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The following feature is the 2008 winning ar-
ticle of the John Stewart, Jr. Scholarship Writ-
ing Competition awarded by the FBA’s Trans-
portation and Transportation Security Law
Section. The timely topic of Public-Private
Partnerships (PPPs) is one of keen interest at
the U.S. Department of Transportation and
across the country. The article explains how
state and federal fuel taxes, long the primary
source of funding for modern public highway
transportation projects, are fast becoming
msufficient as a source of capital for future
transportation needs. The article illustrates
with case studies how states are turning to
private investment and PPPs as one way to
close the gap created by insufficient tax reve-
nues and increasing transportation costs and
needs and provides lessons learned from these
experiences. The writing competition was es-
tablished by the section to honor the memory
of its late section chair, John Stewart. John’s
legal career spanned more than 35 years
and was devoted primarily to public service
(first as a lawyer with the U.S. Department of
State and then as a lawyer with the Federal
Aviation Administration). John was very well
known and respected in both the domestic
and infernational aviation communities for
his professional skill and personal qualities.
He had a particular gift for mentoring fledg-
ling attorneys and was a life-long advocate of
legal careers in public service.



I. Introduction

State and federal fuel taxes—the primary source of fund-
ing for modern public highway transportation projects'—
are fast becoming insufficient as the source of capital for
future transportation needs. Expenditures are expected to
exceed receipts in 2009 in the account that makes up the
majority of the Highway Trust Fund (the dedicated source
of funding for federal highway projects), and the fund it-
self could have a negative balance by 2012.% In response
to funding shortfalls and increased demand for highway
infrastructure, some states have authorized their state and
local transportation authorities to enter into long-term con-
tracts with private entities, called “Public-Private Partner-
ships” (PPPs), in order to develop, finance or operate new
transportation projects® and are leasing their infrastructure
assets to fund expenditures in lieu of borrowing.*

Private investment in public highway infrastructure is
one way to close the gap created by insufficient tax rev-
enues and increasing transportation costs and needs. This
note will analyze some recent projects and illustrative legis-
lation in this field, with a specific focus on projects at least
partially funded by user fee-generated revenues. User-fee
funded projects hold the greatest incentive for private in-
vestment and thus represent a potent solution to the trans-
portation funding problem. State statutes authorizing PPP
relationships can be a viable method to address the prob-
lems of increased transportation demand, operation and
maintenance costs and budget shortfalls so long as the pro-
cedures are sufficiently tailored to allow efficient project
selection, project viability, and cost and risk allocations.

A. The Transportation Funding Problem

The costs of transportation needs are increasingly out-
pacing sources available to fund them. In some areas, mo-
torists pay, on average, fewer fuel taxes per mile driven
than would be necessary for additional capacity.’ Increases
in costs of materials and labor have outpaced increases
in state highway revenues, and growth in transportation
demand is projected to further exceed state tax revenues
devoted to highway purposes.® New road construction has
increased at a slower pace than population growth, vehicle
registration, and road usage as measured by vehicle miles
traveled (VMT).”

Part of the reason for the inability of fuel tax revenues
to keep pace with transportation costs and needs has
been the stagnancy of state and federal fuel tax levels,
which are charged as fixed dollar amounts at the point of
sale, as opposed to a percentage of cost.” The federal rate
on automobile gasoline purchases has not increased since
1993, and for the period 1993-2003, only three states have
raised their fuel tax rates enough to keep pace with infla-
tion.” The increasing use of fuel-efficient and alternative-
fuel vehicles will likely further diminish the viability of
fuel taxes as a source of highway funding in the longer
term."

Because of this susceptibility to shortfalls, some states
have already begun using some of their general tax rev-
enues for highway transportation needs, which in 2004
amounted to approximately 15 percent of state-provided

funding for that purpose.' Despite this general revenue
diversion, however, some states are predicting budgetary
shortfalls ranging from $2.8 to $48 billion dollars over the
next 10-25 years."

