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Final Report for Specialist Advisor to the Subcommittee on
West Kowloon Cultural District (WKCD) Development for the
study on The Financial Aspects of the WKCD Project for the
Legislative Council Commission
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This report assumes the principle that the WKCD should be

financially self sufficient and financially sustainable within
the 40 hectares of land.
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The capital costs for the WKCD is roughly equal to the estimated
land revenue from the WKCD site available for disposal in the
market. We adopt a prudent and transparent financing approach to
provide the WKCD Authority with a one-off upfront endowment to
pay for the capital costs and to allow the WKCD Authority to make
use of the rental proceeds from the retail / dinning / entertainment
facilities to cover the operating deficits of arts and cultural facilities.
This will enable the WKCD to be developed and operated in a
financially sustainable manner.
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The proceeds from the disposal of residential, hotel and office sites
by the government would be totally separated from the above
financing arrangement for WKCD.



The Method of comparing Scenarios of private sector
involvement is questionable. Scenarios 1B and 2 are not
sufficiently realistic to allow meaningful comparisons.
Despite greater private sector participation, no additional
efficiency gain has been allowed for.
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The three private sector involvement scenarios have been
developed by the Financial Advisor to compare the relative
merits of involving the private sectors to differing degrees.
These scenarios were used to test the financial implications
for the project, taking into account the transfer of risk and
financing costs to the private sector and potential market
interest in participating in the project.
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meg to the operating r1sks of arts and cultural facilities,
the private sector involvement which involves no private
sector financing and no use of land to directly subsidize
development and operation of core arts and cultural
facilities is considered most appropriate.
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"Design and Build" is not a suitable procurement method
for M+ and possibly not the best option for other core arts
and cultural facilities as well.
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The Government and local construction industry have over
17 years of experience in executing design and build
contracts. Being an effective model, it can bring about
earlier delivery. The contractor will bear the design and
construction risks. If there is any change in design, a
client only needs to pay additional fee to the contractor but
not to pay extra fees to the architect.
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Unit construction costs are within a reasonable range.
On-costs are, however, higher than conventional.
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World-class arts and cultural facilities have stringent
requirements, which require various professionals to supervise the
consultancies and contract management by various professionals.
There is also a lack of experience of designing and building these
facilities locally. On-costs are thus higher than those of normal
buildings. In estimating the on-costs, the Financial Advisor has
taken into account the experience of technical consultants in
various professional areas, made reference to charging standards
of professional services issued by local professional bodies and
some relevant facilities overseas.
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The Financial Advisor’s (FA) sensitivity analyses have not covered
the financial implications of risks in investment returns and in
construction cost escalation. There are also no contingency plans
for the worse cases scenario.
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Our estimated annual investment return of 6.1% over the project
period falls comfortably within the range of historical returns of
overseas high quality bonds and growth rates of local and
overseas equity indices. The Exchange Fund generated a
compound nominal annual investment return of 7% over the 14-

year period from 1994-2007.
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The use of average inflation rate for long-term financial
assessment is professionally sound and prudent, as
evidenced by the ups and downs in construction cost
escalation during the past 20 years which can fluctuate from
-13% to +25% for individual years.
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Construction costs and operation costs have included
prudent risk premium to accommodate cost increase
incurred by various risks. Investment return rate is similar
to historical returns of high quality bonds overseas and is
considered reasonable.



PAFRAE B chA 45 B PS50 N > 2 FET T & 17 5 50 15 X
BN FEZ Y o W T50F ST 4 ¥ B F PP FE *#\nbﬂ\%‘
EEF o PN REREFTAZFER Y 4 N N33.8R (0%

2161,@—\ 16%) ’ /Fa é 5";!:(_4:_ ’ &?;ﬂ » 1T50 & 191

* oo

There is no fund set aside for major renovations or re-
constructions after 50 years, beyond which the WKCD
may not be financially sustainable. An extra saving of
$3.38 Dbillion on capital and operating costs,
equivalent to 16% of the $21.6 billion seed fund, is

needed.
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A 50-year project period was adopted as the duration for analyzing
the financial viability of the long-term development of the WKCD.
This is even more stringent than normal professional assessment of
long-term projects. The financial assessment indicates that the retail,
dining and entertainment facilities would generate an estimated
rental income of $8.4 billion (2008 NPV) over the first 50-year project
period which is around 10% higher than the estimated total operating
deficit of $7.6 billion (2008 NPV) of the arts and cultural facilities and
other related facilities. The overall financial assessment shows that
the WKCD project should be financially sustainable on a long-term
basis.

