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EXECUTIVE SUMMARY

iL2onpress has drumutically changed the ruies on highway flinance io eoactiog tee Intermodal
Surfpce “Tragsporation Act of W1 {ISTEA). Reversing 70 years of federul opposition to toll
Toumls, Lhe now law encourages slate povermments to make wse of private capial and direct user
payments to mcrease bomal invesiment in our highway sysicm.

This change in policy i critically impartant, given the dagree of wndarinvestrent in highway
infrastruciure of the past twn decades. The Federal Highway Adminlstration estimales thar, a2 a
malivn, we nced to Drwest 313 hillion per year more than al present just to prevent further
deterioration of the bighway system, and a5 much as 343 hilliondrear In order to restore higheeay
and bridge conditions to their quality level of tam decades agn,

[STEA will permit rtates to beverage their federal higheeay allocailons o draw In substagial
private investment capital--if states choose to take advaqrage of these provislons, Qverall, this
coubd lead to additional privake investment of $19 hilllon per year, This would effeclively dowtble
the amount available from the federal highway trost fund,

Under the terms of ISTEA, foderal highway fusds iy oow 2 wied o 1he following iypes o1l
road projpects:

13 Constructlon of bew 100l Rlghways, bridpas, and tunmels {ewepl on the Interstaie
Bylem);

2 Bebuilding of cdsvng bl highauys, bridges, and ruanels (including thoac already
on the [nterstute sysiem);

3 Rebuilding existing froe bighways as tolbeays {cxcepf (hose o {he Inicesa
system),

4} Rechuoiiding cxisting frec Bridges and tunmcla o5 ol Lacilities [includiog thoge oo
the Intergdate spiom);

) Dctaoosuallg cotgesin pricing in Jarge urban areas {incloding up w thres
projectd on urban Interlates),

[or highway projects, the federal shane may be up to 509 for bridges and tonnels, up o #09%.
Any oi lheése prujects may be privutely cwned, ac long as there @5 an opgoing conractuab
aprecmenl with Lhe privace fitm. The federal funds may be made avallahlc as prawis or loans,
whith permils 1be creation of stute revolving toan funds for okl projects,

This report vuilines the pussibilities for private woll projeets dn de TUalied s, in the ool
ol 1hewe expunsive new Baderal provisions. Tn arder to pake use of ISe provisicos. stale enabling
lewislation will nsually ke nocessary.



L TODAY'S TI.E. HIGHWAY SYSTEM
A The Problems of "Free" Public Fiighways

The LL3. highway system today suffers from twa principal problens: urban touffie
congestion and detcdorating physical conditions. Somc 9% of ail urban
Interstates are congested durng rush hours, and the problem worsens vear hy
year. Deferred maintenance has left a huge backlop of highway repair and
rehabilitation; some 39% of all TS, bridges wre clasacd as "deficient" by the
Faderal Highway Administration.(1}

Federal Highway Administration (FHwA) data show that although local facilities
constite the majority of all highway mileage, in 1989, Interstates and majar sate
highways accounted {nr 42% of rural vehicle-miles travelled (VMT) and 57% al
urban WMT. These are the facilities most critical to the nation's commerce and
productivity,

Urban freeways, in particular, are plagued by traffic congestion. Fllwd's
computer model of traffic congestion projects 11,008 millon vehiele-hours of delay
by the yaar 200%. Copditions today already impose hupe costs on urban Jdhvers,
The most comprehensive assessment of urhan traffic congestion has come fFom
the Texas Trangportation Instinste, which is halfway through a sicyear study
measuring mobility and congestion, Their cwrrent estimate i that the annual
compestion cost in 3Y metro arcas was 334 hillion as of 1988, as measured by the
cost of wravel delay, fuel wasted, and inswranee (2}

TTT assessed daily VMT for 39 major metra ereas, fuding that the prablem was
most acute ity the western region of the United Statcs. Tndividual ejtics with
especially high levely include Washington, D.C. {659 of daily ¥MT is congested),
Chicagn (35%), Miami (605%), Atlanta (45%), Houston {707%), Dallas (55%),
Austin (55%, Fhoenix (60%), Los Angeles (75%), San Franciseo/Oaklim:d (S097),
and Seaclle (708

A sevond rmajor problem is deterioraling puvement ennditions, & consequence of
delerred maintcoance. FHwA, dats indicate that 25% of the Interstate system’s
miles are in enly fair ot poor condition. For bridges, the simation is even worse,
with 28.6% of the lneistate system’s bridges efther structuratty deficient or
functionuliy obsalete. Overall, some 39% of the nation’s bridges fall i one of
these deficient categories.(3)

FHwA has devnted considerable effort to estimating the cost of refurbishing the
nadun's highway and bridge systemn. The agency uses two scenarios: {4) Maintain
Currem (198%) Overatl Conditinns and Perfurmance, and {b) Improve CGverall
Conditions and Perfonmance. The tuta] annual cost of these two scenarios uver
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the: next two decades is 346 billionyear and 375 billion/year, respectively.(d) This
compares with actual capital invesiment of only £33 Billion in 1989, tha most
recent year for which FHwA data are available. Thus, currept imvestment falls
shott by $13 billien per yoar of the level necessary even to maintain tuday's poor
conditions, let glone the $42 billionfyear that would he necessary to improve its
capacity end performance.