B. History of Private Involvement in State Highways

Private involvement in surface transportation preced-
ed the modern public highway financing system as we
know it today. The first private turnpike® in the United
States was chartered in 1792 in Pennsylvania. Soon more
followed as other states took Pennsylvania’s lead,** and
eventually private roads, by one estimate, came to out-
number public ones in the first half of the nineteenth
century.” This all changed with the Federal Aid Highway
Act of 1916, which marked the first major step toward
federal involvement in the state highway system.'® The
Act required each state to form a separate highway agen-
cy and use engineering professionals to oversee the use
of federal funds disbursed through the program, which
could amount to up to 50 percent of the funding for the
cost of roads and bridges necessary to provide mail ser-
vices.” Significantly, the Act also prohibited the imposi-
tion of state tolls on roads financed with any amount of
federal funds.’ The legislation thus created a significant
incentive for states to forgo tolling as a means of highway
funding in favor of the federally funded program, which,
in turn, created a significant disincentive for the contin-
ued involvement of private entities in roads not funded
(at least partially) through user fees, because tolls had the
advantage of being a reliable source of return on highway
investment.

It is thus not surprising that states soon began to turn
toward fuel taxes as a way of generating revenue for high-
way funding purposes, beginning with Oregon in 1919.”
The federal government followed suit in 1932.% Even in
this climate favoring taxes over tolls, however, some states
realized that by issuing bonds and charging tolls they could
construct highways sooner than if they had to rely on fuel
taxes alone,?! and five states opened public toll-financed
highways between 1940 and 1952.%

But the idea of a fully tax-supported road system be-
came firmly institutionalized with the Federal Aid Highway
and Highway Revenue Acts of 1956, which established the
modern Interstate Highway System (IHS) and the federal
fuel tax-funded Highway Trust Fund, in addition to con-
tinuing the prohibition on tolling on the newly constructed
interstate highways.? Tolling could continue on roads built
before 1956 that became incorporated into the THS, how-
ever, and new tolling was allowed on a case-by-case basis
under specific conditions for interstate bridges and tunnels
with a limited federal funding share.?

That fewer new toll roads were built while the IHS
was under construction shows the limit of these excep-
tions.” The 1956 acts thus preserved, if not strengthened,
the incentives created by federal highway legislation in
1916—namely, reliance on federal funding in place of lo-
cal tolls. For better or worse, fuel taxes continue to be the
principal source of revenue for highway budgets to this
day,* although recent legislation has given states some ad-
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ditional flexibility to pursue other sources of funding or to
charge user fees in order to relieve congestion.”’
C. International Implementation of PPP Highway
Projects

The motivations for the use of PPPs in other countries
parallel the reasons for private sector involvement in the
U.S. road system: shortfalls in dedicated funding sources
and rising costs and demand. The United Kingdom turned
to the private sector in the early 1990s because the coun-
try’s highway infrastructure maintenance and renewal
projects had become “plagued with delays” due to lack
of capital.® Norway began using PPPs to counter the ris-
ing costs of maintenance and construction.”” New Zealand,
faced with a shortage of transportation infrastructure rela-
tive to its needs, passed authorization for PPPs in order to
accelerate the delivery of improvements and to spread out
the cost of the new construction over time.*® Australia and
Germany turned to the private sector to reduce construc-
tion and maintenance costs and in order to maintain roads
in response to budgetary shortfalls, respectively.?!

Il. Background on PPPs, Selected Projects and Legislation

A. Models of Public-Private Partnering

PPPs are fundamentally contractual relationships, and
the term “partnership,” rather than being an attempt to
more specifically define the extent of the legal relation-
ship between the public and private entities, is instead
used to indicate “more private sector participation than is
traditional” in public infrastructure projects.* The usual or
“traditional” method of contracting is to divide the vari-
ous aspects of a project into discrete responsibilities and
subject each aspect to a separate contract solicitation.*
PPP arrangements include agreements to renovate, con-
struct, operate, maintain, and/or manage a facility or sys-
tem whereby the public partner retains ownership and may
give defined “concessions” to the private partner, but the
private partner is responsible for all or substantially all as-
pects of a given project.*

The range of responsibilities the private partner assumes
defines the type of partnership that exists. Responsibili-
ties involved in highway projects include design, construc-
tion, financing, operation and maintenance. For example,
road projects are typically “build-operate-transfer” (BOT)
arrangements whereby the private partner takes primary
responsibility for funding, designing, building and operat-
ing the project, possibly with a right to collect tolls from
users (a right that has to be forgone by the public partner
and hence constitutes its concession), until a period of time
specified in the contract elapses for the transfer of control
and ownership back to the public partner.®

