Innovative %ogrom Delivery

Federal-Aid Funding and Availability Payments

The Federal Highway Administration (FHWA) recently implemented a policy that will allow State
Departments of Transportation (DOTs) to use Federal-aid funds in innovative long-term contracts with
private developers. In such agreements, the State grants exclusive rights (a “concession”) to a developer -
concessionaire - who assumes responsibility for the highway’s construction, operations and upkeep. Such
contracts often allow the concessionaire to collect tolls, but tolling may not prove suitable for every project.
Instead, some States agree to regularly-scheduled payments (“availability payments”) that the concessionaire
earns via its ability to make the highway available to the public at prescribed levels of service.

The new FHWA policy will allow those considering the availability payment public-private partnership (P3)
delivery method to count on a level of Federal assistance comparable to that of a traditional public works
project. While San Francisco’s Presidio Parkway was the first project in the country to use Federal-aid for
availability payments, these new and expanded policy flexibilities will make it easier for other States to follow
suit and take advantage of this form of innovative financing.

Background:

e The availability payment concession option typically
involves a comprehensive performance-based contract
with a single private company that assumes all
responsibilities - including design, build, finance, operate
and maintain (DBFOM) - for the highway for 30 years or
longer.

e Availability payments, in lieu of toll revenues, can be used
by State DOTs to attract private financing for long-term
project concessions.

e Although common to long-term concession agreements in
Canada, Europe and Australia, availability payments
comprise a recent innovation in the United States, where only three projects so far have advanced via
availability payment concessions.

e The Presidio Parkway, the most recent availability payment concession, is the first with direct Federal-
aid participation in availability payments.

Federal-Aid Participation:

The subject policy allows (1) Federal-aid reimbursement for the profit (to include return on equity) found in
availability payments, and (2) Federal-aid participation in a unitary availability payment, as opposed to
individual cost items.

o FHWA will define the performance-based concession agreement itself as the “project” in which it
participates. In doing so, FHWA acknowledges a basic principle inherent in every private contract -
namely, the existence of profit. The profit (to include returns to private equity) in a project delivered via
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an availability payment concession will have the same eligibility for Federal-aid participation as the profit
embedded in the bid prices found in a traditional project. The profit is considered “reasonable” because
the availability payments are negotiated on a competitive basis and are intended to reflect the true cost
to the State DOT of long-term ownership of that piece of highway infrastructure: its construction, active
management of safety and service, and receipt in good condition at the end of the concession term.

o Each availability payment will be considered a discrete and unitary cost. However, because the
concessionaire will perform activities (such as operations and maintenance) in which Federal-aid cannot
be used, FHWA will review the project’s direct cost estimates and calculate a Federal participation ratio
Established upfront, this rate remains fixed throughout, regardless of the concessionaire’s actual costs.

FHWA Division Offices and State DOTs execute an advance construction project agreement, which allows
long-term federal-aid participation (subject to availability of funds, as the project is likely to remain open for
30 years or longer) without requiring an upfront obligation of the entire federal share. As a condition of
federal-aid participation, the State DOT and the concessionaire agree to follow Federal regulations
throughout the life of the project.

Benefits of Availability Payments:

The FHWA anticipates that state DOTs, facing fiscal constraints and engineering challenges in delivering
major new infrastructure, will increasingly consider the availability payment concession as an alternative to
traditional project delivery.

e  States can choose to make regular, scheduled payments to the concessionaire over the term of the P3
agreement, virtually eliminating the “revenue risk” that often poses the greatest hurdle to attracting
project investors.

e States compensate the concessionaire based on performance - as measured by delivery date,
incident response, state of good repair, etc.

e Although larger payments may be scheduled in the early years, the long-term availability payment
concession relieves much of the State’s need for upfront capital.

e The availability payment schedule locks in the maximum public costs (and private revenues) over the
project’s lifespan.

e An availability payment concession model will spur innovation because the concessionaire will
realize increased profits when it costs less to deliver a consistent level of performance.

For More Information: Contact Mark Sullivan, 202-366-5785, mark.sullivan@dot.gov
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