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FINANCING INNOVATION: THE KEY TO 
SURFACE TRANSPORTATION PROGRESS 

Steve Lockwood 

Before starting on my prepared remarks l would 
like to announce tbe developm nt of a Web-based 
innovative clearinghouse under the auspices of 

NCHRP. This clearinghouse is highly relevant to our 
purposes here in Phoenix, because the genesis of the 
clearinghouse dates back to the first national confer
ence on transportation finance, held in Dallas in 1997. 
Clearly there is a growing body of concepts, experience, 
projects, and players in innovative finance. I have three 
major points to make concerning the clearinghouse. 

• Three years ago, at the first of these conferences, 
the state departments of transportation (DOTs), 
through AASHTO, recognized the need for a conve
nient, centralized clearinghouse to provide access to the 
best available information on various aspects of innov
ative finance. Last month, an NCHRP panel selected 
my firm to develop the clearinghouse. 

• This one-stop shop will provide an array of infor
mation, including basic background, descriptions of 
innovative financing techniques, relevant government 
programs, project descriptions and their status, and 
some document downloads as well. 

• The current plans are for the clearinghouse to be 
available on the Internet in spring 2001, and we are 
beginning the task of identifying the relevant user groups 
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and the kind of information and services that would be 
useful to you. We still have to develop a marketing plan 
and the site architecture and content. 

I am now going to turn to my main presentation. 
Today I am focusing on some high-level, but I believe 
important, issues about the relationship between innova
tive finance on the one hand and project development 
methods on the other. Innovative finance cannot be effec
tively applied without some adjustments in the project 
development process, including changes in public-private 
roles and how the public sector procures services. 
Furthermore, as these innovations become more wide
spread, they are likely to induce a whole new set of play
ers. This will not happen overnight, because we face 
significant barriers to the development of projects that 
can really capitalize on the kind of innovative financial 
tools that the rest of this conference is talking about. 

As background, it is good to remember how different 
the transportation sector is from other infrastructure 
sectors, like power, water, and telecommunications, in 
its basic ingredients. Transportation is perhaps the last 
of the great public monopolies in terms of service provi
sion. The roles of public and private entities and the 
processes used to pay for and produce improvements are 
quite different from those of the more deregulated infra
structure sectors. In transportation, we are on the edge, 
if not outside, the mainstream, although we may be 
moving closer to that mainstream. 
Figure 1 shows the range of options in financing and 
project development. There are various financing 
approaches, project development techniques, and sector 
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impacts associated with conventional nonrevenue proj
ects, public-private partnerships that support the rev
enue projects, and fully privatized (or "market") rev
enue projects. To truly capitalize on the innovative 
financing techniques shown on the second line of the 
figure, we have to use them in combination with a set 
of project development tools and methods such as 
design/build, best-value procurement, guarantees and 
warranties, performance specifications, more transpar
ent risk allocation, and program management. Items in 
Figure 1 synergize both horizontally and vertically. For 
example, in reading across, you see that it is very diffi
cult to do life-cycle costing without a best-value pro
curement or guarantees and warranties. There are also 
important vertical synergies that illustrate how certain 
project development techniques make some of the inno
vative financing approaches work especially well. 
Without design/build, for example, it. is very hard to do 
project finance. If you think in terms of guarantees and 
warranties, you add another whole dimension to the 
ease with which you can finance projects. 

The bottom line of Figure 1 provides, in fact, the fig
urative bottom line of my message. The point is that 
with the right combinations of innovative financing and 
project development techniques, we begin to affect the 
fundamental nature of the surface transportation sector 
in several important ways. First, we make it possible for 
new players to enter the transportation infrastructure 
sector, including new private players such as the devel-
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FIGURE 1 Web of finance-related innovations. 

opers of new products and services who heretofore had 
no reason to invest their resources or entrepreneurial 
energies in this area. New opportunities in the form of 
risks and rewards can exercise a powerful magnetic 
force. Second, there are new institutional roles for the 
public and private sectors. I am sure you will be hear
ing a lot about that at this conference. Third, new user
oriented services can emerge by virtue of these 
combinations, like high-occupancy toll (HOT) lanes or 
the more effective operations and management. Also, 
new products can emerge. If the private sector sees an 
opportunity to capitalize on new products and serv1ees 
thanks to arrangements like performance payments, 
you are sure to see more mnovat10n. 

