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INTRODUCTION

Municipalities annually face a gap between needed financial resources from federal and
state government sources and service demands from residents and local businesses. To
close the gap, towns and cities have explored agreements with the private sector to finance
and manage infrastructure projects via Public-Private Partnerships (P3s).

This InfoKit provides significant information and insight into how municipalities are utilizing
P3s both here in Connecticut and across the United States.

The information provided in this document includes:
e Anintroduction to P3s and best practices
e Sample legislation to facilitate the establishment of a P3

e (Case studies

We hope you find Public-Private Partnerships helpful.

A Service of CCM Government Relations & Research

Connecticut Conference
of Municipalities




How can local leaders maintain essential services and make necessary improvements
without drastically raising taxes on residents? Many towns and cities are considering
teaming up with the private sector in Public-Private Partnerships to address their ongoing
year-over-year budgetary shortfalls.

What are Public-Private Partnerships (P3s)?

A Public-Private Partnership (P3) is an arrangement between a public agency and a private
business (or consortium of private providers) to deliver a service or operate a facility for
public use. The public and private components share resources and expertise, and both
parties commit to an approach that shifts certain risks and rewards from the public to the
private side. Components of financing may be included within this single contract. A P3
contract shifts the risks to the party (government or contractor) best able to manage the
risks and may assign a higher level of responsibility for means and methods to the private
partner.

P3s can be used in various types of economic and social infrastructure projects. Economic
examples include roads, bridges, public transit, parking garages, and waste collection and

treatment.! Social infrastructure involves educational facilities, parks, housing, sports and
convention centers, and libraries.

Types of P3s

The National Institute of Government Procurement (NIGP) identifies six types of P3s

P3 Type Characteristics

Design (D) and construction (B) are bundled into one procurement and

Design-Build (DB) contract

Design-Build- Design and construction are bundled into one procurement and contract
Finance (DBF) with financing (F) provided by the contractor.

Design-Build- Design, construction, and maintenance (M) are bundled into one
Maintain (DBM) procurement and contract.
‘DeS|gn-Bu.|Id-‘ Design, construction, and maintenance are bundled into one procurement
Finance-Maintain L e . .
and contract with financing provided by the contractor.
(DBFM)
.De5|gn-BU|Id- Design, construction, and operations (O) are bundled into one procurement
Finance-Operate 1 o . .
(DBFO) and contract with financing provided by the contractor.

1 (Martin, 2018)




Design-Build- Design, construction, maintenance, and operations are bundled into one
Finance-Operate- | procurement and contract with financing provided by the contractor. This
Maintain (DBFOM) | is also called a concession.

Keys to Success

Best practices in the formation and usage of P3s, according to the National Center for
Public Private Partnerships (NCPPP)2 include:

1.

Public Sector Champion-a prominent public figure should be the face of the project
to constituents. Well-informed, credible proponents are essential to promote the
P3 and to dispel misperceptions.

Statutory Environment-Each partnership should have a statutory foundation.
Statutes should include transparency and a competitive proposal and procurement
process. There should be a sound legal basis on which to pursue and develop the
project.

Public Sector’s Organized Structure-Government should have a dedicated team for
P3s, possibly as part of the existing purchasing/procurement department. This unit
would be responsible for conceptualization, negotiation, and final monitoring of the
partnership’s execution. They should create RFPs that include performance goals
rather than design specifications. Proposals should be considered on value, not
simply price. Inclusive value for money (VFM) calculations are a good tool for
evaluating overall economic value.

Detailed Contract-The business plan for the P3 should include a detailed
description of the responsibilities, risks and benefits to both parties to the
agreement. Since all contingencies cannot be foreseen at the start, there should be
a clear method to resolve disputes.

Clearly Defined Revenue Stream-While the private contractor may provide some of
all of the funding for capital improvements, an identifiable revenue stream to pay
back that investment and provide an acceptable rate of return is necessary. This can
come from a variety of possible sources (fees, availability payments, shadow tolls,
tax increment financing, etc.).

Stakeholder Support-Since more people are affected by these partnerships than just
public officials and the private contractor, it is essential to reach out and listen to
employees, potential recipients of the service, interest groups, and the press for
their opinions. This is a good way to correct possible misconceptions, and minimize
potential resistance to the P3. An understanding of the political standing and
potential issues of a project is essential to success.

