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Dear Honorable Members:

On May 1, 2016, the California High-Speed Rail Authority released the final 2016 Business Plan
(the Plan). This is an important document as it reflects the Authority’s experience to date,
including the award and inception of three large construction contracts. The Plan represents the
Authority’s best judgment as to what it can complete, and when it can complete it, given the
constraints of current funding. The final Plan responds to comments received from a number of
sources on the draft 2016 Business Plan released on February 18, 2016.

Our review of the final Plan highlights two points: 1) there is a need for improved oversight by
setting a clear commitment by management to achieve the expected scope, schedule, cost and
performance of the project (the project baseline); and, 2) there is a need to match the amount
and timing of the projected construction costs and the financial performance of the project
(demand, revenue, operating costs and ongoing capital needs) against currently identified sources
of funding.






In recent letters and testimony, the Peer Review Group and the Legislative Analyst’s Office have
focused on the critical need for effective project oversight that, we believe, can be well supported
by documentation currently produced by the Authority. One of the key concepts underlying
effective oversight must be the establishment of a clear and stable project baseline: what are the
project’s stated objectives and what should the management be held responsible for delivering?

Baselines are the fundamental tool for determining whether commitments are being realized and
for determining where intervention is needed if problems arise. Baselines are in effect
“goalposts” that, once established, should not be moved. In conventional project management
practice, the baseline would focus on the “iron triangle” of scope, schedule and budget: to this
we believe that measures of the eventual performance of the system — demand, revenues and
cash generation — should be added, in particular because a significant share of the proposed
project financing is based on monetization of cash flow to be generated from operations and
because Proposition 1A requires the Authority to operate without a subsidy.

Earlier this year, we worked with the Authority to develop a set of broad “dashboard” indicators
meant to give the Legislature an overall perspective from period to period of how the project is
progressing and of where problems might be arising. At a very high level these dashboard
indicators will show whether progress is as expected or will warn of emerging reasons for
concern. The Authority will furnish these dashboards to the Legislature twice yearly and they
will be posted on the PRG website.

Looking beyond the dashboards. the Plan permits the Legislature to establish a firmer baseline
against which future performance should be evaluated and we note that the Legislature’s interest
in doing so has been reflected in a number of pending bills. The PRG asked the Authority to
provide from the final Plan a data set showing forecasts by year in Year of Expenditure (YOE)$
and in constant 2015§ of: Construction Costs; Ridership, Revenues; Operations and Maintenance
Costs; and Life-Cycle Costs (on-going capital needs for replacement). The original version of
this data set is posted on our website at www.cahsrprg.com/documents.html. Simplified tables
showing this information are attached in the Appendix to this letter. We recommend that the
Legislature use these tables as the baseline for oversight of future performance of the Authority.

In making this recommendation we emphasize that achieving the baseline’s objectives is only
partly under the control of the Authority. Many factors, such as legal decisions and legislative
actions, will critically impact the project, but are outside the Authority’s control. The purpose of
a baseline is to define current expectations and commitments so that an oversight agency and can
clearly identify changes and can assign responsibility for corrective actions wherever that
responsibility may lie.

Figure 1 shows planned construction costs by project section (V2V and Phase 1 Increment) in
2015$. The maximum annual outlay rate will be around $7 billion in 2022, and the last year of
construction is forecast to be 2029, by which time the project will have expended $55.3 billion in
20158. Figure 2 shows the cumulative total of spending at the end of each year.
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proceeds. For purposes of this table, we assume that Proposition 1A litigation will be decided
favorably for the Authority and the funds will have been available for expenditure in coming
vears as needed. The Federal grants are already fully available for expenditure though any
unexpended ARRA funds will expire on September 30, 2017. The Authority has stated
repeatedly that it expects to be able work fast enough to avoid having any of these funds expire
and that it is on pace to do that.

Consistent with the position of the Air Resources Board that administers the Cap and Trade
Program, the Authority assumes that the program will extend beyond 2020 until at least 2050.
The Authority also assumes that its share (25%) will average $500 million annually through
2024. After that, the Authority assumes it will be able to monetize (securitize) the $500 million
annual flow of funds between 2025 and 2050 to support a net bond yield of $5.237 billion along
with $83 million annually (the difference between the $500 million annual proceeds and $417
million needed to pay off the bonds issued in 2025). We have used the Authority’s current
timing estimate to show the availability of funds, but the timing is approximate because the
Plan’s assumptions with respect to financing are not meant to commit to a specific approach or
conditions. Instead, the Plan is intended to illustrate how the funding stream could support a
level of financing that addresses cash flow needs. The exact methods and levels of financing
will not be determined for a number of years.

The estimated monetization assumes that the purchaser of the income stream will base its
payment on a predictable average flow of Cap and Trade receipts of $500 million annually. As
discussed in our recent letter, the predictability of the flow would be improved if the Authority
were given a fixed claim on the first $500 million of Cap and Trade income generated rather than
a 25 percent share of potentially volatile annual flows. This might add to the value of the
monetized flow.

