





SOURCES OF FINANCING





In the 1990s and on into the next decade, telecom organizations will be faced with the challenge of financing infrastructure and universal service.  This is an especially big concern for those telecom organizations which are involved in privatization as seen predominately in the developing and emerging economies.  It is estimated that it will cost US$60 billion annually to upgrade the infrastructure as well as to install the advanced systems for the telecoms in these developing and emerging economies.  The question then becomes which source of financing is the best for a particular telecom.





UNDP (United Nations Development Program) was a financing body for telecom organizations in the past, but is no longer serving in this capacity.  Since there are not enough concessional resources, thought has to be given to new financing options; therefore, a complete understanding of the different external and internal sources of financing available to telecoms becomes invaluable to the managers of the telecom organizations. �





Throughout the 1980s, the majority of financing of telecoms (65%) came from internal revenues generated from service charges, equipment rental , installation fees and sale of products, from profits, from sales of assets, and from employee contributions.  Approximately 15% came from official sources such as loans from state, national and international institutions and public sector equity.  The remaining 20% was from private financing such as loans from commercial banks, joint-ventures, and from corporate equity.





This has all changed in the 1990s where the majority of financing (55%) has come from private institutions and investors, 40% from internal sources and only 5% from official organizations.  





There are several internal sources of financing a telecom organization can use.  Income or revenues from service charges, equipment rental, installation fees, or sale of products can be retained by the company for financing.  Profits, defined as the return received on an investment or a business undertaking after all charges or expenses have been paid, are another internal source.  A telecom organization can also use funds received from the sale of assets or from employee contributions.  Internal funds as a source of financing are attractive to companies, because the company is able to avoid the issue costs associated with external funding.





The public sector, including governments, state agencies and supranational institutions, are taking a more moderate role as the suppliers of funds.  Instead they have become more like guardians, facilitators and match makers.  The private sector has now taken over the lead role in the telecom financing arena.  This includes the private investment banks, institutional investors, brokers, financial advisors, package deal arrangers in additional to the familiar international equipment and service providers, public sector financial and technical co-operation  institutions as well as the export credit finance insurance and guarantee agencies.  The private sector now holds the future of telecoms in its hands.  


There are a few criteria which the home country must meet if it wants to attract private sector investment.  Private investors look for political and economic stability, an unambiguous regulatory framework, a clear government policy regarding public/private mix, domestic/foreign private share, rules on establishment of companies, and non-discriminatory treatment in respect of ownership and control of assets, taxes and custom duties, revenue retention and profit transfer, procurement, employment, local content, and repatriation of assets.  This sector has the largest contribution to make; therefore,  it imperative for telecommunication organizations to become aware of all the external sources of financing available to them from this arena.2





The challenge of financing telecoms’ infrastructure and universal service comes from external sources of financing.  There are several types of domestic and foreign debt which can be used:





A telecom organization can attempt to obtain loans and credits from commercial banks, international institutions, and state or national institutions.  However, it is sometimes difficult to receive the entire amount needed from these institutions due to the large amount of funds needed.  It can also be seen by taking a three year moving average of multilateral loans to Africa for telecommunications that the amount has been steadily declining.  (See Chart 1 below)  Even with the decline, the participation of official lenders does help to attract further private investment.
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Another option is supplier/buyer credits.  These are usually guaranteed by export-import agencies in developed countries.  Whether or not this scheme is advantageous is dependent upon the limits and policies of the agencies.  One disadvantage associated with supplier/buyer credits is that high equipment demand decreases availability and attractiveness of terms.





The next external source is credits from subscribers.  A subscriber is a person who accesses  or is contractually entitled to access the service provided by the telecommunication service in a given time period.





Lastly, other credits can be used as an external source of domestic or foreign debt.  An example of this is leasing.  A lease is a contractual arrangement to grant the use of specific fixed assets for a specified time in exchange for payment, usually in the form of rent.  An operating lease is generally a short-term cancellable arrangement, whereas a financial, or capital, lease is a long-term noncancelable agreement.








Another external source of financing comes from domestic and foreign equity.  Over the last 10 years some 20 billion US$  have been raised in international equity capital markets by  Governments who have privatized their telecom organizations.    





Corporate equity is the major source of domestic or foreign equity.  The are two forms of corporate equity a company can use.  





The first is the issuance of bonds.  A bond is a long-term debt instrument.  The company promises to pay its face value on a specified date and a periodic fixed amount in the interim.  There are several advantages to issuing bonds as a means of financing:


				–  Control of the company remains undiluted.  


				–  Bonds may protect the future stability of the company if used in  


                                      place of short-term loans.  


				–  Bondholders do not take part in the company’s earning growth, 


                                      meaning that they will be paid the same amount at the 


    determined intervals no matter of the extra earnings the         company is making.  