If we are to transform this fairly stodgy transporta
tion infrastructure sector into something with a more 
aggressive, free-enterprise flavor, we need to talk about 
the barriers we face, as well as the tools at our disposal. 
First, we have some inherited models of contracts and 
relationships from stakeholders who feel that their inter
ests are best served by the status quo. It is essential to 
change peoples' sense of the possible. Second, we have 
highly politicized legal and administrative structures and 
processes. We have legislative restrictions, for example, 
relating to everything from procurement to pricing. We 
have to work on the legislative front as well if we are 
going to open up the options that are potentially there. 
Third, we have inherited business models that are 
designed, in effect, to minimize the risks and rewards 
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available to the private sector and that therefore, in my 
judgment, also reduce the potential for investment in 
innovation. Fourth, it is essential to create incentives for 
greater investment in new technology. And finally, we 
must confront public perceptions that nothing better is 
possible. I think that those of us who come to this kind 
of conference are not among those with reduced expec
tations, but we have to recognize the degree to which we 
must serve as the standard-bearers of change. 

Let me end with a little call for action. First, there is a 
federal role to demonstrate how some of the combina
tions of finance tools and project development tools are 
more powerful than single-focus approaches. This kind 
of demonstration could be achieved, for example, 
through an experimental program like TE-045. Second, I 
think we need to continue to encourage variety and 
experimentation rather than uniformity. In this vein I 
think it is important to provide some kind of official pro
tection to help overcome resistance to change and allow 
some selective risk-taking to move ahead. Third, there 
clearly are opportunities to change tax law in some very 
productive ways. Finally, we need to keep championing 
the need to overcome inhibitions, to call for change, and 
to demonstrate uncommon leadership. I look forward to 
working with you in this exciting endeavor. 

PENSION FUNDS: A POTENTIAL NEW 
FINANCE OPTION 

Daniel Flanagan 

0 n the surface, the thought that our nation's 
institutional investors, led by pension funds, 
could be prospective investors in infrastructure 

is simple, straightforward, and often misunderstood. 
This forum represents an excellent opportunity to 
review this proposition on its merits. 

First of all, a key reason for our gathering here is to 
explore strategies for solving continuing national, state, 
and local transportation capital budget shortfalls. We 
should not lose sight of the fact that prodigious sums 
are already expended each year. In 1997, for example, 
more than $100 billion was spent by all levels of gov
ernment on capital outlays. Eight percent of that total 
was raised through the sale of bonds. Thirty years ear
lier, the corresponding figure was $9 billion, 13 percent 
of which came from bond proceeds. On the average, the 
nation's states and local governments issue about $8 
billion of highway bonds each year. User fees, including 
fuel taxes, historically support about 60 percent of the 
highway program. And of course, the Transportation 

Equity Act for the 21st Century set records in 1998 
with a 6-year, $200 billion federal commitment. 

Let's also take a look at the innovative finance side. 
In Fiscal Year 1999, the U.S. Department of 
Transportation, in the first round of TIFIA credit deals, 
selected five projects to receive $1.6 billion in credit 
assistance to help finance $6.5 billion in total project 
costs. As of March 2000, three states had issued 
GARVEE bonds totaling $365 million. And 31 SIBs had 
entered into 117 loan agreements, valued at $525 mil
lion, for projects totaling $2.9 billion. Despite these 
expenditures and financing advances, every planner, 
elected official, and soccer mom knows that we have 
not done enough; reams of congressional testimony put 
this widely shared view on the record. 

