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In September 2000, the directors of Cheung Kong Infrastructure Holdings Limited (CKI)
were excited about an unprecedented opportunity to invest in.a transportation project in
Australia. CKI had a vision to become an international infrastructure enterprise and was keen
to extend its footprint beyond mainland China and Hong Kong. The group found that
Australia, with its stable regulatory environment and sound economic prospects, provided an
excellent environment for infrastructure investment. In 1999, CKI made its first foray into
energy assets in Australia with the acquisition of a 19.97% stake in Envestra Limited, the
largest natural gas company in the country. Envestra proved to be a prime asset and generated
robust financial returns to CKI.

In 2000, CKI was vying for further opportunities' to invest in transportation projects in
Australia when the Roads and Traffic. Authority (RTA) in New South Wales invited tenders
for the Sydney Cross City Tunnel (CCT) Project [see Exhibit 1 for the chronology of events].
CKI was particularly interested in tolled transportation investments because they were usually
regulated under a finite-life concession period and carried relatively low political and
regulatory risks. The nature of these investments usually determined that competition for the
services generated by the assets was also limited, which meant investing in such projects
could possibly provide stable and predictable returns to the group. Although transportation
investments could entail significant construction and patronage risks, CKI believed that these
risks were manageable and could be mitigated through careful planning and negotiation with
the relevant government authorities. If CKI won the tender for the CCT project, it would be
no small accomplishment, as the group’s existing transportation assets were all located in
greater China. Given CKI’s strategy of globalisation, was the project too good to miss?

Mary Ho prepared this case under the supervision of Dr. Frederik Pretorius for class discussion. This case is not intended to
show effective or ineffective handling of decision or business processes.
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History of the CCT Project

Background

As in most big cities, road traffic congestion had long been a significant problem in central
Sydney. In 1998, the minister for transport of NSW produced a manifesto entitled “Action for
Transport 20107, which aimed to expand the road infrastructure and thus improve traffic
flows in central Sydney. The manifesto was followed by a public consultation report prepared
by the RTA in October 1998. The report proposed the construction of an east-west road
tunnel that would cross under the heart of the Sydney Central Business District (CBD). The
primary objectives of the CCT project were to relieve traffic congestion in central Sydney,
improve the reliability of public transport and provide a safer environment and improved
amenities to vehicles, cyclists and pedestrians. By removing. east-west through-traffic on
surface streets and reallocating road space for public transport and pedestrian use, the CCT
was expected to provide a number of benefits to the Sydney community, including:

e reduced congestion, as drivers could bypass 18 sets of eastbound traffic lights or 16 sets of
westbound traffic lights on the old routes

improved travel times, with estimated savings of up to 20 minutes during peak hours
higher service reliability for buses through the introduction of bus priority measures
improved access to and movements for pedestrians and vehicles

safer and more pleasant environments with better urban designs, wider footpaths and the
removal of intrusive through-traffic

e Dbetter air quality and reduced traffic noise levels.

In August 2000, following extensive environmental investigation and consultation, the RTA
issued an Environmental Impact Statement (EIS) detailing the potential environmental
impacts. After considering response from the community, the RTA made some amendments
to the original design concepts. These modifications were approved by minister for planning
in October 2001.

According to the construction plan, the CCT project comprised two stages. Stage One
encompassed two east-west tunnels that spanned 2.1 km under the Sydney Central Business
District and Darlinghurst/Woolloomooloo. The tunnels would run between the eastern side of
the Darling Harbour and Kings Cross. Stage One works also involved the construction of
associated tunnelled links to Sir John Young Crescent, the Cahill Expressway and the Eastern
Distributor  (sec Exhibits 2A to 2D). It was envisaged that Stage One works would be
completed in 2004 or 2005.”

Most of the tunnel would be excavated using a driven tunnel method, a proven and widely
used construction technology. This involved the use of tunnelling machines that cut their way
through the underground rock mass. The remainder of the tunnel would be
constructed using the cut-and-cover method, whereby rock was excavated and then covered
with concrete beams or planks to form a tunnel.’ No extraordinary construction risks were
envisaged, though it was fully understood that this was a complex and risky project from site
access, logistics and project planning perspectives.

'RTA (June 2003) “Cross City Tunnel Summary of Contracts”.
2 Parliament of New South Wales (February 2006) “Joint Select Committee on the Cross City Tunnel, First Report”.

3 CrossCity Motorway Pty Ltd, “Construction”, http://www.crosscity.com.au/DynamicPages.asp?cid=7&navid=7 (accessed 30
August 2006).
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Subsequent to the opening of the tunnel, Stage Two surface works would begin to take
advantage of the opportunities afforded by reduced traffic congestion. There would. be
improvements to surface roads, including new bus and bicycle lanes and other improvements
to pedestrian facilities. Exhibit 3 presents the different proposals for the CCT.

Public or Private Financing?

The NSW government considered a number of options for financing the CCT. project. These
included the utilisation of public funds or government borrowings. Alternatively, the NSW
government could limit the commitment of public capital and finance the project through a
public private partnership (PPP) arrangement [see Exhibit 4]. A privately financed project
(PFP) was a specified form of PPP that involved not only private sector financing but also
controlling ownership. Hence, PFPs differed from the outsourcing of infrastructure services or
the procurement of design and construction services by the.government. Under a PFP
arrangement, the infrastructure would be created with a concession agreement whereby the
private sector provided the capital to finance, construct, operate and maintain the assets for a
specified contract period (the “concession period”). Such concession agreements typically
formed part of the overall regulatory framework under which such investments were operated.
When the contract period expired, the operation and maintenance of the asset would revert to
public (government) ownership. While construction and operating risks could be transferred
to the private sector through the use of a PFP arrangement, the market risk could still be
shared by the government through an appropriate.compensation arrangement. This essentially
followed a project finance model where the-assets were returned to the NSW government
after the concession expired.

