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Abstract

Korea is located at the center of the Northeast Asia, the fastest growing economy in the world. According to the National Master Plan for Korean Port Development, total cargo volume and container throughput in 2011 are expected to be 1.5 billion tons and 30 million TEUs respectively, while they were 886 million tons and 10 million TEUs in 2001. To meet the cargo demand in 2011, US$ 29 billion are required to develop facilities (MOMAF 2001-1). As government budget was insufficient to develop all required facilities, Korean government took a bold initiative in 1998 to introduce “the Private Participation System” to the infrastructure market as a leading measure of the public sector reform thereby ensuring the more efficient and transparent infrastructure provision system using the private sector’s creativity and efficiency.  This new initiative also aimed to mobilize foreign investment to the infrastructure sector as much as possible to overcome foreign exchange crisis.

In this paper, scheme and procedure of the Private Participation System of Korea will be introduced. Difficulties and problems in implementing PPI system are discussed and new scheme conducting PPI project is recommended.
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Introduction

Infrastructure has traditionally been a public domain, particularly in developing countries, partly on account of its perceived strategic importance to the economy, and partly because the large investment cost and long pay-back periods.  Therefore, such projects were usually thought to have constituted serious disincentives to private investors.  Recent trends in privatization of major infrastructure projects have shown that this is no longer the case.  Private financiers have shown themselves able to mobilize necessary funds to finance infrastructure projects and private sponsors are willing to accept both projects and county risks, provided that the institutional environment meets certain minimum standards and the projects are appropriately structured.  Governments are assisting this process by creating new opportunities for private investors in an effort to bring more efficiency to project construction and operation, greater competition in the supply of infrastructure services, with better access to international capital markets (IFC, 1994). Korea is no exception to this trend.  

charaCteristics AND RISKS OF INFRASTRUCTURE PROJECTS

Investments in infrastructure have some special features (ECMT, 1990 and Wiegmans, 2002).  They are

1. Expectation of very long economic life of infrastructure

2. Large amount of required capital during the construction time

3. Long and costly lead time for infrastructure development and commencement of construction

4. Irreversible investments

5. Long construction periods

6. Uniqueness of infrastructure project

7. Low level of operational (variable) cost, compared to construction (fixed) cost

These characteristics of private sector infrastructure development and operation determine high initial investments, long pay-back period, no revenues during construction periods and creating uncertainties and risks.  

These make infrastructure investment unattractive to the private investor.   Therefore, government provides many incentives to share the risks and to induce private participation in infrastructure projects.  

PPi System of korea

types of Projects 

The Government formulates and announces an annual plan for PPI (Private Participation in Infrastructure) to accommodate greater public convenience, raise the competitiveness of Korean industry, and encourage a balanced development of the national territory. A solicited project is a project included in the PPI project list of the annual plan.  A project requiring total project costs
 of KRW (Korean Won) 50 billion (about US$ 41 million) or more will be reviewed through a preliminary feasibility study to prevent a project with low economic or financial viability from being selected as a solicited project. Total project costs includes cost of survey, design cost, construction cost, compensation cost, incidental cost, taxes, cost for operation of equipment, and reserve for operation. The private sector can also propose a private investment project, not included in the PPI project list to be implemented as an unsolicited project.  Evaluation procedures for solicited and unsolicited projects are different. 

PROCEDURE

Solicited Project

Procedure to implement solicited projects is explained in Figure 1.  

Figure 1  Procedure to implement solicited project
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For the project requiring total project costs of KRW 20 billion (about US$ 16 million) or more, Ministry of Planning and Budget (MPB) designates the project and Ministry of Maritime Affairs and Fisheries (MOMAF) designates the project costing less than KRW 20 billion.  Before designation for the project, MOMAF conducts the basic design and feasibility study of the project.  After designation of the project, MOMAF notifies the Instruction for Proposal (IFP) for Private Participation in Port Facilities. MOMAF checks the minimum requirements of submitted Proposals. Korea Maritime Institute (KMI) that is a research institute for government policy in maritime area evaluates the checked Proposals and MOMAF designates the Concessionaire.  Concessionaire and government delegates composed of MOMAF and Private Infrastructure Investment Center of Korea (PICKO) negotiate the conditions of the project, such as total cost, period of project, charges for facility and government support.  After negotiation, concessionaire submits the Detailed Engineering and Design Plan for Implementation (DEDPFI) to MOMAF for approval and MOMAF consults with other government ministries and agencies concerned. With approval of MOMAF, concessionaire starts to build the facilities.  After confirmation of completion of construction, concessionaire begins to operate the facilities for concession period.

