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James Calpin 

Last night at dinner I was parry to a conversation 
about cruise ships, which makes for a good anal­
ogy for the whole concept of tranching, or layer­

ing, the various cred it inherent in an i suer' capital 
structure. At the top of the heap you find the enior 
lien, or first lien. Think of these holders as your first­
class passengers: th ones with the ocean views and a 
seat at the Captain's table. Next are the junior lien hold­
ers. These folks are in line for a seat at the Captain's 
table, but bear a little more risk. Further down the food 
chain are the passenger in steerage. Their liens can be 
so deeply subordinated that they might not get fed but 
at the same time, they might not care. Instead, they are 
more focused on the availability of a lifeboat if the ship 
(the bonds) hits the proverbial iceberg. 

Ultimately, when you are thinking about tranching, it 
boils down to the priority of payments both to investors 
and to partners from a dedicated repayment source. 
There are four major, and interrelated, objectives for 
structuring a transaction in a tranched fashion. The first 
is to achieve project feasibility-to get the project com­
pleted. Second tranching can advance the goal of maxi­
mizing project capacity or bonding capacity. Third 
tranching can preserve, oi: at times and depending on the 
market, actually enhance the bond rating of a particular 
senior or junior lien. Finally, tranching can be used to 
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reduce the cost of capital, which is the overarching goal 
from either the banking or the issuer's perspective. 

To set the stage for the rest of my presentation, I want 
to contrast a traditional flow of funds with a more 
"modern," or partnered, one. In either case, the flow of 
fonds begins with revenue- such as tolls or raxe -
available to repay obligations. In the traditional flow of 
funds, revenues then pay ongoing operating expenses. 
Senior lien bondholders are next, and the junior lien 
bondholders follow. Further down the flow are contri­
butions to reserve funds for such things as extraordinary 
renewal and replacement expenses. Nearing the bottom 
of the flow of funds are the subordinate holders-the 
ones bearing the highest risk and typically the ones most 
willing co be patient investors in .receiving repayment of 
their obligation. These subordinate positions could 
include intergovernmental agency loan , developer 
loans, operations and maintenance repayment, or state 
infrastructure bank loans. 

Now let's look at a more modern flow of funds. A 
key difference is that ongoing operating expenses are 
moved from the top to the middle of the flow of funds. 
This creates what is referred to as a gross revenue 
pledge and has the impact of strengthening the credit of 
the senior and junior lien bondholders. Next, reserve 
fund contributions are made and are followed by pay­
ment of subordinate obligations and of operating and 
maintenance expense borne by a public agency. These 
last two are frequently said to have "soft maturities " 
since their repayment requirements typically include 
more flexible term than those of a senior or junior lien 
bondholder. 
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Let's now take a closer look at the various elements 
of the flow of funds, starting at the top with the revenue 
stream. Fir t, you need to recogniz that different types 
of facilities create different types of revenue cmves. 
Consider a mature toll facility like the Orlando-Orange 
County Expressway or the Ohio Turnpike. These facil­
ities have been operational for decades, and their 
respective traffic and revenue bases are well established. 
The projected revenue curves of many mature facilities 
tend to be flat as shown in the first example l'eflecting 
that they neither expect nor rely on significant traffic 
growth or periodic toll increases into the future. In con­
trast, the second example highlights a start-up project, 
which typically has a very steeply loped projected rev­
enue curve well into the future. This represents a bit of 
an "if you build it, they will come" (and in droves) 
assumption. The third example presents the revenue 
curve of a "hybrid" such as the Alameda Corridor proj­
ect. Hybrids rely on some considerable near-term 
growth, which then levels off, representing a more con­
servative revenue growth forecast than you will find 
with a true start-up facility. 

When does it make sense to add tranches of debt for 
a mature facility? First, realize that for many mature 
facilities, senior lien debt is many times structured as 
level debt service that fits well within a projected low­
growth revenue curve. Any added junior lien debt also 
has to fit within the restrictions of those same rev­
enues. An additional challenge for many mature facili­
ties can be the inability to leverage future revenues 
because of legal constraints based on prior-year perfor­
mance. Many bond resolutions contain provisions that 
restrict additional bond capacity to past revenue per­
formance rather than anticipated or projected revenue 
growth. This is commonly referred to as a historical 
additional bonds test. Adding a new level of debt, 
junior or subordinate, can offer an ability to work 
around such restrictions. 

In judging when to tranche for a mature facility, the 
first thing to me~sure is current bonding cnpucity versus 
capital needs. A facility might be nearing its current 
seni r lien b nd apac i.Ly, bt1 t it may have strong pro­
jected revenue that offer capacity opportunitie . In our 
example, an issuer might add a tranche of junior lien 
debt, so that while senior lien holders would ti1J enjoy 
a steady 1.5x debt service coverag ratio, th new junior 
tranche would realize lower coverage of l .25x or lower 
down to a 1.1 Ox coverage level. This new tranche taps 
int a porLion of surplus revenues inherent in tbe sys­
tem. It would not introduce a prohibitively risky stru ·­
tun: for an is uer- rather, it would add another layer of 
apital-rnisine ,::ip::i city. 