In the case of pre-existing assets, the above leasing ar-
rangement is a “rehabilitate-operate-transfer” (yielding the
unfortunate abbreviation ROT) project in which the private
partner promises to improve the asset, operate it, and pos-
sibly collect fees from users for a set period of time.* Such
an arrangement is more suitable for deteriorating or obso-
lete infrastructure.’”
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B. Threshold Considerations

1. Project Selection

Whether an infrastructure project is selected for private-
sector development and operation is typically discretionary
on the part of state legislators or administrative agencies.
Most projects that have been opened to the private sec-
tor have had a low priority (for example, those that have
remained in state transportation plans for 7-30 years) and
in areas where traffic growth is anticipated but not yet re-
alized.® The high-priority projects, by contrast, with the
potential for positive toll revenues, tend to be reserved ex-
clusively for state operation.*” By opening up high-priority
projects in established corridors to private-sector partner-
ship, state and local governments could potentially increase
the chances that these ventures would be financially viable
and would make future projects more attractive to private-
sector partners.®

2. Project Viability

Project viability in the PPP context refers to the project’s
profitability with respect to the private partner. Historically,
tolling has been the most common way the private sector
receives a return on its investment.” What makes tolling
harder to implement in places where it did not exist be-
fore, and more difficult to raise tolls where it already exists,
is the public’s misperception that gas taxes and other car
user fees are sufficient to pay for both long- and short-term
transportation expenses, thereby leading to the conclusion
that tolls represent a kind of double taxation.* This view
appears to have been memorialized in the various incar-
nations of the Federal Aid Highway Acts prohibiting the
use of tolls on federally funded highways except in certain
limited circumstances.®

Another obstacle to the implementation of tolling is the
potential for traffic diversion, that is, the phenomenon of
motorists selecting alternate routes in order to avoid paying
tolls. Opposition to a proposal to toll Interstate 81 in Vir-
ginia, for example, cited the potential diversion of trucks
from the interstate, which could create more congestion
and accidents on local roads, in addition to increased main-
tenance costs.* A 2005 study on the Interstate 81 proposal
estimated the potential commercial vehicle diversion would
range from 12 percent to 25 percent of commercial vehi-
cles, depending on how high tolls were set.” The governor
of Ohio implemented a toll reduction policy on the Ohio
Turnpike in 2004 in response to studies that showed com-
mercial traffic diversion onto untolled roads raised similar
concerns.

Projects funded solely by state treasuries or other tax
revenues are certainly possible and authorized in some
statutes,”” but this relies solely on the savings to be gained
(which can be substantiaD* from contracting with the pri-
vate sector to solve the transportation funding problem.
Alternatives to a lump-sum payment include a “shadow
tolling” arrangement, in which the public sector pays for
the project over time based on a predetermined fee per car.
This avoids the problem of state and local entities servicing
too much debt at one time, which is the usual method of fi-
nancing when public entities own and operate the asset.”



C. Selected State PPP Toll Road Projects

1. Dulles Greenway, Virginia

A limited partnership organized for the purpose of in-
vesting in toll roads opened the Dulles Greenway in 1995
under a BOT arrangement authorized by the Virginia High-
way Corporation Act.*® The private partner originally built
the Dulles Greenway as a four-lane road that runs 14 miles
from Dulles International Airport to Leesburg, Va., in antici-
pation of development around that area, and the roadway
has been expanded since.>® The Virginia Department of
Transportation granted the private partner a 42-year fran-
chise to build and operate the project and made the partner
responsible for paying the costs associated with the acqui-
sition of the right of way and environmental requirements,
in addition to costs associated with operations and mainte-
nance (which includes protection provided by the Virginia
State Police).” Because title to the land is in the hands of
the private partner, the private partner must pay real estate
taxes and bear the cost of liability insurance.”

