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For Whom the Road Tolls: Part Il

The Dilemma: Why U.S. Regulatory Hurdles
Hinder Infrastructure Investment

August 11,2021 | Brent Burnett, Co-Head of Real Assets

What is it about the market and regulatory structure in the U.S. that
makes infrastructure spending ostensibly more difficult than in other
global economies?

To start, the Federalist approach of the United States results, by design, in a decentralized
collection of state governments with weaker federal authority than other sovereign states. The
federal government’s largest dedicated infrastructure spending vehicle is the Highway Trust Fund
(HTF), which was established in 1956 to fund the nation’s interstate highway system. The HTF is
funded through a federal fuel tax of 18.4 cents per gallon on gasoline and 24.4 cents per gallon on
fuel. In a way, this is one of the early examples of a federal use tax applied to infrastructure assets.
Raising taxes to fund further infrastructure buildout or improvement has never been a popular
option. As a result, the fuel taxes that support the HTF have not changed in more than 20 years
and some analysts believe that the HTF could be insolvent as early as 2022.

Although the HTF still provides a significant funding source, state and local governments supply
approximately 75% of the funding for most U.S. infrastructure spending.
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State governments accomplish this primarily through the issuance of tax-advantaged municipal
bonds or through budget reconciliation measures. As shown, state and local government spending
on infrastructure has also flatlined in recent years.

With public sources of infrastructure capital seemingly tapped, this should create a healthy
environment for private capital to help fill the gap. The typical models for public-private partnerships
(PPPs) come along with a healthy number of commercial, regulatory and political risks. The table
below summarizes some of the typical transaction arrangements we see within PPPs.

TRANSACTION AGREEMENT

Description

Risk Profile

Duration

Issues

Management
Contract

Investor has a contract to
manage the infrastructure
or part of it in exchange
for some fee to promote
based on the airport
performance.

Low Risk. Investor has no
ownership of the assets
but earns a return for
enhancing operations.

Short to medium term,
usually 5-10 years.

Typically lowest returning
option as investor is paid
a fixed fee plus some
incentive but retains no
ownership.

Build Operate Transfer
(“BOT” or Concession Sale)

Investor is awarded a long-
term concession to operate
the asset and retains more
of the upside in exchange for
capex expenditures and lease
payments.

Moderate. Investor
has mandatory level of
infrastructure/capex
requirements and retains
most upside/downside until
the end of the concession.

Long-term, usually 20-40
years in order for investor to
earn return on investment.
Concession can be sold
with approval. At the end
of the concession period,
the airport reverts to the
government.

Transfers some ownership
risk to the leasing party
but gives up flexibility in
discretionary capex, exit

options and decision making
autonomy.

Trade Sale

Significant or total share of
asset sold to private investor
with complete transfer of
ownership.

Higher. Investor assumes all
ownership risk in exchange for
asset but retains all autonomy

in decision making.

Indefinite.

Highest risk approach as
significant capital is invested
up front. This approach retains
the most flexibility in decision
making and exit options and
lends itself to investors with
strong operating capabilities.
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These transaction arrangements seem straightforward enough: Different parties assume different
risks in exchange for different participation rights in the economics of the project. So, there are
probably lots of PPP-structured projects all over the U.S,, right? Wrong. In fact, there’s a real
disconnect between the need for capital and the capital that actually gets deployed in these

projects. Here are a few reasons why:

1. The long lead times and high pursuit costs don’t coincide with the timelines or target IRRs of
most private infrastructure funds — long-dated projects with big J-curves result in lower IRRs.

2. The political environment in the U.S. results in significant regulatory uncertainty and concerns
that those regulations may change over the holding period, especially as they relate to pricing or
revenue mechanisms in the project.

3. There is concern over who bears the risk of utilization. Private investors generally want to
be paid based on capacity or availability, and public entities often want asset owners to be
compensated only from actual volumes or asset utilization, without guaranteed contract
payments.

4. Related to the above, control over pricing, especially when the price for the service is borne
directly by the public users, can often be a source of disagreement.

