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Introduction

This hearing is the third in a series of informational hearings to discuss the Governor’s Strategic Growth Plan.  The ten-year plan envisions a $107 billion investment in transportation facilities.  According to the background materials the administration provided, the transportation funds are derived from $47 billion in existing funding sources, $48 billion from anticipated new non-state funding, and $12 billion from the Governor’s general obligation bond proposal.  

As part of the plan, the Governor seeks to place before voters the Congestion Reduction, Clean Air, and Trade Corridor Bond Acts of 2006 ($6 billion) and 2008 ($6 billion) as well as a ballot measure in 2012 to approve the issuance of $14 billion in revenue bonds backed by the excise tax on gasoline and motor vehicle weight fees.  With respect to these bond funds, the administration would select projects to be funded, rather than use the existing State Transportation Improvement Program process.  The administration also proposes to make specified policy reforms to expand contracting authority for the department and local transportation agencies, and to authorize transportation entities, including the department, to build toll facilities and other revenue-generating projects with partners from the private sector.  These bond measures and statutory changes are contained in SB 1165 (Dutton).  

Today’s hearing will focus on a single topic - public-private partnerships - to learn what California’s experience has been to date with these partnerships and explore potential advantages and disadvantages of this form of transportation finance, development, and operation.  

The Governor’s Proposal:  Public-Private Partnerships

The Governor’s proposal allows the Department of Transportation (Caltrans) and regional transportation agencies to enter into an unlimited number of lease agreements with private entities to develop and operate transportation projects for as long as 99 years.  Existing law allowed the department to enter into agreements with private entities by January 1, 2003 for the development or lease of only two public transportation demonstration projects.  

Projects authorized under this bill include new toll roads, new toll lanes on existing roads, dedicated truck toll lanes, dedicated bus and high-occupancy vehicle (HOV) lanes, charging tolls to single drivers on carpool lanes, and private goods movement or mass transit facilities.  Such projects would be owned by the state or the regional transportation agency, as appropriate, and revert back to the state at no charge at the end of the lease.  The public agency may then continue to collect tolls.

The bill prohibits “non-compete clauses” in the sense that it prohibits clauses in lease agreements that would infringe on the authority of public entities to develop, operate, or lease any transportation project.  However, the lease agreement may provide for compensation to the lessee for adverse effects on toll revenues from improvements other than safety projects, incidental capacity increases, the addition of HOV lanes, projects outside the boundaries of the project, and projects included in a regional transportation plan prior to December 31, 2005.

The bill allows the contracting entity to impose tolls and user fees for use of the facility, and requires that revenues from tolls or fees be applied to “some or all of the capital outlay costs for the project, the costs associated with operations, toll and user fee collection, administration of the facility, reimbursement to the department or other governmental entity for the costs of services to develop and maintain the project, police services, and a reasonable return on investment to the contracting entity.”  

Excess toll or user fee revenue shall be applied to any indebtedness incurred by the contracting entity for the project, any improvements to the project, or be paid into the State Highway Account for either purpose.   

A transportation facility developed and operated by a private entity under this bill would be exempt from leasehold, real property, and ad valorem taxation.  

The bill expressly prohibits the conversion of any existing non-toll lanes into a tolled or user fee lane, with the exception of an HOV lane that may be operated as a high-occupancy toll (HOT) lane. 

The bill allows regional transportation agencies to develop and operate an exclusive or preferential lane for buses only or for buses and other high-occupancy vehicles to regional transportation agencies.  Existing law allows only Caltrans to do so.  Further, the bill adds that both the department and regional transportation agencies may charge tolls on those facilities, as well as enter into lease agreements with private entities to develop and operate them.  

Background

In 1989, the Legislature approved Assembly Bill 680 (Chapter 107, Baker), which authorized the Department of Transportation to enter into contractual agreements with private entities for the construction and operation of toll roads.   Four demonstration projects were authorized to “augment or supplement public sources of revenue” because “(p)ublic sources of revenue to provide an efficient transportation system have not kept pace with California’s growing transportation needs.”  

