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Private developers are currently undertaking pro
jects both inside Virginia and throughout the
country that have historically been financed with
public funds and operated by government offi
cials. This privatization movement will have a
growing impact on the traditional roles assumed
by state and local governments in furnishing ser
vices to taxpayers. The need for infrastructure
improvements and an increased level ofgovern
ment services to meet the demands of a grow
ing population comes at a time when state and
DCal govern ents are beset by financial woes and

encounter heavy voter resistance to tax increases.
Accordingly, demographic needs and state and
local budgetary concerns can be expected to direct
a continuing focus upon identifYing and pursu
ing private-sector opportunities to assume gov
ernmental functions.

The most well-known privatization efforts
in Virginia are the proposed Dulles Toll Road
Extension in Loudoun County and the proposals
from private developers recently entertained by
the Virginia Department ofCorrections to con
struct and operate a 6oo-bed female correctional
facility. Privatization opportunities can take many
forms, however. In addition to toll roads, entre
preneurs can help meet taxpayers' transportation
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and infrastructure needs through the private own
ership or bridges, ferry boats, and mass transit sys
tems. Other examples include waste disposal op
erations, fire and emergency services, and airports.
Public works infrastructure projects like those
mentioned here share certain common character
istics, including large capital investment start
up expenses, high fIXed costs, and long economic
lives. But smaller privatization projects can also
succeed; a governmental entity may wish to priva
tize only certain segments of larger public-sector
operations.

Privatization will never supplant the need
for responsive and effective government. The public
nature of the function being assumed by the de
veloper means that government officials must
regulate and oversee the private operations. Gov
ernments will never be able to cede to the private
sector the complete responsibility for services that
taxpayers will ultimately hold the government ac
countable for. Establishing public/private mar
riages can create a complex union, raising diffi
cult legal and philosophical issues about the role
ofgovernment in serving the needs of its citizens.
However, in an era when the financial problems
of state and local governments require creative
solutions, and governmental services are increas
ingly being demanded by the public, the inter
est in privatization will continue to grow as the
search for solutions continues.
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EvATIZATIONECONOMICS
Privatization opportunities will be attractive to devel
opers only if a project can produce a return on invested
capital commensurate with the risk assumed. Project costs
and investment returns are determined after a developer
analyzes feasibility studies and projections prepared by
independent consultants. The governmental entity that
is transferring responsibility for functions to the private
sector participant should be concerned not only with
the financial and feasibility assumptions upon which the
privatization project is based, but also the capabilities
and experience of the developer. If the underlying eco
nomics doom a project to failure or the developer goes
bankrupt, the public sector may be called upon to step
forward at great expense to pick up the pieces ofa flawed
or incomplete project.

Developers ultimately realize their investment
return on privatization projects either through user fees
like tolls or by payment from governmental units for
their services pursuant to a contract. The traditional argu
ment in support of privatization efforts is that private
entrepreneurs can provide governmental services in a more
efficient and cost-effective manner than the government
itself Assuming that this theory is correct, the user fees
collected by the developer from each consumer would
be less than the tax increases needed by state and local
government to finance and provide the service. Ifa gov
ernmental unit makes contractual payments to the devel
oper, that expense theoretically would be less than the
government's cost to provide the services.

The validity of the theory that private enterprises
can provide services in a more cost-effective manner than
government needs to be examined on a project-by-project
basis. Generalizations cannot replace careful analysis.
Privatization supporters acknowledge that state and
local governments do have advantages not available to
private developers that can translate into lower service
costs for taxpayers. For example, private developers can
not look to sovereign immunity to shield themselves from
tort liability. As a result, developers may incur additional
expense to obtain insurance against this 'risk. In addi
tion, entrepreneurs are usually unable to exercise the gov
ernmental power ofeminent domain, which permits gov
ernment to obtain land use rights from private owners
at a relatively low cost-although governmental entities
can conceivably condemn land on behalfofprivate devel
opers under appropriate circumstances.