Pick the Partner Carefully-The best value, not always the lowest price, is crucial for
a successful partnership. Considerations should include a candidate’s experience in
the specific area of the partnership, and the financial capacity of the private partner.

Other experts on P3s have stressed other key factors in achieving successful projects. A

2 (National Council for Public-Private Partnerships (NCPPP))




report from the Brookings Institution® has nine major recommendations to consider:

1. Create a strong legal framework at the state level. PPPs require a sound legal basis
to ensure that the public sector has the authority to pursue a deal and allows the
private sector to mitigate unnecessary political risk.

2. Prioritize projects based on quantifiable public goals. Not every infrastructure
project is suitable for a PPP, so it is essential for policymakers to base their
procurement decisions on economic and financial analysis that captures the social,
environmental, and fiscal impacts of the deal.

3. Pick politically smart projects. A successful PPP requires a pragmatic understanding
of what is feasible in a constantly evolving political environment.

4. Understand what the private sector needs. Strong partnerships are based on finding
the right alignment of interests, which is why it is essential to understand what
makes a project appealing to private sector investors.

5. Find the right revenue stream. PPPs are not free money; they require localities to
find durable and resilient revenue sources that will pay for the investment over the
long-term.

6. Create a clear and transparent process. Routinization and standardization will create
a market for PPPs that provides the public and private sector with a clear roadmap
for success.

7. Build an empowered team. Assembling an empowered public sector team that is
capable of making and executing informed procurement decisions is an essential
part of any successful PPP.

8. Actively engage with stakeholders. PPPs are inherently complex deals that require
significant public engagement to ensure that the deal is in the interest of the
community and executed at the highest standards possible.

9. Monitor and learn from the partnership. PPPs involve decades of dedicated
attention that requires thoughtful monitoring, flexibility in the face of a changing
world, and a willingness to learn from mistakes.

Differences between P3s and Traditional Contracts
There are four major differences between P3s and traditional infrastructure contracts:

1. Bundling
“Design-bid-build” is the traditional approach to government procurements and

contracting. With this approach, there is one contract for the design of a project, and a
second separate one for the actual construction. Merging these two steps together can
reduce project delivery time and costs. Other benefits are that a contractor has no
incentive to cut corners in the design phase because they will also be constructing the
project themselves. The American Institute of Architects notes, “By assuming long-term
maintenance responsibility, the private entity is held more accountable for the delivered
asset and is therefore incentivized to produce a high-quality, long-lasting asset.”*

3 (Sabol & Puentes, 2014)
4 (Martin, 2018)



2. Risk Transfer

In P3s, responsibility and costs for performance failures are shifted from the
government to the contractor. The more activities bundled together, the greater the
number of risks involved, and the greater the number of decisions about which risks to

transfer, keep, or share.

While in the past cities and towns assumed many risks that are transferrable, today the
general rule of thumb is that the party best able to manage a risk should assume that

risk. There are two critical risks involved with P3s:

The following table from a Syracuse University study provides a helpful guide to the

effective risk transfer of P3s compared to traditional projects:

Design and construction risk: the responsibility and costs associated with design
flaws and construction delays, as well as labor and supply price increases. In most
P3s, the contractor takes on this risk.
Demand risk: associated with long-term partnerships that include financing and
where user fees or tolls fund the project. Estimating demand accurately is
difficult, and can affect the long-term viability and success of a project.

Type of Project

Traditional P3
Risk Public Private Public Private
Design Risks o vy
Construction Risks o J
Entitlements and Wtilities o
Completion Risk o
Disputes between Designer and s vy
Builder
Landiord Risk and Shortfalls ~ "
Operation and Maintenance v o
Regulatory Compliance o o
Capital Maintenance N o
Technological Obsolescence o o
Excess Energy Consumption o vy
Environmental Regulations v v o
Changes in Law o o
Force Majeure Evenis o o
Pre-existing conditions o s o
Commissioning Delays o o vy
Inflation 4 o

Source: Syracuse University




3. Shared Decision Making
In P3s, the relationship between the government and the contractor becomes less of a
buyer-seller relationship and more of a partnership. This is due to more skin in the game
long-term from the contractor. Because they will be more liable for the long-term
success, they will naturally want more involvement in the planning and key decisions.
However, in all cases, the government maintains the responsibility for planning, and
insuring that the project is in line with local plans and priorities.