So the hypothesis I would like to suggest is simply 
that if billions more are needed for transportation infra
structure finance purposes, and if pension funds have 
billions of dollars in their portfolios waiting to be 
invested in suitable market instruments, then pension 
funds should invest accordingly. This simple if-then 
statement sounds appealing, but one key ingredient is 
lacking: suitable market instruments. 

The objective here is to create a new market instrument 
that will attract professional institutional investors on its 
own merits. I would like to provide some historical con
text to illuminate the emerging path before us. In 1993 the 
congressionally chartered Infrastructure Investment 
Commission highlighted the potential value for credit 
enhancement as a federal leveraging tool to support pub
lic-private partnerships. But we had to wait until 1998 for 
legislation authorizing the TIFIA credit program. Other 
agencies, including the Department of Energy and the 
North American Development Bank, are now exploring 
TIFIA-type credit enhancements and subordinated loan 
concepts for their own activities. 

As to pension fund products, the $2.35 billion 
Alameda Corridor financing was completed in 1997 and 
included a $400 million TIFIA-type loan from the U.S. 
Department of Transportation, as many of you know. In 
addition, some $650 million in taxable bonds was issued 
along with $515 million in tax-exempt securities. The tax
able bonds were purchased primarily by institutional 
investors, including pension funds. This is the type of proj
ect that can be repeated in other metropolitan centers, with 
TIFIA serving as an important financial enabler. 

Another key opportunity is available through tax 
credit bonds as mentioned by Rick Ballard in a previous 
presentation. Current congressional proposals include 
$10 billion in tax credit bonds for Amtrak. Wall Street 
can easily adapt this kind of instrument for institutional 
investors, with taxables targeted to tax-exempt pension 
fund portfolios. 

Despite the potential advent of tax credit bonds, tax
exempt bonds will continue to be the mainstay of U.S. 
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infrastructure financing strategies. In general, pension 
funds do not invest in tax-exempt municipal bonds, 
since pension funds are themselves tax exempt. But 
interestingly, some pension funds indicated in 1992 tes
timony before the Infrastructure Investment 
Commission that they do municipal bond trading. In 
fact, spokesmen from corporate, multiemployer, and 
public pension funds all indicated significant interest in 
placing infrastructure securities within certain segments 
of their portfolios on the basis of yield and low-risk 
characteristics. Unfortunately, no such infrastructure 
securities had entered the market at that time. 

Now let me throw some numbers on the table to give 
you a glimpse of the pension fund world. Pension funds 
began in World War II as an offset to wage controls. 
Employer tax deductibility ensued in 1948. Today, pri
vate pension funds in the United States hold some $4. 7 
trillion, and public funds hold another $3.1 trillion. 
That total of almost $8 trillion includes fast-growing 
401(k) accounts. In the first quarter of last year, U.S. 
pension funds owned 24 percent, or $3.9 trillion, of the 
total $16 trillion U.S. equity market. 

That gives you a sense of the size; now for the sizzle. 
Of the $1.2 trillion in the 100 largest public funds in 
1997, the portfolio balances were heavily invested in U.S. 
and international equities, with 54 percent of the total 
committed to these investments. But the trustees and 
investment managers of these funds have called for more 
investment options, more diversification, and more 
opportunities to invest in their own communities. Pension 
funds have considerable resources and will hire the exper
tise to help analyze what investment strategies can work. 
I am hopeful that with new strategies for furthering infra
structure finance through tools such as TIFIA, SIBs, and 
tax credit bonds, we in the transportation community can 
start to provide those opportunities for institutional 
investors such as pension funds. Indeed, in 5 years I would 
hope to see that 1 percent of the holdings of the top 100 
public funds, or $10 biJlion in today's dollars, could be 
invested in U.S. infrastructure bonds or equity positions 
yielding good returns and investment grade ratings. 

THE TRANSPORTATION SYSTEM AS A 
REVENUE-PRODUCING ASSET 

William Ankner 

T hese days much of oui: transportation system is 
financed through motor vehide use in the form 

..&.. of the fuel tax. Increasingly, however, we will 
have to look at ways to finance transportation differ
ently. One thing I would like to suggest is that we need 

to start having the system pay for itself and for DOTs 
to enter into "equity" partnership agreements with the 
private sector. We in the transportation business own 
quite a number of assets and quite a bit of real estate, 
and we need to start looking at ways for these assets to 
generate revenues for us. 