I t also may be easier and most cost effective for
state and local governments to access the capital mar
kets to obtain the funds needed for major infrastructure
improvements. Public borrowers can issue general ob
ligation bonds and obtain lower capital costs than that
available to private developers, thanks to the tax-exempt
status of interest on governmental debt obligations.
However, some studies have indicated that private com
panies can actually borrow less expensively than govern
mental units if tax deductions and other tax benefits
are taken into account. In addition, so-called private
activity bonds can sometimes be issued on behalf of

developers by government agencies serving as conduit
issuers, thereby allow private parties to borrow at tax
exempt rates.

Public funding may not always be a viable ap
proach for needed projects. Governmental borrowers
are sometimes reluctant to make funds available for a
particular project ifresources are limited. Governmental
borrowers may also be unwilling to jeopardize their credit
rating by issuing additional debt for projects, since a
lower credit rating will increase future borrowing costs.
Some smaller units oflocal governments may lack both
the funds and the access to the capi tal needed for the
services desired by taxpayers, and privatization may be
the most viable alternative to them.

As state and local governments struggle with eco
nomic issues during periods offiscal stress, privatization
may be the only way to provide needed services to
citizens without tax increases. Privatization legislation
already adopted in Virginia and other states suggests
that lawmakers have already begun to recognize this
economic reality.

EFORTS IN VIRGINIA
Virginia is among the states that are pioneering the pri
vatization movement in the United States. The privatization
trend has been clearly visible on a global basis for the
past decade, as socialist governments have transferred
state-operated industries to private enterprises. The privat
ization concept has been slow to generate interest in this
country, though. The deregulation platform ofthe Reagan
Administration, along with the states' diminished reli
ance on the federal government for services and fund
ing, carried the seeds ofprivatization to the Common
wealth and beyond. Privatization projects are only now
beginning to sprout on the American landscape.

Virginia has adopted legislation designed to facili
tate privatization in two specific areas: (r) transportation
projects; and (2) correctional facilities. In the transporta
tion area, the Commonwealth was the first state to ap
prove the development ofprivately owned toll roads, only
to be followed shortly thereafter by California, Texas,
and Illinois, to name a few. Virginia has followed the
lead of other states in investigating privatization op
portunities for correctional facilities.

Virginia lawmakers can be expected to continue
exploring privatization opportunities. The 1992 General
Assembly considered establishing a Virginia Board of
Privatization, which would have undertaken research and
developed initiatives to target possible privatization pro
jects and attract private investment to provide govern
mental services. Ironically, the Virginia bill fell victim
to the same budgetary concerns that promoted the need
in the first place, since the funding for such an organi
zation was just not available.

Thus far, the focus of much of the activity re
lated to privatization in Virginia seems to be at the state
rather than the local level. The Dillon Rule, to which
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local governments in Virginia must adhere, partially ex
plains this. That rule provides, generally speaking, that
a municipality can exercise only those express powers
enumerated in its charter or the general laws pursuant
to which it was created; powers necessarily or fairly im
plied or incident to express powers; and those essential
to the declared objects and purposes ofgovernment. The
Dillon Rule creates some obstacles for municipalities and
counties in pursuing privatization projects that the state
and its agencies do not need to address. Because the full
impact of the Dillon Rule on privatization efforts by lo
cal governments in the Commonwealth is unclear, privat
ization projects can be undertaken by local governments
only after carefully analyzing the issues involved. How
ever, local finance officers should not be discouraged
from investigating privatization opportunities that may
offer beneftcia cost avings to the community.

EvATlZATION
OF TRANSPORTATION PROJECTS
Virginia experienced explosive growth during the 1980s.
The population increase significantly burdened Virginia's
existing highway networks, particularly in the Northern
Virginia area, where the automobile traffic congestion
problem has become acute. In 1987 then-Governor Gerald
Baliles formed the Commission on Transportation in
the 21st Century to identifYVirginia's transportation needs
over the next 20 years. This commission identified over
$7 billion of high-priority transportation projects that
lacked funding sources. These projects included roads,
bridges, mass transit, and other infrastructure improve
ments needed to alleviate existing urban and suburban
congestion in the Commonwealth. The commission further
recommended that legislation be adopted supporting pri
vately financed toll roads. In 1988 the Virginia General
Assembly passed the Virginia Highway Corporation Act
(the 'Highway Act').