Although a number of infrastructure projects innNSW had been financed through public funds
or other forms of PPP, the NSW government considered that PFP was the most appropriate
method for financing the CCT project. This was largely because the NSW government was
pursuing a debt reduction strategy at the time and thus, at least for the purposes of this project,
imposed a budgetary constraint on itself.* If the project was financed through the use of public
funds or government borrowings, the construction of the tunnel could be delayed due to
competing demands for public funds'and the Government could risk its AAA credit rating by
increasing total state debt.’ Alternatively, financing the project through PFP could avoid
public debt altogether and result in early delivery. The RTA’s total costs on the CCT project
were expected to be AU$98 million.® The sum represented project preparation costs, work on
utility networks and other ancillary works associated with the project and could thus be
viewed as normal spending on infrastructure improvement. Furthermore, by allowing non-
conforming proposals during the tender process, the government could possibly bring in
innovative approaches from the private sector and find ways to recoup its project expenses.
The ultimate objective of the government was to minimise its financial exposure, delivering
the project at no cost to itself.

Cheung Kong Infrastructure Holdings Limited

Listed on the main board of the stock exchange of Hong Kong in 1996, CKI was one of the
leading companies in the infrastructure sector in mainland China and Hong Kong. The group
had a diversified portfolio of investments in energy infrastructure, transportation
infrastructure and infrastructure-related business [see Exhibit SA for a list of project assets of
CKI]. In 1997, CKI acquired a controlling interest in Hongkong Electric Holdings Limited,

# Parliament of New South Wales (February 2006) “Joint Select Committee on the Cross City Tunnel, First Report”.

5 Standard & Poor's and Fitch assign bond credit ratings of AAA, AA, A, BBB, BB, B, CCC, CC, C, D. (see Wikipedia, “Bond
Credit Rating, http://en.wikipedia.org/wiki/AAA_(credit_rating) )

6 «Cross City Tunnel Parliamentary Notice”, http://www.lee.greens.org.au/campaigns/crosscity.htm (accessed 7 October 2006).
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the sole electricity company serving residents on Hong Kong Island and Lamma Island in
Hong Kong. The acquisition substantially boosted CKI's recurring revenue and strengthened
its capital base. CKI and Hongkong Electric’s investments in ETSA Utilities and Powercor
made the group the largest electricity distributor in Australia.

With a turnover of HK$3.345 billion and net profits of HK$3.228 billion” in 2000® [see
Exhibit 5B], CKI had a strong financial position and a good reputation for quality
infrastructure projects. During the year, the energy division was the largest profit contributor,
accounting for 78% of CKI’s profit contribution. Investments in China and Hong Kong
accounted for 86% of the group’s overall profits, while investments in Australia, Canada and
other countries accounted for the remaining 14%.

In 2000, CKI was actively seeking investment opportunities in three major infrastructure
areas:’

e hedged electricity generation positions, wherein generation volume was contracted under a
secure power purchase agreement structure

e near-monopoly transportation business, including toll roads; bridges, tunnels, airports and
possibly sea transport facilities

e regulated monopoly network businesses, including electricity wires, gas and water
pipelines.

In mid-September 2000, the RTA invited tenders for the construction, financing and 30-year
operation of the Sydney CCT. The project presented an unprecedented opportunity for CKI to
further achieve its global ambitions in transportation infrastructure project investment. In
response to the invitation of Registrations of Interest from the RTA, CKI together with its
major business partner, Bilfinger Berger Aktiengesellschaft (AG), decided to bid for the
project in October 2000. Bilfinger Berger AG was one of the world’s leading construction
companies. Based in Mannheim, Germany, it had global operations in civil engineering and
real estate, and had actively participated in privately financed build-operate-transfer (BOT)
projects. With equity support from the minority superannuation trust investors, they formed
the CrossCity Motorway Consortium (the CCM consortium) and obtained commitment to
participate in financing from the Deutsche Bank AG, a major German bank. Bilfinger Berger
AG and its wholly ‘owned Australian subsidiary, Baulderstone Hornibrook Pty Limited, also
played a sponsorship. role for the tender. Baulderstone Hornibrook had a number of
infrastructure projects in Australia, including the M5 East Freeway and Anzac Bridge in
Sydney, the/ Western Link section of the Melbourne City Link and the Graham Farmer
Freeway in Perth."

The Bidding Process

In February 2001, the RTA short-listed three consortia out of eight competing for the CCT
project. The CrossCity Motorway consortium was one of the three short-listed consortia for
the final bid. The other two short-listed consortia were the E-Tube consortium (sponsored by
Leighton Contractors Pty Limited and Macquarie Bank) and Sydney City Tunnel Company
(sponsored by Transfield Holdings Pty Limited and Multiplex Constructions Pty Limited). All
three selected consortia had to submit their detailed proposals for implementation on or before
24 October 2001. The proposals would be reviewed by an assessment panel from the RTA,

7 AUS$1 = HK$4.3673 on 31 December 2000.

8 Per Cheung Kong Infrastructure Holdings Limited Consolidated Income Statement for the year ending 31 December 2000.
? Morgan Stanley (28 April 2004) “Cheung Kong Infrastructure”.

ORTA (June 2003) “Cross City Tunnel Summary of Contracts”.

4
This document is authorized for use only by Paun Cristian until December 2010. Copying or posting is an
infringement of copyright. Permissions@hbsp.harvard.edu or 617.783.7860.



07/324C Infrastructure Finance: The Sydney Cross City Tunnel

which would select the preferred proponent based on various pre-determined criteria. The
panel would conduct a comparative value assessment against a public sector comparator
(PSC). A PSC was a model of the hypothetical, risk-adjusted costs of delivering the project
under a government-financed method. The panel would also evaluate the tender submissions
based on various non-price determined criteria, which included:"

project structure, participants and organisation

design and construction

initial traffic management and safety plan

initial project plans for quality assurance, project management; environmental
management, design, construction, operation and maintenance, community involvement,
incident responses, occupational health, safety and rehabilitation management and project
training

e operation and maintenance.