The agreement lacked a noncompete clause, and when
the state improved a competing road ahead of schedule,
it adversely affected the traffic projected to use the private
road.> This, in turn, affected the tolls the road could col-
lect, and the shortfall in projected revenue led to a default
in payments in 1996 and a refinancing in 1999.” In its fifth
year, the project has generated only 35 percent of its pro-
jected revenue (an increase of 15 percent from its first year
of operation).*

Although the tolls are subject to a state-mandated ceiling
of $2.00, the highest toll charged as of January 2004 was
$1.90 because of a lack of demand.” The highest two-axle
tolls are now set at $3.50, although they are set to rise
to $4.00 in 2012 and will include congestion-management
price premiums starting in 2009.%

2. State Route 91, California

The California Private Transportation Company opened
its State Route 91 (SR-91) project in 1995, which was spe-
cifically authorized in 1989 by California’s legislature.” SR-
91 is a four-lane road that runs for 10 miles in the median
of an eight-lane freeway in Orange County.”® The partner-
ship was to last 35 years from the time of opening, and,
as in the case of the Dulles Greenway, the private partner
is responsible for the costs associated with operations and
maintenance, including the provision of state police on the
highway.®! Because the state retained title to the land and
the right of way was already in the hands of the state,
property taxes and acquisition of right-of-way costs did not
have to be borne by the private partner.®? The state also
assumed liability for injuries, so long as the private part-
ner followed state guidelines for design, construction, and
operation.®”

Instead of a cap on toll prices, the private partner had
the power to set tolls but was subject to a 17 percent over-
all profit cap for normal tolls and a 23 percent cap on tolls
derived from special congestion lanes.* Any profit over the
cap would revert back to the state highway fund if it was not
used to pay down the outstanding debt on the project.”®

Unlike the Dulles Greenway, the public partner was sub-
ject to a noncompete clause that forbade the state from im-

proving roadways within 1.5 miles of each side of SR-91
until 2030.% Public pressure on the California Department
of Transportation to make improvements to the nontolled
lanes eventually resulted in a repurchase of the road in 2003
for $207.5 million in order to remove the contractual barriers
to improvement of the nontolled lanes.®” California’s legis-
lature passed additional specific authorizing legislation that
enabled Orange County’s transportation administration to
purchase the road from the private partner.®® The price paid
was $81.9 million more than the cost of building the road.®

3. Pocahontas Parkway, Virginia

A joint venture controlled by a nonprofit corporation
formed for this project opened the Pocahontas Parkway
toll road in 2002 under the authority of Virginia’s Public-
Private Partnership Act of 1995.7° The Pocahontas Parkway
is a four-lane road that runs for 8.8 miles and connects
the Chippenham Parkway at Interstate 95 with Laburnum
Avenue and Interstate 295 East.”! The private partner had
the right to operate the road and collect tolls for 30 years.”
Virginia owns the road and the right of way, and under-
took operations, maintenance, and police responsibilities
subject to a right of reimbursement against the private part-
ner once revenues were sufficient.”

The private partner was prohibited from increasing tolls
without a state consultant’s concurrence and must apply
revenues to debt service ahead of any other disburse-
ments.”* Unlike California’s SR-91, this road was built in
anticipation of development along Virginia’s James River
and not solely for congestion-relief purposes.”

In 20006, an Australian private toll operator (Transurban)
took over operations, maintenance and the right to collect
tolls from users under a 99-year concession agreement with
Virginia after paying the previous private partner’s debts
and the state’s accrued expenses.”® Tolls remain capped
and revenues are subject to a revenue-sharing arrangement
with the public partner.”

4. Indiana Toll Road

The Indiana Toll Road was leased in 2006 under a ROT-
type arrangement, whereby the private partner was granted
a 75-year lease to operate, improve, and collect tolls from
users in exchange for a $3.8 billion lump-sum payment to
the state under a concession agreement.”® The road runs
for approximately 157 miles and connects the Ohio Turn-
pike and the Chicago Skyway, linking several metropolitan
areas in northern Indiana along the way.” The private part-
ner (referred to in the agreement as the “concessionaire”)
is responsible for the costs of operation, maintenance and
police service as well as any liabilities for injuries arising
out of operation of the road.*®