The Highway Act repealed the Commonwealth's
prohibition on private construction and operation of
toll roads-one that had existed in Virginia since 1956.
The Highway Act establishes a public policy in Virginia
encouraging the construction of safe, convenient, and
economic highway facilities by private parties. It also sets
forth numerous procedural and administrative require
ments that must be satisfied by interested developers.

Under the Highway Act, any person may con
struct, own, or operate a toll road pursuant to a certificate
of authority issued by the Virginia State Corporation
Commission (SCC). As a prerequisite to obtaining a cer
tificate of authority from the SCC, an applicant must
first get approval from the Commonwealth T ranspor
tation Board (CTB) for the proposed roadway, its con
struction cost, location and design, and connections
with any road under the jurisdiction of the CTB.

Once the CTB has approved the proposed project,
an applicant must apply to the SCC for issuance of a

certificate of authority to construct and operate the
roadway. The principal components of the SCC appli
cation include:

1. a description of the geographic area served by the
road and topographic map indicating the route;

2. a list ofproperty owners abutting the road or through
whose property the road will pass, and a description
of how the right-of-way will be acquired;

3. an analysis showing the conformity of the proposed
toll road with comprehensive transportation plans
for all counties, cities, and towns through which it
will pass;

4. a list of all permits and approvals required for con-
struction and a schedule for obtaining the permits;

5. financial and operations plans;
6. a comprehensive description of the road\vay;
7. a certificate from the CTB that the roadway will be

designed and constructed to standards and accord
ing to a schedule acceptable to the Virginia Depart
ment of Transportation; and

8. completion and performance bonds.

If the SCC decides, after notice and opportunity for a
hearing, that approving the application is in the public
interest, it will issue the certificate of authority.

Governmental units impacted by the privatization
process have a significant role in the approval process.
An applicant for a certificate ofauthority must supply
the local governing body of each jurisdiction through
which any part of the roadway passes with a complete
copy of the SCC application and any supplemental
materials. The local jurisdiction may participate in both
the CTB and SCC proceedings. Any affected jurisdic
tion may veto the construction of the roadway before
a certificate is issued by passing a resolution requesting
(and thereby effectively directing) that the SCC deny
the application for a certificate of authority.

After a certificate is issued, the SCC and the Vir
ginia Department ofTransportation (VDOT) will closely
supervise the developer's operations. The Highway Act
requires the developer to enter a comprehensive agree
ment with VDOT that sets forth guidelines for such
essential functions as roadway maintenance and snow
removal. Issues related to public safety must also be
addressed-for example, the developer must contract
with the Virginia Department of State Police to police
the toll road. There also may be a need to contract with
local governments for services. The SCC retains over
sight of the contractual relationships that the operator
establishes with other entities for financial, construc
tion, or maintenance services. If the SCC identifies any
improper or excessive cost, then it may exclude those
from the operator's costs, which form the basis for the
project's toll rates.

The SCC must approve, and may revise, the toll
rates that can be charged by the operator of the road
way. Toll rates are to be approved if they (I) appear
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reasonable in relation to the benefit obtained by the us
ers, (2) are not likely to materially discourage use of the.
roadway, and (3) provide the operator no more than a
reasonable rate ofreturn as determined by the SCC. The
toll rates approved are critical to the viability of the pro
ject, since this revenue, together with traffic volume, is
the primary component of the anticipated investment
return to the developer. Lenders will focus on the amount
of toll fees that are collectable when assessing the de
veloper's ability to meet debt service requirements.

