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Executive Summary

The General Assembly approved casino gambling in 2004. It is now being asked to place
an even larger wager on the chance that the Commonwealth can earn outsized returns
from reinvesting the proceeds obtained from a 75-year lease of the Pennsylvania
Turnpike. This bet is risky because the Commonwealth would revoke Act 44, the
landmark transportation legislation enacted last summer. Under Act 44, the Pennsylvania
Department of Transportation (PennDOT) is scheduled to receive $83.3 billion from the
Pennsylvania Turnpike Commission (PTC). The present value of the Act 44 payment
stream over its 50-year period is $26.5 billion. The net upfront payment for the proposed
Turnpike Lease is $10.188 billion with a present value of 37.98 billion over 75 years.

Morgan Stanley, the financial advisor on the transaction, is asking the General Assembly
to bet on a set of 75 risky, volatile and unrealistically high investment returns (12.67% or
greater), that are required to achieve the large distributions being promised to PennDOT
by the Reinvestment Program. If the Commonwealth places this bet, it would discard the
steady, predictable, annual cash flows that the Pennsylvania Turnpike Commission has
already started delivering under Act 44—-$750 million dollars to date.

In the face of problems in the mortgage, credit and stock markets, the Commonwealth
requested bids to lease and operate the Turnpike for 75 years. It received three first
round bids, which ultimately were narrowed down to two final bids: a $12.801 billion
upfront bid from an Abertis (Spain) led consortium, and a $12.1 billion bid from a
Goldman Sachs led group.

In this report we examine the winning bid for the Turnpike Lease and the Reinvestment
Program for the proceeds of the Tumnpike Lease. We discuss key aspects of the
transaction in order to provide the General Assembly with objective information to
answer two interrelated questions:
o Financially, is the upfront Lease Payment Fair and Adequate; and is the
Tolling Schedule Appropriate for a 75-year Lease of the Turnpike?

e From a Risk/Reward Perspective, how realistic is the proposed Reinvestment
Program?

The winning gross bid amount of $12.801 billion must be reduced due to costs associated
with the ultimate lease of the Pennsylvania Turnpike to private investors under the 75-
year Lease Agreement. Upfront costs include $2.816 billion required to discharge certain
outstanding debt of the PTC and $95.457 million in payments to terminate interest rate
swaps and other derivative transactions. These requirements are partially offset by
approximately $300 million in cash reserves of the Turnpike that will be available when
the claims on the existing bonds are extinguished. These adjustments result in net
investable proceeds from the bid of $10.188 billion. Additional costs relating to the
present value of Pennsylvania State Police services and reduced capital expenditure
payments bring the net present value of the Turnpike Lease bid to $7.98 biilion.



o The proposed Lease Agreement contains a costly option granted to Abertis. The
gross upfront payment of $12.801 billion will be decreased by 1/10™ of 1% for
every basis point increase from the Bid Date (4.838% on May 9, 2008) in the 30-
year mid-market LIBOR swap rate. The 30-Year Swap Rate has gone up 41 basis
points (to 5.248% on June 13) in four weeks, meaning that the gross bid of $12.8
billion has decreased by 4.1% or 3524.8 million.

Based on the analysis described herein, we believe that: Financially, the upfront Lease
payment is inadequate for a 75-year Lease of the Turnpike; and the Lease tolling
schedule is significantly higher than under Act 44. The bid should be rejected.

We also have significant concerns about the proposed Reinvestment Program:

e The simple average return performance of the SERS portfolio over the time
period from 1988 to 2007 is 12%, while the geometric average is 11.5%. Based
on these return numbers, the 75-year Reinvestment Program does not work.

o Schedule 3 (Page 29) replicates the SERS historic investment returns that
averaged 12% from 1988 to 2007 (beginning in 1988). It shows the investment
returns and makes the required payments. After 28 years, the Turnpike Lease
Fund runs out of money.

e Schedule 4 (Page 31) addresses the timing of the underlying returns, which
critically affects the performance of the Reinvestment Program. Using the same
SERS historic investment returns that averaged 12% from 1988 to 2007, we begin
at a different starting point (2000), and the Turnpike Lease Fund dissipates after
only 13 years.

