








The Indonesian KSO Project - A Case Study








The Indonesian KSO Projects, which were implemented effective January 1, 1996 provide a case study of a large scale alternative form of private sector participation in the financing, construction and management of telecommunications infrastructure.  Given the recent qualified success of PT Telkom IPO, the KSO projects appear to have been at least as successful to date as the traditional IPO route in providing Indonesia with an infusion of private sector financing, technology transfers and management expertise.





KSO is a short form of the Indonesian term, Karjasami Operasi, which means 


co-operative operations.  As structured, the KSO projects are a variant of BOT and ROT (refurbish-operate-transfer) schemes.  Under five concurrent KSO agreements, joint ventures consisting of international telephone compose (including French Telecom, US West, Telstra, NTT Japan, Singapore Telecom and others) together with their Indonesian partners, will pay PT Telkom, the Indonesian national telephone company more than $US 6 billion for the right to expand, upgrade and manage the local telephone network covering 90% of Indonesian territory for a 15 year period.  Complete ownership and control over the expanded and upgraded local networks will be transferred back to PT Telkom at the end of the 15 years.  The five KSO project territories covered large areas with populations of up to 35 million each.


	


The KSO transactions were structured and the relevant documentation was prepared by McCarthy T. Trault [a Canadian law firm] working with the Indonesian consulting firm PT Pansystems under the direction of the Indonesian Department of Tourism, Posts and Telecommunications.  The transaction is by no means an ideal model or the best one for other countries.  The transactions had to be structured within the unique requirements of Indonesian law and telecommunications policy, and different constraints would apply in other countries.  However, the transactions hold the potential to be highly successful from the perspective of the Indonesian government’s objectives.  This is particularly significant since Indonesia had previously resisted large scale foreign private sector participation in its basic telecommunications sector.  The consortia chosen to run the five projects were selected based on their financial offers, in an open and fair competitive bidding process, something that does not always occur in developing countries.





The driving force behind the KSO projects was a five year government plan which committed it to achieve a massive increase in the relatively low Indonesian teledensity levels.  As with many developing countries, limited government financing and internal cash flows were available to PT Telkom to implement this objective.  Moreover, Indonesian policy and law required basic telecommunications services to be “organized” and provided by government-owned entities.  Private investors are only authorized to offer basic services in “co-operation” with government controlled organizations.





Prior to the KSO projects, Indonesia had employed a form of revenue sharing scheme, where by private investors could finance and construct, but not manage, limited portions of  the local network infrastructure.  Under these schemes, PT Telkom guaranteed the investors a relatively high rate of  return on their investment.  These schemes proved to be an expensive form of financing and their impact on increasing teledensity was limited.








The main goals of the new KSO projects were to finance and implement a large scale network expansion and upgrade, to improve network performance to “world class” levels and to acquire management and technology transfers form experienced international telecommunications operators.  At the same time, it was necessary  to retain PT Telkom’s existing personnel and provide a role for PT Telkom in management oversight.





Under the KSO agreements, PT Telkom segregated into separate KSO operating divisions its existing local (but not long distance) employees, assets and business in the KSO territories.  For each KSO region, PT Telkom receives an up-front payment, minimum monthly revenue and payments designed to compensate it for the use of its existing facilities in the project, and a 30-49% share of net revenues of the KSO divisions.  In addition, of course, PT Telkom is to receive an upgraded and much larger installed local infrastructure in 15 years.  Various provisions of the agreement ensure that the plant is maintained in good order, performance standards are improved and maintained, and that new investment will continue to be made throughout the 15 year KSO period.





Under the agreements, the investors contribute financing for the network expansion as well as network upgrades, technology transfers, staff training, and some contribution to local research and development.  New line construction by the investors will occur over a period of several years in accordance with an agreed construction plan which includes a commitment to install lines in undeserved areas.  The new infrastructure will be operated on an integrated bases with existing installations but will remain the property of the investor consortia until the end of the KSO period.





The investor selects or provided management and executive personnel to operate the KSO divisions, due subject to oversight by a KSO committee that has joint PT Telkom and investor representation.  The investors receive between 51% and 70% of net revenues for the 15 year KSO period, plus a payback on additional plant that is installed after the initial three year construction phase of the projects.





PT Telkom continues to operate the local infrastructure in the greater Jakarta area and in the Surabaya, Indonesia’s second largest city, together with the surrounding area of east Java.  In the remaining territory of Indonesia it will continue to operate the long distance network.  The KSO agreements should provide PT Telkom with substantial new cash flows over the next 15 years, as well as  a major expansion and upgrade of its local network in the undeserved  majority of the country.  Over the 15 year period a substantial portion of PT Telkom’s ownership is likely to be privatized by more traditional means, such as secondary share issues.  However, in the interim the KSO projects will provide a major new source of private sector financing and management expertise.





	


	Questions to answer:





What can your organization learn and take away from the KSO Indonesian experience?





Would this type of scheme work for your organization?  Why or why not.








Source:  McCarthy T. Trault, By:  Hank Intven, for the ITU Americas Telecom 96 Strategies Summit, Rio de Janeiro, June 11, 1996.
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