The proposed development ofthe Dulles Toll Road
Extension was the first (and to date remains the only)
significant transportation privatization project to obtain
approval under the HighwayAct. In the summer of1988,
two corporations were formed at the direction ofRalph
L. Stanley, former head of the Urban Mass Transporta
tion Administration of the U.S. Department ofTrans
portation, to pursue the opportunity created by the
Highway Act for developing a privately operated toll road
in Northern Virginia. The Dulles Toll Road Extension
Project proposed by this development group had been
identified as a needed roadway by the Commission on
Transportation in the 21st Century, in its 1987 report.
This particular private toll road project has received
political support from both Governor Baliles and Gov
ernor Wilder, and only limited opposition from within
the VDOT.

The Dulles Toll Road Extension Project has al
ready cleared a number ofdifficult procedural and ad
ministrative hurdles. On July 29, 1989, CTB approval
for the projected construction costs, highway location,
and interconnections was obtained; and on July 6, 1990,
the SCC issued a certificate ofauthority to construct and
operate the project. As currently approved, the project
is to consist ofa four-lane, limited access highway that
has seven to nine interchanges with toll collection facili
ties. The highway will be approximately 14 miles long,
extending from Leesburg to its connection point at Dul
les International Airport. The road will be located on
a 25o-foot wide right-of-way, upon real estate that the
developer either purchases or leases. Although initially
scheduled to be open by January 1994, the Dulles Toll
Road Extension Project has experienced numerous de
lays, most of which are attributable to the difficulties
faced by a private developer in obtaining financing for
a project in the $350 million range.

Recent federal legislation has given a potential
boost to transportation privatization projects like the Dulles
Toll Road Extension. In December 1991, President Bush
signed the Intermodel Surface Transportation Efficiency
Act into law (49 usc §101). Now, for the first time since
federal aid was made available for highways in 1916,
federal law permits bridge, road, and tunnel toll projects
to be privately owned. More importantly, the new act
can be used to provide substantial federal subsidiaries for
private investors willing to undertake transportation
infrastructure improvements. President Bush indicated
that the potential benefits ofprivately developed projects
justified a significant investment of federal dollars. He

noted that private developers will pay federal, state, and
local taxes; create jobs; and provide needed services that
would otherwise not be available.

This federal legislation is clearly a significant privat
ization tool for both developers and state governments.
Virginia is now faced with the challenge ofestablishing a
mechanism that will facilitate the allocation of federal
funds to private developers willing to pursue transporta
tion privatization projects in the Commonwealth.

EvATlZATION OF PRISONS
Virginia has followed the lead of several other juris
dictions in entertaining the notion that the private sector
should be given the opportunity to develop and operate
jails for state and local governments. The proces began
in 1990 when the Virginia General Assembly commis
sioned a study group to investigate issues raised in con
nection with privatizing prison facilities. The study
group recommended that the Department of Correc
tions be given the chance to solicit bids for privatization
and undertake a cost/benefit analysis of the merits of
this approach and its advantages to the Commonwealth.

In 1991 Virginia lawmakers, responding to the
studygroup's report, enacted the Corrections Private Man
agement Act. It authorized the director of the Virginia
Department of Corrections to contract with private de
velopers for the site selection, construction, financing,
maintenance, and operation of an incarceration facility
for adult female offenders. However, a sunset date was
included, to ensure that legislative authority for such
privatization activities would expire unless further leg
islation was passed by the General Assembly.

On October 18, 1991 the Virginia Department of
Corrections issued a request for proposals (RFPs) from
private developers to construct and manage a 60o-bed
female correctional facility. The RFP contemplated a
complete privatization ofall activities necessary to con
struct and operate the prison. The RFP also gave r spon
dents a great deal of discretion and responsibility in
sensitive matters like site location. Each bidder was re
quired to purchase or obtain an option on real estate for
the proposed site somewhere in the Commonwealth.

