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It is the public works financing reality that P3 advocates
in the U.S. know all too well: tax-exempt bonds (the Ex-
Factor). Both of us have deep roots in the conventional
municipal bond business. We have watched through the
years as proposed P3 projects have encountered the regu-
latory thicket of “private activity bond” (PAB) rules.
These rules, established by the Internal Revenue Code and
IRS regulations (collectively, the “Code”), seek to limit
the volume of tax-exempt debt in the market, and conse-
quent revenue loss to the Treasury. Achieving tax-exempt
status for PAB bonds has proven to be crucial to P3 pro-
ject economics. In fact, P3 activity in any particular infra-
structure sector turns out to be largely correlative to the
degree of flexibility that public agencies have to sponsor
P3 projects in that sector on a tax-exempt PAB basis.

We use P3 (public-private partnership) here in the con-
ventional sense of a single contract for design, construc-
tion, financing, operation and maintenance of a public
work. The essence of the transaction is a private project
financing of public infrastructure. Private debt, of course,
ordinarily is incurred by borrowers that own the assets
they are financing. In a P3, the privately financed proper-
ty typically is owned by a public agency. The anomalous
nature of this arrangement lies at the heart of resistance to
attempts to secure greater liberality in the use of tax-
exempt financing for privately financed public works.

Private Activity Bonds

Interest on private debt is generally taxable under the
Code. The Code refers to private debt issued by a munic-
ipal bond issuer as a “private activity bond” (a “PAB”).
An obligation is a PAB if both of two tests are met: (1) the
“private business use” test (or more simply, “private use
test” and (2) the “private or security interest or payment
test”). The private use test is met if the project financed
with bond proceeds is used in the trade or business of a
private company. The private security or payment test is

met if the payment of more than 10% of the debt service
on an issue of bonds is derived from payments in respect
of property to be used for a private business use.

When a private company finances a project under a P3
structure, both tests ordinarily are met. The bonds are
issued by a “conduit” municipal bond issuer; the proceeds
are loaned to the project company; the proceeds finance
the project; the project is used in the company’s trade or
business; and the bonds are payable from the loan repay-
ments made by the company to the issuer based on avail-
ability payments made by the public agency for the pro-
ject, thus satisfying the private payment test. Accordingly,
P3 project bonds issued through a municipal issuer nor-
mally constitute PAB’s, and are thus taxable.

The basic PAB restrictions have been in the Code for
over 40 years. They were created at a time when major
companies were beginning to issue conventional corpo-
rate debt through conduit municipal issuers in order to
secure tax-exempt status on what would normally be tax-
able debt. Congress closed this “corporate welfare” loop-
hole when the abuse became obvious.

Exempt Facility PAB’s

In closing the PAB loophole, exceptions were created.
These exceptions are known as “exempt-facility bonds”
(“EFB’s). If a project qualifies as an “exempt-facility”,
interest on municipally issued EFB’s is federally tax-
exempt. Several procedural requirements and substantive
limitations apply, and the bond interest is still subject to
the alternative minimum income tax. Nonetheless,
Congress opened the door to private tax-exempt financing
of projects in certain favored sectors.

There are 15 exempt facility categories. The most
widely used are housing, airports, transportation, water
and solid waste. The theory for exempting interest on
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exempt facility bonds from federal income taxation is that
the “exempt facility” assets serve the general public, and
that the general public users will benefit from the lower cost
debt. Interestingly, the exempt facility classifications do not
distinguish between whether the facility is a “private work”
or a “public work”. Thus, airport bonds can be issued for a
hanger used by American Airlines (private) or by LAX
(public); water bonds can be issued for a treatment plant
owned by United Water (private) or by Miami-Dade County
(public); and solid waste bonds can be issued for a transfer
station owned by Waste Management (private) or by New
York City (public). In sectors like transportation or social
infrastructure, where all assets are “public works”, the own-
ership/beneficiary question does not arise. But because, in
many sectors, private corporations can directly benefit from
PAB’s, the perception of who benefits from an “expansion”
of EFB issuance authority is muddled. Congressional reluc-
tance to change the EFB rules can be traced in part to a gen-
eral assumption that private companies, not governmental
entities, benefit from EFB issuance. The concern is not
entirely baseless, since private owners can and do use
EFB’s for “private works” that benefit the public only in a
general sense in such sectors as housing, airports, water and
solid waste.

EFB’s in general are subject to annual volume cap lim-
its. Each state has a limit of $100 per capita, subject to cer-
tain total annual minimum amounts for smaller states. State
law governs the process of allocating the volume cap among
competing applicants in various exempt-facility sectors.
Housing (for low and moderate income families and first-
time home buyers) has normally been favored over all other
sectors. Before the financial crisis, little cap was available
in any of the non-favored sectors. Due to market conditions,
in the last five years, large amounts of volume cap have
gone unused. Circumstances can be expected to revert to the
norm as the economy improves.

