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Hugo Satellite Networks

It was November 16th 1995 and Angela Betties was in her office early to read the
latest revisions to the strategic plan. She had been preparing to make her presentation to
Hugo’s Planning Committee about three potential site locations for the new VSAT
manufacturing plant. Angela had signed off at the last meeting on the site candidates:
Rio de Janeiro - Brazil, Pu Dong New Zone, Shanghai – China, or Suburban Mumbai
Nasik (Bombay) – India. That morning she poured over the three proposals to see if the
best choice jumped out at her.

Hugo Satellite Networks, she believed, was a very risk-averse firm and would
need considerable evidence supporting any decision to build this $100 million dollar
VSAT plant in a foreign country. There were considerable risks associated with entering
any foreign country with foreign capital. The decision review committee would need a
rigorously tested proposal to convince them to move. She considered making a proposal
to build a small version of the plant first in the optimal location before committing all the
funds. Hugo was a “go” or “no-go” firm. The board might think that a small plant would
be going “halfway”. If the NPV wasn’t high enough, she wanted to be able to discuss
other means of increasing the value of the project.

The strategic planning team had met for the last two days to discuss and revise
their proposals.  The purpose of this session was to begin evaluating the selection criteria
for the new site. A decision needed to be made quickly in order to meet production
demands within the next six quarters. Angela needed some of the numbers as well as a
careful evaluation of the risks associated with each location before she could go to the
board. She rolled her eyes as she reviewed the memo from her boss. See Exhibit 1.
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Company Background

Hugo Satellite Networks (Hugo) is a wholly-owned subsidiary of Hugo
Technology Corporation. Hugo primarily engages in the satellite and wireless
communications industry. The Company has been a pioneer in many aspects of the
communications industry, and its technologies have driven the new services to the market
and have established Hugo as a leader in almost every markets it serves until recently.
Financial analysts have repeated that it has the ability to develop new markets early,
which has provided it with a significant competitive advantage in building sustainable
market leadership positions.

Hugo’s strategy has been designed to accelerate the growth of service businesses.
In addition, Hugo has realigned its marketing efforts to focus on its two major customer
groups: new rural markets in emerging countries and its traditional corporate clients. The
marketing realignment will enable the company to fully benefit from the synergies
between its various businesses and more effectively reach a growing customer base it has
neglected until now.

Hugo provides advanced communications services on a global basis. The
company has developed a range of entertainment, information and communications
services for the home and business markets, including video, data, voice, multimedia and
Internet services. Hugo Satellite Networks has more than a 70% share of the global
corporate market for very small aperture terminals or “VSAT” private business networks.
Hugo is also one of the two largest manufacturers of Rite2UTV subscriber equipment,
having shipped over 500,000 units in 1995 and expected to grow enormously over the
next decade.

VSAT Technology

VSAT, an acronym that stands for “very small aperture terminal,” is a
sophisticated communications technology that allows for the use of small, fixed satellite
antennas in providing highly reliable communication between a central hub and
thousands of geographically dispersed sites. VSATs are taking on an expanding role in a
variety of interactive, on-line data, voice and multimedia applications. These systems are
easy to deploy, which makes them a less expensive means of delivering communications
than installing copper or fiber optics in the ground. VSAT communication systems
provide a complete end-to-end infrastructure making them completely independent from
local telecommunications offices. They also provide a reliability rate that is substantially
higher than terrestrial systems. The systems provide a convenient means of delivering
large amounts of data and rich content because of the effective use of bandwidth. Exhibit
2 shows a diagram of the typical VSAT network system1.

VSATs have been widely adopted by a variety of industries ranging from
automotive to retail to financial services. Banks have been the first to adopt VSAT
technology in most developing or developed countries due to the need for high reliability
                                               
1 Comsys, 2000 Trend Report
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in credit card transactions and the boom in ATM business. Hugo has usually targeted
banks, gas station operators, and franchise businesses like Burger King, McDonalds, and
the Gap. Now they have expanded to serve major malls in the United States, which serve
the needs of smaller and widely dispersed retailers that would otherwise be reliant on
slow terrestrial dial-up access. With the ability to deploy quickly, scale easily, and deliver
sufficient bandwidth, VSATs have been adopted by schools, doctors, health-clubs,
churches, and movie theaters to provide Internet applications and as a cost-effective
communication network.

Recently, the VSAT market dynamics have changed dramatically as the rural
telephony demand exceeds corporate network systems demand. The rural telephony
market is one that, intuitively, holds great potential for manufacturers. In previous years,
manufacturers built expensive, over-engineered machines that were the offspring of
complex corporate network systems and were not specifically designed for the simple
needs of rural populations – telephony and data communication. Manufacturers like
Gomex have already established themselves as the providers in this market and have built
less sophisticated VSATs at lower costs and lower price tags.

VSAT technology faces several risks in adoption. Many telecommunications
specialists2 have argued that VSATs are merely an option used by many corporations and
countries in negotiating the price of fiber optics down. Telecom consultants have stated
that fiber optics will eventually win in the communications market as the need for high
bandwidth conduit increases. However, they argue that VSAT technology is not going
away anytime soon as long as the cost of building a countrywide fiber optic backbone is
not cost-effective, VSATs will dominate as a means for companies and countries to keep
rural and remote areas well-connected.