® Under the proposed Reinvestment Program, the investment income from the
Turnpike Lease Fund would be risky, volatile and unpredictable.

The P3 Investment Board has no operating history or investment experience.
The present values of the three alternatives are: Turnpike Lease—37.98 billion;
Act 44 payments with tolling I-80—326.4 billion; and Act 44 payments without
tolling 1-80—39.94 billion (See pages 33-35). a3

Based on a more reasonable reinvestment assumption of 8.89% per year which we

calculate by using a widely-accepted asset pricing model described herein, the Turnpike
Lease Fund will collapse after only 16 years.

While we can not foresee the eventual outcome of the 75-Year Transportation Funding
Solution, we believe that it is highly unlikely that the Turnpike Lease and Reinvestment
Program will produce funding in the amounts that are already contractually committed
under Act 44. In fact, even if the P3 Board/SERS attains the 12% average annual
investment rate of return projected by Morgan Stanley, our analysis shows a majority of
scenarios in which the Turnpike Lease Fund evaporates in 13 to 28 years. From a
Risk/Reward Perspective: (1) the 12% rate assumed in the Reinvestment Program is too
high and unrealistic; (2) the proposed Reinvestment Program is seriously flawed and
speculative; and (3) The Turnpike Lease and Reinvestment Program is not a prudent
and responsible 75-Year Transportation Funding Solution.



A 2006 study by The Pennsylvania Transportation Funding and Reform Commission
(PTFRC) recommended that the Commonwealth invest an additional $1.725 billion per
year for highway and transit funding.

In a May 24, 2007 study, Morgan Stanley advised the Commonwealth that the net upfront
proceeds raised through a lease of the Pennsylvania Turnpike, along with the investment
of those proceeds, could almost fully fund that $1.725 billion per year. Morgan Stanley
estimated that a net upfront lease payment of $12.0 billion to $18.0 billion, along with
reinvestment rates of 7%, 8% or 9% assumed in its study, would generate annual
investment income to fund transportation infrastructure of $1.62 billion to $840 million
per year in perpetuity (See Exhibit 6). The winning net bid was significantly lower than
the levels projected in that study.

Morgan Stanley has offset the disappointing amount of the bid for the Turnpike
Lease by a change in its 7%, 8% or 9% investment assumptions to 12%—an
aggressive 3% to 5% increase. Morgan Stanley justifies using 12% because it was the
simple average return earned by the Pennsylvania State Employees’ Retirement System
(SERS) during the exact 20-year period from 1988 to 2007.

Under a Financial Advisory Contract dated March 26, 2007, Morgan Stanley “... would
be paid a Concession Fee of 0.125% of the value of the consideration paid at closing for
any lease or concession of Turnpike assets or businesses...” If the proposed transaction is
successful, the fee would be $15.2 million (See Exhibit 8). If there is no deal, Morgan
Stanley is reimbursed for its expenses.

Under the Reinvestment Program, the $10.188 billion net proceeds from the Turnpike
Lease will be managed by a yet-to-be-created P3 Investment Board, “...which shall
consult with SERS from time to time (See Exhibit 9).” Based on the assumed 12% rate of
return, Morgan Stanley projects that the original deposit of $10:188 billion will generate
an additional $203 billion in income—3$96.7 billion over the first 50 years (See Exhibit 1)
and $213.364 billion to be generated for the Commonwealth over a 75-year time period
(See Exhibit 2) which will fund PennDOT’s highway and transit needs. The above is a
summary of Morgan Stanley’s 75-Year Transportation Funding Solution.

Our main findings relating to the bid and the Turnpike Lease are:

e The gross bid of $12.801 billion and the net present value of the bid of $7.98
billion are far below the fair value of a lease. The net present value of the bid is
33% to 55% below the $12 billion to $18 billion bid amount estimated by Morgan
Stanley in its May 2007 study.

o The proposed toll formula under the Turnpike Lease is much more aggressive
than the toll schedule under Act 44, Based on 75-years of historical Consumer
Price Index (CPI) data, the proposed Turnpike Lease Toll Formula results in
maximum toll rates that are 159% higher than the toll rates under Act 44,
assuming the Turnpike is under PTC ownership.
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