Transportation Sector

Until 2005, surface transportation projects (i.e. toll roads,
bridges, tunnels and transit projects) were not included in the
Code list of exempt facility projects. There was thus no abil-
ity to achieve tax-exemption for P3 transportation project
debt. Accordingly, early privately developed transportation
projects were financed using taxable debt. Examples of these
projects included the Dulles Greenway in Virginia, the
Camino Colombia Toll Road in Texas and the SR-125 and
SR-91 Projects in California. These initial privately devel-
oped transportation projects were developed under a rate
regulated public utility model with private equity and debt
investors taking all construction and operating risk.

The P3 transportation industry well understood the
extent to which the unavailability of tax-exempt financing
was inhibiting the widespread embrace of this delivery
method by public agencies. Accordingly, the industry lob-
bied for and secured, against all odds, an amendment to the
Code allowing the issuance of EFB’s on behalf of private
companies for transportation projects. A national EFB vol-
ume cap of $15 billion was established, administered by the
FHWA. This change to the Code, together with the TIFIA
program, has brought the life-cycle cost of transportation
projects procured on a tax-exempt P3 basis into a range that
is often seen as more cost effective than conventionally
delivered projects. Since 2008, with EFB’s available, most
P3 transportation projects have involved private project
debt issued on a tax-exempt basis.

Examples of these projects include the Denver
Regional Transportation District Eagle P3 Project, the
Midtown Tunnel Project in Virginia, the Goethals Bridge
Project in New York and the Ohio River Bridges Project
in Indiana. These projects were financed with a combina-
tion of EFBs, private equity, TIFIA loans and public equi-
ty. In each case, the P3 form of delivery not only provid-
ed a cost effective funding solution but it also accelerated
the delivery by 10 or more years compared to a more tra-
ditionally procured and financed approach.

The transportation sector’s ongoing challenge will be to
persuade Congress as to the merits of continually raising the
national transportation EFB volume cap as more and more
projects are built on a P3 basis and demand for the trans-
portation EFB cap increases.

Water Sector

Unlike transportation agencies with their own sector-
specific, national EFB volume cap, municipal water util-
ities must compete within each state for an allocation of
the general EFB volume cap. Water utilities thus com-
pete with housing, airport, solid waste and industrial
development EFB project applicants. As noted earlier,
this competition is both with private company applicants
and with other governmental applicants (depending on
whether the project is a private work or a public work),
and housing is favored. The amount of yearly EFB vol-
ume cap available ranges from a few hundred million
dollars in small states, to over $2 billion in the largest
states. Each state has its own allocation rules governing
sector preferences, application procedures, formal allo-
cations and unused cap carry forward.

The uncertainty over whether EFB volume cap will be
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available constitutes a major impediment to procuring
municipal water projects on a P3 basis. Potential project
delivery methods are considered early in the development
of a water or wastewater project. In general, bonds for a
project are not issued for 18-36 months after delivery
methods are considered and decided upon. At that early
planning stage, it generally cannot be known whether the
state will issue a EFB allocation for a proposed project.
Without that certainty, local water project decision makers
have to assume any P3 project debt will be issued on a tax-
able, not a tax-exempt, basis. That assumption can be fatal
to P3 because of the perception that a P3 project funded
with taxable debt will be more costly than a similar project
funded on a tax-exempt basis, and other project delivery
methods are chosen.

The San Diego County Water Authority’s Carlsbad
Seawater Desalination Project demonstrates the impor-
tance of tax-exempt financing to P3 water projects. In
2012, when the project was financed, EFB volume cap was
widely available. Poseidon, the private sponsor, was able
to issue $750+million in project bonds on a tax-exempt
basis. This saved the Water Authority perhaps $200/acre
foot in water purchase payment costs, bringing the project
to an affordable level. Had the project been financed in
earlier years, EFB cap would likely have been unavailable,
and the project likely deferred.

Numerous attempts have been made over the last 15
years, by the U.S. Conference of Mayors, the National
Association of Water Companies and others, to remove
water projects from the EFB volume cap. The effort has
resulted in the introduction of bills passed separately by
both houses of Congress in recent years, and in the inclu-
sion of a policy statement this year by President Obama in
his tax proposals, each of which would remove water
EFB’s from the volume cap limitation, and thus end the
allocation uncertainty which stymies water P3’s. The water
industry, however, is still awaiting full Congressional
action.