Under this bill, a private entity could “obtain an exclusive development agreement” for 35 years to construct a toll road facility.   These agreements required that toll revenues be applied to “payment of the private entity’s capital outlay costs for the project, the costs associated with operations, toll collection, and administration of the facility, reimbursement to the state for the costs of maintenance and policy services, and a reasonable rate of return.”  

Supporters of the measure saw it as an innovative way to address the problem of traffic congestion, contending that private roadways could serve as an important component of the state highway system.   Only two projects have been constructed with this authority:  State Route 91 toll lanes in Orange County and State Route 125 in San Diego County (scheduled to open winter 2007).  

The SR 91 project was a 10-mile toll road in the median of existing SR 91.  State Route 91 is an 8-lane, non-tolled freeway extending from I 405 in Los Angeles County to Interstate 15 in Riverside County.  California Private Transportation Company (CPTC) entered into a franchise lease agreement with the department to construct and operate toll lanes in the median of SR 91.  The toll lanes were constructed for $139 million and opened in 1995.  

The SR 125 project is a new 11-mile, 4-lane toll road connecting SR 905 near the international border to SR 54.  It is being developed by California Transportation Ventures, Inc. (CTV), a wholly owned subsidiary of Macquarie Infrastructure Group.  Construction began in September 2003 at a projected cost of $642 million, and is scheduled to be complete by fall of this year or winter 2007.  

The State Route 91 toll road generated substantial controversy.   A clause in the lease agreement between the Department of Transportation and CPTC prohibited the department from granting similar franchise rights to third parties or developing any public transportation facility within an “Absolute Protection Zone.”  This zone was comprised of the area 1 ½ miles on either side of the centerline of the toll road facility.  This restriction, commonly referred to as the “non-compete clause,” was deemed necessary to protect the toll road’s profitability and CPTC investment.   The department proposed to make a number of “safety” improvements totally $30.6 million, which were designed to curb the growing number of congestion-related accidents.   Department accident statistics indicated that the accident rate on this portion of the freeway was approximately 72% higher than on comparable freeways in the state.  In response to the proposal, CPTC filed a lawsuit against the department for violating the non-compete clause of its franchise agreement, arguing that the proposed project was not safety related, but in fact designed to increase capacity.  The department settled on October 12, 1999.  

Additionally, although usage of the toll road increased from 1995 to 1998, the toll road experienced only one profitable year (1998).   The CEO of CPTC suggested in a newspaper article that the company would not turn a profit until 2004 unless the company could refinance its debt or find a buyer.  CPTC purportedly helped to form NewTrac, a nonprofit company who could use tax-exempt bonds to buy the 91 toll road project.  The sale raised a number of concerns about the legitimacy of the company and the propriety of the sale, and the sale was ultimately abandoned.  

Meanwhile, congestion on SR 91 continued to worsen, reaching intolerable levels.  In 2002, AB 1010 (Chapter 688, Correa) allowed the Orange County Transportation Authority (OCTA) to purchase the franchise rights to the toll lanes from CPTC, effectively repealing the non-compete clause and facilitating improvements along the corridor.  The SR 91 toll lanes were acquired by OCTA for $207.5 million.  

AB 1010 also reduced the number of public-private partnership agreements from 4 to 2, and prohibited the Department of Transportation from entering into any new agreement with private entities to develop and operate toll facilities after January 1, 2003.  

Public vs. Private Toll Roads

The SR 91 toll lanes and SR 125 toll road are private toll roads.  They are developed and operated by a private company for profit.  In contrast to private roads, California has some, albeit limited, experience with public toll roads.  Public toll roads are owned and operated by a public agency not for profit.  

In 1986, the Legislature gave the Transportation Corridor Agencies (TCA) authority to develop and operate a series of toll roads in Orange County, including San Joaquin Hills Toll Road (SR 73), Foothill Toll Road (SR 241), and the Eastern Toll Roads (SR 241, 261, and 133).  The Transportation Corridor Agencies is made up of two public agencies:  the San Joaquin Hills Corridor Agency and the Foothill/Eastern Transportation Corridor Agency.  Each agency is governed by a board of directors consisting of elected officials from the County of Orange and each city through which the toll roads operate.  