Some of the disadvantages in bond issuances are the following:


				–  The debt must be repaid at maturity. 


				–  The interest charges must be met regardless of the company’s 


	  			    earnings. 


				–  The greater the amount of debt, the greater will be the interest 


                                      payments.  


				–  If there are any errors in the forecasting of the company’s future 


                                      cash flows, an over-commitment may occur.�


Bonds are attractive to investors, because they offer a fixed interest payment each year and are less risky than stocks.  However, there is a certain risk involved.  If interest rates rise, then the value of the bond will fall, and the investor will lose the principal amount.�


The second form of corporate equity is the issuance of shares.  Issuing stock is advantageous for a company, because it is not required to pay fixed charges like interest or dividends, and there is no repayment date.  Stockholders are considered owners of the company; therefore, the voting rights which come with stocks can dilute ownership of the company.  This is one of the main disadvantage of issuing stock, because this could remove control from the current group in power.  Another disadvantage is that the earnings and dividends must be spread over all shares outstanding.  Shares can be issued to strategic investors, locally or internationally, and through widespread distribution of shares to citizens.�


TeleMex in Mexico and CANTV in Venezuela are examples of a sale of shares to strategic telecom investors.  The advantages of this share issuance are the technological benefits, management expertise and international alliance benefits, increased efficiency and performance, increased infrastructure investment, the prospect of premium proceeds, and a potential, significant increase in the proceeds of a second tranche public share issue.  However, the telecom organization may experience some loss of control.�


INDOSAT and PT Telkom in Indonesia are examples of a successful local and  international share issue.  The advantages seen here are that the international share issue increases access to much-needed capital.  It can also impose greater market discipline on management to improve performance and it can enhance local capital markets.  Disadvantages from a local or international share issue include no technological benefits from investors and generally lower financial proceeds to the government then from strategic investors.�


Singapore is an example of the use of a widespread distribution of shares to citizens.  This type of share issue is politically popular in some economies and does promote support of the market economy, shareholding and local stock exchanges.  Lower financial return for the government, no technological transfers or other benefits from experienced investors and the fact that the telecom may have no single controlling or seriously interested investor are the disadvantages inherent in this type of share issue.    �


In the early 1990s, initial public offerings (IPOs) and secondary tranche issues were generally successful.    However, it is becoming increasingly difficult for these to succeed.  The market is being overwhelmed by the volume of telecommunication shares available thus making it difficult for sellers.  $30 billion in worldwide telecommunication share sales were expected in 1996.  An example of this is the recent IPO of Indonesia’s PT Telkom.  $3 billion was expected from the issue, however, due to insufficient international demand the offering price had to be reduced and only $1.59 billion was raised.  These issues coupled with domestic ownership and control policies will continue to make public share offerings tougher and tougher to raise the needed capital.�





There are mixed forms of external sources of financing which are available to telecom organizations.  





The first is in the form of project finance.  Project financing is tied to particular projects and may be suitable for large, independent endeavours and can involve joint ventures. Equity financing carries greater risk than debt financing; therefore, with project finance the goal is to maximize the amount of debt finance and reduce the amount of equity finance.  However, in order to cover some of the project risk the lender may require some amount of equity finance to provide shareholder commitment.





There are two types of project finance, limited recourse project finance and on balance sheet project finance.  With limited recourse project finance, the project is financed with no recourse to any of the company’s other assets.  The assets and cash flow of the project are used instead to secure the loan.  However, this type of project finance is costly.  With on balance sheet project finance, other balance sheet assets or cash flow are used to secure the loan.  This reduces the risk to the lender.��


The traditional project finance approach requires a business plan, capital budgeting procedures, and performance checks throughout the life of the project, but no lasting partnerships are usually established .4 �





2.  	The next type of mixed forms of external sources of financing are build-operate-transfer (BOT) schemes (See Exhibit B) and other similar arrangements, such as build-lease-transfer and build-transfer-operate.  Examples of telecom organizations that have used this type of financing scheme are Telecom Asia in Thailand and PT Telkom in Indonesia.  





These schemes are attractive to state-owned telecommunication operators, because they are able to reap the benefits of a joint-venture without transferring the ultimate control and ownership of the company.  There are several other advantages inherent in a BOT-type financing project.  It is a vehicle for private investment and network management where a government is unprepared to privatize completely.  It can also involve multiple investors in different regions which will lead to the development of a multi-operator telecom industry.  It is more likely to be successful in raising needed financing due to capital market resistance to new share issues from emerging markets as well as domestic ownership and control policies.  It is more widely accepted by state-owned operators when there is a national strategy of maintaining public sector involvement in the telecom’s ownership and in sector revenue growth.  The above advantages are reasons for BOT-type schemes mainly due to the fact that national governments are reluctant to cede control to a single foreign entity.