¥} Traditional U8, Toll Roads

Much of America’s earliest road system was Jeveloped by privace, for-prafit wall
tod companics, The first such ol road wes chartered n 1792, to connect
Philedelphta and Lancaster, PA. By 180D, 72 turnpike cumpaofes had been
chartered in nine northeastern states, with Connecticut and New York leading ihe
wHY.

Fram the beginning, the tumpikes were signHcantly regulated, generally via their
stale-granled churters. Ecomomist Daniel Klein nates that the typical charer
granted the company eminent domain powers and sometimes protection against
parallel, competing routes. But in exchange, it tightly reguluved roll rates, specified
the location of toll pates (penerally too far apary, facilitating toll cvasion), and
granted many exemptivns from tolls to categories of local tavelers. These
eqnditions led mest turnpikes to be unproBtable.(3)

By contrast, early prvaic toll bridges were generally a commercial success, The
first, Bostons CharlesRiver Bridpe, opened in 1786 and gave its investors a
H.5% retwn in each of its first six years. By 1758, some 59 bridpe compandes had
been chartered it the northeastern states. Though a number fziled, many were
profitable. In sharp contrast to the turnpikes, the 101} bridges did not face a latge
toll-evasion prublem, nor were exempiions from paying tolls generally a pare of
heir charters. And in contrast to the turnpikes, they were gble 10 obtuin rate
incrcascs when their revenues foll below expectations.

Prvate armpike companied contimued to be organized throughout the first half
of the 1R00g, despite the evidence that most would be unprofitablz. Klein and
athers have concluded that mest of the investors were loval people who would
receive other economic benchts (Jand-value incresses, for cxample) from the
improved transpartation provided by the road. There were also sucfal pressures
to invest in the turnpike companies. Klein and Majewski also note that, lika mast
other contemporaty corpurations, the wrnpike companics were funded entirely
with equity, in contrast to the debt-financed turnpike "trusts” in England during
the same period.f4)

By the middle of the 19th century, most of the turnpike companies had gone
hankrupt, Starting in 1425, state-chartered (and often subsidized) canals provided
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a serious competitive altcrnative. Botween 1825 and 1845 turnpike mileage
dropped considerably, with additional competition coming from the emerging
(atatc-sobsidized) railroad industry. Legislaturea seldum granted tol! rate increases
or permitted changes in operating conditions to curtail "shunpiking" (toll evasion}.
Maost turnpikes eveniually reverted to the public through abandonment. The stack
by that time had become worthless, und the owners were generally eager 1o he
relieved of the burden of meintaining the road.

The 2th century in this coumtry has been characterized primarily by indirest
financing, principally vie gusuling taxes, and public-sector provision of highways,
The first federal-aid highway lepislation, in 1916, required that roads constructed
with federal aid must be toll-free. When the Interstate highway program was
being debated in the 1950s, some cconomists, notably Milton Friedman, proposed
& national (ollway network, but awtomobile and trucking assnciatinns prevailed.
The program continued the federat opposition to tolls, as well &8 providing for #
Q0% federal share of capital costs.

States, however, were free tu make use of toll financing on their oo, Durlyg the
1Mls, the second wave of TS, toll roads began, with the creation of the
Pennsylvania Turnpike. Others, including the Wew York Thruway, the Maine
Turnpike, and Florida's Sunshine State Parkeway, tollowed. In some cases, by the
time the Interstale program was ready to begin, the preferred route wes already
occupied by a stale-bult toll road. In most such cases, federal policy permittad
the tollway 10 e ineorporated into the Interstate system. There wers 2,687 miles
of tol] roads es part of that system, as of 198%.(T

II.  THE REBIRTH OF FRIVATE TOLYL ROADS
A, Lessems from Abroad

Since World War IT, toll roads have become far more common overseas than they
are 10 the United States. The Internatunal Bridge, Tunnel & Turnpike
Asgociation (IBTTA) reports 2006 miles of toll roads jn Europe as ol 1990,
compared with 4,657 in the United Srates. Most of the major intervity highways
in France, Italy, and Spain arc tollways, and maost have been developed under a
form of public-povate partnership called Buld-Operate-Transfer (BOT).