Unsolicited Project

For unsolicited project which is proposed by private sector, the procedure is little different from that of solicited project. Procedure to implement a solicited project is explained in Figure 2. 

Figure 2  Procedure to implement unsolicited project
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Submitted project proposal by private sector is reviewed by PICKO.  If the proposal passes the requirement of PICKO, MOMAF announces the content of the proposal and waits for counter proposals for three to six months.  Bonus point us awarded to the initial proposer upon review and evaluation of the project proposal.  If there is no counter proposal, MOMAF designates the proposer as a preferred negotiation partner.  If there are counter proposals, MOMAF reviews and evaluate the proposal of the initial proposal and counterproposals to determine the potential concessionaire. From this point, the same procedure is applied as in the case of solicited project.

Method of Conducting PPI

Methods of conducting PPI may be BTO, BOT, BOO or other methods in instruction for proposal for PPI as proposed by the competent authority.

· BTO (Build-Transfer-Operate): Ownership of the infrastructure facilities shall be transferred to the Central or a local government upon completion of construction, and the concessionaire shall have the right to operate the facilities for a specific period of time

· BOT (Build-Operate-Transfer): The concessionaire shall assume ownership of the infrastructure facilities for a specific period of time after completion, and the ownership shall be transferred to the Central or a local government upon the termination of the concession period

· BOO (Build-Own-Operate): The concessionaire builds, owns and operates the infrastructure facilities upon completion of construction. 

Although other methods of conducting PPI are allowed, only BTO and BOT have been suggested in the instruction for proposal for PPI projects in port development.

Incentives

As discussed above, there are many risks in infrastructure projects.  Sometimes it is too risky to invest by private sector.  Many infrastructure projects are economically feasible, but not always financially feasible.  Therefore, government provides incentives to the concessionaires to make PPI projects attractive.

Reduction and exemption of taxes and other charges

Acquisition tax and registration tax are exempted for any and all of BOT projects.  In case of foreign direct investment, 100% tax reduction is given for 7 years 50% for the next 3 years on corporate tax. In addition to tax incentives, there are other tax exemptions and reduction.

Government subsidy

When it is an inevitable measure to maintain user fees at an appropriate level or dissolution of the concessionaire is inevitable, the central or local government may grant any subsidy or long-term loan to concessionaire up to a certain percentage of the total project cost, such as 50%. 

Operation revenue guarantee

Where the actual operation revenue falls considerably short of the estimated operation revenue prescribed in the concession agreement, up to 90% of estimated operating revenue is guaranteed for solicited project.  For unsolicited project, up to 80% of estimated operating revenue is guaranteed by the government.  If operating revenue is more than 110% (120% for unsolicited project) of estimated operating revenue prescribed in the concession agreement, the excessive revenue will be redeemed to government.

Foreign exchange risk sharing

Up to 50% is subsidized in case of loss (more than 20%) from foreign exchange as to foreign currency borrowing for construction capital funded by the concessionaire.

Recognition of buyout right

Where the construction is suspended for six months or longer, or the total investment cost increased by more than 50% due to force majeure, the concessionaire may request the government to buyout the concerned facility.

Implementation of supplementary projects

To secure the investment cost, or to administer a normal operation of the infrastructure concerned, the competent authority may have the concessionaire implement supplementary projects, such as housing project or urban development project.

problems and recommendation for port PPI system

Port Develpoment Projects under PPI Act

Private sector has invested KRW 3,451 billion (about US$ 2,875 million) in port development projects by the end of 2001.  KRW 2,269 billion was invested under PPI Act and KRW 1,281 billion under Port Act.  In 2002, 5 projects under PPI Act are under negotiation and total cost will be estimated to KRW 1 trillion.  There are 9 projects under PPI Act: 4 projects are under construction (Table 1) and 5 projects are under concession agreement negotiation (Table 2). MOMAF plans to induce private investment of KRW 740 billion every year.