Now let's look at a start-up facility and its projected 
upward-sloping revenu urve. A curve thi teep would 
likely give rating agencies and potential investor some 

pause. Revenues rely on significant nominal growth and 
typically include future toll or rate increases well into 
the future. Many times, start-ups need to fully leverage 
the revenue curve to fund all of their capital needs. Debt 
service for senior lien bonds escalates in relation to the 
revenue curve. We also see junior lien debt structured 
parallel to these curves but with even less room for 
error. As for any subordinate holders, such as equity 
partners or governmental credit enhancers, there are 
almost no surplus revenue r maining for payment in 
the early year , so repayment is deferred to the out 
years. In this start-up example and many real-world 
projects, there is very little room for nonperformance of 
the revenues. If actual revenues were to flatten out any­
where along the projected curve, thus falling short of 
expectations, some investors are likely to get into trou­
ble. The pain begins in the reverse order of the flow of 
funds with the most subordinate holder, but many times 
(as described) they can offer flexibility to defer and 
carry the repayment into subsequent years. Next in 
order of risk would be the junior lien holder, and finally, 
the senior lien holder. 

Let's move from a general discussion to three exam­
ples. First is the 27-km (17-mi) Southern Connector 
start-up toll road in Greenville, South Carolina, which 
Robert Probst discussed yesterday. The Connector 2000 
bonds were sold in 1998. The security source for the 
bonds was interesting in that it was almost a gross rev­
enue pledge. That is, although operating costs were 
paid ahead of debt service, maintenance expenses were 
subordinated such that Connector 2000 was able to 
repay South Carolina DOT for these expendimres fur­
ther down the flo,ll.r of funds. This feature enhanced the 
ratings on the senior lien bonds by offering a stronger 
revenue stream, which was the sole security source for 
bondholders. Significant features of the transaction 
included projected toll revenues that rely on six future 
rate increases and the overall ramped debt service struc­
ture, which fully capitalizes the projected revenue 
curve. This translatt:J iu lo a capital suucrure with a 
high level of inherent risk, although the Connector 
2000 finance team was successful in receiving an invest­
ment grade rating on the senior lien bonds from one of 
the rating agencies. 

To fill th~ fonding gap and get the project financed, 
Connector 2000 also issued $47 million of nonrated 
subordinate or junior lien bonds. The remaining por­
tion of surplus revenues after debt service will be con­
sumed by these subordinate obligations in the form of 
maintenance repayment to the patient investor, the 
South Carolina DOT. Of significance in the structure is 
that any underpayment or nonpaymc:ul uf ilic:se subor­
dinate obligations does not trigger a bond default; 
rather, the liability would continue to accrue at a 5 to 6 
percent rate, with ultimate repayment to DOT. 
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By creating this tranched trucmre, $153 million or 
75 percent, of rhe $200 million bond i sue achieved an 
investment-gtade rating. Thi wa critical to th financ­
ing because such rating enticed inve tor on board and 
had the effect of anchoring the deal. Including junior 
lien bonds and subordinate obligations through a cre­
ative flow of funds and legal structure created more 
capital financing capacity and was a critical element in 
the success of the financing. 

The second example is the Maine Turnpike Authority, 
a mature facility. Tranching was a necessity for the 
Southern Connector, but the Maine Turnpike Authority 
was able to tranche as a matter of choice. Its existing 
debt service for senior bondholders is a traditional level 
debt structure. Interestingly, the authority does have a 
significant "junior" lien obligation. However, it is in the 
form not of subordinate debt but rather pay-as-you-go 
funding commitments for the long-term capital pro­
gram. Below that tranche is special obligation debt, 
which capitalized an ongoing payment to the state DOT. 

In 1998 the authority was looking at refunding a 
portion its senior lien bonds for savings and was con­
sidering a restru turing of special obligation bonds to a 
senior level status. The question was whether there was 
value in refunding the special obligations to the higher­
rated, and theoretically lower-cost, senior lien without 
unduly compromising the capacity at the senior lien. At 
the same time the autl1ority had to comply with its 
internal, conservative policy of maintaining a 2.00x 
senior lien debt service coverage ratio. Restructuring 
the pecial obligation co a senior position would have 
breached this coverage I.eve! and required an additional 
deposit to the debt service reserve fund. Further, the 
authority was nearing a rating upgrade prospect, from 
ingle-A to AA- and did not want to jeopardize the 

value of the upgrade. 
To deal with this dilemma, we analyzed credit 

spreads in the market as a possible opportunity. At that 
time in late 1998 and again in late 999, lower rated 
credits (BBB bonds) were at comparable prices (yields) 
of other more highly rated AAA bonds, a market anom­
aly resulting from the overall buying strength in the 
market. This allowed the authority to consider the 
option of adding capital funding capacity at very little 
cost versus its traditional approach. That is, the author­
ity saw an opportunity to refund the special obligations 
on their existing lien, but at prices that mirrored the 
higher-rate senior lien bonds. 