	


One main disadvantage to these types of arrangements is the limited incentives for a strategic long-term investment since the concessions will end at a predetermined time.  It is argued that the investor does not have an incentive to build or operate the facilities with a view to long-term strategic or financial benefits.  This problem can be reduced if penalties for failure to maintain operational performance standards, or if performance bonds, security deposits or bonds which will only be returned to the investor if the plant successfully passes a transfer inspection are put in place.  Another option is for the investor to extend the operations or management period, and to continue to earn a good return on the facility, on the condition that it has been kept in good shape and that performance and service enhancements keep pace with or exceed market standards.  Another potential disadvantage is that these schemes could lead to potentially complex co-ordination with a Public Telephone Network Operator (PTO).  This may take place if different entities operate different parts of a single integrated network and different ends of a “seamless”  service.  This problem can be minimized by establishing clear operational standards, technical co-ordination mechanisms, and a revenue sharing scheme that rewards both parties for co-operating to improve the integrated services.





The structure of the revenue sharing deals between a BOT investor and the telephone company or government will be a critical determinant of success.  Management and revenue sharing schemes may extend over 10-15 years with a rare few lasting 20-5 years.4  Cautious governments will prefer a system which permits the sharing of gross revenues, rather than net revenues.  This is preferable, because it gives the investor less room to take financial benefits above the revenue sharing line.  On the other hand, a properly structured net revenue sharing deal can provide for the parties to co-operate in improving the efficiency and increasing the net revenues of the operation.  Such an approach requires a detailed agreement as to the types of expenses that may be deducted in determining the revenue-sharing pool.








Another external financing source comes in the form of management and outsourcing  arrangements.  Management and outsourcing arrangements are becoming more common  in the telecommunications industry globally.  “...Many countries in the African region are still unable to meet the demand for basic telecom services due to the scarcity in financial resources and the connected deficiency of absorbing current technology because of inadequate organizational and management structures.”�  For this reason, this source of external financing is becoming very popular with telecommunication organizations in developing countries.  They are utilized in developed countries and by privately owned telecommunications operators as well as by state-owned telephone companies in developing countries.  In the latter situation, they can provide some of the investment and performance advantages often associated with privatization. For example, it is common in outsourcing arrangements that the entity which will manage the outsourced operations make a substantial long-term investment in the facilities.  The entity will make this investment if it is guaranteed a secure long-term revenue stream.  Although rare, there are some legal limits on the scope of outsourcing arrangements.  Telecommunications laws which call for maintained government ownership of the basic telecommunications entity will generally not impede the outsourcing of specific functions to private sector companies.  It may even be possible, in some cases, to outsource major functions like network design, management, marketing or the entire operations of specific services, such as private line, wireless or satellite services.  A properly structured outsourcing arrangement can benefit the public by increasing investment, efficiency and service performance.








Setting up a franchise can also be a source of financing for a company.  There are two types of franchises, regional franchises and specific service franchises.  Examples of regional franchises can be found in Hungary and Colombia, and examples of services franchises include wireless services, value added and data services, private networks and satellites.  Each type has its own advantages and disadvantages.  Regional franchises can help solve the problem of lack of capital to serve non-urban regions.  They can  provide a basis to compare efficiency and quality across regions and can provide competitive incentive to improve performance in other regions.  However, this type of franchise may reduce cross-subsidy available from urban to rural markets and require interconnection and potentially complex co-ordination of inter-regional traffic and services.  Specific service franchises can solve the problem of lack of capital to provide advanced and business services.  This type of a franchise also permits phased government withdrawal from telecom operators and can provide competitive incentive to improve performance in other services.  Specific service franchises do require some regulatory supervision of interconnection, revenue sharing, and technical compatibility.





 Another avenue available to telecom organizations wishing to raise capital or   


     implement a project is through joint venture partnerships.  Joint ventures are a 


     strategy to increase private sector participation in the construction and management  of telecommunication infrastructure.  A joint venture can take on many forms, but it 


     usually will involve a private investor participating in the financing, construction or 


     management of the telecommunication’s infrastructure in return for a share of the 


     revenues or profits from that infrastructure.  The ideal joint venture arrangement would be with an experienced operator which could bring good technical, management and marketing capabilities as well as significant financing to the infrastructure of the telecom organization.  A joint venture with a consortium of financial and operating entities is often best.  The advantages of entering into a joint venture with an experienced operator are that the telecom organization will receive the benefits of the participation due to the operator’s experience with no long-term loss of control.  The benefits, of course, depend on the terms of joint venture agreement.  There are, however, also disadvantages to joint ventures.  They provide little or no incentive for a strategic long-term investment.  Within the agreement some stipulation for this may be made to cover this potential drawback.   �





Legal, political, capital market and operational constraints will continue to pressure governments to examine alternative methods of financing to introduce private sector participation, such as joint ventures, BOT arrangements as well as management and outsourcing contracts.  In the absence of access to traditional financing methods like public share issues and private sales of equity stakes to strategic telecommunications investors, governments will have to find access to other sources of private sector financing.





