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ABSTRACT

ESSAYS ON INFRASTRUCURE PUBLIGPRIVATE PARTNERSHIPS
Nobuhiko Daitg Ph.D.
George Mason Universitg015

DissertatiorDirector: Dr.Jonathan LGifford

In pursuit of efficiency gains and overcoming fiscal constraints, pipbiNate

partnerships (P3s) have gained popularity as innovative procurement approaches for
public agencies to continue providing infrastructure services to their citémie

academic research on this subject has grown over the years from economic, finance,
engineering, and other disciplines, a number of policy relevant questions have yet to be
fully addressed. The present study inquires P3s primarily in the highway geunto

three distinct but related dimensions. First, the relationship between institutional,
political, and financial conditions and the use of innovative procurement contracts of U.S.
states was statistically analyzed, finding influencthege factorsiinsightful ways

Second, alternative procurement models in terms of bundling project components was
modeled to theoretically investigate their effect in terms of the use of innovative
technologiemandaggregateocial welfare. The model was then extenttednalyze

procurement scenarios in the context of cossler road network link where



neighboring jurisdictions collaborate or compete in designing the network. Third, initial
capital costs of large highway projects in the U.S. were statistically cechpatween
procurement types. The results enhanced the understanding regarding how P3 contracts
have included risk premiums and potentially innovative investtoeminimizelifecycle

cosk. The resultprovidedlessons for policy makets effectively emfpy P3s for their
infrastructure investment initiatives. Also, the stpayntedto future extensions of these

analyses to inquirmto these meaningful questions.



CHAPTER 1INTRODUCTION

Motivated by theitight fiscal conditions and efficient innovations that the private
sector is presumed to provide, public agencies in the U.S. are increasing their use of
public-private partnerships (P3s) to deliver infrastructure, a critical input to economic
developmentWhile the body of knowledgen this phenomenadmas been rapidly
growing in recent years by scholars of such disciplines as economics, finance, and
engineering, there are a number of questions with policy relevance that have not fully
been addressed. Thbjective of the present study is to inform polityakers regarding
factors for successful implementation of P3s and their potential consequences.

In pursuit of this objective, this study will inquire what are the institutional,
political, and fiscal envonment enable successful close of P3 contracts, and what are the
consequences of employing such innovative procurement models. Focusing on the U.S.
highway sector, the analysis of the present study consists of three essays that address the
following reseach questions. What institutional, political, and fiscal factors contribute to
the use of innovative procurement models by U.S. states for highway projects? How do
traditional procurement and innovative contracts for highway network capacity expansion

projects differ, with respect teocial welfareend pri vate contractor’s
Do these differences change when considering competition or collaboration of multiple

jurisdictions for a cross border facility? Finally, what are the differenceS8aRd



traditionally procured highway projects in terms of their unit construction costs? If any
significant differences exist, what do they represent?

Chapter 2 proposes an empirical model of the number of highway construction
projects procured throughnnovative contracts for U.S. states. Underpinned by political
business cycle hypothesis, the chapter explores statistical association with the use of P3s
and fiscal conditions (e.g., motor fuel tax revenue, debt, and their growths), political
environment (9., Republican governor, and margin of gubernatorial election victories),
political c¢cycle (i.e., the numbers of year

Chapter 3 presents theoretical models with which various procurement models are
examinedm the context of highway network design problem, where the decision
variables are the capacity and toll on the network link under consideration. Bundling of
initial capital construction and operation and maintenance (O&M) are evaluated, while
their incentve effects for private contractors to invest in innovative technologies that
lower O&M costs at initially higher costs. The models are then extended for a cross
border linkcontextof two neighboring jurisdictions that may compete or collaborate in
improving the facility. The consequences of these alternatives in terms of toll, capacity,
innovative investment, social welfare, and
to draw insights regarding the use of P3 contracts for highway networks.

Chapterd compares unit Desiguild contract pricesgx anté of largehighway
construction projects in the U.S. The analysis in Chapter 3 suggests the initial
construction costs of P3s would be higher due to the use of innovative technologies to

optimize their iffe cycle costst higher initial costsAlso, transfer of project risks during



the initial capital delivery, which is another notable feature of P3s, wdbhsidered.
The results suggesiat these effects might have manifesaschighercontract price of
P3 projects compared to more traditionally procured prgjaftesr controlling for various
project characteristics. These findings callltstnganal ysi s of P3s’
that P3s can continue be recognized afficient infrastructure devery methods
through meaningful partnership between public and private partners.

The last chapter will summarize the findings and conclude with directions for

analyses in the future

per f



CHAPTER 2 POLITICAL, FINANCIAL , AND INSTITUTIONAL
ENVIRONMENT AND PUBLIC-PRIVATE PARTNERSHIPS: EVIDENCE
FROM THE U.S. HIGHWA Y PERSPECTIVE

2.1 Introduction
Infrastructure is a criticahput for the economy tanproveits productivityand to

continuedevelopmentin many countrigshowevey investment in infrastructuieapital
has not kept up with the demand. In the U.S. highway sector, the conventional Highway
Trust Fundbased mechanism to build and maintain Interstate assets through gas tax
revenues has been struggliag fuel efficiency improves and construction sastrease.
In response, a number of innovative procurement approaches to increase efficiency in
asset delivery and to tap into alternative sources of furfdisgeen proposed. In a
number of states acro® nation,the popularity and usef these appracheshave
gradually grown over the last two decades. Pyflicate partnerships (P3s) drastically
change the way transportation agencies do their business of providing infrastructure
services to citizens. Theaerangementalso require citizens to addptthese new
business models, such as commercial motivations behind facilities that theyp wssl
astolling the roadswhich they may bexccustomed to pay in other wastsch as motor
fuel taxes

Institutional and political environment play criticalesfor states and
municipalities to facilitatéhese innovativéypes of contractand successfullgnsure

fulfillment of infrastructure service delivery requirements for particular projects. State



agencies in most cases need authorizations throughrenbdgislation to engage in these

new arrangements and procure through alternative models. States vary considerably with
respect to whether a P3 enabling law has been legislated and what provisions are included
in these laws (Rall et al., 2010uthermae, industry best practices point to the need for
policy champions to advocate the use of P3s (NCPPP), while political challenges can
easily put P3 projects in jeopardy.

P3s projects are arguably vulnerable to political riSke risk can materialize in
a number of ways: for example, the lack of political consensus at the outset of P3 policy
implementation or project delivery is likely to lower the chance of successful completion.
Furthermore, the attractivenessad?3 market or particular projects fatiyate investors
could also deteriorate if political support is perceived to be weak. @8y®)argues
thatwhetherthe U.S. P3 marketanmanifestits full potential depends on three factors:
political cycles, especially gubernatorial elections; fedeBahssistance progranssich
as loans; and availability of other funding soursesh as renewal of gasoline tax
legislations.

While studies on P3s from economic, financial, and engineering perspectives are
extensive, attention to their political andtihgional aspects have been scarce in the U.S.
Body of knowledge on this subjdtas been substantial international economic
development contexts, btiterelevanceof these studiet the U.Scontext can be
limited: e.g., consideration of corrupti@amd rule of lawNoszoro et al, 2015)

Employing the frameworks of political economy theories usathderstanthg public

a g e n spengling decisions, this study explores the role of institutional and political



environments behinthe employmenof P3contracts The analysis herein ainis
provideinsights for public and private decisiomakers regarding conditions upon which
innovative procurement deals have been closed between public agencies and private
contractors. The primary research questiobe@ddressed is: how institutional and
political factors affect the use of P3 models for highway projects? A series of empirical
models araisedto inquire statistical associations between fiscal, political, election, and
other factors and the number of tRalsaswellas t at es’ aggregate i nve
highway projects through theBeovativecontracts

The remainder of this paper is organized as follows. The next section will provide
a short summary of the background of infrastructure P3s. A reviéterature relevant
to the analysis will follow. After discussing data and empirical models to be used for the
analysis, results will bpresentedThe last section will provide implications thie

analysis results and poitt the directions of analysia the future.

2.2 Background
Infrastructure is a keinputto economic development and prosperity. This study

defines infrastructure rather broadly to encompass transportation facilities (e.g., roads,
railways, seaports, airports, etc.), but also utditgtems (e.g., power grids and electricity
generation plants, water and sewer networks, etc.), facilities for government services
(e.g., government offices, educational facilities, and correction facilities), and other
relevant systems that have receiveldadarly attentionWhile theprimary focus of the
analysis in this study will be orighways general discussion on institutional, policy, and

financial aspects of the P3s are relevant for other sectors. Hleaadiscussions in the



background section dmpart of theoretical foundations do not exclusively focus on the

road sector.

2.2.1 Infrastructure Investment through Innovative Procurement Models
In the last several decades, complex institutional arrangements evolved, whereby

the private sector begataging larger roles in delivering infrastructure projects.
Alternative project delivery models have emerged for governments to be able to continue
investing in the infrastructure to remain competitive in the global economy. One such
approach is privatizain of the infrastructure services. Privatization has been argued to
improve public infrastructure project delivery in terms of service quality, cost efficiency,
and overall effectiveness for the following reasdhsst, the private sector is considered
less bureaucratic and more operationally efficient, thus enabling rapid demialong
regarding resource allocation. Second, budgetary constraints of the government can be
overcome with its access to private capital. Third, such an arrangement can take
advantage of the technical expertise, management skills, and innovative technologies of
private firms.Also, introduction of private competition will remove government
monopoly, while market mechanism will incentivize the public bizitions to pursue
efficiency(Zhang 2005)Full privatization of a public good could, however, lower
production to socially unacceptable levels and degrade service daafipfitability.
Therefore public private partnerships (P3s), in which the public sector retains some of
the risks and ownership, have become popular in a number of coumgtessd of

privatization.
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Scholars have engaged in discussions to evaluate how P3s could be economically
justifiable, investigating various dimensions of this approach, including risk allocation,
decisbn making modelsandperformance evaluatioetc. From a policy perspective, the
procurement mechanism has been discussed i
constraints, in a wide range of countries from developed economies, developing
countries and countries with emerging economies. Countries where P3s have been a
topic of policy discussions appear to share one commonality: facing the challenge of
adding new capacities in areas with growing economies, and efficiently operating and
maintaining &isting assets. International Transport Forum (ITF), of the Organisation for
Economic Ceoperation and Development (OECD) views P3s as one of the alternative
approaches with which governments can overcome fiscal and other constraints to
continue their invetment (ITF and OECD, 2008).

Scholars have proposed a variety of definitions of the term public private
partnership, reflecting its flexible nature, from which, arguably, its value added can be

derived. Any definitions of P3s can therefore be debathluldge et al(2010)defined

the term very |l oosely as “cooperative inst
private sector actors.” Wi-terminfrastsugiueect t o co
contracts, Campbel]l def i motvek the designs a pr oj ec

construction, financing and maintenance (and in some cases operation) of public
infrastructure or a public facility by the
(Campbell, 2001). A number of public entities, such as U.S. Federaiaig

Administration (FHWA), PubliePrivate Infrastructure Advisory Facility (PPIAF) of the



World Bank, and PPP Canada, have also employed respective definitions, which are
summarized imablel.

While a variety of definitions of thierm have been proposed, this study will
follow the OECD's definition and consider
bundling of multiple project phases and transfer of project risks to a private partner,
relative to the traditional procuremembdel. In this context, public sector is defined as
government of all levels (i.e., federal, state and local) and agencies that are governed,
fully or in part, by publicly elected or appointed officials, with the objective to maximize
social welfare. Privi@ sector, on the other hand, refers to entities that are owned by
private individuals and/or entities, whose objective is to maximize profits. It should be
noted that the objective function is critical in differentiating one sector from the other.
Therefae, while norprofit organizations are legally private entities, the objective they
pursue is to provide services to benefit the public (and not necessarily interested in
maximizing profit), and hence, arguably, they can be considered as part of this rathe
loosely defined group of the public sector.

Noticeably, the aforementioned definition of P3s is broad, and a number of
contract types falls under this definition, making any scholarly investigations challenging.
In the interest opresenting théackgraund of the subject matter in this subsectibable
2 summarizes various project contract types that are subset of broadly defined P3s, with

respective risks allocated to the private contractor.

10



Table 2 Selected P3 Contract Types
Abbreviation  Description

DBFM Design, build, finance, and maintain
DBFO Design, build, finance, and operate
DBOM Design, build, operate, and maintain
DBFOM Design, build, finance, operate, and maintain
BLT Build, lease, antransfer

BOL Build, operate, and lease

BOO Build, operate, and operate

BOOR Build, own, operate, and remove
BOOT Build, own, operate, and transfer

BOT Build, operate, and transfer

LROT Lease, renovate, operate, and transfer
ROT Rehabilitatepperate, and transfer

Source: Hodge et al., 201

Effectively, a project can be referred to as a P3 if the contract deviates from
traditional models of procurement in a way that involves transfer of particular project
risks to the private firm contracted to deliver the service. In the context of highway
capacity expansion projects in the U.S., the traditional procurement model is referred to
as DesigrBid-Build model (DBB). A highway construction project consists of multiple
phases, such gganning,design, construction, operation, and maintenance. Gertai
stages of the project will be contracted out to a private firm to do the job, depending on
the state: design can be done either Blydnse engineers or contracted to an engineering
firm; construction will be done by a private contractor; and, the cdaetpl@ghway asset
can be maintained by-imouse staff or contracted to a private firm specialized in the
service.

While this model can ensure accountability of each project stage and achieve

transparency, it may not be the best approach to achieve |ldemyst efficiency, which

11



is a growing concern under the tight budget conditions of governments. In this traditional
un-bundled desigibid-build (DBB) model, contractor for each stage has the incentive to
minimize its cost, possibly at the cost of anotltags of the project. If there is a
discrepancy between design specifications and the actual site condition, the process to
reflect the site condition in the blueprints, obtain necessary approvals, redevelop a
construction strategy and do the job, couldlg#ésad to cost and schedule overruns. The
public owner of the project besthe responsibility under such scenarios.

Designbuild contract (DB) evolved to address such design risks: by contracting
both design and construction phases together, chandlges may decrease considerably.

In this contract, the design risk has been transferred to the private contractor. Thus, some
may argue that the DB contract can be considered as a form of P3s (Congressional
Budget Office 2012).

By i ncor por atmaintgnantelstage the gomract, thescost savings
of project bundling can be extended further. When the operation and management stages
of the project are bundled to the DB contract (hence, a dbsitphoperatemaintain, or
DBOM, contract), the privatpartner would be incentivized to optimize the-ltigcle
cost of the project. For example, the partner may choose a design specification of the
asphalt such that the initial construction may be more costly but theytife cost will be
more cost efficiat.

If the financing arrangement is also bundled into the contract, involving private
equity investment to the project, then a dedigiid-financeoperatemaintain contract

(DBFOM) is usedSome have narrowly defined P3s as to only refer to DBFOM castrac

12



(e.g., Deye, 2015) so as to focus on the aspect of private financing of particular projects.

In this case, project finance arrangement is made for the private partner to finance the

initial capital investment of the project. Project finance is a firsechnique used to

finance projects that involve large upfront capital investment (e.g., power plant, water
plant, highway). Zhang defined paloog ect fi
project on a nonrecourse or limited recourse financing stejoithere debt and equity

used to finance the project are paid back
(Zhang 2005).

In this model, the initial investment is realized by combining equity investment
from companies participating in the projecg(econtractor, operator, designer, and
investor) and debt financing (e.g., bank loans and bonds). Revenues from the project will
be used to repay the debt obligation and for operational and maintenance expenses, and
the remainder will be the profit, whigk equivalent to the return on the equity
investment. Multiple private companies form a legally independent project specific entity
(special purpose vehicle, or SPV) solely for providing the service defined in the project,
such as desighuild, operationand maintenance. Importantly, since the SPVs are legally
distinct from participating firms, lenders will make their lending decisions based not on
the general credit and fimwide cash flow but on the conditions specific to the project.

Brealey et al(1996)explored theoretical justifications of employing project
finance techniques for infrastructure projects, and how both the public sponsor and the
private partner might benefit from it. They point out that a commonly held notion that the

cost of capitamight be cheaper for governments could be misleading, since the lower

13



interest rates merely reflect the risks borne by taxpayers. They argue that the benefit of
project finance for infrastructure projects might be found because they allow bringing in
theexpertise of cost savings and efficient management of certain risks by the private
firms, while avoiding the full "privatization.” This is so because privatization would
entail designing complex new regulatory institutions, which may be inappropriate for
certain sectors such as education.

Variations of these contracts include dedogiid-operate contracts (DB),
designbuild-finance (DBF) desgn-build-maintain (DBM), among other3hese
capacity expansion projects can be considered as an extensiotraflifenal
construction projects, involving agreed compensation from the public procuring authority
to the private partner.

While the above discussion pertains to the use of P3 arrangement particularly for
capacity expansi on ps) th¢reehave also peerga nangbarofi el d”
concession contracts (“brownfield” project
under this category would hand over operation and maintenance of an existing facility
that has been operated by a public ageRoyexample, a revenue generating facility
may be leased to a private firm, which woatdlect user fees and other revenaed be
responsible for providing @equired level obperationandfor maintenancefor an agreed
concession term. In contrastttee capacity expansion projects, typically an upfront
lump-sum payment from the private partiemadeto theasset owner, publicagency

Adoption of P3 contracts a growing phenomenon in a number of countries

around the world. The following subsexis briefly overviews the P3s markets in various
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regions and policy issues that have emerged in recent years, focusing on the U.S., OECD

nations, and countries with emerging economies.

2.2.2 A Global P3 Market Overview
A global review indicates that P3sawidely used in a variety of countries with

respect to their institutional characteristics, their stage of economic development, and
other project specific environments. This section will review P3 practices in the U.S.,
OECD member states, and developtogntries, with regard to respective background,

history, and ofgoing issues and debates that will motivate the analysis in this study.

United States
In the U.S., the popularity of the P3s has been increasing, due to the severe public

budgetary and finamal constraints (Small, 2010), because P3s allow governments to tap
the private sector for financing through project equity and detile3 summarizes the
number of P3s that reached financial close between 1986 and 2013 by sector. The total
number of financial closes of P3s over the years in all sectors reached 512 by the end of
2013. A large number of transportation projects were built ubeBB model. While

the discussion here only focuses on highway P3s, the number of military housing lease

was notably significant.
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Table 3 Number of U.S. P3 Projects by Sector and Contract Types

Contract Type  Building Transportation Water Tota
Military Housing Wastewater |

BOT, BLT,BTO 7 7 4 18

DB 7 81 8 96

Private Finance 14 46 15 75

DBO, DBM, 6 15 53 74

DBOM

Lease, 18 + 91military 22 20 151

Concession, lease

Asset Sale

o&M, 3 29 102 134

Operation,

Maintenance

Total 146 200 202 548

Source: Public Works Financin
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Figure 1 Number of U.S. P3s 1982013, by Secto(Public Works Financing)

Figurel shows changes in the number of P3s to reach financial close across the
U.S. by sector. The number of P3 deals to close increased rapidly during th893ajd
andhas fluctuated since thenhe initial increase in the number of P3s that reached its

peak in 1998 appears largely due to water sector P3s, whose public sponsors were mostly

16



municipal water districts or equivalent agencies. The number of financial closes in this
sector has decreassithce then. In contrast, the number of financial closes in the
transportation sector has shown constant increase, despite some years in the 2000s with
low numbers. In particular, the number of financial closes has dramaticatyn since

2010.

Figure2 summarizes the cumulative aggregate costs of P3 projects in the U.S. by
sector. These costs include procurement of public agencies and investment from private
companies (e.g., for concessions). It is notable that in some of the yeagsttle study
period, the total investment is driven twe transportation sector: an increase of
transportation sector coincides with the increase of total, starting in 2011. An equivalent
trend can be found drigurel which onlyshows the number of projects, but the
difference between these two figures highlights the extent to which the transportation
sector influence the amount of capital investment.

As for the transportation sector, and specifically the highway sector, the
tradtional funding model of gasoline tax based Highway Trust Fund (HTF) model has
been considered unsustainable. In this model, the revenue from federally imposed
gasoline tax (18.3 cents/gallon) is dedicated for the HTF. Without discussing the
procedural detils of the federal budget system, the fund is allocated to the U.S. states.
Typically, these states have their own gasoline tax or equivalent revenue sources, which,
together with the federal HTF allocation, are used for new capital construction projects

and maintenance of existing assets. The federal gasoline tax is not adjusted to inflation,
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and has not been changed since 1997, due to the political climate in which tax increases

are highly unlikely.
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Figure 2 Cumulative U.S. P3Investments, 19962014 (2009US$BN, Public Works
Financing)

The purchasing power of the HTF revenue has been declining, and the fund has
been receiving transfer from the general account since 2008. States continue to face
demand for expanding capacityreggions with growing economies, while existing assets
are deteriorating, and delayed maintenance is pushing up the costs of maintaining the
conditions of these assets to satisfactory levels. With the limited prospect for the HTF,
states are viewing P3s ase of the innovative approaches to continue investing in the

infrastructurg Gifford, 2012)
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In the U.S., the use of highways P3s has been relatively limited compared to a
number of other countrieBigure3 shows the amount of highay investments through
P3 procurements and concessions through the study period, and the states with P3
enabling legislations as of 20TBhe Eno Center for Transportation argued that there are
barriers to P3s in the UrotthitP3s ad mdostotheasi me d ,
have little conception of how to manage one effectively in order to create benefits for
both sides” (2014). Critics have pointed t
at federal, state and local leve/dso,U.S.5 uni que with respect to
capital investment: municipal securities are exempt from federal income tax. This
mechanism serves as a disincentive for P3 projects to secure capital in private market

(Eno Center for Transportation, 2014)

P3 Project Costs Total
$0

$1-81BN
$1BN - $10BN

$10BN -

] | NN

P3 Enabling Legislation

Figure 3 P3 Investments and Enabling Legislations of U.S. P3s, 199014 (Public
Works Financing, and National Conference of State Legislature)
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While the number of P3 projects is still small, most of the demand risk toll road
P3 projects have been struggling from lower than projected demand level. South Bay
Expressway is a notable project that underwent bankruptcy due to low usage. One
exception $ California State Route 91, which in its years of operation under the P3 was
performing financially reasonable. However, the original contract included-a non
complete clause, a provision that prohibits the public partner to build facilities that might
conpete with the express lanes P3. Despite the favorable financial performance, because
of policy consideration to alleviate congestion on the general lanes, the government
eventually bought back the project to be able to expand the capacity of the-general
purpose lanes on the route.

These instances demonstrate the difficulty in hitting a sustainable balance
between excessive return for private investors and project bankruptcy. Therefore, it is
recommended that a sound P3 enabling legislation should be @dopteding
provisions regarding project eligibility, selection process, approval and review
requirements, funding regulation, and required contract provisions (Eno Center for
Transportation, 2014). Such legislation would provide clarity to possiblet@ipaatners
in making investment decisions in a market. Sound use of this policy tool appears a long

way forward.

OECD member countries
A number of OECD member nations have used P3s for delivering infrastructure.

The interests of policymakers in this proement approach increased since the financial

crisis in 2008, as countries face the need to remain competitive with infrastructure
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investmentwhile overcoming their budgeinstraintsThere are a number of countries

with extensive experience with P3s d¢pbefore the financial crisis, such as the United
Kingdom, Australia, and Canada. In these countries, typically P3s were first implemented
in the transportation sector (toll road, airport, seaport, and transit), and gradealse

of P3sexpan@dto other sectors, including water and wastewater management, public
utilities, hospital, education facilities, and prisons. This procurement approach will
always be a supplementary source of financing infrastructure (e.g., in the U.K., PFI
projects account fort15% of infrastructure investments in a given year), and not the
main approach to dominate the industries.

In reviewing P3 experiences in these countries, one may find that the number and
the share of P3 projects that undergo difficulties (e.g., reraigotiof contract terms) are
noticeably high. In particular, a number of transportation sector P3s with user fee
arrangements have suffered from low facility usage. Shaoul et al. reported, for example,
that out of the £90 billioqortfolio of PFl projects n t he U. K. s transpor
billion worth of projects underwent financial distress, eventually leading to renegotiation.
While refinancing and renegotiation apeite possible due to the long durations of these
contracts, it is undeniable that sunhidents add to the transaction costs of these
projects. Hence, if P3s were to be used, the risk should be accounted for in the initial
procurement decisionSlaoul et a).2012).

The experience of OECD nations with respect to private investmentlic pub
infrastructure projects vary, and extensive experiences in these projects are not

necessarily associated with better project performance. Considerable proportion of
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projects with undesirable outcomes negatively affects private ingegtas continuas
development ancefinement of P3 institutions is necessary. In turn, from the private
investor’'s perspective, understanding of t
is indispensable when evaluating investment opportunities, in additiorrketrda@mand

and project cost structure.

Emerging Economies
Countries with emerging economies need infrastructure that is vital to their

economic development, and these governments face significant fiscal constraint in doing
so. For example, astudybytWwo r | d Bank’ s Public Private |
Facility (PPIAF) reports that Africa has very low infrastructure stock, and to be able to
bring up the Il evel of infrastructure asset
investment of US$93iltion for a decade would be necessary, 4hiwds of which would
be for capital investment. As the current annual infrastructure investment in the region
was US$45 billion, the gap, after accounting for the potential efficiency gains, would
reach approxirately US$31 billion per year, which is by no means realistic for traditional
sources (governments and multilateral organizations) to reach. Private investment is
viewed as a potential avenue by which the gap could be bridged at least in part (PPIAF,
2013).

Private firms have been active in delivering these services, as World Bank refers
as Private Participation in Infrastructure. A number of issues challenge developing

countries’ attempts to successf wdnttagpts devel o
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From private investors’ point of view, the
access a P3 market in a nation.

First, local financial markets lack the capability to enable large anetéwng
financial commitments. Keimeier and Versteeg analyhedgotential contribution of
project financing for economic development, particularly in the context efrioame
countries. Based on the findings from their empirical estimation, they argued that in
countries where the financial markets have yet teldgy project financing could serve
as a way to ignite economic development by delivering crucial infrastructure while
minimizing the risks that prevail in the institutions of these nations (Kleimeier and
Versteeg, 2010). Realistically, however, theresaneimber of issues that have to be
addressed to realize project finance arrangements in these countries. Local banks are not
large enough to have sufficier@sourceso provide financing to large projects in the
infrastructure sector. Typically they hastort loan life of maximum five years due to
risky market environment. Furthermore, neither governments nor financial sector have
expertise to undertake such complex deals as project finance projects.

Second, perhaps more importantly, critics have sugdéiat the institutional
environment to enable P3s is weak in developing countries. Policy directions,
legislations, and regulations that govern P3 deals are typically unclear in these nations.
Oftentimes different agencies in the same government agsvdifferent governments
have conflicting objectives, and coordination is difficult. Transparency is barely existent
with respect to ilding and awarding procurement contraétl of these serve as serious

political and approval risks that deter privateastors.
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Third, similar to countries at different stages of economic development, the lack
of robust project pipeline also detracts private investment in public infrastructure. The
PPIAF report on Sulsaharan African nations suggests that a P3 mark#tastave to
private investment when a sufficient number of projects which upstream analysis and due
diligence demonstrate their commercial viability is available. However, public agencies
generally lack the understanding of what P3s are, general tinoéldeyeloping a P3
project, necessary appraisal and evaluation techniques, transparent bidding procedures,
and fair and reasonable risk allocation. As such, it is unrealistic to assume that a solid
pipeline of P3 projects may be available in these cosntfe a result, it has been
reported that unsolicited projects prevail in developing countries.

PPIAF argues that the prevalence of unsolicited proposals for P3s may not be
desirable, as they tend to be based on limited engineering, demand, and cositiomnor
with the hope that the government could be convinced to commit funding for the project.
Moreover unsolicited proposals tend to distract sesjecific investment strategy.

Overall, one may conclude that the lack of capacity within public agemaiesnot only
resulted in institutions unfavorable for private investment in public infrastructure, but
also in prevalence of P3 projects that may not be desirable with respect to their risks for
undesirable outcomes and distraction from long term septaific investment strategies
(PPIAF, 2013).

The review of institutional performances regarding P3s in the U.S., OECD
nations, and developing countries demonstrate that challenges continue to exist. As is

evident, despite distinct circumstances, the forrconstraints appear to have driven the
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increasing use of P3s in developing countries, OECD nations, and countries with
emerging economies alike. Each project in any countries has unique characteristics, and
consideration téhesecircumstances is esdel.

Generally, the lack of capacity within the public sector serves as a factor to deter
private investment, and poor performance in cases where private investments have
realized. This finding points to the need to comprehensively understand private
investment in P3 projects including institutional and political contexts surrounding each

project.

2.2.3 Institutional and Political Environment of P3s
One of the reasons that P3s are attractive to policy makers is because P3s could

allow access to privateapital. The resources for infrastructure investment are ultimately
the same: user fees collected by the operator of the particular facility in use, or, tax
revenues collected by public agencies at the federal, state, or local level. In principle,
therefore P3s does not add new revenues to the existing mechanisms: privately financed
P3 projects merely use private investment as a financing tool to tap into the same revenue
source: the users.

In this context, the difference between the two procurement misagrhence
the potential benefit of P3s, emerges when the public sector is constrained in tapping into
tax or user fee revenues due to legal or budgetary constraints. For example, a number of
U.S. states have statutory or constitutional limits on borrgwinivate means (debt or
equity) could be used in such cases to invest in capital project, with user charges as the

repayment revenue stream, and tax revenues and user fees are equivalent liability to the
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state’s economy i n an@®ffice2052¢ Thée @ablergisteat si on al

private investors participate in a P3 project because of its expected return on their
investment. While understanding the financial structure of these arrangements is
essential, this study will focus on another importamteshsion of the investment
decisions particularly relevant for P3s, political and institutional environment as well as
their risks.
The institutional and political conditions upon which a project could be
implemented have considerable influence on pubiit private decisicmakers to invest
in the projects through such innovative approaches. The institution refers to the presence
of a legal framework for such undertakings as well as how favorable or limiting specific
provisions of the legislation are tertain arrangementBolitical factors havelsobeen
found to considerably influence whether P3s have been successfully implemented.
Guidelines and best practices have been proposed by a number of organizations,
such as various industry groups (e.g., Bxemter for Transportation, 2014) and the
World Bank. Nevertheless, only a limited number of studies have empirically
investigated how or to what extent these factors affect the decisions to be made. This
study will fill gap by addressing one of the resdaguestions of the proposed
dissertation: how and to what extent institutional and political factors contribute to
private investment in infrastructure projects? Building onto an earlier study, this analysis
will empirically investigate factors that aresmciated with the use of innovative

procurement approaches for highway capacity expansion projects in the U.S.
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One of the critical features of P3s is that they are contracts between a public
agency and a private entity that have agreed upon the terrabveirichg an infrastructure
facility. A variety of factors have been arguednfluence these deals, includingarket
demand for facilities under consideration; costs of supplying the capital and operation,
macroeconomic and financial conditions thatldea feasible financing arrangements;
regulatoryand political environment, etc.