The Foothill/Eastern Toll Roads opened in phases between 1993 and 1999 and cost $965 million.  These projects have generally been considered successful.  The San Joaquin Hills Toll Road, however, has run into difficulties.  It opened in 1996 and cost $800 million.  Initially it did not generate sufficient revenue to keep pace with bond debt payments and had to secure a loan from the operating budget of the other toll road projects.  

According to TCA, more than 290,000 trips per day are taken on these toll roads.  A traffic engineering study found that traffic congestion on other Orange County freeways would be significantly worse without the toll roads.   

Public-Private Partnerships in Goods Movement 

In the realm of goods movement, the Alameda Corridor is an example of a publicly-operated transportation project financed in large part by private capital (container fees).  The Alameda Corridor is a 20-mile freight rail expressway between the neighboring ports of Los Angeles and Long Beach and the transcontinental rail yards and railroad mainlines near downtown Los Angeles.  By consolidating 90 miles of branch rail lines into a high-speed expressway, the Alameda Corridor eliminated conflicts at more than 200 at-grade railroad crossings where cars and trucks previously had to wait for long freight trains to slowly pass. 

The project was constructed at a cost of $2.4 billion by a joint powers agency known as the Alameda Corridor Transportation Authority (ACTA).  The project opened on time and on budget on April 15, 2002.  It was funded through a blend of public and private sources.  Debts are retired with "container fees" paid by the railroads for transportation of cargo on the Alameda Corridor and for cargo transported into and out of the region by rail even if the Alameda Corridor is not used.  

According to a Los Angeles Times article, the $2.5-billion Alameda Corridor rail line is operating at less than half its capacity and has failed to lure enough business to put a dent in the crushing numbers of tractor-trailers clogging the 710-Long Beach Freeway and other routes leading from the ports of Los Angeles and Long Beach.  
National Trends

Public-private partnerships in the form proposed by the Governor are a new phenomenon in the United States, but interest is growing as the need for transportation infrastructure has outgrown the tax revenues to pay for it.  Many states have some level of public-private partnership authority in statute, but only three – Virginia, Texas, and Oregon – allow the depth of authority that is proposed by the Governor’s Strategic Growth Plan.  
Three projects in particular have made national headlines.  The first is the financing of the Chicago Skyway, which involves a 99-year lease of an existing tollway to a Cintra-Macquarie consortium in return for an upfront payment of $1.83 billion.   That agreement was completed last year.  Within the past few weeks, the same group bought the Indiana Toll Road.  It is worth noting that in these two cases, private investment is being used to buy existing infrastructure.  With the exception of HOT lanes, the Governor’s proposal does not allow for private entities to operate existing facilities.  

A new transportation project in its early phases of development is the Trans-Texas Corridor.  A Cintra-led consortium has entered into a comprehensive development agreement with the Texas Department of Transportation to craft a master development and financial plan for the 600-mile Oklahoma to Mexico transportation corridor along I 35, including road, rail and utility projects.   This project is in its infancy, but many concerns are surfacing concerning the taking of private property, the potential loss of agricultural land, and environmental degradation.  

Federal Law

The federal government is also getting into the act.  The Federal Highway Administration (FHWA), for example, established Special Experimental Project 15 (SEP-15) in 2004 to "encourage transportation agencies in seeking to attract private sector investment, innovation, efficiency and new revenue streams for U.S. transportation infrastructure."  The program creates a process for state transportation agencies to seek the waiver of FHWA statutory and regulatory restrictions that are impeding the project delivery process.

The federal Safe, Accountable, Flexible and Efficient Transportation Equity Act (SAFETEA-LU), allows the use of TIFIA credit assistance and tax-exempt private activity bonds as incentives to induce private sector investment in transportation.  Private activity bonds allow public agencies to issue tax-exempt bonds on behalf of private entities.  This form of bond financing can lower the cost of investing in transportation infrastructure than traditional forms of financing.   

While there is much interest at the state and federal levels of government, as well as among the investment community, very few transportation projects financed, developed, and owned by private entities have yet to be placed in service.  California has been considered a “leader” in this field, yet the state has just two examples of public-private partnerships.  As mentioned earlier, the first (SR 91) was sold to a public agency and the second (SR 125) has yet to be placed in service.  Given the relative inexperience that states have with public-private partnerships, it is unclear how beneficial projects financed and operated by private entities will be to states and localities, to motorists, and even to the investor in the long-term.   The following section raises several issues the Committee may wish to consider.  