What did the authority do? With credit spreads 
extremely tight and very little supply in the market, we 
looked to the bond insurers, who were also willing to 
offer insurance at prices that reflected the very narrow 
credit spreads. In fact, we received the same price for 
both the senior lien (A category rating) and the non­
rated subordinate obligations. At pricing the authority 

received no market penalty between the two series of 
bonds. Thus, the authority was able to issue subordi­
nate obligatjons at yields on par with the senior lien 
bonds, which preserved capacity of the senior lien for 
future borrowings. In the end, the Maine Turnpike 
Authority, because of the market anomaly that existed 
at time of issuance, was able to incorporate tranching as 
a choice, and ultimately "have its cake and eat it too." 

The last example is what I will refer to as the mother 
of all tranching-the Alameda Corridor project. 
Tranchi1Jg was really the only way to finance this pro­
ject. As you know, this is a $2.5 bilUon project that 
involved the issuance of $1.2 billion in taxable and tax­
exempt bond ; 85 percent of those bonds were sold on 
a senior lien basis. A number of pa(tners were involved 
in the financing plan; the ports contributed $400 mil­
lion in up-front capital, and the Los Angeles County 
Metropolitan Transportation Authority kicked in 
grants of almost $350 million . Then of course there 
was a pre-TIFIA federal Joan of $400 milhon that 
closed the remaining funding gap. 

ACTA has a rather complex debt structure with 
numerous layers of claims on the cash flows. Key to the 
structure was the fact that the DOT loan repayment 
does not begin until 2014-it negatively amortizes until 
that point. That provided a great opportunity because 
we were able to incorporate more costly junior lien 
bonds in the earlier years and pay them down during 
the front end of the structure. Perhaps most interesting 
is that even though the junior bonds are subordinate to 
the U.S. DOT loan in terms of their priority claim on 
cash flow, as a practical matter, they will be paid down 
second because the bulk of the federal loan does not 
kick in until 2014. 

Another key piece of the credit story is the ports' pro­
vision of additional security to guard against revenue 
risk. This creates a revenue curve with two components: 
the revenues that come from user fees, and second, a 
backstop from the ports in the event of shortfalls against 
debt service and the U.S. DOT loan. The ports are oblig­
ated to pay almost 40 percent of annual debt service, if 
needed, for all tranches of debt, including the U.S. DOT 
loan. This created a significant amount of additional 
coverage and was a key element in getting the senior and 
junior lien bonds to an investment-grade level. 

Further, repayment of any advances the ports make 
under this backstop scenario as well as the ports' up­
front contributions is deeply subordinated; the ports 
represent those truly patient investors needed to make 
some projects viable. A final feature of the structure 
that wa important to the c ·edit wa the fact that both 
the port payments and the U.S. DOT loan are nonde­
faulting. If payments are delayed, these obligations con­
tinue to accrue until they are eventually paid from 
surplus revenues. 
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I would like to sum things up with a brief list of 
issues to gauge when deciding whether to consider 
tranching. The first is to assess an issuer's asset base of 
projected revenues and all ongoing funding commit­
ments. Second, you have to review existing legal docu­
mentation limitations. Third, look at potential partners 
who might be willing to offer capital with an expecta­
tion of repayment, but also with a flexible approach in 
terms of the timing of that repayment. Fourth, it is 
important to review an issuer's credit goals. Sometimes 
it might be advantageous not to strive for an upgrade 
but instead to trade that away, in whole or in part, for 
future capitai capacity, either on a senior lien or a junior 
lien basis. And finally, always look to take advantage of 
market opportunities: efficiencies and inefficiencies 
abound to create tranching opportunities for you at 
many different levels. 

EARLY STAGE AND OTHER PUBLIC GUARANTEES 

Robert Rich 

In keeping with Jim Calpin's cruise ship theme, I 
would like to speak about early stage credit 
enhancement, in which the task before us is to con­

vince state DOTs, local governments, and certain toll 
authorities not only to go on the cruise, but to go on the 
cruise in steerage. 

Early stage credit enhancement involves guarantees 
or other supports that are provided during the earliest 
stages of a project's development. Most investors recog­
nize that this stage involves some real risks and 
demands substantial returns in exchange. Some con­
tractors, engineers, and other benefited parties may 
want to participate during these early stages of a proj­
ect, hut detached en::mrntors or investors are very diffi­
cult to find, since they hav nothing more than a purely 
financia l take in the utcome. 

Before we talk about specific enhancements, l think 
we have to lay out the stages of project risk: the devel­
opment stage, construction, ramp-up, stabilized opera­
tions (which sometimes occur later than expected), and 
finally, mature operation. 

During the development phase the expenses are the 
lowesr bm the risks are the greatest. Feasibiiity has not 
yet been determined. Environmental issues are uncer­
tain. Local approval needs to be obtained for projects. 
What can be done? 