The basic BOT concept is that goverament awatds a lung-term franchise (called
a "concession” in Europe) to a private consurtium that finances, designs, huilds,
amd operates the toll facility. At the end of the franchise period, the 1oad reverts
w the government. Mine-tenths of Iraly's motorway system has been built by this
method, as has much of Frances. In 1990 French law was amendad to aflow
private firms 10 provide wrban {as well us inter-city) tollways, and in 1991 the
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govermnment announced a major new ntetcity motorway program, much of which
would be developed via BOT,

The world's largest BOT project to date {5 the $14 biflion Chanone]l Tunnel linking
Biritain and France. This ambiticus project, scheduled to open io 1993, i funded
cutircly by private capital, a comhbination of debl and equity. Thers are na
goverminent loans or guarantees, ooly a long-term franchise agrectmant,

Biitain in the latc 1930s decided to enlist the private sector for a major share of
tiew road and bridge infrastrocture. Under way mre new hridges, Dartford and
fevem, and the Birmingham Morthern Relief Road, with another 10 projects in
thc pipeline. Britain will regulate toll rates only on monopoly projects (such as
river crossings without competition); toll highways with competition from free
roads will be unregulated.(#)

Other Buropean couniries beginning to make use of privave tollwuys via BOT
in¢lude Irclund, The Netherlands, Sweden, Turkey, Germany, Hungary,
Ceechoslovakiv, snd Poland.

in 1980 Latin Amcrica began embracing BOT for highway projecrs. Mexico
embarked on an ambitions 5,000 km_ wllway development program, most of
which is being ¢arred out by private consortia under BOT franchisss, Arpenting
B wroing over exsting (badly maintained) fedaral highways to private firms,
whose franchises permit them to charge wlls in order to finance major
rehabilitation and expansion. Veneznela and Columbia snoounced plans for
similar programs in 1931,

Private bridge, tunnel, and highway projecis are also proliferating around the
Pacific Fim. Ausiralia’s New South ‘Wales has three BOT tolt highways under
development, as well as the §730 million Sydney Harbor Tunnel Hong Kong is
embatking on its thicd BOT tunnel, and is contidering privatizing its four
government-run tunnels. Malaysia hes & major Nonth-S5outh BOT expressway
under construction, and is comsideting two more private tollways. Thailand s
cunsidering BOT far a major ring road at Bangkok, Even China has its fitst BOT
tollway under construction, 8 180-mile route from Hong Kong w Cantom and
Macaa, being built by » Hong Kong tiem under a 20-pear franchize.

In shott, provate toll facilities are experiencing @ worldwide surge in popularity.
Governmepts have found that wser-funded tollways bave their ovwn built-in source
of funding to guarwntes proper maintenancs and repair. Prvate consartia ave ahle
to use 3 franchise agreement to raise privade capital for projects with good
proepects of generating enough trattic o be profitable, Having o meet this kind
of a "market test" helps vo sort out cost-effective projects from [css viahla projects.
Private firms typically can make use of fast-track "design-bud” techniques 1o
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complete the project i significantly less Gime than traditional government
procurement methods. And in congested wban areas, tolls can be used as a fom
of demand management, in keep (raffic flowing smocthly, rather fhan sitply s
a means of paying for the project’s cost.

B Stale Privare Tollway Legishudon to Date

Five states have thus far coucted legislation o awtharize private toll projects:
Arizona, Californie, Florida, Texas, and Virginia; Poerto Rico has alsu cnucted
enabling legislation. In addition, legislation has been proposed and discussed in
Ilinois, Missouri, and Minnesota, and projects have also been proposed in
Colorada, Mississippl, and Nevada,

The principal provisions of the five existing state legislative measurcy are as
follows:

Arizona’s Highway Privatization Act, enacted in 1991, awthorzes two pilot
projeces on a Boild-Transfer-Operare (BTO) basis and two on 3 Build-Operate-
Trunsfer {BOT) or Build-Orem-Operate (BOO) bazis. Like the Crlifornia and
Virginia laws, after which it was modeled, it calls for projects to be propused by
the private sector, with the winners to be sclected by the Arizong Departmeat of
Trunsportation {ADOT). No state funds can be used, and no state gurantecs arc
w bo offcred, but the state will make gvailable its power of eminent Jdomain, if
required far right-of-way acquisition. Uniquely among the private tollway laws
thus far, Arizona’s is the ficst to offer tollway users the opportunity to receive a
refund of gasoling taxes paid for miles driven on the twllways. No regulation of
toll Tates is provided for, only a oelling an the rate of reram which & private fivm
may earn on such a project {with any excegs revenues (0 go into a stale Righwery
fund).

California’s AB 680, enacted in 1989, outhorizes four pilot toll projects, of which
at least one must be in Northern California. The projects are ta be developed on
a BTO basis. No state funds may be used, but the legislation is silent on local
finumeial assistance; that omission has led to enntroversial propused legislation o
1991 o frbid any financial or dght-of-way assistance 1 AB 680 projects. The
Cafifornia Department of Transportation (Caltrans) may cxercise its power of
eminent domain on behalf of a tolhway project if private offorts to acquite might
of way are not sullicient. Toll cates are ko he wnregulated, but each franchise
agrccment will inciude g ceiling on rate of return, with aly SXCEss Tevenues b be
paid into the state highway fund.

