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4 Road Privatization



rivatization of toll roads is a growing
trend. During 2007, sixteen states had
some privatized road project formally
proposed or underway. In the last two years
Indiana and Chicago signed multi-billion-
dollar private concession deals for public
roads for 75 years and 99 years respectively.
As aresult of these deals, toll rates on these
roads will increase steadily and revenues
will be paid to private company sharehold-
ers rather than to the public budget.
Encouraged by the enormous antici-
pated profits that private road operators
will reap from these deals, Wall Street
investors and high-priced consulting firms
have promoted similar deals to other states
and local governments. Although offering
a short-term infusion of cash, privatization
of existing toll roads harms the long-term
public interest. It relinquishes important
public control over transportation policy
while failing to deliver the value compa-
rable to the tolls that the public will be
forced to pay over the life of the deal.
Proposed deals to construct new roads
or bridges that would be privately operated
are a more complicated matter. There may
be instances where private companies
can deliver services that the public sector

Executive Summary

currently lacks and can not efficiently cre-
ate. However, private deals for new con-
struction should also follow the principles
outlined below to adequately protect the
public interest. Any potential advantages
of private construction should be weighed
against the disadvantages of private financ-
ing and control.

Governments have a long history of
outsourcing service delivery on public
thoroughfares. Private companies, for
instance, operate gas stations and food
service at public rest stops. But the public
interest is best served by outsourcing only
those functions where public capacity is
lacking and where continual competition
exists for privately provided service.

In general, privatization makes sense
only for activities where the private sector
has a clear comparative advantage over
public provision of those same services.
The common characteristics of road priva-
tization deals are that they enlist a private
intermediary to borrow large sums of
money backed by a schedule to collect
multiple decades of steadily increasing
toll rates. Private proposals should thus
be judged according to the relative costs
and benefits of enlisting this intermediary

Executive Summary
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2 Road Privatization

to borrow and to hike tolls. Governments
can borrow upfront sums at substantially
lower cost than can private companies.
Government is also more democratically
accountable than private companies when
it comes to setting tolls. (In fact, according
to a chorus of investment analysts, a chief
contribution of the private intermediary
is precisely that it can diminish public ac-
countability for future toll hikes.) Thus toll
road concessions are a bad idea precisely
because they outsource activities where
the private sector is less capable of serving
the public.

In addition to an inability to ensure
that the public will receive the full value
for its future toll revenues, privatization
of toll roads entails a number of additional
problems. Over the long-term, these may
be of even more serious concern:

* Loss of public control of transporta-
tion policy due to a fragmented road
network, and an inability to prevent
toll traffic from being diverted to lo-
cal communities, or to change traffic
patterns on toll roads without pay-
ing additional compensation to road
operators.

* An inability to ensure fair or effective
privatization contracts due to leases
that last for multiple generations and
therefore can not fully anticipate
future public needs.

* The upfront privatization payoff is a
short-term budget fix that does not

address long-term budget problems
and requires drivers and taxpayers to
pay more over the long term.

For both existing toll roads and new
construction, the safeguards to protect
the public interest against bad privatiza-
tion deals can be expressed in seven basic
principles:

* Public control retained over deci-
sions about transportation planning
and management;

* Fair value guaranteed so future toll
revenues won’t be sold off at a
discount;

* No deal longer than 30 years be-
cause of uncertainty over future con-
ditions and because the risks of a bad
deal grow exponentially over time;

¢ State-of-the-art maintenance and
safety standards instead of statewide
minimums;

¢ Complete transparency to ensure
proper process;

¢ Full accountability in which the
Legislature must approve the terms
of a final deal, not just approve that a
deal be negotiated; and

* No budget gimmicks because a
deal must make long-term budgetary
sense, not just help in the short term.



insufficient funds to sustain transpor-
tation infrastructure, state govern-
ments have experimented with privatizing
roads. Numerous private investors cur-
rently offer public officials relief from the
burden of managing these roads while also
providing a large upfront payment. In return,
the private entities seek the right to collect
for themselves decades of future toll rev-
enues and to steadily increase toll rates.
Once common only in developing
countries, these road deals have spread to
the United States in recent years.! In 2005
Chicago leased its 7.8-mile Skyway toll
road to an international consortium that
paid $1.8 billion for a 99-year concession.
Indiana followed with a similar a 75-year
deal of its 157-mile Indiana Toll Road for
$3.8 billion. Governors in New Jersey and
Pennsylvania shortly thereafter began
exploring privatization options for their
own well-established turnpikes. Other
deals have enlisted a private company to
construct or expand a new public road,
and then typically operate it, in return for
tuture toll revenue. Since 2001, agreements
of one or the other type have been signed

Faced with long-term budget woes and
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in at least seven states, and were under way
or officially proposed in at least sixteen
states during 2007.’Between 1994 and early
2006, $21 billion was paid for 43 highway
facilities in the United States using vari-
ous “public-private partnership” models.?
Recent legislation enabling private compa-
nies to operate public roads has passed in a
majority of states.*

These developments mirror the earlier
trend of infrastructure privatization in less
developed countries. The rise in infra-
structure privatization has been particu-
larly pronounced in East Asia and in Latin
America, where Enron was a major inves-
tor. In those countries, unlike the United
States, access to long-term capital is a
major problem for governments seeking to
build infrastructure. According to World
Bank records, infrastructure privatization
outside of the United States reached a
peak of over $110 billion per year in 1997
and 1998 This trend largely bypassed
the United States.® The accompanying
figure shows World Bank data for private
participation in public infrastructure in the
transportation sector, about half of which
includes airports, seaports, or rail.