Foreign governments are the greatest threat to penetration in emerging markets.
Local regulatory environments in developing countries are still very restrictive in
allowing satellite systems to pervade the countryside, preferring that corporations and
individuals use government-owned infrastructure to communicate.

As services and data transmission become increasingly the biggest drivers in the
VSAT market, many executives at Hugo are concerned that the Internet and related
services may adversely affect their business. Technologists point out that fiber optics is a
better conduit for the bandwidth required for Internet traffic, potential commerce, and
other types of electronic data interchanges. The remaining incentive to buy the VSAT
unit is reliability and ease of access where the cost of laying fiber is prohibitive.  As of
Q3 1995, Gomex had disclosed to industry analysts that they had begun an intensive
R&D effort to cater to Internet users by designing new interactive rural telephony
devices. This announcement gave Hugo executives great concern and spurred the
discussion of targeting the developing rural market before Gomex became the sole
provider in the market.

                                               
2 Ibid.
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VSATs are not stand-alone units. They must be supported by a regional hub
station. When Hugo considers entering a new market they have to consider the cost of
building a hub station, which will connect local VSAT communication to regional
telecommunications carriers.  The network carrier would be required to buy a hub station
for every 1,000 VSATs at approximately $2 million per hub.  Hugo’s cost for one hub
was approximately $1 million, thus would profit by 50% for every hub sold.  By
partnering in a joint venture with the local government, Hugo would have a potential to
become the sole hub supplier to the network carrier. Thus hub stations are a complement
to VSATs.

VSAT Market

Two dominant players control the VSAT manufacturing market: Hugo and
Gomex.  Hugo’s operation includes manufacturing satellites as well as VSAT units,
whereas Gomex has focused solely on developing low-cost VSATs and building a service
business model for a second revenue stream. Since the early 1990s, Gomex’s market
share has slowly been creeping up to the market leader Hugo. Gomex anticipates that
they will be able to deploy more units than Hugo by 1998.

As far as customers are concerned, there are two primary markets for VSATs:
rural telephony and corporate networks. The demand in the rural telephony market has
been steadily growing. Gomex has been the major supplier in this market. Hugo’s
business strategy, on the other hand, has been to continue to be the leading provider of
VSATs to traditional corporate clients. In recent years, Hugo has allowed Gomex to gain
market share by ignoring the needs of rural populations, particularly in emerging markets.
Hugo has had a strategy of focusing on their highest-margin customers. When asked at a
1994 press conference about the loss of market share, CEO and Chairman of the Board
argued “We [Hugo] can’t get distracted into playing in a market with incredibly low
margins.” Since that time, Hugo has reversed its position and has aggressively focused on
developing an effective strategy to be a major player in this market as it tries to learn the
low cost / high volume business of manufacturing for rural telephony. In 1994, Hugo had
only 3% of the total rural telephony market whereas Gomex had 76%.

Table A below shows the results of an independent market research firms report
on VSAT growth rates and market share captured by Hugo:

Year Point Estimate Point Estimate*
1998 25% 5% - 20%
1999 35%
2000 40%
2001 30%
2002 20%
2003 10%
2004 5%
2005 2%
2006 0%
2007 0%
2008 0%
2009 0%
2010 0%
2011 0%

* Point Estimate for Market Share has equal probabilty between 5% - 20% in 1998

0%
0%
0%

Hugo Market Research Report

0%
0%
0%
0%

30%
30%
10%
0%

Hugo's Market Share
Growth Rate

50%
50%

0.5%
0.5%
0.5%
0.5%

1%
0.5%
0.5%
0.5%

5%
5%
5%
2%

Market Growth Forecast
Standard Deviation

5%
5%
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There were approximately 135,000 VSAT installations worldwide in 1995.
During the opening general session at the September Satellite 95: Emerging Global
Markets conference, satellite community leaders offered their views about the VSAT
market.

The biggest trend of 1996 will be for satellite operators to expand the number of services they
offer, along with their reach into emerging markets with the most growth potential, according
to the panel.  Growth also is expected in mobile satellite and VSAT services, they told 2,200
attendees at the annual confab sponsored by the publisher of SATELLITE NEWS and Via
Satellite magazine.

Market research and the Economist’s Economic Intelligence Unit report that
demand for VSATs in developing countries is extremely high. In September, the IDC
agency reported that the national VSAT market would be worth US Dollar 107 million by
1997 with cumulative growth of 126.5%. The market value in 1994 was worth US Dollar
8.5 million with 1500 units shipped3. IDC says that overall unit prices are set to fall.
Additionally, the market is hindered presently as private service providers are not
allowed to use international satellites for communication purposes and the Indian
Department of Telecommunications levies a higher annual fee.

In 1994, Hugo Satellite Networks won a 1994 bid for Banco do Brasil's two-year,
1,250-VSAT, two-hub system, and has already installed more than 1,100 terminals, says
Hector Zedeiro, the bank’s consulting analyst for telecommunications. The majority of
the VSATs and the two hubs are in Rio de Janeiro and Sao Paulo. A third hub in Brasilia
along with several hundred additional VSATs, now under consideration, would bring the
satellite-based system to a total of 1,800 units. The Banco do Brasil deal was worth $42
million USD to Hugo. Gomex has also won several contracts in Brazil.

Whereas data communications and television drive VSAT demand in the United
States, the world's largest VSAT market, the primary forces in China are telephony and
data communications. Since China's terrestrial communications network is
underdeveloped and has a penetration rate of around 2%, VSATs are emerging as a
credible and often necessary telecom alternative, providing a fast, reliable and controlled
form of communication. The technology is finding three major market segments: the
government and government corporations; shared-hub service providers; and
multinational corporations.