Major Issues

1.  Unlimited authority with limited experience.  SB 1165 expands the authority to use public-private partnerships in several substantial ways.  First, it does not have a limit on the number of projects or partnerships that are authorized, nor does the authority ever expire.  Previous authority for public-private partnerships was limited to two projects and expired January 1, 2003. 

Second, this bill authorizes both the state and local transportation agencies to enter into lease agreements with private entities.  Prior law authorized only the state to do so.  Local transportation agencies have no experience negotiating and executing long-term lease agreements for privately-operated, for-profit transportation projects.

Third, this bill allows for lease agreements to last as long as 99 years.  Prior law allowed for lease agreements of only 35 years.  It is argued that a 99-year lease lengthens the time private firms could earn profit, thus making it more attractive to investors.  In addition, 99-year leases allow private entities time to renegotiate debt service such that they can earn more favorable interest rates over time, and potentially pass savings on to users.  However, there is no guarantee that the cost to users will be less when the facility is financed for 99 years versus 35, and it seems a long time to wait if the public becomes disenchanted.   

Given the department of transportation’s limited experience with public-private partnerships and troubled history, the Committee may wish to consider the extent of authority it would like to grant, and the specific parameters it might use to limit it.   For example, it could limit who is granted this authority, the number or types of projects (e.g., goods movement, rail) the authority might apply to, the length of time a public agency has to use this authority, and/or the maximum length of a lease agreement.   

2.  Public vs. private transportation facilities.  The primary issue driving public-private partnerships is a need to attract outside capital for the development of new facilities.  To the extent that tolls provide an adequate revenue stream, public entities can attract private capital just as easily as private entities.  Private entities, however, must make a profit for the investors.  If public entities were to charge the same tolls, these profits could be used for additional projects.  It is not clear what benefits are gained by allowing private, for-profit entities the right to develop and operate transportation facilities.  The committee may wish to consider authorizing state and local agencies to charge tolls or user fees on new transportation facilities rather than allow public-private partnerships.   The state has more experience with publicly-operated toll and user fee-based transportation facilities, and may have greater incentive to keep the cost of tolls and fees down.  

3.  What are the public benefits of private transportation facilities?   Transportation facilities are widely considered to be public goods; everyone can benefit from them.  Individual users benefit most directly, but by facilitating the flow of goods and people within and across the state, transportation facilities support the state economy, which provides numerous benefits for all Californians indirectly.  As a critical public good, it is disconcerting to some to cede control of these facilities to the private sector.   It may thus be useful to consider what public benefits would be gained by allowing private entities to develop and operate transportation facilities, and additionally, what the state can do to help ensure that local communities would get a fair deal.  

Proponents of public-private partnerships argue that the state would benefit by receiving a transportation project, adding needed capacity to an already strained system, with much less, if any, investment itself.   The state would get more for less.  Given the diversion of transportation dollars away from transportation projects to close budget deficits and the unwillingness to raise taxes, this is indeed an attractive proposition.   Furthermore, in the event of construction delays or cost-overruns, the time and financial costs would largely be borne by the contracting entity, not the public agency. 

“You don’t get something for nothing.”  As a popular musical lyric (e.g., Rush) and a public admonishment (e.g., FTC), there are likely to be some negative consequences.  Given the relative new-ness of these deals across the country, it is difficult to identify with certainty what some of those consequences might be in actuality.  However, California does have some experience to draw upon and there are elements of the administration’s proposal that raise questions.    

Non-compete clauses.  As discussed earlier, the non-compete clause in the SR 91 franchise agreement precluded Caltrans from making improvements to the road resulting in unbearable congestion.  While the administration’s proposal requires that lease agreements allow state and local agencies to make improvements to the roadway under specified conditions, the requirement to compensate the toll facility owners for adverse effects on revenues may make it prohibitively expensive to do so.  The state could find itself legally able but financially unable to improve existing facilities.  Should the state be in this position?  Furthermore, the bill does not allow for capacity-enhancing improvements, which may hamper the competitive environment and limit transportation choices as the population grows.
Reasonable rate of return.  Under this bill, private entities that develop and operate transportation facilities are entitled to a “reasonable rate of return.”  How will “reasonable” be determined?   What happens if toll revenues are not sufficient to provide investors with a reasonable return or pay debt service, as was the case for SR 91 and SR 73?       