Florida's CS/HB [75 was cnacted in May of 1991, It grants the Florida
Department of Transportation (DOT) the right to enter into Agrecments with
private firnw [ur "the constructinn and aperation of privately owned and finaneed
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transportation facilitics." The brief legislation includes no provision for reversion
of vwnership to the state, making Florida's the first full-fledged Puld-Cram-
Operate program. However, it requires separate legislative appeoval of each such
project and ebo provides that the "amount and wse of toll or fare revenuss may
be repulated by the department to avnid unreasonable costs w0 users of the
facility.” In addition, it requires each project to comply with all DOT "rules,
policies, procedurcs, and standards” which might be teken to mean DOTs
procurement repulations, Tt does provide for DOT wse of eminent domein oo
behalf of an approved project, and permits the use of some state funds in cases
of "overriding state interest.” The private sector will be abile to submit wnsolicited
proposals, bub the process cannot begin ont! DOT has deweloped its
implementation rules, expected early in 1992,

Texas's HB 749 was enacted in June 1991 Tt makes the Texas Tumpike Aumthority
(TTA] the lead agency for private toltways, but requires coordination with the
tew State Transponation Department for any such tollways that would become
part uf the state highway system. The new law authorizes the TTA to enter into
agreements with toll road corparations for private ar joint (TTA-private) tollway
projects. Prate projects could apparently be carried owt om either a BOT er
BTO busis, with the statc maintaining ownership at all times, No state or TTA
funds or guarantees are to be offered, except for jolnt-vetiture projects. HE 749
requires TTA to nepoetiate provisions in the franchise agreements regarding tall
rates, but dogs nol reguire Tate ropolation, per se. Allowabla projects could
incinde tollways affecting other U.5. or Mexican states, Sarplus revenucs from cne
private or TTA turnpike project may be transferred to other TTA tumpike
projects, consistent with spplicable bond covenants.

Another provision of HB 749 repealed Texas’s old (1913), never-used private mll
road slatute, Article 15281, which hao heen conteoverzial bocause it granted the
power of emincnt domain to toll road corporativns. But cthe repeal provides that
toll road companics formed prior to June 1, 1991 continue to exist with the tights
aod powers provided in the repealed statute. Mine such firms incorporated pror
tu that deadline, announeing plans for specific routes, bath wrban and Inber-city.

Virgiola's Highway Corporation Act was passed in 1488 It permits private
developers incorparaied as public scrvice corporations to develop, own, and
vperate tolbways an a BOT basis. Projects must be approved by the Virginia
Department of Transporiation (WIR3T), and the toll rates snd rate of return are
repulated try the State Corporations Commission (SOC). Title so the projcet must
return to the state 10 years after the project debs has been repaid. The law makes
no provision for use of eminent domain powers on behalf of a private tollway, bt
under existing state law counties may exercise such powers for firms purguing
public-service projects regulated by the SCC,



L. TYPES OF PRIVATE TOLL PROJECTS

Thete are three basic market segments in which highway privatization projecis are
being pursned. These are:

(1}  New urban toliways, primarily for the purpose of congestivn-relict. Prime
cxamples are the bwo private projects being develaped vnder AB 680 in
California’s Orange Cowmty.

{2}  New inter-city tollways, passing through largely undeveloped land, generally
ta connect impartant population or business conters, Prime examples ate
the propesed Chicago-Kansas City Tollway and the proposed Camino
Falcon projoct {between Laredo aod Corpus Christi] by Texus.

(3}  Rehabilitation and/or expansion of existing highways, bridges aod tumnels,
especially those suffering from severe "deferred mainlenance.”

Each type of project & driven by different demands; hence, eqeh will be discusscd
in 4 scparate subscotion below.

A Urban Congestion Refief

[o 1957 the Enu Foundation for Transportation released a landmark study on the
chunging commating patterns of the 1230s. This was the first major roport that
documented the shift of job locadons to the suburbs, with the esult thar the
primury form of commuting has hecome suburb-towsuburh (rather than the
traditional pattern of suburb to cemral business district), Other key factors in this
change include a major shift away from other modes (lraosit, walking, work-at-
home} o autn commuting, especially single-poeupant vehicles.(9)

Pisarski's report cazries a number of implications for transportation facilities. The
road system da rmetropolitan areas has tended (like the transit systems) w be
radially oriented and thus poorly matched to the suburb-to-suburh pattem of
toiday's commuting. In the absence of adeyudts local eommuring highways, the
area’s Interstate facilities tend to be wsed For cummuting--and therefore to be
wverloaded. Pisazski also notes that the new patterns of jobs and housing "will
serve 1o reduce the impeslance of the "peak hour' and “peak dircction’ as the
driving forces in system design and intepraton.” Indeed, USC transportation
plaoner Poter Gordan bas found that the shift of jobs to the suborbs and the
resulbting change in commusing putierns has thus far helped to offset the growth
in wehicles and trips, by making many commuting irips shurter in distance.