In Rhode Island, we are replacing and relocating a 
major part of IntersLaLe 195 iu the l:ity of Providence. 
The segment being relocated is right along the water
front, so when we are finished, we will be giving up 
about 100 acres of prime waterfront property in a renais
sance city. ln cooperation with FHWA, we have come to 
an agreement that permits us to enter into an equity part
nership with the developer. As the waterfront is devel
oped, we will be able to share in the revenue stream, 
which will help us finance the original relocation. 

The key point here is that when we talk about public
private partnerships, many of us still think of the state sim
ply turning over its responsibilities to a developer or a 
contractor. The irony is that very often we cannot get out 
of the risk. If we cannot shed the risk, then we have to start 
thinking about how we are going to participate in the 
rewards and profitability associated with the investment. 

The next reauthorization, in my judgment, has to 
include a full reevaluation of the way we finance trans
portation. If we continue to rely on the federal gasoline 
tax, I think we are going to find ourselves very handi
capped in our ability to go forward. Thus, we need laws 
that allow us to better utilize our assets. We must also 
look at technology and become participants in the prof
itability associated with those activities as well. Instead 
of just looking at taxes or charging up-front fees or 
rents, why not propose to share in the revenues of those 
companies with which we do business? This would per
mit us, as states, to recognize a longer-term stream of 
revenues; it would also allow us to participate in a more 
meaningful fashion than as a simple landlord. 

When we put up variable message signs for intelli
gent transportation system purposes, why not use those 
message signs for advertisement? Some people argue 
that motorists would not read the variable messages if 
they were accustomed just to seeing ads, but I think this 
concern could be handled through different color 
schemes and so forth. 

I am not suggesting that we all embrace that idea. 
But we must start looking at our transportation system 
as an asset that can help generate new revenues. This 
will require changes in law as well as changes in philos
ophy. This is true not only for those of us in the public 
sector but also in the private sector; when you talk 
about equity partnerships, the private sector is often at 
a loss, since the idea of revenue sharing is anathema. So, 
any movement in these directions will involve some 
important reeducation and rethinking. 
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NEW PUBLIC-PRIVATE PARTNERSHIPS: 
THE ROUTE 3 STORY 

Edward ]. Corcoran II 

Today I would like to look at innovative finance 
through the lens of a pecific project: the recon
truction of Route 3 North in Ma achu etts. It 

is a 34-km (21-mi) limited-access highway built in the 
1940s to standards of the day. As a result, it falls far 
short of today's standards in terms of lane widths, and 
its bridges and breakdown lanes are so narrow that the 
breakdown Janes cannot be used safely to handle excess 
traffic. There is extraordinary traffic demand, and with 
the exception of 1-93 (the Central Artery) through 
downtown Boston, Route 3 North is the most heavily 
congested highway in Massachusetts. But given the way 
that things were going with the Central Artery project 
and the demand for projects elsewhere in Massa
chusetts, Route 3 probably was not going to get 
improved for a while. 

About 6 years ago, when I was chief counsel at the 
highway department, my colleagues and I met with rep
resentatives of the boards of selectmen in the seven 
high-tech communities through which Route 3 passes. 
My colleagues and I absorbed 10 to 15 minutes of 
abuse-why had we not done anything to advance this 
project into construction? We pointed out the need to 
break the project down into five or six pieces to fit 
within the available aJlocations of federal and state dol
lars over as long as 12 years. Well, this was not accept
able, and we knew we would have to find another way 
to do it. 