Preparing the Proposal

The CCM Consortium had to submit detailed proposals showing how it planned to complete
the design, construction and operation of the CCT. According to the tender documents from
the RTA, “business consideration fees” were potential areas that were available for further
exploration if there was potential excess revenue over cost during the term of the concession.
All short-listed consortia could nominate a business-consideration fee to the RTA, which was
intended to contribute towards RTA costs associated with the project.

The CCM Consortium was aware that the RTA was likely to prefer proposals that were
consistent with its objective of delivering the project at “no cost to government”.'” Given
RTA’s policy, the CCM Consortium felt that the payment of a reasonable business
consideration fee would be effective in meeting the objectives that the government had set.
By putting forward a proposal that would focus their bid on the business consideration fee,
the CCM Consortium was confident-that its proposal could offer superior value for money
over traditional methods of government delivery.

Since there was no mandatory requirement to submit a conforming proposal to meet all
conditions set by.the RTA, there was an opportunity for the CCM Consortium to bring in
critical changes to the original project plan to reap maximum returns and recoup the costs
incurred by the business. consideration fee. For environmental and traffic reasons, the CCM
Consortium considered that the length of the tunnel could be increased by 300 metres while
the depth at the eastern end could be increased by 30 metres. Such changes would increase the
tunnel's daily capacity by an extra 17,000 vehicles.” However, the extra work required for
this “long 80 tunnel” proposed by the CCM consortium could result in an increase in
construction cost.of US$135.7 million." The total projected construction cost would therefore
become AUS680 million.

Valuing the Project

The value of the CCT project would depend principally on the revenues generated by traffic
volume and tolls charged during the term of the concession. The CCT was comprised of two
main tunnels. Both of the main tunnels would have two lanes, while the other entry and exit

'RTA (June 2003) “Cross City Tunnel Summary of Contracts”.

12 NSW Audit Office (2006) “Performance Reports 2006: The Cross City Tunnel Project—Executive Summary”,
http://www.audit.nsw.gov.au/publications/reports/performance/2006/cross_city_tunnel/execsum.htm (accessed 6 January
2007).

13 «Cross City Contract Signed”, (2003), Tunnels and Tunneling International, 35 (1), p. 15.

4 AUS1 = US$0.5115 on 31 December 2001.
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tunnels would have single lanes. Both tunnels would be electronically tolled. Users of the
CCT had to purchase an electronic pass or hold a toll account and have a valid electronic tag.
The CCM consortium felt it was necessary to apply a differential pricing scheme. Under this
scheme, the toll charged would depend on the size of the vehicle and the route that that it took.
Passenger vehicles such as motorbikes, sedans, station wagons, taxis and vehicles.towing
trailers were classified as Class 2."° Heavy vehicles were classified as Class 4.'¢

The CCM consortium considered that the initial toll charges for vehicles other than buses
could be set as follows [see Exhibit 6]:"

e for vehicles using the main tunnels to and from Darling Harbour, including vehicles
entering from or exiting to the Eastern Distributor, AU$2.5 for Class 2 passenger vehicles
and AUSS for Class 4 heavy vehicles (March 1999 prices, including GST)"®

e for vehicles entering the westbound tunnel at Rushcutters Bay and then using the Riley
Street tunnel to exit onto Sir John Young Crescent, AUS$ L.l-for Class 2 passenger vehicles
and AU$2.2 for Class 4 heavy vehicles (March 1999 prices, including GST).

Buses providing public transport services were not required to.pay tolls, but higher charges
could apply to vehicles without electronic tolling transponders. The CCM suggested an initial
administrative charge between AU$5 and AUS$8 for each casual use of any of the tunnels on
top of the standard tolls. In addition, higher tolls might be charged for traffic exiting from the
westbound tunnel onto Harbour and Bathurst Streets, to-help reduce congestion in the western
CBD. The extra revenue collected could be used for public transport, pedestrian, cyclist, air
quality and other amenity improvements.

The CCM consortium believed that it was. imperative to secure the right to increase future
tolls at its discretion. It therefore proposed a toll escalation scheme, under which the tolls
could be increased in line withrinflation or in line with minimum quarterly rates of increase
equivalent to 4% per annum until the June quarter of 2012 and then 3% per annum until the
June quarter of 2018." From mid-2018, the maximum increases would be in line with
inflation.

With advice from Hyder Consulting, the CCM consortium prepared traffic estimates for the
CCT. According to'the projections, the CCT would be used by over 90,000 vehicles per day
by 2006 and over 100,000 vehicles per day by 2016.%° By lengthening the tunnel, the
consortium would be able to earn additional revenue of AU$10.98 million per year based on
the traffic projections.* Exhibit 7 shows the traffic forecast of the CCT. Exhibit 8
summarises the results of the likely economic performance of the CCT project.

Under the Land Lease Agreement with NSW, the winning consortium would have to make
rent payments for the first 12 months of the lease, each successive six-month period during
the lease and then the final period of the lease, as follows:*

13 Class 2: height less than or equal to 2.8m, length less than or equal to 12.5m.

1 Class 4: height greater than 2.8m, length greater than 12.5m.

"RTA (June 2003) “Cross City Tunnel Summary of Contracts”.

BRTA (June 2003) “Cross City Tunnel Summary of Contracts”.

P RTA (June 2003) “Cross City Tunnel Summary of Contracts”.

2 RTA (August 2002) “The Cross City Tunnel Supplementary Environmental Impact Statement”, p. 46.
2 «Cross City Contract Signed,” Tunnels and Tunneling International, 35 (1) , 15 January 2003.

