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Privatization has become a major economic and industrial model in international
telecommunications, an industry historically predominated by government-owned carriers. In
both developed and developing nations,' governments have abandoned part or all of their
telecommunication carrier portfolio in the expectation that private enterprise and competition will
foster improved efficiency, more investment in the sector, greater output, lower prices, service
diversity, higher quality and enhanced consumer welfare. > Some empirical studies validate this
expectation with reference to improvements in many of the statistical indices used to track
progress, efficiency and performance in telecommunications. *

In telecommunications privatization initiatives initially generated skepticism about the
benefits and concerns about the massive unemployment that would result when a corporatized
incumbent carrier restructures to meet competition and to operate in a more businesslike
manner. * Yet in most cases, ° governments concluded that they should promote private
ownership in the sector and some degree of facilities-based, or resale competition.

In view of such unimpeachable evidence that both operators and consumers can benefit
from privatization and competition, presumably such initiatives would improve the satellite market
segment as well. ® Many countries have authorized facilities-based satellite competition, and
several private, commercial satellite ventures operate in such diverse locations as the United

States, Canada, Australia, Japan, Indonesia, Malaysia, Thailand, and Hong Kong.
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If privatization has generated such ample dividends should one conclude that any sort of
public ownership model has become woefully obsolete? Put another way, should the satellite
cooperative model that has served as the organizational foundation for international and regional
satellite carriers like INTELSAT, INMARSAT and EUTELSAT migrate to the private model as
quickly as governments can sell their shares?

The readily expected affirmative response to this question should not occur unless and
until one can conclude that the private operator model can generate the kind of positive, network
externalities and global connectivity achieved through the cooperative model. The fact that both
cooperatives and their commercial competitors agree, for different reasons, that the cooperatives
should become private evidences the possibility that more is at stake than simply fostering "a level
competitive playing field." Officials at incumbent satellite cooperatives assert that privatization
makes it possible to adjust to changed circumstances arising from more extensive competition
from private "separate systems." Officials at these separate systems also consider privatization of
a sort essential, but their version appears more like divestiture: spin-off the once dominant
cooperative into several smaller, regional carriers lacking a large transponder inventory in any
ocean region ’ so that they can no longer dominate the market. ®

Heretofore analysis by the United States government of satellite carrier privatization
appears to have proceeded on a simple political calculus: if both major constituencies desire a
change to the status quo, then it appears reasonable to make some kind of change ostensibly
promoting competition and private enterprise. > Both incumbent cooperatives and their private

competitors believe that the cooperative model has outlived its usefulness. The cooperative

believes that it must break free of requirements imposed by governments in its charter, that



3

obligates it to average costs and support global connectivity. It believes its quasi-governmental
status and existing governance structure prevents nimbleness and timely response to consumer
requirements. The cooperatives' competitors argue that government-conferred privileges and
immunities make it possible for the incumbent to exploit preferential access to capital, orbital slots
and markets. Yet these competitors have concentrated on acquiring market share in business
services and the global video programming distribution market with little regard for, or capability
to provide worldwide, basic telephony services.

This paper will consider whether and how satellite cooperatives must change in response
to changed circumstances arising from more extensive competition by private separate systems.
The paper concludes that both the incumbent cooperatives and their new commercial competitors
have mischaracterized the privatization issue. It explains how incumbents already have become
business-orientated and how privatization may simply serve as a way to avoid having to satisfy
requirements that have generated the greatest global contribution and the largest positive network
externalities. The paper also examines how some separate systems seek to convert privatization
into structural divestiture with an eye toward diluting the market power of once dominant
cooperatives.

Network Externalities in Satellite Telecommunications

Satellite-delivered telecommunications can enhance consumer welfare by generating
higher value as a satellite serves increasing numbers of users and points of communication.
Satellites can provide expanded access without increased costs and often without higher user
rates. '° The unconcentrated signal from a geostationary orbiting satellite can illuminate as much

as one-third of the earth's surface. !! Once a carrier incurs the substantial sunk cost to make this
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footprint available, the incremental cost for it to serve an additional point of communication and
additional users via another earth station approaches zero. An additional point of access requires
users to install or interconnect with an earth station, acquire domestic facilities to link their
premises with the earth station and pay space segment charges.