Institutional and political factors are critical for successful participation of private
firms in infrastructure projects. First, implementing P3s require strong leadership an
political commitment. Strong public opposition to specific projects are possible for
environmental concerntn the U.S.P3sare at timegerceived in association with
tolling, which may be unpopula€ompleting an infrastructure facility delivery thimee
requires that public decision makers to effectively address these challerggeshe
perspective of private partners turn longterm commitment for a project with strong
public opposition puts the project in a vulnerable position, hence deterirate
investment.

Literature on risk evaluation models for P3 projects without exception discuss the
important role of political and institutional risks, and private investors carefully evaluate
these factors when deciding whether to enter a P3 market. Furthermore, P3s are a
unique kind of contracts as the public agency has the right to alter legal environment of a
project. Even after a contract has been executed, it may not necessarily be in the interest
of private partners to continue theimemitment to a project against politically

unfavorable environment. For instance, after a project construction has completed and
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begun operation, both public and private partners continue to face the risk of contractual
renegotiations triggered by the otlparty. As Guasch demonstrated in his analysis of
concession projects in Latin America, government unilaterally initiated 27% of
renegotiations, while in 16% cases governments and operators mutually agreed to initiate
renegotiations. He attributed thesaegotiations fully or partially initiated by

governments not honoring the contract provisions (e.g., altering toll regimes for political
reasons) or defective regulatory regimes of P3 projects (Guasch, 2004).

These are critical considerations when evahggprivate investment alternatives
for an infrastructure project, from both p
Investment decisions of private firms account for these institutional and political risks,
while project decisions of public agenciee driven by political motivations and guided
by institutional frameworks. Arguably, private investments in public infrastructure
projects reveal the level of institutional and political factors, which both sectors can
tolerate in collaborating with eachhetr. Understanding these factors is critical for
making sound investment decisions for both public agencies and private investors.

In this study, the focus will be on the environment where both public and private
partners can agree upon a complex contract
for example, the considerations may includ
decsion makers to sign a contract that authorizes the partner to develop a facility and
make profit through operation, sometimes with procurement from the public agencies? In

contrast, from private partner’s perspect:i
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facilitated by the policy makerare in or against favor of thedecision to attempt to

enter a P3 market?

2.3 Literature Review
There is abundant literatutieat explaindehaviors of public agencies in

infrastructure investment, while analysis in #pecific context of infrastructure P3s has
been very limited. The review in this section will first focus on empirical studies on
political and institutional factors for P3 projects, primarily from economic development
literature and a few studies with slar approaches on the U.S. mark&ime of the

relevant studies from political economy literature wWiknbe briefly reviewed, as this is

the dimension that will serve as value added of the analysis in this study. The section will

conclude by pointingo the gap in the literature that this study intends to bridge.

2.3.1 Institutional and Political Determinants of P3s
The literature on infrastructure P3s with respect to their institutional and political

environments began emerging in recent years alhisstcarce. There have been a

number of political economy theories on wa$ aspects of P3s. A notable example is
Boardman and Vining (2012xho arguedthata sound P3 institution is necessarily

limited in terms ofprivate investment favorabilityVith respect to empirical

investigations, one may find several studies in the context of developing countries using
the World Bank’s Private Partintisqoadaxti on i n
following the convention (Hammami et al. 2006), PR 83s are used interchangeably

( Thomsen, 2005) . Scholarly investigations
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to the institutional, legal and political environment stem from Kirkpatrick et al. (2006),
which focused on Foreign Direct Investments D

As P3s are rather recent phenomena in the modern sense, only in recent years can
one find studies of institutional and political determinants of P3 deals. Most of these
studies to date focus on developing countries, due to the availability of P&dtproj
information from the World Bank. Shah and Batley (2009) provided a review of this
strand of literature. Hammami et al. (2006) proposed empirical models of the number of
projects, dollar values of each P3 investment, and the extent of private paotcipd®3
projects. Their models included variables
fiscal constraints, political conditions, institutional quality and legal system, and
experiences of P3 deals in the past. The results of energy, telecommausicatio
transportation, and water between 1990 and 2003 showed that the market conditions (e.g.,
market size, purchasing power, and exchange rate risk) had the most considerable effect
on the use of P3s. Political factors that were included in the empiricidlwere ethnic
fractionalization, established cheelwsdbalances of government branches, and
corruptions had significant effect on P3s. Banerjee et al. (2006) similarly analyzed 40
developing countries between 1990 and 2000 in terms of their divestareies, project
costs, and private investment. Their results also supported the view that stable and
effective economic and legal institutions were associated with higher private investment
in infrastructure projects. Economic factors (e.g., macroeconstatdity, exchange
rate, GDP growth and GDP per capita) were also found to be associated with greater P3

investments. Notably, corruption was also a significant factor in the use of P3s.
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Moszoro et al. conducted a similar analysis with a formalized ¢tiear model
and a refined empirical model for estimation of the same PPI dataset (2015). The authors
proposed a theoretical investment model with institutional and political variables that
explicitly accounedfor discount rate heterogeneity of agentgdmting the institutional
quality (e.g., rule of law, freedom from corruption, etc.) would be associated with higher
P3s and private investments. Their empirical estimation of moving averages of P3
investments for country year observations showed thaty3tments were sensitive to
the regulatory environment variables, as their theoretical niadiepredictedWith
respect to the role of corruption, the authors found cultural factors to influence the
appetite for private investment in P3s: low levelsafruption and rule of law were
associated with higher greenfield investments. Importantly, government effectiveness and
regulation qualities were associated with higher brownfield investments. Overall, in
developing countries, facilitation of sound regatg, legal, and political environment
appears to be desirable for private investment in public infrastructure projects.

Other similar studies include Basilio (2011), Sharma (2012), and Mengistu
(2013), among others, which conducted equivalent analyseslifferent empirical
models and distinct focuses (e.g., financial liquidity of country markegal systems,
and public debt It should be pointed that these studies appear to be primarily driven by
data availability. In these cases, the PPI databfses World Bank, which summarizes
P3 projects with information on project costs, sector, contract type, and other
information. Therefore these findings depend heavily on the quality of available

information, and careful consideration of the details endhtabase is essential.
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In the U.S., the experience of public agencies to engage in P3s has only begun in
recent years, and the number of projects has been small compared to other nations.
Arguably, this is in part due to the weltablished municipaldmd market. Infrastructure
in the U.S. is funded by tax revenue and various financing instruments, such as general
obligation bonds (with full faith and credit of the state or municipality) and revenue
bonds (backed bg dedicated revenue stream, suchsas fees of the facility). These
bonds are taxexempt and public agencies can benefit from low costs of capital of these
vehicles rather than seeking fonore costlyprivate financing (U.S. Department of
Treasury, 2014).

Reflecting the short history f3s in the U.S.,rdy a few studies have
investigated factors that contribute to
arrangements for specific projects. Thenrakets in the U.Sare still evolving, and

facilitation of an institutional environmetftiat allows such investmenismains to bef

policy relevance. Geddes and Wagner analyzed enabling legislations of P3s in U.S. states

and constructed a scale of investment favorability of these legislations to private
investments (2013a). The favorabilityas based on key provisioosthese legislations

to allowpublic agencies to close contracts that inclsuleh features as: mix of public

and private funds for arpject, availability payments,amcompetingclauses, and

unsolicited proposald'he autbrs weighted these provisions based on a survey to
industry experts, and developed a scale
enabling legislation. The authors then conducted an analysis of what political, economic,

and other factors afféthe decisions of states to enact such laws, and how favorable
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these laws are to private investments in P3s. Their empirical results showed P3
legislations were driven primarily bydemasd de f actors such as st a
(travel time index or TI) as well as their political dispositions (i.e., prevalence of pro
business conservatives). As for the favorability of enabling legislations, the authors
showed that the share of Republicans in the state legislature as well as the growth of
personalincme wer e associated with higher favora
legislation. Fiscal conditions were, again, not found to be associated with the favorability
of P3 legislation to private investment.

Geddes and Wagner (2013b) also attempteddtyam if the aforementioned
favorability scale of P3 enabling legislations were associated with the likelihood of the
states to complete P3 projects (as broadly defined to inEIBd@ojects), along with
other economic and political factors. Their estiorabf a linear probability model of a
state to complete one or more P3 projects showed that the enabling laws increased the
number of P3s undertaken in the states, and their favorability were also associated with
more P3s. They f o uatingwashlaotsignifibaetly assoeadted with b o n d
P3 projects. The growth in travel demand (as measured by vehicle registratiiland
was found to be associated with higbd projects, but not with more complex P3 deals.
A highlight of these studies, wiiiacesonates with the few other similar studies (e.g.,
Chen et al., 2014) is that the states’ fis

P3s, which is contrary to the claims often made by policy makers.
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2.3.2 Election Cycle and Economic Policy
Thissusecti on will focus on the pulali ¢c cho

expenditure behaviors. The attention to this line of literature is partly motivated by
Boardman and Vining (2012), who argued that the objective function of public decision
makers is to maximize votes: P3s can be viewed as a policy tool to maximize votes for
reelection. P3s in this vieim part compose u b | i ¢ egtal mwestneest for
infrastructure services thaenefit the economyyith the motivation to augmette

vot er s a p ipcurobera policymékest h e

It has been well established that election cycles under democratic regimes affect
public agencies’ b ytdegdsdussiongconpideradnotiordydiscal | ni t
but also monetary policies of natia governments. The theoretical model of Nordhaus
(1975) on maneuvering economic policies for electoral advantage arguably initiated the
vast literature on political business cycles. In this model, fiscal and monetary policies
would be used to trigger atificial boom before the election so as to increase the
popularity among myopic voters to win in the election. The economic policy and the
economy would then contract after the election. The assumption that the voters were
repeatedly tricked by the ecan policy was criticized, and a rational expectation
assumption became a popular view of voters in the models in years that followed (Veiga
and Veiga, 2007). Seminal papers by Rogoff (1990) modeled behaviors of politicians
using macroeconomic policy vabies (e.g., tax, government expenditure, deficits, and
monetary policies) and their compositions in a budget package. These studies triggered a

|l arge number of studies to explain public

outcomes, at national asdbnational levels in the U.S. and elsewhere.
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A number of empirical studies addressed the question on the relationship between
economic policies and election cycles. Blais and Nadeau investigated expenditures of
Canadian provinces between 1951 and 198dirfg that social and road expenditures
showed cyclical patterns visible in the year before elections (1992). Khemani analyzed
public spending in Indian states and found that the overall public investment increased
before elections but the investment canted after the elections (2004). Veiga and Veiga
(2007) analyzed the relationships between budget balances, tax rates, and various types of
government expenditure of Portuguese municipalities and election cycles between 1964
and 1982. They found evideneémunicipal offices attempting to signal their
“competence” to voters through | owering ta
road and building constructions in the year or two years prior to mayoral elections.

In recent years, scholars haweh addressing the questions of political economic
cycles in a manner more sensitive to the complexity of public budgeting and the
interactions between policy intervention and electoral turnouts. These questions include
various types of economic policy valbles, the channels by which electoral cycles might
affect policy makers’ behaviors, as well a
election outcomes. Drazen and Eslave proposed classifying government expenditures into
current and capital exmditures, testing the hypothesis that the political cycle influences
not the aggregate spending level but the budget composition. Their empirical estimation
of Columbian municipalities found that voters respond to increases in spending for some
goodsbunot ot hers, and that the politicians’

were not the overall spending but their composition (2010). Schneider also focused on
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budget composition in prelection years in West German states, findings similar results
(2010). Katsumi and Sarantides (2012) conducted a national level empirical analysis of
19 member countries of tl@ECDbetween 1972 and 1999, finding that in the election
years budget composition shifted from capital exjieire to current expendituréhese
studies highlight the potential complexities of the relationship between election cycles
and economic policy decisions.

Scholars haveaid attention towvarious aspects of political business cycles:
heterogeneity of political cycles across countries (deggHaan and Klomp, 2013), debt
management strategies of municipalities (Bastida et al., 2013), and theledfect
likelihood of reelectionto spending level@iva and Natvik, 2012Relevant to the
subject of P3s, Chong et al. investigated the relatiprsetween election cycles and
public works procurement of French municipalities between 2005 and 2007 (2014). Their
analysis showed that in municipalities where mayors were runnimg-éection in
2007, public works contracts were more likely to esuhporting the hypothesis that
decision makers influence ttiening of project delivery with motives related to election
cycles Overall, the view that election cycles
hasbeen recognizedidely, especiallyn thecontext offiscal policies of subnational
government units.

When discussing the relationship between the election cycles and economic
policy interventions, understanding of the tway interaction between the two is critical.
Scholars havewvestigatedhe ef f ect of economic policy anc

the reelection outcomes. Behaviors of voters are complex: scholarly findings on how
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voters respond to various economic policies depend on various factors, and the direction
of the effect may evebe the opposite in different locations. The effect of spending on
voter favorability is one such example. Peltzman (1992), Brender and Drazen (2008),
Drazen and Eslave (2010), and Balag@ell et al. (2015), among others, showed

through various empiri¢@pproaches in distinct contexts that deficits and higher

spending were unfavorable to voters, decreasing the chance for the incumbent to be
reelected. In contrast, Aidt et al. (2011) demonstrated in Brazilian and Portuguese
contexts respectively that lngr aggregate expenditures were associated with higher
likelihood of the incumbents to win-eections. While the unsettled state of this debate

is intriguing on its own right, more relevantly, these studies point to the potential
endogeneity issue in cdacting empirical investigations on political cycles. Furthermore,
inquiries with respect to the economic output (e.g., GDP) almost invariably suffer from
endogeneity, as suggested by Moszoro et al. (2015). Therefore, addressing this issue will
be indisperable for the analysis in this study.

The manner by which fiscal conditions and political dispositions have been
accounted for in the empirical literature may have been insensitive to how these channels
could influencehe use oP3 contracts. For examplsith respect to fiscal conditions,
bond ratings, outstanding debt, balance of
used in the analyses to date may give a general idea of the fiscal condition of a state.
However, a more careful treatment may beessary to explicitly account for how
specific P3 deals may be formed provided certain fiscal considerations motivate

initiation, negotiation, andlosingof a deal. Similarly, while political conditions are
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intuitively very important in P3 investment ddoiss, the influence is not as simple as
one party supports and the other party opposes. Empirical approaches that are more
sensitive to these details may lead to more insightful results regarding the state of P3
markets in the U.S.

The literature review ithis section focused on the factors for public agencies and
private firms to form a contractual relationship to invest in infrastructure facilities.
Assuming that particular sets of attractive conditions would invariably result in private
investment in phlic infrastructure project, the review highlights the political and
institutional environments that enable and promote these deals. First, the brief review of
the political business cycle literature implied the hypothesis has been tested
predominantly fogovernment spending and other economic policy variables. The
framework has not yet been extended to P3s either with respect to the number of projects
or the size of private/joint investments. Second, the empirical literature on the political
and institutonal drivers of P3s have been conducted mostly in the developing countries
context, and the emphasis is commonly on corruption, political regime, and
macroeconomic stability. These considerations are valuable in their own right, but their
relevance to thdeveloped countries context may be limited. Finally, the analysis on the
U.S. market has been scarce, and the granularity of these empirical models has been
guestionable at best. These are the gap in the literature that this study attempts to bridge,

by egimating an empirical model of the use of innovative contracts
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2.4 Data and Empirical Strategies
This section will present the empirical models and the data employed to test the

hypotheses discussed above in the context of U.S. states. Definitiomuddieéed
dependent variable will be discussed first. The second subsection will discuss

independent variables of the estimated empirical models, including control variables,

states’ financial wvariabl es, andubpection ti cal

will present empirical models to be estimated, before proceeding to discuss the results in
the next section.

Careful consideration is necessary to define statistically estimable dependent
variable to represent seofRBtoateacts. Iathd politicalt i e s
business cycle literature, no clear guideline has emerged as to the treatment of P3s in
statistically analyzing public capital investments. Among the numerous contract types
considered as variants of PBS projects ag procured fully by public sponsoring
agenciesTherefore DB was included as one of the dependent variables.

With respect to capital investment amount through P3 projects, in the cases of P3
projects (i.e., not DB contracts), complexities such as pra@iéy investments warrant
more thoughtful approach in defining the dependent variable. This study considers total
project costs, inclusive of public and private procurement in these projects, as societal
capital investments, where right combinationsadfr@mic, institutional, and political
conditions need to meet to manifest. Similar empirical analyses in the literature also use
equivalent approaches (Geddes and Wagner 2013b, Moszoro et al., 2015, Chen et al.,

2014).
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Based on these considerations, the empirical models in this study models three
classifications of highway P3 projec3B pr o] e ¢R3 projdcts tha dre not DBs
(e.g., DBOM, DBFOM, DBF, etc, P3 " ) ; and DB&P3s, whi ch enc
innovative contract types. This is due to the nature of available data rather than to any
theoretically constructed classification apprqaghich does not substantively differ
from the common approach tine literature, as pointed out in the previous secfitie
analysis in this study uses P3 project information fRurblic Works Financingwhich is
one of the most comprehensive andiojolate databases that are well respected in the
infrastructure indusies.

This analysis models: 1) the number of P3 projects, and 2) the aggregate highway
P3 costs, for each state in each year during the study period. The data is unbalanced panel
data of U.S. states from 1997 to 2013: the study period was determinecbakzd
availability. As the literature review suggested, there are competing views on drivers of
P3s (e.g., economic efficiency and fiscal constraints of public agencies), and developing a
formal proposition of P3 investments to account for politicalecyequires thoughtful
analysis. Since the interest here is rather exploratory to understand the U.S. P3 market in
these respects, a set of qualitative hypotheses are proposed based on the literature that
addressed similar research questions. The follosggion will describe the data used in
the empirical analysis of this study, with discussion on the respective hypothesis to be
tested. Descriptive statistics of the independent variables and their sources are

summarized oifable4. Table5 shows correlation of these independent variables.
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2.4.1 Control Variables
In the literature, frequently used control variables for statistically modeling the

use of P3s are the size and wealth level of the economies andrthedi®r automobile

trips. With respect to the economy size, Gross Domestic Product is commonly used in the
international development literature (e.g., Moszoro et al., 2015), although high

collinearity with other variables and the potential endogeneityiaseds to be

addressed. Other control variables in similar studies include personal income and median
household income. Also, with respect to the demand for automobile trips, the variables
commonly used in the literature include Vehibldes-Traveled (\T) and the number

of motor vehicle registrations (Wagner and Geddes, 2013b, Chen et al. 2014). In
determining an appropriate set of control variables in this analysis, combinations of these
variables and their natural logs were examined. As a resufgltbeing variables were
selected primarily on the basis of model fit andinearity minimization: natural log of

per capita state personal income (Personal_Income/Capita), state personal income growth
(Personal_Income_Growth), and growth of vehicle siitaveled (VMTGrowth).

Many of these variables are potentially endogenous to the dependent variables,
and unless properly addressed, they are likely to be correlated with the error term, which
needs to be addressed. Typically in this line of literatesearchers address this problem
by taking the lag of the independent variable (e.g., Moszoro, et al., 2015). This analysis
follows these studies in assuming that the P3 deals are closed, affected by events in the
previous year (i.e., yeaslt :  “ L .to"the pariable mames). Examination of other lags
(e.q., t2, -3, etc.) suggested that the eyear lag was the most desirable because of

model fit and preserving the number of observations.
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As regards the expected effects of these variables, the ecamamgpresents its
market size for infrastructure investment, while its growth can be interpreted as the
market potential. Therefore, the expected signs of the estimated coefficients of per capita
personal income and state personal income growth argvpoSMT growth can also
serve as a proxy of the market potential for highway facilities, thus positive coefficient is
also expected for empirical estimation.
¢818¢ 30AOA0O8 &ET AT AEAI #1171 AEOEITO

of the | eading arguments regarding
fiscal constraint of public agencies, although it should be noted that the plausibility of
such claims could be debatable (De Ormijana and Rubio, 2015). Interestingly, many of
the estimated coefficients of financial variables in the empirical literature on the U.S. P3
mar ket are statistically insignificant (e.
knowledge, there has bekittle, if any, convincing analysis as to why shimight be the
case, other than the intuitive but naive claim that P3s in the U.S. are indeed motivated by
pursuit of economic efficiencies. A more realistic explanation may be that the mechanism
by which fiscal constraints influence the decisions to eaga@3 arrangements for
highway projects is far more complex than just state debt per capita in the estimated
empirical models.

In determining the variables pertaining to financial conditions of states, a number
of variables from various sources wererakaed so as to find a set of variables that is
theoretically sound and reasonable with respect to their model fit. Financial variables

commonly wused in the relevant | iterature a
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expenditure on highways, in tiease of the road sector (Geddes and Wagner, 2013, and
Moszoro et al., 2015). In addition, other candidate variables include: net balance of state
highway accounts and highway indebtedness, such as outstanding or obligation of debt
particular to transport@n or highway capital investments (Chen et al., 2014).
Furthermore, one may hypothesize that motor fuel tax revenue may influence
procurement decisions for P3 projects. Finally, growth of these variables may also be
important. Among these, the empiricabdels in this study include the following
variables that represent states’ financi al
(Debt/GSP), debt growth (DebtGrowth), highway capital outlay per GSP
(HighwayCapitalOutlay/GSP), motor fuel tax revenee @SP (MotorFuelTax/GSP),
and motor fuel tax revenue growth (MotorFuelTaxRevenue_Growth). Similar to the
control variables, this analysis assumes that these variables in the previous yed) (i.e., t
influences the decisions of P3 deal closes in the prgear, so as to avoid the potential
endogeneity issue.

Many of these financial variables present difficultyaipriori expecting the signs
of empirically estimated coefficients. One
debt levelsand delgtr owt hs ( Debt/ GSP and Debt Growt h) .
aggregate debt and its growth may positively affect the use of P3 models, as public
agencies may seek to continue infrastructure investment while circumventing its
borrowing capacity limitation (bldge et al., 2010). On the other hand, debt and debt

growth may negatively influence P3 investments, since state contribution to P3 projects
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are still indispensable for most projects, and the higher the debt, the less likely that the
state has the fiscal dorrowing capacity to make these investments.

Similarly, the effect of highway capital outlay (HighwayCapitalOutlay/GSP) to
the number or the amount of P3 deals in a state is not clear. While larger highway capital
outlay may indicate the demand for lwgay infrastructure and hence P3s is also large, it
may also suggest that the demand for highways has been addressed without resorting to
the P3 models. Furthermore, an increase in gas tax revenue or growth
(HighwayCapitalOutlay/GSP and MotorFuelTaxReveramwth) may increase P3s
through generating revenues for public contributions to P3s, while it may reduce the need
for P3 models should the revenue be committed to traditionally procured projects.
Therefore, the expected signs of these variables remdiigaous, and empirical
estimation I s necessary to evaluate the re

use.

2.4.3 Politics and Election Cycle
Consideration of politics in the context of infrastructure P3s has focused primarily

on political isks that, when manifested, present significant challenges to project
completion. The intent of the analysis in this study, however, is to explore more in depth,
especially in light of election outcomes and political cycle. Three aspects under this
categoy that the empirical models in this study address are: party affiliation of
governors, election outcomes, and election cycle.

Political parties have distinct views on the increasing role of private entities in

providing public infrastructure services, agmipirical studies have employed various
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approaches to address this aspect. Wagner and Geddes (2013), for example, hypothesized
that strength of unionized public employees would deter P3 investments, since P3

projects are commonly perceived to reduce enmmpkayt in pursuit of efficiency in service
provision. A recent example is the second phase of a $486.9 million Presidio Parkway
project (California), which is now moving forward as a DBFOM contract. The project

has been challenged in court by the Professiéngineers in California Government

(PECG), a labor union of state engineers. Although the court ruled in favor of the P3
approach, the project demonstrated that the political risk could substantially influence the
course of candidate P3 projects (Rohez@sl1)

There is also abundant literature on privatization, although it should be noted that
P3s refer to a much wider range of infrastructure investment models. The line of
literatureregradingwhy and how privatization could achieve societal efficiency,
represented by Vickers and Yarrow (1991) is, while extremely important, beyond the
scope of the review here. Conventionally, the Republicans are perceived to be more
favorable to increasing the roles that private firms play in delivering services
conventimally provided by the public sector.

With respect to political philosophies, therefore, the discussion above indicates
the following. The strength of labor unions (e.g., number of union members), Democratic
governor, and state legislature where the migjagiDemocrats, are likely to be
unfavorable to the use of P3 models for highway projects. In contrast, under a Republican
governor and/or a republican majority state legislatures, P3s are more likely to be

seriously considered. Based on the model fitramdmization of collinearity with other
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independent variableshare of votesf Republican candidates the gubernatorial
election (RepVoteShare) is used in the empirical model for estimation.

With respect to the role of electiagycles competing view have been proposed
in the literature. One of these views is that decision makers use capital investments as a
means to manipulate voters, as reviewed in the literature review. While the details of this
theoretical proposition are beyond the scope ofltbeussion here, the underlying
observation is that public capital expenditure benefits the economy, and that public
agencies have limited resources. The decision makers, therefore, strategically determines
when to exercise votdriendly spending such ggocurement of capital investment
projects (e.g., highways) to maximize the chance of reelection. Empirically, scholars have
found that capital spending increases before the election, while other spending shrink
(Drazen and Eslava, 2010). Extending theottetical model and focusing on veter
friendliness of capital spending, decision makers might be inclined to resort to capital
spending when facing contestable political conditions, which can be manifested as
smaller margin of victory. Facing their limitedsources the administration would then
be more likely to engage in increased capital spending in years before the elections to
raise the chance of+edection. In this context, if P3 projects are perceived as a subset of
policy means to invest in publgapital, then the number and the amount of P3
investments would be higher before gubernatorial election years, and would be lower in
other years.

In contrast, there i@ competingschool of thought that emphasizes the effect of

contestable political climats on t he deci sion makers’ wi
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contractual relationships such as P3s. This view originates from the observation that
public agencies are susceptible to political challenges from third party groups for their
activities. For examle, highway capital investments may be vulnerable to challenges
from environmental activists, who may file lawsuits or run political campaigns against
particular projects. Supporting this view, it has been empirically found that contracts of
public agena@s tend to be longer and include more clauses regarding arbitration,
litigation, and formalization of renegotiations (Moszoro et al., 2014). While formalizing
this theoretical proposition in the particular context of this analysis is reserved for future
aralyses, such relationship would suggest the following: the smaller the margin of
gubernatorial victory, the less likely that the administration engages in politically risky
undertakings. P3s are notoriously complex contractual arrangements. Holdingele pro
complexity constant, an increase in political contestability (e.g., more powerful
challenger to the incumbent office through smaller margin of gubernatorial election polls)
would be associated with lower use of R3geris paribus

Based on the disesion here, the empirical models in this analysis include margin
of victory of gubernatorial elections (GovVictoryMargin), and the years in office
GovYear=1, 2, 3, and 4, where the year after the election yearastake the value df.
As the above dcussion indicates, there are competing views regarding how political
conditions and election cycles may affect the use of P3s. Therefore the expected signs of
coefficients remain ambiguous, and empirical estimation is necessary to explore the

experiencesf U.S. states in these regards.
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2.4.4 Empirical Estimation Models
In this analysis, two sets of empirical models are employed to model the number

of P3 contracts to be closed and the amount of innovative highway P3 investments in the
U.S. states betwed®97 and 2013. Regarding the models of the number of project
contract closes, since the dependent variable isyegative integer, count data
regression models are appropriate. Poisson and negative binomial regression models are
commonly used in the litature to model a wide range of economic events such as
patents, corporate acquisitions, and insurance claims (Cameron and Trivedi, 2013). A
conceivable issue with this approach in the context of highway P3s is that the mere
number of closed deals in a gtébr a particular year may lose sight of rich details behind
each project. For example, the cost of each project ranges from several million dollars to
multi-billion dollars, and these details seem very important when considering economic,
institutional,and political environments.

Count data regression models camlagrantecbecause P3s are notoriously novel
for most state transportation authorities, and to close just a single project it takes
considerable resources and agency’s commi't
(Melehani, 2015). Also, economic theory has suggebt@dnnovative procurement
approaches are justifiable when efficiency gains from contract bundling and risk transfers
outweigh transaction costs of these deals that are substantial. It is thus reasonable to
assume that state agencies undergo equallynasmiensive internal effort and
procedures to close each P3 deal. In addition, a number of studies in the literature have

employed count data regression techniques to model contracts of public agencies, without
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regard to their costs (e.g., Hammammi et2006, Dreher et al., 2009). For these
reasons, count data regression is one of the approaches employed in the analysis herein.
To shed light on the heterogeneity of highway capital investment amounts,
aggregate P3 project costs for each state yeaalsasnodeled using OLS estimation,
following Moszoro et al. (2015). Nevertheless, this approach suffers from two problems
in this particular context. First, unlike in other studies with similar research questions, a
large proportion of the dependent vatesbare zero. This prohibits the use of taking the
natural log of dependent variables to address potentialimeearity of the relationships
of our interest. Second, variance of the dependent variables is fairly large, and estimated
standard errors becometremely large, casting doubts regarding the validity of the
estimated empirical models. Therefore, weaknesses can be found in both count data
regressions of the numbers of P3 financial closes and OLS regression of project costs.
Hence both approaches@employed so as to allow critical yet more holistic analysis of
estimation results.
Presentation of mathematical derivation in the presemection is based on
Cameron and Trivedi (2013), Cameron and Trivedi (2010), and StataCorp. (2013a). The
numberof highway P3 deals to reach financial closein panel data (staf® pH8 h);
yeard pfB K'Y is first assumed to have the Poisson distribution, with the mean of:
Owsg M  Qon wed | Qoied P
wher aE.w i s assumed to include the state
allowed to be correlated with . In estimating ,| needs to be eliminated since the data

is short panel. Critically, Poisson regression assumes that
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which rarely holds in real world applications. In the literature, however, Poisson
models are commonly used even with esiepersion of the dependent variabidere
Negative Binomial models, which are more general approach that relax this assumption,
are additionally estimated to compare the results. Unfortunately, estimation of negative
binomial models suffered from the lack of convergence in many instanisasg ra
guestions whether model estimates can be compared in a sound manner. Furthermore,
while the critical issue with the Poisson regression, which commonly triggers the use of
the negative binomial regression, is potential violatbthe mearvariance quality
assumption, the problem may not be serious in this corftaelkte6 compares the mean
and variance of the dependent variables, for both scenarios where all states are considered
and where only statgears with P3 enabling lesjations. It should be noted that the
dependent variables of a large proportion of the observations were zeros, and jointly with
small numbers of dependent variables (e.g., maximum value of 4 for DB&P3 in all
states). As a result, both the mean and vagiavere very close to each other at values
close to 0.1. While no formal test has been conducted, it can be reasonably assumed
herein that the meavariance equality assumption of Poisson regression model is not
violated. Overall, Poisson regressions anedc@ted for our analysis with various
specifications.