Table 1 Port Development Projects under construction under PPI Act
Project
 Cargo Type/

Berth Length
Investment Cost (Est.)

(KRW Billion)
Completion year (Est.)

Busan New Port (phase 1)
Container/ 3,200m
1,998
2007

Mokpo New Port (phase 1-1)
Container/ 500m
99
2004

Mokpo New Port (phase 1-2)
Container/ 250m
36
2004

Inchon North Harbor (phase 1-1)
Scrap iron/ 830m
136
2005


TOTAL
2,269
(US$1,890m)

Table 2 Port Development Projects under negotiation under PPI Act
Project
 Cargo Type/

Berth Length
Investment Cost (Est.)

(KRW Billion)
Completion year (Est.)

Masan Port (phase 1)
Container/ 1,300m
220
2007

Pohang New Port (phase 1)
Container/ 1,000m
274
2005

Ulsan New Port (phase 1)
Container/ 1,260m
191
2006

Inchon North Harbor (phase 2-1)
Multipurpose/ 840m
199
2006

Gunsan Bieung Fishery Port
Fishery port/ 1,200m
82
2005


TOTAL
966
(US$805m)

shares of construction companies in ppi projects 

Shareholders of 9 PPI Projects are shown in Table 3 and 4.  Construction companies invested heavily in PPI projects.  For three projects under construction – Busan New Port, Mokpo New Port (phase 1-1 and 1-2), average share of construction companies is 84.1%.  Inchon North Harbor (phase 1-1) project is to develop 830m long berths handling scrap iron and stacking yards.  The concessionaires are steel companies who are the only users of the facility.  For five projects under negotiation, average share is 88.7%.  For the concession agreed PPI projects of all PPI projects of Korea, the average share of construction companies was 87.3% (Han, 2001).  

Table 3 Shareholders of Projects under construction
Project
Equity

(KRW billion)
Major shareholder
Share of

Const. Co.
No. of

Proposers

Busan New Port 

(phase 1)1)
478
Samsung (10.3%)

Hyundai Const. (10.5)

Dong-A Const. (7.4%)

Daewoo Const (7.2%)

Keumho Ind. (8.8%)
52.4%
1

Mokpo New Port 

(phase 1-1)
24
Halla Const. (80%)

Daewoo (20%)
100%
1

Mokpo New Port 

(phase 1-2)
6
Halla Const. (100%)
100%
2

Inchon N. Harbor 

(phase 1-1)
41
INI Steel (62%)

Dongkook Steel (38%)
0%
1

1) Busan New Port Co. contracted with CSX World Terminal  on Operation, Maintenance and Management (O&M) this year and CSXWT will participate in Busan New Port project as a shareholder.

The major reason of construction companies’ involvement in PPI projects is to secure construction contracts.  They do not have much interest in operating the facilities, though they insist to operate the facilities in their proposals.  As 90% of operating revenue is guaranteed by government and 100% of estimated design cost is accepted, construction companies have invested in PPI projects in spite of their long payback periods.  The average final construction cost of government financed projects in open bidding is 81.7% of design cost.  The difference of construction cost is a risk premium to construction companies.  Actually no stevedoring company invested in PPI projects.  Only exception is the Inchon North Harbor project(phase 1-1) in which user companies invested.  Main purpose of the PPI system is not only inducing the private capital but also using the private sector’s creativity and efficiency.  Stevedoring companies are reluctant to invest in projects from which revenue is generated after 5 or more years.

Table 4 Shareholders of Projects under negatiation

Project
Equity

(KRW billion)
Major shareholder
Share of

Const. Co.
No. of

Proposers

Masan Port 

(phase 1)
43
Hyundai Ind. (25%)

SK Const. (16%)
80%1)
1

Pohang New Port 

(phase 1)
60
Daelim Const. (28%)

Kolon Const. (17%)

Hyundai Ind. (15%)

Halla Const. (15%)
100%
1

Ulsan New Port 

(phase 1)
40
Hyundai Ind. (27%)

Daewoo Const. (27%)
74.4%
1

Inchon N. Harbor 

(phase 2-1)
47
Dongbu Const. (100%)
100%
1

Gunsan Bieung

Fishery Port
14
Dongyang Const. (69%)

Jungang Const. (20%)
89.1%
1

1) Local governments invested 20% share.