Social Infrastructure Sector

There is no exempt facility category in the Code for
social infrastructure (governmental buildings), despite the
fact that about one-third of all tax-exempt municipal bonds
are issued for social infrastructure projects delivered in a
conventional manner. This is because, when the exempt
facility categories were created, no one ever envisioned
that a private company would finance a governmental
building. Thus, ironically under present tax-exempt bond
law, social infrastructure is the most disfavored category of

public works when it comes to P3 project delivery. Tax-
exempt financing of social infrastructure on a convention-
al P3 basis through PAB’s is simply not possible.

Social infrastructure P3’s have enormous potential. The
State of California’s New Long Beach Court Building P3
is an example. This award-winning project, now in opera-
tion, proceeded despite the absence of tax-exempt financ-
ing. On a purely quantitative basis, it was difficult to
demonstrate a clear cut life-cycle P3 cost superiority.
(Taxable debt interest rates were in the 6¾% range, in
comparison to the State’s tax-exempt municipal bond rates
of perhaps 2% less.) The decision to proceed thus was
based on the well-known and significant qualitative advan-
tages of P3. These include expedited delivery; an integrat-
ed asset development and management; innovation and
architectural excellence engendered through design com-
petition and team collaboration; life-cycle focus; guaran-
teed completion schedule; and building performance
assured through availability payment deductions. The
demonstrable success of Long Beach proved the viability
of P3 delivery for social infrastructure. But what lingers is
the critics’ assertion of the obvious – that lower cost tax-
exempt debt had to be sacrificed to accomplish the project
on a DBFOM basis.

New U.S. taxable social infrastructure P3 procure-
ments, inspired by the California example, are currently
under consideration in New York (consolidated labora-
tory), Houston and Indianapolis (justice complexes), and
Multnomah County, Oregon (court building), and by
various public universities. Each will have to confront
the absence of tax-exempt financing authority on the
way to commercial and final close. The fact that these
major P3 social infrastructure projects are being serious-
ly pursued, despite the financial drag from project debt
taxability, shows the inherent power and appeal of the P3
model.

A serious effort is underway to rectify this anomaly.
The Performance Based Buildings Coalition, a group of
more than 50 P3 industry participants, is seeking a Code
change that would add governmental buildings as an
exempt facility category. Some social infrastructure sec-
tor-specific, federally administered volume cap limits, like
those for transportation, are being considered as part of the
legislative strategy. PBBC’s scoring of the draft bill shows
marginal federal revenue loss, and substantial
Congressional support has been identified. If the bill runs
the tax-reform gauntlet, it is reasonable to expect a gradu-
ally increasing breakout for social infrastructure P3’s.
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Dual Financing of Social Infrastructure
Projects – an Interim Solution

Until Congress deals favorably with the absence of tax-
exempt financing authority in the P3 social infrastructure
sector, another mitigating strategy may be available under
current law. P3 projects normally involve private financing
(equity and debt) of the entire project. If a governmental
owner were to finance a portion of the total capital cost of
the P3 project with traditional tax-exempt municipal
bonds, the life-cycle cost of the project could be substan-
tially reduced. The publicly financed portion could be set
at the level necessary to produce a lower life-cycle cost
when compared to the life-cycle cost of traditional project
delivery. The publicly-financed portion could, in fact, be
increased to constitute all of the debt for the project. This
would leave an equity contribution as the only private
financing element of the project company’s DBFOM
responsibilities. This is referred to in Canada as “wide
equity”. In such a structure, there may be a trade-off
between the lower cost of the financing from a traditional
municipal bond and a more comprehensive risk transfer
associated with a conventional P3. The required extent of
private equity and private debt financing would be deter-
mined based on the governmental owner’s view of the
extent of risk transfer desired for the particular asset under
consideration and the level of security for performance of
the asset over the long-term.

In a dual financing formulation, the question is: will the
public agency’s municipal bonds be tax-exempt in light of
the still-extensive role of the private sector in financing the
project? In other words, conceding that the project compa-
ny’s debt for its portion of the overall project costs would
still be taxable, would the public agency’s municipal bonds
for its portion of the project costs be tax-exempt govern-
mental bonds, or would they be taxable private activity
bonds, defeating the purpose of the dual financing struc-
ture?

