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! Introduction to PFI Projects

1. Background of PFl Projects

== Concept of PFl Projects

A Private Financial Initiative (PFI) project is defined as a project which encourages the private sector
to invest in developing/operating infrastructure (such as roads, harbors, railroads, schools and
environmental facilities) or Social Overhead Capital(SOC) that are traditionally built and operated by
the government. These projects are designed to promote and utilize the creativity and efficiency of
the private sector by expanding its participation in government projects. A country’s infrastructure
lays the foundation for its economy and thus is a critical factor in improving a country’s international
competitiveness. Investments in infrastructure lead to job creation, income growth, local developments,
and technological growth as well as to indirectly support production activities. Infrastructure is typically
developed, operated and managed by the public sector. In that sense, involvement of private capital
on infrastructure development is a big shift in the paradigm of infrastructure development traditionally

led by the public sector.

m= Necessity of PFl Projects

In recent times, many countries, including Korea, have found a growing need for social welfare, which
has thus led to an increase in budget for welfare but a decrease in budget for Social Overhead Capital
(SOC). However, public demands for infrastructure development are rising as quality of life improve
and thus it becomes necessary to find a way to continuously secure funding to increase more SOC.
Under the circumstances, private investment could overcome the budget shortage and also provide
high-quality services to meet public demands. In addition, creative and efficient management by the

private sector could reduce public spending on infrastructure.
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| . Introduction to PFI Projects

Figure 1. Public Welfare Budget as Percentage of GDP(1980-2009)
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Source: OECD(2013), Social Expenditure Database(SOCX)
Note: National aggregates for 2010-2012 and estimates for 2013

2. Structure of PFIl Projects

»= Characteristics of PFI Projects

© Private Sector as Developer and Operator of Infrastructure for PFl Projects

The PFI project allows the private sector to directly build and operate various points of infrastructure
by attracting private investors to key areas which would benefit the most in terms of efficiency and

creativity from the assistance of the private sector.

o Special Purpose Companies (SPCs) Established to Implement PFl Projects

A Special Purpose Company (SPC) is a legal entity founded to be responsible for the PFI project’s
construction and operation. The private sector invests in the SPC (which aims to conduct the PFI
project) and obtains its returns on investment (ROI) from the profit accrued through the operation
of these projects. The private sector participates in the project by providing stocks and loans while
the SPC returns dividends and interest derived from the operation of the infrastructure in proportion

to the invested capital.

10
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| . Introduction to PFI Projects

== Participants of PFl Projects

The PFI project is established by an implementation agreement between the private and the public
sectors. When the SPC completes the infrastructure construction using private capital, the managing
authorities grant the SPC operating rights over a certain period. The participants of the project consist
of the management authority and the SPC mostly including the construction companies, the financial
investors and the operating companies.

o Special Purpose Company(SPC)

The SPC is not a public agency. Rather, it is a legal entity established for implementing a project
after it acquires a right to develop infrastructure by the managing authority. Typically the SPC consists
of a design company, a construction company, financial investors and an operating company that
respectively are responsible for their own duties for the project. The design company draws the concept
design or master plan. The construction company pays in the initial costs of the project to acquire
partial equity ownership of the SPC and to secure the construction rights. The financial investors play
two roles: they provide capital through equity participation to receive the dividends and loans to earn
the principal and the interest. The operating company is responsible for running and maintaining the

structure effectively and efficiently.

o Managing Authorities

The managing authorities are the chairpersons of the public administrative organizations responsible
for the PFI project. The minister of each ministry and the president of each local government are
entitled to become managing authorities. These officials are entitled to approve the proposed project
based on the project plan, results of the feasibility studies, accordance with the official mid to long
term plan and considering precedence among suggested projects. In addition, the managing authorities
are responsible for the overall management of the PFI project including the approval of its

implementation plan and operation.

Figure 2. Participants of PFl Projects

Professional Operations
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Investment ‘T Right of Infrastructure ~ Dividends/
Operation Principal & Interests

Capital Investment

i — —
- i —
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| . Introduction to PFI Projects

3. Types of PFl Projects

== Introduction of PFl Project Methods

The PFI projects can be implemented in the following various ways. Among them, the BOT and BTL

methods are the most widely used.

Table 1. Methods of PFI Projects

Classification

BTO
(Build-Transfer-Operate)

Description

The ownership of the structure is transferred to the central or local government immediately
after the construction of the structure is completed. The government then grants the SPC
operation and management rights over a certain period.

BTL
(Build-Transfer-Lease)

When the structure is completed, ownership of the structure is transferred to the central
or local government. The SPC is granted rights to operate and manage the structure over
a certain period. However, the SPC also takes a lease on the structure to make a return
on their operations during a fixed period set by agreement between the government and
the SPC.

BOT
(Build-Operate-Transfer)

The SPC is allowed ownership of the structure for a certain period after the structure
has been completed. When this period has expired, structure ownership is transferred to
the central or local government.

BOO
(Build-Own-Operate)

As soon as the structure is completed, the SPC is granted complete and permanent
ownership of the structure.

BLT
(Build-Lease-Transfer)

After the structure is completed, it is leased out to the SPC for a certain period of time.
After the lease has expired, ownership of the structure is transferred to the central or
local government.

RTO
(Rehabilitate-Transfer-Operate)

After renovating/expanding the existing infrastructure owned by the central or local
government, ownership of the structure is transferred to the government. The SPC receives
rights to operate it over a certain period.

ROT
(Rehabilitate-Operate-Transfer)

After renovating/expanding the existing infrastructure owned by the central or local
government, the SPC obtains the rights to operate the structure over a certain period.
When the period expires, ownership is transferred to the government.

ROO
(Rehabilitate-Own-Operate)

The SPC which has renovated/developed/expanded the existing structure is granted
complete ownership of the structure

RTL
(Rehabilitate-Transfer-Lease)

After the SPC has renovated/developed/expanded the existing structure owned by the
central or local government, the SPC is granted the right to manage and operate the
structure for a certain period. However, the SPC takes a lease on the infrastructure to
make a return over a fixed period set by agreement between the government and the
SPC.

Source: The Ministry of Strategy and Finance (2013), 2013 Master Plan on PFI Projects
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| . Introduction to PFI Projects

sx Comparisons between BTO and BTL

Build-Transfer-Operate (BTO) projects are also known as return-based PFI projects. The private sector
first builds the infrastructure. Upon completion, ownership of this infrastructure is immediately
transferred to the state or to the relevant local government. The private sector is then allowed to operate
the structure directly, charging users a fee so as to make a return on its investment. Thus after the
structure is “Built”, ownership is “Transferred” to the government, and the SPC “Operates” it over
a certain period to receive revenue. In this case, the profitability of the structure is the key factor
for attracting private investors. Therefore, BTO projects typically involve building, roads, railways,
harbors or other transportation facilities whose operating incomes are expected to be stable and
sufficient.

In contrast, when the return on investment (ROI) is expected to be low, the Build-Transfer-Lease (BTL)
method is instead applied to the project. It is often called the lease-based PFI project. In this case,
when the structure has been “Built”, ownership of the structure is “Transferred” to the government.
However, the SPC takes a “Lease” on the structure, granting the SPC operation and management rights

over a fixed period as set by agreement between the government and the SPC.

In Korea, the BTO method has been conventionally and widely used to develop and manage
transportation infrastructure (such as roads). By using this method, the private sector can receive the
ROI directly via payments made by end-users. However, PFI projects have expanded to cover not
only transportation but also other infrastructure for daily life including education, welfare and culture
which tend to have a low ROI. For this reason, there has been a shift towards developing more
BTL-based projects.

16
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| . Introduction to PFI Projects

Table 2. Comparison between BTO and BTL

Classification BTO BTL
Pgson sPe pne | poso | sPC ez te
Operation and ervice Management / Payment of
Payment of Ownership Management Ownership Government Subsidy
Usage Fee  Transfer Provision Transfer
Structure of Service
User Government User \_J Government
Payment of
Usage Fee
(As necessary)
. . . ® These types of infrastructure make it difficult to
® These types of infrastructure make it possible to ¢ P . .
. . . receive a recover investment costs via usage fees
. achieve high returns on investment through the .
Applicable . paid by end users
usage fees paid by end users . . e
Infrastructure . . ® Schools, military housing facilities, sewage systems,
® Roads, railways, harbors, and other transportation
cultural centers, welfare centers, and other support
structures
structures
Return on e Usage fee paid by end users (Principle of Users | ® Rental fee paid by the government (The government
Investment Pay) is responsible for financial burdens)
e High risk .
« High target rate of retu ding to high | | LoV TisK
. igh target rate of return, corresponding to hi .
Risk . i g ? P g & ® Low rate of return due to low risk
ris . . .
. - . ® Private sector is exempt from demand risk
e Private sector takes responsibility for demand risk
Calculation of . . . .
® Based on private investment costs ® Based on private investment costs
Usage Fee
Financial e Share construction costs during construction ® No financial support for most building facilities
period including schools
Support from N . . . . - .
Government e Guarantee total operating income during period | ® Exception: managing authorities may provide
\ . .
of operation financial support to reduce long-term rental fees

Source: The Ministry of Strategy and Finance - the Korea Development Institute (2006), Job Manual for PFI Project

4. International Experiences

PFI projects are actively promoted to enhance public infrastructure in 80 countries around the world,
including EU states. The OECD reported that a total of 887 billion USD had been invested in 2,096
projects from 1985 to 2004.

Developed countries tend to implement PFI projects to promote financial health while developing

countries in Southeast Asia, Latin America and Eastern Europe promote PFI projects in accordance

with their national development strategies.
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| . Introduction to PFI Projects

Table 3. Outline of Overseas PFl Projects

Classification Description

It first introduced PFI projects in 1992.

e It implements project using the Design-Build-Finance-Operate (DBFO) method.