The greatcst increase in rush-hour traftic has come not from connmeters bt from
non-commuters—primarily trips tor schoul, soedal, and recreqtivnal purposcs.
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Crverall, in 1983 (the lates: year for which these particular data are available) 55%
of the trips in the AM. peak in major metro areas were non-wirk tops. And an
even mare starding V2% of tdps in the P.M. peak were non-work trips10)
These bgutes onply that direct pricing during rush hours--"congestion pricing'--
ey be effective in shifting discretionary trips out of the peak period, as well as
ENCOUTARNE Mmofe difers to ride-share.

& Trer-Cly Tall Highways

A secofid type of project is the more-traditinnal toll road connecting point A to
point B, in erder to facilitate travel by autos and trucks between those two points.
From a cotainéteial (privatizadon) standpoint, the market for inter-city roads i
driven primarly by truck traffic. Far example, although commercial vehicies
constitutg only 21% of the traffic on the Indiana Toll Fosd and 255 of the wraftic
an the Ghio Tornplke, they account for 83% and 65%, respectively, of the
revenies of thode two represcntative toll roads. This 15 due to the typical toll road
pricing structore, which charges for both weight and Jistsnce, The recent
feasibility snudy of the proposed Chicapo-Kansas City Tollway recopnized that
attracting truck mratfic was the key factur in this facility's commettial viability.(11)

Since World Wer 1T, intepcity trucking has grown from eattying unly one-fourth
of all intercity freight topnage w some 40% by 1985, There hag been 8 substantiz]
modal shift to trecking from railroads, fueled in no saiafl part by the development
of the Interstate highway system. Indeed, Apogee Research has noted that the
trucking industry has become increazingly depepdent om roads of Interstate
quality.(12) Five-sude combination trucks (185wheelers) in 1986 accounted for
20% of vehicles traveling on rural Intcestates, up from only 9% in 1970, Botween
1980 and 1984, combination truck traffic grew by 4009, mure than twice as fast as
all ather traffic, according to Apogec's analyss,

Despite the completion of the Interstate system, thers are still niche markets
where new highways can offer significant time sevings and upgraded servies levels,
Hecemly proposed projects of this sort itelude the Front Range Toll Rogd in
Colorado, the Chicago-Kansas City Tollway, and the Camina Falcon in Teams.

Certain key factors can he eritical in attracting truck (raffic—especially heavy
weight combination trucks, The Chicagn-Kansas Cliy Tollway study cxplored this
question in some detail. It onted that in contrast with the present federal limit of
0,000 1by. on most Interstates, only 11 relatively fow-population Western states
permit gross weights greater than 105,500 Ibs, The only roads which pennit such
heavy wehicles in the East are wil roads: the Massachusetts Tumpike, the Naw
York Thruwsy, the Ohio Ternpike, the Indiana Tall Road, the Kansas Turmpike,
and Flonda's Turnpike. Henee, the market opportunity for private tollways is Lo
offer moce rouwles fur such heoavy-weight vehicles.
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To configurs an intercity toll road for heavy combination tracks, (he following
featuras aré reguired:

" Added pavement thickness, typically between 1.0 and 1.5 in.

" Stromger bridge design, such as AASHTO equivalent HS-31.

. Wider pavement and/or flaticr tuming radii for interchange ramps,
weigh stations, and rest ercas.

. Truck vlimhing lanes and/or minimum truck speed Timits.

. Madirnum 3% rades.

. Lotger merging and weaving lancs at high-volome interchanges.

Additional design features that would help to attract truck traffie would be noo-
stop toll colleetion via ETC (clectronic toll collection) and weigh-in-motion
stsiems, Both types of capability are now commercially availnhle,

€ Rebuilding Existing Highways, Bridges, and Tunnels

Large fractions of Interstate and major state highway mileage are rated gz
deficient by FHwA. Ceriain states—notably Alaska, Tonnessee, Mississippi,
Missouri, Oregon, Fhode Islund, and Wisconsin--have significantly higher
puvernent deficiencies than others. Apogee puints put that roads in poor condition
increase the operating costs for a larpe combination ruck by 5.4 cents/mi. wver
the costs of operaling on u road o good conditinn; the differance between very
good condition and very poor condition worke out (0 9.5 cents/mi. Since these
numbers are in 1982 dollars, the real costs in today's dollurs will be considerably
higher.

FHw.A maintajns a state-by-state inventory of deficient bridges. The latest figures
reveal that seme 28% of brdges on the federal aid syslem natonwide arc
"deficient” Approximately balf of these are considerad structurally deficiant and
the ather half functionally obsolcte (e.g, baving oty two lancs where four are
needed). The pietare is far worse on non-federally aided bridges, with 3355 of all
these bridges rated as deficient, a majority of which are sirecturuly deficent.