Introduction
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Many infrastructure privatization deals
became high-profile failures. Two dozen
private toll roads went bankrupt in Mexico
after 1994. The Thai government seized
one railroad that had been in private hands
in 1993. Britain renationalized its rail sys-
tem from Railtrack, the private company
that had purchased the rail system in 2001.
A World Bank study of over 1,000 infra-
structure projects in Latin America and the
Caribbean between 1982 and 2000 found
that 55 percent of privatization contracts in
transportation and 75 percent in water and
sewer had been renegotiated, most during
the first few years.® Twenty-one toll road
projects in Hungary, Indonesia, Mexico,
and Thailand were subsequently taken over
by the government.” By the early years of
the current decade, the volume of privatiza-
tion deals had returned to the lower levels
of the early 1990s.

With the broader global experience as
background, this paper asks three vital
questions about the current wave of high-
way privatization in the United States:

* What s driving the current toll road
privatization trend?

* Do these deals benefit or harm the
long-term public interest?

* How can the public best be protected?

@ Practical Objections to
Privatizing Toll Roads

This paper focuses on the practical impli-
cations of road privatization. Privatization
can make sense from a purely practical per-
spective when certain conditions are met."

* First, privatization works best when
private companies have some kind
of proven comparative advantage
over government agencies in provid-
ing a particular good or service. For
instance, at least before recycling



programs were created, a variety of
exhaustive studies concluded that
smaller municipalities which used
competitive contracting for household
garbage collection had lower costs
than comparable municipalities that
used public agencies for collection.!

Second, the public must fully know
what services it needs to contract for.
For instance, it is less problematic to
contract for private delivery of a ton
of cement or for office windows to be

Third, privatization only suc-

ceeds when ongoing competition

can discipline private contractors’
performance: either because multiple
contractors can provide the same
service simultaneously; or alternately
because contracts are short enough,
with a sufficient number of potential
service providers, that unsatisfactory
performers can be quickly replaced.?

Finally, privatization works best when
the government officials making the

washed each Friday than it would be to
contract out “justice” from the courts.

decision to privatize can be held
accountable for the results of a deal.

"Privatization” or “Public Private Partnership”?

his paper uses the term “privatization” to refer to the transfer of traditionally

public functions to the private sector. Recent road deals have received atten-
tion precisely because they are shifting the way in which roadways are financed
and controlled. As long-time Harvard scholar of road privatization, José Gémez-
Ibafiez notes, privatization has often been repackaged under different names. He
explains:

“Governments have experimented with many variants of privatization, often coining special
terms—such as “peoplisation” (Sri Lanka), “capitalization” (Bolivia), or “equitization”
(Vietnam) —to distinguish them from the standard fare. And many consultants now prefer
to use the term “public-private partnerships” to emphasize that a wide variety of forms of
public-private collaboration is possible. Such changes in terminology may be useful, but
they do not eliminate the basic problem of persuading the public that the terms of the
partnership are fair.""?

"This paper avoids the term “public private partnership” (or PPP) because of its
lack of precision. Interlocking relationships between the public and private sec-
tor are ubiquitous across the economy. Virtually all public programs have always
involved some kind of partnership between public and private sectors. Medicare is
a partnership between public financing and services by private medical providers,
for instance. All government departments of transportation likewise have a long
tradition of using private vendors for various kinds of service provision. Any trans-
action between two private companies involves some kind of partnership with the
public sector that underwrites risks, defines property rights, and enforces contracts.
Beyond a vaguely positive connotation, the term “public private partnership” fails
to define what should be included or excluded in the category.

Introduction
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6 Road Privatization

Toll road privatization fails to meet all
of these conditions. Public entities, not
private companies, have a clear and sig-
nificant advantage when it comes to long-
term borrowing of capital: the ability to
issue tax-free debt, which makes for a cost
of capital significantly less than private
capital. Second, toll leasing deals are too
long-term to predict future transportation
needs, making it impossible to be certain
of the services that must be contracted.
Third, toll road privatization creates a

private monopoly with no meaningful on-
going competition because toll roads rarely
compete with one another and deals last
for several decades. Many lease contracts
further limit potential competition from
improved free roads. Finally, the length
of these deals insulates them from public
accountability. The downsides of a deal are
likely to surface only after officials have
left office and the public has no recourse
to change the contract.



