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Is build finance right for North American government? 

Build-finance development agreements, including Florida’s I-4, offer the public sector greater flexibility and certainty in delivering necessary infrastructure projects in the United States. By Anthony Porter, head of project finance, North America, at Lloyds Banking Group. 

The concept of build-finance procurement is not new to the United States and there have been some successful deal executions in the infrastructure sector. However, due to factors such as differences in legislation state-by-state, greater familiarity with traditional public-sector and municipal finance and engineering, procurement and construction contracting arrangements, and the gradual increased interest in long-term concessions and leases to the private sector, the merits of build-finance deals are often overlooked. 

Private-sector involvement in core infrastructure has received some degree of negative press in recent years, with public concerns about long-term leases and ownership of assets and the level of returns on sponsor equity often examined unfavourably. However, with US infrastructure in serious need of investment for expansion, improvement and maintenance, coupled with the financial constraints on departments of transportation and state agencies as a result of the economic downturn, the requirement for efficient investment has never been greater. Though the long-term design, build, finance and operate model is well matched for some deals, it is by no means a panacea for all of the country’s infrastructure needs. 

Build quicker, transfer sooner 

The build-finance model may bolster the US public-private partnership (PPP/P3) market by adapting to the working practices of different sectors, agencies and authorities. Build-finance offers the public sector a palatable alternative to full concessions in a number of circumstances, while allowing it to borrow the parts of the concession model that are most attractive to the state. 

For example, for projects where states find that traditional financing methods, such as the municipal bond market, are not cost-effective, build-finance allows for projects to be built more quickly by accessing short-term bridge financing in the bank market rather than waiting for more attractive capital-market conditions. 

Also, for projects where there is little historical data from which to make long-term toll revenue forecasts, or where tolling would not be appropriate and where availability payments do not provide value for money for the state, there is little upside for either a private-sector operator or public-sector authority to consider providing long term concession style financing. 

There are also wider application possibilities for build-finance style procurement. The variations are extensive, but could include projects where the respective public-sector authority or department of transportation prefers to retain future flexibility for an asset or, indeed, will not have the opportunity to examine an asset’s potential and determine its uses until it is fully operational. 

Build-finance procurement provides states with a certainty of construction and mitigation against risks of cost overruns and time delays. Construction schedules are historically shorter, and come with built-in guarantees. It also eliminates the counterparty risks attached to the operations and maintenance payment obligations and availability payments to project sponsors that are associated with longer-term concession agreements. And for the private sector there is no long-term operating risk to consider. 

Florida leads the way 

The Florida Department of Transportation (FDOT) reached financial close on its Interstate-4 Connector highway project under a build-finance agreement in December 2009. Florida has been a front-runner in using new finance solutions to meet its substantial transportation and infrastructure requirements. Between 2008 and 2010, FDOT also reached financial close on a number of deals using newer structures, including a build-finance agreement on a section of the US-1 highway; and the state’s long-awaited Port of Miami Tunnel project and the I-595 highway, both under long-term availability based concession agreements FDOT recognises that there are a number of ways to procure a project and that not all transportation and infrastructure projects are suited to one particular financing model. 

The $180 million construction financing for Florida’s I-4 Connector highway project was provided by a four bank club that included Lloyds Banking Group as one of the mandated lead arrangers. The debt has a six-year maturity. The financing also includes subordinated funding. 

FDOT will fund the project with milestone payments through construction, which continue until the debt is repaid. The three-year construction is due to be completed in March 2013. 

The construction involves connecting the I-4 to the Lee Roy Selmon Expressway near Tampa, Florida, via a number of elevated ramps. The new tolled highway will also include designated lanes for truck traffic. The technical aspect of the project also includes 23 new bridges, and the rehabilitation of existing bridges on the route. The project is designed to connect I-4 to Tampa’s port and reduce traffic on local streets in Ybor. 

Build-finance precedents 

The US has flirted with build-finance solutions to its core infrastructure needs for a number of years, but the relationship has not developed to its full potential. In 1996, the Hudson-Bergen light-rail transit system in New Jersey demonstrated how the model could be used. There have been a handful of similarly structured transportation deals since, including the successes in Florida, but the concept of short-term private debt for construction and subsequent transfer of assets back to the state has been more extensively tried and tested in other regions and with other asset classes. 