Although tolls may be raised unilaterally by the private
partner, they are subject to maximum inflation-adjusted
amounts as specified in the concession agreement.®! Start-
ing in 2010, tolls may be raised by the greater of 2 per-
cent or the prior year’s increase in consumer price index
or nominal per capita gross domestic product.®> As in the
case of the Pocahontas Parkway, gross revenues must be
applied to debt service, operations, maintenance and reha-
bilitation costs before any equity distributions are made.*

The private partner is also obligated to undertake man-
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datory expansion projects if congestion causes the road
to fall below established minimum “Levels of Service” or
“LOS,” which refers to a published measure of traffic con-
gestion.®” The concession agreement also specifies the op-
erating standards the private partner is required to observe
in the operation of the road.®

The concession agreement also contains a noncompete
provision that entitles the private partner to compensation
if Indiana builds or improves a similar highway of at least
20 continuous miles within 10 miles of the toll road.®

D. Illustrative PPP Enabling Statutes®

1. Virginia’s Public-Private Transportation Act of 1995%

Virginia allows private entities to submit unsolicited pro-
posals in addition to participating in the usual request for
proposal process for public infrastructure projects by a “re-
sponsible public entity”™ under § 56-560.” In either case,
the responsible public entity must find that the proposed
transportation facility (1) satisfies a public need; (2) reason-
ably addresses the needs of state or local transportation
plans by “improving safety, reducing congestion, increas-
ing capacity, and/or enhancing economic efficiency”; (3) is
priced reasonably in relation to similar facilities; and (4) is
based on plans that will result in the timely development
and/or operation of the transportation facility or facilities
or their more efficient operation.”

This approval is subject to the formation of a “compre-
hensive agreement™? that is required prior to developing
and/or operating the qualifying transportation facility.”
The comprehensive agreement must make provision for,
inter alia, user fees (the amounts of which are to be nego-
tiated by the parties™), distribution of earnings exceeding
the maximum rate of return as established by the com-
prehensive agreement” and incorporation of the duties of
the private entity under the statute.”® Because, under § 56-
565 (entitled “[plowers and duties of the private entity”),
a private entity has the power to impose user fees only
with “the necessary federal, state, and/or local approvals,””’
the statute appears to contemplate that the private entity
would be subject to the same approvals that a public entity
would be subject to when authorizing tolls.”®

In addition, the comprehensive agreement “shall, as ap-
propriate,” make provision for, inter alia, insurance cover-
age;” reimbursement to the public entity for services pro-
vided;'® compensation to the private entity, “which may
include a reasonable development fee, a reasonable maxi-
mum rate of return on investment, and/or reimbursement
of development expenses in the event of termination for
convenience”;'™ and the date of the project’s reversion to
the relevant public entity.'??

Responsible public entities are also empowered under
the Act to exercise any power of condemnation that they
have if they find that such action serves the public purpose
of the statute.!” Such action serves the public purpose of
the Act if it “facilitates the timely development and/or op-
eration of a qualifying transportation facility.”'* Such prop-
erty may be transferred to a private entity if it serves such
a public purpose and the private partner agrees to develop
or operate the qualifying transportation facility.'®
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Finally, the public and private entities have the flexibility to
secure any financing that they negotiate among themselves.'®
The partners are also free to issue debt or equity and enter
into leases or loan agreements, including those secured by a
security interest or lien on the property interests associated
with the project.!”” If, however, the title to the underlying land
remains in the hands of the public entity, presumably the pri-
vate entity, acting on its own initiative, would not be able to
procure any financing secured by such land.

The responsible public entity can take possession of the
project in the event of a material default.'® Any revenues sub-
ject to liens, however, “shall be collected for the benefit of,
and paid to, secured parties ... to the extent necessary to satis-
fy the private entity’s obligations,” to the extent such revenues
exceed costs of operation and maintenance.'” After payments
to creditors, remaining revenues are paid to the private party
up to the negotiated rate of return.’® Such an election, how-
ever, does not pledge or obligate “[tlhe full faith and credit of
the responsible public entity” to honor previous arrangements
out of “sources other than revenues.”'!!