In determining panel count data models, the decision to use random effects, fixed
effects, or other panel models rests on the assumptions and the characteristics of

independent variables. Cameron antvddi (2009) poineédout that time invariant
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regressors will be dropped when conducting fixed effect models, since these models take
differences of each variable from its mean across the study period. In our research
context, all variables are time variatitus this problem commonly recognized for fixed
effects models does not apply. Furthermore, Cameron and Trivedi (2013) suggest that
random effect models should be used when observations are randomly drawn samples to
draw inferences regarding a larger plapion. The analysis here is on U.S. states,
emphasizing on the unique market characteristics of each state. Therefore, fixed effects

models are appropriate and are used in the analysis here.

Table 6 Mean and Variance of Candidate Dependent Variables

States All States P3 Law States

Dependent DB P3 DB+P3 DB P3 DB+P3

Variables

Mean 0.1358 0.1210 0.2568 0.0709 0.0697 0.1407

Variance 0.1424 0.2106 0.4091 0.0778 0.1147 0.2275

[IMeanVar| 0.00660 0.08959 0.1524 0.00688 0.04492 0.08687
Source: Aut h

For givenB  w , the use of conditional maximum likelihood estimator based on

a log density for théh state eliminates unobserved heterogeneity among the states. As a

result, thefirst order condition of Poisson Fixed Effects estimator becomes:

. Q g , &
© 9 Y Baooge © " G

Cameron and Trivedi (2009) demonstrate th@ th $ hd hd B Iy h

| Qaed hthen the above estimator is consistent, since the left hand side becomes
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zero. Thus, this estimator is employed for the fixed effects Poisson regression in the
analysis herein.

The Negative Binomial Fixed Effects model assumegtige binomial
distribution with two parameters,Q @ g , ande is an overdispersion parameter
particular to this distributior. is allowed to vary among states. Then, the mean,
Owsg b | Qoed je ,and the variancep O $ o b

| Qwoed je OJp | je . The fixed effects estimation uses conditional
maximum likelihood estimator of the conditional joint density for st@&oodridge,

1999),
DioMBhs

3 B Qo ged B w 3BQop 1 3p Bw
3BQwied 3p w ~ 3BQopf B

c8

It should be noted that in sornasesestimation of the Negative Binomial models
did not converge. Ithese instanceshe fixed effects panel Poisson estimator was
employed instead. Hence, the me@mniance equality assumption of Poisson regression
models could have been violated as a result.

The next sets of empirical specifications made| the aggregate P3 highways

investment in stat&® pFB e for yeard prB H'Y As already discussed, the dependent

variable is assumed to be continuous, hence panel data linear regression models are used

for estimation. For the same reasons as the coumtegtession models, fixed effects

models were employed, fitting the following empirical models:
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W Qwr - &)
Here, is the intercept that is allowed to be correlated witheggprso . Also,
- represents idiosyncratic error, and is assumed to be identically and independently
distributed (i.i.d.), i.e., not correlated with .1 is the coefficient to be estimated. Due to
the large numbers of states and years coetp the number of observations,
specification of fixed effects models through dummy variables was not desirable because
the degree of freedom would then be exhausted. As such, the following fixed effect
specification, which eliminates by taking thedifference of individual means
W& - .Asaresult, the OLS estimator was used to estimate the following model:
O O ® | O o or - - 7 p® h
wherew B ] "Y(i.e., individual meansw B B wj 0 (i.e., grand
mean)®® B &jY,® BB ®j0,-[ B - j"V,-~ BB -j0.Because the
i.i.d. assumption of the error term may be too strict, cluster robust standard errors was
used for reporting, following CamerondTrivedi (2009). Assuming © hbi.e., the
asymptotic assumption holds, and that the errors are uncorrelated among states, clustering
panel variables leads to consistent robust standard error estimator. Observed sample
intercept and coefficients areusedto obtaid @ | @I , which are then be
used to report the standard deviation and its correlation with the regressors (Wooldridge,

2013)
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2.5 Results
This section will present the estimation resuligble 7~Table10 summarize the

regressions results on the numbers of P3 projectsTand11 shows the OLS
estimation results of the fixed effects models of aggregate Highwaw@&rnments. Stata
13 was used for empirical estimation (StataCorp, 2013b). The following section will

discuss interpretation and implications in depth.

2.5.1 Dependent Variable and Sample Determination
Table7 shows results of panel fixed effects Poisson regressions with base

specification (control variables and financial variables) to compare dependent variables
and sample states. The regression (1) models the numtgBsoointracts among states

with P3 enabhg laws; regression (2) models P3s that are not DBs among states with
enabling legislations; regression (3) models DBs and P3s among states with P3 laws; and
(4)~(6) model the equivalent dependent variables as (1)~(3), among all states.
Noticeably, fixedeffects models drop all observations whose dependent variables are

zero through the study period. The models of states with P3 legislations suffer from small
numbers of observations (12¥1) compared to models of all states (284). In both

cases of alstates and states with P3 legislations, considerable numbers of observations
are dropped when the dependent variable is the number of P3s only. Therefore, modeling
the number of P3 contracts only is undesirable as well. Furthermore, comparison of
models n terms of estimated coefficients with statistical significance, one may find the
relationshig f I , which is intuitive. While it is likely that statistically

significant coefficients are mostly due to DB projects, because the intira ahalysis
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here is not to focus on DBs but also P3s, the following analyses will employ empirical

models of DB+P3s.

2.5.2 Election Cycle and Political Climate
Table8 shows the results of fixed effects NegatBiaomial regressionghat test

the hypotheses regarding the effects of election cycles to the number of P3s that reached
financial close. Regressions (1)~(4) include the following variables: personal income per
capita (natural log), personal income growth (natural log), adipul (natural log),

growth of vehicle miles traveled, debt divided by gross state product (GSP), growth of
debt,highway capital outlay dided by GSP (natural log), motor fuel tax revenue divided
by GSP (natural log), and growth of gas tax revenue. Nesbles are considered base
specification, and included in all empirical models to follow unless otherwise noted.
Additionally, a binary variable of Republican governor (RepGov), margin of victory of
gubernatorial elections (GovVictoryMargin), and dumvayiables for each of the

governors year in office (e.g., GovYear 1:
after the election) were included in the estimation models.
Estimation results showed statistically significant relationships of sonhe of t
base specification variables to the number of DB and P3 financial closes reached, across
all models: population (negative at p>0.05), debt growth (negative at p>0.01), and growth
of gas tax revenue (positive at p>0.05). Furthermore, margin of gubéahatection

victories was also negatively associated with the dependent variable with statistical

significance at p>0.05 Il evel, across al/l m
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only the model that includes the fourth year in office was siamtfi, with the estimated
coefficient of GovYear4 was negative and significant at p>0.05 level.

Count data regression models require careful interpretation, since these models
involve exponential conditional mea@,cx0  'Q & e hwhich drop subscripts for
simplicity. Cameron and Trivedi (2013) derived the marginal effect of a regressor | at a

representative value (MER) as follows:

b0y TT;‘Q*?” Qo &

The probém is that the marginal effect of the regressor to the dependent variable
is different across observations, dependent on the value of the regressor. Therefore, the
response of the dependent variable for the observation with average value of the regressor
can be used in interpreting the results, i.e., marginal effect at the mean (MEM), as derived

by Cameron and Trivedi (2013):

¢ R

000 ‘
Tw

I Qwgee c# 8
Using GasTaxRevenueGrowth and regressiodeh(l) as an example,

T g T8t X @atp>0.05, whileOwi "YO O YQU Q%@ Q0i € 0 0
@ @ @AS suchh Olg T8t Y T IP other words, one percentage
point increase in the gwth of gas tax revenue in the previous year was associated on
average with 0.0808 unit increase in the number of DB and P3 contracts to close. It
should be noted that the marginal effects of this variable differ across observations.
Furthermore, the depdant variable is assumed to be a honnegative integer, and the

derivedd O0g4 should be considered with caution in this sense
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Similarly, on the same regression model, the MEM of DebtGrowth can be derived
as follows: the estimated coefficiéntg T ¢ gt p>0.01, while the mean
0'Q 006 O 6 @ w @ Therefore) 0D & ¢ o P wed @

] ¢ ¢ T8 w ¢ Pnwther words, one percentage point increase in the growth of
debt in the previous year is associated on average with 0.09215 unit decrease in the

number of DB and P3 contracts to close.

2.5.3 Interaction Effect of Republican GovernorsAT A 3 OAOA 08 &ET AT AEA
Conditions
The next sets of negative binomial regressions examine the effect of Republican
governors, states’ f i nancTabedsuncnmanzesithei on, an
estimation results of models that included, the interaction between the Republican
governor (RepGov) and, respectively: Debt/GSP, DebtGrowth,
HighwayCapitalOutlay/GSP, GasTaxRevenue/GSP, and GasTaxRevenueGrowth. As was
in the case with thprevious set of regressions, control and financial variables with
statistical significance across all models were VMT growth, debt growth, and gas tax
revenue growth. The signs of these estimated coefficients were also the same.
In addition, the estimatezbefficient £0.125) of the interaction of the Republican
governor and gas tax revenue growth was statistically significant in the regression (5).
The sign of this coefficient was negative. The Republican governor dummy variable in
this model was statisially insignificant, while the coefficient of gas tax revenue growth

was positive and significant (0.143). As the absolute values of these two coefficients are

roughly the same, it can be interpreted that, overall, gas tax revenue growth is positively
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asseiated with the number of DB and P3 contracts to close, but under Republican
governors, such association disappears.
¢8u8t )1 OAOAAQETT wAEEAAO 1T £ '1 OAOT T 008 9AA

The next sets of regressions exaaihme interaction effets of binary variables of
g o v e r n sinsffice apcepalitical variables (&ublican share of gubernatorial
election votesandtheir margin d gubernatorial election victorigsTable10 shows the
results of estimating the interaction of political variables and, respectively: GovYearl,
GovYear2, GovYear3, GovYear5, and AllGovYears. Fixed effects Poisson regressions
were conducted, because Negative Binomial regvas did not converge for some of
these regression models. Similar to the specifications discussed above, VMT growth, debt
growth, and gas tax revenue growth had statistically significant associations with the
dependent variable with the same signs. Afsargin of gubernatorial election victories
was also statistically significant and robust across all models. The sign of the estimated
coefficients was negative, similar to the regression resulfable8.

With respect to the interactions, regressions (2) and (5) resulted in statistically
significant coefficients of the interactio
variables. The regression model §pgcified the dummy variable for the second year in
governor’s term (GovYR2) and its interact:i
(RepVoteShare) and the margin of gubernatorial election victories. The estimated
coefficients of GovYR2 (3.589) and its @maction with RepVoteShareb(462) were

significant at p>0.01.
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Table 10 Fixed Effects Poisson Regressions: DB&P3 and Governors' Office Years
and Election Interactions

(2) (3) (4) (5)
DBP3 Financial Closes GovYear2 GovYear3 GovYear4 AllGovYRs
L.In Personal Income/ 1.877 (0.39) 2.093 (0.45) 1.228 (0.27) 0.407 (0.08)
L.Personal_Income -0.0518 {0.92) -0.0542 (0.95) -0.0937 {1.62) -0.0803 ¢1.33)
Growth
L.In_Population -7.991* (1.66) -7.868 (1.63) -8.857* (-1.83) -10.49**
(-2.11)
L.VMTGrowth -0.110* (1.82) -0.0969* -0.100* (1.68) -0.0877 ¢1.42)
(-1.65)
L.In_Debt/GSP -0.839 €0.49) -0.647 ¢0.38) -0.984 ¢0.60) -0.385 €0.22)
L.DebtGrowth -0.184** -0.190** -0.231%** -0.193**
(-2.42) (-2.43) (-2.92) (-2.40)
L.In_HWYCapOutlay/ 0.128 (0.51) 0.00661 (0.03) -0.0510¢0.21) 0.0657 (0.25)
GSP
L.In_ GasTaxRev/IGSP -5.219¢1.15) -5.186¢1.18) -6.053 ¢1.38) -6.939 (1.50)
L.GasTaxRevenue 0.0525 (1.40) 0.0778** 0.0792** 0.0707* (1.76)
Growth (2.04) (2.08)
RepVoteShare 3.774* (1.90) -0.114¢0.07) 0.625(0.41) -7.680* (1.80)
GovVictoryMargin -0.0372** -0.0293* -0.0299* -0.285**
(-2.08) (-1.73) (-1.92) (-2.55)
GovYR2 3.589***(2.77) -3.164 ¢1.07)
GoVYR2*RVS -6.462** (-2.48) 7.190 (1.18)
GovYR2*GVM -0.00352 {0.14) 0.299* (1.92)
GovYR3 -2.016 €1.33) -7.628** (-2.26)
GovYR3*RVS 4.835 (1.56) 16.07** (2.34)
GoVvYR3*GVM -0.0198¢0.73) 0.330** (2.05)
GovYR4 -2.857 €0.98)  -11.94*(1.91)
GovYR4*RVS 5.527 (0.89) 24.38* (1.87)
GovYR4*GVM -0.0674 ¢1.28)  0.490* (1.66)
RVS*GVM 0.460*** (2.58)
GovYR2* RVS*GVM -0.589** (-1.99)
GovYR3* RVS*GVM -0.655** (-2.22)
GovYR4* RVS*GVM -1.098*(-1.73)
AIC 343.1 348.9 343.5 344.8
N g 27 27 27 27
I -157.6 -160.5 -157.8 -148.4
p 0.0000410 0.000230 0.000250 0.000218

Note. *:p<0.10; **:p<0.05; ***:p<0.01. T statistics in parenthesgésvYR1 model not included

due to insignificanceY R :

Year ;

RVS:
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Table 11 Cluster Robust Standard Error Fixed Effects OLS Regression of DB&P3
Aggregate Costs: Governors' Office Years and Election Interactions

Regression Q) 2 3
DepVar: DBP3 Costs Control GovYear2 AllGovYears
L.In PersonalncomeCapita  581.2 (1.04) 711.4 (1.22) 561.0 (0.98)
L.PersonalncomeGrowth -11.65¢1.31) -10.86 ¢1.23) -6.981 ¢0.86)
L.In Population 417.3 (0.49) 432.8 (0.49) 416.8 (0.46)
L.VMTGrowth -15.32** (-2.05) -15.87** (-2.13) -15.42* (2.01)
L.In_Debt/GSP -362.2(-1.13)  -387.8¢1.21) -322.0 ¢1.04)
L.DebtGrowth -45.46** (-2.14) -49.27** (-2.19) -48.57** (-2.19)
L.In_HWYCapOutlay/GSP  -60.78 ¢(0.85) -74.63 ¢(1.02) -73.14 ¢1.06)
L.In_GasTaxRev/GSP 140.2 (0.30) 215.8 (0.42) 150.2 (0.29)
L.GasTaxRevenueGrowth  13.33 (1.65) 12.59 (1.48) 12.99 (1.43)

GVM -3.457** (-2.32) -8.773 (1.29)
RVS 361.7*(1.86) -291.9 ¢(0.69)
RVS*GVM 14.39 (1.00)
GovYR2 429.0** (2.22) 226.8 (0.81)
GovYR2*RVS -973.0** (-2.26) -413.4 (0.72)
GovYR2*GVM 4.249 (1.34) 8.033 (0.89)
GovYR2*RVS*GVM -11.21 €0.70)
GovYR3 -466.2 ¢1.36)
GovYR3*RVS 1160.9 (1.61)
GovYR3*GVM 13.32 (1.38)
GovYR3*RVS*GVM -31.80* (1.74)
GovYR4 -914.9 €1.62)
GoVYR4*RVS 2139.9* (1.72)
GovYR4*GVM 22.47 (1.52)
GovYR4*RVS*GVM -50.81*(-1.73)
Constant -10682.1 {0.70) -12461.840.77) -10662.6 {0.64)
Observations 748 748 748

AIC 11331.3 11332.8 11342.2
R2 a 0.0343 0.0412 0.0391

R2 w 0.0460 0.0592 0.0700

R2 b 0.395 0.393 0.394

I -5656.6 -5651.4 -5647.1
rho 0.639 0.634 0.614

Note. *:p<0.10; **:p<0.05; ***:p<0.01. T statistics in parenthesespGov,
GovYearl GovYear3 and GovYeard models not shown due to insignificant res

YR: Year ;

RVS: RepVoteShare; GVM: C
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These estimates suggest that ingbeond year, governors tend to close higher
numbers of DB and P3 projects, while the higher the share of Republican votes, the effect
reverses. Regression (5) indicates even more complex relationships. In the third year of
governor ' s t er nndP8 prgectsoontréce to clasé tend B be lower,
but with the higher Republican vote shares, the relationship reverses. Furthermore, in the
second and third years in governors’' terms
the larger the marginf@ubernatorial election victories, the lower the number of DB and
P3 projects contracts to close.
¢8u8u &EQGAA %wAEEAAOO /,3 2ACOAOOEIT 1T &£ 0071 E
and Political Interactions

The last sets of regressions model the aggregagstiments in highway projects
through DB or P3 contracts for each state year. The emphasis of the analysis was the
interactions between governors’ years in o
only includes control and financial variables. In esgion (2), RepVoteShare was
included instead of RepGov, and also GovYRZ2, the interaction between GovYR2 and
RepVoteShare, and the interaction between GovYR2 and GovVictoryMargin. Regression
(3) included dummy and interaction variables of all years.

The estimation results suggest that the margin of gubernatorial election victories
was negatively associated with the amount of highway investment through DB and P3
contracts. Also, in the second year, governors tend to close larger aggregate values of DB
and B contracts of highway projects, but with the higher the shares of Republican votes,
the association reversed. Finally, regression (3) shows that the interaction of GovYRS3,

Republican’s share of votes, and the marggi
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negatively associated with the amount of highway investments through DB and P3
contracts. The interaction of GovYR4 and R
association with the dependent variable, a
share ofvotes, and the margin of gubernatorial election victories had negative effects.

These associations were rather weak from statistical perspective, as the estimated

coefficients were statistically significant only at p>0.1.

2.6 Discussion and Concluding Remarks
U.S. states’ wuse of innovative procurem

demonstrates patterns associated with election cycles, especially in light of political and
fiscal conditions surrounding decision makers (i.e., governors). This study iavedtig
the frequencies of DB and P3 highway projects to reach financial close and the aggregate
investments in U.S. states between 1997 and 2013. The results suggested that the use of
innovative contracting approaches are not only driven by economic reagmnsue
efficiency but also by fiscal constraints of public agencies as predicted in the litasture
well asby political factors. While two types of dependent variables were empirically
modeled (number of financial close and aggregate investment amaiateyear), the
results were qualitatively very similar to each other. The following discussion will focus
on the empirical models of the number of DB and P3 projects estithatedjh the use
of count data regressions. Lessons from the aggregastmgnt amount analyses were,
however, integrated into the discussion.

The empirical models on the use and the size of highway projects that employed

innovative procurement approaches demonstrated the influence of a number of
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macroeconomic, demand, and fiscal factors. The demand side control variables, such as
the size of the economy, growth in vehicle miles traveled (VMT) were found to have
statistically significant association with the use of innovative contract types. The
edimated coefficients were significant only at p>0.1, and became insignificant depending
on the specification.

St a fiseabconditions also demonstrated significant relationships with the use
of DB and P3 contracts. Tthlyasgociaedwiththef st at
number of innovative contracts to close for highway projects with statistical significance
at p>0.01. This result indicates that the higher the growth of debt in the previous year, on
average the lower the number of DB and P3 ptsjexclose. These coefficients were
estimated using Fixed Effects Poisson or Negative Binomial estimators. Therefore,
heterogeneity of states with respect to debt financing for capital investment, such as
constitutional and legal constraints in issuingd®and bond ratings have been
controlled for. It should be noted that many, if not most, of these projects counted in the
observations are large projects costing $100 million or more, and they typically require
debt financing through bonds or loans. Asswgrthat the debt capacity of states does not
change substantially from one year to the next, if the state debt increased in the previous
year, decision makers may be reluctargxtercise their borrowing capacitiesfund
highway capital investment prajes. Many DB projects require public financing of the
procured projects. Furthermore, P3 projects may also involve substantial public funding
to overcome financial viability for private investors. As such, increase in the debt growth

in the previous year ay lead to a decrease in contract close of large DB and P3 projects.
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The estimated coefficients of gas tax revenue growth leads to similar insights. The
positive and significant coefficient estimated across regression models indicate that the
revenue inagase of motor fuel taxes may provide funding necessary for large capital
projects including DB projects, assuming everything else held constant. Overall, these
estimation results can arguably be attributed to the dominance of DB projects, funded by
sponsoing public agencies. Changesfiscal conditions of states in terms of debt and
motor fuel tax revenue in the previous year affect their usage of innovative contracts such
as DB and P3 for the present year.

In light of the literature, these findingsprase t he di r ecfiscai nf | uen«
conditions may have on contracting behaviors of states. Bruce et al. (2007) found no
statistically significant associations between lbagn debt issued or outstanding, motor
fuel tax rate, and state per capita higlyvexpenditure. Their analysis on the more widely
defined state expenditure for highways found no associations with these debt and gas tax
variables. Accordingly, the relationships of growths in debt and gas tax revenues and the
number of DB and P3contractor highway projects found herein may be attributed to
their sizes and their direct impact on st a

A number of political and election cycle factors were also found to be
significantly associated with thrmimbersof highway projets through innovative
approachefor stateyears Most notably, the margin of victory in the last gubernatorial
election was consistently and significantly associated with the dependent variables, and
the sign of coefficients was negative. Qualitativétys result indicates that the smaller

the margin of victory in the last gubernatorial elecijioe., more politically contestable
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environment)the larger the number of inndweely procured highway project contracts
is likely to close This findingis in contrast with the political contestability theory.
However, the results are also not exactly in line with the political business cycle theory,
which argues thatecisionmakersattempt tamanipulate voters through favorable
measures such as capital invesnt. Implicitly, if such behavior were present, the effect
would manifest as an increase in capital investments in the years preceding the elections,
and decreases in other yedygclical patterns of financial closes, as would have been
predicted basedn the literature, were not obseniadhe results hereirMoreover, even
if such relationships did exist, the fact that many of these projects require planning and
negotiation to extend over years may have undermined our ability to obseistecatly
significant resultsAs such, it is premature to claim that these results support the views of
political business cycle theory, or, political contestability theory.

Many of the effects of political and election cycle effects were found when these
were induded in the empirical models as interaction variables. With respect to the
number of DB and P3 projects to reach financial close, motor fuel tax revenue growth in
a previous year was generally associated with a higher number of deals to close, but
under Republican regimes, the effect disappeared. Similarly, the number of DB and P3
hi ghway projects were generally |l arger in
Republican governors, this was not quite s
numbe of DB and P3 highway projects was lower, but under Republican regimes, it

tends to be higher.
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These complex relationships, while difficult to generalize, suggest at least that
these projects do not appear to be used to manipulate voters in a simaistier as
predicted in the political business cycle framework. Under such a view, the number of
projects would increase in the years preceding elections (i.e., third and fourth years in
office). Rather, a more probable explanation is that governors hesteral agenda
regarding the use of innovative approaches for transportation investments (e.g., the use of
P3s) before being elected, and implements once her term begins. It takes a few years to
legislate the reform and pass in the legislative branchitemdplementation in projects
in the procurement pipeline begins to be reflected in the number of financial closes.
Critically, then, a closer examination remains to be necessary to inquire why decision
makers employ innovative procurement models for\Wwahprojects. The analysis herein
hints at some explanations that are in line with existing theories in the literature (e.qg.,
larger margin of victories associated with smaller numbers of projects), yet further
exploration isdesirable

The results hereisuffer from a number of limitations inherent in the data and the
empirical models employed in the analysis. First and foremost, the use of innovative
procurement approaches in the U.S. is still in its infancy although it is growing. Many
would agree thanost states are still in early stages of implementing P3s in manners
suitable for respective conditions. Therefore, a number of factors are likely to be dropped
in the present specifications, hence resulting in estimation biases. Also, a unique
characterigc of the P3 models is its flexibility: a number of variations of standard

contracts have been proposed and implemented. Therefore findings from the empirical
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results are precise only to the extent of the vague definition of P3s employed in this
study. Asregards empirical specifications, as already pointed, a number of potential
issues were present, including the prevalence of zeros in the dependent variables as well
as the use of bootstrap cluster robust variance in the last set of fixed effects Poisson
regressions.

It is the intent of the author to extend the analysis in the following directions.

First, based on the exploratory empiriitatiings, a formal theoretical model needs to be
constructed to focusontipeu b | i ¢ @@ innovatevesprocurement approaches.
While financial implications of specific procurement approaches may be vastly different
for public agenciebetweerthese innovative procurement models, considerations of
political risks may be understood fromiatehct perspective.

Second, granted a sound theoretical model has been constructed, empirical models
will need to be refinedhed light on the distinct nature of each of the innovative
procurement modelg&acilitation of an institution favorable for tluse of innovative
procurement contracts can be assumed as manifestation of considerable commitment of
public decision makers. Then logistic or ordered logit regression models can instead be
employed for estimatiorStatistically testing such behavioral net&lmay be challenging
for foreseeable future due to the small number of P3s that are implemented in the U.S. to
date. Nevertheless, understanding political and electoral influence on the decision
maker s’ behaviors with r emgeenay e bendfidiaé u s

for entities involved in the industry.
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CHAPTER 3 EVALUATING NETWORK D ESIGN DECISIONS OF P3
ALTERNATIVES: INNOVA TIVE INVESTMENT AND MULTI -
JURISDICTIONAL PERSP ECTIVES

3.1 Introduction
In the United States, publrivate pamerships (P3s) have been receiving

growing attention as an alternative procurement approach to deliver infrastructure
facilities such as highways. From the publ
considerations motivate the policy debate: pursuit ofieffiwy in infrastructure provision
(i.e., efficient use of limited resources), and overcoming its-egetening fiscal
constraints. The interstate highway system, which began developing in the 1950s, are
rapidly aging today. Road assets require maintenand renewal, which many states
and municipalities have commonly deferred. Urban regions continue to grow, increasing
demand on infrastructure systems that are more costly to expand their capacities. In this
context, the role and scope of the private@eict providing infrastructure services have
become considerably wider than a few decades ago, and a wide range of concerns have
arisen with respect to their policy implications.

In the scholarly literature, highway network investment and procurement
contacts have rarely been considered simultaneously. On the one hand, there is vast
literature on economic theories and engineering models to determine toll levels and
capacity of road networks in various contexts with a wide range of emphases. These

studieshowever, rarely treat alternative procurement models (e.g., bundling project
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phases, risk allocation strategies) in explicit manners. On the other hand, in the
incompletecontract theory literature, some of the critical assumptions that are commonly
included in network design literature, such as monopolistic pricing behaviors of
contractors and user equilibrium constraint, are usually ignored. Bridging this gap, this
study models these innovative procurement models in the highway network design
context, sas to evaluate P3 alternatives for road network projects from a more holistic
perspective that is likely to be more relevant for policy makers.

In addition to the cross pollination of network design problems and techniques
from incomplete contract litetaur e, compl exi ty of agents’
augmented in this study. A basic framework to model procurement alternatives in
network design problem is then extended to a cross border context where two
jurisdictions interact with each other in inviegtin the project. The roles that private
contractor and users of the facility play will be preserved to provide insights into possible
consequences of certain policy choices in terms of private profit, aggregate welfare, and
other measures. In this sens@s study intends to serve as a foundation to explore
disentangling the added complexity of mylirisdictional interactions in terms of
inherently complex institutional views on highway P3s.

The objective of the study is to develop an analytical éaork to gain insights
into consideration of procurement alternatives (e.g., bundling project phases) in network
design problems, and to apply that to mjutisdictional institutional contexts.

Specifically, this study will inquire possible consequerafedternative infrastructure

delivery models (P3s), and their policy implications when applying the framework to
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crossborder contexts. In addressing these questions, this study will devetbpia
theoretical modeland evaluate procurement alternasiver network investment with
respect to travel demand, network capacity, and innovative investments in stylized
networks. The analysis will emphasize on developing the foundation in a static model
that only accounts for project phase bundling and inneativestments, rather than
experimenting with added complexities such as dynamic interactions or risks. Full
network applications will also be reserved for future extensions, so that the models will
be analytically tractable and that findings will remsiraightforward.

The remainder of the paper is organized as follows. The next section will point to
the strands of literature that the analysseinwill be based on. The following section
will present the analytical models of both base and qurigdictional contexts. After a
presentation of numerical analysis of the models, discussions on the results from both
analytical and numerical analyses will be provided. The last section will conclude, with

policy implications of the findings and directiong farther analysis.

3.2 Literature Review
Threelinesof literature motivate the analytical model proposed in this study.

Economic theories of road pricing are essential in understanding the principles in setting
toll levels for highway facilities. Theterature on network designs to optimize network
capacity and toll levels, and models of interactions between operators (e.g., neighboring
jurisdictions) are the basis of modeling framework proposed in this study. A few recent

studies of the incomplete coatt literature on P3s have employed useful approaches to
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model alternative procurement strategies. This section provides a review of some of these

studies to underpin the analysis in this study.