4. Private Sector Financing
Bringing private money into projects is a very attractive factor of P3s. However,
financing is not funding. The private sector is not providing free money for government
projects. Instead, they are seen as investments, and a repayment with profit is required
for a successful project.

Advantages and Disadvantages of P3s

P3s can result in projects that are completed faster and at a lower price. In addition, project
risks can be transferred from municipalities (and taxpayers) to contractors, who can also
provide access to different expertise and new financing channels.

There are also some disadvantages to keep in mind. P3s can result in higher financing costs
compared to traditional government financing (tax-exempt bonds). The initial procurement
and contracting process is typically more complex, and only a limited number of bidders
may be interested in a particular project. Since decision-making is shared, the government
will have less flexibility, and these projects may be politically difficult, as citizens may not
understand the complete picture of the project, and projects are often criticized as not fully
transparent.

The details of P3s are crucial in determining whether an agreement is a good or a bad deal
for the public.

Financing of P3s

P3s can be financed either as short or long-term arrangements, however, only design-
build-finance projects are short term. In this type, the private contractor provides the
financing needed for the design and construction of a fixed-price turnkey project. Over the
past two decades, these have made up around nine percent of all P3 projects.

Long-term P3s spread the financing window over twenty to fifty years, similar to a home
mortgage. The government gets the use of the facility and pays for it over the term of the
contract. A few key terms to remember regarding long-term financing:

e Project financing-a method of raising long-term debt financing for major projects
through financial engineering based on lending against cash flow generated by the
project alone. Cash flow generated by the project is used mainly to repay creditors.
This is also called limited resource financing.




e Special Purpose Vehicle (SPV) - a separate corporation created to serve as the
contractor for a long term P3. SPVs have no other lines of business or financial
concerns. It is the central actor of a long term P3. This shields the local government
from financial exposure. If the project does not perform to expectations or fails,
creditors only have recourse against the SPV, not the government, shielding
taxpayer funds.

Funding for long-term P3s comes in three basic forms:

1. Tolls and user fees- individuals utilizing the facility pay a fee, which can be collected by
either the government or the contractor. When collected by the contractor, demand
risk is assumed by the contractor, absent other funding considerations, such as a
government guarantee of a certain level of funding. When the government collects, it
retains the demand risk.

2. Shadow tolls- similar to user fees, but the government pays, not individuals. For
example, a government would pay a set amount every time someone uses a bridge,
recreation facility, or museum. These are often used when regular user fees are
unpopular with stakeholders, or there is little political support. The government retains
the demand risk in this form.

3. Availability payments- these payments are not tied to usage. Instead, they fund the
contractor when the project is “open for business.” A contractor might receive a
monthly payment for each month that the project is open and functioning, for example.
Payments may be tied to key performance measures. The local government retains the
demand risk.

P3s for Small and Rural Municipalities

Research suggests that projects in more urbanized areas, and larger projects, are more
attractive to private investors than smaller projects in rural areas. However, smaller towns
do have options, including bundling several small P3 projects together into a larger
package, either for one municipality, or several neighboring towns. Small towns may also
be able to join larger ones led by state government. Local community foundations are
often promising investors, as joining local governments on vital projects helps to support
the communities these organizations have a mission to help.

Challenges of Long-Term P3s

Some obstacles to keep in mind include:

e Transparency and Stakeholders-citizens are often skeptical of these partnerships.
Local leaders can expect to hear about how they are “privatizing our library.”
Leaders pursuing these projects must be prepared to educate their constituents,
and be transparent regarding the process and purpose of the project.

10



e Procurement- P3 projects are both capital and service projects, since the design,
construction and financing are bundled together. A long-term P3 involves a “two-
step” approach. Step one is the pre-screening of potential bidders for capability,
past performance and the ability to provide or arrange for financing. A request for
qualifications (RFQ) is often used.