2 RTA (June 2003) “Cross City Tunnel Summary of Contracts”.
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e AUSI

e thirty-five percent of actual gross revenue—Iess any amount collected for GST or other
taxes or government charges, other than income tax—from any non-toll business uses of
the tunnels or the land leased, such as the use of the tunnels or land for
telecommunications infrastructure

e if the actual toll and administrative charge revenue for the relevant period—Iess any
amount collected for GST or other taxes or government charges—was-more than 10%
higher than that forecasted by the private sector participants’ base case financial model for
the project, a progressively increasing share of this extra revenue, as set outin Exhibit 9.

The CCM consortium considered that the toll escalation scheme could help to recover the
business consideration fee. Therefore, in return for the RTA’s granting it the right to
undertake the project, the CCM consortium proposed payment of a business consideration fee
in the sum of AU$100.1 million plus GST to the RTA.* According to the tender documents,
the fee had to be over and above the costs associated with the project. The fee could be used
by the RTA to cover its ancillary costs associated with delivering the project, including work
on utility networks affected by the tunnel and cost recovery for project preparation costs.

Assessing Project Risks

The CCM consortium was aware that substantial risks would be transferred from the
government to the consortium if it won the tender. The consortium had identified various
risks associated with the project. These included:*'

o risks associated with the financing, design, construction, operation, maintenance and repair
costs of the project

e the risks that the tunnel might fail to deliver the anticipated traffic volumes or projected
revenues

o the risks of over-estimation of the value'motorists would place on the tunnel’s benefits

e the risks that the capacity of the tunnel was not sufficient to allow for the projected traffic
estimates

e the risks of overforecasting asset use—a study conducted by Standard and Poor’s about
traffic modelling on 104 international toll roads, bridges and tunnels showed that on
average, across.all toll roads, bridges and tunnels, forecasts overestimated traffic in the
first year by 20— 30%

e income tax risks

e the risk that their works or operational and maintenance activities might be disrupted by
the:lawful actions of other government and local government authorities or a court or
tribunal.

To minimise patronage risks, the CCM consortium proposed certain changes to the road
network or the introduction of “traffic calming” measures. One of the major changes involved
removing access to the Harbour Crossings from Sir John Young Crescent and Cowper Wharf
Road. Nevertheless, such changes would restrict road users’ choice and could affect residents
of the affected communities. The CCM consortium would thus also require the government to
pay compensation if any changes to the Sydney public transport system had a material effect
on the amount of traffic traversing the toll road tunnel. A material effect would include

5 The quantum of the business consideration fee changed over the course of the contract negotiations between CCM and the
RTA. The original figure changed following the acceptance by the RTA of the consortium’s non-conforming “long 80 tunnel”
As a consequence of the differing minister’s Planning Conditions of Approval, and later requirements imposed by more
stringent air quality standards (the construction of a third tunnel for ventilation purposes, with estimated cost of $37 million)
and through community consultation, CCM reduced the amount of the BCF to AU$96,859,688 they proposed to pay the RTA.

2 RTA (June 2003) “Cross City Tunnel Summary of Contracts”.

2 «“Cross City Tunnel Parliamentary Notice”, http://www.lee.greens.org.au/campaigns/crosscity.htm (accessed 7 October 2006).
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blocking a lane or otherwise directly hampering traffic flow into the tunnel.* The
compensation could be computed based on the consortium’s expected profits every year until
2035. This could amount to as much as AU$100 million annually.

To mitigate the risks of additional costs that could arise due to a change in the scope of works
directed by the RTA, the CCM consortium would require the RTA to compensate it for the
costs that reasonably arose from the change, including those associated with the contractors’
overheads and profits and any delay costs or equity holding costs. If the RTA decreased the
scope of works and subsequent operation, maintenance and repair/obligations, the CCM
consortium would pay to the RTA 75% of the direct cost savings.

Capital Structure

The Equity Investors

The CCM consortium had a complicated “Special Purpose Vehicle” structure that involved
the use of trusts and corporate vehicles that were set up by the equity investors. A new
company, known as CrossCity Motorway Nominees No. 2 Pty Limited (the trustee), was
incorporated to serve as a trustee of the CrossCity Motorway Property Trust, which was
established in October 2001. The Property Trust was held by CrossCity Motorway Nominees
No. 1 Pty Limited, in its capacity as trustee of the CrossCity Motorway Holdings Trust,
another unit trust set up in October 2001. Tn turn, all the shares in the trustee and the
Holdings Trust were owned and controlled by CrossCity. Motorway Holdings Pty Limited
(CCM Holdings), which was owned by the following equity investors [see Exhibit 10 for an
overview of the structure of the CCT contracts]:”’

e CKI City Tunnel Investment (Malaysian) Limited, a wholly owned subsidiary of CKI
(50%)

e Bilfinger Berger BOTGmbH, a wholly owned subsidiary of Bilfinger Berger AG (20%)

e DB Capital Partners, a private ‘equity arm of Deutsche Asset Management (30%). It
invested in the project on behalf of a number of Australian superannuation funds,
including Development Australia Fund.*®

e All the units in the CrossCity Motorway Holdings Trust were owned in the same
proportions by the same equity investors.

CCM Holdings setup a wholly owned subsidiary known as CrossCity Motorway Pty Limited
(the Company). If the consortium won the bid, the trustee and the Company would be used as
the vehicle to enter into the Cross City Tunnel Project Deed with the RTA.

The Contractor

The Contractor of the project would be the “Baulderstone Hornibrook Bilfinger Berger Cross
City Tunnel Joint Venture”, a partnership set up by Bilfinger Berger AG and Baulderstone
Hornibrook Pty Limited.”

2 Scott, S. and Allen. L (23 October 2005) “City Tunnel Contract in Doubt", Australasian Business Intelligence.
2" RTA (June 2003) “Cross City Tunnel Summary of Contracts”.