One government corporation that saw the usefulness of VSATs is the People's
Bank of China, which awarded a VSAT contract to Hugo in 1993. The network now has
more than 300 remote locations in branches and service centers and a network hub station
at the bank's National Clearing Center in Beijing. Many of these Chinese corporations
tend to share hub service from a government agency, which keeps the cost of hub stations
low. Gomex, for example, provides a shared-hub facility in collaboration with the local
telecommunications authority in Shenzhen and has connectivity to optical fiber running
from Shenzhen to Hong Kong. Using private networks in this way gives multinationals
control over their telecommunications without having to go through the Ministry of Posts
                                               
3 IDC Article, Telecom Worldwide 26/9/95, Indian VSAT Market Size
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and Telecommunications (MPT). However, the MPT still shares in the revenue gained
from some of these private networks because the shared-hub service provider may have a
joint venture with the local telecom authority to provide the private network. Another
example, Scientific-Satellites, Inc. in August signed a $15 million contract to supply
China's nationwide satellite communications network to Big King Tobacco Telecom
Corp. (YTT), the telecommunications subsidiary of Hunan Provincial Tobacco Company,
China’s largest manufacturer of tobacco products. This will be the largest VSAT network
to date in China.

The New VSAT Plant

Hugo is the undisputed leader in high-end corporate networking VSATs.
However, the growth in this market has slowed forcing the Company to consider other
potential revenue streams. See Exhibit 3. The size of the VSAT market has now
expanded due to the tremendous growth in the demand for rural telephony. Gomex has
taken over as the market leader in the fastest growing segment of the VSAT market. They
are also driving down profits by offering systems at substantial discounts to gain market
share. This strategy has forced Hugo to fundamentally reevaluate its entire business
strategy.

As part of Hugo’s new global business strategy, management has decided that
they need to expand capacity by building a new plant dedicated to this growing segment
in rural telephony demand. The decision to expand outside of the United States came out
of a discussion with the Board and a VSAT consultant that specialized in emerging
markets. The report focused on the positive effects that locating a manufacturing plant in
a foreign market can have on government discounts in taxation and exportation.

Hugo’s Board believed that by building a plant in one of the largest potential
markets for VSATs they could gain additional benefits, including direct access to the
markets, potential government cost sharing for hub service, as well as access to a cheap,
skilled labor force. The consultant supported this belief.  “By having a local presence in
certain heavily populated emerging markets like Brazil, China, or India, the company will
receive foreign government incentives or subsidies giving them access to existing
telecommunication monopolies and potential preferred supplier status. This could be the
window of opportunity that Hugo is looking for to rapidly gain market share in the rural
telephony markets.”

When Strategic Planning was assigned to evaluate this project, Angela was
assigned because of her experience in project planning in developing countries.  The
building cost of a new plant came down to a simple formula: Capacity times $2000 per
unit.  The criteria for the plant were outlined in a memo:
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Plant Capacity 50,000 units

Financing Sources 60% Debt, 40% Equity

Base Case Building Costs $100 million USD

Joint Venture (equity) 49%

Hugo anticipated that the rural VSAT market would grow dramatically for the
next years and slowly decline as fiber optics replaced lower bandwidth conduits like
VSATs. See Table A. The final policy decision was whether or not the company should
sacrifice short-term profits to gain market share. Ultimately, the company decided to
make a market share play so that they would sell at or below Gomex’s price. Any plant
would need to be efficient enough to profitably absorb a constant price decline with
moderate levels of Capital expenditures. Additionally, the management team wanted to
consider potential expansion capabilities, exit strategies when operating was unprofitable,
and other secondary uses of the plant. As part of the new strategy, the board wanted to
know if having the ability to bundle a service options like Rite2UTV or Rite2UPC would
add some value to the project.

The financing structure would come partly from Hugo internally and the
remainder from the capital market and a strategic partner. The Board was planning a joint
venture with either a local firm, a government agency, or both. Even though this was
viewed as a risk-sharing opportunity, Hugo would never participate in a project where it
did not have at a minimum of 49% of the overall equity with some option to increase
participation in the later stages of investment. Management knew that Gomex had entered
into a partnership with China and had been granted contracts because of a joint venture
agreement. As a matter of policy, Hugo would not allocate any capital to this project until
they had an explicit and favorable agreement from the local government.

Proposed Joint Venture Agreement

The new joint venture will consist of a management team from partners, Hugo
and a governmental agency.  Hugo will hold 49% interest in the new joint venture
(“NEWVSAT Co.”), the partnering governmental agency will have controlling interest in
the NEWVSAT Co., but will remain as a non-operating partner but would be allowed to
have four executives assigned to the Board of Directors at NEWVSAT.  In addition, the
government would be both a Hugo customer and a reseller of Hugo technology
throughout the country for its VSAT technology, which targets the country's three main
satellite markets-rural telephony, Internet service and distance learning.  However,
having the expertise in VSAT technology, Hugo will manage the technological know-
how and feasibility of the VSAT manufacturing. The intellectual property will reside
with the Hugo’s Satellite Networks and a fixed royalty payment will be added to the Cost
of Sales.
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Financing

The financing structure of the NEWVSAT Co. will be 60% senior debt or bond
and 40% equity, equally shared by the two joint venture partners.  Hugo will internally
supply debt and equity funding for 49% ownership in NEWVSAT.  Since Hugo is a
wholly owned subsidiary of Hugo Technology Corporation with a credit rating of AA,
the company is confident that cost of debt would be approximately 8.3%.  Hugo intends
to raise senior debt or bond in US dollars and does not anticipate raising any funds in
foreign currency.  The partnering governmental agency, whether it is Chinese, Indian, or
Brazilian, will raise debt or bond through the international capital market.  A maximum
Debt Service Coverage Ratio would depend on the final country selected.

