TRANSPONDER AGREEMENTS
I. Intreduction.

Although transponder agreements are of utmost importance to the
space industry, especially to the telccommunicstions sector, they have not
yet been given much artention by space law scholars. Furthermore, these
contracts involving tansactions for over millions of dollars zre someatimes
negotiated and drafted by non-oulér space atlorneys.

This article intends to snalyze differont sgreements concerning
satellite transponders with a view toward providing a basis for [urther
discussion @nd analysis of unresolved issuss.  Since most of these
aprccments are governed by Unitéd States law, special reference will be
made to US. legal and (ax rules,

1. Transponders

Basically, -a satellite commumications syslem is made up of (1) a space
segment and (2) a ground segment. In general, the ground segment is used
for establishing communication with the satellites by transmitting and
receiving signals by means of equipment locsted on earth, whether fixed or
mobile. The ground segment consists of the earth stations, the terrestrial
distribution and the network control facility. Earth stations in their most
common configuration wuge an antenna system with a solid dish, a

s The first potentlal sita is :east of tha metrapalitan Phoenix ercz. The

zecond i¢ located berwesen Thocnix snd Tucsom. The thind 15 situsted southwest af
Tucson. Al of these potentinl sites are less than two hours drive from 2 mejor
population center,

Al




36 JOURNAL OF SPACE LAW Vol. 24, Mao. 1

microwave feed, a pedestal, and eguipment for adjusting the dish
orientation.!®

The space scgment may gomprise one or severzl satellites, which in
turn may each have aone ar geveral trapsponders. As regards
communications satellites, their space segment includes the following
subsystems: (i) antennas: (i) communicalions; (iii) telemerry, tracking and
command: (iv) electric power; (V) thermal control; and (vi) secondary
propulsion.!® The most important subsystem and the most relevant lo this
article is the communications Ssubsyslem.

Signals transmitted from the Earth (uplink phase) are reccived by the
satellite antennas at a certain bandwith. These signals, which may include
television, telephone, facsimile, and digital information, are processed and
ehanced and then re-transmitted back to carth (downlink phase) through
the transmitting entennas, generally at 2 different bandwith 19 prevent
interfercnce. The whole process of a repealer, including all the equipment
which process the signals from the exit from the receiving antenmas up 10
the entrance to the tramsmitting antenngs is kmown 2s transponders.\?

In general, & communications subsystem  consists of many
transponders, whose number depends on the design of the satellite. In the
Federal Communications Commission's words, a transponder i the device
on a communications satellite which amplifics and relays transmissions
hetween 'tramsmit' and ‘recelve’ earh gtations. Transponders  were
conceived in order Lo increase the capacity and transmission power of the
gatellite by segmenting the brosdeast spectrum  inta several (transpondear)

units.'8
Iif, Main Agreements
Although the most freguently used legal instrument regarding

transponders  is the [lease Agreement, other copmacts @re glga  used,
depending on the needs of the operator. Indeed, a gatellite operator may

15 EMANULL FTHENAKIS, MANUAL OF SATHLLITE COMMUNICATIONS 21

(McOmaw Hill, 1984).

16 RODOLFO NERI VELA, SATELITES DE COMUNICACIONES 27 (McGraw Hill,
1991). The antennss are used Lo gend and trunsmit sadiofrequency signale. The
telemstry, tacking end command crations are mesnt (o follow the satellite, gnd to
exchange informadon with the Esrtli. Solar energy is the main eource of power im
communications satallites. Energy from the fun is converied o electricity and
stored in bareries’ to provide emcrgy 10 the sateltite while it ls in the earth’s
shadow, The thermal conmal subsystem zims &t reguluting the temperatore of the
whole sysiem and the secondary propulslen s desipned (o keep and correct the
position of the sutellite.