Increased tolls.  One fear expressed across the nation about these deals concerns increased tolls.  Market forces can serve to moderate tolls when there is adequate choice to provide competition.  If tolls are set too high, then users would stop using the road and choose an alternative route or transportation mode.  
In places where existing infrastructure was purchased, which has an established user base and fewer transportation alternatives already in place, this prospect is particularly troubling.  The Chicago Skyway, according to a Wall Street Journal article, saw immediate toll increases (while letting go of existing employees and hiring new workers at lower wages).  

In Southern California, tolls were increased on the troubled SR 91 and SR 73.  However, there are non-tolled lanes on SR 91, as well as I 405 to allow users choice if tolls indeed become too costly on the SR 91 toll lanes and SR 73.  Because of these existing options, increased tolls may be less a concern today because public-private partnerships would apply largely to new construction and existing infrastructure would remain in place as an option.  However, as the state’s population continues to grow and development expands and redefines the urban edge where freeways may not be as developed, new construction in the future may leave these newer communities with increasingly few transportation choices.  
4.  Authority to negotiate lease agreements.  The administration’s proposal leaves many details to be negotiated in the lease agreement, including the reasonable rate of return, and does not specify many elements that a lease agreement must include.   This leaves many opportunities for public agencies to inadvertently enter into unfavorable lease agreements, and raises questions concerning what the long-term consequences of these lease agreements may be.  The Committee may wish to consider whether it wants to specify what elements should be included in any lease agreement.  Some examples include: 

· Process for including cities and counties affected by the transportation facility in planning and decision-making. 
· Performance standards, such as level of service, and including community benefits such as safety, noise mitigation, landscaping, pollution control, etc. 
· Method for dispute resolution (e.g., binding arbitration)

· Process for renegotiation, which could include a memorandum of understanding in which each party articulates from the outset their expectations and goals for the project that can be used in later disputes or negotiations.
· Method for assessing the performance of a project

· Process for dissolution (e.g., a process for establishing the minimum value of the facility).  

5.  Liability of the state.  What liability the state has when projects under-perform and fail to generate the revenue necessary to pay debt service or provide a reasonable return to investors may be subject to the terms of the lease agreement.  In a letter submitted by Senator Joe Dunn outlining his experience with SR 91, he warned:  “A private company will not proceed with a project without confidence that future disputes would be resolved in its favor.”     
6.  Lack of oversight.  The administration’s proposal does not identify any agency or group that would be responsible for overseeing the negotiation of lease agreements.  An agency unprepared for the negotiation faces several risks, including failing to correctly specify performance criteria or to understand how the capital and legal structures of the bidders may affect performance or recourse.  Further, regulatory oversight may become necessary in the future if privately-operated transportation facilities become de facto monopolies by preventing competition and by operating in new growth areas where transportation infrastructure is currently more limited.   The Committee may wish to consider whether public-private partnerships should be overseen by an entity such as the Public Utilities Commission, the California Transportation Commission, or some other agency.  
7.  Evaluation.  Given the state’s lack of experience with public-private partnerships, it may be helpful to require an evaluation of the projects that may be authorized under this legislation.  The Committee may wish to consider requiring the Legislative Analyst’s Office to complete an evaluation of all projects so authorized.  Such an evaluation should include, at a minimum, a comparison among public non-tolled roads, publicly-operated toll roads, and private toll roads in order to understand the relative advantages and disadvantages of each type of transportation facility.  

In conclusion, while public-private partnerships of the kind proposed in the Governor’s Strategic Growth Plan have the potential to infuse California’s transportation system with needed capital investment, thought must be given to ensure that the lease agreements and transportation facilities thus developed protect the public interest.  The long-term implications for the state, for local communities, and for individual users of relying on privately-operated transportation facilities as California continues to grow are murky at best.  
PAGE  
1