Table 3 and 4 show that there is only one proposer for the most projects.  Though government provides many incentives such as revenue guarantee, F/X risk sharing, acceptance of 100% design cost, and government construction cost subsidy to provide reasonable return on equity (usually 14% to 15%, considering inflation it becomes about 20%), private sector still regards the PPI project is risky.  Also operating port facilities for 30 to 50 years is a big burden to construction companies.

diversification of Method of Conducting PPI

Though PPI Act allows other methods like BLT (Build-Lease-Transfer), ROT (Rehabilitate-Operate-Transfer), and ROO (Rehabilitate-Own-Operate), only BTO and BOT methods have been suggested in the instruction for proposal of port PPI projects. By introducing BTL (Build-Transfer-Lease) method, PPI system may be improved.

In BTL scheme, upon completion of construction of the infrastructure facilities, ownership of the infrastructure facilities is transferred to government and the concessionaire bears the right to operate for a specific period.  And the concessionaire leases this operating right to government and receives lease payment from government.  Government rents this facility to operating company and collects rent payment. 

This scheme looks similar to BTO, but it is very different in principle.  BTL scheme is to separate construction and operation of the facilities.  For construction companies, BTL scheme is same as government finance project except for the payment of construction cost.  They receive the payment on deferred payment that is guaranteed by government.  Construction companies do not involve in operation of facilities, so they are free from operation risk.  There, of course, exists a gap between lease payment to concessionaire and rent payment from operating company.  Government pays this gap as a subsidy like government construction subsidy in BTO scheme.  Under BTL scheme, competition for the project among construction companies increases as the project is same as general government financed projects.  The construction cost will be reduced to certain level, say 80% of design cost and financing cost also be reduced as the payment is guaranteed by government.  Proposers may lower the level ROE as the risk is reduced.  Government pays the subsidy over project period (say 30 years), while the construction subsidy is paid over construction period (say 5 years) under BTO scheme.  Therefore budget problem may be reduced and inter-epochal problem over investment generation and user generation be reduced.

To analyse the effect of method of conducting PPI project is difficult, as they have different conditions and risks. Lim and Kim (Lim, 2002) compared the government subsidies of two cases – under BTO scheme and BTL scheme – for an imaginary project.  For the analysis, some basic assumptions were made.  Type of PPI project is solicited project. Construction period is assumed 4 years and operating period is assumed 30 years. Design construction cost is KRW 200 billion, but contract construction cost of BTL project assumes 90% of design cost, as there will be competition.  Total lease payment to BTL project is assumed 90% of total operating revenue of BTO project, as government guaranteed 90% of operating revenue in BTO scheme.

The result showed that government subsidy was reduced by 51%, from KRW 100 billion to KRW 49 billion and ROE in real term was also reduced from 15.28% to 13.24% as the risk is reduced in BTL scheme.  The result showed that BTL scheme would reduce government burden in PPI projects.

However, there are some problems to implement BTL scheme.  Government conducts two contracts – construction and operation - for a single project and has risk for the operation contract.  In some cases, it is unable to rent the facilities to stevedoring company or to rent them at very low price due to bad market condition.  However, government should take similar risk even in BTO scheme because operating revenue is guaranteed.  In BTL scheme, lease payment to concessionaire is deterministic debt, while operating revenue guarantee in BTO scheme is not deterministic debt.

conclusion

To promote and facilitate the PPI, diversifying the methods of conducting PPI is necessary.  There are some problems under BTO or BOT scheme. Dominance of construction companies and no competition in bidding process for PPI projects are the main problem.  By introducing BTL scheme, PPI project is separated into two parts: construction and operation. Elimination of operating risk and guaranteed payment may induce many investors to PPI project and result in low construction cost. By diversifying the methods of conducting PPI, the objects of PPI, inducing private capital and creativity of private sector, can be achieved.
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� Total project costs is legal terminology in PPI Act which refer to the costs for the establishment, expansion and reformation of a revertible project





2
11