There are a relatively limited number of devel
opers in the U.S. currently capable of and interested in
providing such services. Approximately 18 developers
attended the pre-bid conference, but only 5 bids were
received. The Department ofCorrections analyzed the
responses to the RFPs with the assistance of a group
of independent consultants. These consultants sub
mitted a report to the Virginia General Assembly, con
cluding that privatization was a viable alternative in
the corrections area, but it did not necessarily yield a
significant cost savings to the Commonwealth.

Despite the mixed signals in that report, the 1992
Virginia General Assembly adopted a bill, signed into
law by Governor Wilder, that reenacted the Correc
tions Private Management Act. The sunset date was
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eliminated and certain other provisions were amended.
As a result, any institution operated by or under the au
thority of the Department of Corrections can now be
privatized in accordance with the act, subject to anyap
plicable regulations established by the Corrections De
partment and the provisions of the Virginia Public Pro
curementAct. The Corrections Department has prepared
draft regulations but has not yet released them for public
comment, in accordance with the Administrative Pro
cedure Act.

The Corrections Private Management Act gives
the director of the Corrections Department consider
able discretion in selecting developers for privatized pri
son facilities. However, Virginia lawmakers set forth cer
tain threshold requirements that the selected private
developer must satisfy. These statutory considerations
focus on t e deve oper's past experience and a ilities,
as well as the availability ofthe financial resources needed
to complete the project and indemnify the Common
wealth and its agents from liability.

The Corrections Private Management Act lim
its the length of contracts for prison management ser
vices to 30 years. The availability of funds to pay pri
vate prison contractors is subject to annual appropriations
from the Commonwealth's budget. The correction ser
vice provider's contract must also require the developer
to assume certain responsibilities for inmates, like re
habilitation and training. In addition, inmates must be
supplied with food, clothing, medical care, and secu
rity to protect the public.

Certain powers and duties are not delegable to a
prison contractor and must be retained by the Depart
ment ofCorrections. These include the approval of fur
loughs, parole determinations, and the transfer of in
mates based upon reclassifying the level of restrictive
custody needed. The General Assembly left some of the
toughest issues to the Board of Corrections to address
by regulation; the act requires that board to adopt regu
lations governing the use of force by prison contractors
and to et fort rocedures for monitoring the actions
of the private contractor.

The outlook for completely privatizing new cor
rectional facilities in the Commonwealth is uncertain.
The General Assembly declined to appropriate the funding
needed to pursue the development of the correctional
facility for female inmates, thus terminating the project
for which the privatization proposal was initiated. Nev
ertheless, the Corrections Department now has the dis
cretion under the act to pursue complete or partial pri
vatization projects whenever the underlying economics
justify such a decision and the funding is available.

It may be more economic and manageable for the
Corrections Department to privatize prison operations
like food services and medical care before undertaking
a complete prison privatization. Privatizing selected ser
vices can be implemented without the need to address
sensitive issues like the use of deadly force by private
parties, or the tension between the need for public safety
and a profit-driven bottom line.

The situation in the Commonwealth does not
yet resemble that in other states where completely pri
vatized prisons have been allowed to operate. Those states
are characterized by prison overcrowding, court orders
mandating the availability of additional cells, and dif
ficulties in obtaining the fiscal resources needed to address
the problem. (It should be noted that House Bill 758,
which would have allowed private developers to own and
operate prisons in the Commonwealth to incarcerate
inmates from other states suffering from these condi
tions, was not passed by the General Assembly.)

EvATIZATIONISSUES
Privatization will never supplant the need for respon
sive and effective government. The approach raises many
novel issues about the delicate balance between private
and private interests. Conflicts and difficulties can be
expected to surface, and the public sector will never be
able to entirely cede responsibility and authority to pri
vate developers for services that the citizenry will ulti
mately hold the government accountable for.