17 RODOLFO NER! VELA. supra note 2, at 31.

18 =Communications Satellite,” Microsuft (R) Encerta. Copyright (¢} 1994

Microsoft Corp., Copyright (¢) 1994 lunk & Wagnall's Cerp.
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also Tesort 10 Purchase Agreemenis and Sales and Lease Baock Confracif,

apmeng other Arrangements.

The decision to opl between these different legal alternatives is
dependent on the financial necessities and possibilities of (he operater
rather than on strict legal issues. Thus, the Purchase Agreement provides
the operator with funds sodner than & Lease Agreement, However, the sale
price will usually be lower than the aggregate amount the operator mAay
collect under @ Leage contract Tudeed, the proceeds of a sale of
trangponders may aid the operator 10 Pa¥ off the liabilities incurred 10
connection with the purchase of the satellita, its launching gnd insurance
al a much earlier stage. Such costs usuglly range from approximately 5140
wa 200 miltion.!¥ For the customer, the purchase of & transponder MEAns
the assurance of 2 ctable price and supply.

Another possibility for the operator confronting the cosis associated
with the purchase and lsunch of & satellite is 10 obtain financing through
Transponder Sale and Lease Back Agrfsmcnr.:.“ Under these agreements
the opsrator sells geveral transponders 10 banks or other financial
imstitutions with the view towards recovering part of the investment made
and to obtzin funds 10 operate and market the satellite capacity without
losing conirol of the transponders.

[t is worth adding that another category af agreements related Lo
transponders iz Marketing Agreements, These are arrangements between
the satellite operator and a marketing firm o commiercialize the satellite
facilities, specializad marketing skills and experignce in space business
gre essential for the successful commercialization of transponders.. Im
order to fulfill this fagk the operator maay decide to market the gatallite
capacity bY gl - - usually through another divigion or 4 related
company = = Of it may rely on the gervices of highly specialized marketing
firms. In the latter case, a careful draftmg of the Marketing Agreement
becomes of fundamental importance for the satellite operatar.

Iv. Lease Agreements

Transponder least agreements may pe defined ax the understanding
between the operator and the customer, under which the former agress 10
provide trensponder capacity in 2 communications satellite and render
services which permit ai acceptable use of such capacity by {he customer
in consideration for 4 periodic payment of a stipulated price.

Az pointed out DY Craig Eadie2! despite of its denomination, the
lease pgresment belongs 10 {he category of service supply contracls, and no
contral or possession eVEr passed 10 he lessee. The operator may be the

19 Av. Wi, & Seace TeCH. 22 (Jan. 20, 1992).

20 PAMELA L. MEREDITH & GIORGLE 5. ROBINSON, SPACE LAW: A CASE STUDY
FOR THE PRACTITIONER 15 (Maxtinus Nijholf. Derdrecht, 1992).

21 Cralg Eadie, Satellite Trantponder Agreementi, | TeLEcoMM, & SPACE ). 313

{(1994).
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owner of the satellite or it may bec a lessee with full power to subleaze Lhe
ransponder capacity granted by the satellite owner in their underlying
contrect.

The Lease Agréement may be executed either before the satellite is
taynched ar once it has been placed in the geostationary orbit. In the first
case, the comtract will become effective when the satellite on which the
transponder  in question is located becomes operational, f.e., when the
sarellite is ready to provide commersial service. In the latter altermative,
the parties 1o the agreement may designate the beginning of the contract by
focusing on the necessities of the user.

The end of the term of the Lease Agresment may be any period agreed
by the parties. Under no circumstances should the term cxceed the life of
the satellite as warranted by the operator. This has given rise to disputes
and litigation. Tndeed, in 1984 Western Union sold four transponders 1o
Public Broadeasting Service (PBS) warranting that each had at least a ten-
year life. However, before the warranty expired the satellite (Westar IV)
consumed its fuel faster than s calculated by the manufacturer of the
satellite, Hughes Aircraft Co2? Public Broadeasling Service demanded the
payment of compensation from both Western Union and Hughes, While the
satellite operator settled the claim, the manufacturer informed PBS that it
would not honmot it, and thus PBS subsequently filed suit agdinst Hughes.?