- The private sector is responsible for all process of project, and the government provides the usage fee.
- Similar to Korea’s Build-Transfer-Lease (BTL) method

UK. ® Applicated infrastructure: schools, transit systems, hospitals, environmental facilities, prisons, courts, military
facilities, etc.
e Performance (‘08.3, Partnership UK): Agreement (587 pounds, 625 projects), Completion (510 projects)
e Private investment accounts for 10~15% of total investment in public services by the UK government.
¢ Traditionally it applies the Concession method to massive infrastructure such as canals, bridges, and
environmental facilities.
- Private sector builds infrastructure such as roads and receives returns on investments from users
- Similar to Korea’s Build-Operate-Transfer (BOT) method
France e [t revised national laws in 2003 to introduce PFIs.

Applicable infrastructure: SOC related to railways, roads, other transit systems, universities and military
facilities

® Private investments are the core components of economic revitalization efforts.

- Total of KRW 43 trillion in private investments were promoted from 2009 to 2010

It introduced the UK’s method of PFI as part of economic reforms in 1999.

It typically uses the BTL method.

Japan ® The Promotion of Public Facilities through Private Capital Act was passed.

Applicable infrastructure: schools, environmental facilities, cultural centers, public agency offices, etc.

® Performance (May 2006, Cabinet Office): Agreement (2.6 trillion yen, 323 projects), Completion (195 projects)

® The BTO method has been used since the 1990’s for electricity grids and transit systems.
Australia ® Private investment was expanded to use the BTL system for schools, hospitals and public agency offices
after 2000.

Source: The Ministry of Strategy and Finance (2009), Understanding of Private Investment Scheme

Figure 3. Ratio of PFI Investment Cost to GDP in major EU States (2000-2005)
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I overview of PFI Projects in Korea

1. Background and Progress

== Background

In Korea, SOC infrastructure such as roads, railways, harbors, airports, sewage systems, and electricity
grids have not been able to keep up with the country’s economic growth. In the 1980s, public
corporations turn into one of the factors in government failure that cleary showed the inefficiency
of the public sector even though they were established as alternatives to market failure. Since then,
there has been a global shift towards utilizing the private sector for the development of public projects.
Neo-liberalists in particular argued that government failure was attributed to the excessive intervention
of the public sector into the private sector. Their idea emphasized that private participation was instead
needed in the public sector. As Korea’s GDP grew and government spending on welfare to improve
the quality of life increased in the early 1990s, the government found it difficult to fund SOC projects
on its own. To overcome this challenge, the government reviewed individual laws and regulations
allowing private investment in SOC infrastructure and finally passed the Promotion of Private Capital
in Social Overhead Capital Investment Act in August 1994, allowing the private sector to participate
in various SOC fields.

In terms of road, Korea ranks 31st (of 34 OECD states) for road expansion/land coefficient and ranks
25th in terms of railway. Due to poor roads and railways, Korea ranks 22nd in the SOC Competitiveness

Index in Logistics. These figures demonstrate Korea’s needs for greater PFI project development.

Table 4. Global Comparison of Infrastructure

Road Railroad Logistics Competitiveness Index

Road Extension / Road Extension / Total Distance of

iz the Coefficient of the Coefficient of Service / Total D|§tance of Logistic Infrastructure o
. . . " Service / Infrastructure Provide Raw
Land* Population Land* Coefficient of Land Repulationtav) ) Materials (o)
(km) Cars (km) Population (km) P P
Korea 1.49 2.46 0.048 0.07 7.59 8.03
(Rank) (31th /34 states) (30th /34) (25th /27states) (25th /27) (22nd /34 states) | (31th /34states)
Japan 5.52 7.17 0.092 0.16 8.9 9.17
USA 3.76 4.21 0.133 0.75 8.63 8.66
France 5.14 6.63 0.158 0.48 9.24 9.32
Germany 3.75 5.02 0.198 0.41 9.11 9.11
OECD 3.75 5.19 0.182 0.56 7.86 8.81
Average

Source: IRF (International Road Federation, 2012), UIC(Union International Chemins, 2011), IMD (2013)
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Zapa 5.14 6.63 0.158 0.48 9.24 9.32

£9 3.75 5.02 0.198 0.41 9.11 9.11

OECD%H+ 3.75 5.19 0.182 0.56 7.86 8.81

Z2]. IRF(International Road Federation, 2012), UIC(Union International Chemins, 2011), IMD(2013)
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[|. Overview of PFl Projects in Korea

s= Progress

The history of PFI projects in Korea can be divided into four stages. The first stage was the period
from the 1960s until August 1994. During this time, Korea implemented PFI projects on sporadic
basis in accordance with laws such as the Road Act and the Harbor Act. The second stage covered
the period from August 1994 (when the Promotion of Private Capital in Social Overhead Capital
Investment Act was passed) to December 1998 (just before the aforementioned act was revised to
become the Private Participation in SOC Infrastructure Act). During this period, the government sought
to further develop PFI projects by laying a strong legal foundation for future projects. However, lack
of experience gave rise to poorer results than expected. In particular, in late 1997, Korea was hit
by a financial crisis and was forced to receive support from the IMF, putting PFI projects into a

difficult situation.

The third stage began in December 1998 when the Private Participation in SOC Infrastructure Act
was enacted to break out of the financial crisis with completely reformed regimes. To resolve the
problems related to PFI projects, the government introduced the Minimum Revenue Guarantee(MRG),
effectively revitalizing PFI projects. The final stage was the period after January 2005 when the Private
Participation in SOC Infrastructure Act was replaced by the Private Participation in Infrastructure Act.
During this period, the government began to use the BTL method in its projects and reduce the number

of projects based on the problematic MRG.

Table 5. Progress of PFl Projects

Classification Characteristics
Stage 1 ® PFI projects were established and conducted based on individual laws (the Road Act, the Harbor
(1968~1994) Act, etc.).

e With the enactment of the Promotion of Private Capital in SOC Investment Act, the private sector
began to invest in public works.
Stage 2 A series of policies were introduced to encourage the private sector to participate in PFI projects,
(1994~1998) and relevant laws and regulations were revised by the aforementioned act.
Unfortunately, the growth of private projects was stagnant due to poorly-organized institutions,
government failures and excessive regulations established to prevent preferential treatment.

® The government provided active support to attract more private investments and set clear roles and
responsibility.
® Government efforts successfully increased private investments and revitalized private participation.

Stage 3
(1999~2004)

Applicable projects were expanded to social infrastructure.

® BTL methods were applied as a new way to promote PFI projects.

® The VEM (value for money) test for PFI projects became mandatory.
The intra-fund was improved through public subscription.

Investment risk sharing was introduced with the abolition of the MRG.

Stage 4
(2005~present)
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[l. Overview of PFl Projects in Korea

2. Selection of PFl-applicable Projects

s= PFl-applicable Infrastructure

The SOC areas to which PFI projects are applicable include 65 types of infrastructure in 17 areas including
roads, railways, harbors and airports. This list has been expanded continuously since the inception of

PFI projects and is expected to be continuously expanded in the future to cover more various infrastructure.

Table 6. PFl-applicable Projects

Classification

Roads (6)

Managing Authorities

The Ministry of Land, Infrastructure and Transport
/ The Ministry of Security and Public Administration

Types of Infrastructure

Roads, road-related facilities, off-street parking places,
multi-level transfer centers, intelligent transport systems,
facilities to promote bike usage

Railroads (3)

The Ministry of Land, Infrastructure and Transport

Railroads, urban railroads, railway-related facilities

Harbors (3)

The Ministry of Land, Infrastructure and Transport

Harbor facilities, small fishery harbors, facilities of new harbors

Airports (1)

The Ministry of Land, Infrastructure and Transport

Airports

Water
Resources (4)

The Ministry of Land, Infrastructure and Transport

Multipurpose dams, river facilities

The Ministry of Environment

Tap water systems, recycled water systems

ICTs (5)

The Korea Communications Commission

Electricity-communication facilities, high speed information
network, information network

The Ministry of Land, Infrastructure and Transport

Spatial information systems, U-city infrastructure

Energy Sources

4)

The Ministry of Trade, Industry and Energy

Electricity grids, gas-providing facilities, community energy
systems, new/renewable energy systems

Environment
Facilities (8)

The Ministry of Environment

Sewers, public facilities for waste water treatment, sewage
sludge/manure treatment plants, wastes treatment plants, public
treatment facilities, waste water treatment plants, recycling

Logistics (3)

The Ministry of Land, Infrastructure and Transport

Logistic terminals, logistic centers, bus/passenger terminals

Culture &
Tourism (11)

The Ministry of Culture, Sports and Tourism

Tourist attractions, tourism complexes, sport centers for athletes,
sport facilities for all, youth centers, libraries, museums, art
galleries, conference centers, cultural facilities

The Ministry of Land, Infrastructure and Transport

Urban parks

Education (2)

The Ministry of Education

Kindergartens, Schools

Science (2)

The Ministry of Science, ICT and Future Planning

Science centers

National
Defense (3)

The Ministry of National Defense

Facilities for training, exercise of soldiers, barracks, houses, sport
centers, other facilities for wellbeing of soldiers

Housing (1)

The Ministry of Land, Infrastructure and Transport

Public rental housing

Industrial
Complexes (1)

The Ministry of Trade, Industry and Energy

Infrastructure for industry clusters

Welfare Centers

(6)

The Ministry of Health and Welfare

Houses for elderly, welfare centers for elderly, medical centers
for elderly, facilities for at-home care services, public medical
centers, daycare centers, welfare centers for the disabled

Forests (2)

The Ministry for Agriculture, Food and Rural Affairs

Natural recreation forest, arboretums

Source: Recomposition of Private Investment Acts related to the Social Infrastructure
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[|. Overview of PFl Projects in Korea

m= Selection of PFl-applicable Projects

o Principles for Designation of PFl projects

Every PFl-applicable project is not possible to be undertaken as a PFI project. To designate a PFI
project, the following conditions must be satisfied. Among them, the most critical determinant is the
principle of effectiveness. The concept of Value for Money (VFM) was introduced in 2005 to validate

the project’s effectiveness prior to project implementation.

Table 7. Principles for Designation of PFI Projects

Classification Description

Principle of User | ® The project is judged to be able to provide higher quality services than other existing facilities with
Payment Feasibility lower usage fees. Users then provide a higher fee for using facilities created with higher benefits.

® The project can secure a sufficient ROI to satisfy private investors while being deemed acceptable
by the government and is payable by users. The construction subsidy is to be decided by the
government.