This huge inventory of hridges needing repair, rehabilitation, and replacernent
represents a sighibicant potential market. A pumber of trunsportation experts have
proposed some form of temparary privatization as u feasible way of rapidly
increasing the capital investment in bridges. Former UMTA Administrator {and
nuw head of the 'T'all Road Corperation of Virginiay Ralph Stanley has sct forth
anc such plan, Known a5 the Bridge Corps(13% The basic idea would be for a
privatc firm or consortium 1o reccive & franchise to tuke over, rebuild, and
vperate the bridge as & toll facility for a sufficient perod of yoars 0 reeover the
capital costs plus a return on iovesunent, after which the franchise would
terminate and the tolls would he removed,



10

IV, LEVERAGING FEDERAL FUNDS

The Intermodal Surface Transporation Efficiency Act of 1991 (ISTBA) cuntains
the most sweeping privatization provisions ever enacted by Congress. It roverses
the hisloric opposition to {olls and encourages all types of highway farilities
{except exdsting non-tolled Interstates) to be operated with tolls and by the private
sector under some form of onpoing franchise.

Specifically, states may henceforth use federal highway funds for the following
iypes of toll projects:

1y To construct new toll hiphways, bridges, and tunnels [except on the
Interstate gystem);

2) To rehuild exidting toll highways, bridges, and tunnels {including those
already on the Interstate system},

3 To rebuild existing free highways as tollways {except those on the
Interstate system);

4} To rebwild existing free bridges and tunnels as toll facilities {including
those on the Taterstate systom);

51 To demanstrate congestion pricing (1.e., talls that vaty by time of day and
level of traffic) in up to five urban areas, including up to thres projects in
which such pricing could be used on urban Tnterstates.

ISTEA permits the ¢reation of State Transportation Revolvityz-Loan Funds. Loans
of up 0 30 years may be made from a STRF, and such loans may be
subordinated to any private debt financing on & project. Although a STRF loan
could only be extended after a project had received cnvironmental approval,
federal grant funds could be used under ISTEA o assist private firms in doing the
{high-risk] environmental work. States may collsct mterest on STRF balances, and
mey charge loan ongination fees, a3 loor as these funds are inwesled in
transportation infrastmcture.

A very imporeant provision waives the normal requirement that previous federal
funds would have to be repaid in the event that a highway, bridge, or tunnel is
privatized. Also, tolls on these projects may be retuined aftor the project debt s
retired, and surplus twll revenues {above amounts needed for a reasomable rewurn
un investment} may he used for other transporiation projects, In addition, 13TEA
Pprovides that faderal ¢ights of way and nther {aderal land be made available {or
tolled cxpansion of free highways.
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How can states best take advantage of these provisions? The key concept here
is that of |everpge With proper use of the principle of leverage, thesc new
provisions can significantly metease the total amount of investment in highways,
bridges, and tumtel, thereby helping to close the gap between whar should be
gpent and what has becn avaitable from traditional sources.

If states imil 1o make use of these new provisions, Le., by simply wing federal
funds in the itadiional way to match state funds for "Free” highways, there will be
litle increase in highway investment (since the tntal amount appropriated for
ISTEA does not represent a major increase in highway Funding). The two key
leverage principles that will expand total invcstment are {1) wherever possible,
using the federal funds as loans rather than grants, and (2) using us smatl a share
as possible 1o attract the maxmum amount of private funds—i.c.. not using the
maximum permitted shares of 50% (highway) and 80% (bridge, tuane).

A brief example will illustrate the kind of leverage involved. Referring to Tabie
1, let us consider & bypothetical state that is eligible for $100 milfon of federal
highway funds and hes wnother $100 million of its own o invest. Let us also
asgme that there iz a total of $500 million worth of approved projects in the
state’s highway plan, representing 12 projects labeled A through L.

Under the conventonal "buasiness as vsual” scenario, the stats wsos its funds to
match the federal funds on o 200 state/30% federal hasis, This scenario permits
6 of the 12 projects 1o be built, investng the combinad $200 million from fedaral
and state somroes.

The alternative approsch i to seek to take maximum advantage of the new
pulilic/private parinership provisions of ISTEA. Rather than using the S0% or
B0% cellings, assume that the state decides to use the federal funds wherever
possille a5 u 25% share for privately developed BOT projects. The private sectur
must provide the other 75% for those projects. Assuming thal meny of the
projects on the list are suitable for tolling, this scenario resulls in developing all
12 projects (2 as private toilways, 4 as free state highways), generating $300
milling of new private investment in addition to the $100 million of federal and
$100 million of statc funds. Total investment has soared two $500 million,
compared with B200 million in the business-as-usmal case--a 150% increase.

Obriiousty, the specific citcumstances in each state will be more complex than in
lhus highly simplified example. Not all projects will be feasible either For
conversion ta tolls {in the case of existing faciliics needing rebuilding) or for
building as wllways 1o begin with. Same 1wl projects may need more than 25%
federal support in order to be financially feasible, cspecially bridge and tunnel
Projects. Some projests may need little o no federal funds, and will be viable as
ttally private eodeavors. But il sewans highly plausible that the overall fmpact
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could be up to one-third that of our simplified example—ie., that states could use
leverage to bring abour a 50% increase in tota] highway investmendt,