5. An inability to agree on governance and liability issues can also derail these projects, including
concerns over transfer rights related to exit and monetization, labor interests, cost overruns and
environmental liabilities.

6. Headline risk. Both public and private investors face significant scrutiny on how projects are
awarded, executed and managed.

As you can see, these hurdles are real and they are difficult to overcome. That said, we are seeing
some PPPs get done, but they are generally limited to semi-autonomous entities like universities or
port authorities that have greater latitude to structure private capital investments without the same
hurdles faced by state or local municipal governments.

In contrast to the U.S. market, Europe and other parts of the world have successfully employed
models that more effectively integrate private capital asset ownership with public funding or
regulatory oversight.

The Regulated Asset Base (“RAB”) model is a system of investment incentives and price control
mainly used in Europe to support infrastructure needs. This model essentially grants an asset
owner/developer with a monopoly position to provide a service, while price controls and efficiency
targets are maintained by the regulator. The regulator determines the types of capex that can be
included in the asset base, along with a rate of return that can be earned on that asset base by
the private owner. The rate of return, however, is often based on the regulator’s determination of
efficient service delivery. This model has incentivized the development of large-scale, complex
projects and encouraged their efficient operation by private owners. While regulated utilities in

the U.S. employ a similar model for electricity, other countries have utilized the RAB model to both
modernize and develop a broader spectrum of essential infrastructure, including water distribution,
gas networks, electricity generation, airports, and road and rail transport.

In the renewables sector, two common public-private funding mechanisms employed globally are
Contracts-for-Difference (“CFD") and Feed-in-Tariffs (“FIT"). CFDs are long-term (e.g., 15-year)
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contracts between the energy generator and the government, whereby a ‘strike price’ is set via a
reverse auction during which generators bid to sell power. The payment profile is more bilateral
than Feed-in-Tariffs by introducing a clawback mechanism that results in a payment to the
government when the strike price is below the market price. This seeks to make pricing fairer to
the electricity consumer.

Feed-in-Tariffs are a form of revenue subsidy whereby a government entity agrees to underwrite a
floor price, typically above market levels, over a long-term contract of 15-20 years. By underwriting
electricity tariffs at above market levels, the government can encourage the development of
renewable energy that was early in the maturation lifecycle when build and production costs were
high. However, the dramatic decline in production costs (e.g., the levelized cost of solar PV has
declined by 90% since 2009") has led to several governments (see: Germany, Spain) winding down
their existing FIT regimes while others have taken more draconian measures (see: France) to cut
tariffs on contracts where the government now feels that the rates were set too high.

Overall, FIT deployment is broadly in decline across Europe; however, it continues to form an
important element of renewable energy roll-out in developed Asian countries, such as Japan, and
other markets where renewable generation is much less mature and governments are trying to
encourage private investors to add incremental capacity. Where do we go from here?

In Part Il of this series, we'll break down the $1 trillion plan proposed by the Biden administration
in the U.S., an ambitious and unprecedented spending package which seeks to address some of
these hurdles.

ENDNOTES
" Source: Lazard Levelized Cost of Energy Analysis 14.0

DISCLOSURES

This presentation is not an offer to sell, or a solicitation of any offer to buy, any security or to enter into any agreement with Hamilton
Lane or any of its affiliates. Any such offering will be made only at your request. We do not intend that any public offering will be
made by us at any time with respect to any potential transaction discussed in this presentation. Any offering or potential transaction
will be made pursuant to separate documentation negotiated between us, which will supersede entirely the information contained
herein.

Any tables, graphs or charts relating to past performance included in this presentation are intended only to illustrate the performance
of the indices, composites, specific accounts or funds referred to for the historical periods shown. Such tables, graphs and charts are
not intended to predict future performance and should not be used as the basis for an investment decision.

The information herein is not intended to provide, and should not be relied upon for, accounting, legal or tax advice, or investment
recommendations. You should consult your accounting, legal, tax or other advisors about the matters discussed herein.
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