Principle of
Profitability

® The project can be completed more quickly through private investment and thus can provide benefits
to the public earlier. Government-implemented projects cannot be completed earlier than expected
due to budget restrictions, making it difficult to provide services earlier However, if the same project
is done through private investment, construction may be expedited to create benefits more immediately.

Principle of Benefit

® The project is judged to be more effectively developed and managed by the private sector, increasing

Principle of . . . . . . .. .
P benefits to the users, reducing project costs, or improving service quality through competition with

Efficienc . o
Y existing government facilities.

Source: The Ministry of Strategy and Finance (2013), the Restructuring of PFI Master Plan

o QOverview of VFM

The VFM was introduced in 2005 which was designed to allow the PIMAC of KDI (the Public and
Private Infrastructure Investment Management Center of the Korea Development Institute) to identify
the more effective method between having a government project or a PFI project in the case that
the PFI project requires a total investment of more than KRW1 200 billion. Through the VFM analysis,
the PIMAC compares the government project (PSC: Public Sector Construction) and the PFI (Private
sector construction) in terms of demand, cost, return rate, usage fee and so on. It also calculates and
compares the financial burden that the government should take in both scenarios. If the financial burden
of the government is reduced by using a PFI project, the VFM is guaranteed. Only projects with
a VFM guaranteed can be qualified to be a PFI project and then implemented as a PFI project.

1) The monetary unit of Korea is the KRW and the rate is around KRW 1,060 to the dollar as of March 2014.
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[l. Overview of PFl Projects in Korea

Figure 4. Concept of VFM

Risk Cost (Construction Delay, Reduction of Governmental

Project Expense Increase, etc) Financial Burden VFM

Risk Cost (Construction Delay,
Interest Paid Project Expense Increase, etc))

Return Rate

Operation Expenses ,
Operation Expenses

Construction Expenses Construction Expenses

Public Sector Construction (PSC) Private Finance Initiative (PFI)

© Process
Table 8. VFM

Classification

Stage 1

Judgment of

of VFM Analysis
Analysis

Description

e Cost-benefit analysis is completed to check the economic feasibility of the project.
® Preliminary feasibility testing is applied to the feasibility analysis.
® Only when the feasibility test proves the project is feasible does the next stage commence.

Feasibility
e This stage judges the qualification of using private investment as a result of the quantitative and qualitative
VEM.
Stage 2 e Quantitative VFM Analysis

Judgment of

- VFM analysis is performed on both the PSC and PFI to confirm the greater qualification and desirability
of the PFI project over the PSC project.
® Qualitative VFM Analysis

VEM . e . . . . .

- The scenarios are divided into two: one is that the government provides the infrastructure services
and the second is that the private sector becomes the service provider. In both cases, service quality,
ripple effect and project characteristics are absolutely compared.

Stage 3 ® On top of the results of the previous stage, additional financial analysis is completed to calculate the

Criteria to Build
Supportable
Solutions

projected costs, usage fees and range of government financial support. On then are solutions developed.

- If the VFM of a project is not secured in the second stage, it is necessary to judge the qualification
and desirability of the solutions to a private investor.

- The scope of the government’s financial burdens, calculated through financial analysis, serves as an

important guideline for evaluating the project proposal and for selecting the appropriate bidder.
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[|. Overview of PFl Projects in Korea

3. Relevant Laws and Organizations

a= PFl Project-related Laws

PFI projects are implemented in accordance with the Private Participation in Infrastructure Act and

detailed descriptions of PFI projects can be found in the Private Investment Project Master Plan, an

administrative plan created annually by the Minister of Strategy and Finance as per Article 7-1 of

the Private Investment Act. The master plan stipulates in detail the policy direction of PFI projects,

the procedures set forth by law and the enforcement decree. Since 1999, the plan has been re-established

every year. The plan has been made 15 times up to 2013.

Table 9. PFI Project-related Laws

Classification

Private Participation
in Infrastructure Act
(Ministry of
Strategy and
Financing)

Provisions

(@ Methods to promote PFI projects.

(@ Establishment/Management of the PFI Project Deliberation Committee

@ Establishment of the Basic Plan for Private Investment Project (Project proposal of private sector)
@ Establishment of the Basic Plan for Private Investment Project

® Conditions and procedures for implementing the infrastructure projects

® Information on management and operation of infrastructure

@ Korea Infrastructure Credit Guarantee Fund, infrastructure funds

Basic Private
Investment Plan
(Ministry of
Strategy and
Financing)

@ Policy direction of private investment by each infrastructure area

@ Range, methods and conditions of private investments or private investment projects
@ Information on management and operation of PFI projects

@ Information to support PFI projects

® Other policies related to PFI projects
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[|. Overview of PFl Projects in Korea

n= PFl Project—related Organizations

o PFl Project Deliberation Committee

The Minister of Strategy and Finance presides the PFI Project Deliberation Committee which reviews
important issues related to PFI projects. The committee consists of the Minister of Strategy and Finance,
the deputy minister of each ministry responsible for infrastructure, and external experts who have
expertise and experience related to private investment. These experts, numbering no more than 8 people,
are nominated by the Minister of Strategy and Finance. The committee is responsible for the following
tasks:

(D Deliberates important policies related to the private investment in infrastructure.

(2 Manages the establishment of and changes in Private Investment Project Master Plan.

(® Reviews designation of PFI projects.

@) Addresses the establishment and change in the Infrastructure Project Plan.

(® Discusses the designation of SPC (special purpose company).

(® Deliberates the implementation of subsidiary projects.

(D Deliberates administrative measure for public interest.

Discusses cancellation of the designated project.

(© Makes overall evaluations on the PFI projects

o PIMAC

The Private Infrastructure Investment Center of Korea(PICKO) established to support private
infrastructure projects was replaced by the PIMAC in the KDI in accordance to Article 23 of the
Private Participation in Infrastructure Act on January 27, 2005. The PIMAC covers both public and

private projects.

With government projects (PSC), the PIMAC works to evaluate the financial investment needed by
conducting preliminary feasibility testing on the project and by validating the feasibility for the
management of the total project expenses. With PFI projects, the PIMAC provides consulting to ensure
that the private investment complies with established laws and regulations. For example, they review
and evaluate PFI project plans and overview the establishment of implementation agreements which
designate the SPC.
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[|. Overview of PFl Projects in Korea

Table 10. Major Tasks of PIMAC

Classification

PSC .

Job Description

Preliminary Feasibility Testing: Evaluates the feasibility of new large-scale projects to decide the
necessary budget and establish financial plans

Reviews the feasibility test, propriety of project plans, and feasibility before design changes, conducts
demand surveys

Creates and manages post-evaluation of large-scale PSC projects.

PFI

Supports jobs necessary to set up for Private Investment Project Master Plans

Supports the works required to set the Infrastructure Project Plan.

Supports tasks related to designation of SPC by reviewing and evaluating project plans and by signing
enforcement agreements.

Reviews/Evaluates the project proposals submitted by the private sector.

Assists private investors in obtaining approval for PFI projects.

Provides consulting to current foreign investors and support to attract further foreign investment in
PFI projects.

Reviews and oversees feasibility analysis of PFI projects

Develops and operates management programs for PFI projects.

Researches methodology to improve private investment plans.

Supports search for new PFI-applicable projects

Takes other tasks related to pursue the PFI project.

o Dispute Mediation Committee

There is a high possibility for disputes to occur during the period in which a PFI project constructs,

manages and operates an infrastructure. Indeed, in Korea, disputes and conflicts are not uncommon

between the managing authorities an the SPC in terms of the MRG, construction expenses, usage

fees, noise pollution and development flaws. Whenever these conflicts occur, they pointed out that

an independent and professional organization to mediated the dispute should established rather than

solving the problem by lawsuits. In particular, lawsuits require time and money, putting a double burden

on both the SPC and the managing authorities.

To address such problems, the government revised the relevant laws on December 18th, 2012,

establishing the Dispute Adjudication Board to settle conflicts raised by PFI projects. The board serves

as a mediatory between the authorities and the SPC, resolving disputes in an efficient, fair and

transparent way, removing uncertainty from PFI projects.
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[l. Overview of PFl Projects in Korea

4. Procedures for Implementing PFl Projects

== Government-initiated PFl Projects

The managing authorities are able to create preliminary PFI plans to promote government-initiated
projects if they are recognized to be efficiently conducted as PFI projects. In this case, the project
must still comply with the government regulations for mid/long-term plans and national investment

projects related to infrastructure.

Furthermore, in the case of government projects (PSC) which are under consideration to be conducted
as PFI projects, the project must be reviewed through preliminary VFM analysis to analyze the budget,
user fees and other policy directions. Once these requirements have been fulfilled, the project may

be conducted as a government-initiated project.

BONE
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[|. Overview of PFl Projects in Korea

o Procedure of Government-initiated BTO Projects

Designation of PFI Project
(Managing Authorities)

Announcement of Basic
Infrastructure Project Plan
(Managing Authorities)

Submission of
Project Plan

Review and Evaluation of
Project Plan
(Designation of Bidders)

Designation of SPC and
Implementation Agreement
Signing
(Managing Authorities)

Application for the
Approval of
Implementation Plan
(Including Detail
Design)

Approval of the
Implementation Plan
(Managing Authorities)

Construction

40

Confirmation of Construction
Completion
(Managing Authorities)

Projects of less than KRW 200 billion are designated by
managing authorities.

Project of more than KRW 200 billion are designated through
committee deliberation.

In the case of BTL projects, the criteria is lowered to KRW
100 billion.

Plan should stipulate the method to designate the SPC and
government support to the project.

Plan requires advice from the PIMAC beforehand.

In the case of projects of more than KRW 200 billion or projects
(of less than 200 billion) supported by government budget, the
deliberation summary and details shall be announced in English.

Project plan evaluation team shall be established and operated.
The assessment could be conducted in two stages separately
More than 2 bidders shall be designated.

Implementation agreement sets the conditions of the project
which includes total project costs, period of infrastructure usage
and usage fees.

PIMAC advising is needed prior to implementation agreement
Committee deliberation is required in case of projects of more
than KRW 200 billion.