The Lease Apgresment should foresee different alternatives 1o
termination in the event of technical failures of leased transponders. A
transponder always has redundant equipment, i.e., devices which have the
same functions. They are installed so that in the event of a failure of one
of them, another one may be put into work without affecting the
performance of the transponder.  Thus, the sagreement generally specifies
that in the event of a fallure in the equipment of the transponder, the
operator is mot liable to the cusiomer if the transponder can continue (0
work with a redundant device.

In order to assure the continuance of service in the case of
transponder failure the operator could also choose to replace the whole
transponder with & reserved one, lLe., a transponder  which is not
operatiopal unless switched into service by the operater. This may be
implemented either by a specific provision in the Agresment whereby the
lessor undertakes to replace the transponder in the case of a total failure
to operate, usually as the sole remedy. or by the lessor's undertzking to
pravide for transponder capacity instead of designating a specific
transponder in the Lease Agreement, so that it can change the lessee's
transpander for amy reason or for oo reason at all. Thus, if ome
transponder fails, or for any other reason the operator needs it, such as for

22 This dispute arose out of a Furchase Agresment. See Phillip D. Bastwick,
Liability of Aerospace Manufecturers: MaePherson v. Buick Sputters into the Space
Age, 22 1. Space L. 89 (1994).

23 Public Broadcasting Services v. Hughes Aircraft Co, CA No. 90-0736 WDK
(Bx) (C.D. Cal), quoted by Fhillip D. Bostwick, supra note B, a1 B9,
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te-allocating it to another user, the operator will be able to replace this
transpondsr with a spure one, provided of course it assures the user the
conditions agreed to for this gircumstance inm the contract. Meedless lo say,
repair work of a transponder in outer space, although technically feasible,
is unthinkable from a financial stendpeint, at least at the present stage of
technology.

The Agreement should provide for the priorily in the re-allocation  of
capacity among different customers. In this respect, there we different
contractual categorics of customers in the Lease Agreements. Indeed, the
highest rank in the priority scale is for customers with protected status.
Customers without such status are designatéd as pre-emptible  eustomers.
Protected users are entitled to re-allocation of transponder capacity in the
event of loss of facility even to the expense of other custumers. ad

Another key issue in Lease Agreemcnts is the provision for dealing
with the operator’s possible loss of its license to aperaie the szatellite.
Such loss would trigger off the termination of the Lease Agresment.
Generally, termination due 1o the loss of the operator’s license or other
events which do mot occur through any negligent act or omission on the part
of the operator do not entitle the customer to receive payment of damages or
any other compensation. It must be pointed out, however, that the validity
of these clauses has mot yel been tested in any court

Other provisions usually found in a Lease Agreement concem other
rights and cbligations of both the custamer and the operator, such as the
operator's conveyance lo the lessee of the rights to use the frequency
associated with the tramsponder, and the possibilily or impossibility of the
lessee to assign transponder capacily to third parties. Additionally, each
party represents and warrants fo the other that it has obtained all
authorizations, permits, and spprovals from international, federal and
local authorities, to exscute the agreement and to cenduct its business as
agreed in the contract.

V. Transponder Purchase Agreements

A Transponder Purchase Agreement constitules an uniderstanding by
the seller and buyer, whereby the secller conveys to the purchaser, for
valuahle consideration, ownership and title of a specific transponder,
including equipment installed expressly to deliver in combined form the
apgregate communications signals from and to the receive and transmit
sntenns feed arrays on the satellite. Indeed, by wvirtue of a Purchase
Agreement, in contradistinction with a Lease Agreement, the buyer of 2
transponder acquires Jull e 1o specific, phystcal facilities, assumes
risk of loss, enjoys the tax consequences of ownership, gnd has authority- to
convey, lease, assign and encumber its designated ownership interest.?’