In Canada, Ontario’s non-concession hospital programme has proven very efficient for both the public and private sectors and has addressed the public need for healthcare facilities in a shorter timeframe than anticipated. 

Some of the Canadian provinces have also shown how a number of financing solutions and PPPs can work symbiotically under a single procurement agency. Infrastructure Ontario’s deal pipeline, for example, has depended on the build-finance model for many of its projects, but has also employed the design, build, finance and maintain concession model for some of the more complex hospital projects, which required a greater amount of debt and will benefit from long-term operations and maintenance as part of the financing structure. 

The US does not yet have a procurement model similar to the single-purpose agencies like Infrastructure Ontario or Partnerships BC. State agencies and departments of transportation, which have a much wider mandate and a diverse set of responsibilities, determine the procurement of build-finance projects in the US, just as with full concessions. 

Lender considerations 

As any market begins to evolve and mature, participants face a learning curve on what works and what presents challenges on a project-by-project basis and dependent on region, sector, financial conditions, inter-creditor liaison and so forth. For a successful build-finance project development in the US, there are already some lessons learned, even from just a handful of case histories. 

For a PPP to work well there must be economic value for the public sector, the private sector and the lenders; and a strong working relationship and understanding of respective positions between the three irrespective of differing agendas. For state agencies seeking to attract the appropriate bidders, the build-finance procurement method provides for a competitive and streamlined process, but it could take some trial and error before it becomes perfected. 

For lenders, some bidding rules can complicate the process. For the public sector, fixed interest rates are preferable. But some authorities do not structure the procurement to allow for the cost-effective use of interest rate swaps to hedge interest rate exposure. They also require surety bonds without allowing for flexibility to provide more cost effective forms of construction completion security. The result is often that more costly interest rate caps are used to hedge interest rate exposure and complicated intercreditor challenges are introduced into the transaction. 

The structure of the relationship between the contractors, the borrowers and the awarding authority is also a key issue in terms of risk allocation and for lenders, the conditions of contractors’ and sub-contractors’ balance sheets and performance history can have an impact on robustness of any project’s debt. Contractors must have the necessary balance sheet strength to stand behind the obligations of the construction contract and to provide the level of construction completion security the will be required by and authority and their lenders. 

Development by design 

Another potential challenge is design risk. For developers, if a project is simply build-finance and does not include any design, contractors and lenders must make sure that this early-stage planning is thorough enough to make sure that the state gets the asset built to its specifications and the developer is comfortable with the quality and practicability of the design. 

There are a number of ways to mitigate design risk so that all parties are content. The design aspect of a project may be included in a procurement process so that the developer assumes responsibility for technical and engineering risks. 

Alternatively, for states which require design to be done in-house due to cost considerations or the terms of enabling legislation, developers and awarding authorities could work together in the earlier stages of the bidding process to flag any potential problems or risks before the project is procured and indemnify the construction for any design risk. 

Future implementation 

States like Florida are blazing the trail for alternative infrastructure financing and their successes are likely to be replicated in other states, particularly those with some PPP experience, such as Texas and California. 

The public sector is in a position where it must address the ever-increasing burden of infrastructure maintenance and development. Having a diverse selection of financing solutions to choose from provides more competition and better value for money for departments of transportation and state agencies. 

Build-finance provides a sound alterative to the long-term lease of assets and related return on private equity which has been a cause of concern for the public with many projects, but provides the state with the appealing aspects of working with a private developer. Shorter construction schedules, guaranteed delivery timetables, and flexibility for the public sector to decide how to operate its asset post-construction, are all valuable traits. 

Though the model is not suited to every project, procuring authorities could benefit from considering build-finance among their financing options. Contrary to some press perception, public-private partnership does not necessarily have to mean long-term asset transfer: There are as many varieties of PPP as there are projects which need attention, and build-finance is one of many innovative variations. But it is one that has proved effective and is evolving into an attractive and efficient option for procuring agencies. 
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