A governmental partner can induce private involve­
ment in this stage of the process in at least four ways. 
It can make an outright commitment of equity either 

directly or indirectly; examples include right-of-way 
contributions or a fee or tax pledge. Second, a govern­
ment agency can theoretically offer development risk 
insurance. Some of you may remember that this idea 
was incorporated in early versions of what later 
became the TIFIA legislation. Such insurance would 
reimburse expenses incurred for reasons beyond the 
control of the developer. Third, governments can assist 
developers in managing the local approval process, 
being more aware of the local poHtical scene. And 
fourth, eminent domain powers can be helpful. 
Although this is not a particular bond-enhancement 
per se, it can help get the project through the develop­
ment phase by accessing right-of-way in a much easier 
fashion. 

As a coda to my comments on the development 
phase, I should note that financing takes place between 
the development and construction phases. As a result, 
investors bear the risks from the construction phase for­
ward but are generally not involved in the development 
phase. 

Now let's look at the construction phase and its 
unique risks, which include such things as cost overruns 
and delays. Commercial insurance, contractors' guar­
antees, and other private-sector activities can address 
most of these concerns, and I believe that many private 
participants feel very comfortable during this phase. 
Also, the bond structure serves to mitigate risk during 
the construction period by capitalizing interest beyond 
the construction period. Funding a debt service reserve 
during this period is another mechanism used to miti­
gate risk, and this is a key place for governmental sup­
port through provision of this reserve fund. A further 
role for a government partner during the construction 
phase is to streamline the approval process to ensure 
timely completion. The essence of risk during this stage 
is to get the project completed on time, and any delays 
can have serious adverse effecls uu the revenue curve. 

The next stage, ramp-up, is arguably the riskiest 
operating phase. The facility is brand new. Potential 
customers are deciding whether to change their com­
muting pattern. Operational challenges are also coming 
to the fore. A governmental partner can help mitigate 
risk in at least four ways during this phase. The gov­
ernmental partner can assume the first loss hy provid­
ing a subordinated loan to enhance senior lien bond 
coverage. We have all seen cases where traffic and rev­
enue projections have proven wrong, and the subordi­
nate debt provides an effective cushion if revenues are 
lower than projected. A government agency can also 
provide standby funding, akin to a line of credit. In this 
instance, a government:11 partner would step in finan­
cially should revenues fall short of what is needed to 
repay bondholders. Third, the public agency can 
assume the operating and maintenance responsibility at 
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no cost, or on a subordinate basis. And finally, the 
absence of new competing facilities is absolutely critical 
at this point, when customers are selecting which facil­
ity to use. So public agencies have a real role to play in 
reducing or eliminating the bondholders' exposure to 
the financial effects associated with new competing 
facilities. 

Finally, you have the stages of stabilized and then 
mature operations. If the project ramped up as expected 
and projections are being met, these phases entail min­
imal risk. Insurance is generally in place to cover any 
damage to the facility. Debt service reserves, either 
through surety or cash, are also available should any 
sudden hiccup in revenue operation threaten debt ser­
vice. At this stage, your greatest need is to have flexi­
bility in your operations to be able to roll with the 
punches and thus maintain credit strength. And once 
again we see the benefits from a governmental partner's 
willingness to protect investors by subordinating reim­
bursement for provision of operations and mainte­
nance. Another potential public role during this phase 
is to allow for the asset and service to be priced in a way 
that maximizes earnings potential. 

So governmental partners can play a very meaning­
ful role in mitigating risk during all project phases, 
and in many ways they are uniquely positioned to do 
so. This is because most other investors derive no ben­
efit other than financial return from these investments 
and thus are unwilling to accept risk unless amply 
compensated. The public sector, in contrast, has 
deeper pockets and a greater capacity to withstand 
ups and downs. Furthermore, governmental entities 
are in a better position to recognize the nonmonetary 
benefits that many of the facilities offer, especially if 
they appear on a state transportation improvement 
program and are poised to reduce congestion, improve 
mobility, and boost economic productivity sooner. 
And after all, most of the time the agency is going to 
pay for the project anyway. If you know that you will 
be giving money to the project eventually, why not 
contribute it in the form of credit enhancement at an 
earlier date-particularly when that enhancement can 
potentially lower costs, secure other resources that 
may not be available later, and improve the chances 
that the project will be self-supporting. 

I now want to discuss five specific projects: the San 
Joaquin Hills and Foothill/Eastern toll roads in Orange 
County, California; the George Bush Turnpike in Texas; 
the Osceola County Parkway in Florida; and a broad 
transportation program sponsored by the Kansas 
Department of Transportation. 