The value of satellite service accruing to users can increase as the satellite serves more
earth stations and more users with no degradation in service quality and often without higher
charges to reflect the increased utility. '* The concept of direct network externalities reflects the
enhanced value of service accruing to users. * The benefit is considered an externality, because
standard economic analysis and the pricing of service may not take into account this outcome.
Indirect network externalities result when increasing coverage and market penetration result in
more plentiful, lower costing complementary goods. For example, consensus on technical
standards for earth stations accessing INTELSAT satellites can promote industry-wide equipment
compatibility and help manufacturers achieve economies of scale by having to support fewer
product lines with different technical standards. **

INTELSAT has generated positive network externalities simply by succeeding in
commercially exploiting satellite technology previously used primarily for defense, space
exploration and intelligence gathering applications. It has increased the likelihood for, and extent
of such positive network externalities by enacting a governance document that deliberately prices
space segment on an averaged cost basis and makes it possible for developing nations, strapped
for hard currency, to participate in the cooperative by investing in as low as a 0.05% ownership
share.

The INTELSAT governance documents contain lofty objectives like "expand[ing]
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telecommunications services to all areas of the world . . . which will contribute to world peace
and understanding . . . for the benefit of all mankind." * It achieves such goals by deploying a
global constellation of satellites and by creating a governance structure that favors investment and
active participation by representatives of nations with low volume traffic requirements and
presumably an interest in capturing the benefits of network externalities. For example, Article IX
of the INTELSAT Agreement requires broad geographical representation to the cooperative's
Board of Governors, its executive board of directors. Article V(d) of the INTELSAT Agreement
requires the cooperative to offer space segment at the same rate for each type of usage, a
provision interpreted as requiring the cooperative to average costs for each service category so
that a single rate applies regardless of traffic density.

INTELSAT's governance documents also confer privileges and immunities to the
cooperative that translate into financial, operational and logistical advantages vis a vis private
ventures. The organization's Headquarters Agreement '® requires the host nation to exempt the
cooperative from tax liability and to treat its employees as diplomats, free from search and civil
liability. Immunity from law insulates the cooperative from regulatory agency and antitrust court
scrutiny. Such privileges and immunities translate into millions of dollars in savings over what
commercial entities typically have to pay. Additionally treaty-level commitments to the
cooperative require every nation, which has become a Party to the INTELSAT Agreement !’ and
INMARSAT Convention '* to avoid causing "significant" technical or economic harm to the
cooperatives when authorizing separate system competition. Ironically, these provisions and the
limitations proposed by INTELSAT and adopted by the United States on access to the Public

Switched Telephone Network ' ostensibly to safeguard the cooperatives' core revenue streams,
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forced separate systems to concentrate on peripheral video and business applications that
developed into the most financially lucrative of all segments.

INTELSAT has largely accomplished its mission to achieve worldwide access via satellite
to basic telecommunication services. Indeed much of its expansion in terms of satellite inventory
and revenues result from targeting non-core service markets, e.g., transponder leasing for
domestic services, business applications and video program distribution. The INTELSAT
Agreement provides the cooperative with the legal competency to provide such services, but they
supplement core, "lifeline" access to switched and private line, primarily voice traffic commonly
referred to as plain old telephone service ("POTS"), the primary mission of the cooperative.