24 Craig Eadle, rupra note 7, st 319.

25 Domestic Fixed-Satellite Transponder Sales, Memorandum Opirion, Order
and Anthorization, 90 FCC 2d.1238 (1982). See STEPHEN GOROVE, UNITED STATES
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Essentially, @ purchase =greement entails an alternative method of
obtaining significant capital necessary to underwrite the cosie of satellite
system development, launch and operation.

The Purchase Agrcement stipulates that the seller transfers 10 the
buyer the rights of access to use (he [requency associated with their
transponder, However, as pointed out above, this right does not differ from
the one cooveyed to the user under a Lease Agreement. In all purchace
agreements, the seller maintains the operation of the telemetry, tracking
and control subsystems of the satcllite,® and is responsible in general for
tie operaton of the satellite in orbit

A frequent altermative in a Purchase Agraement is the possibllity of
aequiring a protected transponder. Indeed, in the event the designated
transponder fails during the warranted period of life, the seller  will
replace it with = spare transponder on the same satellite; ‘This does not
mean, as in the Lease Agresments, that the operator merely provides
transponder capacity and service rather than sctual ownership rights on a
determined transponder. On the contrary, thé purchaser does scquire full
title and ownership rights of a specific (ransponder.  However, if the

; transpender  does mot meet the agreed performance in any moment during
its life, the seller will substitute it with another ome, in which the buyer
will again hold proprietary interest. So long as these spare transponders
arc nol in use;, the seller may allocate them to a user under a Lease
Agreement on o pre-emptible basis as explained above.

Simultaneously with the execution of the Purchase Agresmenl, the
seller - - the operator of the satellite - - may enter imto a Service
Agreement for the proper maintenance of the satellite during the warranted
period of the transponder’s life.

In the United Siates of America, a5 a result of the scarcity of satellite
capacity in the early 19803, several corporations, i.e., Western Unicn
Telegraph Company, RCA American Communications, #nd Southern Pacific
Communications Company, sought authorization from the Federal

| Communications Commission 1o enpage in lransponder sale transactions.??
Thus the FCC issued a notice in February 1982 inviting public comment on

the requests.2®

The partiés opposed to the iransponder sales contended that sale
transactions weré inconsistent with the common carrier obligations and
that the domestic satellite licensee would obtsin supra normal profits, thus
limiting the transponder access to only those customers who could afford
above-the-market prices. This was argued to be inconsistent with the
provisions af the Federal Communications Act of 1334,

b B vl e L S
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SPACE LAW- NATIONAL AND INTERNATIONAL REGULATION (Dcesna, Binder II, LAS.
- (&-a), al & (1593).

26 Cf. supra note 2.
27 Cf. supra ote 11, at 2,
28 Domestic Fixed Satellite Transponder Sales, 88 FCC 2d. 1419 (1982).
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: Nonetheless, the Federal Communications Commission found that the
B ansponder sale proposals presented 2 positive market developmient that
¥ ould splignce the provision of satellite services 1O the public and that
ihese \ransactions were consistent with the public interest and all
utstanding  legal and regulatory policy 2% Therefore, the Commission
iianted suthorization 10 provide noncomuion carrier service by meams of
¢ sale of wransponders 20

As to the tax treatment of transponder sales, it must he pointed out
that In the United States the Federal Congress enacted in 1988 specific
legislation conceriing  space gcrivitics  applicables W trunspander
rransactions.  Indeed, section 863 of the Internal Revenuc Code dealing
with special rules for determining source of income naw prescribes  that
space getivities perfarmed in Outer Space are to be deemed to be performed
within the United Stares. This means thal income derived from space
activities is taxed as U.5.-source income, and expenses arising from such
aotivities maoy be deducted pursuant to the provisions set forth for U.S.
income deductions instead of being deducted according to the set of rules
governing putbound-income deduction3! Additionally, the purchaser of a
transponder is entitled to use the depreciation method established for
A satellites by section 168 of the Internal Revenue Code, which allows, for
i tax depreciation purposes, the recovery of the ©osl of the satellitc in a

period shorter than the satellite's life”?