2. Indiana’s Enabling Statute

The provisions specifying the mandatory and nonman-
datory items of the agreement between the public and pri-
vate entities required prior to the beginning of the project
are similar to those of the Virginia statute. For instance,
the agreement may provide (subject to the discretion of
the state authority) for the reimbursement of state-provided
services, maintenance of insurance policies, compensation
to the operator in the form of revenues, and the date and
time of the termination of the operator’s authority and du-
ties and reversion of the project to the state.'

In addition, the state department has the power to “fix
and revise” the amounts of user fees that can be charged,!!
including the establishment of maximum amounts, and
variances from those amounts, according to an index or
other method the state authority considers appropriate.'”
Although user fees must be nondiscriminatory, they can
vary according to vehicle class and axle, and time of day or
year.!''® The calculation of the amount of fees that can be
charged can take into account the private partner’s finan-
cial condition and need for adequate compensation.'” The
public-private agreement may authorize the private partner
to adjust the user fees to any degree lower than or equal
to the maximum set by the department,’® but only to the
extent set forth in the public-private agreement.!"

Although the Indiana statute does not purport to give
state or local authorities an independent source of author-
ity for condemnation, a public entity can transfer any prop-
erty interest held for public use to a private entity for use
as a transportation project if the private entity undertakes
to develop, finance, or operate such project so long as it
serves the public purpose of the statute.'®

Like the Virginia act, the Indiana statute does not vest
the authority to accept a responsive proposal in the state’s
department of transportation. Prior to the execution of a
public-private agreement, a feasibility study on the pro-
posed project must be prepared and reviewed by the bud-
get committee, and the department’s determination of the
successful offeror must be accepted by the governor.'?!



The discretion to procure the appropriate financing for the
project is also similar to that delegated by the Virginia act,
including its caveat that debt and bond obligations of the
private party are not considered to be debts of the state
and are thus not backed by its full faith and credit.'*

In contrast to the Virginia statute, upon termination
(including termination for default), the department “may
agree to accept the qualifying project subject to any liens
on revenues previously granted by the operator to any per-
son providing financing for the qualifying project”; but “[t]
he full faith and credit of the state ... is not pledged to
secure any financing of the operator by the election to take
over the qualifying project,” and “[alssumption of develop-
ment or operation, or both, of the qualifying project does
not obligate the state ... to pay any obligation of the op-
erator.”'? Thus, although the Virginia statute provides for
a continuity of creditor liens on revenues upon reversion
of the project to the state, the Indiana provisions make this
assumption on the part of the transportation department
voluntary. Indeed, no part of the public-private agreement
may provide “that the state or the department is respon-
sible for any debt incurred by an operator in connection
with the delivery of the project.”*?!

A private entity may also set up reimbursement arrange-
ments for the public entity’s environmental certification
and permit acquisition and right-of-way acquisition.'® The
department is also explicitly required to “seek the coopera-
tion of federal and local agencies to expedite all necessary
federal and local permits, licenses, and approvals.”?

In addition, tangible personal property used exclusively
in connection with a project that is either leased or owned
by the operator is considered public property and is exempt
from all ad valorem property taxes and assessments.'?” Income
received from the project, however, is still taxable while the
project is still ongoing.'® The term of the project (as measured
from the date on which operations of a part of the project by
the operator begins) cannot exceed 75 years.'”

I1l. Lessons from Prior PPP Implementations
A. Project Selection

As a threshold matter, the public authority responsible
for implementing the partnership should have the author-
ity to award, or recommend, a high-priority project as the
basis for a PPP agreement. Of the recent projects to be
examined by the U.S. Government Accountability Office,
only California’s SR-91 has been profitable, and it was the
only project built solely to relieve congestion.” On proj-
ects where increased usage has been anticipated but not
yet realized, as in the cases of Virginia’s Dulles Greenway
and the Pocahontas Parkway, positive revenues have either
been lower than expected or nonexistent.*!