Technology Transfer

Hugo’s VSAT technology will remain patented with its parent company Hugo
Technology Corporation.  The VSAT technology will be licensed to the NEWVSAT for
the production of the VSATs will be transferred for $1 million payable to Hugo.  The
technology know-how prevents any transfer of ownership rights or copyrights for use
other than to NEWVSAT.  Hugo would be protected from potential pirating of this
technology, and therefore would be protected from potential imitators from entering the
VSAT market.

Taxes

Since Hugo and a governmental agency would jointly own NEWVSAT Co., 51%
of the NEWVSAT Co.’s profits will be funneled back to the government of the country
selected.  Because of the inherent financing structure, Hugo would be able to negotiate
for tax incentives such as significant reductions in national and local income taxes, land
fees, and import and export duties. Hugo also intends to negotiate with the selected
government authorities to establish special preferences for projects involving high-tech
and export-oriented investments.  Please refer to the Financial Incentive sections for tax
rates for the three countries and Table B.

Depreciation on Assets

NEWVSAT Co.’s weighted average rate of depreciation on assets is estimated at
approximately 7%, using the straight-line method.  The weighted average rate was based
on 7 years for equipment, 15 years for leasehold improvements, and 30 years for
building.  NEWCO has the option to use an accelerated depreciation method, which
would decrease the number of years from fifteen to ten.

Labor, Electricity, and Raw Materials

Hugo has had experience in building other large scale manufacturing facilities.
Electricity is one of the most critical inputs for the plant. As part of the construction, they
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will build their own power generation source. This immensely reduces the risk of having
to negotiate long-term contracts from local governments.

Labor is fundamental to efficiently operating the plant. The operational
consultants do not foresee any problems with recruiting and retaining skilled labor.
Within, the telecom space in each country there were no significant union activities.

Raw Materials would be imported from the parent company. Much of the direct
materials were not available in China so the parent would be responsible for sourcing and
quality control of these inputs. Quality was a primary branding message. This policy
would ensure that Hugo’s image would not be tarnished by sourcing defective materials.
All payments would be in US Dollars.

Construction

Hugo has built other manufacturing plants. They are usually on time and have
come out under budget on most projects. Engineers at Hugo do not anticipate any
construction delays related to operational issues in any of the selected candidate sites.

The Proposals from Strategic Planning

After the last meeting, Angela had requested three proposals on the candidate
locations. She concentrated on the key risk factors associated with each country. From a
technical standpoint, the operational risks would be identical across countries with the
exception of shipping, and tax rates. Angela concentrated her attention on the differences
across countries like political risk, economic risks, and commercial investment risk.  The
project will mitigate currency and inflation risk by conducting business in U.S. dollars.
The following are excerpts from the proposals for each country.

Brazil

Political Environment

Brazil is the fifth largest country in the world, occupying nearly half of the South
American continent.  It borders every country in South America except for Chile and
Ecuador.  There are approximately 160 million people in Brazil and its impact on the
region is immense.

The government of Brazil is a federal republic with Brasilia being the capital city.
The administration of President Fernando Henrique Cardoso is favorably disposed toward
foreign investment.  President Cardoso assumed office on January 1, 1995.  His
administration intends to execute its broadened privatization plan in several sectors,
including telecommunications, which had previously been restricted for strategic reasons.
President Cardoso has secured approval for private sector and foreign participation in
public-sector industries such as telecommunications through concessions or joint
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ventures.  However, there has been a loss of nearly two million jobs from 1989-1995 and
ongoing problems with agrarian reform.  Brazil is known to have one of the most unequal
distributions of wealth in the world.

For nearly a century prior to 1989, leaders supervised and installed by the military
dominated the political arena in Brazil.  In 1989, Brazilians had their first opportunity in
nearly 30 years to elect a president by popular vote.  Fernando Collor de Mello, an ex-
karate champion, was elected.  Collor gained office promising to fight corruption and
reduce inflation.  However, he was removed from office in 1992 and was indicted on
charges of corruption.  He is accused of leading a gang that used extortion and bribery to
take more than $1 billion (U.S. dollars) out of the economy.  His vice president, Itamar
Franco, was president from 1992-1994.

Congress recently amended the 1988 constitution to allow all registered Brazilian
companies, both domestic and foreign owned, to compete on equal terms when bidding
on contracts or seeking government financing.  There had previously existed a legal
distinction between Brazilian and foreign companies based on the level of foreign
ownership.

Although Brazil regulates business activity more than most industrialized
countries, it regulates to a lesser extent than many developing countries.  At this time
there is little threat of major policy reversal with regards to nationalization.  Also, there
have been no government takeovers through expropriation since the early 1960s other
than some agricultural land.

This is the second year of the Real Plan.  Brazil’s currency, the Real was
introduced in July 1994 and is subject to a managed float.