Explaining the Surge in

iven the obvious practical problems
G with toll road privatization, why is
interest so widespread right now?
The current growth of road privatization in
the United States is being driven by factors

on both the government side and on the
part of private toll road operators.

oo Pressure from the
Government Side

Budget squeeze for

transportation

Roads across the country are under great
strain in terms of growing congestion
and years of insufficient investment in
maintenance. The American Society of
Civil Engineers graded the overall condi-
tion of the nation’s infrastructure a “D.”"*
Part of the problem is perverse rules which
discourage investment in maintenance
while encouraging construction of new
roads.” Regardless, states are having great
difficulty finding the money to fund their

Road Privatization

transportation programs at accustomed
levels.

Governments face immediate budget
crunches due to rising health, pension,
energy, and construction costs. These ris-
ing costs limit states’ ability to use general
revenue funds for transportation. Mean-
while, gas taxes, the traditional mainstay
of transportation funding have not kept up
with inflation. For example, states’ gas taxes
have lost 43 percent of their value during
the 1970s, 80s, and 90s." The federal gas
tax, last increased in 1993, has done only
slightly better.

As a result of revenue shortfalls, states
will soon be unable to sustain highway
spending at traditional levels. According to
the American Association of State Highway
and Transportation Officials, the federal
Transportation Trust Fund, used for state
and local projects, is projected to run into
shortfall during 2009 and will need to re-
duce payments by 42 percent the following
year unless new revenues are obtained.”
Many state level transportation trust funds
are also forecast to run into shortfall in
coming years.'®

In the context of great investment needs
and stagnant revenues, the huge upfront

Explaining the Surge in Road Privatization
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8 Road Privatization

payouts of toll road privatization have obvi-
ous short-term appeal.

Political benefits
Privatization of roads may also offer some
political benefits to elected officials beyond
the avoidance of potentially unpopular tax
increases. In the short term, privatization
promises a huge budget windfall, which
creates budget slack and an ability to
dedicate resources to favored projects. The
long-term financial downside, particularly
the loss of toll funds and rising toll rates
paid by drivers, often is overshadowed by
the short-term and initial windfall."”
Privatization may also give elected
officials political cover for the toll hikes
brought about by privatization deals. Po-
tential investors claim that by outsourcing
toll collection to a private company, driv-
ers’ anger over the toll hikes will not be
directed at the politicians who authorized
the toll hikes. Moody’s bond rating agency,
after conceding that governments can
generate these same upfront payments by
borrowing against future toll collections
without privatization, offers the counter-
point that, “If they pursue the option [with-
out privatizing], governmental authorities
must take responsibility for their own toll
raising decisions, rather than distancing
themselves from these decisions through a
long-term concession to a private entity.”*’
Fitch bond rating service, similarly, lists
as a merit of toll road privatization, the
ability to “Distance government from toll
increases.” The report explains that, “the
political risk related to toll rate increases
could be minimized by transferring the
authority within an overall rate-setting
framework to the private sector.””!

Recent federal rules

promote privatization

Aggressive policies by the federal govern-
ment and particularly the Department of
Transportation (DOT) have also promoted

road privatization. The Transportation
Infrastructure Finance and Innovation Act
(TTFIA), passed in 1998, established funds
for the U.S. Department of Transportation
to spend on secured (direct) loans, loan
guarantees, and standby lines of credit to
attract private investment in surface trans-
portation infrastructure.?? The TIFIA
website lists $3.7 billion in past financ-
ing and two dozen current projects as of
July 2007, mostly highway projects where
private entities will be paid back through
user fees. The DOT also publishes model
legislation for states and a newsletter to
encourage privatization of roads.”

The biggest incentives are for private
“green field” deals where companies con-
struct a toll road and then operate it and
collect tolls. The federal DOT allocates
over $2 billion per year in credit which
can be used to subsidize private borrow-
ing by narrowing the difference between
the public and private sector’s borrowing
costs. The DOT does this by providing
private developers and operators access
to tax-exempt bonding for highway and
surface freight transfer projects. The DOT
also grants private projects special federal
waivers that suspend normal requirements
on contracting, project finance, compliance
with environmental requirements, and
right-of-way acquisition.

Pressure from the
Investor Side

Low-Risk Profits

In addition to the federal subsidies for
green field deals, a number of factors make
road privatization attractive to investors.
One is the reliability of toll revenues. Com-
pared to stocks and other investments, toll
road privatization is considered a relatively
secure source of long-term revenue. United



States contract law further reduces the
investment risks, making deals very hard
for governments to undo compared to
other nations with less rigid commercial
laws. Toll profits reduce investors’ portfolio
risk as well, because the returns on these
investments depend chiefly on traffic flow,
which for cars isn’t closely linked to other
broad market outcomes.

Vast Amounts of Private Money

Seeking Toll Road Investments

With all these factors favoring toll road
deals, it’s no surprise that private inves-
tors have been feverishly trying to take
advantage of the profit opportunities.
According to a report by McKinsey, private

infrastructure funds dedicated to invest-
ment in public infrastructure grew from $5
billion in 2004 to approximately $45 billion
in 2007. At least ten such investment funds
were launched in 2006, and more than a
dozen large ones are expected in 2007.%
Goldman Sachs, for instance, has started
a $3 billion fund just for infrastructure
privatization and consults to states about
how to structure privatization deals. Mor-
gan Stanley and Carlyle Group are putting
together their own funds, while Macqua-
rie Infrastructure Co. Trust launched its
initial public offering (IPO) in December,
attracting over a half billion dollars in new
funds for privatized infrastructure.