Whether to privatize a cooperative like INTELSAT should be based on an affirmative
conclusion that INTELSAT, however reconstituted, and the various other separate systems
collectively will meet the world's basic satellite telecommunications requirements. Unfortunately
the debate has not addressed whether privatization can occur without derogating the benefits of
satellite connectivity, particularly access to POTS on a global basis. Instead, separate system
operators allege that INTELSAT has impermissibly dominated the international satellite
telecommunications marketplace by exploiting its governmentally conferred privileges and
immunities in ways that maximize market access, profits, retained earnings,”® warehousing of
orbital slots for satellites and avoidance of tax liabilities. INTELSAT officials appear so
enamored with the ability to become more competitive that they appear willing to abandon a
defense of the status quo and the need for a cooperative to achieve economies of scale so that it

can provide ubiquitous POTS efficiently. %
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POTS to PANS and Reduced Network Externalities

None of the players seem content with the status quo, because everyone has visions of
capturing large market shares in non-POTS service segments. The current organizational
structure makes it difficult for INTELSAT to diversify and for separate systems to compete with
an incumbent who, institutional limitations notwithstanding, has aggressively diversified well
beyond basic, lifeline services. Pretty Advanced New Services ("PANS") e.g., the business and
video program delivery applications that constitute elements of the Global Information
Infrastructure, ** fill transponders, generate higher revenues, justify larger constellations of
satellites and presumably accrue more generous profits.

To separate systems, the INTELSAT cooperative model prevents full and fair satellite
service competition, because INTELSAT can leverage its premiere role as the carrier of first and
last resort for POTS into domination of ancillary markets. On the other hand, INTELSAT
officials assert that they must diversify and serve new market niches to shore up revenues that
might drop when separate systems acquire greater shares of PANS markets leaving INTELSAT
with non-lucrative POTS traffic. Because INTELSAT and other cooperatives have aggressively
expanded the number of in-orbit satellites, they fear stranded investment if they cannot provide
both POTS and PANS.

If INTELSAT and separate systems had their ways, an unanticipated but quite possible
outcome would be that lesser developed nations might have better access to Home Box Office
and other video programming than satellite-delivered dialtone! INTELSAT and separate systems
currently vie to have their satellites considered "Hot Birds" for video programming, i.e., the

preferred satellite of programmers and users, because the most popular programs are accessible
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from that particular satellite. Separate systems have shown absolutely no interest in providing
small slivers of single transponders for switched international message telephone service. For
example, 72.4% of the $116.2 million in revenues PanAmSat Corporation generated in 1995,
came from broadcast services, primarily the carriage of video programming. 2 $30.1 million
accrued from business communication services with $2.14 million, representing two percent of
total revenues, accruing from POTS services. 2

If separate systems like PanAmSat have no inclination or spare capacity to serve
international message telephone service, ° this market segment defaults to cooperatives like
INTELSAT. If a privatized INTELSAT were to devote even more time, money and effort at
expanding its PANS market share, then the possibility exists that the level of positive network
externalities will drop for international POTS. In its zeal to target and serve PANS markets,
satellite cooperatives might end up having to raise POTS rates thereby reducing positive network
externalities, because it will need more revenues to support a larger satellite fleet possibly less
efficiently loaded with revenue-generating traffic. POTS rates might rise simply because satellite
cooperatives might try to burden all ratepayers with investments in costly technological features
required only by a smaller set of PANS customers. "Markets exhibiting network externalities can
fail, in that the unregulated outcome produces less total surplus than is possible. Indeed,
recognizing that 'externality’, [i.e., that the pre-privatized, cooperative model generated positive
externalities] is commonly understood to denote market failure." %

Satellite users have grown to expect global connectivity, i.e., the ability of the integrated,

interconnected telecommunication infrastructure to provide dialtone anytime, and to achieve

access to any geographical point served by an earth station. If separate systems do not
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significantly play a role in achieving a global connectivity assessment,” because they only serve
one region, concentrate on PANS markets, or cannot access the public switched
telecommunication network in some nations, then cooperatives remain the satellite carrier of first
and last resort. 2® Accordingly, privatization of satellite cooperatives becomes that much more
risky, because the contemplated organizational realignment might:

. impact adversely previously accrued network externalities; and

. reduce the versatility, connectivity and robustness in network

access consumers have received from the current global
telecommunication infrastructure.