Drawbacks of doing business in Brazil include:  increasingly dangerous major
urban areas, costly conventional local funding, weak patent protection laws enforcement,
wide range of corporate tax structure and legal complexities.

Economic Framework

1995 GDP is expected to demonstrate an increase of 4.2%.  This compares with
5.8% in 1994.  Interest rates during 1996 will remain high and continue to attract foreign
investment and encourage domestic savings.  See Exhibit 4.

Foreign capital may enter the country freely.  Many foreign companies have
recently invested in Brazil, including Siemens (Germany), Roche (Switzerland), Alcoa
Aluminio (U.S.), Volkswagen do Brasil (Germany), Motorola (U.S.), Ford Industria e
Comercio (U.S.) and Sol Mehia (Spain).  It appears to be a great time for a VSAT
manufacturing facility investment in Brazil since the government has recently stated its
desire to open the telecommunications industry to foreign investors.  Hugo could be the
first entrant manufacturing VSAT technology.  Incoming investment must be registered
with the Central Bank of Brazil within 30 days.  The registration process may involve
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significant delays.  Also, Brazil's tax system is complex, with a wide range of income,
consumption, and payroll taxes at the federal, state and municipal levels.

One important project on the horizon is a government project with Raytheon to
install an integrated Amazon Surveillance System (Sivam).  This project includes an
integrated network of satellites, radar, airplanes, telecommunications and image-
generating equipment for monitoring the Amazon rain forest.

Financial Incentives

Brazil’s success in reducing inflation will assist companies in long-term
investment strategies.  According to government projections, inflation will range between
16% and 18% during 1996.

The government will facilitate foreign investor access to subsidized financing.
Incentives are available for firms engaged in a priority sector and located in a less-
developed region. A principal advantage of doing business in Brazil is that it serves as a
gateway for foreign investors to access other Mercosur member countries, Argentina,
Paraguay and Uruguay.

According to U.S. Department of Commerce data, average returns for direct U.S.
investment in Brazil averaged 25.4% in 1994 and 27.9% in 1993 (total income expressed
as a percentage of total historical cost of investment, in current dollars).

Infrastructure

Transport:  Brazil has an adequate airport, railroad and highway system.  There
are a total of 3,467 airports, five with paved runways over 3,047 meters.  As of 1992,
there were 30,612 kilometers (km) of railroads and 1,670,148 km of total highways,
including 161,503 km paved highways.  The country also has 12 ports and 50,000
kilometers of navigable waterways4.

Telecommunications:  Telephone use in Brazil remains developing as a basic
service.  The result of having only one telecom service provider in Brazil over many
years has been large unsatisfied demand.  According to the World Bank, Brazil had 7.5
telephone lines per 100 people as of 1995.  As the monopoly is now giving way to a
multitude of providers, subscribers can now shop around for the best deals in terms of
service, price and technology.  Potential in the sector is great as telephone use shows
significant room for growth.

                                               
4  ABC Country Book of Brazil from http://theodora.com/wfb/brazil_transportation.html
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Energy:  Brazil has huge hydroelectric resources, with the vast majority of its
electricity needs being met by hydroelectric sources.  Although Brazil has significant oil
resources, it still must import 40% of its domestic demand.  It is also one of the world’s
largest importers of coal.  Brazil also has modest natural gas resources, typically
sufficient to meet domestic demand.

China

Political Environment

China is one of the world’s oldest continuous civilizations with 5,000 years of
history. Over these 5,000 years, China has seen the rule of a number of dynasties.  In
1911 last imperial dynasty, the Qing, collapsed after a long period of decline.  The
republic established in 1911, however, proved unable to preserve China’s territorial
integrity.  Centrifugal pressures emerged, and by the early 1920s the country had
disintegrated into a patchwork of warring fiefdoms.  The country was united by the
Nationalist Party (the Kuomintang, or KMT) a bourgeois party founded by Sun Yatsen
and then led by Chiang Kai-shek, which was reorganized in 1924 along Leninist lines.  A
united front, formed in 1924 with the infant Chinese Communist Party (CCP), ended in
1927 when the KMT turned against the CCP.  The CCP, after a few failed attempts at
urban insurrection, became predominantly a rural, peasant-based party.  It survived
several encirclement attempts in its remote rural fastnesses in southern China, and in
1934-35 trekked across vast distances to a new base in Yan’an, in Shaanxi province in the
northwest—the famous “Long March”.  It was during this arduous and dangerous journey
that Mao Zedong established his position as the supreme leader of the CCP, a position,
which he retained until his death in 1976.  In 1949, Mao Zedong proclaimed the founding
of the People’s Republic of China, with Beijing as its capital.

When the Chinese Communist Party (CCP) took control of the government in
1949, China was a war-torn country.  Under Mao’s leadership, the CCP transformed the
country through a series of initiatives and programs designed to promote socialist ideals
and to encourage economic development.  While Mao’s early initiatives did encourage
growth, he was convinced that a commune-type system would concentrate the efforts of
the rural peasants and allow China to leap ahead of its neighbors in economic
development.  The ‘Great Leap Forward’ as the program was called a huge failure.

Realizing that the Great Leap Forward was unsuccessful, Mao turned to Deng
Xioping who was given the job of stabilizing the economy.  Deng reversed many of the
excesses of the Great Leap Forward and the economy recovered fairly quickly.