Once a few prospects are identified, a formal request for proposals (RFP) is issued.
The formal review of proposals often includes a value-for-money (VfM) analysis, or
some other form of economic analysis, to justify adopting a P3 rather than a
traditional financing approach. The chosen bidder becomes the SPV for the project.

e Expertise- There is limited experience and expertise at the local government level in
P3s, especially long-term ones. Private firms and consultants may be necessary to
successfully design and organize a P3.

e Contracting- Since it is difficult or even impossible to know what issues may arise
over the 20 to 50 year term of a P3 contract, many long term P3 contracts stipulate
that the contract and understandings shall be periodically reviewed and revised.
This could be at specified periods (five years) or on the basis of an occurrence that
triggers a review (rising inflation).

One notable P3 that has gone poorly is Chicago’s 75-year lease of 36,000 parking meters
to a Morgan Stanley-backed private consortium?. In 2008, the city sold the meter revenue
to the partnership for $1 billion. Parking rates skyrocketed, and the agreement led to new
annual costs for a city which was looking for a short-term revenue infusion. Because the
contract included “compensation events” or financial penalties, the city was required to
pay when an alteration threatened profits, such as when a meter had to be removed for
street work, festivals, or new transit projects. The city lost a lawsuit filed by Morgan
Stanley for $61 million in compensation for street closures. The city inspector general also
concluded that the meters were sold for $1 billion under their value.

It is important to be diligent in drafting P3 agreements, especially long-term agreements
that lock a town or city, and its taxpayers, into decades-long contractual obligations.

Connecticut State and Municipal Legislation

Under Connecticut’s Home Rule Act (CGS Stat. §7-187 et. seq.) and the state Constitution
(Article Tenth), municipalities can determine their procurement policies. While municipal
charters typically provide for awards to the lowest-responsible bidder, towns and cities
may exempt themselves from these traditional approaches in favor of methods that might
offer a better alternative.

> Cohen, 2014
11



Municipal Special Services Districts are governed by CGS §7-339m et seq., whereby
municipalities may set up special services districts, funded by additional taxes in the area
served. These are often set up to provide additional services in a downtown or other
targeted location®. Examples of municipal ordinances are included in the Appendix.

CGS §4-255 et seq. covers P3s for the State of Connecticut and its agencies.

Case Studies

Storrs Center-Mansfield, CT”

In the early 2000s, the University of Connecticut, the town of Mansfield, and a private
developer joined together to transform a parcel of land adjacent to UCONN's main
campus in Storrs from a nondescript series of strip malls into a dynamic mixed-use
development that took advantage of its unique location next to a flagship university to
bring some new life into the area. The Mansfield Downtown Partnership was formed to
manage the design and management of the construction and ongoing operations of the
project. Today, it is a thriving area that mixes students and local residents. More
information can be found at www.storrscenter.com. A full case study from the Urban Land
Institute is in the Appendix.

Winooski Falls-Winooski, VT8

Winooski is a small city immediately north of Burlington. Its urban core was largely
abandoned in the late twentieth century as big-box stores began to arrive in Vermont.
Some planning for a downtown revitalization was done in the 1990s, but never got off the
ground. This project includes retail and office space, university student housing, mixed
income apartments and condominiums, as well as an enclosed parking garage. The project
focused development back onto the Winooski River, and included the renovation of the
Champlain Mill, an old woolen mill that had been dormant. Additionally, the city paid for
new road construction, including a traffic circle to move traffic smoothly through the
newly densified area, increasing its desirability.

Lessons learned from this project by the developers and municipal leaders include:

e Appropriate density and project phasing- the developers argued for a reduction in
the plan’s density, as well as an increase in the number of phases of the project,
early on. This was critical to reduce costs and risks. Using multiple phases allowed
densities to be increased in the future.

e Target Markets- the developers focused its marketing and programming on those
connected to the health care and university demographics in the area. These
markets are more recession-proof than others, aiding the long-term sustainability of
the project during economic downtimes.

6 (Pinho, 2012)
7 (Urban Land Institute, 2016)
8 (Urban Land Institute, 2008)
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George Deukmejian Courthouse-Long Beach, CA’

The State of California awarded a project to replace a judicial facility to a private
consortium, as part of a 35-year agreement. The building was completed on time and on
budget, opening in mid-2014. The state makes availability payments for the space, and can
be evicted if those are not made. The state now has an updated facility with a
performance-based agreement with the private concessionaire to ensure satisfactory

service, while the provider has a low-risk, steady revenue stream from an institutional
partner.

9 (Della Rocca, 2017)
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