I bundle together the San Joaquin Hills and 
Foothill/Eastern toll roads because both used develop­
ment impact fees (DIFs) that greatly increased the finan­
cial feasibility of these projects. Developers in the 

vicinity of the toll roads paid these fees either with cash 
or through right-of-way contributions. For the San 
Joaquin Hills project, the Transportation Corridor 
Agency collected $46 million ill DIFs during the prefi­
nancing and construction period; these functioned as 
equity to fund design, construction, and right-of-way 
acquisition before the 1993 financing. At the time of the 
financing, more than $185 million in DIFs was pro­
jected over a 28-year period; the proceeds were pledged 
as additional security for the 1993 bonds. 

For the Foothill/Eastern facility, the story was a little 
different. There, analysts projected more than $400 
million in DIFs to be collected over a 26-year period. 
The agency sold $246 million worth of variable rate 
bonds, pledging the DIFs to repay the principal; the 
interest was to be paid on parity with the agency's 
fixed-rate debt. Four commercial banks provided a 14-
year letter of credit on the variable-rate bonds. The 
additional debt capacity, leveraged through the DIP 
payments and letter of credit, allowed for full funding 
of the project costs. 

The George Bush Turnpike, sponsored by the North 
Texas Tollway Authority, also faced a capacity crunch. 
The construction costs were estimated at more than 
$500 million, and the authority's outstanding debt at 
the time would have doubled had it financed those costs 
on its own. Furthermore, such a large growth in debt 
would probably have lowered its credit ratings as well. 
The Texas Department of Transportation agreed to lend 
the project $135 million, as permitted under state law 
and ISTEA Section 1012 (later codified at 23 U.S.C. 
129). The interest rate was below market rate, so Texas 
DOT did subsidize the transaction to some extent. 

The loan repayment was subordinated to the out­
standing bonds, which further bolstered the credit of 
the senior lien. Savings on issuance costs, reserves, and 
other costs that would have been associated with that 
$135 million if issued in the normal capital markets 
were also substantial, and this too helped to deleverage 
the senior lien debt. Debt service coverage for senior 
bondholders was boosted from what would have been 
about 1.16, which is below the threshold for any senior 
lien toll road bond in the country, to about 1.35, which 
preserved the authority's eatings. 

The Osceola CouL1ty Parkway, which connects the 
Florida Turnpike to Walt Disney World, benefited from 
a very unusual guarantee. Osceola County sold $150 
million worth of transportation improvement bonds for 
the construction of the parkway. The bonds were 
backed by a number of sources: toll revenues, payments 
from landowners, a limited deficiency makeup from 
Osceola County, payments from a local improvement 
district called Reedy Creek, and a guarantee from 
Reedy Creek as well. This guarantee is secured by the 
full faith and taxing power of the improvement district. 
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The bond guarantee can be terminated by the bond 
trustee once certain threshold requirements are met­
such as attainment of a required fund balance, suffi­
ciency of specified revenues (including toll revenues) to 
meet annual debt service as well as specified contribu­
tions to a renewal and replacement fund, and a track 
record whereby net tolls for each of the three prior fis­
cal years meet or exceed 1.25 times maximum debt ser­
vice. In the words of David Seltzer, the guarantee 
behaves a bit like a booster rocket of credit enhancement 
that can drop off once the project's orbital stability is 
achieved. In this case the booster rocket really was 
needed; the bonds qualifie<l fur insurance because of the 
guarantee. The guarantee remains in effect today, and I 
think senior lien bondholders and the insurers are very 
grateful for that, because unfortunately, revised projec­
tions fall short of initial assumptions and the guarantee 
really has been necessary as a credit support mechanism. 

Finally, let me talk about the Kansas Department of 
Transportation (KDOT). KDOT issued variable-rate 
debt in 1994 to lower funding costs and diversify its 
investor base. It is necessary to provide additional liq­
uidity for variable-rate debt because of the "put" fea­
ture of these bonds. KDOT, on its own, had strong 
enough credit to provide an eventual backstop, but 
more liquidity was still needed . So KDOT looked to 
the state itself, which provided further liquidity 
through the state's Pooled Money Investment Board, a 
fund with an investment profile that met rating agency 
standards for liquidity. The cost was well below mar­
ket rates, again demonstrating that states often have 
more complex motives than simple return on invest­
ment; in this case, completing these transportation 
projects was a high priority as well. 

So, we can see that public-private partnerships can 
be strengthened through governmental risk-sharing in a 
number of different forms: debt guarantees, direct 
equity or indirect equity through taxes or fees, subordi­
nated loans, lines of credit, operating and maintenance 
contracts at no cost or deeply subordinated to other 
obligations, insurance for certain risks, and liquidity for 
variable-rate debt. 

PUBLIC PENSION FUNDS AS CREDIT ENHANCERS 

Daniel Stone 

We heard ye terday from Dan Flana an. who 
spoke about the $3 trillion of ~ubli. pensi~n 
fund as et a yet unable to find a home m 

the infrastructure market. Today I would like to talk a 

bit about how larger public pension funds might be 
used to provide credit support. 