3.2.1 Road Pricing Principles
Scholars have extensivelydiss sed t he subject of govern

investment, often in the context of road pricing principles. The origin of this strand of
literature dates back to the early"2@&ntury when economic principles of efficient
pricing and supply of public goods aservices evolved. Among the studies on pricing,
network design, and operational interventions for a wide range of policy contexts, a
number of economic and engineering models continue to grow on road pricing.
The origin of the road pricing literature che traced to the foundational study on
the Pigouvian tax (Pigou, 1912). A number of notable studies have extended the
application of the concept to various sectors over the decades since then. In the context of
highways, Walters constructed a theory af/él demand and argued that marginal cost
pricing is a minimum level required to efficiently allocate limited highway space.
Claiming the low level of gasoline tax in place at that time, he suggested that a mix of
gasoline tax, urban mileage tax and sdeoiacould be suitable to implement the
marginal cost pricing (Walters, 1961). Vickrey criticized that urban transportation is
priced undesirably low, as congestion had not been accounted for in their prices. He
argued that an economic allocation offica€ould be achieved through appropriate levels
of “"street use pricing” (Vickrey, 1963).
Building on the foundation that the aforementioned studies established, the debate

continued on pricing principles to pursue efficiency and suitability of thesdesdor
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various project contexts. Wheaton argued that the levels of road pricing induce the levels
of highway investments. Comparing the fibgtst and secordest investment models of

urban highways, he demonstrated that if private prices of road asafelow its social

costs, the demand would increase, and the highway capacity would need to be expanded
to accommodate the demand. He then argued that, in the U.S., the pricing policy might
have led to oveinvestment of highways (Wheaton, 1978).

In theU.S., each state has its own institutional framework on which roads are
built, operated and maintained. Both state and local governments could own these road
assets. The source of funding is a mix of state and local revenues (e.g., user fees, taxes,
and ohers), as well as allocations from the federal government (Gifford, 2012).

Pricing principles have been proposed to pursue policy objectives in a variety of
project circumstances (Verhoef et al., 2008). In terms of the policy objectives, Button
pointed ot that road pricing typically is driven by the need for revenue for construction
in practice, rather than as a policy tool to achieve efficient allocation of traffic on a given
network. Button argued, however, that the policy tool should be designedsteepur
efficiency, as congestion on the road network, which adds considerable costs to society,
could be optimized through introduction of an appropriate level of pricing (e.g., marginal
social cost pricing). As adoption of road pricing has been growing @rttenworld, and
congestion pricing could be a powerful means to achieve respective policy objectives
(Button, 2004).

Scholars mostly agree that, where possible, road pricing should reflect the

marginal external costs of using the road: in additiont#iéanarginal private cost, the
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price should reflect the value of time of other drivers sitting in congestion, as well as
emission, noise and other externalities not accounted for in the marginal private cost of
driving. As a result, as Gross and Garvinteoned, the marginal cost pricing serves to
maximize throughput under congested traffic conditions, as it is linked to the elasticity of
drivers’ demand. However, it should be not
still needs improvement, desgpidramatic improvement in technologies for electronic toll
collections systems. While implementation of marginal social cost pricing may still be
impractical, scholars have proposed second best pricing solutions (Gross and Garvin,
2011). With respect tdhese second best pricing principles, although somewhat dated,
Lindsey and Verhoef provided a review of literature on sedi@sd pricing mechanism in

the 1990s, focusing on such topics as: user heterogeneity, simultaneous existence of
multiple externalitis, and dynamic constraints on flexible tolling (Verhoef and Lindsey,
2001). In the literature, a number of sectrast situations have also been considered,
including: distortions in other modes, distortions in other routes, distortions in other
sectors, ad shadow price of public funds. These models include, for example, modules
to correct for the assumed distortions of respective project circumstances (Milne et al.,
2000).

There are other pricing principles. One of these alternatives is average cost
pricing, which sets toll rates to pay for lerigrm average cost and a reasonable level of
profit for the operator. The implication is that the costs of infrastructure will be accounted
when determining the prices to be charged. This principle is applicatdsés of private

operation of highways such as P3 arrangements. With this pricing principle, the private
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operator has the incentive to achieve lowest operational costs so as to maximize its profit.
This would then be equivalent to regulation of naturahopoly for public utility

services (Brown and Heal, 1983). As a consequence, this pricing principle may,
particularly when the operation term is long, fail to account for uncertainty into the future
(Demsetz, 1968).

Revenuemaximizing pricing, incontrast i s based on the drive
demand but the toll level and congestion levels are decoupled: travel demand is estimated
at various toll levels, and the toll is set at the level at which the revenue is maximized
(Buchanan, 1956). Revenue maximgipricing can result in lower traffic levels
compared to the marginal cost pricing, unless the demand is unrealistically elastic
(Ubbels and Verhoef, 2008).

Research on operationalization of these pricing principles has also been extensive.
Milne et al. simmarized that modeling approaches can be broadly categorized into
conceptual models that are primarily based on economic theories (briefly summarized
above), and models for reaiborld applications, mostly by engineers and mathematicians.
There are genetglfour categories of the reatorld models: detailed simulation models,
tactical network models, strategic transport models, and geographic models, in the order
of microscopic to macroscopic models. In recent years, alternative modeling approaches
have ben proposed. Agetitased modeling is one of them (L. Zhang and Levinson,

2004). Zhang et al. proposed an agesed technique to evaluate welfare consequences
of alternative pricing scenarios on a complex road network with parallel free and tolled

routesand heterogeneous users. They argued that this approach would allow researchers
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to account for the decision making, behavioral adjustment, and actual experience of each
user and road operator, while accounting for largeweald networks (Zhang et al.,
2008).

The issue of road pricing has been receiving renewed attention in recent years,
since tolling technologies have advanced and the use of P3s has increased its relevance to
policy debates underway. Needless to say, tolling policies is an essentealcispe
government’'s decisions regarding potenti al
deliver highway facilities. Debate on this subject is active on a global scale. Maffii et al.
pointed to a number of possible and likely problems with respect temepitation of
social marginal cost pricing for privately financed highways. Primarily, pricing based on
the short run marginal costs may not necessarily recover the fixed costs of the project.
Furthermore, there is no reason to believe the revenue wotutlybeaptured by the
private operator. To alleviate these and more possible issues, they recommended that
second best pricing be gradually implemented, rather than haste to achieve marginal
social cost pricing across the road system. The marginal ¢asigpin addition, should
be employed only for publicly provided projects, and the revenues of such public projects
should be reserved for a transportation fund (Maffii et al., 2010).

Macario noted potential issues with employing marginal social costgfiar
privately financed / operated highways. Arguing that the marginal social cost pricing
principle should be considered as a kbagn policy alternative and not as a projbygt
project basis, she recommended that the pricing principle be employadivehgolicy

objective is to incentivize private partners to pursue efficient use of the existing highway
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space. The analysis also implied the potential benefit of decoupling compensation for the
private partner and revenues from toll charges: such amgameent may be

advantageous to align incentive mechanisms to encourage efficient project delivery
(Macario, 2010).

Similarly, Bonnafous asserted that marginal social cost pricing is likely to
generate inadequately low revenue levels in cases of privaggetgted highways. He
proposed a set of toll levels depending on the demand: when revenue cannot cover half of
the project level, there should be no toll; when the demand is strong enough to cover the
total cost, the operator should be given the freedosettany toll that it sees fit; and
when the maximum revenue is between a half and the full cost, the government should
set the toll for the operator to maximize the social welfare (Bonnafous, 2010).

Eriksen and Jensen showed that, assuming no inefficsewdtie public subsidy,
availability payment arrangements were preferable to shadow toll, as they saw no point in
allocating the demand risk to the private operator. They further argued that toll should be
levied to the road users according to the sociagmal cost pricing principle in order to
address externalities of using the road capacity, but the revenue stream for the private
operator should be decoupled, so as to minimize the risk premium to be required should
the project’ s deotlkepdatepars kErikbea and Jehseng 2010 Id
should be noted that this line of thought is growing in practice: a recent P3 toll road
project in lllinois employ an availability payment arrangement so as to retain the demand
risk of the project to # public sector. A notable characteristic of this project is that the

public sector (the State of lllinois) is arranged to set tolls and collect revenue, while the
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availability payment to the private partner of the project will be made (Shields, 2013).
Onemay view this as decoupling the revenue stream and the payment to the private
partner, as proposed by Eriksen and Jensen above.

The conceptual models of marginal cost pricing make a number of strong
assumptions, while reaborld models have traditionallyiven more emphasis on social,
political and engineering goals, rather than on pure economic efficiency. Verhoef and
Rouwendal proposed a framework to evaluate such policy alternatives, using a network
model where two locations are connected by one frag aod one tolled road, and
compared the substitutability of these routes under various capacity scenarios (Verhoef
and Rouwendal, 2004).

The use of stylized network and models of various project contexts to evaluate
policy outcomes have been common. Hageneity of travelers, muthodal system
design, consideration of environmental impacts, and &t and longerm
local/regional economic development are only a few of a wide range of concerns that
scholars have evaluated.

As the discussion in thisection suggests, pricing is an important aspect of road
network investment decisions. A number of pricing principles have been proposed,
including the social marginal cost pricing, average cost pricing, capital cost recovery
pricing, and revenumaximizing pricing. There are suitable project and policy contexts
for these pricing models. In particular, the review in this subsection demonstrated that the
social marginal cost pricing is appropriate for public operation where the costs of

infrastructure is notinder consideration. When the private sector is involved in provision
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and/or operation of highway facilities, another principle should be employed: when the
cost of infrastructure is accounted for, the average cost pricing may be appropriate.
Theories ofoad pricing have been discussed in the contexts of achieving optimal design
of a road network (i.e., deciding road capacity and toll levels, based on expected travel
demand), and the outcomes of project alternatives. Deasakers need to evaluate
potertial outcomes of pricing regimes to be employed before making decisions (to grant
concession to private partners, in case of private provision), in terms of travel demand,

welfare distribution, and economic development.

3.2.2 Road Network Design and Model s of Multi -jurisdictional Interactions
A particularly insightful aspect of the literature on road pricing and highway

investment is the interaction of governments in making these decisions (Levinson, 2002).
Scholarly attention on this matter emerged ratbeently in the 2000s. One of the

notable features in these studies is its emphasis on the network level analysis of
horizontally competing operators (e.g., competition among states). This subsection will
provide a rather selective summary of the literatn this subject that is relevant for the
analysis in this study.

Strategic pricing and investmethecisionsof road operators, with possible private
operation in mind, was arguably first formalized by De Palma and Lindsey, who
investigated the welfareffect of ownership types on parallel links of an origin
destination (OD) pair, using a dynamic congestion bottleneck model (De Palma and
Lindsey, 2000, De Borger and Proost, 2012). De Borger et al. conducted an equivalent

analysis in the context of two plic operators with tolls: parallel links that connect a city
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and a suburb were proposed for the analysis. Local traffic andlmoodsr traffic were
differentiated, and potential tax competition between the public operators was analyzed.
While this studyted to important policy insights regarding tolling behaviors of
governments (distinguishing local and through traffic), this study did not address
highway capacity investments (De Borger et al., 2005).

Since then, a number of studies have investigatetthel context of serial road
networks, the strategic interaction of public road operators regarding their pricing and
investment decisions. A typical case of such a network is two links that are connected at
the border of two abstract regions, such asuniform jurisdictions, or more
interestingly, a city and suburb. Several of these studies focused on pricing and
investment behaviors, as opposed to pricing only. For instance, De Borger et al. proposed
a game theoretic model of a serial network wheregwuldic authorities strategically
decide road capacity and toll level in a tatage game. They found a double
marginalization of crosborder traffic, where public authorities set tolls higher than
marginal cost pricing levels to extract revenues, disdagaithe losses incurred to the
other public authority. They found that, when one jurisdiction increases the capacity,
general travel cost decreases, followed by an increase in the traffic level. The other
jurisdiction then responds by increasing its céiyas well (De Borger et al., 2007).

While this particular analysis assumed an international context, the framework and
insights are relevant to the state and municipal levels.

Ubbels and Verhoef analyzed strategic interactions of governments using a

similar approach, employing Nash and Stackelberg games, which illustrate the effect of
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timing of decisions. The results of thei
difference whether decisions are made simultaneously or sequentially, especially with
respect to the welfare effect of alternative policies (Ubbels and Verhoef, 2008). Other
studies on two governments’ interactions
network include two reports by Mun and Nakagawa (2008, 2010), De Borger et al.

(2008) and De Borger and Pauwels (2010).

There are several ways in which they can be further extended. First, previous
studies indicate that the network structures demonstrated larger impacts than other
factors, such as the types of games assumed (Ubbelseande?¥, 2007). In particular, to
the author’s knowledge, no studies have
network link exclusively served crebsrder traffic. Such an extension would be an
important step toward understanding the relationdgpaeen institutional frameworks
and behaviors of decision makers regarding highway capacity investments. Furthermore,
one may expect different outcomes of strategic interactions among players, when
accounting for different ownership types or more compl&curement models, as they
would imply distinct objective functions of players in the game. Another extension to this
line of literature could be to generalize the analysis setting to a more complex network
that looks like a real road network over mukiplirisdictions. Formulating a fuficale
network design problem where jurisdictions with distinct characteristics (e.g., geographic
size, wealth levels, travel demand, topography, and even political climate) might enable

insightful analysis of various pol scenarios.
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In the engineering literature, strategic behavior models and ex ante evaluation of
welfare and other outcomes are commonly employed in evaluating various dimensions of
P3s as broadly defined. These studies, as far as private operatiooesedn focus
primarily on buildoperatetransfer (BOT) schemes, where a private firm invests in a
facility, maximizes its profit through operation, and reverts the asset back to the public
sector as of contract termination. While these approaches praligeble insights for
policy-makers, it should be highlighted that the increasing roles that private firms have
been playing in recent years involve much more complex contractual arrangémants
BOT projects. Notable characteristics of P3s that haver@tspolicy debates in recent
years include bundling of contracts for multiple stages of project life and allocation of
project risks to both public and private parties. Most of the studies discussed in this
subsection are not sensitive enough to thesslsleitlence, the models can be enhanced
to account for whether these contractual characteristics have significant impact on the toll
and capacity setting behaviors, users’ tra
literature, contract models have hemnalyzed based on contract theory, industrial
organization, and more broadly, new institutional economics literature, which will be

reviewed in the following section.

3.2.3 Incomplete Contract Literature
From the economi c per sipnevbdathervogprocurga bl i ¢ a

highway project via traditional desigmd-build approach or as a P3 should depend on
the relative efficiency of delivering the service over the life cycle of the facility. The

differences between these procurement models cangdazet attributable to respective
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incentive effect for project private partners. There is a tradeoff of economic benefits (i.e.,
efficiency gains) and drawbacks (i.e., additional costs for transaction and compensations
for private risk premium) when malgrprocurement decisions between P3s or traditional
model. In this case, for instance, by allocating the design and construction risk, there is
incentive for the private partner to optimize design and construction stages of the project
So as to minimize days and inefficiencies. As a result, this contract arrangement can
achieve overall efficiency in infrastructure delivery.

Economic analysis of P3 procurement models predominantly deal with
transaction costs, risk allocation, and additional consideratidgheogovernmental
accounting treatment of P3 financing as well as their macroeconomic implications
(Hodge et al., 2010). A number of studies have examined the economic benefit of P3s in
terms of their cossaving and better management of project costsiaksl This
subsection will discuss theoretical propositions from a few recent studies on this subject,
followed by a review of project evaluation models used in practice.

As discussed already, the two critical components of P3s are bundling of multiple
st ages of projects’ |l ifecycle, and transfer
them. P3s can be a suitable approach because of the complex nature of the infrastructure
services for which P3s have been used, and the incompleteness of ctottaeise
services as a result of the complexity. In short, the cost of specifying all requirements for
the infrastructure service and addressing every single contingency in a contract is
prohibitive. Through bundling multiple stages of a project andteanng certain risks to

the private partner in the contract, a P3 can incentivize cost saving and service enhancing
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effort of the private partner. Hart first applied the incomplete contract framework to the
subject of P32003) From the incomplete couict perspective, Hart showed that
traditional unbundled procurement is desirable when construction of the building can be
well specified while the quality of the service cannot be well specified. P3 procurement
may be desirable efficienayise when the seice quality can be well specified in the
contract while the quality of the initial construction cannot be well specified. At the risk
of oversimplification, this view would suggest that schools could be suitable for
traditional procurement, while hosgganay be suitable for a P3 (Hart, 2003).

Martimort and Pouyet analyzed alternative forms of procurement in terms of
service bundling/unbundling choices and of asset ownership (2008). The authors found
that an optimal choice of procurement model with eespo efficiency depends not on
the form of ownership but on what they referred to as the externality of construction
design to the operational costs. Positive externality is present when building specification
is such that the operational cost becomegerafficient (e.g., more costly high
specification of pavement lowers maintenance costs during the operational phase).
Negative externality is situations where the operational costs increase, e.g., luxurious rest
area facilities, which only increases opgmaal costs.

The authors argued that when contract can be complete, whereby all
contingencies are a priori specified in the contract, there is no difference in terms of
efficiency with respect to the decision to bundle multiple phases of a project or the
ownership (i.e., public or private ownership). By using fixed fee contract, regardless of

whether the contract bundles multiple project delivery stages or notdgseffort for
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quality can be enforced in an efficient manner. When positive exteesadite present,
however, by bundling the project stages, the private partner can internalize the positive
externality and is incentivized to pursue efficiency, hence resulting in efficiency gains.
Assuming moral hazard of contractors, unbundled contragtgima the contractor
disincentive to exert its best effort to deliver quality service, and the low quality of
construction may increase the operational costs. For example, the contractor of a highway
project may use the pavement of the lowest cost andyqunat still satisfies the required
specification, but the pavement may be costly during the operational phase of the facility,
thus resulting in inefficient lifecycle costs. As such, when positive externality is present,
bundling is desirable. Furtheare, if it is costly or impossible to specify every single
requirement as for the quality of service to be delivered, the ownership may as well be
transferred to the private partner. Then there is incentive for the private partner to exert
its best efforto increase the asset value. A P3 is the desirable procurement model. In
contrast, when negative externalities are present, the traditional procurement model is
preferred (Martimort and Pouyet 2008).

In addition, Benett and lossa showed that the owneoshhe infrastructure
facility after the life of the contract also has an important incentive effect on the level of
private partner’s effort. Ownership was
make any decisions not specified in the cacttrin the case of positive externality of
construction quality to the operation costs, ex ante incentive for cost saving and quality
service is stronger if after the contract life the asset is to be under the ownership of the

private partner. In contrgstuch incentive effect will be weaker if the ownership is to be
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reverted back to the public agency after the contract is over. As a result, P3 may not be
preferable in sectors against which there is strong resistance, political or otherwise, for
long-termprivate ownership (Bennett and lossa, 2006).

De Bettignies and Ross focused on an important aspect of the modern P3s, private
participation in financing of public infrastructure projects. From the industrial
organization theory and corporate finance thiethe authors investigated under what
conditions public or private financing is preferable in a particular project context.
Comparing an infrastructure project with debt financing arrangements through public and
private development, the authors analygeohe of the outcomes of private financing.

First, the incomplete nature of project contracts leads to inefficiently low level of lending
for privately developed projects, for fear of strategic default by the developer. Second,
the private developer is onlyilling to commit to the debt repayment that is smaller than
the socially optimal level. This is because of two reasons. First, the private developer
maximizes its profit while not considering social surplus, thus achieving lower than
socially optimal leel of investment. Second, the private developer does not internalize
consumer surplus, while extracting its profit from the social surplus, lowering the size of
repayments to be committed, hence lowers the level of lending for these projects. The
authors aimed that governments could intervene to achieve the socially optimal level of
infrastructure investment, by simplifying contract designs (to address contract
incompleteness), and by providing direct loan assistance to projects (to substitute for the
inefficiently low level of private financing). As regards the publicly financed debt for

infrastructure projects, the authors observed that the level of investment would be
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different as decision makers try to manipulate voters through its investment, hence
leading to ex ante and ex post inefficient levels of investment.

Based on the above findings, de Bettignies and Ross argued that private
borrowing might be ex post superior to the public borrowing for infrastructure projects.
This is because private devedwp would be willing to commit to smaller debt and
repayment obligations with high expectedurns. Financially unviable projects would
not materialize due to the lack of willingness of private developer and lender. Public
developer might continue withéhinvestment for other reasons, such as political motives.
From a different perspective, projects with smaller expected returns could be financed
only through public development, as they do not have the debt commitment problem that
the private developersight have (de Bettignies and Ross, 2009).

In this line of thoughts, a key condition for a P3 alternative to be justified for a
particular project is whether the transaction costs (i.e., all costs associated with trades
attributable to employing the P3 ceantt, including legal, financial, transportation and
other consulting services) are smaller than the efficiency gains, net of transferred risk
premiums. Public sector decision makers would make procurement decisions based on
the findings from Value For May (VFM) analysis, which has been developed to
compare procurement alternatives in this light (FHWA, 2013).

While the studies reviewed in this subsection provides principles for public
agencies in considering alternative procurement strategies for highway investments, there
are a few extensions that could further inform decision makers regarding P3s. First, many

of these studies focus only on how patrticular projects are procured, not questioning
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whether the projects have been justified on economic basis. With respect to practical
implementation, infrastructure investmealr seis evaluated on benefiost basisand
provided an alternative project has been justified on this basis, a procurement strategy is
determined through a vakier-money (VFM) analysis. Debate on the specifics of the
VFM model is beyond the scope of this study. Nevertheless, some of thés nmotthe
incomplete contract literature on P3s (e.g., BIBnade et al., 2009) explicitly assume
innovative cost saving and/or quality enhancing technologies that is incentivized in the
contract for private contractors to invest. Arguably, these belsawidiile considered one
of the bases to warrant P3s under certain circumstances, while not necessarily accounted
for in the benefit cost analysis. These are limitations of both benefit cost analysis and
value for money analysis, and further refinementefexisting project evaluation
frameworks is desirable to account for age
Second, these studies focus on procurement phase of a project, and as such,
behaviors of agents that are of critical importance but yetlgloslated with the
innovative investments are considered exogenous, which may not be the case. For
instance, a common assumption in these models is perfect competition of bids and hence
no profitability of contractors. The assumption is necessary faghtfail discussion, but
for example monopolistic pricing behaviors after a contractor wins the bid may affect its
own behavior on investing in cost saving and quality enhancing innovative technologies.
Especially when the objective function of the facibyyerator is not social welfare
maximization, it is naive to conclude that the efficient marginal social cost pricing or one

of the second best pricing strategies would be implemented. Furthermore, the effect of
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delivery cost saving and service quality emtiag investment on the optimal toll level is
worth investigating.

Third, while related to the preceding two points, the emphasis of these models are
agents on the supply side of infrastructure facility investment, consideration of facility
us er s’ ralbbesporse/to aternative policies (e.g., innovative investment) is
exogenous. It is assumed that this is an aspect of project decision process that should be
accounted for at the benefit cost analysis phase (i.e., before the value for money analysis),
there is no clear justification as to why welfare effect of procurement alternatives in terms
of users’ response should not be evaluated
financial considerations, the value for money analysis solely considers thet priojle it
does not view the project in perspective, for example, the netwiokkimpact of users
for a facility that is part of a larger network, which is mostly the case. As these
procurement models are evaluated with respect to their incentive effieicisovative
invest ments which are presumed to influenc
response, it is desirable that these aspects of alternative models to be considered
endogenously.

It is for these reasons that the road privatization lixeeaand incomplete contract
theory models are jointly considered. The analysis in the following section attempts to
build on the foundations of the two strands of literature to address limitations discussed

above.
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3.3. Model Formulation
This section laysut the formulation of models to be analyzed analytically and

numerically in the subsequent sections. The objective functions of agents will consist of

inverse demand function, users travel tim
maintenanceost function, and benefit function of service quality due to innovative
investment. User demand equilibrium is a condition that plays a critical role in the

behavior of the models.

3.3.1 Functions and Assumptions
The analyses will consider a congestibighway network facility. For simplicity,

the inverse demand function is assumed to be linearly sloping downwards:
o0 Q QU od h
where v is the number of users using the facility, aymhd d are exogenously
given parameters. As it is sloping downwards, its derivative is negative:
00 Q o8 h

The inverse demand represents users Wi
terms of the generalized price. It is assumed that there is no income effect. The aggregate
utility U, which is equivalent to the Marshallian surplus, is the integral of the inverse

demand function:

~. ~

Y O 0 Qv o® h

which will be assessed for each demand (market). Usage cost of users t, which
encompasses travel time, environmental impact, and other congestible costs of traveling

through the facility, is assumed to be a function of the traffierae and road capacity:
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whereu is thetraffic volume qumber of vehiclgs |l is the capacity of the
network link, and a and b are facility specific parameters that representtehatias of
each link. It is assumed that the travel time is monotonically increasingimd the
second derivative is nemegative:

T o . . .
— & v TT o® 8
T v

The travel cost is a monotonicallyateasing irll, and is strictly convex.
—  td v 9w o 8

These functional forms are pervasive in the literature, including the widely
employed Bureau of Public Roads (BPR) model.

In the literature, it is commonly assumed linear capacity supply function, and
there is constant economy of scale such that Mohring and Herwitz (196&haeting
theorem would hold, where toll revenue is sufficient to cover the aggregate, lifecycle
capacity cost (e.g., Ubbels and Verhoef, 2006). A typical approach in the network design
problem literature is to ignore the maintenance costs as insignificant and to assume away
from their decision models (e.g., Chen and Subprasom, 2007). There are different
approachs in the literature as to how to consider initial cost and costs in the operation
and maintenance phase. Another approach is to consider maintenance costs as a critical
component of highway projects’ finatheci al
highlights of this study is the effect of innovative investment by private contractors that

respond to incentive effects of certain procurement alternatives. To enable such analyses,
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the models in this study decompose the capacity cost functiorhetoitial cost and
operation and maintenance cost (below refe
Before discussing the decomposition of the cost function, it is necessary to define
innovative investment that is an essential component of tha isutd O&M cost
functions.

The innovative investment in this context refers to investment in a facility that, for
each additional unit: 1) increases initial cost; 2) reduces maintenance costs; and 3)
provides better quality infrastructure service to sis€onsideration of such components
in infrastructure investment is motivated by the incomplete contract theory literature on
bundling multiple project phases for P3 procurements (e.g., Hart, 2003, aneBBlelec
et al., 2009). Various kinds of innovativevestments have been envisioned in the
literature. For instance, some technologies may allow only lower maintenance costs for
additional initial costs. Street lighting bulbs with extended life is an example: assuming
equivalent luminosity, Light Emissiddiode (LED) consumes lower energy and lasts
much longer than traditional light bulbs for a higher initial price. Another type of
innovation is higher specification safety feature: for additional costs, users of the facility
may enjoy safer travel and pddyg more reliable travel time due to lower likelihood of
traffic accidents. Intelligent Transportation System (ITS) may also fall under this
category, as users will be able to make informed travel route and departure time
decisions, which would not havedn possible with conventional highway facilities.

These innovative investments would require unique formulations when attempting

to model explicitly. For simplicity, nonetheless, the present study will only consider
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innovative investments, which, for atidnal initial investment, reduce maintenance
costs and improve the quality of infrastructure service that users would be willing to pay
for the premium. An example of this is higher specification pavement material: for a
higher initial cost, the pavemeathieves lower lifecycle costs and smoother surface (i.e.,
better roughness index) than other road facilities. This type of innovative investments
appears commonly in the literature when discussing P3s as a procurement mechanism to
incentivize employmenaf innovative technologies by private contractors (e.g., Blanc
Brude et al., 2009). Ultimately, it would be desirable and necessary to include such
investment in the decision model with a particular technology with empirically estimated
and verified paranters in making decisions for real world projects. In this analysis, the
innovative investment will be modeled as an abstract variable so as to evaluate its
economic impact in a stylized system to draw generalizable insights.
A unit of innovative investmens considered as a variable and three decision

model components are considered as functioms ofitial cost, O&M cost, and
improved service benefit functions. For analytical tractability, these functiordl are
assumedo belinear. The initialcost function iSOl e hwherell represents highway
capacity, and represents the innovative investmef@f» is linearly increasing in
bothll ande . This analysis assumes the following functional form:

© i a i aAd o h

where it is assumed thiath @&t follows that,

T O .
T T o h
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The O&M cost function id) lIfr and is linearly increasing ih and decreasing
in . The following functional form is assumed:
O« & A & AD o mh

where it is assumed that  mandd Ti8AS such,

— T o ph

T o® ch

A benefit functiond « represents the utility gain of users due to the improved
quality of infrastructure service acang from the innovative investment. B is linearly
increasing irr , i.e.,

)
To

L1 o$ o8

The service quality improvement due to the innovative investment is included in
the analysis as part of thiser demand equilibrium condition:
00 O0Al T &6 e o9 th
wheret represents the toll charged to the traffic using the facility. This section
examines the effect of changes in decision to the travel demand. Following van den Berg
(2013) and others, the above user equilibrium condition can be rewritten as:
O O0 OoUAl t 6 T o L8
Using the Implicit Function Theorem, the effect of changes in innovative

investment to the traffic volume v can be derived:
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The above result indicates that the traffic volume is increasing Employing

the same approach, the effect of changes in the toll to the tralfime v is:

1o
ry T3 P -
Tt f0 g, [0 o® X
T o T 0

which suggests that the traffic volume is decreasing in the toll, consistent with the

literature. With regard to the capacity,

- 10 1 o
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It follows then that the traffic volume is increasing in the capacity of the facility.

3.4 Analytical Results
Based on the functions presented above, this section presents ledraodels

of agents and formulation of alternative policy scenarios. The base case scenarios will
consider a simple network setting where there is one link that connects an origin and a
destination, with a single demand (market), a public agency to spamgnprovement

project, and a private contractor that provides contracted services. Three policy scenarios

will be evaluated: a conventional, unbundled procurement; a bundled procurement where
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initial construction and maintenance are contracted to thatpriirm; and a private
monopolistic provision. After the discussion of the base case scenarios, the models will
be extended to a muitirisdictional context that considers a tuak network that

connects an urban city and a suburban city, with comrantkurban local markets.
Following scenarios will be discussed: global welfare maximization scenario; suburban
city sponsored project scenarios (unbundled and bundled procurement); urban city
sponsored project scenarios (unbundled and bundled procurgar&hg global private

monopolistic delivery scenario.

Table 12 Functions and Parameter Notations
Variables Notation
t Toll
I Capacity
. Innovative Investment
V) Traffic Volume
\ Inverse Demand Function

V)
)] Congestible Travel Cost Function
| Fe Initial Capital Cost Function
Fe O&M cost Function
. Service Quality Benefit Function
I Contract Price Function
L Urban Local Traffic
C Suburban Commuter Traffic
d Parameters of Inverdgemand Function
a,b Parameters of Travel Cost Function
S Parameters of Initial Cost Function
m Parameters of O&M cost Function
r Parameter of Service Quality Benefit Functio
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3.4.1 Base Scenarios
This section discusses the objective functions of agents and analysis on their

behaviors. The set of models considered in this analysis is static, and it is assumed that all
decisions are made lofigrm. It is also assumed throughout the analysis thatst bne

interior solution exists for each problem. Corner solutions, which provide less meaningful
insights, will be ignored throughout the analysis. It is assumed that only a single modal
transportation system exists, and all agents are rational, enadthezbmplete

information.Table12 summarizes functions and parameter notations.