“New Jersey's roadways will not be sold, and they will not be leased
to either a for-profit or foreign operator.”

— Governor Jon Corzine (NJ), June 28, 2007

Governor Corzine of New Fersey decided not to privatize or lease the Atlantic City Expressway,
Garden State Parkway, and New Fersey Turnpike (pictured bere). Governor Corzine previously
served as CEO for Goldman Sachs, which advised structuring of the road privatization deals in
Indiana and Chicago. (Photo: Mark Gordon)

The Dangers of Road Privatization
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The Dangers of Road Privatization

he economics and governance of road

privatization are highly problematic.

For existing roads, outsourcing bor-
rowing against future toll revenue to
a private entity is likely to produce less
money than a public entity could produce.
This is the case because a private toll road
operator will have higher capital borrow-
ing costs and must divert some revenues
to shareholder profits. Even without
these fiscal problems, long term road
contracts pose a variety of serious threats
to the public interest. These include frag-
mentation and loss of public control over
transportation policy, and an inability to
prescribe future needs in contracts signed
decades earlier.

Loss of Public Control

Transportation policy has tremendous
impacts on quality of life, health, and cost
of living. It determines the level of traffic
congestion and air pollution, the safety
and quality of the roads, the many costs

of driving and car ownership, the avail-
ability of high-quality and affordable mass
transit alternatives, and the development of
future land-use patterns. What may seem
beneficial from a narrow profit perspective
does not necessarily benefit transportation
networks more generally.” Public control
of key toll roads is therefore necessary to
ensure coherent transportation planning
and policy making over long periods of
time.

Any driver knows how events that take
place on one road affect other connecting
and alternative routes. Thus, toll levels,
maintenance and safety standards, and
congestion on a toll road have a substantial
impact on the number of cars using alterna-
tive routes, including local roads and mass
transit. Decisions about how to operate
and manage major roadways can have the
effect of creating traffic policy for an entire
jurisdiction.

Road privatization elsewhere has shown
thata private operator’s profit motives lead
to very different management decisions
than a government would pursue. Four
examples from recent road privatizations
illustrate these potential dangers:



* Non-Compete Clauses—Some
privatization contracts explicitly limit
the state’s ability to improve or expand
roads. Private investors fearing that
improved free roads would compete
with their paying traffic obtained non-
compete clauses in California, Colora-
do, and to a lesser extent, Indiana. In
Colorado, a private toll road deal went
so far as to require adjacent munici-
palities to add stop lights as a way to
slow nearby local roads.?® California,
which used a private concession deal
to create new toll lanes in the median
of State Road 91, subsequently was
forced to buy back the road because
non-compete clauses prevented the
state from improving the corridor
and led to constant litigation. Non-
compete restrictions hinder the state’s
ability to conduct effective transporta-
tion policy because other major roads
will compete for cars with the toll
roads, especially when privatization
deals send toll rates sharply upwards
and drivers seek alternative routes.

* Private Toll Decisions = Broad
Private Control of Traffic Man-
agement—Private toll operators can
generally increase revenues by raising
toll rates, even though the higher rates
will cause some trucks and cars to
choose alternative routes. For the pri-
vate operator, the additional toll rates
more than make up for any loss of in-
come from diverted vehicles. But from
the public perspective, the diverted
traffic may clog local roads, increasing
congestion and pollution in local com-
munities. Substantial traffic diversion,
particularly of trucks, resulted in the
wake of the 1991 New Jersey Turn-
pike toll hike. New Jersey responded
by rolling back some of the toll hike
for trucks to entice them back onto
the Turnpike, a move that would not
have been possible under privatization,

at least not without paying the pri-
vate firm for the lost revenue. From
a private toll road operator’s perspec-
tive, the gridlock and pollution on
local roads may actually be desirable
because drivers will be more likely to
pay still-higher tolls.

It’s important to recognize just how
much control over toll policy private
operators gain via the maximum toll
hike schedule that privatization deals
provide. If the rules for increasing
toll rates under the Chicago toll road
deal had applied to the Holland Tun-
nel since its inception, that roadway
could presently charge a one-way

toll of more than $180. As a practical
matter, an operator would be unlikely
to charge that price because nearly all
drivers would instead take alternate
routes. But the operator would be free
to charge whatever the market would
bear to maximize profits. Moreover,
in order to maximize profits, the toll
operator can also offer discounts to
particular types of motorists and
encourage traffic between certain
exits or at certain times. Together
these provisions enable the operator to
dictate who drives on the toll roads at
what times.