I would like to speak to you about several things 
today. First, why sponsors of transportation projects 
would be interested in pension funds and vice versa. 
Next, how we as rating agencies look at pension pro­
grams, especially since involvement in credit enhance­
ment is one of the things that we focus on. Third, how 
all this might be helpful to real-world projects. After all, 
pension funds have provided credit enhancement in the 
past; I believe the first time a pension fund issued a 
guarantee was in 1983. In that instance, the New York 
Teachers Retirement System wanted to build its own 
headquarters and some other office space for the state 
of New York. The state was going to issue bonds itself, 
anc.l it ended up doing that with a guarantee from the 
pension fund to get a stronger rating and achieve some 
interest savings. 

Why might a sponsor of a transportation project 
want to get a guarantee from a pension fund? One thing 
we have been seeing is that many bank letters of credit 
and lines of credit have been getting a lot more expen­
sive. So people are looking at different ways of provid­
ing liquidity, and pension funds make for a strong 
candidate, in part because they tend to enjoy very high 
credit ratings. After all, most of the sponsors of large 
public pension funds are states, which themselves are 
rated AA, so you are talking about pension funds rated 
at the upper end of the AA category and even at the 
AAA level. So when they provide guarantees, letters of 
credit, and the like, they often can do it with a higher 
credit rating than a bank and thus provide even more 
interest savings for your project. 

Why do pension funds even get involved? Why 
would they give a guarantee to a public finance project 
or a transportation project? Often large infrastructure 
projects provide benefits not only through financial 
returns but also through meeting broader objectives. A 
sponsoring government may have been seeking con­
strnction of a project in a partirn la r area; the facility 
may also benefit its own pension fund members. Of 
course, financial returns count for something, and pen­
sion funds do not offer credit enhancement for free. 
They charge a fee, much as a bank or an insurance com­
pany would. The fee income helps them offset their 
administrative expenses and lower the cost to both the 
members of the pension fund and the sponsors. 

We assign the same rating categories to pension 
funds as we do for any other entity. We provide either 
an issuer credit rating, which assesses the fund's 
strongest capacity to repay its obligations, or a separate 
rating on a specific letter of rrt>r-lit or guarantee. 

Rating agencies consider four criteria when looking 
at a fund. First, we look at the sponsor and the rela­
tionship of the sponsor to the pension fund. Second, we 



SELF-HELP: INTERNAL CREDIT ENHANCEMENT TO BOOST BOND RATINGS 73 

look at the resources the pension fund has. Third, we 
consider its existing obligations. Finally, the fund's 
credit enhancement programs are important as well. 

Then, last in terms of the four criteria I mentioned, 
but the most important for what we are talking about 
today, are credit enhancement programs. Here we look 
at cases in which the fund will step in and provide a let­
ter of credit or a line of credit for a given project. We like 
to see some sort of legal limitation that ensures that the 
fund cannot do so many guarantees that it gets in trou­
ble. We also look at the lien level of pension guarantees 
as compared with pension payments. As a general rule 
of thumb we do not like to see pension funds investing 
more than 10 percent of their assets in these sorts of con­
tingent liabilities and credit enhancement programs. We 
look also at the types of credit enhancement offered, and 
of course we look at the specific terms of the guarantees. 

What does this all mean for you attending this session? 
Without question, public pension funds can provide valu­
able support for public projects. It has not yet been done 
a lot, and nowhere close to what is possible. I think we 
will see public pension funds increasing their interest in 
doing this sort of thing, which will provide some added 
competition for banks, insurers, and such. This is good 
news for you, since pension funds can certainly help 
issuers achieve high ratings, even though a guarantee is 
invariably junior to the repayment of pension obligations. 

Now I would like to talk about some specific exam­
ples. The first one I will touch on is the California State 
Teachers Retirement System, affectionately known as 
CalSTRS. It is rated AAA with an Al+ short-term rat­
ing. You may ask how can it be rated AAA when the 
state of California is only AA- and was A+ for a while. 
There are a couple of reasons. First, it is not just a state­
funded program; it is really a multiemployer program, 
including just about every school district in the state. In 
addition, it is currently overfunded at 104 percent. 
Also, CalSTRS has high independence from the state. 

Ca!STRS has had an ongoing enhancement program 
since 1994. The fund is willing to commit up to $2 bil­
lion to provide guarantees and other forms of enhance­
ment for various public projects. It has done some 
industrial development bonds and a lot of smaller 
bonds like that, but it has also done some big public­
sector facilities as well as some hospital financings. Its 
first transaction, interestingly enough, was in the trans­
portation sector, providing $90 million in liquidity for 
a Port of Long Beach financing. 

The CalSTRS program has now reached a total com­
mitment of $1 billion. One of the interesting things that 
helped us get comfortable with the program is that if 
one of these projects had a particular problem, 
CalSTRS could go to the bank with which it is part­
nered before it could raid its own finances. This pro­
vides an added source of liquidity for CalSTRS. In sum, 

although this program has only been around since 
1994, it is fairly deep and has a history to it. I think it 
will provide somewhat of a model for the future. 