I had been looking at some of the toJl projects else
where in the country, but when I raised that possibility 
I received an immediate and visceral reaction: no way. 
In Massachusetts, "toll" is a four-letter word. So 
instead we came up with an approach that incorporated 
a design/build procurement, private financing that is 
backed by public funding sources, and a Jong-term 
operations and maintenance component. We also urged 
that the contracting community and development teams 
be creative about other sources of revenue that could 
help bring down the cost to the public sector. We 
needed legislative approval to use this approach and 
received it through much hard work and through unit
ing many of the disparate stakeholders. At the initial 
hearing, all seven city and town managers testified 
together and signed one letter, advocating legislation to 
find a new way to do this project. After addressing con
tracting concerns and conducting extensive negotia
tions with the labor community, we finaJly got a bill 
passed in 1999 that authorized this public-private 
approach on a pilot basis for this project. 

The procurement process was kicked off in summer 
1999, and I am happy to say that a selection was 
recently made. I am even happier to report that the 
bond sale closing took place on August 17, 2000. 

Let me talk about some of the innovative components 
of the project. First, it is a design/build project-the first 
allowed for a transportation project in Massachusetts. 
The benefit is that we capture cost certainty up front. The 
procurement was run on a best-value basis--cost was an 
important, but not the only, component. We also evalu
ated the project on the basis of schedule, traffic manage
ment, quality of design, the quality of the planned 
approach to environmental permitting issues, and the 
like. Under the Notice to Proceed, the project will be 
built under a maximum contract time of 42 months and 
a $385 million guaranteed completion price. 

Second, an essential feature of this project is its 
financing by the contracting team. The selected 
design/build consortium, a team led by Modern 
Continental, formed a 63-20 nonprofit corporation to 
issue debt on behalf of the project and on behalf of the 
state. Again, by virtue of our procurement approach, 
we were able to evaluate some innovative proposed 
financing approaches. The fundamental credit for the 
financing is a 30-year lease whose payments are subject 
to an annual appropriation rather than general obliga
tion bonds; the state's faith and credit does not stand 
behind this debt issuance. 

The Modern Continental team came up with three 
innovative approaches to the financing. First, it pro
posed to invest the state's float on the appropriation in 
order to use the associated income to help keep down 
the cost of the annual appropriation. Second, it pro
cured bond insurance to insure over the state's appro
priation risk. Third, it insured the project contingency. 
There was a requirement that the team borrow an addi
tional 10 percent contingency over the cost of the 
design/build price to fund a contingency. The team pro
posed that it purchase insurance for this component. In 
essence, the team provided 1 percent of the contingency 
in cash and purchased insurance for the final 9 percent. 
This brought down the size of the total bond sale by 
about $30 million, which had a significant benefit in 
terms of the annual appropriation. 

Another innovative feature I want to highlight 
relates to legislative authorization for the contracting 
team to use the right-of-way to bring in other revenues. 
First, the team is installing fiber-optic cable within the 
corridor as it is tearing up the road. The state gets a 
piece of every bit of fiber-optic cable that is installed, 
and that helps bring down the cost of financing. 
Second, the developer is constructing a service plaza 
with a gas station and restaurant where now there is 
simply a rest area. This action will bring about $0.5 
million into the project on an annual basis. Also, the 
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developer has identified some other development 
opportunities, pending approval through the zoning 
and local permitting process. If successful, they will 
introduce additional revenues into the project. They do 
not affect the ultimate economics of the deal but still 
have a significant marginal effect in bringing down 
some of the costs to the state. 

To close, I want to touch on a lingering question: 
whether Massachusetts will apply for future federal 
reimbursement on some of the debt in this case. Today, 
71 percent of all federal aid to the state goes to the 

Central Artery project, and 29 percent is available for 
the rest of the statewide program. In light of these num
bers, it is unlikely that we would apply federal dollars 
to this project in the near term. As a more far-reaching 
matter of policy, however, Section 122 of the U.S. Code, 
which authorizes use of the GARVEE instrument, does 
not appear to apply to cases in which a 63-20 nonprofit 
corporation serves as the issuer. The state may apply for 
relief on this point, possibly by applying through the 
TE-045 process. After all, it is essentially state debt, just 
issued through another conduit. 