Results for approval shall be posted within 3 months of proposal
submission.
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[|. Overview of PFl Projects in Korea

o Procedure of Government-initiated BTL Projects

<SPC> <Government> <Description>

Formulation of the Project Plan
(Managing Authorities)

To formulate investment plans and detailed project plans

Preliminary Feasibility Testing & Feasibility Analysis To review the feasibility, need, efficiency (compared to
(Managing Authorities) government plan), and implementation methods

l

Application for the Project Plan To attach results of feasibility analysis (including results
(Managing Authorities) of preliminary feasibility test)

Deliberation and Decision on Project Cost Limits and
Submission to National Assembly
(Ministry of Strategy and Finance)

To submit decisions at least 90 days before commencement
of next fiscal year

To decide at least 30 days before commencement of next

Decision by National Assembly fiscal year

l

Formulation of Basic Infrastructure Project Plan (Managing To show clear expected results of infrastructure construction
Authorities) and operation

Designation of PFI project and Announcement of Basic
Infrastructure Project Plan
(Managing Authorities )

Formulation &
Submission of Project
Plans

To submit infrastructure construction and operation plans
and conditions for project implementation

Evaluation of the Project Plan, Designation of Bidder To evaluate project plan, announce results, and designate
(Managing Authorities) preferred bidders

Implement Agreement (Managing Authorities) ‘ e To confirm detail conditions for project implementation%

Application for the
Approval of the
Implementation Plan

To apply for enforcement plan to managing authorities
within 1 year

Approval of the Implementation Plan ¢ To make environmental impact assessment and other jobs
(Managing Authorities) required for permission in parallel

Construction Start

Confirmation on the Construction Completion
(Managing Authorities)

To review reports on the construction completion

l Monitoring of Operation (Managing Authorities) ‘ - ® To confirm whether target services are satisfactorily provided:

l Project Closing ‘
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[|. Overview of PFl Projects in Korea

s= Private-initiated PFl Projects

In the case of private initiated projects, feasibility must be secured through cost-benefit analysis and
other studies, benefiting the national economy. Projects established with private investments should
bring not only a more economic gain but also improvement of service quality than if the project were

conducted as a government project (PSC) except for the BTL project that is only carried by PSC.

© Procedure of Private—initiated BTO Projects

<SPC> <Government> <Description>
| Proposal Submission | | Proposal Receipt | ® Private Organization— Managing authorities
]
| Application for Proposal Review | ® Managing authorities — PIMAC (within 30 days of receipt)
]
Notice of P 1
Re(')eulciieor? (MI:rf;OSii Proposal Review e PIMAC
! Eing (VEM Test) e Within 60 days (exception: VFM analysis)

Authorities — Proposer)

® PIMAC — Managing authorities, Ministry of Strategy &
Submission of Review Results Finance
® Managing authorities — Ministry of Strategy & Finance

NO
YES
Public Announcement of * Committee deliberation is a prerequisite for projects requiring
Proposed plans over KRW 200 billion or projects (of less than KRW 200
(Managing Authorities) billion) requiring government support

~ Without other Y ~ With other
proposals \ proposals
|

Proposal Review & Evaluation

Destination of the proposer as \
negotiable bidder

Designation of negotiable bidder
\

\
Designation of SPC |

Application for
Implementation Plan
Approval (including

Design Detail)

Approval of Implementation

. .. ® Notification of results within 3 months of submission
plan (Managing authorities)

Construction start I

Confirmation of Construction
Completion (Managing
Authorities)
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I current Status and Cases of PFI Projects

1. Size of PFIl Projects

s= INnvestment in PFl Projects

Since their introduction, the investment in PFI projects in Korea have shown continuous growth until
2007 and is decreasing continuously after the global financial crisis in 2008. As of 2012, accumulated

sum of the investment in the PFI projects reached KRW 82 trillion.

Figure 5. Investment in PFl Projects
(Unit: KRW trillion)

trillion KRW trillion KRW

10 110

75 I -75
—_— :

5 -5
251 . . -125
0 1o
2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

BTO M BTL

Source: Division of the Private Investment, Bureau of the Economic Budget Deliberation, the Ministry of Strategy and Finance

s= Records of PFl Projects

The total records of PFI projects (including projects currently in development) up to 2012 is 633,
a third of which are BTO projects (210 cases) while the remaining two-thirds are BTL projects.

Table 11. Status of PFl Projects in 2012

(Unit: EA)
e . . Under Preparation
Classification Under Operation Under Construction . Total
for Construction
BTO 210 153 35 22
BTL 423 327 85 11
Total 633 480 120 33

Source: 2012 Report on the Status of the PFI Projects, the Ministry of Strategy and Finance (2013)
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[Il. Current Status and Cases of PFI Projects

2. Current Status of PFI Projects

s= BTO Projects

There have been 210 BTO projects including the projects being prepared for construction as of 2012.

Among the 210, 63 have been conducted by the central government while the remaining 147 have

been by local governments.

Table 12. Status of BTO Projects in 2012

(Unit: EA)
o . nder nder the Pr tion
Classification Under Operation e . bl epa.ra ° Total
Construction for Construction

Central Government 43 13 6 62
Local Governments 109 22 16 147

University 1 1

Office of Education 0 0
Total 153 35 22 210

Source: 2012 Report on the Status of the PFI Projects, the Ministry of Strategy and Finance (2013)

In terms of project areas, roads account for 39% (77 projects) of the total BTO project count (199

projects) as of December 2010. In terms of invested capital, road construction takes 59% (KRW 36
trillion) of the total project budgets (KRW 61.4 trillion).

Figure 6. Records of BTO Projects
BTO Projects (Unit: EA)

Others 24

Environment 67

Roads 77

Logistics/ Harbors 17

Terminals 6

Railroads 8

Invested Capital (Unit: KRW ftrillion)

Logistics/
Terminals 1.2

Others 1.7

Environment
Railroads 8

Harbors 6

Roads 36

Source: Internal Data of the Ministry of Strategy and Finance (As of December 2010)
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[Il. Current Status and Cases of PFI Projects

== BTL Projects

423 BTL projects have been undertaken as of 2012 including the projects being prepared for
construction). Among them, 85 projects have been conducted by the central government while 147
have been by local governments. In contrast to BTO projects, far more BTL projects are implemented

by universities and offices of education.

Table 13. Records of BTO Projects

(Unit: EA)
. . Under Under the Preparation
Classification Under Operation . . Total
Construction of Construction

Central Government 48 29 8 85
Local Governments 88 42 3 133
University 13 0 0 13
Office of Education 178 14 0 192
Total 327 85 11 423

Source: 2012 Report on the Status of the PFI Projects, the Ministry of Strategy and Finance (2013)

In regards to project areas, the construction of elementary/middle schools accounted for 64% (162
projects) of the total 255 projects as of September 2011. In regards to invested capital, elementary/middle
school projects cost KRW 6.1 trillion (56%) of the total KRW 10.8 trillion invested.

Figure 7. Records of BTL Projects
BTL Projects (Unit: EA) Invested Capital (Unit: KRW trillion)

University University
Dormitories Dormitories
15 o

Military 4 Others 0.7
Housing 1.2

Military

Housing 19 Othersi28

S 19
Sewers 31 SR

Elementary/

Elementary/Mi Middle Schools
ddle Schools 6.1
162

Source : Internal Data of the Ministry of Strategy and Finance (As of September 2011)
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[Il. Current Status and Cases of PFl Projects

3. MRG System

a= Overview

The MRG is a system designed to secure the minimum revenue guaranteed to the SPC if the actual
revenue accrued through the operation of the infrastructure is lower than the estimated figure. This
system was first introduced by the Private Participation in SOC Infrastructure Act in April 1999 and
was applied to BTO-based projects. MRG-based projects were implemented to promote the development
of PFI projects by distributing project risks that the private sector had accept. However, it gave rise
to unforeseen side effects which eventually led to its abolishment in October 2009 despite several

revision attempts.

The financial support backed by the MRG was first implemented with the operation of the Incheon
International Airport Expressway in November 2000. At the time, the real traffic volume (which
determines revenue from operation) in 2001 showed only 47% of the projected amount, 45% in 2002
and 42% in 2003, each year achieving less than half the expected traffic. The MRG payment to the
SPC was KRW 106.3 billion in 2001, KRW 82.3 billion in 2002, and KRW 105 billion in 2003,
averaging nearly KRW 100 billion every year. This deficit led to bitter criticism by the media and
by the National Assembly’s audit.

In response, the MRG system was revised in May 2003. The MRG amount was reduced and the
guarantee period was decreased to cover only the initial 15 years after construction completion. Although
the scope and amount covered by the MRG was reduced, the system was criticized by the media
as mismanagement of government funds. Indeed, in October 2004, the Board of Audit and Inspection
of Korea found that the estimated traffic volume demand had been grossly exaggerated, leading to
further social agitation. Consequently, the MRG system was cut from privately initiated projects from
January 2006 on, though it still applied to government-initiated projects. Furthermore, the guarantee
period was reduced from 15 to 10 years, and guarantee was decreased to cover only 75% of the
initial promise during the first five years, and then only 65% during the second five years. However,
the initial MRG amount applied to these government-initiated projects was also increased, affectively
offsetting the actual reductions. For the reason, in October 2009, the MRG system was completely
cut from all projects, effectively ending the system just 10 years after its inception.