Creates “Tax” on Normal Policy
Making—The Indiana deal also
requires the state to pay investors
compensation for reduced toll revenue
when the state performs construction
such as to add an exit or build a mass
transit line down the median. This
compensation would add significantly
to the cost of construction, and the
state could potentially not afford to do
the work it would otherwise perform.
As an added complication, the exact
level of these future payments might
be subject to dispute and lawsuits.
Transportation policy should be made

The Dangers of Road Privatization
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according to what’s best for the public,
not limited by what kinds of extra
payments may have to be made to a
private operator.

* Inability to guarantee state-of-the-
art safety and maintenance stan-
dards—The public may want major
traffic arteries to have cutting-edge
safety technologies and road manage-
ment upkeep; but road operators do
not know what these will cost. Private
operators want protection against
large increases in safety or mainte-
nance costs. The Indiana privatization
deal, as a result, does not guarantee
state-of-the-art standards. Under that
deal, the state of Indiana can require
the operator only to meet generally
applicable safety standards. To get
state-of-the-art, Indiana must pay the
cost of constructing and maintaining
the higher standards, as well as com-
pensate the private company for any
lost tolls caused by the construction.
In other words, if Indiana intends to
bring its toll road up to state-of-the-
art standards, it must pay dearly.

In the future, new standards may include
things such as new surfaces, embedded
road sensors, or technologies that are not
currently envisioned. The Chicago De-
partment of Transportation, for example,
has recently conducted a study which finds
that using a new type of road surface that
includes recycled rubber is slightly more
expensive than regular asphalt but creates
a number of public benefits. It reduces the
strain on sewers and other water infra-
structure because the surface is porous
enough to allow water to return back into
the ground. It also creates an outlet for
used tires that are otherwise difficult and
costly to dispose of in landfills. Despite
the potential public benefits, a private
operator would most likely be dissuaded
from upgrading to this standard by the

extra costs and few benefits for their own
bottom line. Since the new technology was
developed after the Chicago road deal, its
installation isn’t in the contract. Chicago
would presumably miss out on the benefits
unless they were going to pay more to the
road operator.”’

The Public Will Not

@ Receive Full Value

Private investors are so eager to purchase
existing toll roads that they are willing to
offer impressive up-front payments in or-
der to collect future tolls from the public.
To give a sense of scale, the $1.8 billion
sum paid for the 99-year lease on Chicago’s
Skyway is enough to pay every resident in
Chicago a one-time sum of $643.%® The
consortium that purchased a 75-year lease
to operate the Indiana Toll Road paid an
even greater sum: $3.8 billion. Potential
privatization deals for the New Jersey and
Pennsylvania turnpikes mentioned pay-
ments between $10 billion and $30 billion.
For elected officials struggling to plug
chronic budget shortfalls, these short-term
windfalls are enticing.

As impressive as the upfront payments
are, they pale in comparison to the likely
value of the tolls traded for them, and
are less money than public entities could
generate doing the same financing them-
selves.

Financial analysis by experts in asset
valuation confirms how privatization deals
and offers have failed to supply full value
for the future tolls that private companies
are expected to collect.

* Analysis of the Indiana and Chicago
deals by Dennis Enright of NW
Financial, a New Jersey investment
bank, found that the private



investors in those deals would likely
recoup their investment in less than
20 years. That analysis is confirmed in
at least Indiana’s case by the company
that won the bid. The company Mac-
quarie sent investors a presentation
asserting an “Anticipated 15 year pay-
back to equity.”?’ Given that Indiana’s
deal is 75 years long, and Chicago’s

is 99 years, the analysis demonstrates
that governments in these states
received far less for their assets than
they are worth.

* Economist and long-term valuation
expert Roger Skurski at the University
of Notre Dame finds that the $3.85
billion Indiana Toll Road lease should
have more reasonably been valued at
$11.38 billion.*

* In Texas, the Department of Trans-
portation initially excluded the public
toll authority from bidding to build
and run a new toll road they planned
near Dallas, even though it con-
nected to another one of their roads.
The winning $3.1 billion private bid
would have generated an estimated
12.5 percent rate of profit on its equity
investment and would have required
the public to compensate Cintra, the
private company, if a “competing
roadway” was built within 20 miles.
One state senator initiated hearings
which led to a temporary moratorium
on private deals and the toll authority
was allowed to bid. The public author-
ity’s bid offered an estimated $1.9 bil-
lion in additional proceeds, calculated
on a net present value basis, despite
the public entity’s higher estimated
investment for constructing the road
itself.’! The state was able to cancel
its initial contract with the private
operator.

