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Introduction

As the fiscal conditions of both national and local governments worsen,
people look to governments to offer good-quality public services to meet

diversifying public needs.

One solution to increase both the quality and efficiency of government
services is the PFI Private Finance Initiative which utilizes the capital,
management, and technical expertise of the private sector. Since taking
effect in 1999, the use of the PFI Law (“Law Relating to the Promotion of the
Realization of Public Facilities by Using Private Funds”) has steadily
increased. A total of 94 projects and plans had been formulated and

announced as of the end of March 2003.

The three major players in PFI are the public sector (national and local
governments and other public entities), companies set up to run PFI projects,

and financial institutions.

Planners of PFI projects must consider both feasibility and financing. A
project must be attractive to the operating companies and financial

institutions, and it must ensure a reliable supply of superior public services.

This study focuses on the financial considerations of PFI projects, and
examines the procurement of project financing. Chapter 1 gives an outline
and analysis of PFI projects in general, including the scale and period of
projects, and private sector involvement. Chapter 2 examines financing
methods of PFI projects, and discusses project planning considerations.
Chapter 3 describes some case studies, including a project to build a

thalassotherapy facility utilizing waste heat from a waterfront plant in



Fukuoka City, and a project to build an advanced research center
(tentatively named the “Okayama Research Park Incubation Center”) in
Okayama City. Chapter 4 examines both the process and the implications of
PFI projects, from planning, to contracting, and the future considerations of

more diverse financing methods (use of the capital market).

In this study, the authors have received very useful and valuable suggestions
from Assistant Professor Koichiro Tezuka of Fukui University (Faculty of
Education and Regional Studies). Professor Koichi has also written a
supplementary chapter “Project and Finance through PFI” for which we are
extremely grateful. We would also like to thank the many personnel in
governments and other public entities, financial institutions and consultants

for giving us their time in interviews.
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Abstract

Following the enactment of the Japanese version of the Private
Finance Initiative Law (PFI Law), the number of PFI projects has
increased in a widening range of fields. Project schemes, for example,
the project period and project planning/examination period, have been
improved to reflect the needs of private businesses and financial
institutions. Some projects, however, still fail to attract many
applicants. There should be a better dialogue with private businesses
to foster a competitive environment and maximize the effects of PFI.

Project Finance is a method of procuring funding for PFI projects.
Secure and well-maintained cash flow management is the key to this
financing method. A "secure" cash flow is based on the level of
necessity of the project and the credit worthiness of the public client
upon which risk is shared and managed. To "maintain” a cash flow is to
ensure methods and rights to intervene to recover the funds by
continuing of the project. This measure of maintenance contributes to
the project continuity requested by the public client.

To offer better quality and more stable public services, PFI projects are
required to: a) give an adequate incentive to the contractor; b)
establish adequate risk-sharing rules; and c) set project performance
indices of IRR and E-IRR at an appropriate level. When screening
contractors, their risk management ability, in addition to their ability
and performance in each index, should be given due consideration.

Financing for PFI projects faces new challenges: firstly, the expansion
of financial institutions and other financial sources; secondly,
refinancing; thirdly, securitization; fourthly, the diversification of
financing methods (e.g., bonds); and finally, the supply of risk money
for subordinated loans and equities.

In 2002 the U.K. Office of Government Commerce (OGC) set a
guideline for the sharing of profits arising from refinancing. In new
contracts, the refinancing gains will be allocated to the private and
public sectors at a ratio of 1:1. This can be used as a reference for
Japan. Although there are only still a few cases where a PFI project
has been completed and the service begun, we should start examining
methods to allocate gains from successful projects and measures to



cope with emerging problems.

PFI in Japan is still in its early stages. Although it has great potential,
many challenges are expected. To seek solutions to these issues and to
further promote PFI projects, the major players in PFI, namely the
public sector (e.g., national and local governments), private businesses
(e.g., trading companies and general contractors) and financial
institutions (e.g., banks, leasing companies and life and non-life
insurance companies) should each understand the concepts and
viewpoints of public service, project feasibility and financing. At the
same time, information disclosure, and better and more frequent
dialogue among the parties concerned should be encouraged.

Keywords: Project Finance, Risk Management, Dialogue Process,
Refinancing
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