52



. et=2 TUZIEXIAL St At

3. HARFFYUEZ(MRG) M

e MR

AEY4YRAA =(MRG : Minimum Revenue Guarantee)= RJI7FA}E O Z 2|2 A4
Solzks ul Aol FApAET How ARAPAl Aol oAt Hagdes A =

Euehs 19999 49 ARSI AR A of] gt TIZFEAR oA AS o2 =R EGle
vl S20)3 WAALI(BTO) WAo] HEE AT HaLrARAAEL UThe] S0 YRRTE
oA HIAALY EAJStof| Z]ofst ANt =Y o]F WS wAIF o] WSt B 2] A= HskE
714 20099 10458 =] = 31k

T
AA AWE A GA QAR TG REER ) £ e A AA| wEeo] 20014 ST
o] 47% SF 02 LR 0|3 20029 ofl = 45%, 2003¥ o= 42% Autol = x| %| 2514 Hof
w2} MRG X982 20013 1,063 9, 2002 82341 ¢, 20034 1,050 ¥ = v 149

Yol Szo] MASAT, AE R TGN W AR v WA Hdct.

olo]l wal 20031 5ol HafYRG 22 SISkl HAY|ZIE 1SHoR Foli yjgo] AE
Wal7} o Rl A}, RZHEAAIIS MRG 458 Waglont 2adelrge] gt o] ulwol
AE|on, 20049 109 A 7HAF Ao ola) IET 408 Tt &3 Ao| vral A
T ohA] AFEIA ol2:7t F9c) olo] w2006 195 E] MZEAISALIO] thEk MRG A|E= H4] 5]
L, ARIA] WFEAARI ol MRGAIEZE A1 El90ch, E3 BA7|7he 15304 10d e Foli
WASEE 27] SHS 75%, TS SAE 65% F4shgth T ARIA R Ao T
MRGE #4202 Sofdol] et 20004 10950 HRTA] MIHEAAII7HA] MRGA|E7} 342
o we} MZFEAAI o)A MRGAIES 9] 101 Thof 7%=k,

53



[Il. Current Status and Cases of PFl Projects

Table 14. Trend in MRG Changes

1999.4~2003.4 2003.5~2005.12 2006.1~2009.9 2009.10~
Classification ~ Government- Private- Govermnment- Private- Government- Private- Government-
initiated initiated initiated initiated initiated initiated initiated
Guarantee Period 20~30 years 15 years 15 years 10 years Abolishment | Abolition of MRG,
- and introduction of
Guarantee Limit 90% 80% 70~90% 60~80% 65~75% risk sharing (raw
t intained
Guarantee Conditions Excluded in case of less Excluded in case of coshsl ?}rli rCr;aSl: ?)lfne
than 50% return less than 50% return government projects)

Source: Park, Yongseup and Park, Chunseop. “Study on Changes in MRG.” (2011). Report on Korean Policy Studies
Association, 20(1).

== Current Status of MRG Payments

o National Projects

MRG payments paid by the government for BTO projects, starting at KRW 59.1 billion in 2002,
has continuously increased even after the abolishment of the MRG system. This is attributed to the
fact that the BTO projects which launched with the support of the MRG have now been completed
and are now operating under protection of the MRG. Furthermore, the MRG itself is designed to increase
the payments each year. This is because usage of infrastructure is estimated to increase over time.
As a result, total MRG payments made by the government was KRW 608.7 billion in 2012, totaling
up to KRW 2.8 trillion since the inception of the MRG. Given that some MRG-backed projects require
8~15 years for completion and so are still in development, future fiscal burdens are expected to be

even greater as these projects are completed.
Table 15. Annual MRG Payment for National Project
(Unit: KRW 100 Million)

Year ~ 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
Payment | 591 | - | 2040 | 1189 | 1265 | 1,139 | 2,921 | 3933 | 4345 | 4913 | 6,087

Source: Government Finance Statistics
Note: 1. This figure was calculated based only on national government projects, not including those of local governments.
2. In the case of MRGs (abolished in October 2009), the amount accrued throughout the year is reflected in the
budget of the following year so as to allow proper allocation of budget towards MRG payments.

o Projects of Local Governments

Since 2001, the amount of MRG paid by the local governments has reached KRW 788 billion. The
local government providing the most MRG payout is Gwangju City. For Gwangju 2nd Ring Road
alone, Gwangju City provided KRW 6.2 billion in MRG payments in 2001 and KRW 195.4 billion
2012. In terms of number of constructed infrastructure, Busan City, Incheon City and Chungchungnam

Province were found to have three PFI projects.
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IIl. Current Status and Cases of PFl Projects

Table 16. Status of MRG paid by Local Governments
(Unit: KRW 100 million)

Woomyeunsan Mountain
Tunnel

155.0 | 920 | 81.0 | 64.0 50.0 37.0 479.0

Seoul - 9 of Ub - 979.0
Line No. 9 of Urban Transit 1430 3030 340 5000

Ist stage
Sujeongsan 260 | 459 | 460 | 350 | 518 | 506 | 590 | s66 | 508 | 713 4928
Mountain Tunnel
Busan Geoga Bridge 2320 2320 776.8
Busan-Gimhae -nght Rail 520 520
Transit
Daegu Daegu 4th Ring Road 336 1210 | 429 | 838 | 864 |152.1 |169.3 |189.5 200.0 200.0 | 1,278.7 | 12787
Moonhak Tunnel 357 | 474 | 538 | 583 | 581 | 609 | 669 | 579 50.2 61.5 61.0 611.7

Wonjueksan Mountain

Incheon 231 | 490 | 521 | 549 | 593 | 641 68.4 72.5 718 5151 | 1,657.7

Tunnel
Manwolsan Mountain Tunnel 288 | 71.0 | 73.1 | 784 | 813 60.0 65.7 72.6 530.8
Gwangju Gwangju 2nd Ring Road 62.0 | 53.0 | 63.0 | 750 |156.0 | 172.0 |198.0 |229.0 |223.0 2220 2380 263.0 | 1,954.0 | 1,954.0
Gyeongei Tisan Bridge 524 462 360 1346 | 1346
Province
Gwangwon Misiryeong Tunnel 149 | 35| 320 | 35| 287 250 | 1616 | 1616
Province
Sewer Construction for
Donghaksa Temple, Gongam, 3.6 3.6
Gonju City
Chungcheong .
nam Proviene | ot Construction for 61| 55| 58| ss| 60| 62| 68| 69| 49|
Daecheon Beach
Living Wastes Fumace for 20 36 55| 27 18 156
Gyeryeong City
Envnronmental Management 48| 38 53 102 144 390 206
Jeollanam Center in Muan County
Province i
Sewer Construction for 14 01 16
Goheung County
Gyeongsangn Machang Bridge 580 [1180 | 940 | 1320 | 1420 | 5440 60
am Province Geoga Bridge 232.0 232.0 ’
Sewer Construction for 190 | 50 30 270
Gyeongsangb Wadong, Gyeongju City i
uk province X
p Waste Water Treatment Plant 40 so | 40| 40 50 30 10 2%.0
for Moongyoeng
Total 62.0 | 1482 |277.3 |240.9 |422.5 | 6624 |710.0 |844.3 19753 | 1,043.8 | 11387 | 13548 | 7,880.1 | 7,880.1

Source: Office of Heu-sang Moon (Democratic Party), member of the Administration & Security Committee of the National
Assembly
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IIl. Current Status and Cases of PFl Projects

4. Case Studies : PFl Projects Taken Over by Supervisory
Authorities due to MRG Overestimation

m= Case 1 : Incheon International Airport Railroad

Table 17. Project Overview of Incheon International Airport Railroad

Expense

KRW 4.995 trillion total
Government support: KRW 1.885 trillion, 36% of total
Private sector: KRW 3.110 trillion

Project Scope

Incheon International Airport - Seoul Station, 61 km, double-track railroad, 10 stations, 1 train depot
- Stage 1 (Incheon International Airport - Gimpo Airport 40.3 km, 1 train depot) opened in March 2007
- Stage 2 (Gimpo Airport - Seoul Station, 20.7 km, 4 stations) completed at the end of 2010

Progress

2010.12.29.

1994. Completion of concept design (the government project: PSC)

1996. Conversion to PFI project (to reduce government burdens): 1st railroad-based PFI project
1997.12. Designation of preferred bidder (the Hyundai Construction Consortium)

2001.03.23. Concession agreement (MRG 90%), designation of SPC (Korea Railway), establishment
of Incheon International Airport Railroad Corporation

2001.04.01. Groundbreaking of 1st stage (Incehon International Airport~Gimpo Airport, 6 stations,
40.3km)

2004.01.01. Groundbreaking of 2nd stage ((Gimpo Airport ~ Seoul Station, 4 stations, 20.7km)
2004.10.27. Signing of financial agreement

2007.03.23. Opening of section 1 (st construction stage)

Opening of section 2 (2nd construction stage)

Map

U AT TN N,

e

m & B
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[Il. Current Status and Cases of PFl Projects

© Project Overview

The construction of the Incheon International Railroad was designed to be a key national project, aimed
to connect Incheon International Airport, which serves as the central gateway into Korea, to Seoul
City. This project was designed in two segments: the first segment connected Incheon International
Airport to Gimpo Airport and the second connected Gimpo Airport to Seoul Station. This project
was a comprehensive multi-construction project encompassing engineering, construction, transit,

electricity system, signal-delivery, communication, inspection and carriage.

© |ssues

After the opening of the first segment, real user demand for the railroad was found to be a mere
6.3% of the estimated amount stated in the concession agreement. According to the agreement, the
MRG was designed to cover 90% of the estimated revenue, requiring the government to provide a
subsidy of approximately KRW 100 billion a year. The MRG amount was excessively higher than

other PFI projects, causing severe public criticism.

Table 18. Estimated & Actual Traffic Volume of Incheon International Airport Railroad
(Unit: people/day)

Classification 2007 2008 2011 2031
Estimate
21 2 4 2

(Based on Agreed Demand) 0,000 30,000 90,000 820,000

Actual 13,000 17,000 110,000 2704’000

(Reestimated)

Rate of Actua?l Figure to the 6.3% 73% 22.3% 32.8%

Estimate

MRG KRW 104 billion | KRW 166.6 billion | KRW 488.9 billion | KRW 446.6 billion

Source: Internal Data of Ministry of Land, Infrastructure and Transport

© Process of Financial Acquisition

The central government which was burdened by the MRG payout then sought to alleviate the issue
by acquiring 88.8% ownership of the Incheon Airport Railroad Corporation in 2009, paying KRW
1,204 million to Korea Railway. Korea Railway secured shares from 9 private construction companies,
including Hyundai Construction, to become the largest shareholder of the corporation. It was followed
by the Ministry of Land, Infrastructure and Transport (9.9%) and Hyundai Marine & Fire Insurance
(1.3%). According to existing financial agreements, KRW 13.8 trillion in MRG payouts was guaranteed
to be paid until 2039. However, by acquiring the Incheon Airport Railroad Corporation, it managed
to reduce the MRG amount to KRW 6.7 trillion, though this action put greater financial distress on

Korea Railway.
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[Il. Current Status and Cases of PFl Projects

ss Case 2: Ehwaryeong Tunnel

In the case of the Ehwaryeong Tunnel, Saejae Development Ltd. received a road construction permit
from the Busan Office of Land Management on December 5th, 1994, in accordance with the previously
enacted Road Act. The project was approved under special measures for delayed projects as per the
Private Investment Promotion Act. The concession agreement for the construction and operation of
the tunnel was signed on October 19th, 1998.