10



As the FA’s financial assessment has made
provision for major overhaul costs at appropriate
intervals as well as annual building maintenance
costs for each facility, this would effectively mean
that all the facilities should be in good condition
and fully functional even beyond 50 years. There is
no question of having to seek another round of
capital funding to re-build all the facilities after 50

years.
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Under the FA’s operating assumptions, M+ would cost
$10.7 billion to construct and operate for 50 years. By
2059, M+ would account for 89% of the WKCD’s yearly
deficit. M+ might become a long term financial burden
of the WKCD.
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In terms of design and construction costs, M+ requires

about $2.6B, which represents about 12% of the total
upfront endowment of $21.6B.
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Museum is an educational institution for arts and culture.
Their value should not be measured purely on financial
returns. M+ is a world-class museum, and will increase the
existing museum space by about 50%. The estimated
operating deficit of around $300 million, as compared to the
total recurrent expenditure of around $500 million for all
LCSD museums is very reasonable. Putting aside those
facilities with operating surpluses, the total operating deficit
during the 50-year project period for the M+ is 65% of the
total operating deficit for all the WKCD facilities.
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The financial assessment indicates that the retail,
dining and entertainment facilities would generate an
estimated income of $8.4 billion (2008 NPV) over the
first 50-year project period which is around 10% higher
than the estimated total operating deficit of $7.6 billion
(2008 NPV) of the arts and cultural facilities and other
related facilities. @ The overall financial assessment
shows that the WKCD project should be financially
sustainable on a long-term basis.
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According to the information provided by the FA so far,
should M+ be run by an international operator, the
potential saving of $4.8 billion, in very crude terms, could

be as high as 22% of the $21. 6 billion seed fund.
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Engaging an international operator to operate M+ will not
achieve M+’s vision and M+ would lose Hong Kong’s unique
cultural character and curatorial freedom. It will also restrict
its future development and hinder its co-operation with
internationally renowned museums on a mutually beneficial
basis. This development model may also incur higher costs
than expected.
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e The M+ could help to realize our vision and the objective of
the WKCD, i.e. developing WKCD as a international world
class integrated cultural district and branding Hong Kong as
an international cultural metropolis, as well as securing a
place in the global arts and cultural map for Hong Kong. We
understand that some renowned overseas museums have
already indicated to us their interest in co-operating with the
M+. If M+ cannot be implemented as planned, Hong Kong will
miss the golden opportunity of joining the ranks of
international cultural metropolis.
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RDE is the life line of the WKCD. Yet compared to
the financial and operating details for Core Arts
and Cultural Facilities (CACF), those information
provided for RDE are clearly insufficient.
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In assessing the rentals from RDE, the FA has already taken
into account the location factor, the PATAG’s preference for
such facilities to integrate with the arts and cultural facilities
and that they should not replicate large scale shopping malls.
At this stage, we would not preclude the possibility of
allowing private sector involvement in operating these
facilities. = We should also take into account the likely
increase in visitors in WKCD as a result of the provision of
more facilities, improvement in transportation facilities and
the impact of the Express Rail Link in the vicinity of WKCD,
which could increase the rental income from the retail, dining
and entertainment facilities.
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To build up the financial strength of the WKCD, one has to
cut spending and earn more. it’s worthwhile to consider
options for (a) reduction of on-costs; (b) a more efficient
operation mode of M+; and (c) an effective business plan for

RDE facilities, are essential.
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The Authority shall manage its finances (including resources)
with due care and diligence; and ensure the financial
sustainability of the operation and management of arts and
cultural facilities, related facilities and ancillary facilities.
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