The difficulties that private developers have faced
in obtaining financing for large-scale privatization ef
forts have been a major concern of privatization sup
porters, and one that has stalled the Dulles Toll Road
Extension Project. The supply of capital available to
private developers through project-finance bank syndi
cates has diminished in recent years, and the attributes
ofa public/private partnership impose unique risks to
lenders evaluating their security for repayment ofpro
ject indebtedness. The prospects ofongoing, long-stand
ing governmental involvement in privatization projects
give many lenders pause when evaluating the regula
tory risk of lending to a third party that is subject to
an often undefined level ofoversight by the sovereign.
Political winds can change swiftly, and the privatization
projects that blossom under one administration can wilt
under a successor.

Both private and public participants in these pro
jects must be cognizant ofthe needs ofthe capital markets.
Private developers must be permitted to obtain a rate of
return on their investment analogous to the rewards that
would be available in an unregulated marketplace in
exchange for the risks assumed for a particular project.
Economic considerations will dictate the privatization
projects that can be pursued. The public benefit con
felTed and the price paid for the services must reach an
equilibrium that ultimately creates a relationship be
tween private developer and government that the capital
markets are willing to finance.

Even supporters ofprivatized projects acknowl
edge that they create many novel issues. Opponents are
afraid that public safety and service will be compromised
in favor of increased developer profits. There will always
be a tension between the level of service provided and a
profit-driven bottom line. Privatization also raises sensi
tive issues about the proper parameters within which
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the private sector should operate. Concerns arise about
the improper delegation ofauthority, under the theory
that certain activities are so strongly intertwined with
the public interest that government cannot transfer re
sponsibility to private parties. The resolution of this
problem may lie in identifying the nondelegable du
ties rather than eliminating privatization opportunities
altogether.

Establishing publicIprivate partnerships creates
many legal issues, too. For example, eliminating the
public from the decision-making process in privatized
areas may be a problem, given the uncertain applicabil
ity of sunshine laws like the Freedom of Information
Act to private developers. Another legal concern is gov
ernment's ability to preserve third-party due process
rights while delegating significant authority to private
parties. Such situations can be xpected to raise constitu
tional issues.

Allocating legal responsibility among privatiza
tion participants for their respective actions will be chal
lenging. The liability issue can become blurred when
a clear distinction between 'public' and 'private' van
ishes. Civil liberties may be threatened if it is not clear
that the actions of a private entity in providing a gov
ernmental service constitute 'state action' for purposes
of imposing liability pursuant to the provisions of the
Federal Civil Rights Act.

The character and capabilities of the private de
veloper is frequently cited as a significant concern by
privatization opponents. The public sector, with its
often cumbersome budgetary appropriation process,
cannot move as swiftly as private developers. Great diffi
culties can be foreseen if the public sector is required
to quickly take over government services that a private
developer contractually assumed but subsequently aban
doned. This situation gives developers leverage in their

relationship with government agents, particularly in
renegotiating contractual provisions. The threat of a
strike by the private developer's employees can also be
expected to generate problems. If the developer aban
dons the project for any reason, becomes insolvent, or
is unable to obtain financing, the public sector may be ill
prepared to supply the needed services on short no
tice. However, care by the governmental agency at the
outset, when the privatization relationship is being es
tablished, can ameliorate ifnot eliminate many of these
Issues.

Skeptics sometimes argue that the financial benefit
to the public sector from privatization is so minimal that
pursuing such projects does not justify the time spent to
address the complex issues raised by the approach. How
ever, generalizations have no meaningful input into analyz
ing the viability ofprivatization. Each project will ulti
mately succeed or fail based on its own unique economic
considerations, and the benefits of privatization must
flow both to the public and the private participants.

CNCLUSION
Privatization offers promise for both public and private
sector participants. It is far too early to evaluate the re
sults of the privatization movement in Virginia. Any
analysis will ultimately suggest that privatization projects
should be approached with caution, to ensure that the
many issues raised by the concept are fully addressed.
Nevertheless, in an era when creative solutions are needed
for the financial problems of state and local govern
ments and essential services are demanded by the public,
private developers and government agents should con
tinue to devote the resources needed to analyze the mer
its of privatization projects.
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