China entered the period of the Cultural Revolution between 1966-1976.  During
this period, Mao became distrustful of the establishment and sought to “rekindle the spirit
of the Long March” and ended up throwing China into state of permanent revolution.
The country became extremely isolated and cut off its ties with the rest of the world.
Deng Xioping was denounced and sent to the countryside in 1966, where he lived till
Deng’s death.  When Mao passed away Deng became the new leader of the CCP (after a
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two-year power struggle). Deng continued as the leader of the CPP till 1993 when the
CPP Jiang Zemin become the head of state as well as the party leader. Overall there has
been considerable political stability in China. The only notable exception has been the
Beijing Tiananmen Square massacre of anti-government protesters in 1989.

Economic Framework

China’s economic growth began about 20 years ago under the leadership of Deng
Xioping.  Deng was known as for his pragmatism and did not hesitate to use the market
reforms as long as they did not weaken CCP’s control of the political system.  The Great
Leap Forward and the Cultural Revolution had inflicted lasting damage on the economy
and 60% of the population lived below the international poverty line in 1978.  Deng set
out to transform the economy through central planning and economic reforms.  He knew
that in order to restore the legitimacy of the CCP and the government, the new economic
policies must deliver material improvements to the lives of the Chinese people.

The first area of reform was the agricultural reform. He followed this up by
reestablishing ties with the international markets. During the time China was going
through a period of Cultural Revolution other Asian economies had prospered through a
strategy of technology import and export promotion. Deng developed reforms to lead
China into this model. China set up Special Economic Zones in 1980, where foreign
direct investment was allowed and companies could operate with fewer restrictions.
Foreign Trade Corporations (FTC), which were licensed to conduct international trade,
were also established and the number of FTCs grew from 12 in 1979 to over 10,000 in
the mid 1990s. Another set of reforms liberalized the restrictions on foreign currency.
Through these reforms, exports grew from $ 11 billion in 1978 to an expected $ 154
billion in 1996.

Economic growth in China soared to unprecedented levels under Deng’s
leadership. In the 1990s, China was considered one of the fastest growing economies in
the world. Real GDP growth in 1993 and 1994 was 13.7% and 12.7% respectively, much
higher than the growth rates of the Asian Tigers (Exhibit 4). South Korea’s real GDP
growth rate between 1993 and 1995 ranged from 5.8% to 9.5%, while Thailand’s and
Malaysia’s growth rates were approximately 8-9%. China’s high growth rates, as well as
the potential size of the market makes the country attractive for foreign investors.

Although China has grown remarkably in the past 20 years, the country still needs
to undergo many more reforms. The recent Asian economic crisis highlighted many of
the structural problems and weaknesses of China’s economy, particularly in its banking
and financial system. China’s state-owned enterprises (SOE), remain very inefficient and
unprofitable. Moreover, as the SOEs perform many of the socialist functions, the
People’s Bank of China pressured local banks to extend credit to SOEs. As a result,
excessive credit and bad loans have soared. By the mid-1990s, 70% of loans granted by
state-banks were to SOEs. The Chinese government estimates that loans equaling 8-10%
of the GDP would have to be written off, but international analysts say claim that the
figure is closer to 25-35% of GDP.
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Financial Incentives

Since 1978, China has actively sought foreign manufacturing investment and
technology.  More recently, following Deng Xiaoping's celebrated trip to South China in
early 1992, China started a series of "experiments" to allow limited foreign participation
in service sectors and placed even greater emphasis on attracting higher technology and
infrastructure investments.

Five Special Economic Zones and designated cities promote investment with
unique packages of tax incentives.  In recent years, Chinese authorities also established a
number of free ports and bonded zones, as well as locally-organized "development
zones."  Incentives are not automatically conferred upon foreign investors, who must
apply and sometimes negotiate for these benefits with the relevant governmental
authorities on a case-by-case basis.  The incentives available include significant
reductions in national and local income taxes, land fees, import and export duties, and
priority treatment in obtaining basic infrastructure services.  The Chinese authorities have
also established special preferences for projects involving high-tech and export-oriented
investments.  Priority sectors include agriculture, transportation (highways, harbors,
railways, airports), energy, metallurgy, and the "pillar" industries of construction
materials, machinery, petrochemicals, automobiles, and electronics.  China encourages
reinvestment of profits.  A foreign investor may obtain a refund of 40 percent of the tax
paid on its share of income that is reinvested in China for at least five years.  Where
profits are reinvested in high technology or export-oriented enterprises, the foreign
investor may receive a full refund.

Overall, China had been very successful in attracting foreign investment and was
of the top destinations for foreign direct investment in the world. There were a number of
prominent multinationals companies operating in China by 1995. Among them were
Procter & Gamble, Texaco, Chevron, Motorola, Volkswagen, Siemens, Alcatel etc.
While China had been able to attract a number of foreign investors, the investors still
complained of substantial bureaucratic delays in the approval process for foreign direct
investment. The other major risk for the foreign investors was the legal and regulatory
system of the country. Most investors complained that the legal and the regulatory system
were not transparent and that the enforcement was inconsistent.

VSAT manufacturers have found that deeper penetration of the Chinese market
can be achieved by forming joint marketing agreements with local partners.  Gomex has
formed an agreement with the Commission of Science, Technology and Industry for the
National Defense (COSTIND).  The commission is both a Gomex customer and a reseller
of Gomex technology throughout China for its VSAT technology, which targets China's
three main satellite markets-rural telephony, Internet service and distance learning.