FHwA figurcs indicate that states have been investing some $1% billion per year
in highreraya. ISTEA will make availahle approxi matejy apoiher 319 biliondesr in
federal highway funds 1o the states over its siv-year life; ther's a 1otal investooent
of 338 billion/year. A 50% increase in this total amount would mean the addition
of $19 billionfyear in new private ipvestimanl, That would more than fill the 513
billion/year gap identified by FHw# between what is now being spent aod whar
should be spent to prevent further deteriotation of highway conditions, [t would
aiz0 Begin the long-overdue process of improving the conditions of vur highways
and bridges. -

Table 1
Scate Highway Fusding Example

Project Cost | Cngrentiogal Pyblic/Frivate Fartnership
($millions) | Federal State Federal State  Private

A 100 - - 5.0 - T80

] 70 . . 173 - 5.5

C a0 . - 154 - 43.0

D 50 44 10 125 - 35

E 40 - - 1040 - 300

F 40 Ky} a 100 - anan

G ) - 40 - 40 -

3] 30 - 30 - 30 -

I 20 16 4 im - 15.0

d 20 12 B il - 15.0

K 20 - - - 20 -

L 10 - - - 14 -
TOTALESN M0 §100 $100 F10G $300
PFROJECTS BUTLT; & 12

TOTAL INVESTELD: $20F millicn 300 million

L IMPLEMENTING HIGHWAY PRIVATIZATION

T take advantags of the privatization provisions of ISTEA, most states will ave
tn enacl egabling legislation. Such legislation would be similar to the state private
tollway laws summearized in Section [, authorizing private Hrms to enter inta Jong-
term branchise agrecmenis with state government to finance, design, build, avd
nperale highways, bridges, and twunnels, The measures would need to specifically
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privide for using federat funds on these projects, in ascordance with ISTEA™:
provisions. Henee, even the exdsting state cnabling acts will need to be amended
o 1his purnose.

Those states which already have public toll roads may also chooss to make use
of ISTEA’s expansive toll provisions. A toll road anthority is usnally a scparate
public agency, with the power {o {ssue bonds, to construct the project, and 1o
vperate it. Bxamples iochude the Tllinods State Toll Highway Authosity, the
Pennsylvenia Tumpike Commission, and the Texas Turnpike Authorty. Toll
Bgendies may sometimes be bi-state (e, the Port Authority of New York and
New Jersey) or county-teve] (2.4, Orlando-Orange County Expresgway Authority).
In sore cases, & state transportation department will itself embark on tollway
projects; recent examples melude the state DOTs of Delaware and Florida.

In each of these cases, the 1ol agency comducts of contracts for engineering and
traffic studies w0 determnine a potendial project’s estimpted revenues and costs, I
il appents feasible, after further refmement of the analyses, bends for construction
are lssued. The (lax-exempt) bonds may be purely revenue bonds (backed onkr
by project revenes), lirtited obligation bonds (backed by a combination of toil
tevenues and some tax sources), or general obligation bonds (backed by the Full
faith and credit of the govemment in guestion). Construction {5 competidvely bid,
following normal gevernment procurement processes. 1pon completion, the
project is apened and aperated by the toll autharity or transportation department.

The private tollway is stili a telatively new concept in most states, as the
preceding discussions have made clear, Heneo, there is no generlly accepted
standard model for implementing the develupment process. But the genersl steps
which must take place are relatively straightforward. One resent summary is
coniained in the new manual for public/private partnerships published by the
American Road & Transpurtation Builders Assnciatinn.(14) These general steps
are az follows:

Cenerally highway needs are identificd by the state agency, cither a
highway/transportation department or a toll road autbority, In sume cases
(e.g, Califoreia’s AR 680 process), the lead agency instead imvites the
private sector o idemtify nesded projects. In either case, some criteria
must exist io determine whether or not the pigject might be a good
candidate for privatization, rather than conventionat development.

. Create Appropats Environment
Enth the state agency and private sector propohents must then work to

create the proper political envirnnment to permil the project w go forward
us o privatization cffort. II there i not already suitable legislation on the
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books, it must be drafted. The need for private-sector involvement in
highway infrastructiure must be expluined via various levels of publics
information efforts, in order to build a political consensas,

Consideration of Alternative Strgctures

The legislative provisions must he tajlored to the specific sinsation existing
in the state In question. A single agency should be given the principal role
in managing the process of project doveloproent, but the choice of agency
wiil depend on the specifics. Numerous sugeested legislative provizsions o
faciiitate privatization can be found in the Privatbzation Council’s lagislative
initiativcs handbook.

Project Solicitation

There will geocrally be a two-step process, beginning with a Request for
Qualifications, followed at a later date by & Request for Proposals from
the pre-qualified firms or teams. The RFP cin bo either for a specific
project identified by the lead agency (as in Puerto Rico) or for project
propuszls that meet certain criteria (as n Arizona, Califomia, and
Flotida). In cither case, the state agency should make usc of specific,
chjective criteria for evaluating the propuosals,

Ieam Creation

A devclopment tcam generally is formed priot to the time of the RFQ,
and wall msually include a develnperfowner, a financier, an engineering
fitrn, & Icgat firm, a construction contractor, & public relations firmy, a toll-
analysis firm, and a toll oporating company. Several of theae capabilitics
tay, of course, oxist within a single firm.