Unbundled Procurement
The analysis in this study is based on the approaches undertaken kBBldec

et al. (2009) in modeling bundling decisions when procuring an infrastructure project. A
two-stage decision making process is considered, where the public sponsor first decides
the toll and capacity of the highway link to maximize social welfare, and then the private
contractor decides the amount of innovative investment. The objective function of the
private contractor is to maximize its own prdfit
i Ag 01l Olf o uh

where the superscript U represents the
“P” indicates the deci sibolniscompersationfronrthiev at e
procuring agency, or a privatevenue function. The revenue is a function of the capacity
that I s determined by the public agency,
perspective. Following BlarBrude et al. (2009), a perfect competition is assumed when

the project is out forid, i.e.,0 "OTherefore, the contractor will make no profit. Hence,
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which indicates that there is no incentive for the contractor to make innovative
investment unless coumirted (i.e., accounted for i) by the procuring agency.

The public agency determines the optimal levels of toll and capacity an informal
backward induction, i.e., to take into consideration the optimal level of innovative
investment made by the privatentractor{ ) in its own decision model. Assuming
that the private contractor is a member of the same society, the public agency maximizes

the social welfare function:
I'ﬁ&@ O0QL VDI 0 O "Oll b O Ik o&pﬁ

whe e the subscript S represents soci al
between members of the same society, and are canceled out. It should also be noted that

in this scenario, the public agency is responsible for the maintenance: whether it is

cortracted out to the same contractor, to another contractor, or to be condcubeden

is outside the concern here. A detailed mathematical discussion is provided in the

appendix: only the results will be presented here. As discussed in the Appendix A

regading (A2), taking the first order derivative and setting it to zero, the optimal level of

ft hat maxi mizes the agency’ s objective func
0

.0
T UT_U

og ¢8
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The optimal toll represesthe marginal congestion costs of the traffic volume on
the link, as found in a vast body of the literature. As discussed in the Appendix A
regarding (A6), the optimal level #f through the same approach, appears as follows:

l %OT—U DT—(‘J o8 08
T T

It should be noted that this is equivalent to the optimal capacity condition found in
the literature (e.g., Ubbels and Verhoef, 2006), provided the initial and O&M costs are
considered in agggate. The sum of initial and O&M costs are set equal to the marginal
benefit of the added capacity. It follow that the ggldncing theorem of Mohring and

Herwitz (1962) is satisfied, assuming that the capacity is a continuous variable, and that

there exsts constant returns to scale in constructing the facility.

Bundled Procurement
One of the essential components of P3 procurements is bundling of multiple

project phases into the contract. While another important element is transfer of project
risks to the party best able to manage it, the risk consideration will be reserved for a
future analysis for the sake of simplicity. In this scenario, the initial construction and
maintenance are bundled and procured to a private contractor for a fixed price that is a
function of the capacity provided. The private contractor is also able toimakeative
investment that reduces O&M costs for additional initial costs. Effectively, this scenario
is equivalent with availability payment P3 models where the private contractor is
compensated for making the capacity available to the users. The abfecition of the
private contractor in this context is as follows:

i A 0ol Olpk O Ik o0& th
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where the superscript B stands for “bun
As in the unbundled procurement scenario analyssppimal level o# in the
private contractor’s objective function 1is
procuring agency is then found, accounting for the private decision Am discussed in
the Appendix A regarding (A7), taking thedi order derivative with respect¢oand
setting it to zero:

I 01 0
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Note that the benefit of improved service quality due te not accounted for in

this optimal condition. The cordctor makes innovative investment decisions solely
based on its own lifecycle cost consideration, since the revenue is determined by the
procuring agency and the innovative investment is the only factor it can control. As the
discussion regarding (A11l) ggests, the level of innovative investment in the bundled
procurement scenario is unambiguously larger than in the unbundled procurement
scenario.

Denoting optimal level of the innovative investment s the public agency will
maximize the social wedfe function, accounting fer’ in the user equilibrium

constraint. The welfare function appears as follows:
iﬁmz O0'QU vVOAl Ok O Ik 03B o8 @8

Taking the first order derivative ¢8.26) with respect td:
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The above can be reduced using the user equilibrium con(Btibt), and as
discussed in the appendix regarding (A2):
oo T o .
U o8 X

which consists of the marginal social costs of making the trip. Similarly, the first

order derivative 0{3.26) with respect td is:

L 'Ol‘)T_b T_Uc‘) ORI l‘)T_b_b l‘)T_b T_"OT 0 T0
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which can be reduced using the equilibrium condi{&h4):
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The first two terms further cancel out usii37). As a result, the optimal
condition of(3.26) with respect td is:

T 01 0 1o ot
T Ur ue

This result indicates that the marginal lifecycle cost of capacity investment (i.e.,
sum of the initial and O&M costs) is equaltte marginal benefit in terms of the

congestion cost of that capacity.

Private Monopolistic Delivery
Private monopolistic delivery is a scenario in which the private contractor is

authorized to set and charge toll for the traffic using the facilityhérbundled
procurement scenario, the revenue of private contractor was considered virtually fixed,
i.e., revenue risk from the contractor’s p

volume in real world is obviously very difficult to predict, as a bemof
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macroeconomic as well as project specific factors may affect the demand of potential
users. Since authorizing the private contractor to set and charge tolls would indicate that
their revenue would be dependent on the demand that is unlikely tiyerédictable,

the private monopoly scenario would be equivalent to demand risk P3s. Nevertheless, as
discussed in the preceding section, the analyses in this study will assume deterministic
models and consideration of risks will be in addressed ind@xtensions.

The private contractor will first contract with the authorizing public agency on the
capacity and toll levels, and then internally determines the innovative investment. The
objective function of the private contractor is:

“ 0Of Ol O b o8 W

With respect to the toll, the optimal condition is:

o
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Here, the first term in the bracket is the marginal social cost of making the trip,
and he second term is the monopolistic markup (Verhoef, 2007).

Similarly, as discussed in the Appendix regarding (A15), the optimal condition of
the private monopolistic delivery scenario with respedt i

I %OT—U DT—O o p8
T T
As the discussion regarding (A17) shows, the optimal level of innovative

investment is:

Tt o® ¢38
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Comparing the optimal rules of innovative investment for tloeymement model
alternatives, one may find a few insightful lessons. First, comparing the unbundled and
bundled procurement models, there will always be a lager quantityrothe latter
scenario. Furthermore, the optimal leveb oin the bundled scenario accounts only for
the cost reduction in the O&M costs. In contrast, the optimal ruleinfthe private
monopolistic delivery scenario also intern
quality due to the innovative iegtment. However, due to the monopolistic markugs in
in this scenario, the traffic volume v will be lower, and the resulting levdisaofle in
comparison to the other scenarios will depend on other parameters, notably the slope of
the inverse demaicurve. However, if, as part of the concession agreement, the toll level
was set to maximize the social welfare (i.e., throughput maximizing toll) Utkéth be
larger than the revenue maximizing level. Hence, the level of innovative investment

would ke larger than in the case of bundled procurement.

Multi-jurisdictional scenarios
Building on the models presented above, this section will extend the analysis by

considering interactions of multiple jurisdictions in investing in a highway facility that
connects them. As reviewed in the preceding section, a number of studies modeled
interactions of multiple jurisdictions in setting highway capacity and tolls, some of which
explicitly models private ownership or operation. Theoretical foundation has bden wel
established and proposed approaches of implementation in tiveorddlroad networks

have been extensive, including private operation of network links (i.e., privatization).

However, consideration of alternative procurement models, especially witlctréspe
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bundling project phases and employing innovative technologies, which are arguably the
defining characteristics of p3s, has been sparse. To bridge this gap, this section will
evaluate interactions of jurisdictions regarding implementing P3 procureémtentns of

setting network design variables and their welfare impacts.

Suburban Jurisdiction Urban Jurisdiction

Link i

;

2 Path j

@)

O
>
>

L
C

e ek

]
Jurisdiction Border

Figure 4 Network Structure, Multi -jurisdictional Scenarios

The network structure used in the analysis here slightly modifies the network
considered by Ubbels and Verhoef (2006). There are two types of market demand: local
demand of the urban city, and commutemdead from the suburban city to the urban
city. Figure 4 shows the structure of the network considered in thejomigtictional
scenarios. The link 1 serves exclusively the commuter demand, and the link 2 serves both
local and commuter demands. The lihkwhich is considered for the investment crosses
the jurisdictional border, exclusively serves the ctomsler traffic. Unlike Ubbels and
Verhoef (2006), the network considered here is asymmetric, and does not include local
demand for the suburban juristion. Nevertheless, the motivation of this analysis is the

jurisdictions’ i nt ebordecfacilitp, rather than foeusilgen o f t
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network demand symmetry. As such, the models in this section resort to using this

asymmetric network faractability of the model and ease of interpreting the results.

The decision variables in this and other mjpitisdictional scenarios are: capacity

and toll of link 1 (stage 1); innovative investment of link 1 (stage 2); and commuter and

urban local tréic volume (stage 3). It is assumed that the decision makers have full

knowledge of how the travel demand would respond to given sets of toll, capacity, and
service quality (innovative investment). It is also assumed that the decision makers have

full knowledge on the innovative investment to be made by the private contractor once a

contract is executed. Six alternative procurement scenarios will be evaluated: global

welfare maximization (unbundled procurement); unbundled and bundled procurement

scenariosor welfare maximization of suburban city and urban city, respectively; and

global private monopolistic delivery.

Travel time of link 1 is a function of its capaclty and commuter traffio :

o U hi

, and travel time of link 2 is a function ofroonuter traffico a n d

ur ban

local trafficb . Following the travel time function in the base case scenarios, the

following can be observed. For the sake of analytical tractability, here and in the

following analysis, linearity of travel cost fation is assumed, i.&, p.
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Each of these objective functions will be constrained by user equilibrium
conditions for the commuter and local traffic. The demand of wbart vy’ s | ocal tr
equal to the travel cost of link 2, which is dependent on the local as well as commuter
traffic volume. The capacity of this link is not considered for investment, hence is a
variable exogenous to the model. The local user equilibdondition is as follows:
00 o 0 o® xh
where tis the travel cost function for link i = [1, 2], anddenotes traffic of
market j = [C, L]. C indicates the market for commuter travel, and L represents the
mar ket for wurban city’s | ocal traffic. Usi
6 OO0 oLl Tt o (8
Using the Implicit Function Theorem, the effect of a change in commuter traffic

to the local traffic is:
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which indicates that an eénease in the commuter traffic will reduce local traffic,
due to the higher travel cost on link 2 due to congestion. A symmetric result can
intuitively be expected: an increase in the local traffic will impose higher travel cost to

the commuter traffic otink 2, hence reduces the commuter traffic.
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The user equilibrium condition of commuter traffic consists of the travel cost on
link 1 and 2, toll charged on link 1, and the utility gains from improved infrastructure
service associated with the innovatingestmens :

O o 0 H o LM T 0 o8& th
wheret denotes toll charged on link 1, and denotes innovative investment on
link 1. As in the local traffic user equilibrium:
o Oyv o vuhl ool t 6+ m o8 p8
Using the Implicit Function Theorem, the effect of changes in the toll to the

commuter traffic is:
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Therefore, intuitivelyan increase in the toll will decrease the commuter traffic.

Similarly, to evaluate the effect of marginal change in the capacity of link 1,
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As it is the same as in the base scenario, capacity increase will reduce travel cost
on link 1, and results in an increase in the commuter traffic. Finally, marginal increase in

the innovative investment is:
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which suggests that, due to the improved service quality, the commuter traffic will

increase. Where appropriate, should also be used to analyze the effect of change in

toL :
10 , To To
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IR ¢ T m o8 v8
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These results on the effect of input variables to the commuter and urban local

traffic will be used to analyze behaviors of decision models in the foltpaéation.

Global Welfare MaximizationUnbundled Procurement
As a benchmark to compare with other scenario, a global welfare maximization

scenario is first considered, assuming unbundled procurement with no innovative
investment. The social welfare fuimt consists of the following components: utility

gains of the commuter and local traffic; travel cost of each link; initial and O&M costs of
link 1; and utility gains of infrastructure due to quality improving innovative investments.
Similar to the basease scenario, toll charges are considered a transfer between members

of the same society, and thus canceled out. The global welfare function is as follows:

I'ﬁ&@ Ouv Qu OO0 Q0 VD20 LA OO0V (VIS ) IVIq V)
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where G, superscript 6f, denotes global welfare. For the sake of comparison, it
is assumed Ttin this scenario. The optimal conditionPfs, as derived in the

discussion in the appendix regarding (B2):
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This is the marginal social cost pricing, which is consistent with the literature.
Similarly, based on the discussion regarding (B4), themgbtcondition ofl is:

g 0TV ST o8 U8
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Suburban City Welfare Maximizatietunbundled Procurement
This scenario models a situation where the suburban city serves as the project

sponsor to invest in a link that exclusively serves it commuter traffic into the urban city.
Frameworks for modeling jurisdictional competition were developed following Levinson
(2002) and, more explicitly, Ubbels and Verhoef (2006). The welfare funatimsists of

the utility gains of commuters (i.e., suburban residents), their travel time, initial and

O&M costs, and utility gains due to improved service quality due to the innovative
investment. First, as in the base case, the private contractor is atgekwith revenue

that is a function of the capacity it has been contracted to build. The capacity is
determined by the sponsoring agency, and
maximization problem:

~
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where the superscript SU denotes suburban unbundled procurement. As discussed
in the Appendix B regarding (B5), assuming perfectly competitive bid, the contractor will
make no profit. As a result, there is no incentive for the aotdr to make innovative
investment unless included in the scope of the contract:

o’ T o’ ™

113



The public agency decides the capacity and toll on the link 1. The welfare

function is as follows:

| Ao oL Q0 O DOA O DU
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As discussed regarding (B7), the levelfothat maximizes the objective function

T 106 ToTv
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which consists of marginal social cost of the commuter traffic on each of the two
links, and its effect on the local traffic on link 2. Similarly, as discussed regarding (B8),
the optimality ondition of 3.51) with regard tdl is as follows:

T 01 0 1o

which is the same as in the other scenarios.

S

Suburban City Welfare MaximizatiefBundled Procurement
The unbudled procurement scenario discussed above is then extended to a

bundled procurement, where the initial construction and maintenance are procured as one
contract. As in the base scenario, in this model the private contractor receives fixed
revenue based dhe highway capacity of link 1 to be provided to the commuters. The
contractor will be responsible for the initial construction and maintenance of the facility.
This scenario is equivalent to the availability payment P3 model. The private contractor

maximizes its profit:
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where the capacity is determined by the public agency, hence is exogenous to

the contractor. As discussed regarding (B11), the optimal condition with respedsto

.01
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which can be interpreted as when the marginal cost of innovative investment is
eqgual to the marginal saving that the innovation will achieve. It should be noted again
that the private contractor is deciding the optimal level of innovative investment solely
based on its lifecycle cost minimization, since the revenue is fixed. The improved service
quality for users is not considered. As shown in the appendix in the dastusgarding
(B16), the amount of the innovative investment in the bundled procurement scenario is
unambiguously larger than in the unbundled procurement scenario, assurhiig
manda 8

Provided the optimal level of innovative investmenttfa contractor, the public
agency determines the capacity and toll of the highway link to be invested. The objective
function of the suburban city in this scenario is equivalent to the unbundled scenario
(3.51). The same conditions of optimality with resfi the toll 8.52) and capacity
(3.53) apply in the bundled procurement scenario. The values will be different, however,
since in this case the level of innovative investment iszevn. The welfare outcomes of
the two scenarios will dependonthepricel asti city of demand,

of innovative investment, and other factors.
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Urban City Welfare MaximizationUnbundled Procurement
Following Ubbels and Verhoef (2006), this section will consider a situation where

the urban city invests the link 1 so that the commuters from the suburban city can

access the urban city for employment, shopping, and so forth. The urban local traffic will

not use the facility to be invested: rather, due to the increased congestion on the link 2,
excessive nvest ment on |ink 1 that | owers commu
higher costs on its own residents. There is therefore a tradeoff between the toll revenue

from the commuter traffic, which is net positive to the urban community, and the
increaseatongestion costs onto its own residents.

The objective function of the private contractor in this scenario is equivalent to
that in the suburban city welfare maximization scenarios. In the unbundled procurement
case, the optimal level of innovative invesint is zero:

e 0m o® @3

The objective function of the urban city consists of the utility gains of local

traffic, congestion costs on the link 2, initial and O&M costs of link 1, andewednue

from the commuter traffic:
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where the subscript UU denotes urban city, unbundled procurement.

The optimal toll level is, as derived in the discussigarding (B21):
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The above condition indicates that the urban city, when investing and operating
the facility to serve inbound traffic, sets tolls in terms of its mmatgsocial cost on the
local link and the effect of difference of local and commuter traffic in terms of its
marginal social cost on the connecting link and monopolistic markup that is based on the
slope of the inverse demand function.

As discussed in thappendix regarding (B23), the optimal condition of urban
city’s objectivelfsagfadldwsion wi th respect t

0 O o} .
1010 18 o o
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which is equivalent to the other scenarios.

Urban City Welfare Maximization Bundled Procurement
Similar to the suburban welfare maximization scenario, the urban city public

agency determines the toll and capacity of link 1, and procures as a bundled project for a
fixed compensation. The private cont@adhen minimizes its lifecycle cost for building

and maintaining the capacity contracted by the public authority, by setting an optimal
level of the innovative investment. The objective function of the private contractor is the
same as the bundled procoment scenario in the suburban city welfare maximization

case. As discussed in the appendix regarding (B18):

I"O 1o
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The optimal capacity and toll set by the urban cityolelthe same optimal

condition as the unbundled procurement case. The level of innovative investment in this

117



scenario is unambiguously larger than in the unbundled procurement scenario, as

discussed in the appendix regarding (B19). Assurifig i mand & TT
. z . z O'a) p8

Global Profit Maximization: Private Monopolistic Delivery
This scenario examines the procurement scenario where a private contractor is

authorized to develop a facility thiink the two jurisdictions setting capacity, toll, and
innovative investment to maximize its profit. Since it is unlikely that either of the
jurisdictions is able to execute a contract with a private entity that affects the other
jurisdiction, this scemn@ can be interpreted that a highevel jurisdiction is the project
sponsor. For example, if the facility crosses a border of two cities, then in this case a state
orabici ty agency is the public sponsohe that
objective function of the private contractor is equivalent to the base case private
monopolistic scenario, except that the network link that is subject to the investment is
explicit. First, a contract that consists of an agreed set of link capacitglbisd
executed; then second, the private contractor decides internally on the innovative
investment. The objective function of the contractor is as follows:
I AD T 0 Ol O Il b o® ch
where the optimaljt condition with respect to the innovative investment is:
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hence,
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This optimality rule is further discussed in tygpendix. In particular, the
following observations are made:
I o® th
e F e 7 o® L8
In words, the optimal level of innovativeviestments in the private monopoly is
unambiguously larger than in the cases of unbundled procurement procured either by the
suburban or urban cities. Comparison of the private monopolistic delivery to bundled
procurement is not straightforward, since lingher level oft will lower traffic level on
link 1, and the level of “ depends on the parameters, especially the slope of the
inverse demand curve. However, it should also be noted that if in the concession
agreement the toll was set to maximaggregate welfare (throughput), then the amount
of innovative investment would be larger than the bundled procurement scenario.
The above optimality condition with respecttas then accounted for in
optimizing the objective function with respectit@andt. The optimal toll rule can be

derived by taking the first order derivative of the objective function and setting it to zero:

After some arrangements:
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As discussed in the Appendix B regarding (B25), the optimal conditichasf)(

with respect tdl is:
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These conditions are the same as the base case private monopolistic delivery
scenario. In determining the innovative investment level, the private contractor accounts
not only for optimizing the initial construction and O&M costs but also the user benefit
of the improved service quality. In setting the toll, the operator charges the marginal
congestion cost on the facility link with monopolistic markup that depends on the slope
of the demand curve. The optimal capacity level is where the marginal bersfding a
unit of capacity is equal to the marginal cost of building and operating it. In the appendix,
mathematical details will be provided.

This section summarized analytical results of the models of various procurement
alternatives. Two network typ@gere considered: a twioode, ondink, base network
case; and a twaode, twelink, multi-jurisdictional case. In the first case, three
procurement alternatives were examined: unbundled procurement, bundled procurement
(initial construction and maintenarjcand private monopolistic delivery. Six alternative
procurement models were examined for the mjutisdictional, crossorder network
case: unbundled, global welfare maximization, unbundled and bundled procurement
models where urban city and suburbég each maximizes respective welfare, and,
private monopolistic delivery. Assuming at least one global optimum exist for each of
these scenarios, optimality conditions were derived.

The analysis showed that when revenue is fixed (bundled procurement), the
private contractor makes innovative investments only to optimize its lifecycle cost of

delivering the service. Under a private monopolistic delivery, however, the utility gains
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of users due to the improved service quality is accounted for in deternmheitheyel of
i nnovative investment . Depending on the pa
valuation of the improved service quality, the externality can be considerable.

Furthermore, an overall comparison of alternative procurement models requires
addtional information in terms of sensitivity of demand to price, initial costs of
innovative technologies invested, their expected cost savings, and so on. These are
parameters that require further project specifics to quantify. As evaluation of these
modek in the context of a real world project is beyond the scope of the present study, the
next section will present the results of numerical analysis that use hypothetical functional

forms and parameters.

3.5 Numerical Results
This section presents the resuitom a series of numerical analyses that have

been conducted to demonstrate how the procurement models proposed in the previous
section could operate in a hypothetical context. The numerical analysis resulted in a
number of insightful findings regardinglationships between the alternative policy
scenarios and model outcomes. As in the analytical models, numerical analyses were
conducted in two project contexts: base case-(taae, ondink, one demand); and
crossjurisdictional case (threrode, twalink, two demands). The road network assumed
singledirectional travel. In conducting the numerical analyses, following assumptions
were made regarding the functional form of each of the functions that consisted objective

functions.
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For simplicity of the anlgsis, the utility gains of users due to improved service

quality of innovative investment is also assumed to be a linear functson of
O 10 o® U8B

3.5.1 Base Scenarios
In the base scenarios, a simple network that consists of one link with two nodes

with a single demand (market) is assumed. The following section discusses in detall
policy scenarios to be evaluated. Exogenous parameters were selected, following Ubbels
andVerhoef (2006) with slight adjustment for numerical optimizati@ds: 140;Q =
0.6;a=20,b=20; =1.2;i =0.8;a =3.0;& =0.8; and r=0.5. The set of

endogenous variables to initialize numerical analyses wa20; Il = 500; and v = 160.

The initial equilibrium, which assumes= 0, resulted in the aggregate social welfare of
8,396, which includes surplus (toll revenue minus construction and O&M costs) of 1,100.
The objective functions of respective policy scenarios were numerically aptimsing

the interiorpoint algorithm (Byrd et al., 1999). The parameters and values of the initial
endogenous variables are arbitrary, thus resulting values of welfare and other state
variables are unit free. These values are by no means meant tomeprgseealistic

situations, evaluated only relative to other policy scenarios to be evaluated in an abstract
mannerTablel3, Tablel3, andTable1l5 summarize the results for the policy

alternatives: for ease of comparison, the values in the parenthesis are proportions of

respective values to those of the Unbundled Procurement scenario.
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Unbundled Procurement
This scenario envisions a situation in which the public agency makes-telomg

decision on the capacity and toll level of the link, procuring the work to a private
contractor. As the discussion above regarding the analytical results of the model
indicatal, there is no investment on innovative technologies that reduce O&M costs and
enhances quality of the highway services. The assumption that the public agency has full

knowl edge of how the wusers travel demand
situation. It is also assumed, following BlaBcude et al., (2009) that the private
contractor is hired through perfect competition, hence no profit.

As noted earlier, the lifeycle costs have been disaggregated into the initial cost
and O&M cost in thistudy, unlike many others in the literature. In this situation, the
initial cost was 443.72, and the O&M cost was 1109.3: the O&M cost was larger than the
initial cost. As the model in this study does not include the time variable to represent
duration ofpublic and private (if at all) operations, implicitly it is assumed that the life
length of the asset is set at its optimal level. Moreover, the sum of initial and O&M costs
is equivalent to the capacity variable considered in the highway network inméstme
literature. The selfinancing theorem of Mohring and Herwitz (1962) suggests that,
assuming the capacity is a continuous variable, the toll revenue would just cover the
aggregate capacity costs when there is constant return to scale (i.e., no economies
diseconomies of scale in providing the highway capacity). The theorem would be

applicable in the context of this study if the sum of the initial and O&M costs is

considered.
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Provided the assumptions discussed above, the above result indicates that the
particular asset represented by the set of parameters used for the optimization is
characterized by maintenance and operational costs that are larger than the initial capital
costs, which some may consider idiosyncratic. A possible interpretation thithat
project has a very long life, such that the O&M costs of its life is larger than the initial
costs. Since the interest of the study is highway P3s, whose concession term at least in the
U.S. commonly extends over 75 years, the findings here can biglemd to represent
the reality to some extent.

In addition to the state variables commonly used in the literature on numerical
highway network design optimization problems, this study evaluates policy alternatives
by the rati o of lifecgcletoats. €he mtantbehind addiegshsse t ' s
measure is to shed light on the efficiency dimension in comparing the procurement
models. In the unbundled procurement scenario, the measure was 5.5466. The table

shows comparison of this scenario and all ithéth the values and their ratios.

Bundled Procurement
This scenario considers a procurement scenario in which the public agency

determines the toll and capacity levels of the highway link, procures the project to a
private contractor for a fixed coshyment. The compensation is set equal to the sum of
initial and O&M costs to provide the capacity. The private contractor in turn determines
the level of innovative investments to reduce the O&M costs and enhance service quality
of the facility. The toll $ charged by the public agency to maximize social benefit. In this

formulation, a backward induction is used, whereby the optimal level of phi in terms of
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the private contractor’'s objective functio
levelsae determined in the public agency’ s o0b]j
innovative investment set in the first stage.
The optimal level of innovative investment was found through the following
approach. First, the objective function of the privaistractor is a fixed level of revenue
that is a function of public agency subtracted by the initial and O&M cost functions
whose only decision variable is the cost saving innovative investment. Hence the revenue
is an exogenously determined value andlm®mexcluded from decisiemodels. In the
analytical result section, it was found that the private contractor sets the optimal level of
* to be at the level.
This decision rule can be interpreted as to be the level where the marginal costs of
the innovaive investment and the marginal reduction in O&M costs are equal to each
other. In this numerical analysis, for the sake of demonstration, a special case is
considered to achieve conversion. This approach first finds a solution of the initial and
O&M costfunctions where the initial cost is equal to the O&M costs:
© i i A o® oh
0 o a d a A2 o ™
Subtractingd ¢ fromO
i a d {1 a A ™

An explicit solution with respect to can be found at:

. -_— o p38
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When the aforementioned set of exogenous parameters are assumed, the solution
ise =1.125. This explicit soltion of phi is then used as an input to the numerical
optimization of the public agency with respectttandll . It cannot be overemphasized
that this assumption is very idiosyncratic and arguably unrealistic: in reality,
consideration of specific tenblogies with empirically estimated parameters are
necessary to evaluate procurement alternatives. However, the intent behind the analysis
in this section is to demonstrate how the economic model can be integrated with
engineering consideration of speciféchnologies in evaluating policy alternatives.

With these assumptions, at the equilibrium the initial cost and O&M costs were
both 772.22: compared with the unbundled procurement scenario, the initial cost
increased by 74%, while the O&M cost decredse80%. As a result of 1.125 unit
innovative investment, the lifecycle costs decreased by 1%, and the wWigdfayele cost
ratio also decreased by 1%. This result indicates that the life cycle cost of providing the
infrastructure decreased, but also wd#dtrease in the aggregate welfare, consisting of
user s’ utility of making trips and operat.
is the sum of marginal social cost and marginal benefit of the enhanced quality of the
facility, increased by2% from the unbundled procurement scenario, while the capacity
and the traffic volume that responds to the decision variables decreased slightly. Overall,
at least with the particular set of exogenously given parameters, the reduction in lifecycle
costs @ delivering facility coincided with modest welfare decrease, when the user

demand equilibrium was taken into consideration.
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Private Monopolistic Delivery
This scenario is equivalent to the BuliperateTransfer (BOT) schemes where a

for-profit entity isauthorized to invest in building and operating a facility for a given
concession period. Again, the model in this study assumes away the concession length as
a decision variable to be set at the life length of the asset (i.e., first best, Nie and Zhang,
2013). In this scenario, the private contractor determines toll, capacity, and innovative
investment to maximize its profit, and the road users responds so that the generalized
travel price is equal to the utility of making the trip (i.e., user equilibgondition).
Because of the linearity of initial and O&M cost functions with respect to the innovative
investment, the analysis employs an approach similar to the Bundled Procurement
scenario discussed above.

An explicit solution to the innovative investmtevariable was first found, and
then it was plugged into the objective function of the private contractor to maximize its
profit. Specifically, the decision rule for an optimal leveb ofs:

5
T .

—a

)
oS =33 o% ¢h

while the optimal condition df is:

- & andl Q)
Y s d
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Substituting & in (3.84) with the condition in3.83), an explicit optimizing

rule of phi after some manipulations, becomes:
. % & 2ol o)) i & o 18
Resonating with the similanalyses of private monopolistic operation of
highway links (Verhoef, 2007), the optimal toll is considerably higher at 6.35 than the
unbundled (1.00) and bundled procurement (1.12) scenarios. This is mostly due to the
monopolistic markup that was addedhe marginal social costs of making the trip, as
suggested in the analytical results section. The optimal capacity level was smaller (0.39)
than in other scenarios (unbundled procurement: 1.00; and bundled procurement: 0.99).
The optimal level of innovate investment was 2.366, which is larger than the
other scenarios (unbundled procurement: 0; and bundled procurement: 1.125). The initial
cost was virtually equal to that of the unbundled scenario (unbundled procurement: 1.00;
and private monopoly: 1.00khile, O&M costs were much lower than that of the
unbundled scenario (1.00: unbundled procurement; and 0.14: private monopoly).
Lifecycle cost of the private monopolistic scenario, which accounts for the lower capacity
and higher innovative investment, wasaggregate 60% lower than in the unbundled
scenario. The traffic volume, in response to the higher toll as well as the better quality of
the infrastructure service, decreased from the unbundled scenario by approximately 50%.