28 CrossCity Motorway Media Release, 19 December 2002.

P RTA (June 2003) “Cross City Tunnel Summary of Contracts”.
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The Operator

The operation, repair and maintenance of the tunnel and its surface works would be
undertaken by Baulderstone Hornibrook Pty Limited until reversion to public ownership.

The Borrower

Borrowings would be made by the CrossCity Motorway Finance Pty Limited, which was
wholly owned by the trustee in its capacity as trustee of the property trust. The “borrower”
would be the vehicle used to contract with the project’s debt financiers.

Debt Financing Strategy

The total capital required for the Cross City Tunnel project was estimated to be AU$680
million. The consortium estimated that the project would be financed by AU$580 million debt,
and the balance by equity. Under the proposed debt financing plan, one-half of the initial debt
finance would be provided by Deutsche Bank AG and Deutsche Australia Limited (a wholly
owned subsidiary of Deutsche Bank AQG), the other half by Westpac Banking Corporation,
with further loan syndicate participation expected to reducethis large concentrated debt
requirement if the project proceeded.

Completion of the Deal

In late October 2001, the three short-listed consortia submitted their proposals to the RTA.
The CCM consortium was the only proponent that bid on the business consideration fee. Two
other bidders did not bid an upfront payment of a business consideration fee. During the
evaluation process, the RTA relied/on estimates of traffic flow prepared by traffic consultant
Masson Wilson Twiney Pty Ltd, to compare the value of the proposals against the PSC. The
forecast produced by the consultant showed that the “long tunnel” proposed by the CCM
consortium would be used by 86,300 vehicles per day in 2006 and 101,700 vehicles per day
in 2016. Such forecast figures were lower than the estimates prepared by the CCM
consortium. Exhibits 11 to 13 present the projected financial statements and the assumptions
used by the CCT for the period from 2003 to 2008.

In February 2002, the RTA’s assessment and review panel concluded that the proposals
submitted by the CCM consortium represented better value for money than the PSC and the
proposals submitted by the other two proponents. On 27 February 2002, the minister for roads
formally announced that the CCM consortium was the preferred proponent. The submission
from the CCM consortium was a non-conforming proposal that had incorporated various
changes to initial concepts of the tunnel. As a result of the proposed changes, a number of
additional environmental impacts would occur and a supplementary EIS had to be prepared.
The execution of the project’s principal contracts was completed on 18 December 2002.

The CCT project heralded CKI's first transportation project outside mainland China and Hong
Kong. Under the plan, the tunnel components of the project would be operated, maintained
and repaired by the CCM consortium until they were returned to public ownership after 18
December 2035 or for 30 years and 2 months from the completion of the tunnels, if their
completion was delayed.*® Analysts expected that the equity IRR* on CKI’s investment in this
green field project would be around 15%. With sufficient cash on hand and reasonably low

O RTA (June 2003) “Cross City Tunnel Summary of Contracts”.
31 IRR stands for internal rate of return.
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gearing, CKI itself had the necessary resources to finance this project. It was projected that in
2006, the CCT’s annual contribution to CKI’s bottom line would be HK$28 million.*

Project equity came from CKI (50%), DB Capital Partners (30%) and Bilfinger Berger BOT
GmbH (20%). The CCM consortium completed the AU$580 million project financing after
16 banks joined the transaction with the initial senior debt financiers. These new banks
included Australia and New Zealand Banking Group Limited, Bank of China, BOS
International (Australia) Limited, Bank of Western Australia Limited; Credit Industriel et
Commercial, Credit Agricole Indosuez Australia Limited, Credit Lyonnais (Hong Kong
Branch), Dexia Credit Local, KBC Finance Ireland, Kreditanstalt. fur’ Wiederaufbau,
Landesbank Baden-Wurttemberg (Singapore Branch), Natexis Banques Populaires,
Norddeutsche Landesbank Girozentrale (Singapore Branch), Sumitomo Mitsui Finance
Australia Limited, United Overseas Bank Limited and WestLB AG (Sydney Branch).** The
loan syndicate details were as follows:*

e Arrangers: Westpac Banking Corp lending AU$47 million and Deutsche Bank investing
AUS$39 million

e [ead managers: ANZ Investment Bank, Bank of Scotland, Credit Agricole, Credit
Lyonnais, KBC Bank, Kreditanstalt fur Wiederaufbau, Landesbank Baden-Wurttemberg,
NordLB, Sumitomo Mitsui Banking Corp and WestLB, with each manager taking AU$39
million

e Managers: Bank West, Dexia Bank and Union Overseas Bank, each lending AU$28
million, and CIC lending AU$20 million

e Purpose: Project financing for the construction of the/AU$680 million CCT, with limited

recourse to the equity investors®

Size: AU$580 million

Type: Seven-year term loan

Margin: 150bp*® over BBSY*’ (during construction)

160bp over BBSY (after construction)

170bp over BBSY (no rating)

Fees for lead managers: 80bp for AU$50 million

Fees for managers: 60bp for AU$35 million.

Project Outcomes

The CCT opened for traffic on 28 August 2005, less than two years and seven months after
the commencement of construction. After opening, the CCT was often described as the “ghost
tunnel”, due to its low volume of traffic. Statistics released by the CCM in February 2006
showed that around 30,000 vehicles used the tunnel each day, well short of the projected
90,000 per day. Many road users considered the toll too high for a short journey of 2.1 km.
They would rather use a free alternative public road, even though it might take longer to reach
the destination. Although many road users wanted to avoid the tunnel, a number of “traffic
calming” measures—which many observers and media commentators suggested merely
functioned to funnel traffic into the tunnel—were introduced. Instead of relieving congestion,

2 AUS1 = HK$6.1405 on 31 December 2006.

S RTA (June 2003) “Cross City Tunnel Summary of Contracts”.

34 Anonymous (28 January 2003) “Australiasia (Syndicated Loans)”, Euroweek.

35 Fislage, B. and Heymann, E. (10 June 2003), “Road Operation Projects: Lucrative for Institutional Investors”, Deutsche Bank
Research.