Table 19. Project Overview of Ehwaryeong Tunnel

Classification Description

Cost ® KRW 84.4 billion(100% private investment)

® Moongyeong-eup, Moongyeong city, Gyeongsangbukdo province~ Yeonpung-myeon
Goesan-county, Chungcheongbukdo province (Highway No. 3) 1.6km, 4 Lanes

Construction Period ® December 21st 1994~ October 20th 1998

Project Scope

® 1995.05.19. Designated as an interim measure project by the Promotion of Private Investment Act

® 1998.10.19 Signing of concession agreement (operation period: 20 years, until 2018.11.09)

® 1998.10.20 Construction completion (KRW 66.8 billion)

® 2003.03.20 Cancellation of concession agreement and demands for compensation

® 2003.06.02 Filing of lawsuit through Seoul Central Court

® 2007.06.01 Establishment of ruling demanding compulsory mediation (payment: KRW 62.5 billion)

® 2007.08.01 Transfer of tunnel operation rights to the Busan Office of Land Management (usage
fee: none)

Progress

A

\ L—Jﬁf}lﬁm \»

A Sinseonbong

- Poamsan
L1 20
e
3 Joryeon
Suok._‘Natural Forest

]

Maaebulsang-gun J—/‘:""‘* A

Al'sinseonambong JuliGiiggan

. Yeonpung
~_myeon
1Cy
Map B Yeonpung
Gakyeonsa W

— e W .' \
.rf "

EhwaryeongTunnel [ s

Provincial Park £+

517

# —
Chilbosan

Hoangdhaksan

3 \
, Janseongbong e Bakhoasay _IC’ Mungyeong Saejae

Mungyeong
Bongamsa

Lo
F)” 922 )
2 :
e 5
Source: Ministry of Land, Infrastructure and Transport (2006). White Paper on Private Investments in Construction and
Transportation
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[Il. Current Status and Cases of PFl Projects

© |ssues

When the Ehwaryeong Tunnel was opened to the public in 1999, it was estimated to achieve traffic volumes
of 27,000 cars/day in its initial year, a figure which was predicted to increase to 44,000 in 2003. However,
actual figures revealed that only 8,400 vehicles crossed the tunnel in 2004, a figure which stabilized at
approximately 8,500, only 30% of the estimated amount.

Research demonstrated that the estimate was calculated based on under-evaluation of competitive roads,
thereby improperly reflecting the impact of the Jungbu Naeryuk Expressway (translated as the Central
Inland Expressway, opened in December 2004). The overestimate was the cause of operation deficits,
drawing criticism for the PFI project and the MRG system.

Table 20. Comparison between Estimates and Actual Traffic Volumes for the Ehwaryeong Tunnel
(Unit: cars/day)

v Estimated Figure Actual Figure Gap Rate

= ® ®) (A-B) (B/A)
1999 27,268 8,272 18,996 30.3%
2000 32,282 9,185 23,097 28.5%
2001 38,217 9,498 28,719 24.9%
2002 40,887 7,978 32,909 19.5%
2003 43,743 8,625 35,118 19.7%
2004 23,686 8,424 15,262 35.6%

Source: Internal data of the Ministry of Land, Infrastructure, and Transport

© Process of Financial Acquisition

As a SPC, Saejac Development Ltd. (which was completely owned by Dooson Construction) was
entitled to MRG payouts. However, it suffered from accumulated deficits and filed lawsuit against
the government, arguing the government should purchase the infrastructure at KRW 78.8 billion. At
the time, the concession agreement stipulated that “when the operating income of the SPC (the legal
entity of the privately-invested SOC) is less than 85%, the government shall repurchase the SPC.”

On December 24th, 2004, the court ruled that the government must provide KRW 70.4 billion to
Saejae Development Ltd. However, the government filed for appeal, and in June 2007, the court ordered
compulsory mediation, forcing the government to provide KRW 62.5 billion in compensation to Saejae
Development.

After the lawsuit, operation rights to the tunnel were transferred to the Busan Office of Land
Management, and the tunnel has been used free-of-charge since August 2007.
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Y. performance of PFI Projects

1. Impact of PFI Projects

s= Economic Growth

PFI projects allow the government to mitigate its financial burdens and to earmark its budget for other
areas. Analyses have revealed that the investments in SOC have been maintained over the years due to
PFI projects, which have ensured the secures construction and infrastructure provision of public infrastructure
as planned. By creating PFI projects, the government is able to reduce its own financial burdens and to

reallocate its budget to other areas of need.

Supported by various policies and regulation enacted to promote and protect PFI projects, private
investment in the construction of infrastructure has increased steadily since the late 1990s. The ratio
of government projects to total investment has reduced from 46.6% in 2000 to 30.08% in 2008, while
the ratio of PFI projects to total investment has increased from 1.7% in 2000 to 5.1% in 2008. In
terms of completed payment, the growth rate of government investment stands at 2.0% after 2000

while the growth rate of private investment has reached 25.9%.

Since 2005 when BTL projects began to expand at full swing, PFI projects have been accredited with
pushing GDP growth by KRW 1.16 trillion(0.127% of the total GDP growth) in 2006, KRW 1.50
trillion(0.154%) in 2007 and KRW 1.94 trillion(0.198%) in 2008, highlighting the contribution of PFI

projects to economic growth.

Table 21. Estimated Economic Growth Spurred by PFI Projects
(Unit: KRW 10 billion, %)

Number of PFI Impact on GDP

Year GDP (Nominal) . Growth Effect (%)
Projects Growth
2001 65,142 115 23 0.035
2002 72,054 130 38 0.052
2003 76,711 133 37 0.048
2004 82,689 225 49 0.060
2005 86,524 345 82 0.094
2006 90,689 467 116 0.127
2007 97,501 617 150 0.154
2008 97,779 805 194 0.198

Source: Statistics Korea * the Ministry of Strategy and Finance
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IV. Performance of PFl Projects

== Welfare Improvement

PFI projects help the government overcome difficulties in securing financial resources and in improving
welfare through economic growth. A research comparing the welfare status between government projects
and PFI projects indicates that PFI projects can provide a higher quality of service using the same
budget when effectively implemented. By meeting social demands for SOC using expanded PFI projects,
the government can promote greater tangible and intangible benefits for the country.

In the case of road construction, PFI projects make it possible to achieve expedited completion, allowing
for earlier enjoyment of infrastructure benefits. This is best proven by the 14 roads constructed through
private investment which were completed two years earlier than the government-invested roads, leading
to a total of 1.45 trillion KRW in additional benefits. Had these roads been constructed through
government projects, the public would have had to wait an additional two years before being able
to benefit from the roads.

Table 22. Benefits Incurred by Expedited Completion of Construction
(Unit: KRW 100 million)

1 Year-expedited 2 Year-expedited 3 Year-expedited 4 Year-expedited
Completion Completion Completion Completion

Classification

Benefits ‘ 6,233 ‘ 14,551 ‘ 24,719 33,007

Source: PIMAC of KDI
Note: This study was conducted based on 14 privately-funded roads which had been completed by the end of 2006.

s= Reduction of Governmental Financial Burdens

After the introduction of the VMF analysis in 2005, only projects with a recognized VFM were
designated as PFI projects. The VMF analysis was designed to make qualitative and quantitative analysis
to confirm the actual reduction of government burdens through project implementation as a PFI project.
If the PFI project successfully secures its VFM, the project can mitigate the government’s financial
burdens. In this way, the assessment of VMF analysis should guarantees the effectiveness of potential
PFI projects.

In reality, among the 100 projects established from 2005 (when the VMF analysis was first introduced)
to 2009, 66 projects underwent VFM. The VFM of these 66 projects was found to be KRW 8§91
billion at the time when the VFM analysis was first conducted. The VFM after PFI implementation
was later found to be KRW 1,548 million, a surplus over the initial estimation. Thus it is clear that
the PFI projects provide great support for government budgeting for SOC infrastructure, reducing

construction and operation expenses and relieving government burdens.

68



A7

Al

A €]

ABH s

}_

pE

EAARG O] B2 AFS] AR g

9/]
= 7| aT} o FRA A vl

HIZHE A AT

il 28 A= 7ol SEA

9]

Itk Atz 2 FE 1471 2410 e, Aezof v

e}

14529 JER FHRL 140] AHEAERAG0] S5 RGO R

E

el

~

;OL

)

24 F7]o] AREZIALE S AEE 4 Asl] ThEel] Al AY Aee] o

A3k

[

il

H 22, E2 XN7J|

IH

A3y
| A AL

1=
T

]_

| 9IHE A AL
4

0

117

a

33,007
ade A=

]_

o
pul

=
L.

o]
H

ApAFRief wh

1007 A}
of o]=m, o] ARQjof of

=
T

=

24,719
S

to] 224 (Value for Money)©o] ichal
R17k

1
L

I

]

=
-

BRI
ZREN
o

&

=
¢F 8,910

]

24

14,551

o

4714 24} A VEM

&

L

A

kel

T
=

o

Y

Tk 2005 ¥ 2009A7HA] A|QHE

kspAl I} WA

=

6,233
T}o
=
=

9 5 WAER F 140 =4 A
1=}
-1
=
Z

o
s
3
=
ki3

A

9
Aol o

667l AF
tJeHPFI)2] VFM 1% 5,480

]_

pEY

A= A A =AM =
°

20054 AAQ2AAES] £ o]
Al
=
A1)

Bo

[e]
-‘_r_‘

of BAp -

gt oz} ojo] ts

=4

gl

= Al

)

of A3els

69



IV. Performance of PFl Projects

Table 23. Results of VFM Analysis on 66 BTO Projects
(Unit: 100 million KRW)

L VFM VFM
Classification . . . .
(at the time of VFM analysis) (PFI implementation)
Amount 8,913.36 15,479.76

Source: Internal Data of PIMAC

2. Issues of PFIl Projects

= Deterioration of Private Investment Markets

When PFI projects were first introduced, some projects were implemented without reasonable estimates,
leading to negative public opinion of PFI projects. Accordingly, the government was forced to create
policies to protect the government finances. This includes abolishing the MRG and introducing a new
system requiring a minimum revenue return of PFI projects to the government. These actions aggravated
the private investment markets. Furthermore, the US-triggered global economic crisis led financial

institutes to hesitate to grant loans towards PFI projects, further hurting the market.