Assessing the tax-exemption of the governmental
owner’s municipal bonds in a dual financing structure, the
two tests for PAB status would need to be examined. The
“private use” test would clearly be met, as the social infra-
structure project would be used in the project company’s
trade or business. But, if set up properly, the “private pay-
ment” test would not be met. The private payment test is
met only if more than 10% of the payments received by the
bond issuer are payments made in respect of property used
in a private trade or business. Therefore, if the public
agency’s municipal bonds are payable solely from taxes

(property taxes, sales taxes, income taxes etc.), the private
payment test will not be met. The public agency’s bonds
would be governmental bonds, not PABs, and thus tax-
exempt. Care needs to be taken, of course, to assure that no
revenues (rentals, etc.) from the project flow to the govern-
mental owner over the 10% threshold; otherwise, the
municipal bonds may be deemed payable from those rev-
enues, thereby causing the private payment test to be met in
addition to the private use test to be met and thereby creat-
ing taxable bonds.

Private activity bonds will result if proceeds are used to
make or finance loans to persons other than governmental
units unless otherwise exempted. Suffice it to say, under
this structure, no such loans are anticipated for the govern-
mental bonds portion of the dual financing structure.
Further, as the name “private business use” implies, this
test can also be satisfied if bonds are secured by an interest
in property used for a private business use or by payments
in respect of any such property. Again, under this structure,
no such security for the governmental bonds portion of the
dual financing structure is contemplated.

The appeal to governmental owners of P3 often revolves
around the fact that, while project agreement availability
payments are disclosed in the owner’s financial statements,
they are not balance sheet debt. Issuing conventional
municipal bonds for a portion of the project cost thus will
naturally lessen the appeal of a dual financing P3 on that
account. But if governmental owners can get past the con-
cern over adding some balance sheet debt as part of a dual
financing strategy, a “wide equity” form of P3 (and all of
its advantages) can be achieved which utilizes private equi-
ty capital funding without private debt funding. Such a
structure is likely to have a lower life-cycle cost than con-
ventional design-bid-build delivery, but not as much risk
transfer as a conventional P3.

Other Alternative Solutions To Financing
Social Infrastructure

Until social infrastructure projects become qualified for
EFB’s, there are alternative development and funding
approaches to achieve most if not all the benefits of con-
ventional P3s. One approach is to utilize a not-for-profit
structure that provides for access to the tax-exempt gov-
ernmental purpose bond market. Under this approach, the
governmental sponsor would make availability payments
to the non-profit, a private developer would arrange the
financing through the non-profit, and assume all the con-
struction risk. However, any operating agreements would
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have to comply with the Rev Proc 97-13 management con-
tract guidelines, which impose a 15-year term limit. The
private developer can make a capital contribution to the
project in the form of a subordinate loan or guarantee of
subordinated debt.

Another approach for governmental sponsors is to pro-
cure social infrastructure projects under a traditional P3
model with the intention of using taxable debt markets.
Taxable investors are catching up to the rest of the P3 mar-
ket. Institutional (4)2 private placement investors and
144(A) taxable bond investors now offer 30-year fixed
yields that are quite competitive with tax-exempt rates of a
similar rating. These markets have the critical depth and
level of sophistication to bring a new funding source to the
social infrastructure sector – including the core
risk/mitigant analysis of construction risk and appropriation
risk.

Any private placement approach will lose the cost and
flexibility benefits of the tax-exempt capital markets but
would preserve all the more qualitative benefits of deliver-
ing social infrastructure. Using taxable markets under a P3
structure will still allow for the delivery of new assets
many years ahead of schedule and will still involve a full
risk transfer to the private sector. Lifecycle capital and
operating expenditures will be still be minimized through a
competitive auction process, potentially achieving the best
solution for the government sponsor.

Conclusion

Regardless of whether a project qualifies for EFB’s or
not, public sponsors are advised to submit any project to a
robust value for money life cycle cost analysis to determine
the optimum form of delivery on a risk adjusted basis. Often
factors beyond the cost differential of tax-exempt and tax-
able debt such as accelerated project delivery, design com-
petition, optimization of long term operation and mainte-
nance and risk transfer can be the primary determinate of
P3s as the best value delivery approach for a particular pro-
ject.

Social infrastructure P3’s have great potential. Present
tax law, although inadvertently, significantly interferes
with local procurement method decision-making in this
vital infrastructure sector. The dual financing approach
can solve the P3 debt taxability dilemma pending the
successful outcome of the industry’s effort to amend the
Code to put P3 on a level playing field with traditional
project delivery. Alternatively, high demand for infra-

structure debt in the taxable debt markets may allow gov-
ernmental sponsors to realize the benefits of a P3 solu-
tion, even on a taxable basis.

Eric Petersen is an owner’s side infrastructure procure-
ment, contract and finance attorney in the New York office of
Hawkins Delafield & Wood.

Steve Howard heads Barclays Infrastructure Project
Finance Group which provides investment banking services to
public and private sector clients financing a broad range of
social, transportation, energy and environmental infrastruc-
ture projects.
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