36 Bp stands for basis point. 1% change = 100 basis points, and 0.01% = 1 basis point (see Investopedia,

http://www.investopedia.com/terms/b/basispoint.asp)

37 BBSY stands for bank bill swap yield.
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however, such changes actually increased traffic congestion and resulted in numerous
disruptions. For instance, there were lane reductions at William Street and changes in light
phasing at various intersections across the city. Road users also complained about misleading
signage indicating the tunnel was the only route to reach certain destinations when in.fact
alternative public roads were available.

The huge upfront consideration demanded by the NSW government to achieve its “no-cost-
to-government” objective also sparked public outrage. It appeared to the community. that, in
return for such consideration, the government allowed inflated tolls to'be set by the operator,
while it might have given assurances to the operators that sufficient traffic throughput might
be achieved for the tunnel through traffic calming measures. Some analysts were also
sceptical about the traffic projections derived by the CCM consortium. It was suggested that
the projection method used by the CCM employed a “work back™ (or implied) process, in
which the projections were derived from an internal rate of return promised to equity
investors. In other words, the traffic projections and tolls might -have been financially reverse-
engineered to provide the required toll revenue and the CCM had failed to consider land use
and transport interaction factors properly. To increase patronage and public acceptance, the
CCM introduced a toll-free period from 24 October 2005 to-late'November 2005 and also
announced a freeze on toll increases for one year and a waiver-of-fee for casual users. In all,
however, in its first six months of operation the Sydney CCT was operating at roughly one-
third of projected throughput, nowhere near projected income and rumoured to be near
financial collapse. It was also a public relations disaster, attracting significant negative media
and political attention, and was subject to strong general-user resistance. In response to public
pressure, in October 2005 the government released some contract terms to the public. A few
days after the release, the head of the RTA stepped down due to his failure to disclose an
amendment to the contract.

In February 2006, there was media speculation that the Sydney CCT was for sale and rumours
of a “buy-out” by the NSW government began and persisted throughout 2006, despite denials
that the CCT was for sale and that NSW was not a potential buyer. The rumoured price was
over AUS$1 billion. However, despite denials by the government and the CCM, NSW roads
minister Eric Roozendal said that “any prospective buyers would be well advised to consider
the cost of a trip through it”, while NSW opposition roads spokesman Andrew Stoner said
“taxpayers would be the ones to suffer most of if the government was forced to pay
compensation to ‘the tunnel operator”.’® It was clear that, in addition to being financially
problematical, -the. CCT was starting to attract significant political interest and had the
potential to severely embarrass the NSW government that championed it.

The bottom line was looking unpleasant. With the poor operating performance of the CCT
project, it seemed inevitable that CKI and other partners of the CCM might have to incur a
significant impairment loss in the next financial quarter. It further seemed that the Sydney
CCT investment was rapidly turning into a liability for CKI, a prospect that was not
comforting to a company that had in the past been highly successful in Australia, whilst
remaining relatively low key.

38 Hassett, S. (16 November 2006) “NSW Government Baulks at Tunnel Bid”, The Weekend Australian,
http://www.theaustralian.news.com.au/printpage/0,5942.20769578,00.html (accessed 6 January 2007).
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EXHIBIT 1: THE CROSS CITY TUNNEL CHRONOLOGY

Date

Event

22 Oct 1998

The premier (Mr Carr) and the minister of roads (Mr Scully) released an exhibition for
comment on the initial concept (the “short tunnel”) in a 16-page report titled “The Cross City
Tunnel: Improving the Heart of the City”. AUS2 toll is flagged.

April 1999

The City of Sydney Council released the Cross City Tunnel Alternative Scheme. This was a
longer tunnel than the one proposed in the 1998 “Improving the Heart of the City”, running
to the eastern end of the Kings Cross Tunnel and included narrowing William Street.

15 Sept 2000

The RTA invited registrations of interest from private sector parties “for the financing,
design, construction, operation and maintenance of the Cross City Tunnel project”.

23 Oct 2000

Closing date for registrations of interest to construct and operate the tunnel

Feb 2001

The minister for roads (Mr Scully) announced that three consortia had been short-listed to
prepare detailed proposals: CrossCity Motorways (CCM), E-TUBE and Sydney City Tunnel
Company.

Oct 2001

Detailed proposals for implementation of the project weredodged by the three consortia and
reviewed by assessment panel.

Feb 2002

The Budget Committee of Cabinet approved CCM to-be selected as the preferred proponent
and for the CCM “long 80 tunnel” option to be selected as the preferred proposal.

27 Feb 2002

The minister for roads (Mr Scully) announced that CCM was the preferred proponent. The
tender submission from CCM incorporated changes to the approved activity that the minister
for roads believed would provide more benefits and reduce construction related impacts on
the community. As a result of the proposed changes, a number of additional environmental
impacts would occur. A supplementary EIS was prepared.

14 Mar 2002

A letter was sent from the treasurer (Mr Egan) to the minister for roads (Mr Scully) stating
“A key objective of the project has been its development at no net cost to government” and
“it is not certain at this time that the project can achieve a ‘no net cost to government’
outcome. If the project cannot proceed without a government contribution, any such
contribution would need to be funded out of the RTA’s existing forward capital program”.

16 Dec 2002

Approval was given by the treasurer (Mr Egan) to sign the project deed under the Public
Authorities (Financial Arrangements) Act.1987.

18 Dec 2002

A contract between the/CCM consortium and RTA was signed to finance, construct, operate
and maintain the CCT. Differential tolling was set, AU$2.5 per car and AU$5 for heavy
vehicles.

28 Jan 2003

Major works started on the AU$680 million Cross City Tunnel.