The aggregate welfare waspapximately 24% lower than the unbundled procurement

scenario. Of the 6,534.6 unit of the aggregate welfare, the operational profit of the private
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contractor was 4,356.4. The net utility of users (i.e., utility of making the trip and the

improved service mus travel time and toll, or, welfare that does not fall into the private
contractor’ s pr of ilifeqyclewcassrati@inckdséd.to 1l0.hh e wel f ar
compared to the unbundled scenario (5.54), while it should be noted that a considerable
shareofhe wel fare was due t o t he-pripateiutlitpdfe contr
users making the trip and the improved infrastructure service appears to have decreased

due primarily to the smaller travel demand, resulting from the higher toll and smaller

capacity.

3.5.2 Multi -jurisdictional Scenarios
Multi-jurisdictional scenarios consider a stylized network consisting of two links

that connects two jurisdictions, urban and suburban cities. This section will discuss in
detail the policy scenarios to beaduated. The same functions consist the objective
functions of the agents modeled in the analysis. There are two inverse demand functions

that represent the two markets:

Commuter travel deman@Q0 Q Q oX U
Urban local travel deman®@0 Q Q oX @
Users’ travel time functions are model e
o O mo:— oX X
» 0L U

i o¥ y8
It should be noted that kappa?2 represents the capacity of the link in the urban city,

which already exists at the time of the consideration of the-basker link, thus is not a
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variable endogenous in the models considered here. As in the preceding sections,
linearity of the user travel time function is assumed, hence n = 1. Thejunisidiictional
analysis assumes the same functional forms as thestasarios, with respect to the
initial and O&M cost functions as well as the benefit function of the innovative
investments.

The exogenous parameters were selected in a similar manner as in the base
scenariosQ =140;Q =0.6;Q =280;Q =0.6;0=®=20;0=w®=20;i =1.2;
i =0.8;a =3.0;a =0.8,I =500; and r = 0.5. No toll was assumed for the link 2. The
set of endogenous variables used to initialize the numerical optimizationt was);
I =500;0 =160; andb =100. The initial equilibrium, which assumed= 0, resulted
in the aggregate social welfare of 35,020. The same algorithm as in the base scenarios
was used to numerically optimize the objective functions of the fouisidictional

scenarios. The followmsections will discuss the results in detail.

Global Welfare Maximization
In this scenario, the aggregate welfare of both jurisdictions is maximized so as to

compare with other procurement models. The values in parentheses of all state variables
under al scenarios are their ratios with the values of this scenario. The optimal level of

» was derived to maximize the global welfare function, by first taking the derivative

with respect te , and plugging the condition into the derivative of the globafaxel

function with respect téh , which explicitly includer . After some manipulations, the
following optimal level of phi was used when numerically optimizing the objective

function:
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The resulting toll level of the link 1 was 27.0, and the capacity was 672.0. The
optimal level of phi was virtually equal to zero. The commuter traffic volume was 307.9,
while that of the local traffic of the urban city was 168.3. The highway capacity
investment solely benefits the commuters of the suburban city, the suburban city was
assumed to incur the entire cost of construction. As a result, the welfare of the urban city
was 8492.8, while that of the suburban city was 32,227. In aggregate, #re-ayde
welfare was 42,440. The total lifecycle cost was 2,822.3, which could be decomposed to
the initial cost of 806.4 and the O&M costs of 2016.0. The aggregate welfare to lifecycle
cost ratio was 15.037. As in the discussion of the base scenaritahlthehows the ratio
of the results in each scenario and the unbundled procurement scenario for each variable

to ease comparison.

Suburban City Welfare Maximization, Unbundled Procurement
This scenario assumes that the suburban city maximizes the vedlitare

residents (i.e., commuters) by choosing the optimal levels of capacity and toll for the link
that exclusively serves the commuters. Since the procurement will be unbundie,

is assumed. Compared to the unbundled global welfare maximizatiwariecehe

optimal toll was lower (0.78), while the capacity was slightly higher (1.03), and the
commuter traffic slightly increased. The effect of the increased commuter traffic to the
local traffic of the urban city was marginally negative. Initial c@&M cost, and hence

the lifecycle costs increased slightly (1.03), while the total welfare decreased by 20%,

due to the fact that no innovative investments to enhance the welfare was made. As a
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result, the welfare to lifecycle cost ratio decreased by 22# welfare of the suburban
city was notably larger (32,227) than the urban city (8,492.8). This is because the utility
gains resulting from the highway capacity investment is accrued by the commuters of the

suburban city who travel to the urban city.

Stburban City Welfare Maximization, Bundled Procurement
In this scenario, the welfare function of the suburban city, which consists of the

utility gains of suburban commuters, their travel time costs, the initial and O&M costs of
the infrastructure facilityand service improvements. The optimal level of innovative
investment was derived in the same manner as the bundled procurement scenario of the

base case. Assuming the unique case where the initial and O&M costs are equivalent,

. —— was deried by applying the optimal rule of phi to the optimal rule of the

capacity, which explicitly includes phi. The results were mostly equivalent to the
unbundled procurement scenario. Compared to the global welfare maximization scenario,
the optimal toll dearased (0.78), while the capacity increased slightly (1.03). The

optimal value of phi was 1.125, and the traffic volumes of both suburban and urban cities
were virtually the same as the unbundled suburban city welfare maximization scenario.
The initial consruction cost was higher than the global welfare maximization by 81%,
while the O&M costs decreased by 28%. The lifecycle cost of the project, however,
increased by 3%, which was equivalent to the unbundled procurement scenario. The
welfare to lifecycle cst ratio also decreased by 22%, the same degree as the unbundled
scenario. Arguably, the similarity of the bundled and bundled scenarios of the suburban

welfare maximization problem reflects is due to the small size of the innovative
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investment relative tthe size of capacity. Also, the assumption in both scenarios that the
effect of improved service quality was internalized in the objective functions likely to

have contributed to this result.

Urban City Welfare Maximization, Unbundled Procurement
The urban city welfare maximization scenarios assume that the urban city

becomes the owner and sponsor of the link 1, which connects the two jurisdictions and
serve the inbound commuters from the suburban city. The initial construction and
maintenance angrocured separately, and there is no incentive for the private contractors
to make innovative investments to lower lifecycle costs or improve infrastructure service
quality, unless explicitly included in the contract. The urban city bears the entir@icosts
delivering the project, and charges toll to the commuters who are not its residents. The
utility of urban residents making trip on their local link is included in the objective
function. As found in the analytical results section, the more inbound ctarsnthe
higher the travel costs of local travelers, hence it is expected that the lower the traffic
volume would result. As it is an unbundled procurement scenrario, Twas assumed.

The results strongly showed the #xporting behavior (Levinson, 2002erhoef
and Ubbels, 2006) of the urban city. The optimal toll level relative to the global welfare
maximum scenario was 4.42, while the optimal capacity was 0.51. The commuter traffic
decreased by 49%, while the local traffic increased by 6%. The wefftlie urban city
more than a tripped of the global welfare maximization scenario to 3.24 in relative term,

while the welfare of the urban city dropped by 73%. In aggregate, the global welfare was
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19% lower than the global welfare maximization scenarathBhe initial and O&M

costs decreased by 49%. The welfare to lifecycle cost ratio was 57% higher.

Urban City Welfare Maximization, Bundled Procurement
This scenario makes the same set of assumptions and that the innovative

investment is made only to apiize the initial and O&M costs (i.e., not to account for
the users’ benefit due to I mproved service

procurement scenarios already discussed above, it was assumed that:
a i

- —38
| a

As in the suburban welfare maximization scenarios, the results of the bundled
procurement was very similar to that of the unbundled procurement scenario, in part due
to the small size of innovative investment (1.125) compared to the capacity.
Demonstratinghe tax exporting behavior, toll was higher (4.44), while the capacity was
lower (0.53), and the commuter traffic dropped significantly (0.53), while the urban local
traveler increased (1.05).

The urban city’s wel fare eweliaseiodher abl y g
suburban city was 75% lower than the global welfare maximization scenario. The initial
cost slightly decreased to 0.93, while the O&M cost decreased considerably to 0.37, and
the lifecycle cost was 47% lower than that of the global weifaeimization scenario.

The welfare to lifecycle cost ratio was 22% higher than that of the global welfare

maximization case.
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Global Profit Maximization
This scenario assumes complete private delivery to maximize its operational

profit: the objective faction consists of a revenue function of toll charged to commuter
traffic and the initial and O&M cost functions. This scenario was included for the sake of
comparison with the other scenarios. The optimal level of innovative investment was
derived similarto the private monopolistic delivery model in the base case scenario: the
decision rule of the objective function with respect tovas applied to the optimal
condition regarding the capacity, which explicitly includes the innovative investment
variable Specifically:

tba b 0 @ -
5 3 3 o

The results were similar to the taxporting urban welfare maximization
scenarios, except that the welfare increases to the urban city was replécpdvate
profit. The optimal toll was 4.30, and the capacity was 0.55, respectively relative to the
global welfare maximization scenario. Since the optimal level of innovative investment
accounts for the benefit of improved service quality to the utbergptimal level of
» was very close to zero. The commuter traffic volume was 45% lower than that of the
global welfare maximization scenario, while the local traffic of the urban city was 5%
higher.

The welfare of the urban city was 11% higher, whlgt of the suburban city was
74% lower: in aggregate, the systarite welfare was 15% lower than that of the global
maximization scenario. The private profit was 17,988, which was obviously higher than

all the other scenarios which assumed/resulted inefd. The net welfare to the nen
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private sector, which consists of traveler
quality, and travel time cost, was 17,961. Both the initial and O&M costs were 45%
lower than the global welfare maximizatioresario. The welfare to lifecycle cost ratio

was 1.55, which was one of the highest of all scenarios.

3.6 Discussion
Through analytical derivation and numerical simulation, the present study

investigated the effect of various procurement scenarios fometacbrk expansion

projects, in terms of toll, capacity, innovative investment, traffic le\eeld aggregate

welfare The analysis led to a few insights relevant for policy debates regarding the use of
P3s for highway investments. First, the procuremesdats considered under the wide
definition of P3s are vastly different from each other in terms of behavioral responses of
agents involved in deals, depending on the procurement approaches employed for the
project. This is particularly so when considerioly pricing principles and cost saving
andquality improving innovations that the private sector is expected to bring in to justify
the procurement models.

Second, fixed payment contracts may con
welfareenhancingnnovations. Although the models in this analysis did not explicitly
account for project risks, the demand risk implicitly is allocated to the public partner
whereas the private contractor is effectively taking the lifecycle cost risk in delivering the
fadlity. In the private monopolistic delivery case, however, implicitly the demand risk is
on the private contractor. In the fixed price contract cases, the private contractor is taking

lower risk for limited prospect of return on their investments. Thdtesisuthis study
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showed that the results are similar with respect to the efficiency gains due to innovative
investments: the efficiency gains would also be constrained in the cases of fixed price
contracts. This result adds to the findings of Martimod Bouyet (2008) who suggested
conditions where a P3 procurement may be preferred (i.e., when cost saving positive
externalities of the innovative investment is present), in terms of to what extent these
investments could be made.

In the U.S., applicationfavailability payment models appears to be growing, in
part due to the materialization of demand risks amid the financial crisis for a number of
demand risk projects, and the taste for risk taking investment appears to have drastically
shrunk (De la Pefi2015). The increase in the use of availability payment P3s indicates
the supposed efficiency gains through P3 project deliveries may be diminishing. It is
necessary for policy makers to be fully informed of these tradeoffs in terms of risk
exposure and @tiency gains, together with other financial and economic considerations
in making project procurement decisions.

Ultimately, the analysis suggests that when P3s are possible alternatives in
delivering an infrastructure, earlier considerations of thes#eis, with possible
involvement of private contractors, are essential in optimizing the costs and efficiency
gains. Currently, the recommended practice is to first conduct a benefit cost analysis, and
then to determine a procurement strategy througrexiakuation, value for money
analysis, and financial feasibility test (FHWA, 2013). In practice, states with experiences
appear to conduct VFM repetitively at various stages of candidate project evaluation

(Virginia Office of Public Private Partnerships,120). This is in a way desirable to reach
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fair results while controlling various project risks, but this approach comes at a cost. The
framework in this study leans rather on the philosophy to integrate VFM and BCA,
resonating with the ongoing effort to ertl VFM and/or BCA to address limitations that
have been pointed in the literature (DeC@tauza et al 2014). Further research may be
necessary to improve the practice of P3 implementation across nation.

The results also point to a few weaknesses ofriag/cal framework. The
numerical simulatiorms subject to the parameters assumed for the extensive form
functions. Particularly with respect to the bundled procurement scenarios in both the base
and multijurisdictional cases, when assuming the rathesidhcratic case of equal initial
and O&M costs, the magnitude of optimalwas very small compared to the optimal
capacities. The effect of alternative procurement models in terms of welfare and other
variables may appears small in terms of these nuntihatrsre not intended to reflect
anything in reality. Nevertheless, the relative sizes of each variable between particular
sets of procurement models may lead to insights on the effect of employing alternative P3
models for particular project contexts.i3 s not uncommon to studies that employ
similar approach: procurement decisions should, indeed, be made based on the specifics
and details of each candidate project.

Second, the analysis assumes static models, and there is no consideration of value
of time or dynamic behavior of agents. This is a very restrictive assumption especially
when considering the financial aspect of the problem. However, the emphasis in this
analysis is longerm project decisions at the contract. Furthermore, renegotiatibess# t

contracts and any changes to the underlying characteristics of the environment or of the
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project are not the focus. These questions are reserved for future extension of the
framework proposed in this study.

Third, similar to the above point, the méglan this analysis are deterministic, and
no stochastic properties were assumed for the pararatieilte consideration of project
risks requires stochastic models, as it will be pointed in the conclusion, risk consideration
will be part of the future eghsion of the analytical framework proposed in this study.

Also, the linearity assumption of initial cost, O&M cost, and innovative
investment benefit functions require resorting to mathematical manipulation to enable
convergence of the optimization. Teguality of initial cost and aggregate O&M costs in
terms of the innovative investment is obviously very restrictive, and needs to be relaxed
in future extensions. Desirably, a set of specific innovative technologies can be
considered, and empirically estated parameters should be used for more realistic

application of these models.

3.6 Conclusion
The roles that private firms have played in delivering highway projects in the U.S.

have grown over the past decadBsday, when large capital projects aresidered, P3s

are frequently viewed as an alternative to pursue efficiency and overcome budgetary
constraints. The existing literature has considered P3 alternatives with particular
emphases, two of which were the basis for the analytical framework prapdbses

study: incomplete contract literature and network design and privatization literature.
These studies emphasized either procurement alternatives or profit maximizing operation

of roadways, and not both simultaneously. The present study inquireeqeemces of
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considering these alternative models, especially when interaction of multiple jurisdictions
for crossborder facilities were concerned. This study proposes an analytical framework
to evaluate highway capacity expansion projects, simultaneacsbunting for
procurement alternatives (bundling multiple project phases or not) and network design
deci sions of operators as well as respondi

While lessons for policy makers from the analysis results are summarized in the
preceding section, it is worth highlightin
welfare outcomes have intricate relationships. Separating project decisions (i, bene
cost analysis) and procurement decisions (i.e., value for money analysis) may result in
biased estimation of welfare outcomes regarding project components critical to justifying
a contract model over another. In this sense, the practice of somdb&thstates to
repetitively conduct value for money analysis throughout the planning process appears
appropriate, albeit perhaps costly. Further research is needed to refine the existing
decision models to materialize presumed efficiency gains of P3 models

This study presents only a foundational framework to evaluate outcomes of P3
alternatives: there are a few considered future extensions, some of which are underway.
First of all, it is critical for the analytical models to account for various projeics.ri
Consideration of risk allocation is critical when discussing welfare and efficiency
outcomes of P3s. By allocating specific project risks (e.g., demand risk, construction risk,
and design risk) to the party best able to manage them, there is aivené@nboth
public and private partners to exert the best effort to minimize costs and hence achieve

efficiency. Byextending the currently deterministic model to include stochastic iarms
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order to explicitly model allocation of various project riske analytical framework can
be further refined to represent agents’ be

Second, the linearity assumption of the initial cost, O&M cost, and the service
quality function with respect to the innovative investment can bgedl|to assume
nonlinearity to allow more realistic analysis. Such extension might enable consideration
of specific sets of innovative technologies that are available in the market but have not
yet implemented in the context of Interstate class assetogawent. Such extension
could allow decision makers to evaluate project alternatives, accounting for the life cycle
costs of the facility and service quality of the facility, which may not have been
thoroughly done to date.

Third, the static theoretical rdels in this analysis can be extended to dynamic
models to address more policy relevant questions. Due to their long contractual lives,
renegotiations of initially agreed contracts have been recognized as important. Project
environment (e.g., macroecononsanditions, travel demand, performance of
contractors, policy changes, etc.) can change considerably over the years. Also, valuation
of future cash flowsnay change as project progresses from design, construction, and to
operational phases, as risk prefdf each project changes. Such valuations are likely to
be distinct between sponsoring public agencies and private contractors. A number of
important policy questions can be addressed by extending the analysis herein in this
direction.

Finally, the analyital model can be extended to a netwaile evaluation,

where the impact of P3 development can be evaluated at the system level. Obviously,
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change in the service quality of a single
at the local and regi@h scales. A possible approach is to develop an algorithm whereby,

a certain user equilibrium allocation mode
responses for alternative P3 models are evaluated. Such extension would allow policy
makers to consider Rternatives with a more comprehensive understanding of their

impact, and it would be especially appropriate for multisdictional contexts.
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CHAPTER 4 COMPARING P3S AND TRADITIONALL Y PROCURED
PROJECT CONTRACT PRICES: AN ANALYSIS OF THE U.S. HIGHWAYS

4.1 Introduction
Responding to the growing needs for improved capacity expansion and renewal

project delivery despite ewtightening fiscal conditions, publigrivate partnerships

(P3s) are considered as a useful procurement approach for public agecosnue
investing in highway facilities (Congressional Budget Office, 2012). These new
procurement models not only enable private financing of highway projects but also
incentivize the pursuit of lifecycle cost efficiency through innovative investareht
know-hows that private firms are endowed with. A growing number of U.S. states are
implementing policy initiatives to authorize public agencies to procure projects through
P3s in various sectors, such as highways, railways, seaports,sscwmdctio facilities,
water andvastewater treatment facilities, and general government buildings.

While advocates emphasize advantages of the P3 models over the conventional
designbid-build (DBB) approach for highway construction projects, these claims have
been supported mostly by business cases with limited counterfactuals (Hodge and Greve,
2009). Empirically, little evidence has been found to support these claims to date. Around
the world, the list of successful P3 projects has grown over the last sevacdsiexet,
there are persistent criticisms that may threaten the generally supportive sentiment toward

P3s. Notably, commentators have urged their calls to address the limited transparency of
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P3 project performance, which hinders benchmarking againsidrediprocurement
approaches (Siemiatycki, 2012).

Because P3s are a new phenomenon and they have long contractual lives
extending to as long as 99 years, cost comparison between P3s and traditionally procured
highwaysovertheir full lifecycle will not be possible for anotheeveraldecades.
Nevertheless, there have been a few exploratory comparisons of the initial project
delivery costs between the two procurement
analyses have beeonducted in Europe and in some otbeuntries, but not in the U.S.

This remains as a gap in the literature.

In this context, the present study will empirically analyze the difference of
highway P3s and traditionally procured highway construction psojederms of their
unit designrbuild costs as of contract award. The objective of the study is to inform policy
makers on the implication afsing aP3contract for a projeand their actual
performance in terms of cost differences. The analysis willezddhe research question:
what have been the differences of highway P3s and traditionally procured highway
projects in terms of their costs, and what are the sources of the difference? After a
theoretical discussion on the attributes of cost differenetseen the procurement
models, the present study will empirically estimate the unit costs of large highway
projects in the U.S. that were procured using deBighi or P3 contracts. The findings
will provide valuable insights for policy makers and thélpuregarding the desired
benefits of P3s and the actual outcomes to date in the U.S. context, and help to

underscore the need for continuing analysis of existing P3s.
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The remainder of thehapteis structuredas follows. The next section will
provide he background of the study with a review of relevant literature. The subsequent
section will present the data and models used for the empirical analysis, followed by the
results. The last section will discuss the findings, their policy implications, lionitof

the analysis, and directions for further research in the future.

4.2 Background
This section will present the background of the analysis in this study. Review of

relevant literature and discussion of theoretical propositions regarding how PRslshou
different from traditionally procured infrastructure projects will motivate the empirical

analysis in the subsequent sections.
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Figure 5 The Scale of P3s: Risk Transfer and Privat&ector Involvement (The
Canadian Councilfor Public-Private Partnerships)
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Notable characteristics of P3s that drive economic efficiency of public
infrastructure delivery are bundling of project phases and allocation of substantial project
risks to private contractors (Valila, 2005). A variefyP8 contract types have been
proposed and employed with different degre
financing and other project risksigure5 is a scale of some of these P3 contract types
summarized in Siemiatycki (2012). It should be noted that the dbsigth(DB) contract
has longer history than P3 models, and involved project risk transfers are relatively
limited. Today, therefore, the D&ntract is sometimes considered as one of the
conventional public procurement models. P3s are variations of project contracts between
DB and full privatization, and the present study also follows this definition.

These characteristics incentivize innovative investments of private contractors
that enhance efficiency (i.e., cost saving) and improve service quality that enhances the
welfare gains through provision of the facility (Valila, 2005). Since the effect of P3
contracts to incentivize innovative investments is discussed extensivbb/ pnevious
chaptey the discussion herein will briefly touch on this subject and mainly focus on the
project risk allocation. Because the analysis in the present study cotieemisial
capital investment of highway projects, the emphasis here is mostly on design and
construction risks: what they are; why they occur; and how significant they have been, as
found in the empirical | iter aiskuandeiskk o dat e.
during operational phases regarding maintenance are, while equally important, beyond
the scope of the discussion here. The use of alternative technical concepts (ATC) has

increased in some states over the last decade (e.g., Jolley and @&@t4). Where

149



legally allowed, the ATCs effectively alter project scopes from the original public tender,

in pursuit of cost saving innovation and financial viability for private concessionaires (De
Ormi jana and Rubi o, 20 lthepretical discussioreto cdisaussh or ' s
whet her scope changes of highway projects
construction risk” manifestation has not e

is also beyond the scope of this study.

4.2.1 Welfare -Enhancing Innovative Investment
A P3 contract, which bundlesultiple project phases, incentivizes private

contractors’ i nvest memotexplicitly contractedp aalveicosess t e ¢ h
and/or improves service qualitynderpinned by Williamso(1979), Hart (1995)

constructed a theoretical framework that considers infrastructure P3s from the perspective
of incomplete contracts for services characterized by asset specificity. Depending on the
characteristics of the infrastructure, Hart (2008uad that, depending on the extent to

which service quality can be monitored, P3 contracts incentivize the use of technologies
that improves service quality and/or reduces costs of delivering the sésisach,

certain sectors are more suitable to caettin bundles than others. Ownership, private

equity investments, and private financing for the contracted project also encourages
private contractors to exert their effort to maximize revenue through improving service
guality and minimize costs (Bennaittd lossa, 2006; Martimort and Pouyet, 2008; and

De Bettignies and Ross, 2009). A recent theoretical proposition by lossa and Martimort
provides a comprehensive framework with which to consider welfare implications of P3

contracts (2015). They argued tiR8s are desirable when: improved quality of the
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facility reduces lifecycle delivery costs; service demand and maintenance costs are
sensitive to the quality of the facility; and the demand is stable and easy to forecast.
Overall, the incentive effect obatracts with respect to investment in innovative
technologies has clearly been a critical component in scholarly consideration of P3s.

With respect to the implication of contract types (i.e., P3s or conventional design
bid-build, or DBB, procurement) fa@mpirically observable differences of project
delivery models with respect to their costs, Bl&made et al. tested the following
hypothesis (2009). Bundling construction and operational phases of a facility gives
incentive for a private contractor toviest in innovative technologies that, for additional
costs, minimize the aggregate costs of the three project pAasesample of such
innovative technology is higguality pavement materials thathieve low lifecycle costs
for ahigher initial cost. Irthis context, because P3 projects have long contract terms
(e.g., 25~99 years) and most existing P3s in the U.S. today will not complete for a several
more decades, statistical lifecycle cost comparison is not possible yet. What is observable
is the diffeence of contract prices and construction costs, although the latter is
commercially sensitive and is unavailable in the public domain. The hypothesis suggests
that the unit initial construction cost (e.g., desigrld contract price) of P3 projects is

higher than traditionally procured projeatsteris paribus

4.2.2 P3 Project Risk Allocation
Risk allocation of P3 projects is a critical component in considering the

performance of P3s, as the premium of project risks transferred to private contractors

typically drive value for money analysis results that support the use of P3 procurement
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(Siemiatycki and Farooqi, 2012). Defining
outcomes, whether positive opportuni,ty or
Monteiro distinguishes risks from different disciplinary approaches (2010). In project
managementontext r i sk i s “an event that may or ma
overruns, delays in project completion, or failure to satisfy some project neqiret s . ”
Fromeconomics and finangeerspectives i n contr ast, risk i1 s “h:
downside: a party facing risk suffers from negative events, but may also benefit from
positive events,” which i mpl i eiseffatt s i ncent
managing negative outcomes. This distinction indicates that in understanding risks of P3
projects, one needs to consider what risks P3 projects face, and how contracts can be used
as a means to pursue efficiency by managing these risks. Tlgeosviag evidence that

public infrastructure projects of especially large magnitudes are often subject to

considerable cost and schedule overruns (Flyvbjerg, 2014). As is commonly argued

(valila, 2005; BlaneBrude et al., 2009; Monteiro, 2010), the prirteipf risk allocation

in P3s is that risks should be allocated to the party best able to manage them, with

premiums compensated if transferred to a private contractor. The risks are then managed
more effectively than in the case of traditionally procunegeets, and hence the P3

schemes may be able to lower the costs associated with manifestation of certain project
risks. This subsection will discuss in detail what risks infrastructure P3 projects face

during the delivery, theories as to why they occmpigical literature as to how serious

they have been, and how P3s have performed to date.
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Construction Risks of Large Infrastructure Projects
Infrastructure projects are subject to a number of risks during the planning,

design, and construction phasess Irather frequent that infrastructure projects

experience cost and schedule overruns (Van Wee, 2007). These risks refer to situations

where an estimate of design and construction costs are used in determining to proceed

with the project and/or to clogedeal with a contractor, but by the time the construction

completes and the facility begins operation, the costs have gone over the initial estimates.

Figure6 shows the process by which estimates of project costs change as tbe proje

evolves (Gkritza and Labi, 2008). The construction cost risk generally refers to the

difference between the last two phases, project cost at the contract award phase and at the

final construction phase. It should be noted that this depends on coypexctd.g.,

designbuild contract, where contract award takes place before the design phase.
Manifestation of construction risks is problematic, as Flyvbjerg points out,

because systematic underestimation of project costs (and overestimation of benefits) i

benefit cost analysis (BCA) leads to falsely high berwft ratios, justifying projects

that might have been unviable economically or financially (2014). Project cost overruns

al so deprive public agencies lavecdbegert or de

allocated to other projects, resulting in Pareto inefficient, wasteful resource allocation

from the public sector’s perspective.
A number of studies discussed factors that might cause construction cost and
schedule overruns. Shane et al. (20083sified construction cost escalation factors into

internal and external sources. l nternal f a

approach, project schedule changes, engineering and construction complexities, scope
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changes, scope creep, poor estinggtinconsistent application of contingencies, faulty
execution, ambiguous contract provisions, and contract document conflicts. External
factors are: local concerns and requirements, effects of inflation, scope changes, scope
creep, market conditions, fameseen events, and unforeseen conditions. It follows then
that understanding these factors allows public agencies to mitigate the risk of cost

overruns by being better prepared (Shane et al., 2009).
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Figure 6 Cost Changes thragh Project Delivery (Gkritza and Labi, 2008)

Besides the rather technigaiiented view discussed above, some have instead
considered the issue from a broader institutional perspective on their root causes.
Flyvbjerg (2009) proposes three explanations of project cost and schedule overruns:

technicalpsychological, and politicagconomic. Technical explanation refers to genuine
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technical limitations in developing project cost estimates, including estimation model
limitations, inadequate data, honest mistakes, lack of experience, and limitationstinhere
in forecasting future events (Thomas et al., 2006; Adams, 2006; Lind and Borg, 2010). In
particular, Lind and Brunes argue that the lack of competence on the public agency
prevails in public construction projects (2015).

Psychological explanations re$aio optimism bias and planning fallacy, where
decision makers base their project decisions on delusional optimism rather than rational
expectations in terms of possible benefits, costs, and their associated probabilities. In this
explanation, decision maks, though not voluntarily, overlook potential mistakes and
unfavorable information while focusing only on hopeful success scenario, resulting in
pursuing a project alternative that is doomed to fail due to cost underestimation. This can
be attributabled cogni ti ve biases where decision ma
processing information (Odeck, 2004; Flyvbjerg, 2009; Flyvbjerg, 2014).

Political economic explanation claims that decision makers strategically
manipulate cost and benefit estimates, by ovprasizing benefits and covering up the
potential for failures, so that the project is approved. When competing for limited
resources or seeking project approvals for personal gains (e.g., to increase voter support
in cases of elected officials, and to biopofessional reputation in the case of public
agency career staff), such strategic behaviors may rather be a rational choice. Because the
costs are underestimated, once approved and pursued the project is likely to experience
cost overruns (Nijkamp anddbels, 1999; Odeck, 2004; van Wee, 2007). Because

project alternatives with biased forecasts tend to be approved, less resource is committed
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to other, genuinely beneficial, infrastructure projects. Flyvbjerg (2009) claimed the
current implementationofproect deci si on making processes
unf i tt e sptovokinggcholarly dang policy debate on this subject.

A few notes should be made regarding these explanations. Cantareli et al.
differentiates these explanations into technical¢pslogical, economic, and political,
and organized formal theories that they could be embedded into (2010). These theoretical
models have various sets of assumptions, sector focuses, and approaches in modeling, but
all explain risks associated with consttion projects. While these modeling approaches
are important, the details are beyond the scope of this analysis, since they mostly agree
with each othemm terms of their propositions with respect to their impact on project costs.
Also, Siemiatycki shedgght on the differences of conclusions between various types of
reports. His findings suggetstat auditor reports of government agencies tend to
emphasize technical issues and professional incompetency as the leading cause of cost
overruns. In contrasscholarly literature, where economics, public administration, and
urban planning dominate, tend to focus on political economy consideration of
infrastructure project outcomes (2009). Overall, various propositions have been made in
explaining constructionisks of infrastructure projects, but consideration of their relative
importance appears to have been qualitative, as quantification of some of these factors is
challenging.

