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The purpose of this study is to answer the question “what should be done to revitalize PFI
business”? The main focus of this paper is on the optimal risk allocation between the Public
Sector and the Private Sector.
In Japan, most of the local authorities have serious problems with regard to public finance in
the capital structure, decreasing birth rates and the aging society. In this situation, the private
finance initiative model (PFI) are expected to offer an efficient management of financial

operations.

If local authorities choose the PFI projects, they will be able to make use of the capital and the
technology of the private sector and to share the risk of the public projects with the private
sector. However, the circumstances in which the PFI projects work are not necessarily good,
because there are a lot of the PFI projects failed and many private sectors complaining about the
risk allocation between the public sector and the private sector.

In this work, we examine the factors affecting the public sector adapting the PFI projects and
the participating condition in the PFI projects of the private sector and we analyze the optimal

risk allocation between the public and the private sectors.

Firstly, we analyze the factors for the local authorities adapting the PFI projects, using the
Tobit and OLS model. The target cities selected for the analysis are the cities in which the

population is more than 100,000 in all Japan, three metropolitan areas, the Tokyo metropolitan
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area and rural areas. The dependent variables are “the number of the PFI projects in each city
and the independent variables are the size of the population, the political philosophy of city
council members, the number of the public employees per capita, the staff salary, the taxable
income, the running cost for the public facilities and the degree of taxation allocated to local
governments.

However, the tax allocated to local governments is the endogenous variable because it is
affected by the taxable income. So we adopt the instrumental variable method for this

endogenous variable.

As the results of this analysis, we found that, in all Japan, the factors having a positive (+)
impact are the population, staff salary and the taxable income, and in the metropolitan area,
their factor are the population, number of the public employees per capita, and staff salary and
in the regional area, this factor is only the population.

In particular, the PFI projects require the ability of public sector to pay back the debt and
appropriate service cost for the PFI business by the tax revenue or the local allocation taxes on
the long-term.

Secondly, we investigated the participating conditions in the PFI projects of the private sector,
using the questionnaire-interview inquiry to the participants of private sector in the PFI
projects.

The investigation period lasted from January 15 to March 31, 2011 and we targeted in total 29
firms (a response rate of 43%) which are members of the Japanese PFI association. In the result

of the survey, we found that the private firm shared a lot of risk in the PFI projects.

In the questionnaire-interview inquiry, the private firm pointed out the following risks for the
PFI projects: 1.The quality risk of the request level certificate, 2.The risk of the calculation basis
of VFM, 3.Risks relating to the project partnership between the public and the private sectors
and the lack of knowledge of administrative staff, 4.The political risk, 5.The risk of ambiguous
evaluating method, 6. The risk of ambiguous risk allocated between private and public in the
risk. The private firms place a special emphasis on “The risk of ambiguous risk allocation
between public sector and private participants”. Therefore, in this paper, we intend to suggest
the “Optimal Allocation of Risk between Public and Private Sector”, in order to induce the
participation of the private sector to the PFI projects.

In this paper, assuming that all participants are the risk neutral, we analyzed the optimal
allocation of the risks which only become the course of losing, for example, the natural disaster
risk, the man-made disaster risks, the land-secured risk, the business delayed or stopped risk
and so on, using “the double-sided moral hazard model” under the asymmetric information. In
this model, the probability of the risk occurring and the amount of damage when the risk occurs,

in the PFI projects, are decreased by the investment of the public sector and the private sector
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for the risk control. But under the asymmetric information, each party acts to maximize profits

themselves and the double-sided moral hazard will take place.

In this situation, the “First-best situation” cannot be achieved and therefore we analyzed the
risk allocation in the PFI projects (the second best) in which the social loss is minimized and
thus the social welfare is maximized using the theoretical model. In addition, we propose a
strategy where the risk allocation should be decided depending on the contribution of public
sector’s activity and private participant’s activity to decreasing the probability of incidence of

the project accidents (risk) and the amount of damage when the project accidents (risk) occur.

Based on the above considerations, a reform in the PFI Projects for “Optimal Allocation of
Risk between Public and Private Sector” is needed preferentially in order to apply the new

method (The PFI projects) to updating social infrastructure.
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