21 Dec 2004

The treasurer (Mr Egan) approved the RTA to enter into the Cross City Tunnel Project First
Amendment Deed with the CCM under section 20 of the Public Authorities (Financial
Arrangements) Act 1987. This deed included provision that “in consideration for the CCM’s
agreement to fund and carry out certain [changes if required by the RTA], CCM might
increase the Base Toll to be collected from motorists on the terms set out in the First
Amendment Deed”.

23 Dec 2004

The First Amendment Deed was entered into by RTA and the CCM, enabling AU$35 million
of additional works to be paid for through a higher base toll (increased by $AUO0.15).

28 Aug 2005

The Cross City Tunnel opened.

Nov 2005

The Summary of Cross City Tunnel Project Deed was made public.

19 Dec 2035

The Cross City Tunnel was due to be returned to public ownership.

Source: Parliament of New South Wales (February 2006) “Joint Select Committee on the Cross
City Tunnel, First Report”.
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EXHIBIT 3: THE CCT TUNNEL MODELS

Model Details

The “short tunnel” | 1.2km tunnel, exiting William Street near Museum of Sydney.
Taking approximately 40,000 vehicles. Two way toll of AU$2. Cost
estimated at AU$273 million. Published in “Transforming the Heart
of the City” (1998).

The “long tunnel” | Approximately 2km tunnels exiting in the Kings Cross Tunnel to the
east and connecting to the Western Distributor in the west. Two-way
toll of AUS$2.5. First described in the initial Cross City Tunnel
Environmental Impact Statement (2000).

The “long 80 Approximately 2.1km tunnels exiting east of the Kings Cross Tunnel
tunnel” to the east and connecting to the ‘Western Distributor in the west.
Two-way differential tolling of AU2.5 and/AUSS5 (later increased to
AUS$2.65 and AUS$5.3). First described in the Supplementary
Environmental Impact Statement (2002).

Source: Parliament of New South Wales (February 2006) “Joint Select Committee on the Cross
City Tunnel, First Report”.
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EXHIBIT 4: RELATIONSHIP BETWEEN PFPS AND PPPS

Government service Public Private Private service
delivery Partnerships (PPP) delivery
Increasing private sector participation
Conventional Privately Financed Outsourcing
Procurement Projects
(PFP)

Source: New South Wales Government (November 2001) “Working with Government Guidelines

for Privately Financed Projects”.
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EXHIBIT 5A: MAJOR PROJECTS OF CKI IN 2000

Project Business CKI
shareholding
Energy
Hongkong Electric, Hong Exclusive right to generate and 38.87%
Kong distribute electricity to Hong Kong
Island, Ap Lei Chau Island and
Lamma Island
Envestra Limited, NSW, Distribution of natural gas in the states | 19.97%
Australia of South Australia, Queensland, the
Northern Territory, Victoria and New
South Wales
ETSA Utilities, South Right to operate the electricity 50% (another
Australia, Australia distribution network in the state of 50% held by
South Australia for 200 years Hongkong
Electric)
Powercor Australia Ltd, Right to operate the electricity 50% (another
Victoria, Australia distribution netwotk covering an area | 50% held by
of over 150,000 sq. km in the state of | Hongkong
Victoria and retail operation in certain | Electric)

areas of Australia

Fushun Cogen Power Plants, | Operational 60% interest in
Liaoning, China the JV
Nanhai Power Plant I, Operational 30% interest in
Guangdong, China the JV
Qinyang Power Plants, Operational 49% interest in
Henan, China the IV
Shantou Chaoyang Power Operational 60% interest in
Plant, Guangdong, China the JV
Shantou Chenghai Power Operational 60% interest in
Plant, Guangdong, China the JV
Shantou Tuopu Power Plant, | Operational 60% interest in
Guangdong, China the JV
Siping Cogen Power Plant, Operational 45% interest in
Jilin, China the JV
Zhuhai Power Plant, Operational 45% interest in
Guangdong, China the JV
Transportation
Eastern Harbour Crossing Rail franchise period 19862008 50%
Rail Tunnel, Hong Kong
Changsha Wujialing and Operational 44.2% in the JV
Wuyilu Bridges, Wunan,
China
Guangzhou East-South-West | Operational 44.4% in the JV
Ringroad, Guangdong,
China
Jiangmen Chaolian Bridge, | Operational 50% in the JV
Guangdong, China
Jiangmen Jianghe Highway, | Operational 50% in the JV
Guangdong, China
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Philippines

Jiangmen Jiangsha Highway, | Operational 50% in the JV
Guangdong, China

Nanhai Road Network, Operational 49% — 64.4% in
Guangdong, China the JV
National Highway 107 Operational 66% in the JV.
(Zhumadian section), Henan,

China

Panyu Beidou Bridge, Operational 40% in the JV
Guangdong, China

Shantou Bay Bridge, Operational 30% in the JV
Guangdong, China

Shen-shan Highway (Eastern | Operational 33.5% in the JV
Section), Guangdong, China

Shenyang Changqing Operational 30% in the JV
Bridge, Liaoning, China

Shenyang Da Ba Road and Operational 30% in the JV
South-West Elevated

Sections, Liaoning, China

Shenyang Gongnong Bridge, | Operational 30% in the JV
Liaoning, China

Shenyang Shensu Operational 30% in the JV
Expressway, Liaoning,

China

Tangshan Tangle Road, Operational 51% in the JV
Hebei, China

Zengcheng Lixin Road, Operational 51% in the JV
Guangdong, China

Infrastructure materials and Infrastructure-related Businesses

Anderson Asphalt, Anderson | One of Hong Kong’s largest asphalt

Asia, Hong Kong producers

Asia Stone, Anderson Asia, | One of Hong Kong’s four contract

Hong Kong quarries

Bonntile, Anderson Asia, Exterior wall spray-coating system

Hong Kong specialist

Ready Mixed Concrete, One of Hong Kong’s largest concrete

Anderson Asia, Hong Kong | producers

Green Island Cement, Hong | Only integrated cement producer in

Kong Hong Kong

Shantou Cement Grinding Operational 100%

Plant, Guangdong, China

Yunfu Cement Plant, Operational 67% interest in
Guangdong, China the JV
Siquijor Limestone Quarry, | Operational 40% interest in

the JV

Polyphalt Inc, Canada

Developed and commercialised
polymer modified asphalt technology,
products and services. The company
blended several of its asphalt
technologies with plastics and rubbers,
including recycled materials