= m

VI. Salas and Lease Back Contracts

As pointed oul above, the Sales and Leaze Back Contracts offer the
satellile owner an alternative 10 finance its investment, These agreements
are arrangements made by the satellite operstor and & pank or a financial

29 Gf. supra notz 11, at 24.

' 30 The FCC thus overturned graditlonal  comman  cRrTier policy. Prior to its
decision, howsver, the Federal Communicetions Commizgion had long permitred
companies o lease whaole tmneponders on @ gatellite, by maintaining the fiction of
common  carriers Wwith respect to the owner of the enlire satellite. MATHAN D.
GOLDMAN, AMITRICAN SPACE LAW {58 {lowa St Univ. Press 1588).

£l Said scction 883 provides es follows:

*(d) Sourze rules for space and cermin ogean eclivitize

(1) In gencral. Except as provided in regulations, aeny income derived
from a space or OCean activity - (A) if derived by a United Siotes person, shall be
sourced in the Uniled Siates. and (B) if derived by 2 person ollisr than & United
Suates person, shall be sourced outside the United States. (2) Space or ocean
zctivity. Por parposes of paragraph (1) - (A) [n gencral. The term ‘gpace or negan
activity’ means - (§) any activity conducted in space, and (H) any activity
conducted on of under WALEr ®ot within the jurisdiction (as rccognfzed by the
United States) af n foreign county, possassion of the United Swtes, or the United
Srates. Such  lerm includes  amy actvity conducted in Anmrctica.” (Emphasis

added.)
32 PAMELA L. MEREDITIH & GEORGE S. ROEBINSON, supra natz 6, &1 15.
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Institution by means of which ihe satellite operator sells one ar several
transponders to the bank or  financial institution end simullaneocusly
leases the transponders back for its own use. QGenerally, this includes the
possibility of subleasing the (ransponders so fransferred.

As in any other sale and leaseback contract, the main ohjective for
the eatellite owner's execution of the agreement is to free cosh in the
gmount of the purchese price peid by the bank (o cover the satellite
owner's necessities. Such needs include the payment of liabilities
incurred in compection with the manufaciure and deployment of the
satellite, as well 25 the costs for the immediate future marketing and
operation of the satellits.

The Sales and Lease Back Agreement is comprised of two separale
agresments: (i) 2 sales contract, and (ii) a lease agreement. By means of the
sales comtract the satellite operator conveys to the bank the ownership of
certain transponders for a fixed price, The lease agresment, which Is pant
of this transaction does not resemble the Transponder Lease Agreement
analyzed above since it does not constitute a service supply agrecment,
The bank leases back the scquired transponders to the former owner who
can exploit them commercially. Thus, the bank will nat provide any kind
of technical services. Although the lease actually follows the sale, both
contracts are conecived and agrecd to as part of the same tronssction.

A key issue which has to be borne in mind while drafting Sales and
Lease Back Contracts is that the bank should grant the satellite owner the
right to sublease the wansponders to any third party, This is advantageous
for both parties, sgince it fosters the satellite owner's obtention of funds,
which will consequently enable the owner to meet the obligations incurred
with the bank.

VII. Conclusions

Choosing between the different types of trensponder apresments
depends largely oo the financial needs and possibilities of the satellite
operator. As in any other major tramsaction, tax implications sare of great
importance. Each typs of contract enmails different tex consequences,
which should be carefully considered before emberking on a project of this
nature.

Merket fluctustions concerming satellite manufacturing costs, general
satellite capacity and demand of communications services also  influence
the decision to elsct the best type of agreement far each gimarlon. In
addition to the coniracts znalyzed above, marketing agreements also entail
an essentinl aspect of trangponder transactions,

Julian Hermida'

= Antorney at Law, Asorey & Nevarmine, Bucnos Alres, Argentine; Specialist
in Aviation and Space Law (INDAE), Member: Ameérican Har Asggociation,
Internntional Bar Associztion.
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