It is not clear that the Indiana and Virginia legislatures
have seriously tried to deal with this problem. Both stat-
utes do not purport to give the state or local transportation
authorities the final, or even a weighted, say in the selec-
tion of successful offerors.’* Indeed, one might conclude
that vesting the authority in a government official with the
highest level of political exposure (the governor), as op-
posed to allowing project ratification in a more bureau-

cratic way (such as legislative acquiescence), reflects the
same hesitance to disturb the status quo that was seen in
the repeated reenactments of the federal prohibition (with
some erosion) on the tolling of interstate highways.'®* This
is not meant to imply that less transparency in the imple-
mentation of PPPs for highway transportation projects is
preferable. Rather, allowing state and local agencies to act
within their delegated spheres of competence should be
the ideal. Of course, if state and local agencies have not
acted in a transparent way in the past, attention should be
given to transparency issues.

Allowing private investors to bid on projects identified in
the state’s long-term transportation plan or to suggest unso-
licited projects of their own (as Virginia does)*** would po-
tentially increase private sector involvement in higher-prior-
ity projects. Vesting affirmative final approval authority over
public-private partnerships in the highest executive levels of
government should be reconsidered if higher levels of private
investment in highway infrastructure are to be accomplished.

B. Project Viability

The public authority should also have the flexibility to
regulate user fees in order to balance the need for a rate
of return sufficient to attract further private investment
with the willingness of users to pay. Both Virginia'® and
Indiana® have sought to do this with differing levels of
specificity. Regulation of profit margins, as opposed to fee
caps, have the benefit of allowing the private partner to
more flexibly match price levels with demand and were
accordingly used in congestion-mitigation projects.'” In-
dexed toll rate regulation, on the other hand, protects users
from “monopolistic” pricing and creates incentives for the
private partner to operate the project efficiently (because
costs of operation are usually borne by the private partner)
and invest in service-enhancing innovations (because all
of the increase in profitability—absent a revenue-sharing
arrangement—goes to the private partner).'?®

When projects are operated at a loss, however, even
generous caps on profits can have a punitive effect on the
private party. Years of zero or negative returns can dilute
the value of future returns even if profits reach the con-
tractual maximum, which could bring the average rate of
return to an amount that is lower than the private partner
expected. In such a case, an average rate of return limit
would be more desirable, with its benchmark at smaller
intervals than the duration of the project.'”

Linking the private entity’s expected profits with the
amount of costs expended in operating the project may be
seen as problematic, however, because the private party
could have an incentive to increase project costs (or “over-
capitalize”) in order to maximize profits. But because
these projects typically have a high amount of debt financ-
ing,'"! the private partner would presumably not incur
costs unnecessarily, as the need to have to make regular
debt payments if such financing was used would create an
incentive to keep costs down in order to assure a posi-
tive cash flow. In addition, because highway infrastructure
projects are already capital-intensive and profitability is by
no means assured, it would seem irrational for a private
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entity to invest excess capital in a project in the hopes of
offsetting future revenues.

Concerns have been raised about the potential “monop-
olistic” impact of having a toll road operated by a single
private entity for the duration of the PPP relationship.!*?
Specifically, there is a concern that the private entity would
have an incentive to raise tolls in order to increase profits,
which would conflict with the apparent public interest in
keeping tolls low. This would appear unfounded as public
and private interests are aligned when tolls are managed to
reduce congestion. Further, although private operation of
highway infrastructure is “monopolistic” in the sense that
usually only one private entity operates and maintains the
road for the duration of the PPP relationship, private op-
eration of highway infrastructure is not “monopolistic” in
the sense that the ownership of most of the transportation
infrastructure in the United States is public and that cre-
ates opportunities for users to avoid paying tolls for the
use of roads or sections thereof. Moreover, private entities
in transportation infrastructure projects need the driving
public to continue to use user-pay roads and not shift to al-
ternative methods of tax-supported transportation in order
to have viable projects.

C. Cost Allocations

Ideally, the costs of fulfilling the terms of the contract
should rest on the party that is better able to bear them.
Thus, costs of acquisition of land and rights of way,'* en-
vironmental certification and permits,** and other approv-
als'"® should perhaps be borne, at least initially, on the
public partner. In some cases where the private partner
had to find and acquire land for the underlying project—
the project became more costly than had initially been an-
ticipated. !4

With respect to costs related to services the state pro-
vides not arising from the project (such as the cost of po-
lice enforcement), reimbursement of the public partner by
the private partner would not seem to always be necessary,
yet such an arrangement was present in all the projects
under consideration. This appears to be a windfall to the
public entity, inasmuch as it would otherwise have had
to bear the costs of police enforcement if there had been
no partnership arrangement for the project going forward,
and presumably the fines and penalties imposed by law
enforcement would revert to the public treasury.