The Authority has recognized the overall funding gap and has suggested that other federal
programs, such as RRIF or TIFIA loans might serve as potential added sources. As discussed in
our earlier letters, for the most part these programs are not large enough to completely fill the
permanent or temporary gap. More importantly, the only programs offering substantial amounts
of Federal funds are loans rather than grants, so the state will have to provide a means of paying
them back. It is possible, however, that a RRIF loan secured against Cap and Trade receipts
could be received on more favorable terms than the proposed bond issue: if so, the monetization
of Cap and Trade funding could yield larger amounts.

One concer in the prediction of Cap and Trade funding is the absence of any generally agreed,
official forecast of the amounts (or even the range of amounts) to be generated from the Cap and
Trade program. Although initial auctions exceeded expectations, more recent auctions have
generated only a fraction of the amounts expected. Expressions of interest received from the
private sector emphasized the importance of ensuring the levels and stability of the Authority’s
receipts from the Cap and Trade program and clearly indicated that the level of monetization
would be directly related to the risks that investors perceive for the income stream to be received
by the Authority.



We can offer no judgment on the likelihood of future receipts of the Cap and Trade funding since
the Legislature has not clarified the long-term status of the program. The Legislature is best
placed to make this assessment. We recommend that the Legislature ask the appropriate agency
of government to develop an accepted estimate of Cap and Trade results under appropriate
assumptions so that future Business Plans by the Authority (and by other users of the Cap and
Trade funds) will reflect a commonly agreed estimate for both potential receipts and risks related
to those receipts.

New Sources of Investment

The Authority has identified two new potential sources of added investment. The first is federal
grants of $2.9 billion from a source yet to be identified to use in enlarging the V2V segment to
include Bakersfield and extension of service to the Transbay Terminal in San Francisco. The
likelihood of this outcome depends heavily on the future willingness of the Congress to develop
and fund new transportation funding programs that would include grants for high-speed rail.

The Authority’s revenue, cost and ongoing replacement investment projections forecast a surplus
in its net cash generation (revenue minus operating and maintenance costs and replacement
investments). Positive cash flows can also be monetized (securitized) similar to the monetization
of expected Cap and Trade receipts. In developing forecasts of the amounts that a potential
investor would pay for the right to generate the projected cash flows, the Authority has made a
number of assumptions:

1. The private investor’s demand and operating cost forecasts will be equivalent to those of
the Authority;

2. Private investors will use a weighted average discount rate for the net cash flows of
between 8% and 14%, with 11% as a reasonable mid-level;

3. The V2V segment will be securitized in 2028 after three years of actual demand
experience demonstrated by revenue producing operations while the Phase 1 increment
will be fully securitized in its tirst year of operation (2029) based on a successtul
demonstration of demand on the V2V segment.

The accuracy of the projected cash flows is clearly uncertain because the forecast monetization
events will take place many years in the future. Actual flows could increase or decrease and
many of the assumptions currently made by the Authority may not reflect the judgments made by
the private sector when decisions are actually made.

For purposes of this analysis, it is possible to assemble a picture of the project and its potential
funding requirements if we grant the Authority’s assumptions. The Authority developed
forecasts based on a large number of scenarios that would be too complex to discuss here. In
order to illustrate the potential outcomes, we will use the three demand scenarios (Low, Medium
and High) and an 11% discount rate for monetizing the operating cash flows with all numbers
calculated in YOE$. The results are shown in Figure 4. In this tigure we have displayed the
Authority’s forecast by year of construction outlays. currently identified sources and expected


















2016 Business Plan Demand Scenarios
(million passengers)

Low Med. High

(25%) (50%) (75%)
2013 - -
2014 -
2015
2016 -
2017 = -
2018 -
2019 - - -
2020 - -
2021 - - -
2022 -
2023 - -
2024 - -
2025 2.3 3.0 4.2
2026 3.1 4.1 5.8
2027 4.0 5.2 7.4
2028 4.9 6.4 9.0
2029 14.9 19.3 26.0
2030 18.6 24.1 32.2
2031 22.4 | 28.9 38.6
2032 26.3 33.9 45.1
2033 30.3 39.1 51.8
2034 30.7 39.6 52.5
2035 31.1 40.1 53.2
2036 31.5 40.6 53.9
2037 31.9 41.2 54.6
2038 32.3 41.7 55.3
2039 32.8 42.3 56.0
2040 23.2 42.8 56.8
2041 33.5 43.3 57.3
2042 33.9 43.7 57.9
2043 34.2 44.1 58.5
2044 34.6 44.6 59.1
2045 34.9 45.0 59.7
2046 35.2 45.5 60.3
2047 35.6 45.9 60.9
2048 36.0 46.4 61.5
2049 36.3 46.8 62.1
2050 36.7 47.3 62.7
2051 37.0 47.8 63.3
2052 37.4 48.3 64.0
2053 37.8 48.7 64.6
2054 38.2 49.2 65.3
2055 38.5 49.7 65.9
2056 38.9 50.2 66.6
2057 39.3 50.7 67.2
2058 39.7 51.2 67.9
2059 40.1 51.7 68.6
2060 40.5 52.3 69.3