Even if privatization generates the kind of consumer dividends that has accrued in other
telecommunication sectors, the gains will flow primarily to PANS-consuming businesses and
consumers of video programming. Also they must be weighed against any losses in positive
network externalities resulting from migration of traffic onto several "balkanized" satellite
networks that may not be fully interconnected, and from the possible increases in POTS rates
even if the POTS-providing part of a former cooperative continues to average costs. No one has
yet to state that remote localities and lesser developed nations do not deserve access to state of
the art satellite networks for POTS, unless they can afford to pay the higher unit costs that a
Ramsey-pricing,” fully commercialized environment would establish. The United States, United
Kingdom, Canada and even Hong Kong have universal service funding mechanisms designed to
make POTS fully accessible and priced at below market rates. The policies driving universal
telephone service include financial cross subsidies. The international satellite cooperative model
only requires the availability of averaged satellite prices and low thresholds for investment by

lesser-developed countries.
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False Privatizations

The scope and nature of satellite cooperative privatization means different things to
different constituencies. For INTELSAT it means operational freedom. For INMARSAT it
means access to land mobile services using handheld terminals communicating directly with a new
constellation of intermediate circular orbiting satellites. ** For separate systems like PanAmSat it
means ridding cooperatives of "diplomatic status, tax emption, antitrust immunity, government
subsidies, and freedom from the regulatory process." !

Instead, the privatization debate should address how to enable incumbent satellite carriers
to revamp their governance, management and operations to respond to chanced circumstances in
a manner that fosters full and fair competition. This objective places satellite service privatization
more closely in the context of other privatization initiatives in telecommunications where
governments link incumbent "liberalization" with market entry and deregulation. Satellite
cooperatives deserve liberalization from a "decision-making [that] mixes political, public policy
and business considerations, and the constant search for consensus among oftentimes competing
interests . . . [who have] inhibit[ed] the ability of the organization to respond in a timely way to
customers' needs or competitive market forces." 32

However, the terms and conditions for such liberalization must include more than a
stipulation that restructured incumbent cooperatives will retain "universal access" as a primary
"tenet." > Despite Congressional hearings, inter-agency Task Forces, direct involvement by the
Vice President of the United States and extensive analysis by officials and investors in the satellite

cooperatives, little if anything has been generated to determine just how to spin-off a lean and

nimble competitive satellite venture while retaining a "scale[d] back . . . global . . . consortium . . .
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providing essential global interconnectivity 'lifeline' services." **

Universal access and global connectivity surely means more than the existence of a
satellite footprint over all populated regions of the world. ** Rene Anselmo, the founder of
PanAmSat, in Congressional testimony stated that "providing global 'universal' satellite service is
no burden, nor is providing service to lesser developed countries a burden . . .; [instead] [i]t's a
golden opportunity."” ** PanAmSat has exploited market access opportunities primarily by
outmaneuvering INTELSAT for video programmers and other business customers. The nature of
the services PanAmSat offers does not constitute ubiquitous POTS access and lifeline services to
localities unserved or underserved until it entered the marketplace.

Universal access means more than Mr. Anselmo's willingness to pick up any thin route
INTELSAT would care to abandon, nor does the following qualify PanAmSat as a provider of
global POTS:

I am the only one who has ever provided universal service. . ..
Anybody can use our satellite. You don't have to kiss a minister's
ass to do it. You just get an uplink and use the technology. That is
not true under the INTELSAT system. The only one that can use it
is the PTT monopoly. ¥’

At the very least a privatized or revamped satellite cooperative needs to retain satellites in
all ocean regions having an efficient level of transponders loaded with paying traffic, adequate
orbital slot reservations, sufficient cash in hand, and a level of staff and other resources sufficient
to maintain current space segment usage rates. Likewise, such ventures must have the
wherewithal to capture the benefits of future efficiency gains. Simply put, the divestiture of a

satellite cooperative into two or more entities should do nothing to prevent the surviving POTS-

provider from achieving economies of scale, global connectivity and ubiquitous interconnection
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with terrestrial facilities used to originate and terminate international message telephone service.
INTELSAT can achieve the operational freedom it desires by separating its POTS and PANS
service offerings, but in a manner that does not allocate all cutting edge technologies and the
latest generation satellites to the PANS-affiliate, or spun-off commercial venture(s). The
surviving POTS-cooperative should not have to muddle through with higher costs, less attractive
orbital slots and inadequate personnel and operational resources.