Infrastructure
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Transport:  China’s inadequate transport system constitutes a serious obstacle to
future economic growth, with virtually every facet of it already run to capacity.  The
backbone of the system remains the railway, which in 1995 carried bulk of the cargo and
passengers in the country.  The railway network is congested and overloaded for both
cargo and passengers.  The road network has also failed to keep pace with a rapid
expansion of the number of cars on the roads.  By the end of 1995 China had 10.4 million
passenger road vehicles, an increase of 14% per year since 1990.  The length of the
highway network, however, had increased by only 2.4% per year over the same period, to
1,115,700 km.  The government has been making an effort to improve the transport
systems and is constructing a number of new railway lines.  At the same time the
government is also aware of deficiencies with its road network and is in the process of
improving the road infrastructure. Lack of infrastructure ensures continued growth in
VSAT demand in remote areas.

Telecommunications:  There is a parallel boom in telecommunications, although
having a telephone at home remains a privilege, enjoyed in 1995 by only one household
in every 20.  The number of telephones has risen quite markedly, to 20 for every 1000
people in 1995.  In 1994 China launched its first commercial satellite, APSTAR 1, owned
by a consortium of Chinese state enterprises and Thai, Hong Kong and Singaporean
interests.  Since 1984 China has launched satellites for foreign operators.

Energy provision:  China is rich in energy resources, but they are not being
developed fast enough to keep pace with demand and power cuts are common.  China is
the world’s largest producer of coal, which is still the most important source of primary
energy, providing about 70% of total output.  The government is encouraging foreign
investment in the power sector and this likely to improve the demand-supply situation in
the long run.  However, for the next few years power is likely to remain in short supply.

Given China's demand for basic telephony and data services, along with the
benefits of satellite communications for both service providers and subscribers, the
technology is set to launch into a prominent position in the country's telecommunications
market.

India

Political Environment

India’s history of foreign rulers, ranging from the Mughals to the British, resulted
in the country’s quest for self-sufficiency and freedom from foreign influences after its
independence from Britain in 1947.  A strong nationalist movement developed in the first
half of the twentieth century.  Central to this movement was the Indian National Congress
party, was led by Mahatma Gandhi and Jawaharlal Nehru.  In 1947, India became the
world’s largest democracy.  This newly unified nation faced many political challenges,
partly stemming from its cultural, linguistic, and religious diversity.
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The Congress Party held political power in India, without challenge, for 30 years.
Starting with Nehru, Congress party leaders include Indira Gandhi, Rajiv Gandhi, and,
most recently, P.V. Narasimha Rao.  This party’s political dominance has existed along
with bouts of political corruption and ethnic/religious violence.  The most pressing
political challenges include Hindu-Muslim tension amidst growing Hindu nationalistic
sentiments, on-going conflict with Pakistan, and the Indian government’s involvement in
a civil war between Tamil groups (Tamil Tigers) and the government of Sri Lanka.5

Opposition parties, such as the Bharatiya Janata Party (Hindu nationalist), communists,
and socialists, are beginning to challenge the Congress Party’s hold on power.  Despite
these conflicts, India enjoys legal stability.  The judiciary is relatively independent; its
legal system is based on English common law.

Corruption has been a consistent theme, as the 1995 prime minister election was
held in the wake of what has become known as the Jain hawala (money-laundering)
scandal, during which politicians lost their traditional cloak of immunity for the first
time.  In November 1995, under directions from the Supreme Court, the Central Bureau
of Investigation charged scores of politicians including several prominent ministers of the
Rao cabinet, the leader of the BJP, and several other opposition stalwarts for receiving
bribes from agents of foreign companies and money-launderers.

The onset of elections brought into the open the growing discomfort of Indian
business with the unrestricted entry of multi-national corporations. Indian firms are
feeling the pinch of competition, especially in consumer durables and consumer products.
Leading industry associations such as the Con-federation of Indian Industry and
Federation of Indian Chambers of Commerce and Industry are seeking: restrictions on
MNC entry in consumer goods, in certain services such as telecoms and aviation; well-
defined limits on foreign equity; greater discrimination in approval for wholly foreign-
owned subsidiaries; and greater transparency in foreign investment approvals. They
found support during the election from both right-wing parties espousing Swadeshi (self-
reliance) and the traditional leftist parties. It is considered unlikely that any government,
coalition or not, will reverse the reform program; rather, the question is one of the speed
of implementation and degree of enthusiasm for opening up to foreign investment.6

Economic Framework

Years of foreign domination prompted the Indian government to follow closed-
economy, protectionist policies.  Impressed by the Soviet Union’s rise to military and
economic power, while avoiding foreign influence, investment, trade, and aid, Nehru
established an economic strategy of import substitution and planned developed.  His
means to achieve these goals were state investment and industrial control.  India followed
a path toward self-sufficiency; outflow of foreign exchange was limited while domestic
production of previously imported goods was encouraged.  The government nationalized
the financial sector and maintained close control of the capital markets.  In addition,
extensive use of licensing was the government’s way of controlling output, avoiding

                                               
5 “India in the 1990s,” Harvard Business School case 9-795-119.
6 The Economist Intelligence Unit Limited 1996, ILT November 1996.
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duplication, promoting exports, and limiting competition.7  An extensive and hierarchical
bureaucracy hampered economic activities.  For example, significant time and resources
were wasted in carrying out routine activities, such as securing licenses.