Second, a few words on the Tennessee Consolidated 
Retirement System. The state is rated AA+, but the fund 
is rated AAA and Al+ on the short-term side, reflecting 
a strong funding ratio of 100 percent, conservative 
investment management, and a lot of distance from 
state interference. One interesting feature of the 
Tennessee program is its provision of liquidity to the 
state's $250 million commercial paper program. As 
most of you know, when commercial paper matures, 
there is often a remarketing in which new commercial 
paper pays off the old paper. But there is always that 
risk of a market problem or a remarketing failure. So, 
generally, one of the rating requirements is that there be 
some form of letter of credit just in case of a major 
problem. The state of Tennessee was frustrated because 
it had to pay those fees to out-of-state banks. But by 
using the retirement fund to provide that liquidity, it 
was able to pay a fee to its own retirement fund, thus 
keeping everything in-house. 

Last, I will touch on Minnesota. Earlier this year, the 
state sold $28 million worth of bonds to finance a head­
quarters facility for its retirement systems. The bonds 
represent a general obligation of the state; but in addi­
tion, the state's three principal retirement systems are 
backing it up. You would think a state with an AAA rat­
ing would not need additional backing, but apparently 
the strategy helped them achieve some savings. 

To sum up, I do think that pension funds are poten­
tially a good source of high-quality credit enhancement, 
particularly for projects in the transportation sector. We 
have been seeing a slow increase in this sort of guaran­
tee activity over the last couple of years on the part of 
pension funds. So long as it is a large pension fund, pro­
vision of credit enhancement does not seem to cause a 
problem from a rating perspective. And it certainly can 
help lower project costs as well as provide some collat­
eral benefits both to the sponsor of the pension fund 
and the members of the pension fund. 

TIFIA AND PRIVATE EQUITY: 
A MARRIAGE MADE IN HEAVEN? 

Robert Brown 

If you looked at the title of tbe presentations in the 
program tbi morning, you probably wondered 
what my topic is doing here. Although a slug of 

equity certainly enhances the creditworthiness of any 
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project financing, this is not exactly the same kind of 
topic that the other speakers were addressing today. 
But, as we at U.S. DOT begin to talk about what we 
have learned after a bit over a year and look ahead to 
reauthorization, the role of equity in a TIFIA transac­
tion is one issue that is beginning to surface. On that 
theme, today I would like to speculate on why we are 
not seeing a lot of private equity in the TIFIA program, 
whether U.S. DOT could do things to change that, and 
finally, whether it really matters. Before launching in, I 
should say that my views, as always at these kinds of 
things, are my own. 

When the TiFIA statute was enacted, we heard a iot 
of talk about how this would create public-private part­
nerships. When you say public-private partnership, the 
first thing that m;curs to many people is the presence of 
equity investors. But in previous talks this morning we 
have seen many forms for public-private partnerships, 
and I think it is a little too narrow to look at equity 
alone as the definition of a public-private partnership. 
Nonetheless, some people expect private participation 
to take the shape of equity, and I want to address that 
this morning. 

First of all, let's revisit the TIFIA statute itself. The 
congressional findings speak to TIFIA as a mechanism 
whereby new investment capital can be attracted to 
infrastructure projects. At the same time, statutory lan­
guage uses the word "equity" only in the enumeration of 
eight statutory selection criteria. In this instance the 
statute talks about attracting "private debt or equity 
investment." For the lawyers in the group, I would point 
out that the use of the disjunctive "or" rather than the 
conjunctive "and" surely suggests the indifference of the 
statutory draftsman to the form of private-sector invest­
ment, regardless of whether it is an investor buying a 
bond or an investor putting equity into the project. 

Now let's take a quick look at the TIFIA scorecard to 
date. In Fiscal Year 1999, U.S. DOT selected five proj­
ects for TIFIA credit assistance. Of that batch, State 
Ro11te. 1 ?.S in San Diego County has an equity compo­
nent. And in fact, the equity participation in that proj­
ect has been substantially downsized during the course 
of negotiations and the process of structuring that deal. 
A second project from the 1999 round, the Farley-Penn 
Station project, intends to include a private equity com­
ponent as well, but both the size and the identify of that 
investor are yet to be determined. That deal is still being 
structured. 

In Fiscal Year 2000 we received six appiications for 
TIFIA assistance; they are being evaluated and no selec­
tions have yet been made. None has proposed an equity 
investment. Tn fact, sponsors of one" project that very 
much involves a privatized project financing told us 
very specifically that they did not want private equity in 
their project because it was too expensive. 

I would also note that the 1999 cycle saw two true 
project financings, meaning total or near-total reliance 
on project revenues, out of the five selected projects. For 
a third project, the Miami lntermodal Center, one of two 
TIFIA loans will essentially behave like a project financ­
ing because the repayment stream is based on a rental 
car facility. The other loan, which in fact is the larger 
portion of the financing, consists of a loan secured by 
gas tax receipts, so that is not really a project financing. 