Figure 8. Trends in Changing Markets of Private Investment

Previous Private SOC
Investments

L Current Private SOC J

Investments (Impact, 5 point scale)
Market and Institution
Deterioration
* Mainly government-initiated - * Mainly private-initiated
project project (3.5)

. Increase of Risk Related to .
Guaranteed MRG Project Development Guaranteed MRG (4.4)

e Around 30% of constructions and Financing e Max, 10% of construction
subsidy subsidy (3.9)
* 9~10% of return rate * Around 5% of return rate

d

e Average 1 8x toll fee than that of PDrgfnr:Sﬁﬁy()iL decrease (3.8)
Korea Express Corporation Private SOC * Average 1 .3x toll fee than that
e Around 90% of bid-settlement Investment Project of Korea Express Corporation (3.3)
rate ‘ ¢ Around 70% of bid-settlement rate
* Mostly single bidder Demotivation for Inducing multiple bidders
« Predictable economic situation Project « Increase in economic uncertainty
= Stabilization of price and De‘ﬁ:?epsrtnrﬁgrt\tand = Increasing fluctuation of price
interest rates and interest rates
o %

Source: Yong-seuk, Park (2010). Problems with Private Investment and the Methods for Investment Vitalization. The
Construction & Economy Research Institute of Korea.
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IV. Performance of PFl Projects

Despite the worsening market conditions, the return from PFI projects continues to decrease due to
strict regulations. This is a vicious cycle. After the abolishment of the MRG system, PFI projects
were no longer considered non-risk assets, and were recategorized as risk assets. When a financial
organization invests in a PFI project (a risk asset), its BIS(Bank for International Settlement) capital
adequacy ratio rate decreases, thereby decreasing its credit rating. Consequently, the low return rate
is one of the reasons for the curtailment in the expansion of PFI projects as these financial bodies

require higher ROIs corresponding to the higher risks.

Table 24. Trend in PFl Projects Return Rate
(Unit: %)

Classification =~ 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

Roads (28) 9.52 - 7.86 8.94 8.16 7.21 5.49 5.34 5.34 5.34
Railroads (6) - 10.43 9.1 - 8.86 8.45 7.76 - - -
Harbors (16) - 8.76 - 8.62 8.63 8.24 6.75 6.35 - -

Source: Internal data provided by the Ministry of Land, Infrastructure and Transport
== Negative Viewpoints on PFI Projects

o Overestimate of Transportation Demand

One of the biggest problems of the Korean PFI projects is the overestimated transportation demand.
If a SPC takes all the risk related to the transportation demand, there will be no problems, but the
overestimate of transportation demand increases MRG payment, making the financial burden pass onto
the public. Of course, there is possibility that the SPC conducting MRG-based projects overestimates
the transportation demand to increase its revenue, but the inaccurate estimate of transportation demand

is not only limited to the PFI projects.

The real traffic volume of nine expressways (which were opened from 2007 to 2010 by the Korea
Expressway Corporation(KEC)) amounted to 47% of estimated transit, proving the
overestimation-related problems. The failure of calculating the demand accurately cut the profitability
in case of the government projects, aggravating the financial status and finally working as the financial
burden of government. In reality, the debt of the KEC increased from KRW 17.8 trillion (in 2007)
to KRW 24.6 trillion (in 2011).

2) Korea Expressway Corporation is an state-run organization which has constructed and maintained expressways since 1969.
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IV. Performance of PFl Projects

Although the overestimation of transportation demand is also a problem of the government project,
the problem of PFI projects can't not be ignored. In other words, it's urgently needed to make accurate
estimate of transportation demand for SOC projects. To this end, the government 1) introduced the
system to mandatorily show the real name of person responsible for the estimate in 2003; 2) strengthened
the responsibility of private sector in terms of demand expectation; and 3) laid the legal foundation
to punish if the private sector violates. Of course, such systems are required, but the government must
make more efforts to improve the accuracy of raw data used for the demand forecast (transportation
networks, O/D data, ect.). If the estimate is based on wrong data, it's not possible to obtain the accurate
expectation (a. k. a garbage in, garbage out). Consequently, the government has to make continuous
investment in various R&D sectors to enhance the researches related to the demand estimate, and
the relevant academic efforts should be made as well. In addition, as the responsibility for forecasting
the demand becomes greater, the sufficient rewards must be given to the experts.

Table 25. Comparisons between Estimated and Actual Traffic Volume in Government Projects
(Units: cars/day, %)

Section Year of Opening Estimated Figure Actual Figure Usage Rate
Hyeunpung~Gimchoen 2007 42,473 21,200 49.9%
Gochang~Damyang 2007 41,768 9,602 23.0%
Muan~Gwangju 2007 34,125 19,696 57.7%
Cheungwon~Sangju 2007 46,885 27,264 58.2%
Iksan~Jangsu 2007 52,307 11,729 22.4%
Anseung~Eumseung 2008 44,730 28,991 64.8%
Daejeon~Dangjin 2009 40,791 21,353 52.3%
Gongju~Seocheon 2009 22,424 11,535 51.4%
Jeonju~Gwangyang 2010 27,233 14,460 53.1%
Total - 352,736 165,830 47.0%

Source: The Board of Audit and Inspection (2003). Audit Report on the Financial and Business Structure of State-owned

Corporations.

© High Usage Fee

It was revealed that tolls on five out of six privately-financed roads, constructed via BTO-based projects,
charged 2.89 times more than the reference fee set by the KEC, a such high fees aroused controversy
among the media and civil groups. In the case of the Seoul Outer Ring Road (a circular road around
the Seoul Metropolitan Area), the privately-operated northern segment (36.3km) charges a KRW 4,000
toll fee (110 KRW/km) while the publicly-operated southern segment (91.3km) charges KRW 4,300
(47 KRW/km). Thus the toll fee of the northern section is 2~3 times higher than that of the southern

section, fueling complaints by residents of the northern Gyeonggi Province.
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IV. Performance of PFl Projects

Public dissatisfaction with PFI projects is also revealed in its railroad projects. In the case of the
Yongin Light Rail Transit and the Euijeongbu Light Rain Transit (projects constructing railroads in
the Seoul Metropolitan Area), discounts were not provided when transferring from the light rails to
other modes of public transportation, forcing citizens to pay more expensive fees than other modes
of mass transit. Other complaints about usage fees of PFI projects were similarly made about other
BTL projects. In one case, a university dormitory built as a PFI project was found to charge the
lower rents than other buildings in nearby areas, putting a double burden on students already suffering

from high tuition rates.

Table 26. Annual Increase of Usage Fees for PFI-Expressways
(As of November 2011)

Current Increase Rate Comparison with the KEC
: Initial Fee
Operator Opening Fee
(KRw) (KRW) After the Annual Reference Ra
e
Opening Average Fee
Seoul Expressway Inc. | Dec. 2007 4,300 4,500 4.7% 1.2% KRW 2,600 1.65 times
Busna-Ul
Explrlzrslsawliys?rllc Dec. 2008 | 3,500 3,700 5.7% 1.9% KRW 3,100 | 1.13 times
E
Gyeongs“mc"pressway Jul. 2009 1,800 1,800 0.0% 0.0% KRW 1,900 | 0.95 times
|-Chunch
?;O;resi‘;“yc I‘:’loc“ Jul 2009 5,900 6,300 6.8% 2.9% KRW 3,500 | 1.69 times
i E
Gyeo“gg‘lnc"pressway Oct. 2009 | 2,800 2,900 3.6% 1.7% KRW 2,000 | 1.40 times
Incheon Bridge Inc. Oct. 2009 5,500 5,800 5.5% 2.6% KRW 1,900 2.89 times

Source: Ministry of Land, Infrastructure and Transport, and webpages of each company

Negative public opinions on usage fees of PFI infrastructure is attributed to a limited understanding
of PFI project structures. In fact, it is unavoidable to set toll fees that are slightly higher than that
of roads operated by the KEC.

Firstly, privately-operated roads must charge higher fees in order to recover their costs within their
limited operation period, which is usually approximately 30 years in the case of roads. In contrast,
government-owned roads are not limited by time so can charge lower rates to achieve their cost recovery
over a greater period.
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IV. Performance of PFl Projects

Secondly, the toll fees of the KEC is set lower than the input cost as per government policy, whereas
those of privately-invested roads are based on the user-pays principle to recover their costs. When
government roads fail to recover their cost of construction due to low fees, the deficit can be offset
by surpluses from more profitable roads such as the Gyeongbu Expressway or from the government
budget directly. In the case of private roads, investors only receive assistance from supports established
in the concession agreement, and so must recover 100% of its investments from user fees. Indeed,
the tolls on government roads increased 2.9% in November 2011 for the first time in five years, which

is lower than the inflation rate.

Furthermore, government roads are exempted from taxes while private roads must pay a Value Added
Tax (VAT), thereby increasing the toll fees of private roads by an additional 10%. This VAT is delivered
to the government as a form of tax income. Last year, a VAT income from 13 private roads reached
KRW 37.4 billion while the income from corporate taxes stood at KRW 16.3 billion.