Similarly, the public partner receives added compensa-
tion for its concession in the form of property taxes on the
project, as Indiana seems to recognize in its exemption
of personalty from ad valorem property taxes.'*” Broader
property tax exemptions would allow public entities to
receive their bargained-for compensation sooner (in the
form of a lump sum or otherwise) rather than later (via
taxation).

D. Risk Allocations

In the ideal situation, risks would be transferred to the
party that is better able to bear them. In the PPP context,
risks typically borne by the private sector include construc-
tion, schedule, traffic and revenue risks, which are priced
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in to the private partner’s bid for the project to the extent
they can be predicted.'*®

In the event of a transfer of operation of the project
from the private to the public partner because of default or
otherwise, an agreement that does not provide for a conti-
nuity of revenue liens by creditors would seem to elevate
the risk inherent in the project,'® because lenders would
be foreseeably reluctant to put their money into ventures
that could potentially leave their loans unsecured, thereby
raising the private partner’s costs of capital or inhibiting
its ability to obtain certain types of financing altogether. If
revenues are sufficient to cover the costs of operation and
maintenance, it is not clear why the public partner would
need the added protection of a voluntary assumption of
creditor liens when the contract could provide that such
liens are only collectible to the extent that revenues exceed
expenses.

Concerns have been raised as to the desirability of non-
compete agreements in PPP projects.”” Noncompete agree-
ments are a valid risk-transfer device by which the private
partner can disclaim the risk that the public entity would
later undermine the viability of the project by building ad-
ditional competing facilities. (Facilities are in “competition”
with the project if they would allow drivers to avoid tolls
they would otherwise have to pay in getting to their desti-
nation.) Vague noncompete agreements, however, would
seem to add an unnecessary degree of risk to the PPP re-
lationship. As California’s SR-91 example illustrates, tax-
payers may not have the patience to endure an extended
period of nonimprovement in a mixed-fee structure (user-
and non-user-fee funded) highway. Notice should be taken
of the planned developments in a public authority’s long-
term transportation plan within the agreement. Instead of a
strict prohibition on competitive practices, a public partner
could agree to compensate the private entity for any loss of
revenue caused by unanticipated developments.!>

IV. Conclusion

State statutes authorizing PPP relationships can be a via-
ble method to address the problems of increased transpor-
tation demand, operation and maintenance costs and bud-
get shortfalls so long as the procedures are flexible enough
to allow efficient project selection, project viability, and
risk and cost allocations. Recent experience has shown,
however, that not all projects that have been opened to
private investment have been profitable, and some state
statutes are not ideally drawn for the most efficient proj-
ect selection, viability, and cost and risk allocation results.
States that have allowed for a degree of flexibility in project
selection have attracted significant levels of private invest-
ment. Similarly, ensuring project viability through flexible
fee structures will ensure the continued participation of the
private sector in public infrastructure. Additionally, initial
cost and risk allocations could have a significant effect on
the future viability of the particular project, and would af-
fect the willingness of prospective investors to participate
in future projects generally. A public transportation agency
that has the flexibility to bear costs and risks depending
on the needs of the particular projects will likely be more



successful in securing beneficial partnerships with private
parties. TFL
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TUTE FOR PUBLIC FINANCE AND INFRASTRUCTURE PoLicy, PROTECTING
THE PUBLIC INTEREST: THE ROLE OF LONG-TERM CONCESSION AGREE-
MENTS FOR PROVIDING TRANSPORTATION INFRASTRUCTURE 42 (2007),
available at  http://www.usc.edu/schools/sppd/keston/
pdf/20070618-trans-concession-agreements.pdf.

vation_wave.pdf. The authors of the Department of Trans-
portation’s July 2008 report expressed a preference for
price regulation as opposed to rate of return regulation,
noting that economists studying other regulated industries
are generally least averse to the former. /d. at 57.

¥To illustrate, assume a 20-year project with 20 percent
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BlCalifornia did this in a subsequent project. GAO-04-
419, supra note 25, at 18.