Macroeconomic factors are not stellar, yet they are improving.  India’s budget
deficit for 1994-1995 was 6.7% of GDP, a figure in excess of the 6.0% target.  A
widening trade deficit threatens to devalue the Indian rupee.  Foreign debt remains
significant, yet “efforts to restrain the growth of external debt have borne fruit:  the ratio
of external debt to GDP has declined from 34% in 1991-1992 to 31.1% in 1994-1995.8

Although India had maintained its self-sufficiency, its industries remained
uncompetitive by international standards.  In addition, the majority party had led India to
reform its economic policies and increase transparency.  The 1991 reforms included
“deregulation of most domestic industries, removing licensing requirements, and
permitting foreign and domestic firms far more independence in investment and
marketing decisions.”9  Once shunned, foreign investment was now seen as an integral
part of India’s journey to international competitiveness.  The July 1991 policy “permits
automatic approval for foreign equity investments of up to 51 percent, so long as these
investments are made in one of 35 ‘high priority’ industries.”10  The government
especially welcomed foreign investment in areas such as telecommunications and
technology, where it felt needs could not be met domestically.  Current trends favor
privatization of exiting public enterprises; despite nationalizations in the early 1970s,
expropriation risk is minimal.

Financial Incentives

The government has established certain incentives to encourage investment.
General incentives include:

• Industrial undertakings, approved hotels and ships beginning operation after
March 31, 1990, are exempt from income tax on 30% of the profits earned during
the first ten years of operations (12 years for those in the co-operative sector).

• Research and development expenses, including capital outlays other than for land,
are fully tax deductible in the year incurred.

• Income received from a foreign entity and brought into India in convertible
currency by professionals such as artists or technicians is exempt from taxes to
the extent of 75% of the amount repatriated to India within six months of the end
of the year.

In addition to general incentives, projects in certain industries (power generation,
petroleum, software, construction, and factory-servicing sectors) receive specific
incentives.  Tax incentives and subsidies are also given to companies that set up

                                               
7 “India in the 1990s.”
8 1996 Country Commercial Guide: India, U.S. Department of State.
9 Ibid.
10 Ibid.
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operations in target states (usually underdeveloped or rural states) or areas that have been
designated for certain projects or industries.11

Infrastructure

As it moves toward development, India faces infrastructure challenges.  Its
inadequate infrastructure constrains economic performance.  Despite the Indian
“government’s efforts to increase electricity generation, output remains 9-10 percent
below demand.”12 While enjoying a large railroad network, maintenance of transportation
infrastructure is substandard.  Telecommunications services are inadequate and
unreliable.  With a population of 900 million people, teledensity is just one telephone per
hundred people.  India is now looking abroad to fill this need.  In May of 1994, the Prime
Minister announced that “foreign telecom firms would be invited to participate as
minority partners in offering basic telecom service to Indians.”13  Due to the plethora of
opportunities, “leading U.S. telecom companies like AT&T, Bell Atlantic, Northern
Telecom, Pacific Telesis, Motorola, Nynex, U.S.West, Hughes, Sprint, Qualcomm, and
others, in collaboration with their Indian partners, are fiercely competing to enter this
market.”14  Other international competitors include Telstra (Australia), British Telecom,
Siemens, Ericsson, Fujitsu, and Bell Canada Enterprises.

Next Steps

After reading the proposals, Angela had a good feeling that Brazil was the best
choice because of the cheap shipping cost, low average tax rate, and highest NPV.
However, she knew that she would have to account for the riskiness of the cash flows.
Her new MBA assistant suggested that she also look at inflation risk, currency risk, as
well as political risk and other emerging market country risks. The MBA knew that the
ICRG compiles a rating system that measures risk in certain countries. Traditionally,
Angela evaluated project NPVs by building all of the project risk into the cash flows.
She then used the firm’s typical hurdle rate of 13% to discount the cash flows. She didn’t
want to double count outside risks, but she was concerned that projects in such volatile
markets might require a higher discount rate. However, in other foreign investment
projects, she had always used a conservative discount rate such as WACC and calculated
cost of equity using CAPM. The results of her DCF analysis supported selecting Brazil:

Table B: NPV Analysis of Each Candidate Site

                                               
11 The Economist Intelligence Unit Limited 1996, ILT November 1996.
12 1996 Country Commercial Guide: India, U.S. Department of State.
13 Ibid.
14 Ibid.

Country NPV ($million) Discount Rate
Brazil 21.0$                13%
China 19.1$                13%
India (5.0)$                 13%
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She noted below the main differences in the cost structure for each site. For the
NPV, Angela was concerned about the probability of actually receiving a government
subsidy given the tax rates and how large it would be.

Table B: Differences in Tax and Subsidies Across Countries

With these three proposals now in hand, Angela had only a few days to analyze
the results prior to their presentation to the Board of Directors.  It was critical for Hugo’s
competitive positioning within the VSAT market to make the right decision. As she went
off to lunch she wondered how the Board would react to building a new plant in Brazil.
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Country

Avg. 
Tax 
Rate

Standard 
Deviation

Maximum 
Tax Rate

Fixed Tax 
Credit

Floating 
Credit

Standard 
Deviation

Brazil 25% 20% 50% 60% ---- ----
China 28% 5% 36%  ---- 80% 10%
India 35% 10% 50% 60% ---- ----