Officials of separate systems fear that privatization would accord cooperatives yet another
opportunity to erect barriers to full and fair competition. To abate such concerns they want
incumbents relieved of their government-granted privileges and immunities and substantially
restructured so that they are "restructured into several separate companies . . . with any one
company not allowed to own or control more than two in-orbit satellites, and equal number of
future orbit slots, in each ocean region. **

The Preferred Solution and What Is Feasible

In an ideal world INTELSAT and other cooperatives should not risk reducing positive
network externalities and balkanizing POTS network connectivity through privatization when
non-structural remedies like corporatization can achieve the kind of commercial orientation and
operational flexibility they seek. "On balance, it appears that incumbent satellite organizations can
achieve much of the emancipation they desire without officially privatizing, provided they seek
only to streamline and economize the existing scope of operations." * In exchange for
operational flexibility, much of which it already has achieved despite its cooperative structure,
INTELSAT would lose opportunities to reduce the cost of borrowed capital, shelter retained

earnings, secure market access primarily through incumbent carriers with dominant market shares,
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enjoy antitrust, tax and other legal exemptions and occupy many of the best satellite orbital slots.

Despite handicaps that could result in depressed earnings with no measurable
improvement in efficiency, INTELSAT's management has pressed its Signatory owners to pursue
privatization scenarios. Ironically, nothing in the current INTELSAT government documents has
prevented the organization from streamlining, reducing overhead and staff and even selectively
deaveraging rates to meet competition. The current management team has substantially
corporatized the cooperative and has aggressively expanded the number of in-orbit satellites to
tap every available market, including ones historically considered outside the cooperative's
wingspan, e.g., deploying "landmass" satellites for intra-regional and domestic services instead of
trans-oceanic, inter-regional services.

Nevertheless, the cachet of privatization, joint support for privatization from most
constituencies, United States government advocacy and the possibility of significant appreciation
in Signatory investment ** make some sort of INTELSAT privatization inevitable. * Accordingly,
we should consider what kind of privatization poses the least harm to network externalities while
addressing how to foster fair, facilities-based competition. The former requires more than
rhetoric about the importance of global rate averaging and POTS access. Accordingly, any
structural realignment must specify that the entity continuing to serve the POTS mission will
average rates as articulated in Article V of the INTELSAT Agreement, without exception. ** To
promote universal access the POTS entity should own and operate a constellation of satellites
currently filled with POTS traffic at efficient transponder loading levels, with a reasonable
expectation that it will have access to additional orbital slots and satellite resources should traffic

requirements necessitate additional capacity and orbital resources. This means that the POTS and
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PANS enterprises must divide resources fairly without saddling the former with the oldest and
less efficient satellites on grounds that POTS requires less sophisticated satellite technology.

Similarly, it means that the POTS entity must have allocated to it adequate network
control earth stations, personnel, and capital. On fairness grounds all retained earnings should
vest in the POTS entity. INTELSAT and INMARSAT as cooperatives generated such revenues
managed to evade terms in their governance documents that required lowered space segment
utilization charges instead of increasing Signatory capital compensation well in excess of
marketplace interest rates. Likewise, the POTS entity should promote seamless connectivity with
earth-based resources by seeking investment in the cooperative and access to its satellites by both
incumbent Public Telecommunication Organizations, which invested in the original INTELSAT
and INMARSAT, and market entrants or non-carriers. Such "direct access," which the FCC
refused to require, * promotes connectivity among an increasingly robust and diverse array of
service providers.