* In testimony before the New Jersey

Assembly’s Transportation Com-
mittee, securitization expert Peter
Humphreys made clear that without
privatization the state could generate
a large upfront payment even without
aggressive toll hikes. By securitizing
future toll revenue, he calculated, the
state could generate an up front pay-
ment of $1.2 billion for each annual
$100 million of future toll revenue it
securitized for 15 years. Given that
New Jersey tolls currently gener-

ate $700 million a year, a single deal
without a single toll hike would then
generate $8.4 billion over 15 years.*

Figuring out the fair price for a toll road
is a high-stakes guessing game. The long-
term value of the upfront payment itself
depends on predicting correctly the extent
to which inflation will erode the value of
those dollars and what rate of return inves-
tors could have otherwise garnered with
the money. Expected revenues depend on
future toll rates and how many cars and
trucks will use the road, as well as what-
ever lesser revenue may be obtained from
service-area vendors and development of
future advertising and amenities. Private
concession deals attempt to reduce uncer-
tainty by indexing future toll rates to fac-
tors such as inflation and the growth of the
national economy; but much uncertainty
remains on the revenue side. Meanwhile,
the road operator’s costs will depend on
factors such as future maintenance and
improvements, the number of workers that
will be employed, and the cost of providing
road safety and snow removal. All of these
factors will themselves be influenced by
future trends in transportation technology
and demographics. The actual cost for a
private operator will depend also on which
unanticipated future road improvements
their lawyers would be able to force the
state to pay for.

Despite the uncertainty over actual
future costs and revenues on toll roads, a

The Dangers of Road Privatization
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number of factors prevent the public from
receiving full value for a concession deal.

Private Investors Have Higher
Costs of Capital

Private companies have higher long-term
borrowing costs than public entities. Ac-
cording to analysis by Dennis Enright
at the investment bank N'W Financial
Group, public sector costs for raising
capital through debt are a full 35 percent
less than the lowest cost of money that a
private entity can hope to obtain.* The
actual financing arrangements, would, of
course, be more complicated; but the basic
public advantage when it comes to the cost
of raising debt stacks the cards against a
private deal.** Government will continue
to have lower borrowing costs because it
can issue tax-free public-purpose bonds,
and bond traders are willing to accept lower
interest rates on public bonds.

The higher cost of capital alone means
privatization deals will create significant
public losses. Even when multiple private
companies bid for a public toll road, their
higher long-term borrowing costs will get
passed onto the public in the form of a
lower upfront payment than the govern-
ment could raise borrowing against the
same future toll hikes without using the
private road operator as an intermediary.
Stated differently, privatization requires
greater toll hikes to generate the same up
front payment as would be necessary with-
out privatization. According to the NW
Financial Group study, “doing such a deal
with non-public ownership will result in
tolls 20 to 30 percent higher than a public
deal of equal size.”¥

There’s no debate about whether public
borrowing costs are lower than the private
sector. Deloitte, a major consultant on
privatization projects, argues for instance,
that, “with the maturing of the private
finance market in the United Kingdom,
the financing costs difference between the
private cost of capital and public borrowing

is now in the range of only 1-3 percentage
points.”*¢ Defenders of road privatization
may argue that private-sector efficiencies
will offset the private sector’s higher bor-
rowing costs, but the higher costs them-
selves are not at issue.

Minor Potential Cost Savings on
Existing Toll Roads Do Not Offset
the Higher Costs

Privatization advocates often counter con-
cerns about the high capital costs of privati-
zation by talking about potential efficiency
increases from private operators. Rela-
tively minor cost savings may be gained
by avoiding public-sector rules about
hiring standards.”” Overall, however, the
potential savings are so financially limited
that road companies do not even mention
them to their own investors. Macquarie
Investment Group, in its own PowerPoint
presentation to investors on the Indiana
deal, reports “no significant cost savings
envisaged.”*® Similarly, a leaked document
from a private operator proposing a $30
billion deal in New Jersey explicitly states
that the value is due to toll rate increases,
not operating efficiencies.’” In sum, private
operation cannot be expected to produce
sufficient cost savings to offset the high
costs of privatization.

Privatization decisions should be distin-
guished from other kinds of modernization
that may accompany privatization efforts.
Modernization can be accomplished under
either public or private auspices. A particu-
lar public toll authority may, for instance,
be slow to adopt electronic tolling while
a potential private operator promises to
install the new technology promptly. In
this case, the elected officials have the
authority to instruct the toll authority to
modernize, even if they have to pass new
legislation or appoint new toll authority
managers to speed the process. Alter-
nately, the public could hire the private
operator just to install the new system.



Modernization does not require a private
operator and the associated loss of public
value and control.

Modernization should similarly be dis-
tinguished from privatization in situations
where the state seeks to build a new toll
road or expand an existing one. There are
potential gains and risks to outsourcing
construction project design and oversight
to a private firm. In some cases a private
builder in a “design-build” project may bet-
ter manage the risk of cost overruns. But,
as problems with Boston’s Central Artery
“Big Dig” project managed by Bechtel/
Parsons Brinckerhoff illustrate, private
outsourcing can lead to its own problems
with cost, safety, and quality.*’

The point is that service provision
should be distinguished from financing and
long-term ownership. Giving greater dis-
cretion and incentives to a private builder
need not entail private ownership or private
financing of the completed road.

Private Deals Must Also Cover

Private Shareholder Profits

While the high capital costs of privatiza-
tion alone ensure the public cannot get
as much value from a private deal as it
could from a public one, the money the
public loses in these deals is also driven by
the high profits the investors make. For
instance, Cintra, one of the companies
purchasing the Chicago Skyway, revealed
thatit anticipates to bring ina 12.5 percent
return on the equity they invested." What-
ever the profit share allocated to sharehold-
ers, this is a net loss to the public.