63.7%
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Stuart Energy Systems Developed and supplied hydrogen 12.9%
Corp., Canada generation and supply systems through

its proprietary water and electrolysis

technology
Shenyang LPG Business, LPG filling stations and vehicle 51% interest in
Liaoning, China conversion facilities the JV
Yueyang Water Plants, Operational 49% interest in
Hunan, China the JV
e-Smart System Inc, Hong Applications of the patented “Eyecon” | 50%
Kong microprocessor-based contactless

smart card technology in the Asia

Pacific region

Source: Cheung Kong Infrastructure Holdings Limited (2000) “Annual Report”,
http://www.cki.com.hk/english/PDF _file/annualReport/2000/2000 AR _projectProfile.pdf,
(accessed 2 October 2006).
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EXHIBIT 5B: CKI CONSOLIDATED INCOME STATEMENT FOR
YEAR ENDING 31 DECEMBER 2000

Figures in HK$ millions

2000
Turnover
Group turnover 2,567
Share of turnover of jointly controlled entities 778
3,345
group turnover
Other revenue 2,567
Operating costs 1,373
Finance costs (2,819)
Operating profit (621)
500
Share of results of associates 2,413
Share of results of jointly controlled entities 588
Profit before taxation 3,501
Taxation (288)
Profit after taxation 3,213
Minority interests 15
Profit attributable to shareholders 3,228
Dividends (1,353)
Profit for the year retained 1,875
Earnings per share HK$1.43

Source: Cheung Kong Infrastructure Holdings Limited (2000) “Annual Report”.

EXHIBIT 6: PROPOSED TOLL CHARGES

Eastbound Tunnel Westbound Tunnel | Sir John Young

Crescent Exit
Darling Harbour to Eastern Rushcutters Bay to

Distributor exit or Darling Harbour From the east
Rushcutters Bay
Class 2 AUS$2.5 AUS$2.5 AUS1.1

Class 4 AUSS AUSS AUS$2.2

Note: all tolls are inclusive of GST

Source: RTA (June 2003) “Cross City Tunnel Summary of Contracts”.
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EXHIBIT 7: TRAFFIC FORECAST
Sir John Young
Eastbound Westbound Crescent
Capacity 60,000 60,000 50,000
Annual Average Daily Traffic (AADT)
Sir John Young
Year ending Eastbound Westbound Crescent Total
31 Dec 04 30,041 36,626 22,433 89,100
31 Dec 06 30,713 37,597 22,796 91,106
31 Dec 11 32,433 40,137 23,695 96,265
31 Dec 16 34,250 42,848 24,629 101,727
31 Dec 21 35,507 44,409 25,315 105,231
31 Dec 26 36,811 46,027 26,021 108,859

Semi Annual Growth Rate

Sir John Young
Year ending  Eastbound Westbound Crescent Average
31 Dec 04 0.56% 0.66% 0.40% 0.56%
31 Dec 06 0.56% 0.68% 0.39% 0.55%
31 Dec 11 0.56% 0.67% 0.39% 0.41%
31 Dec 16 0.37% 0.36% 0.28% 0.34%
31 Dec 21 0:37% 0.36% 0.28% 0.34%
31 Dec 26 0.39% 0.39% 0.39% N.A.
Annual Growth Rate
Sir John Young
Year ending  Eastbound Westbound Crescent Average
31 Dec 04 1.11% 1.32% 0.81% 1.12%
31 Dec 06 1.10% 1.32% 0.78% 1.11%
31/Dec 11 1.10% 0.92% 0.63% 0.82%
31 Dec 16 0.72% 0.72% 0.55% 0.68%
31 Dec 21 0.72% 0.72% 0.55% 0.68%
31 Dec 26 0.72% 0.72% 0.55% 0.68%

Source: “Cross City Tunnel Parliamentary Notice”,
http://www.lee.greens.org.au/campaigns/crosscity.htm (accessed 7 October 2006).
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EXHIBIT 8: RTA ESTIMATES OF THE LIKELY
ECONOMIC PERFORMANCE OF THE CROSS CITY TUNNEL

Taking account of initial and recurring capital costs, operation and maintenance costs, road
user benefits (savings in vehicle operating costs, travel time savings and savings in accident
costs) and pedestrian benefits, but not counting environmental externalities.

Discount | Present value Present value Net present Benefits:cost ratio
rate of initial and of road user value Net
recurring and pedestrian Benefits | Benefits | present
capital costs benefits o&M D&C value/
and D&C +O&M | capital
maintenance cost
costs
4% AUS$693 m AUS$2,754m | AU$2,061 m 5.0 4.2 4.0
7% AUS$576 m AUS$1,689m | AUS$I,114m 34 3.0 24
10% AU$495 m AUS$1,102 m AUS$607 m 2.4 2.3 14

Source: RTA (June 2003) “Cross City Tunnel Summary of Contracts”.

EXHIBIT 9: THE RTA’S SHARE OF ANY UNEXPECTEDLY HIGH REVENUES

(Generally over six-month periods; from tolls and administrative charges, including additional
charges for “casual” tunnel users without electronic tolling vehicle transponders)

RTA’s share of this portion of the actual
revenue (to be paid by the trustee as part of
its rent under the Land Lease)

Actual revenue, as a percentage of
forecast revenue

Up to 110% 0%
110-120% 10%
120-130% 20%
130-140% 30%
140-150% 40%

More than 150% 50%

Source: RTA (June 2003) “Cross City Tunnel Summary of Contracts”.
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