privatisation and regulation in the UK electricity sector, Privatisation of Public Services and
the impact on quality, employment and productivity (PIQUE), FP6, (CIT5-2006-028478), p. 8

The nationalised BNFL runs four nuclear power stations which are all due for decommission-
ing over the next three years.

Interestingly, since 1998, energy generation companies were allowed to purchase retail provi-
ders, allowing for vertical integration to reappear. However, the energy regulator required legal
separation of functions.

The level of activity in the market is very high with consumers switching companies with ease.
42% of consumers have switched suppliers since 1998 and monthly switches in 2006 have reached
the hundreds of thousands a month. However, the savings for consumers failed to materialise for
many consumers as prices rapidly change.

The UK is the most liberalised member state in the energy sector. The present concern in the
UK is that unfair competition by incompletely liberalised markets in other EU countries may
harm British utilities.

Implementation across Markets

To see how member states have advanced in the process one can observe the 17 infringement
proceedings for the lack of application of the energy directives. It is clear from the list that imple-
mentation remains problematic.

Table 2-2: Letters of Formal Notice for Directives 2003/54/CE and 2003/55/CE

Member State Observations Market
1) Absence of, or insufficient legal unbundling of transmission and distribution system operators in | GAS
order to guarantee their independence

AUSTRIA 2) Insufficient competences of the regulators in relation to the directives, in particular with respect | EL+GAS

Electricity+gas to the possibilities to file complaints to the regulator
3) Preferential access for certain historical contracts in the market of electricity and gas EL+GAS
4) absence of some regional laws EL
1) Absence of formal designation of transmission operator GAS

BELGIUM 2) Discriminatory system of third party access to the transmission and distribution systems and the | EL+GAS

Electricity + gas insufficient transparency of the connection tariffs
3) exemption of regulation for certain new investments EL+GAS
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Member State

Observations

Market

Electricity + gas

CZECH REPUBLIC

1) Absence of, or insufficient legal unbundling of transmission and distribution system operators in
order to guarantee their independence

2) non publication of conditions for access to storage discriminatory system of third party access to
the transmission and distribution systems and the insufficient transparency of the connection tariffs
3) Absence of the notification of the public service obligations

EL+GAS

GAS

4) Preferential access for certain historical contracts in the market of electricity and gas Ei:gﬁg
1) absence of independence of the transmission system operator and distribution system m EL
operator in the management
ESTONIA 2 )Insufficient competences of the regulators in relation to the management ad allocation of EL
Electricity interconnection capacity
3) existence of regulated prices which block arrival of new suppliers EL
4) Absence of the notification of the public service obligations EL
FINLAND Absence of, or insufficient functional unbundling of transmission and distribution system operators FL
Electricity in order to guarantee their independence
1) Absence of, or insufficient legal unbundling distribution system operators in order to guarantee | EL+GAS
their independence
FRANCE 2) Existence of regulated prices which block the arrival of new suppliers EL+GAS
Electricity + gas 3) Absence of the notification of the public service obligations EL+GAS
4) Preferential access for certain | contracts in the market of electricity EL
5) non publication of commercial conditions for access to storage GAS
GERMANY 1) Absence of the notification of public service obligations EL
Electricity 2) Preferential access for certain historical contracts in the market of electricity EL
1) Absence of, or insufficient legal and management unbundling of transmission and distribution | EL
GREECE system operators in order to guarantee their independence
Electricity+gas 2) Freedom to choose supplier GAS
3) absence of the notification of the public service obligations EL
IRELAND 1) Absence of the notification of the public service obligations EL+GAS
Electricitvsoas 2) Absence of legal unbundling TSO EL+GAS
AL 3) Regulated prices EL+GAS
1) Absence of, or insufficient functional unbundling of transmission and system operators in order | GAS
to guarantee its independence
ITALY 2) absence of /or insufficient unbundling of distribution system operators in order to guarantee EL+GAS
Electricity+gas their independence
3) Existence of regulated prices which block the arrival of new suppliers EL
4) Preferential access for certain historical contracts in the market of electricity and gas EL
LATVIA 1) Existence of regulated prices which block the arrival of new suppliers
Electricity 2) Absence of the notification of the public service obligations
1) delay in the entry into force of legal unbundling of transmission and distribution system EL
operators
E{TH.U.ANIA 2) Discriminatory system of third party access to the transmission and distribution systems and the | GAS
ectricity + gas insuffici Feh dici
insufficient transparency of the access conditions
3) Absence of the notification of the public service obligations EL+GAS
1) Absence of, or insufficient legal unbundling of and distribution system operators in order to EL+GAS
guarantee their independence
Egclﬁgl) as 2) Absence of the notification of the public service obligations EL+GAS
vre 3) Preferential access for certain historical contracts in the market of electricity EL
4) No labelling provisions in national legislation EL
1) Absence of, or insufficient legal unbundling of transmission and distribution system operators in| EL+GAS
SLOVAKIA order to guarantee their independence
Electricity+gas 2) Absence of the notification of the public service obligations EL+GAS
3) Preferential access for certain contracts in the market of electricity EL
SPAIN 1) Existence of regulated prices which block the arrival of new suppliers. EL
Electrici 2) Absence / insufficient functional and accounting unbundling of transmission and distribution | GAS
ectricity+gas . L
system operators in order to guarantee their independence
1) Absence of, or insufficient functional unbundling of and distribution system operators in order FL
SWEDEN to guarantee their independence
Electricity 2) Insufficient competences of the regulators in relation to the directives, in particular for fixing the EL
tariffs of access to the networks
UNITED
KINGDOM Preferential access for certain historical contracts in the market of electricity EL
Electricity