It is generally acknowledged that increasing roles of private firms in infrasteuct
delivery may be effective in managing some of these risks. Notably, inclusion of private

capital at risk has been recognized as a means to incentivize analysts and-dealsien
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to exert their best effort when conductieganteevaluation of projectlternatives.
Theoretically, De Bettignies and Ross (2009) proposed that private financing would
screen out financially unviable projects, with which arguments of Flyvbjerg et al. (2004)
resonate. Van Wee (2007) argued that inclusion of private rislatejaitild improve

forecast quality while reducing the cost escalation risk once a project decision has been
made, although, unlike Flyvbjerg et al. (2004), they also point out the advantage may not

be unconditional.

4.2.3 Empirical Studies on Construction Risks
In the literature, one may find a few empirical studies on construction risks of

public infrastructure projects (i.e., cost and schedule overruns) in recent years. Flyvbjerg
et al. (2003) presented a series of descriptive statistics ofdaade piblic infrastructure
projects to demonstrate the existence of these risks. They estimated the ratio of actual
construction costs to the budgeted or estimated cost at the time of decision to build, of
258 infrastructure construction projects (58 rail, 38des and tunnels, and 167

motorway projects) around the world. They found that, across all sectors: 86% of projects
experienced cost overruns; the average cost overruns was 28%; and its standard deviation
was 39%. Their analysis of 24 U.S. road constomcpirojects revealed that the average

cost escalation was 8.4% with standard deviation of 49.4%. In Europe, 143 road projects
resulted in on average 22.4% cost overruns with standard deviation of 24.9%. They
asserted that cost estimates for large infrasire projects were systematically and
significantly deceptive, biasing the benefiist analysis used to justify these societal

investments.
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Extending the above study, Flyvbjerg et al. (2004) statistically investigated
associations between the cost ouasrand various project factors. They found that the
length of project execution was highly associated with cost overruns, while the monetary
size of the projects in the road sector demonstrated significant association with cost
overruns only in bridge andnnel projects but not in rail and road projects. Interestingly,
contrary to the claims often made, their results indicated that the ownership structure (i.e.,
public, private, or statewned enterprises) did not show any difference in terms of cost
overruns.

Triggered by the provocative findings of Flyvbjerg and his colleagues, a number
of studies followed in inquiring the magnitude of construction risks and factors associated
with the cost overruns, some of which employed more sophisticated statrstidals
than othersGkritza and Labi (2008) analyzed discrepancies of project contract amounts
and final costs of 1,957 highway constructiomttacts in Indiana between 1996 and
2001. They found that the longer the contract period, the more overrymejihets were
likely to experience. The relationship between the contract amount and cost discrepancies
was nonlinear: for small projects smaller than 2001 US$6 million, the larger the project
cost, the larger the cost overruns; for projects over $6 miltfee relationship reversed.

Thus, the authors concluded that the project complexity influenced the manifestation of
construction risks. It should be noted that the samples in this analysis are DBB contracts
of both construction and maintenance works, tiedmean contract amount was 2001
US$1.01 million. These samples are very different from the samples evaluated in

Flyvbjerg et al. (2004), which dealt withuch largerso-called mega projects.
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More recently, Bhargava et al. proposed a more sophistieatgtbmetric model
to estimate factors that contribute to construction risk manifestation (2010). Assuming
separate and independent functions for cost overrun and schedule overrun, the authors
proposed a threstage least squares model to address potgrgiatlogenous relationship
between time and cost overruns of highway construction projects. Estimation of 1,862
highway construction project samples between 1995 and 2001 procured by Indiana
Department of Transportation (INDOT) showed a statistically saamft relationship
between overruns and contract size, project duration, and weather conditions. Also, they
found a simultaneous relationship between cost and schedule overruns, suggesting the
need to address this endogeneity issue when conducting etgmatygses on these two
types of construction risks.

Empirical | iterature on public infrastr
developed considerably in recent years, and growing data availability has enabled
analyses of a variety of project typedifferent countries. A few notable studies include:
transportation projects in the Netherlands (Cantarelli et al., 2012); highway projects in
Sl ovenia (Makovsek et al., 2012,; MakovsSek,
worldwide (BlaneBr ud e a n d 2003).Kleese&malyses employ slightly different
definitions for referenced costs and cost overruns, and estimation results of these studies
all vary widely depending on project types and geographic contexts. These studies
therefore indicate the difficultyy empirically evaluating the performance of public
works, each of which is complex and idiosyncratic such that statistically robust analyses

are challenging.
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The need to improvex anteproject evaluation procedures has been well
recognized (van Wee, 200 Recommendations made to address these issues have
mostly been with respect to technical aspect as well as institutional and regulatory
approaches. On the technisade Trujillo et al. advocated using state of the art models in
estimating project forsts, while addressing the potential of strategic behaviors of
decisionmakers to bias the results (2002). A number of scholars, for example Odeck
(2004), called for the need to include consideration of risks and uncertainties when
evaluating project alteatives.

The literature that makes recommendations on the institutional and regulatory
aspects of project decisignaking has been extensive. For instance, Bruzelius et al.
proposed principles of adequate project decision process to include: transparency
introduction of performance specification in the contract, explicit formulation the
regulatory institution to manage political risks, and inclusion of private capital at risk
(2002). Flyvbjerg et al. called for transparency and public sector accoustabili
specifically recommending the following, among others: independent peer review of
estimates; the use of “reference forecast:
private risk capital; holding financially responsible for decision maker®fecast

manipulations (2004).

Performance Comparison of Procurement Models
Reflecting the technical difficulty, limited data availability, and the interest in the

subject being only a recent phenomenon, limited evaluation of infrastructure projects that

compares procurement models has been made to date. A few studies compared the
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magnitude of construction cost overruns between procurement models. In the U.S.
context, Shrestha et al. empirically compared performance of 16 DBB and six DB
highway projects, m&ily in Texas, costing over 2010 US$50 million and completed
between 1990 and 2010 with respect to their cost and schedule overruns and change
orders (2012). Their inptgutput comparison of sample projects suggested that DB and
DBB projects were not statically different in terms of cost related metrics, but that DB
projects were delivered faster than DBB projects. Similar studies include: highway
construction risks in Australia (Raisbeck et al., 2010), road projects in India (Rajan et al.,
2013), and niitary buildings in U.S. (Hale, 2009).

More relevantlyto this study Chasey et al. estimated cost and schedule overruns
of large (over US$90 million) 12 highway P3s in the U.S. The analysis result showed that
the success ratio of DBFOM projects to completn time and on budget was over 80%.
The authors attributed the cost performance of P3s mostly to the DB component of the
projects rather than their financing and operation and management (O&M) components,
while their schedule performance could be duthéofinancing arrangements. In other
words, project finance arrangements of P3 projects incentivize early completion of
construction works to begin operation (i.e., revenue generation) in pursuit of favorable
project cash flow (Chasey et al., 2012).

Focusng on the effectiveness of project finance arrangements in controlling
construction risks, BlanBr ude and Makovsek (2013) analyz
project finance projects worldwide that reached financial close between 1993 and 2010,

in various secta such as transportation, energy, and telecommunications. Their
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estimation supported the view that project finance projects demonstrated effective
management of construction risks with the expected cost overruns of zero, while project
specific risks werediosyncratic and hence diversifiable.

The review of literature herein addressed mostly on construction risks in public
works projects, and a clear synthesis emerges: large infrastructure projects have
experienced considerable cost and schedule oveithase are risks to the public
agencies that procure these projects, and the emergence of alternative procurement
models is arguably a response to control these risks, which present serious fiscal,
economic, and political ramifications.

While the most releant and critical question is whether P3s have been effective
in achieving this objective, as the literature review below suggestierméa has been
scarce at besBlancBrude et al. comparegk anteproject costs as of contract award of
227 motorway prects that received funding from the European Investment Bank
between 1990 and 2005 (2009). Their OLS estimation found that on average the unit
costs of P3 highway projects were 24% higher than the traditionally procured projects.
The authors interpretedis difference to be the construction risk allocated to private
contractors, as it was equivalent to the construction cost overrun estimated by Flybbjerg
(2002). This interpretation would imply that there was no innovative investment to
optimize their lifecycle costs at higher initial construction costs.

MakovsSek (2013), while agreeing that
traditionally procured projects, suggested the above finding reinterpreted: that the cost

differences also accounted for distimeference points @x anteproject costs between
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the procurement models. There is a differe
2002) ancex anteconstruction cost (BlanBrude, et al., 2009). As projects progresses
toward construction comglion, the scope and design become clearer, and cost overruns
decreases. Here, decisitimbuild and contractual commitment serve as distinct reference
points in terms of project scope definition in terms of their contract types, such as
traditionally proaired projects, desigbuild projects, and P3 projects. The price
differences among desigwild, P3s, and traditionally procured projects would reflect
transfer of these risks to private contractors with respective magnitudes.

This debate effectively reftts contrasting views amosgholargegarding
whether P3 projects have really incentivized-tifele cost saving innovative
i nvest ment s. MakovsSek (2013) argued that t
could not be rejected, while BlafBrude etal. (2009) cast doubt to this proposition from
empirical results. Lind and Borg (2010) suggested that, to the extent they observe from
experience in Sweden, the presencedifele cost minimizing innovations was
guestionable. Also, Roumboutsos and S&ug2i014) argued innovative investment of
P3s has been “diverse” (p. 359) at best. S
could limit innovation and longerm flexibility of designs as private contractors aim at
minimizing project risks and upfnd construction costs. This is due to the fact that the
common assumptions made in theoretical models of procurement models have been
violated if contract length is different from the asset life or the concession right (i.e.,
project equity shares) is sdlithe secondary market, which is not uncommon. The

incentive effect of P3 procurement regarding lifecycle cost minimization is not
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immediately clear from the empirical perspective. Daito and Gifford empirically

compared project costs of U.S. highwaysasstn procurement models and found

statistically significant differences between DBFOM and DB models (2013). However,

the results suffer from small sample size of 53 projects, while only project length, number
of lanes, construction duration were includedradependent variables besides

procurement dummy variables. These weaknesses, as well as the use of aggregate values
for both dependent and independent variables, as opposed tpeisingtvalues

(BlancBrude et al., 2009), motivate the need to furtieéne the data and estimation

models, which is one of the motivations of the present study.

4.2.4 Literature Gap
The discussion herein portrays the state of knowledge regarding the theoretical

underpinninggo differentiatehighway project costs as wels empirical understanding

as for the performance of these projects. Since the observations are extremely complex
engineering products with complicated institutional procedures through implementation,
scholarly analyses have faced challenges in gatheaitsag cdonduct sound analyses, and

provide meaningful interpretation. Hodge and Greve (2009) suggest that evaluating the

extent to which P3s have fulfilled their promises is challenging, and the outcomes to date
widely differ. Hence, the state of literatumarrants continuing evaluation on these

projects. While cost comparison of highway projects between procurement models have
been conducted in Europe, Il ndia, and a few
knowledge, analysis in the U.S. context haly been done with significant room for

improvement. In particular, the analysis in Daito and Gifford (2013) and the discussions
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therein were primarily underpinned by the effect of contract types in terms of cost saving
innovative investments, and not bysagn and construction risk perspectives. This is the
gap in the literature that the present study intends to fill as an exploratory step.
Specifically, the analysis in the following section will conduct an analysis equivalent to
BlancBrude et al. (2009)with slight modification, regarding highway projects in the

U.S. The next section will present data and estimated empirical model.

4.3 Data and Empirical Strategy
The present study will evaluate the performance of highway P3s in terms of their

unit cost dfferences with traditionally procured highway projects. The analysis will
employ the framework used in BlaBcude et al. (2009) but analysing data from U.S.

hi ghway projects. Underpinned by Hart' s
traditionaly procured highway projects and highway P3s discussed above;Biade

et al. proposed the following reductmm empirical model of unit project cost per

lanemile of project@Q
w I 10 ro - oPp

where, Dppis a binary variable that denotes whether the project was procured
with nonP3 contract types, or as a P3js<a set of variables pertaining to other project
characteristics, and represents random noise.

The observations atelled and nortolled highway capacity expansion projects.
There are numerous contract types under the umbrella of P3s, but projects that do not

include design and construction of highway new capacity, such as operation and
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maintenance contracts, leasemaessions with no capacity expansion, were excluded.
Highway projects whose main components are bridges or tunnels were also excluded, as
these projects require very different engineering specifications and are likely to have
distinct cost structure. FaiNving BlaneBrude et al. (2009), only those projects with costs
larger than 50 million 2009 U.S. dollars were included. This is because of the insight that
P3s are suitable for projects with substantial costs because of their considerable
transaction cost&.g., legal experts, financial advisors, project management consultant,
etc.). This definition is also in line with the proposition of Vélila, who proposed a
threshold of €50 million as the minimum co
procurement (206). Although the exchange rate of U.S. dollars and Euros constantly
change over time, we considered 50 million U.S. dollars would be reasonable for our
analysis. The number of projects satisfying these criteria wésu@®marized irmable

16). It should be noted that the data souablic Works Finance Project Databaisea

fairly comprehensive database that is well respected in the industry, and their coverage of
infrastructure projects is likely to be impartial. However, there will always be the risk that
projects satisfying the aforementioned criteria may be missing in this database, and there
are projects with missing independent variables and thus dropped #@analysis.

Therefore, in this analysis observations are assumed to be samples, and because the size
is rather smaller than the ideal, the results will be cautiously interpreted, conducting

relevant statistical tests.
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Table 16 Sanple DB and P3 Highway Projects

St Name St Name
AZ 1-17 Upgrade NM US70
AZ  US 60 Superstitiofrwy, Tempe NM  US 550 Widening (formerly SR 44)
CA SR 125 South Bay Expressway (SBX NV  1-15 North Corridor, Las Vegas
CA SR91 NY  Belt Parkway Reconstruction
CA  Presidio Parkway (Doyle Drive) SC  Southern Connector, Greenville
CA SR 22 HOV Lanes SC Carolina Bays Parkway
CO E-470 Tolled Beltway, Denver SC  Veteran'HWY (Conway Bypass, SC 22
CO US36 Exp Lanes/ BRTsecl,Denver TX  183A Turnpike, Austin
FL [-95 Express Lanes, phases 1Aand 1 TX DFW Connector, DallaEort Worth
FL  I-4 Ultimate Improvements, Orlando TX  |-35E Managed Lanes, Dallas
FL [-595 Managed Lanes TX [-635, LBJ Express, Managéas, Dallas
FL  1-4 Widening from SR 44 to EasteBb TX  Lp375 BordetHwy West Extn, El Paso
FL  I-4/Crosstown Connector, Hillsborou¢ TX  Midtown Exp (SH183Mng Lns), Dallas
FL [-75 Widening Nof SR80S.of SR78 TX  MoPac Express Lanes, Austin
FL [-75, Collier and Lee Counties TX North Tarrant Express, Phase 1
FL  1-95 Widening, Brevard/Volusia TX  North Tarrant Express, Phase 2 (Seg. 3

[-35W, DallasFt. Worth
FL IROX I-75 TX  SH 130,ec.1-4, Central Texa$npk
FL SR 9B, Jacksonville, Duval County = TX  SH 130,sec.5 and 6, AustirSan Antonio
FL SR 79 Widening, Washington County TX  SH 161, George Bush Turnpike Wester!
Extension, Dallag-ort Worth

FL  U.S. 19, Clearwater, Pinellas County TX  SH 45 Southeast Turnpike
GA |-75/ 5575 Managed Lanes, Atlanta TX  SH 71 Express Project, Austin
IL Elgin-O'Hare Western Access (EOW; TX  SH 99/GrandPkwy, F1, F2, G, Houston
IN [-69, Section 5 Upgrade TX  Lp 1604 Western Extension, San Anton
MA  Route 3 North Widening TX  SH 601, Liberty Expressway, El Paso
MD Intercounty Connector (ICC) TX  US 77 Upgrade, Kingsvill®riscoll
MN  Highway 212 (new section) UT  1-15 New Ogden Weber Expansion (NC
MN  1-494 (Hennepin County) Widening  UT  1-15, Utah County {(Core)
MN ROC 52 VA 495 Express Lanes, Capital Beltway
MO 1-64 Reconstruction VA 95 Express Lanes
NC TriangleExpresswayRaleighDurham VA  Pocahontas Parkway and Connecté9b
NC Knightdale Bypass US 64 VA  Jamestown Corridor
NC U.S. 17 Washington Bypass VA  Route 288
NC 1-540, Western Wake Freeway VA  Route 58, Phase 2, Hillsville Bypass
NC  1-485, Charlotte Outer Loop WA  |-5 Everett HOV Lanes
NC 1-77 Rehab, Surry & Yadkin Counties

Source: Publi®Vorks Financing
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The dependent variable of the empirical model is the unit DB contract price per
lanemile as contract awarded to a private contractor, in 2009 U.S. dollars, deflated using
GDP deflator of the U.S. Bureau of Economic Analysis. These dostst include all
other costs borne by the public authority, such as the costs to purchase projedt right
way, financing, operation and maintenance, and so forth. For projects with DBFOM
contracts, design build contract price was used for estimatonngtance, while the
project cost of Presidio Parkway P3 in California, which began operation in July 2015,
was $365 mil | i onbuildtohtect pricemf$25d millicsPUbdiceVgorkgy n
Financing was used in the analysis. Similarly, while broject cost of-B5 Express
Lanes project was $940 million, the design build contract price of $618 miRiali¢
Works Financinjwas used for estimation. Unlike BlaBecude et al. (2009), however,
some of the project cost elements that may haveibekmled in the officially
announced estimates such as taxes and fees would be included in our analysis, due
primarily to the aggregate nature of available project information.

In applying such conceptual definitions to the context of empirical investigations,
previous studies have emphasized different dimensions of these projects. For instance,
BlancBrude et al. (2009) as well as Chasey et al. (2012) defined P3s as projects tha
bundle all of design, build, finance, operate, and maintain components, and classified
projects with all other contract types as +R8s. In this study, P3 dummy variables with
various combinations of contract types are used to differentiate the precunemdels.
Specifically, the analysis will compare empirical models with the dummy variables

defined with the following contract types: RBFOM, DBM, and DBF2) DBFOM and
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DBF; 3) DBFOM and DBNMand 4)DBFOM only. These definitions correspond with
what poject components constitute P3, in addition to debigitd: 1) any one of finance,
operation, or maintain (DBF, DBM, and DBFOM) finance (DBF&DBFOM) 3)
maintain (DBM&DBFOM} and 4)all finance, operate, and maintain (DBFQM)
should be noted thate project samples used for our empirical analysis only include
these P3s and DesiBuild projects. As a result, Desigid-Build (DBB) projects are
not included in the analysis.

This is primarily because our interest is, to the exteaitispossiblejn
comparing projects on an equal footing. The traditional DBB model would only procure
the construction stage, after the project design has been completed within the public

authority or by a design firm. While this would considerably change the cosustrot

these projects, it would not be in our interest to explicitly investigate this cost difference.

Furthermoreconducting sound statistical analysis involving DBB projects to compare
against projects procured through other contract types is chaldgrsgnce DBB projects
are generally divided into smaller procurement packages to give business opportunities
for more contractors (Shrestha et al., 20H®nce, the traditional projects in our analysis
is defined as DB projects with all other projectstthre not defined as P3s in respective
scenarios.

Table1l7 summarizes descriptive statistics of the variables included in the
empirical models, as well as their descriptive statistics. LN_LANE is the number of
lanes, while LN_MILE is the length of the facility in mile. These data were gathered

from Public Works Fnancingd at abase, states’ official
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project, andkHWA Office of Innovative Program Delivery Project Profiitabase.
Information was crosschecked for validity.

The number of lanes is also included as an independent variablesbeabe
structural complexity of a motorway considerably changes as the number of lanes
increases. This variable is included as a numerical variable, as opposed to dummy
variables like in Blandgrude et al. (2009), since in the U.S. there appears toder la
variation: in the E.U., 227 samples were mostly-{vimur-, or sixlane facilities, while in
the U.S. 69 samples showed minimum of two, maximum of 24, and mean of 7.28.
Potential linearity was addressed by taking the natural log. Hence, consitiersmgall
sample size, the use of dummy variables to account for the number of lanes is not
appropriate. Assuming that the facilities with larger number of lanes require more
complexities in terms of designing and constructing, the expected sign of ialde/ss

positive.

Table 17 Descriptive Statistics of Independent Variables

Variable Mean Std. Dev. Min Max
LN_LANE 1.848 0.513 0.693 3.178
LN_MILE 2.454 0.932 0 4771
LN_UDURATION -3.069 0.888 -5.004 -1.186
INTERSTATE 0.3571 0.483 0 1
TOLLED 0.429 0.498 0 1
TIMELAPSE 10.586 4.974 1 17
CA 0.071 0.259 0 1
FL 0.171 0.380 0 1
TX 0.257 0.440 0 1
NC 0.086 0.282 0 1
VA 0.086 0.282 0 1
DBFOM 0.186 0.392 0 1
Note: N=69. Aut hor ' s
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The length of the facilities is included in natural log (LN_MILE) to account for
potential economy of scale. BlaBzude et al. (2009) points out that because the
dependent variable is in unit term (per lanie), this variable only captures scale
economes. Hence this study follows in expecting the sign of the variable to be negative.
Also, the samples herein are similar to the European analysis in terms of the uniformity
of project types i.e., fixed link facilities (bridges and tunnels) maintenanceacgnest
area rehabilitation, and other types of projects were excluded. Therefore it is unnecessary
to account for these variations.

Another variable included in the empirical model herein is construction duration
per lanemile in natural log (LN_ UDURAION). Construction duration has been
included as a control variable in the empirical models of some of the studies in relevant
literature (e.g., Meduri and Annamalai, 2013; Bhargava et al., 2010). In the literature, this
variable is used to account forrpeit complexity of works involved in the construction
beyond binary distinction of project types. For example, Menduri and Annamalai (2013),
in estimating the unit cost of P3 highways in India, included binary variables of bridges
and tunnels while alsocluding the construction length. BlaBcude et al. (2009), in
contrast, included percentage of bridges and tunnels in the observation. While, it is not
clear how this percentage is defined, the model of BBrucle et al. accounted for the
presence of ppject components with complex engineering structures and their magnitude
in a sensitive manner. The model of Menduri and Annamalai, in contrast, accounted for
these structurally complex facilities only as dummy variables, but had no way to account

for thar magnitude. Hence the construction duration appears to have accounted for the
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unit structural complexity of each observation. Because the samples exclude bridges and
tunnels, there is no need to include dummy variables to differentiate for thesesfadiliti
addition, construction duration, expected as of the signing of the contracts, was included
as the number of years per unit lange in natural log to control for such variations of
the projects. The expected sign of coefficient is positive, afiécts the engineering
complexity of the samples projects.

Geographic cost variation is another important component in empirically
modeling construction projects. Various cost components of highway construction
projects, such as labor, fuel, materialsg material shipping, are likely to vary across
states. In Blan®rude et al. (2009), labor cost was included, and country dummy
variables were also included to account for unspecified effects including political,
institutional, and others. The Europeanpirical estimation resulted in statistically
significant coefficients of the labor costs and some of the country dummy variables. On
the contrary, the empirical estimations in this study resulted in insignificant coefficient of
the labor costs, with vans specifications, once state dummy variables are included.
Therefore, it is likely that the effect of labor cost geographic variations was absorbed to
state dummy variables once they are included. Hence, it is assumed in this study that the
geographic cdsvariations were all accounted for by the state variables. It should be
noted that some states in the U.S. have closed very small number of project contracts that
meet the criteria. In consideration of degree of freedom in this empirical estimation,
dummyvariables of only the following states with sufficient number of projects were

included: California, Florida, North Carolina, Texas, and Virginia.
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The year in which the project is implemented is also an important consideration.
Flyvbjerg et al. (2004) ahay zed pr oj ect <cost overruns witdt
completion years, hypothesizing that should there have been any learning by the public
agencies, projects in later years would demonstrate smaller construction cost overruns.
Meduri and Annamalai?2013) also used year in which contracts were awarded to private
contractors to investigate any learning curve of agents involved in highway P3 projects in
India in terms of cost saving. Following these studies, the variable TIMELAPSE was
included in the emirical models, defined a8Y'00 00 & 0 YO ip w wsuch that
sample projects whose contracts were closed in the first year in the study period (1998)
would take the value of 1, and values of the following years would incrementally increase
by ore.

Several binary variables are also included in the empirical model to account for
distinct characteristics of some of the projects. INTERSTATE and TOLLED are dummy
variables that, respectively, take the values of 1 if the facility is Interstate Fressedy a
and 0 if not, and 1 if tolled and O if not. Intuitively, Interstate facilities have design
standards distinct from other classes of road assets e.g., lane width, safety features, and so
on. Also, tolled motorways require additional facilities suctoidooths or, more likely
in recent years, electronic tolling systems with sophisticated information and
communication technologies (ICT), both of which would increase the initial construction
costs.

Figure7 is abox plot of the project cost by contract type in 2009 U.S. million

dollars, whileFigure8 is abox plot of unit project cost in 2009 U.S. million dollars per
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lane mile. These figures indicate that DBFOM projects had project costs and unit costs
that were higher than projects with other contracts, while there are a number of DB

outlier observationwith large project costs.
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Figure 7 U.S. Highway Project Cost, 09US$M/lanenile

The analysis will follow Blandrude et al. (2009) in assuming that the
procurement model choice can be considered exogenous when investigatiglg a si
sector i.e., highways. The referenced study points out that the procurement decision is a
function of various factors including asset specificity, disaggregation of large projects to

multiple phases, monitorability of service quality, and projecsreskd their
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manageability. These are likely to be heterogeneous when considering across multiple
sectors, but the institutional environment especially of road sector in this regard is
homogenous across nation. Therefdres, assumedhat the scoping of single sector

effectively serves as a control for the potential endogeneity of procurement model

decisions.
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Figure 8 U.S. Highway Project Unit Cost, 09US$M/lanamile
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Table 18 Estimated Regression Redts

Model Control DBF& DBM& DBFOM
DBFOM DBFOM

LN_LANE 0.733*** 0.704*** 0.674*** 0.645***
(4.16) (3.84) (3.71) (3.51)

LN_MILE 0.629*** 0.599%** 0.574*** 0.548***
(3.99) (3.68) (3.46) (3.35)

LN _ 1.295%** 1.262*** 1.253*** 1.210%***

UDURATION (7.09) (6.70) (6.76) (6.35)

INTERSTATE  0.542*** 0.511%** 0.495%** 0.439**
(3.43) (3.12) (3.17) (2.66)

TOLLED 0.495%** 0.496*** 0.494*** 0.456***
(3.30) (3.22) (3.23) (2.94)

TIMELAPSE -0.00456 -0.00594 -0.00329 -0.00443
(-0.28) (-0.35) (-0.20) (-0.27)

CA 0.504*(1.82) 0.469* (1.75) 0.447* (1.72) 0.385 (1.52)

FL -0.573** -0.655*** -0.563** -0.556**
(-2.64) (-2.84) (-2.58) (-2.54)

NC -0.445** -0.439** -0.420** -0.398**
(-2.43) (-2.26) (-2.23) (-2.13)

TX 0.202 (1.09) 0.176 (0.91) 0.162(0.87) 0.141 (0.74)

VA -0.326 €1.22) -0.348 (1.32) -0.386 ¢1.47) -0.390 ¢1.49)

DBF&DBFOM 0.133 (0.86)

DBM&DBFOM 0.168 (1.09)

DBFOM 0.325* (1.75)

Constant 2.376%** 2.401%** 2.469%** 2.487%**
(6.31) (6.33) (6.40) (6.64)

N 69 69 69 69

df m 11 12 12 12

RSS 15.56 15.40 15.31 14.77

Adjusted R2 0.592 0.589 0.591 0.606

F 10.79 10.18 9.650 10.94

AIC 117.1 118.3 117.9 115.4

Dependent Variable: LN_RCCPLM (Natural log of project cost per-taiie)
Note: t statistics in parentheses. *: p<0.1; **: p<0.05; ***: p<0.01.
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4.4 Results
Table18 summarizes the estimation results of the regression models. Estimated

coefficients of the number of lanes, length of the facility, construction duration per lane
mile, Interstate facility, and tolled motorway are statistically significant. While the signs
of most of the estimated coefficients were in accordance with thesfireation
expectations, the estimated sign of LN_MILE was positive, contrary to the initial
hypothesis. This outcome suggests that sample highway projects demonstrate
diseconomies ofcale: the longer the facility, the higher the unit construction costs. This
may be due to engineering characteristics particular to large highway projects that were
unaccounted for in the estimated models.

The result also suggested that there was nottiemel of the unit construction
cost, since the estimated coefficient of TIMELAPSE was not statistically significant. This
result is contrary to the findings of Meduri and Annamalai (2013), in which the
coefficient in the estimation of P3s and traditiongltgcured projects in India was
positive and statistically significant. It should be pointetithat highway construction
projects require input materials with price levels that may change over the years, aside
from taking the real dollar values. Whilectle may have also been other variations, this
result does not indicate the presence of the learning effect of public agencies in the U.S.
as far as the unit cost of highway projects is concerned.