Yet, while it is true that high fees are unavoidable, the government must make effort to reduce toll
on private roads in order to raise positive awareness of PFI projects. To this end, the government
must establish policies which charge the same amount of money for the same services. This can be

done by providing investors with sufficient financial support and tax intensives.

o Conflicts between Managing Authorities and SPC

The private sector is allowed to participate in the field of SOC through PFI projects. Naturally this
leads to conflicts between public and private interests. From the perspective of private investors,
profitability has a higher priority over public interest. In contrast, the managing authorities emphasize
public interest over financial gains. Recently, several lawsuits surrounding PFI projects have risen due
to these fundamentally different interests.

The most frequent conflicts arise from usage fees. In the case of PFI projects, the concession agreement
stipulates that the usage fee increases to reflect the increased rate of consumer prices in the previous
year. However, such increase in fees is rarely made due to government policies which control pricing.
In the case of the Daegu Dongbu Ring Road, the toll fee has never once increased since its opening
in 2001. The Baekyangsan Tunnel and Sujeongsan Tunnel in Busan have seen only one increase in
the past 10 years. More recently, Seoul Subway Line No. 9, the result of a PFI project, created huge

conflicts with the government of Seoul over an increase in usage fee, which ultimately led to a lawsuit.
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IV. Performance of PFl Projects

The SPC, Seoul Metro Line No. 9, pushed ahead with a plan to increase its subway fare by KRW
500 (from KRW 1,050 to KRW 1,550). However, the government of Seoul rejected the request making
the SPC file a lawsuit. In May 2013, the court ruled in favor of the government of Seoul, stating
that “the government of Seoul has the right to review and even reject plans to increase subway fares.”
After the court’s decision, the city announced a hard-line policy by publishing the concession agreement
stating that the government would abolish the MRG (which has caused a huge deficit every year)
andt has the right to decide the subway fare.

In addition to usage fee-related conflicts, the conflicts over the payment of MRG are also of significant
concern. As many local governments are facing financial difficulties, and find it burdensome to guarantee
the minimum revenue, the lawsuits between the governments and the SPCs continue to increase.
The Gwangju City government was the first local government to win an administrative litigation against
a SPC in February 2013. To reduce its MRG payout, the city government established a supervisory
order requiring the Gwangju Ring Road Corporation, the SPC behind the first segment of the Gwangju
2nd Ring Road, to reinstate its capital structure into the status of the time when the contract was
signed. The SPC filed a lawsuit to repeal the order against Gwangju City in 2012, though finally
in February 2013, the Gwangju Court rejected the SPC’s appeal.

Table 27. Cases of Conflict between Managing Authorities and SPC due to MRG

Project Name Description

® Yongin city and the SPC fell into conflicts due to noise complaints and additional
expenses incurred due to construction delays.

® The city government demanded reductions of the MRG payments. Initial estimates
calculated an average of 140,000 passengers/day. However, re-evaluations claimed
30,000 would use the transit daily, triggering a payment of 30~45 billion KRW in
MRG every year.

Yonin Light Rail Transit

® Gimhae city asked to reduce the required MRG payment. When the project was
Busan~Gimhae Light Rail established, studies estimated an average of 170,000 passengers/day. However, recent

Transit studies forecasted a mere 50,000 passengers/day, placing excessive MRG burdens on
the Busan and Gimhae City governments.

® Gwangju Metropolitan City government appealed to cancel the PFI project if the SPC
did not reduce the MRG amount.
® A lawsuit was filed against the SPC for unilaterally changing its capital structure.

Section 1 and Section3-1 of the
Gwangju 2nd Ring Road

® The city council decided to curtail MRG payments to support the Moonhak, Wonjeoksan,

Three Tunnels of Incheon City and Manwolsan Tunnels.

® Conflicts brewed as the government demanded to reduce the MRG.

Source: Woo-gon, Whang-Yong-seok, Park (2013), New Model of Promoting BTO-based PFI Projects. The Construction &
Economy Research Institute of Korea
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IV. Performance of PFl Projects

3. Success Cases of PFl Projects through Renegotiation

Recently, Korea has tried to reform the structure of problematic PFI projects in order to resolve the
previously detailed issues. In particular, overestimation of transportation demands continues to increase

MRG and to increase usage fees. These projects are the target of such restructuring.

The core aspect of restructuring these PFI projects is “refinancing.” This is a method of replacing
loans with high interest rates (established in the past) with low-interest rate loans (in the present).
In addition to reducing the financial costs through refinancing, the MRG must also be replaced by
the Standard Cost Support (SCS) system.

The SCS method is a way of compensating for the amount by which the operation income falls shirt
of the standard cost. If the operation income is higher than the standard cost, some of the income
will be transferred to the managing authorities. The operation is managed by the SPC but the costs

and income are regulated by the managing authorities

The first successful restructuring of a PFI project was done by the Daegu City government. By
restructuring the Dongbu Ring Road in June 2012, the government will have saved as much as KRW
200 billion by 2026. The restructuring of the Geoga Bridge is the first successful case of dispute-free
negotiations. The Gyeongsangnam Provincial government and the Busan City government successfully
persuaded the SPC to understand the financial difficulties caused by excessive MRG, and thus were
able to sign a new concession agreement while making efforts to attract new investors by advertising
a stable return rate. This situation serves as a model of best practices to resolve the problems of
restructuring PFI projects.

Currently Seoul Subway Line No. 9, Busan-Gimhae Light Rail Transit, and Machang Bridge are also
going through similar restructuring negotiations. The root of such efforts is the idea that existing SPCs
and new project implementers share common interests, and by understanding the changes in the market

situation since the creation of prior concession agreements, new agreements can be redrawn.
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IV. Performance of PFl Projects

Table 28. Cases of PFI Project Restructuring

Project Name Description

e September 1st, 2002: Road opening

- Actual traffic volume of Beoman Road was only 27% of the estimated amount

- MRG (2002Y~2009Y): KRW 87.8 billion

June 28th 2012: Signing the Amended Concession Agreement

- The financial support (waved after 2010) was retrenched.

- MRG was replaced by SCS (compensation of costs)

Effect of Restructuring

- Reduction of Financial Support: KRW 449.8 billion(initial) — KRW 248.8 billion
- Decrease in return rate from 12% to 6%

Daegu City
Donbu Ring Road

® December 14th, 2010: Bridge opening
- MRG Estimate (over 40 years): KRW 10,412 million
® November 11th, 2013: Agreement on MRG restructuring

B City & . .
G tsoa; sa;ynam - MRG is abolished and replaced by SCS.
Y Progvincge - After acquiring the bridge operation rights from the SPC via financial organization, the two

governments will use the toll fee to repay principal and interests back to the SPC.
Effect of Restructuring
- Savings: KRW 5,357 million
- Decrease of return rate from 12.5% to 4.7%

Geoga Bridge

4. Conclusion

Negative and positive evaluations are mixed in terms of Korean PFI projects. However, there is no
doubt that PFI projects have contributed to the growth of SOC in Korea. As shown by statistical
figures, the PFI-to-SOC ratio was 3.8% before 2000 but has stabilized at 10% after 2005. During
their development, PFI projects serve as catalysts to vitalize the economy and provide much needed
SOC in a timely manner, contributing the development of national welfare. Furthermore, they are

conducive to supporting the national budget by reducing government expenses.

Table 29. Financial Trend of SOC investment
(unit: KRW ftrillion)

Classification = 1995~2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

Total 70.4 166 | 172 194 | 19.1 212 | 213 | 215 | 243 | 293

Government 67.7 16.0 16.0 18.4 17.4 183 18.4 184 | 205 | 254
Projects

PFI Projects 27 0.6 12 1.0 17 29 29 3.1 3.8 3.9

Ratio of PFI 3.8% 3.6% | 7.0% | 52% | 89% | 13.7% | 13.6% | 14.4% | 15.6% | 13.3%
Projects

Source: Internal data provided by Ministry of Strategy and Finance
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IV, Performance of PFl Projects

However, recently PFI project conditions have drastically deteriorated due to recent negative opinions
of PFI projects fueled by issues regarding MRG and due to the financial crisis which made it difficult
to secure new investors. Furthermore, conflicts between managing authorities and SPCs have undermined

confident in the authorities, coining the phrase, “risk of managing authorities”.

Given that SOC budgets have decreased steadily but welfare expenses have skyrocketed after 2009,
private capital is the only practical answer to secure the necessary SOC. It is time to prepare for
the 2nd revitalization of PFI projects by learning from the lessons of the past to lay the foundation
for new private investments which can benefit Korea. It is necessary to take the first step by reflecting
on the past and making efforts to find and carry out solutions.

One key factor that must not be ignored is the need to raise public awareness and support for PFI
projects. It is impossible to have a successful project without the support of the people. Furthermore,
the risks for such projects must be shared more equally between the government and the private sector.

The government played a pivotal role in developing PFI projects in Korea during its initial stages.
The government must now make new efforts to prepare for the revitalization of these projects as past
experiences show that the private sector alone cannot guarantee the success of these efforts. A smart
government and informed public can make the best decisions to utilize private capital the most efficiently
and effectively.
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Further Readings

Board of Auditing and Inspection

—

2004), Audit Report - SOC Private Investment Systems

National Assembly Budget Office (2005), Problems and Solutions of PFl Projects

—

Ministry of Strategy and Finance (2009), Understanding Private Investment Systems

Ministry of Strategy and Finance (2013), 2012 Report on Status and Performance of PFI Projects

Ministry of Strategy and Finance (2013), 2013 Master Plan for PFl Projects

Ministry of Strategy and Finance & Korea Development Institute (2006), Job Description Manual for PFI
Projects

Ministry of Strategy and Finance & PFl Support Teams (2010), Comprehensive Evaluation of PFl Projects

Moon, Eui-sol & Kim, Jeong-wook (2008), “Analysis on the Impact of PFl Projects on Welfare and the Study
of Optimal Financial Policies,” Series of Policy Research, 2008-04, Korea Development
Institute.

Park, Yong-seok (2010). Diagnosis of Problems with PFI Projects and Vitalization Measures Construction &
Economy Research Institute of Korea.

Lee, Yoon-jae & Hwang, Woo-gon (2010). Cases and Financing of Investment Development Projects,
Gunsul Book

Hwang, Woo-gon & Park Yong-seok (2013). New Model for BTO-based PFI Projects, Construction &

Economy Research Institute of Kroea
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