Project/ Team Sclection and Megotjation

Thes Iead state agency will select project proposals thae meet i gelection
¢ritenia and negotiate the approprute framchise or development
agICCAICTis.

Design and Anafvze Project

This oftenlengthy step cncompasses the initial project desipm and
emwltominental review process. This siage can be costly and of high risk,
gince it i not certain that the project will go forward unless and nnotil the
envirnnmental hurdles are cleared success[ufly.

Fina] Pegipn and Construction

This stape involves the completion of design work, which may overlap the
startup of construction if the design/build method s employed. It ulso
involves going ta the financial markets for the project’s Anencing.
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Thiz stage ooeura when the state agency signs off on the construetion wotk
and acceply the project as roady for operation. At this point, title would
transfer in a HTO project. In many cases, the project wonld become part
of the state hiplway systemn at this stage.

Beszides designaling a lead apeney fur this kind of process, the enabling legislation
ghould include & aumber of other feamres. Most of the suggestivns below arc
drawm from a legislative handbook produced by the Privatization Cuumeil.{ 153
Specifically:

1}

2

3

4)

&)

Allow the private scotor to propose projects for privatization, The statc
lransportation agency may well designate certain new and exdsting projects
it epnsiders cligible for privatization, but it should take advantage of the
private sectors ercativily in spotting additons] opportunities.

Tnclude both the sale or lease ol existing fwilitics oeeding upgrades and
the france/construction/operation of needed new facilitics. For new
faciliies, Build-COrn-Operate, Build-Operate-Transfer, and Built-Transfer-
Ciperate modey should all be permicad.

Make available at Litth: or no charge existing gnvernmeant-owned dghes of
way, obtaining right of way can be the most difticult part of mamy projocts,
especially i urban arcas. Existing corridors (frecway medians, rail lines,
utility eomiduzs, flood-control channels, &t¢.) can sometimes be used for
new tollwhys gt lower cost than the purchase of entirely new tght of way--
and with far fewer legal wrangles,

Allow the private ewnerjoperator (o develop adjacent commercial lands
and nght-of-way uses {e.g. Ober optics) to provide additional reveoue
streams. These auxiliary revenues tan be critical to project ecanamics.

Do not tequire legislative spproval of each project; this will preatly--
perhaps fatally--inerease the pereeived risk o the develuper of investing
cxtensive time atd money in design and environmental studics, only
have the project veroed at the 11tk hour. The lead apency (generally either
the state DHIT or tolbway agency) should be the single decision-maker with
whaom the developer interacts.

It monopoly aspects imply the peed for economic regulation, avoid
traditional public utility commisgions, and avoid direct control of pricing.
Ihstead, limnit the rate of Teturp via the fraochise agreement (as California
has dome) and permit pricing to be uncontrolled; this i3 especially
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important for whan areas, where pricing can be wsed to control
congestion.

n Do not impose publiz-sector constraints on private developerjoperators
who are risking private capital oo these projects. In particular, do oot
require (a) so-called prevaling wage laws, and (h) pubfic-sector
procuremént processes (which generally preclnde the oost-saving
designfbuild process).

£) Prowide somie sort of guarantee ihat the public sector will not build future
prajecty ditctly competitive with the privatized project; on the other hand,
it may be appropriate 1o require that some type of peralle]l free oute
already st

& Provide some or all fupding for the costly environmental studics which
must be carried out prior tu a go/no-go decision om a state-sanctioned
rropect. One of the greatest risks to the private developer is expending
many millions of dollars on design and environmental studies, only to have
the project disapproved on environmental grounds.

Transportation consultant Jeffrey Parker hus made several additlonal pelicy
proposals for implementing ISTEA{16) Hv suggests that states may wish to
adopt a policy that equires major new projects to be funded by tulls snd
developed as public/private partnerships. Requiring this kind of 5 market test for
new development would weed out speculative growth-inducing projects, focusing
new capacily inbd those locatons where it &5 truly noeded. “This would reduce
ervironmental apposition and woutd discourege "leapfrog” development,

Parker also notes that standardizing the financial terms of sueh public/private
prajects would reduce investor uncertwinty and permit the “securitization” of
private tollway financial instroments, This would redece risk and permit the
developtment of a secondary macket. That, in turn, would rake such invesimenls
more suntable for institutions, including pension funds,

o sum up, the Surface Trunspomation Act gives states the opporiumity to
dramatically inciease total highway investment, by attracting private capital to
match federal highway funds. State povertments should adopt enabling legislation
that creates a competitive climate for attructing such fends, 1E fully implemented
nationwide, these provivions eould increass total highway investment by some 50
peTeomt.
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NOTE

This report is baged on a fonger and more-detailed Reason Foumdation shudy,
“The Market for Prvate Toll Projects in the Unled States" This report is
available for $100 from the Reason Foundation.
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