A plain vanilla, POTS-providing INTELSAT parallels the recent decision by the
Signatories of INMARSAT to spin off a commercial enterprise to engage in riskier and potentially
more financially rewarding mobile services to handheld transceivers. While ICO Ltd. grabs press
attention and explores how to make a $2.6 billion business case for a new constellation of
satellites, INMARSAT the cooperative can continue to meet it essential mission of providing
maritime, aeronautical and some land mobile services, with particular emphasis on protecting life
and property in locales where few if any other satellite operator provideé service.

Providing POTS does not grab headlines and does not support campaigns for bigger

satellite fleets and more aggressive marketing. Yet it remains an essential undertaking that if
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properly managed can generate healthy revenues. If anything the quest to do more has motivated
INTELSAT and INMARSAT officials to consider leveraging core services and basic competency
into peripheral markets fully capable of competition among private enterprises. A POTS entity
unable to act on the temptation to diversify cannot wrongly exploit privileges and immunities
conferred as a way to promote global connectivity, rate averaging and worldwide participation in
a cooperative.

Because no one could prevent INTELSAT and INMARSAT from diversifying into
adjacent markets, separate systems have valid claims that privileges, immunities and other
preferences wrongly confer a comparative and competitive advantage to incumbent cooperatives.
We will never know whether INTELSAT and INMARSAT could exploit economies of scope in
their new market forays, or whether they simply leveraged their incumbency to foreclose, burden
and reduce competition from private sources. What we do know is that once a decision is made
to "liberate" the incumbent cooperative, whether through privatization, or the creation of a
separate commercial enterprise, several competitive safeguards are necessary. The governments
that agreed to create satellite cooperatives must attend closely to any divestiture or reorganization
primarily to ensure that incumbents, its affiliates, spun-off ventures, incumbent investors like
Comsat and new investors compete on equal terms in the marketplace with an increasing number
of private, commercial systems.

While a non-privatized POTS entity should retain government-conferred privileges and
immunities surely a privatized or spun-off commercial enterprise has no valid claim to them.
Similarly, POTS and PANS enterprises must conduct business at arm's length, preferably with

little cross-ownership and limited opportunities for companies to investment in both entities.
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Practically speaking a privatization or divestiture will continue to involve many of the same
investors in the original ventures. Accordingly, governments, and not the Signatories, must
establish rules on how the two entities will interact. Such rules should specify that the POTS
entity cannot cross-subsidize competitive PANS, and that the PANS venture must be subject to
national competition and antitrust laws, regulatory oversight and audit scrutiny of the nation
where it establishes a corporate identity.
Conclusion

Proper execution in the privatization sweepstakes can enhance consumer welfare. With
safeguards designed to retain the consumer benefits accruing from network externalities,
governments should divest their telecommunication satellite holdings and eliminate privileges,
immunities and insulation from competition conferred to enterprises who have subsequently
abandoned the mission of promoting global access to basic telecommunication resources.
However, improper execution of the privatization maneuver can exacerbate previous mistakes by
expanding the permissible market access wingspan of incumbents while at the same time reducing
or eliminating regulatory safeguards. In the case of international satellites the matter of
privatization has become immersed in a broader referendum of what an incumbent should be able
to do in view of changed circumstances and what it should not be able to do, because such
changed circumstances also include market entry by private competitors.

Incumbent satellite cooperatives should not leverage dominance in POTS to dominate
competitive PANS. Likewise they should not exploit a special status, granted to them because of
their POTS mission and their ability to foster positive network externalities, as a way to thwart

private competitors. On the other hand, private competitors, now matter how frustrated by prior
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policies that deprived them of full and fair market access opportunities, should not exploit their
more receptive audience with decisionmakers to have imposed on incumbents and their affiliates
or spun-off ventures unfair burdens and handicaps.

The international satellite marketplace has generated ample consumers dividends.
Necessary but risky tinkering with the organization, management and regulation of the sector
should enhance consumer welfare rather than tilt the competitive playing field in the favor of one

type of operator versus another.
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