Transaction Costs

Privatization deals also create significant
legal and monitoring costs. For govern-
ments to try their best to avoid unintended
consequences, they must spend dearly on
high priced lawyers and analysts to conduct
asset evaluation, performance monitoring,

and contract enforcement. Goldman Sachs
was paid $20 million for financial advice
on the Indiana privatization deal and $9
million for the Chicago Skyway deal.” The
state of Texas similarly spent $19 million
on upfront legal fees and an environmental
study of the proposed deal to build State
Highway 121.% Many of these costs would
also be incurred if the government opts
to use a public entity such as the turnpike
authority to securitize future toll revenues
for an upfront payment. Under a private
deal, however, additional state inspectors
and lawyers would be needed to interpret
the contract and litigate to ensure that the
private operator was upholding the terms

of the deal.

Problems
Compounded by
Excessively Long Contracts

The loss of control and lost value from
privatization are greatly compounded by
the fact that the contracts last much longer
than the public can foresee or for which
elected officials can be held accountable.
The Chicago and Indiana lease deals will
stretch for multiple generations: 99 years
and 75 years respectively. Private investors
prefer deals at least 50 years long, because
that length allows them to qualify for fa-
vorable tax treatment.

To appreciate how profound future
changes will be over these time frames,
they must be put in perspective. Consider
these transportation-related milestones:
Henry Ford introduced the Model T in
1908, 99 years ago; the George Wash-
ington Bridge opened in 1931, 76 years
ago; and Congress created the interstate
highway system in 1956, 51 years ago.
Similarly, population changes during these

The Dangers of Road Privatization
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time periods can be dramatic. Metropoli-
tan areas have doubled their populations
in the course of a few decades, creating
huge changes in transportation needs.
Massive, unforeseeable changes will likely
take place for transportation technology,
networks, demographics, and the distribu-
tion of population over time frames like
those in the Chicago and Indiana deals.
In the face of such uncertainties, govern-
ments cannot predict their transportation
needs, nor the revenue potential of the its
toll roads, well enough to negotiate a deal
that fairly allocates risks, dictates policy,
or sets a fair price.

No contract can be well crafted enough
to solve these problems. Even the most
public-minded elected officials with the
best lawyers and consultants can not draw
up a leasing or concession contract that
will predict the public’s needs and contin-
gencies in the distant future. Ambiguities
in the future interpretation of a contract
under unforeseen circumstances may have
huge stakes and may need to be litigated.
Officials should not believe that they can
outfox lawyers for private toll-operating
entities in drawing up these contracts.

Professor José Gémez-Ibifiez at Harvard
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who has written numerous books on in-
frastructure privatization describes this
problem as “the overuse of long-term con-
cession contracts as the method of regula-
tion.” He explains that, “the concession
contract attempts to describe completely
the obligations of the private firm to the
government and vice versa, and it can not be
changed unilaterally by either party. ... The
main risk with concession contracts is that
an unforeseen event will make the contract
unworkable for one or both parties. In such
cases, the parties face a difficult choice of
whether to renegotiate the contract or try
to live with its unsatisfactory terms until
the concession expires.”**

Beyond the uncertainties inherent in
a multi-generational time frame, an ad-
ditional issue of good-government arises:
disenfranchisement of future generations
of voters. Private investors specifically seek
out essential thoroughfares which lack at-
tractive alternative routes. These highways
are vital infrastructure, integral to the
daily lives of residents. So long as the State,
directly or through a Turnpike Authority,
retains control over its toll roads, voters
have the ability to hold decision-makers
accountable. Turning over control of the

Cars lining up for the opening of the Pennsylvania Turnpike in 1940 (Photo: Pennsylvania

Turnpike Commission).



Winter road maintenance in the early days of
the Pennsylvania Turnpike. (Photo: Pennsyl-
vania Turnpike Commission.)

roads to private investors eliminates that
accountability and binds future voters
to present-day decisions. Doing so for
several generations of voters is simply
anti-democratic.

Lack of Transparency
and Accountability

Given the profound implications of road
privatization, no deal should be approved
if the public has not had the opportunity to
review, question and comment upon it. The
Indiana and Chicago leasing deals were
finalized with very little public deliberation
or oversight. Texas would have lost billions
of dollars in lost revenue if public hearings
did not expose the higher payoff that could
be offered by the public authority. Full
transparency requires public hearings plus
disclosure of a potential deal’s terms, and
any related contracts and subcontracts well
before a decision is made.

Likewise, citizens need to be able to hold
their representatives accountable for their
decision to approve (or not approve) any
privatization deal. Opinion polls show the
public generally opposing road privatiza-
tion.* In order to avoid a situation in which

the executive branch approves a deal which
legislators subsequently disavow, the leg-
islature should also be required to vote on
the final terms of any potential deal. This
is akin to the way that Congress is required
to ratify trade deals negotiated by the
federal executive brance. Legislators who
must defend their votes will listen more
closely to the public. Needing legislators’
votes, states’ governors must also be more
attentive to public opinion.