The more limited forms of private sector participation can attract substantial financing and produce efficiency improvements.  However, they must provide realistic financial incentives for investors and the telephone operators, as well as safeguards to ensure network expansion and to ensure that performance objectives are achieved.





The availability and cost of finance depend on the following factors:  1)political and economical stability; 2)  an unambiguous regulatory framework and a clear government policy regarding the following:  the desired public/private and domestic/foreign mix; flexible and promptly applied rules for the establishment of companies; non-discriminatory as well as investor-friendly treatment as regards ownership of assets, taxes and custom duties, revenue retention and profit transfer, procurement, employment, local content and repatriation of assets.4        












































Day 1, Part B





EXERCISE:





Participants will read and discuss the KSO Indonesian Project case and how it used and implemented the mixed forms of financing.





Questions for discussion:





1. 	List reasons why your organization needs to consider the discussed sources of financing.





Keeping in mind the previous day’s findings, participants should discuss the sources of financing presented and the advantages and disadvantages of each for their organization.





3.	Begin to discuss a potential plan of financing for the organization.














   































































































Exhibit 2





BOT-Type Arrangements





The following are descriptions of the different types of cooperative alliances available to telecom organizations.  





1.	Build-and-transfer (BT)	





A contractual arrangement whereby a project sponsor assumes the financing and construction of a given infrastructure or development facility.  After it is completed, the private entity turns it over to the telecommunication company or government agency concerned.  This telecom company or agency pays the private entity on an agreed schedule its total investment spent on the project including an agreed upon rate of return.  This arrangement is most useful when the facilities must be operated directly by the Government.








  Build-lease-transfer (BLT)





A contractual arrangement whereby a private entity is authorized to finance and construct an infrastructure or development facility.  Upon its completion, the entity turns it over to the telecommunication company or government agency concerned on a lease arrangement for a fixed period of time after which ownership of the facility is automatically transferred to the telecommunication company or government agency concerned.








  Build-operate-transfer (BOT)





A contractual arrangement whereby the private entity undertakes the construction and financing of an infrastructure facility including the operation and management.  The private entity operates the facility over a fixed term during which it is allowed to charge facility users appropriate tolls, fees, rentals, and charges not exceeding those proposed in its bid or as negotiated and incorporated in the contract to enable the private entity to recover its investment, and operating and maintenance expenses in the project.  The private entity transfers the facility to the telecom company or government agency concerned at the end of the fixed term.  








4.	Build-own-operate (BOO)


A contractual arrangement whereby a private entity is authorized to finance, contract, own, operate and maintain and infrastructure or development facility, in which the private entity is allowed to recover its total investment, operating and maintenance costs plus a reasonable return by collecting tolls, fees, rentals or other charges from facility users.  Under this project, the private entity which owns the assets of the facility may assign its operation and maintenance to a facility operator.














  Build-transfer-operate (BTO)





	A contractual arrangement whereby a private entity finances and builds a telecommunications facility.  Title to the infrastructure is transferred to the 


telecommunications company upon completing construction and installation.  The private entity operates the facility for a fixed period of time and keeps an agreed upon percentage of the revenues generated from the facility.








  Contract-add-operate (CAO)





 	A contractual arrangement whereby the telecommunications company adds to an existing infrastructure facility which it is renting from the Government and operates the expanded project over an agreed franchise period.  There may or may not be a transfer arrangement in regards to the added facility provided by the telecommunications company.








  Develop-operate-transfer (DOT)





 A contractual arrangement whereby favourable conditions external to a new infrastructure project to be built by the telecommunications company are integrated into the arrangement by giving the same the right to develop adjoining property, and thus, enjoys some of the benefits the investment creates such as higher property or rent values.





  Rehabilitate-operate-transfer (ROT)





A contractual arrangement whereby an existing facility is turned over to the private sector to refurbish, operate and maintain for an agreed upon period at the end of which the facility is turned over to the Government.  The term is also used to describe the purchase of an existing facility from abroad, importing, refurbishing, erecting and consuming it within the host country.








  Rehabilitate-own-operate (ROO)





A contractual arrangement whereby an existing facility is turned over to the private sector to refurbish and operate with no time limitation imposed on ownership.  As long as the operator is not in violation of its franchise, it can continue to operate the facility in perpetuity.
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