Source: Europa press release MEMO/06/152  Date: 04/04/2006
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2.2.3. Impact Assessment of the Present EU Regulatory Framework

The underlying reason for the liberalisation of the energy industry is largely motivated by expected
efficiency improvements in addition to the creation of a single European market. A more efhcient
supply of energy should contribute to the competitiveness of the European economy: reducing
costs, increasing quality of service and increasing welfare. The efficiency increases are in producti-
on, allocation and in dynamic terms.

Productive efficiency is mainly related to cost-minimisation and profit-maximisation behaviour
of companies, which requires efficiency in production. Allocative efficiency arises from the exist-
ence of real market prices ensuring the undistorted allocation of resources in the economy. Dy-
namic efficiency ensures that only companies able to produce efficiently under competitive prices
and costs will remain, thus competition would also encourage innovation, the market dynamism
increases.

It is difficult to assess market efficiency in all member states, but studies by London Economics
(2007)* and CPB (2006)*® show that there are indications that we are far from operating in an
efficient and perfectly competitive market. The distortions also may cause unintended negative
effects, such as the creation of cartels and regional monopolies.

The indications that there is a problem in the market has been the limited price approximation
in the EU and the existence of prices which seem to be above the levels expected in a competitive
market. As lower prices are usually expected compared to the non liberalised sector, this is a worry-
ing conclusion. The studies reveal an excessive market power of incumbent operators in a number
of countries. These operators shifted from being state controlled to be semi-parastatal monopolists
with large control on the distribution and transport networks, which are often dependent subsidi-
aries. Efficiency in the allocation of resources has thus not occurred.

Price reductions are seen in more liberalised and market incentive based systems of regulation
and operation. The UK and the Netherlands show the lowest transmission costs, lowest prices and
high price convergence. Both countries are well interconnected and trade in electricity. Price con-
vergence can also be found in the Northern countries which are interconnected Nord Pool.

According to the CPB (2000) it is difficult to determinate the extent of any change in dynamic
efficiency, but one of the effects of new market rules has been a fall in the level of R&D for inno-
vation into fundamental research, such as fuel cell technology or clean coal-technology. The firms’
incentives have changed towards costs reduction technologies and consumer services. However,
the quality of allocation of R&D spending pre-liberalisation cannot be determined, thus it is not
possible to determine if this is a deterioration of efficiency or a reduction of previously misallo-
cated resources.

2.2.3.1. Changes in Market Structure

Operators have reacted quickly to the process of liberalisation through the financial markets,
which is not surprising. Companies have used the lack of proactive regulation, weak regulatory
bodies and soft roles in unbundling requirements. The electricity companies started a merger and
acquisition process which has increased market concentration.

Very few member states applied reforms which induced a fragmentation of the industry and
thus it is the norm rather that the exception that some national utilities control more than 60%

29 London Economics (2007), Structure and Performance of Six European Wholesale Electricity Markets in
2003, 2004 and 2005, DG Competition report

30 CPB (2006)