Short-Term Budget
Gimmicks

Politicians sometimes have a penchant for
one-shot “solutions” that actually aggravate
long-term budget problems. The payoff
structure of road-privatization deals tends
to lead to fiscally irresponsible budgeting.
States or local officials may be attracted
by the immediate payoffs of privatization
deals because they face long-term revenue
shortfalls that prevent them from fund-
ing public programs or force them to face
criticism for tax increases. But because
privatization payoffs are financed through
tuture toll revenues, they can actually make
future budget shortfalls worse.

For instance, the Indiana Toll Road deal
used a 75-year lease to finance a ten-year
transportation plan. Whatever structural
budget shortfalls Indiana faced before the
deal will return in year 11, but the state
will need to face these shortfalls without
the yearly revenue from its toll road or the
possibility of raising those tolls for public
purposes in the future.

If privatization deals are really intended
to address long-term budget needs, then
their proceeds should be dedicated to pay-
ing off other kinds of long-term budget
shortfalls, such as debt and transportation
trust funds.

Protecting Against Bad Privatization Deals
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Protecting Against Bad

Privatization Deals

hen considering potential privati-
Wzation deals, public officials need

to apply basic principles and to
benchmark potential deals against the
performance of similar borrowing and toll
increases by a public authority. For “green
field” deals to build new roads, public of-
ficials should specify exactly how private
entities might add value, and whether those
more limited tasks might be outsourced
while retaining broader public control and
financing.

Basic public interest principles can pro-
tect against bad privatization deals. The
following seven guidelines can help public
officials spot a lemon of a privatization deal,
one that does not adhere to the following
conditions:

* Public control retained over decisions
about transportation planning and
management without financial penalties;

* Fair value guaranteed so future toll
revenues won’t be sold off at a dis-
count. Any upfront payment must ex-
ceed what a public entity could deliver,
and windfall revenues must be shared
if future traffic exceeds projections;

* No deal longer than 30 years be-
cause of uncertainty over future con-
ditions and because the risks of a bad
deal grow exponentially over time;

* State-of-the-art maintenance and
safety standards instead of statewide
minimums;

¢ Complete transparency to ensure
proper process;

* Full accountability in which the
Legislature must approve the terms
of a final deal, not just approve that a
deal be negotiated; and

* No budget gimmicks because a
deal must make long-term budgetary
sense, not just help in the short term.

Transparency and accountability will
force public officials to face difficult ques-
tions. When forced to measure up to these
public interest principles, public officials
are less likely to see high-priced road sell
offs as an “easy out” to their difficult budget
problems. There are no easy and attractive
answers to questions such as what happens



if diverted traffic from increased tolls leads
to gridlock in nearby communities.

Public interest protections also prompt
investors to internalize some of the risks
that the public would otherwise incur from
privatization. Many potential investors
may be discouraged by a lack of secrecy or
by the possibility of disruptions to future
traffic flow, for instance. Investors may also
reduce the upfront amounts they are will-
ing to offer. But the tradeoffs will be more
realistically expressed in the sale price.

By challenging privatization proposals
to financially outperform what the public
sector could produce with the same bor-
rowing and toll increases, privatization
proposals can be evaluated more pragmati-
cally. Promised operational efficiencies
can be evaluated on their own terms. And
ideological claims that assert infrastruc-
ture privatization will “untap the dormant
value of public assets,” can be understood
as little different from taking out a second
mortgage on one’s home.

If it is established that the public toll
road authority or other public special-pur-
pose entities can deliver better financing
than private bidders, this still does not
mean that public “monetization” of future
tolls is a good idea. It should be evalu-
ated the way any bond issuance or other
borrowing would be: by judging whether
the benefits of upfront investments would
outweigh the longer-term debt burden.

If public agencies are going to outbid
private contractors, they must be able
to make a credible commitment that the
agency will actually follow through in
raising tolls. The state may need to circum-
vent statutory debt limits or have them

removed. “There is no doubt,” according
to a study by the Keston Institute for Public
Finance and Infrastructure Policy, “that
if the public sector was willing to increase
tolls at the same rate proposed by private
investors that the public sector could
raise as much money as the private sector
through long-term concession deals.”*

Similarly, when considering any poten-
tial privatization deal, it is important to
spell out exactly where privatization would
be expected to generate increased value.
Government agencies may, for instance,
lack certain kinds of technical expertise.
The government may lack the capacity to
install or manage electronic toll paying
or certain kinds of new bridge-building
techniques, for example. The government
may even have less ability to contain con-
struction costs. Once the specific public
shortcomings have been identified, it will
be possible to consider whether the gov-
ernment might outsource those activities
separately or whether it would be cost ef-
ficient for the public sector to build those
capacities in-house.

For existing toll roads, there simply are
not enough potential efficiency gains for
toll concession deals to advance the public
interest. It is harder to make overall as-
sessments of potential deals for new road
construction through private companies
that would claim future toll revenues. But
no private deal should go forward unless
the government is certain that the identi-
fied benefits can not be purchased sepa-
rately and that the benefits truly outweigh
the many associated downsides of road
privatization.

Notes
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