Dummy variables of CA, FL, NC, TX and VA were included tec@unt for
unobserved statgpecific effects compared to projects in all other states. Therefore, these
states are compared against all other states of the samples, i.e., Arizona, Colorado,

Georgia, lllinois, Indiana, Massachusetts, Maryland, Minnesotssddri, New Mexico,
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Nevada, New York, South Carolina, Utah, and Washington. Estimated coefficients of
some of the states’ dummy variables were s
and North Carolina. Most of these state dummies were significaoss all models, and
the signs of the estimated coefficients were robust with no changes among models. The
coefficient of California was positive, while that of North Carolina was negative.
With respect to contract types i.e., the main variable ofastdrere, the
coefficient of the DBFOM model was statistically significant at 10%. The estimated
coefficient was 0.325: to interpret, one needs to take théoantif the coefficient,
subtract 1, and multiply 100. In this case, the result suggestsehdiffdrence of design
build contract cost per laraile was approximately 38% higher than all other projects,
ceteris paribusWhile all positive, the estimated coefficients of the other two models
(DBF&DBFOM and DBM&DBFOM) were not statistically signifait.
Table19throughTable23 report the results of the statistical tests of these
estimations. Because the statistical tpstsseare not the focusere mathematical
details of these tests are beyond the scope of discussion here. Hence this section will only
provide the results and references for each of the tests presented herein. Fitst, multi
collinearity of independent variables was tested using Wegidnflation Factors (VIF),
as reported ofable19. Following Gujarati and Porter (2009), there appears no
collinearity issue in the estimated models. Following the convention in the literature,

robust standard errors are reporteds to minimize the potential of estimation biases.
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Table 19 VIF Tests of Multi-collinearity by Regression Models

Model Control DBF&DBFOM DBM&DBFOM DBFOM
VIF 1/NVIF VIF 1NVIF VIF 1/VIF VIF  1/VIF

LN_LANE 237 042 246 04063 261 03836 254 0.3935
LN_MILE 587 0.170 6.19 0.1616 6.56 0.1524 6.36 0.1573
LN_UDURATION 6.22 0.1l 6.59 0.1518 6.59 0.1519 6.72 0.1489
INTERSTATE 169 052 178 0.5616 1.82 05482 1.9 0.5260
TOLLED 151 0661 151 0.6613 151 0.6612 1.55 0.6470
TIMELAPSE 1.71 058 1.73 05793 1.72 05823 1.71 0.5858
CA 135 0.74 138 0.7228 1.41 0.7103 1.43 0.6980
FL 166 0.68B 206 04855 1.66 0.6013 1.66 0.6013
NC 1.24 0.807 1.24 0.8064 125 0.7987 1.25 0.7977
TX 1.84 0543 189 0.5286 192 05208 1.9 0.5261
VA 129 0775 13 0.7665 136 0.7328 1.32 0.7591
Proc. model 1.68 05947 14 07129 14 0.7154
Mean VIF 2.43 2.48 2.48 2.48

Table20Ramsey6s RESET Test of Omitted Variabl

Model  Control DBF&DBFOM DBM&DBFO  DBFOM

M
Fdf)  052(3,54) 0.75(3, 53) 1.21(3,53)  1.04 (3, 53)
Prob>F  0.6728 0.5291 0.3144 0.3813

Note: Tests using powers of the fitted values of Dependent Variable: LN_RCCPLM.

The empirical models estimated herein are arguably very simplistic, considering
the complexity of large construction projects. While these models accounted for
unobserved statgpecific determinants through including dummy variables for some
states, yeamecific effects (e.g., sudden and temporary change in material price) were
not accounted for in the estimated models. This is due to the tradeoff between the small
number of observations and the number of regressors acceptable to ensure sufficient

degree®f freedom. Furthermore, there may have been other possible determinants that
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were not included in the models. For example, Blanade et al. (2009) included
dummy variables for urban and mountainous terrains where projects are located. These
variables, vhile important, require theoretically sound definitions and careful
determination of values for each observation, and not sufficient information across all
observations was available to include such variables into the estimated models. For
example, the U.S36 High Occupancy Toll Lanes project is an intercity link between
Denver and Boulder, CO, and necessarily the project passes through both urban and rural
areas, however defined. Unfortunately, the author has not found a theoretically sound and
empirically meaningful guideline to determine whether this project is an urban project or
not. Instead of using such questionable data, estimation results were tested using a post
estimation test for omitted variabldable20reports the outame of regression
specification error test (RESET) proposed by Ramsey (1969). The null hypothesis of this
test is that the model has no omitted variables. The test statistics of the regression models
failed to reject the null hypothesis. Hence, concludirag potential systematic bias due
to missing variables is statistically insignificant, further inquiry into this potential is
reserved for future.

Al so, Breusch and Pagan’s Test (1979)
to examine the potential of leebskedasticity in the estimated results. The former tests
the null hypothesis of constant variance of the estimation results, while the latter tests the
null hypothesis of homoscedasticity. Aable21 andTable22 show, neither tests for all

regression models failed to reject the null hypothesis.
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Table 21 Breusch-Pagan Test for Heteroskedasticity by Regression Models

Model Control  DBF&DBFOM DBM&DBFOM DBFOM
Chi2 (df) 0.43(1) 0.19 (1) 0.06 (1) 0.03 (1)
Prob>chi2 05139  0.6669 0.8101 0.8693

Table22Whi t eds Test for Heteroskedasticity by

Model Control  DBF&DBFOM DBM&DBFOM DBFOM
Chi2 (df) 54.39 (56) 68.62 (65) 67.67 (65) 67.4 (64)
Prob>Chi2  0.5359 0.3558 0.3861 0.3617

Finally, following BlancBrude et al. (2009), normality of estimated residuals was
inspected. Figure 9 is a box plot of distribution of estimated residuals so as to visually
inspect the residuals. It appears that the residuals are normally distributedeaith not
considerably different from zero. Skewnd@srtosis Tests was conducted to formally
examine the normality of estimated residuals (Hamilton, 2008). The null hypothesis
tested was normality of residuals, and the results reportédlide23 show that the test

failed to reject the null hypothesis for all regression models.

Table 23 SK Tests of Residual Normality by Regression Models
Control DBF&DBFOM DBM&DBFOM DBFOM

Pr(Skewness 0.2689 0.3523 0.4556 0.6949
Pr(Kurtosis) 0.3803 0.311 0.3203 0.3819
Adj. 2.07 (2) 1.96 (2) 1.6 (2) 0.96 (2)
Chi2(d.f.)
Prob>Chi2  0.3556 0.3748 0.4496 0.6236
Note: N=69.
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Figure 9 Box Plot of Regression Model Residuals

Overall, the fit of the estimated empirical models ranged between 0.59 and 0.61,
which is comparable to other similar studies, whose equivalent figures range from 0.42
(Meduri and Annamalai, 2013) to 0.79 (BlaBwude et al. 2009). It is notable that the
model fit was almost equivalent among all estimated empirical models, showing no
significant difference from each oth@mble18 also reports Akaike Information Criteria
(AIC) of each of the estimated models. While the model witiDBEOM only dummy
variable shows the lowest result (115.4), the differences with those of other models
(117.2118.3) are very small. Nevertheless, only the DBFOM model shows any statistical

difference of P3s with other projects, hence is the preferred rimothe$ analysis.
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4.5 Discussion and Concluding Remarks
PublicPrivate Partnerships have become a popular procurement model for U.S.

states to continue investing in infrastructure, a critical input to their economies, while
pursuing efficiency and overouong their fiscal constraints. Claims often made regarding
their cost saving and innovative features, however, have not been verified in a rigorous
manner, and critics have called for close scrutiny of the performance of existing P3
projects. Because ofédir long contractual lives and the fact that they began being
implemented only in the last two decades, full lifecyoteposianalysis is still not
possible. In this context, the aim of this study has been to serve as one of the early studies
to compare fghway P3s and traditionally procured highway projects with regard to their
design and construction costs. P3s remain one of the contentious political issues in a
number of countries, such as in Canada (Syemiatycki, 2015). Therefore, the need for
objectiveanalysis of their performance and unbiased communication of their advantages
and disadvantages cannot be overemphasized.

In this study, construction casfi.e., desigfbuild contract priceger lane mile of
highway projects was empirically specifiedaaiinction of various project features (e.g.,
the number of lanes, Interstate facilities, etc.) and institutional environments (i.e., state
dummies). The difference of unit construction costs due to contract types was specified as
dummy variables followig the approach commonly employed in the literature. The
results indicated statistically significant differences of, on ave®)8%, between
DBFOM projects and highway projects with all other contract types32H#6o

difference can be qualitatively abtuted to amix of the three sources describadhe

183



preceding sectionglthough, as in BlanBrude et al. (2009) noted, quantification of the
effect of each of these sources is challenging.

In interpreting this result, the discussion herein is basdlarc-Brude et al.
(2009) and MakovsSek (2013). The construct.i
traditionally procured projects due to three sources. First, the DBFOM contracts require
private contractor to operate and maintain the facility thrahgHife of the facility,
while, supposedly, givinthemthe freedom to design and construct so that the lifecycle
costs of providing the facility can be minimized. Second, by bundling these project
phases, DBFOM contract effectively allocates the coostm risks to the private
contractor, so that the sponsoring public agency will not incur the costly construction
risks. The contractor will charge premiums for the risks transferred to tBehedule and
cost overruns have long been problematic in pukticks. Critics have warned that the
project decisiormaking processes that give approval to lesgale infrastructure projects
could cause Pareto inefficient allocation of scarce resources in society. Allocation of this
risk to the private contractor anttlusion of private capital at risk in project financing
arrangement have been considered as an effective approach to incentivize the contractor
to exert its effort in managing this risk.

The contracprice (project design and construction) can be d#feras the timing
of contract award may serve as distinct reference point in the process of project delivery.
MakovsSek (2013) pointed out thattpbudhi | e co
might still be subject to the construction cost overrbgghe time of contractual

commitment, cost overrun would have decreased considerably, if not dissipated. Hence,
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MakovsSek suggested that the unit cost diff
procured highway projects should have been larger ttea84% estimated in Blanc
Brude et al. (2009), which had initially been interpretetbdsave been dominated the
premiums of construction risk transferred to private contractors.

The analysis herein only includes Desiguild and P3 projects. In th@wctext of
the above discussion, the estimated unit cost differences control for the different
reference points of cost overruns, since DBB projects are excluded. Therefore, the above
discussion suggests that the innovative investments to optimize tlyeliéfeosts of the
facility, as estimated in this analysis, appears to be larger thaexmsiance, as
suggested by BlarBrude et al. (2009). In this regard, the finding from this analysis
resonates with the view preseusoradd by Makov
Saussier (2014), who questioned private contractors had really made innovative
investments for life cycle cost optimization, a closer scrutiny is necessary to identify
these innovations and quantify their cost and efficiency implications.

The amlysis faces a number of limitations that warrant exercising cautions in
interpreting the results. First, the scope of the analysis is ongxthatecost of delivery
at the time of contract award. Actual construction costs €ixgoos} is not accourdd, let
alone the lifecycle cost comparison. It would have been insightful if benchmarking with
construction cost overrun estimates from other studies was possible. Unfortunately, this
study compares DB and P3 cont rgamotstudes i c e s,
have explicitly estimated the differenceexf posiconstruction costs between them.

Therefore, directly comparing the estimates herein and those in the literature can be
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misleading. Relevance of the findings with respect to the policy dehates overall P3
models is therefore limited. Second, the data used for the empirical estimation were all
from public domain. If any of the projects have private information that influences our
understanding of their cost structures, the true estimatbs empirical models might be
different.

More importantly, there ia possibility that P3 contract models have been used
for projects with particular characteristics, such as complex projects with sophisticated
engineering designs. If such were the céisen the estimated coefficients would have
been biased. Nevertheless Table18 shows, both P3 and DB contracts were used for
highway megsgprojects (e.g., over US$1 billion), which are likely to involve engineering
complexities peiiculartomeggpr oj ect s. Besi des, as suggest
on the history of infrastructure projects, (2003, these mpegjacts existed even before
the emergence of P3 models. Therefore, the assertion that DBFOM projects have
particular claracteristics that differentiates its unit cost structure would be arguable.
Similarly, private firms bidding for P3 projects are likely to have more degrees of
freedom of biding with respect to scopes of work, istment strategies, etc. The
reference point of these decisions for P3 projects can be very different from those for
DesignBuild projects. The differences in reference points in this regard may not be fully
controlled for. This remains as potential limibat of the estimation resultdt any rate,
closer scrutiny regarding the innovative investments employed in particular P3 projects
should continue to deepen our understanding the effectiveness of innovativeeprent

models.
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From a broader perspective on P3s as a policy subject, the discussion thus far
depicts the poor state of knowledge regarding the performance of value for money that
P3s have been presumed to provide in the existing infrastructure getgane. The
result of the present analysis only deals with contractual commitment stage of highway
projects i.e.ex anteestimations as of contractual commitment, and it says nothing about
the actual performance of design and construction phases ofdyd3s. Moreover, the
finding from this analysis does not include maintenance and operation phases of these
projects. In this respect, Lind and Borg suggested that, as far as operation and
maintenance activities are concerned, no significant differerecbden found between
P3s and publicly operated and maintained highway assets (2010). This aspect also
requires further investigation. Overall, the vafoemoney propositions that are used to
justify the business cases of P3 projects have hardly beeatealifrom the empirical
standpoint. The critics’™ call for more and
the performance are still relevant, and perhaps their importance is growing, since now the
use of the procurement models is no longer constdexceptional in the U.S.

Besides the need for continuous evaluat
directions for future extensions of the present study. First, the limitations of the analysis
need to be addressed to minimize the potential bias. These include accounting for
geographic and time variations of projects inputs (e.g., labor, material, and shipping
costs)instead olusing the state dummy variablédso, contrary to some studies in the
literature, (e.g., Flyvbjerg et al., 2004), the year in which project contkacesawarded

did not result in statistically significant associations with the unit project costs. Inclusion
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of the variable may be questional#®cond, more samples should be added to strengthen
the statistical properties of the results, since the cusample size (69% not necessarily
sufficient to ensure asymptotic assumptions of the empirical models and statistical tests
are satisfied. Also, granularity of the data should be enhanced to enable closer scrutiny of
the scope and costs of works invadvin the delivery of sample projects.

Furthermore, as pointed earlier, the present study does not add to the knowledge
regarding the difference between highway P3s and traditionally procured highway
projects with respect to their operational and mainteaactivities. Therefore, analysis
of ongoing highway P3s and public operation and maintenance of highway facilities is
also a critical addition to the body of knowledge on P3s as a policy subject. In summary,
advocates of P3s should be reminded that tt@ims have yet to be founded empirically,
and continuous research activities is necessary to truly evaluate their performance and

validity of these arguments.
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CHAPTER 5 CONCLUSION

The present study has inquired various dimensions of infrastruatblie-private
partnerships (P3s) that are relevant for policy makers but haveeanfully addressed in
the scholarly literature. The three essays oupthe understanding of highway P3s in
several respects. First, in statistically analyzing the assmtsebetween various factors
of U.S. states and their use of P3s, Chapter 2 extehddzbdy of knowledgby
considering not just political factors (e.g., Republican governor, and margin of election
victory) but also the election cycle. From the perdpeaif political business cycle
literature, this study adds to thaderstandingf state behaviors by explicitly considering
the use of innovative contract models (P3s) for economic infrastructure investment.
Furthermore, while empirical considerationpaflitical and institutional drivers of P3s
has been mostly in the context of developing world, this study extended the framework to
the U.S. contexiResults of the empirical model estimatedhe analysis raise number
of insights as well aguestionsegarding the use of P38iscal conditions were
associated with the number of projects to reach contract closes: the larger the debt growth
in the previous year, the smaller the number of contracts to close, while the larger the gas
tax revenue in the prewus year, the larger the number of P3 contracts. Also, the use of
P3sappeared to have bedriven neither tavoid taking political risks when margin of

election victories is smafpolitical contestability theory) nor tmanipulate voters
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through boostig infrastructure investment in years prior to the elections (political
business cycle theory). The decisions were more nuanced, although election cycles and
political conditions did appear to influence the use of P3 contracts. These findings are
insightfu for private contractors in making investment decisions for particular projects,
since these largscale infrastructure projects typically costs millions of dollars just to

bid. The results are also relevant for policy makers, since facilitation otitretil
environment favorable for private investment is desiradiee ironically some U.S.

states are beginning to be recognized as a politically risky markets, through experiences
where wellknown P3 candidate projects faced considerable politicalecius.

Based on the theoretical models of road network design and incomplete contract
literature, Chapter 3 evaluated procurement models (unbundled, bundled, and private
monopolistic deliveries) for an abstract toll doaroject, with respect teocial wéfare
and other state variabldgnbundled procurement scenario, which is equivalent to the
conventional desigbid-build (DBB) procurement by the public agency, was found to
have no incentive effect for private contractors to invest in innovative tedhesiom
optimize lifecycle of the facility, unless explicitly contracted. Bundled procurement,
equivalent to desigbuild-operatemaintain (DBOM) where the private contractor is
responsible for providing the facility for fixed payments through the prbject
incentivizes innovative investment only to the extent the technology minimizes the
facility s |lifecycle costs. Under private
account for the benefit of the innovative technology to the users in sitimgvel of

innovative technology investment. If in the concession agreement the toll is set to
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maxi mi ze social welfare (i.e., as opposed

the level of innovative technology investment is unambiguously léingerthe other
procurement models. Otherwise, comparative statics would depend on the slope of the
demand curveThe results suggested that the project decision making procedures
employed commonly by U.S. states, where Benefit Cost Analysis and Valu®fayM
analysis are conducted separately, may result in biased results. Consideration of welfare
effects of alternative procurement models at earlier stage, or in a repetitive manner, may
be desirable to enable policy makers to make informed decisions.

In Chapter 4, unit desigbuild (DB) contract price of large highway projects were
statistically compared among contract types. The chapter inquired whetlegraht
contractprices of P3 projectswhich include, in addition to DB, maintenance (DBM),
finance(DBF), or both (DBFOM), is significantly different from traditionally procured
DB projects at contra@ward In addition to the theoretical findings in Chapter 3, P3
contract prices would also include premioftonstruction risks transferred to the
privatecontractor The empirical analysis tested the hypothesis that the DB contract
prices of P3s would be higher than the traditionally procured DB projects. The estimation
results indeed supported tigpothesisand suggested that the prices were likelyave
refleciednot only the construction risk premiums but also innovative investments for
lifecycle cost optimization.

These findings lead to a few insights relevant for policy makers. First, the
complex and nuanced relationships between politicaditons and the use of P3s

suggest that private contractors may face uncertain political risks when considering
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biddingfor P3s in a particular state in a particular year. While some, primarily from
political economy literature, have argued undeniablérelo n s hi ps bet ween st
economic infrastructure investment behaviors and the political climate the decision
makers face, theories that underpin the use of P3s are based mostly on economic and
financial considerations. P3s are complex undertakings tipait eesubstantial
investment for private contractors just to bid for a project. Political risks, if significant,
may deter private contractors to consider
Establishing institutiondrameworkswvhere the influence gdolitics can be limited may
encourage private investment in participat
theorized efficiency gains of the innovative procurement models can fully manifest.
While in the relevant literature that focuses on developing countries context necessarily
need to considaaspects such dle rule of law, couption levels, and other factors that
are considered influential for private investment, in the U.S. this findings may have more
specific implicationsLegd challenges are rather common in large infrastructure i
in the U.S. Political challenges are not uncompeaming fromthe legisative branches
or even from the executive branches when a nevemor replaces the incloent.The
discussiorwarrants continuingxploration of an institutional design that balances
democratic decision makirand efficient project delivery.

Also, while theories strongly predict private contracemesincentivized to invest
in innovative technologies to optimize the lifecycle costs of delivering an infrastructure
project, most of P3s at least in the U.S. began operation only in recent years. With

decades remaining for their contractual relatiorskopcomplete, their theorized
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advantages have not been empirically supported by any means. Even if initial capital was
designed and constructed with the aim to optimize the lifecycle costs, the lifecycle cost
efficiency will not manifest if private partreconduct O&M activities in poor manners.
It will be desirable if continuous monitoring and scrutiny by sponsoring public agency
are possible to ensure sound performance of private contractors in terms of fulfilling their
contractual obligations throughe contractual lives. Further inquiry into the performance
of ongoing P3s will be necessary.

The analyses herein pogtb a few directions for future inquiry. Regarding
Chapter 2the next step will be to construztformal theoretical model to explicitly
model the use of P3s to evaluate the relationships between unique features of innovative
contracts and their political risks that affect decisions of policy makkestheoretical
model can be used to refine the empirical models of institutions favorable for the use of
innovative procurement contracts. Logistic or ordered logit regressions can be employed
in addition to the regression models used in the analysiszhdepending on the
assumptions of the mechanisms of innovative procurement decision mafirg.
empirically testing such models can be challenging in the U.S. context due to small
number of P3s to date, findings from such theoretical analyses carahagfal to
various entities involved in the P3 industry.

The theoretical models in Chapter 3 can be significantly enhanced to be more
relevant to network and procurement problems in the real project context. First,
consideration of various project risfesg., revenue risk, construction risk, and risks

during the O&M phases) will be essential to be able to underpin empirical analyses as in
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Chapter 4The current deterministic models can be extermeaicluding stochastic
terms to explicitly model risk Elcation of contract types, and various policy scenarios
can be examined to understand behaviors of ag&lsts.the current static models can be
extended to be dynamiwhere agents adjust their strategic decisions responding to
changes in the systerA number of policy relevant questions can be addressed,
including: renegotiations of contractual arrangements in response to changes in project
environment; and examination of mytihase development strategies, initiated from
public or private partnerginally, the model can be extended to a full scale network to
evaluate various network capacity expansion scenarios, which will then allow
consideration of competing facilities to candidate projects for private investment.

The analysis in Chaptenill needto be improvedas regards the empirical
models: explicit inclusion of project components in the cost function is desirable to
account for their geographic variations, rather than the rather ad hoc approach to use state
dummies. Also, more samples will mkt® be included to ensure the asymptotic
assumption of the OLS estimation is not violatedlatedlythe potential differences in
the referene points of private contractorsidding decisions (e.g., scope of work,
investment strategies, etc.) between P3s and D&sigd projects need to be accounted
for, desirably with more refined dat@omparison of O&M costs between conventional
and innovative procurement models will also be meaningful for policy makers.
Infrastructure P3s remains a subject ratevo policy makers, and continuing scholarly

inquiry is desirable to ensure this policy instrument is vaheatingfor society.
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APPENDIX

Appendix A: Chapter 3 Base Case Scenarios
This appendix presents detailed mathematical discussions on theabase

scenarios of the model in Chapteiltds assumed that at least one global optimum exists

for each of the scenarios analyzed in this section.

Unbundled Procurement Scenario
The first order derivative of3(21) with respect td is as follows:

reoro. 1o, 160
S N 5 Ol L
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Because of the user equilibrium conditi@ilé), the first two terms cancel out to
equalt:
N —‘T 0__‘ op 8
The opimal toll level is:
T° 00— 0¢ 8
The first order derivative of3(21) with respect tdl is as follows:
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Using the demand equilibrium conditio®.14), the above reduces to:
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Inside the bracket cancels out using (Al),
— O— — ouv 8

The optimal capacity rule is therefore:
" Z(#‘OT [‘) ) T b © 8
— U — 0
T U @
Bundled Procurement Scenario
The remainder of the anaig assumes the existence of an interior solution for
each of the base case scenari os. Il n t

function is B8.24), the optimal condition with respectstas:
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Since linearity is assumed of the objective functions with respect,ta special

case is considered here in which the above condition, equivalence of the initial
investment and lifecycle O&M cost savings, is met. Thiw¥ahg functional forms are
assumed:
© i a i dAd o h
O » a d a A2 op T,
Subtractingd ¢ from Oe
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An explicit solution with respect to can be found at:
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As shown in the previous subsectien,does not influence the decision of public
agencies with respect fo andll . Furthermore, based on the discussion regarding

(3.20),

. . T op p8

Private Monopolistic Delivery Scenario
Following the main text, the optimal level of innovative investment is derived,

and using backward induction, the optimal levels of capacity and toll are determined.

The firstorder derivative 0f3.29) with respect td is as follows:
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The first order derivative of3(29) with respect t® is as follows:

T ro T O1o
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The optimal condition of is therefore:
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APPENDIXB Chapter 3 Multi -jurisdictional Case Scenarios

Global Welfare Maximization
For the sake of comparison, it is assumed Ttin this scenario. Téfirst order

derivative of(3.46) with respect td is as follows:

T . o ___tTotuo TO0 _ . .Totv 1o . | .

v OV OV gy oo by ogyool
.TotT0d to'to . . . tToto tTo 508
"ot torr oY “rort Tt ° op

Using the user equilibrium condition3.38) and @3.40):

TLO Al : &%) TLTH
T 0 00U 00U 0 T
&Tio D O ™
RE °v
As a result,
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Pot0. T0TD 107D ToThTU 101D
R fort “fort “fofoff “foff

.ToTo1to
Vroto Tl

After rearranging, the level df that maximizes3.46) is:

T4 1o TOTL . To 110 -
O f0 fofo °Cf0 To0f0 06

T z

Thefirst order derivative of (46) with respectltois as follows:

T .. o ___tTotuo 'tTO ,_ . . To . . .TotTo
.IT OU.IT OUTUT" T" 0 Hi lITOUI"U UF,IT
.T6 _1Totv _toT0'Ttuv ToO'ToO | SRy
Y1 Yrotnr Ytotorn ford

. To0to .ToTouto T 010 10, 55 8
Yrotn Ytotortm o fmofm T 00
Using the user equilibrium conditions (38) and (40):
5 ) il b 1o 4
'|T V) O uv OV (0] TT
TUTU,O‘ o
'|T'|T V) OV Tt
As a result,
1 1o TeTb STo rof0  10T0TL oY
T T ToTl T ToTl TOTO T TO T

.1ToToTo T O1 O
Usototn fn T

The optimizing capacity rule is therefore as follows:
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ToTu . 1To Tolv ;

ot v . T0 ToU +oog To 1o
ot T 10 0 Tofo 10 010
which can be rearranged as:
.70 To ., To 1o To'toO . To 1070
O— — U — - — 0 — —
T To Tu To'tvo To Tou'tvu
To 1o Tolo . 1To Tortvu
fo fo fofo " {0 fofo
IIZT"OTD .10 .
o U ot
Suburban City Welfare Maximization, Unbundled Procurement
The opti mal l evel of private contractor

that maximizes the objaee function of private contractoB#9) is as follows:

e M 6u 8

The public agency optimizes its decision model, accounting for the above. The

first order derivative of3.51) with respect td is as follows:

\

Te . T0 To o . Totuv 10, . . . TorTv
T—_'_ OUTT FOUH' UTUTT T_l_OUh) UT_T_
.1To0TotTu To , 508
fofott 1t ° ¢
Using the 8.40), the above reduces to:
T Td L TeTd ToTD I T0TOT
T T To?t Tor ToTo Tt
The optimal toll level in this scenario isttefore:
To To Toflvu by 8

TO T0 ToTvo
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The first order derivative of3(51) with respect tdh is as follows:

Te .. To o . . .16 _Totuv 'tTo . . .
—T" OU.ITIITOUI’H U.IT UTUT" T"ouh)
.1Totvu .1ToTu'tvu TOTUTU6_ U8

Yot Ytotortn fnofn ot

Using 3.40), the above reduces to:

Te &T l‘)TC‘J l‘)TC‘JTU l‘)T(‘)Tl‘) l‘)Tle‘)Tl‘) T O
RN il R IR totToTn Tl
T o 5008
W ow
Rearranging the optimahpacity rule:
T O1 0 To .10 _Totvu .TotTo .TotTu1to
TR Yoo Yrorn Ytotan Yrotord
.10 1To . T 10 Totvu
Yoot Y'r9 To ToTu
.10 To . 10 10 1010 . 10 To To0T0
o Yo to foto Yo fo Tuto
,] 010 .10 N
I ot VT op T8

Suburban City Welfare Maximization, Bundl ed Procurement
Theleveloff t hat maxi mi zes the private contr a

scenario 8.54), which is derived by taking the first order derivative and setting it to zero,

is as follows:

o i
! o 6p p8
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Since linearity is assumed of the objective functions with respect,ta special
case is considered here in which the above condition, equivalence of the initial
investment and lifecycle O&M cost savings, is mdte Tollowing functional forms are
assumed:

© i i A 0p ¢8
0 o ad a A2 6p oh
where it is assumed thiath hd manda 18
Subtractingd ¢ from'O
i a J i a a2 T
An explicit solution with respect to can be found at:

. _ 0p 18

Assumingd i andi a,
. L1 O0p v
As shown in the previous subsectien,does not influence the decision of public
agencies with respect fo andll . Furthermore, the preivate coc

is equivalent irthe scenarios where the urban city is the procuring agency.
- e 6p 8

Urban City Welfare Maximization
The optimal | evel of private contractor

in the ubundled procurement scenario, when the urban city is the procuring agency, is as

follows:
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z

. Tt 6p xh
which is equivalent to the case where the suburban city is the public partner.
When the comtct is bundled, as was in the case of (B7),

T O1 0

S el 0p s
Assumingi i it manda @
, a i , 50 08
 a P
The first order derivate of 35 7) , ur ban city’s objective
t is as follows:
Te ’OUTUTU TUTUC‘)UV‘ l‘)TC‘)TUTU L‘)TC‘)TU b
T TotTt 107174 TotTo Tt ToTt
TTO 6¢ ™
T ¢

The first two terms cancel out due to the user equilibrium cond®id0), hence:

T AT £ T
T foTo7f ~foff T

The toll level that maximizes this objective function is as follows:

. o~ To To ToTu 10
T U O T T oTo T
~ To 10
o o [0 10, 107F T T 10
! T To 1o 1o
To
, .10 . To .
T UF U U o (@:2)) 0¢ p8
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The first order derivative of3(57) with respect tdh is as follows:

T« . Toto tToto | . .ToTv _ToTu'tvo TO

T O o ol Ve Urorornm T
To 10O .
T 0¢ ¢8

The first two termgancel out due to the user equilibrium conditid4Q), hence:

T p 1010 ToroTy TTO 1o 10
T Totl TOTO T Tt T

The optimal condition off is:

T 0 T"OTl‘)Jr . ToT0 .1ToToto
om0 Yyorr Yfortord
Plugging in (B21),
v To 1o e 1o _TotTvu 1o
TO o 10 10 1o
— (@=2))] —_— — C) —
i o 1o T
u
—~ T T0 n
10 10 1o U+
TO TO 10 }.
To r
which can be rearranged to:

To C To 10 © s 10 S To
'|T L C= T_ T_ U GCa W v Ox TT
To . To 10
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Using 843),

Global Profit Maximization
The first order condition of3(62) with respect td is as follows.

After rearrangingthe optimal toll for the private contractor is as follows:

., . 16 1o | ,
T UT+Oea) 0¢ 18

—a
—a

The first order condition of3(62) with respect td is as follows:

re TTU T 010 o
T R

After rearranging, the optimal rule becomes:

T 01 0 To

T TTlI
.10 10 . T0
To 1o ..
tofo fo O
i 16 18°

Therefore, the optimal capacity rutethis scenario is:

. 016 10

I I '|T U W (0] § vh

205



which is equivalent to the other scenarios. However, due to the higher ldvel of
the traffic level is smaller, and hence the capacityalsb depend on the parameters.
Numerical analysis that follows will demonstrate this point.

The first order condition of3(62) with respect te® is as follows:

i o 1O D )
T e 0c &

After rearranging,

Using (3.44),
rotu To 10 TT °
e Vit P sTe
Using 3.19),
< e 6¢ yh
and,
e e 7 6¢ uB
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