Now, once you move beyond straight project financ­
ing, you get into some serious policy questions about 
whether equity makes sense. You also start having to 
ask what kinds of equity returns are appropriate. 

When Jim Calpin spoke earlier, we visited investors 
all the way down into steerage, but we did not even 
touch on equity investors. I don't know how far down 
you have to go into the bowels of the ship to find the 
equity investor, but surely this fellow is the most subor­
dinated, patient, and risk-tolerant participant in any 
typical project financing. Really, however, that is also 
the role that TIFIA has assumed and was intended to 
assume under statute. TIFIA is supposed to be, if not 
the biggest risk-taker, certainly a non-investment-grade 
risk-taker. What's more, despite the risk, TIFIA is very 
cheap: there is no cheaper source of taxable money-or 
even long-term tax-exempt money, as some of our 
clever applicants are figuring out. 

So equity is more costly and possibly less patient 
than TIFIA may in fact be. During the TIFIA session 
some of you may have heard Jim Preusch speak about 
how deeply the Alameda Corridor backloaded debt ser­
vice on the federal loan. I doubt that you would find 
many equity investors who would ::iccept a situation in 
which they would have to continue to inject money into 
a project for 10 to 20 years before starting to get their 
return. 

Possibly a program like TIFIA, which is both very 
patient and very cheap, crowds out equily. Perhaps it 
raises the question as to whether there is room for two 
patient investors and t,:vo high risk-takers in the san1e 
transaction. I think those questions may be answered by 
the dearth of private equity in these deals. 

I think another reason for the dearth of private equity 
is that it is difficult to price public works-type services at 
levels that pay equity investors the kind of returns they 
want. Maybe more important, I think we as Americans 
have very basic notions about how much money the pri­
vate sector should make in providing public services and 
public works projects. 

A couple other limiting factors relate to U.S. DOT 
policy and management decisions. DOT, as I said, is 
willing to be very patient-but not more patient than 
equity investors are. In situations characterized by a 
very long ramp-up period, U.S. DOT, as the subordi­
nated lender, is willing to defer interest and add it to the 
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principal balance of the TIFJA loan but as a matter of 
policy it will not permit a retw:n to be paid out to an 
eq uity investor in the interim. Some prospective 
inve tors may have initially tbought that equity 
investors c0uld receive payment at the same time th.at 
U.S. DOT was capitalizing interest, but to us it looked 
like federal money wa being passed right back out 
through another door as a return to private investors, 
which does not make a lot of sense. 

On the other hand, we at U.S. DOT are certainly pre­
pared, I think, to accept a ubstantial deferral and back­
loading of principal and in certain situations permit 
some return to equity investors. Again, this approach 
maps back to Jegis.lative Language appearing in the con­
ference report that recommends chat che Secreta :y 
encourage borrowers to prepay their direct loan or 
guaranteed loans as soon as practicable from excess 
revenues or the pro'Ceeds of refunding bonds. Of course 
you have to ask about the meaning of "excess rev­
enues" in that sentence. If the TIFIA debt has already 
been scheduled to be substantially deferred, perhaps 
revenues then available to pay an equity return would 
not be excess. But, as I say, the matter of returns on 
equ ity to investors io cases of a heavily backloaded 
TIFIA repayment cream raises policy questions and 
would require crutiny on a c.a e-by-case basis. 

This is really ju t the beginning of a long discus ion, 
and I do not want to sugges that we have a lot of con­
clusions at this point about how all this is going to work. 

Still, in my view it is fairly dear that tbe program' struc­
ture virtually ensures that TIFIA wi ll not it elf, timulate 
a lot of equity investment. I also suggest that maybe that 
does not matter. Equi·cy certainly does have its place in 
other kind of project . It may be, for example, that some 
projects are done with tax-ex mpt senior bonds and 
TIFIA ubordinated debt and others are done with tax­
able bonds and equity. There are lots of combinations, 
but at the end of the day, TIFIA's ultimate objective is to 
boost investment in transportation infrastructure and get 
transportation project built. Creating opportunities for 
public-private panner hip mighr be a nice sideline but 
it is certainly not the program' pr.irnary policy objective. 

My preliminarily conclusion i that a lthough we are 
not seeing a 1.ot of equity in TIFTA, perhap it does not 
reaJly matter. On that score I th.ought I would close with 
the words of our session moderaror, David Seltzex. In the 
course of e-mai ling back and forth occasionally to get his 
wi dom, I aved this little mi sive, which I think speaks 
well to the matter at hand. 'On the broader question of 
why there isn't more equity inve tment, I think the more 
relevant question is whether a project has at-risk capitaJ 
inve ted in it, regardless of its form. I would go back to 
my definition of private capital, where neither the fund­
ing source nor the repayment ource i derived from pub­
Ii tax-supported doHar . Why should we care if that 
private, at-xi k capital is a non-recourse tax-exempt 
bond, a non-recour e taxable bond, or non-recourse 
equity?" To my mind, an excellent question. 




