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Chairman Hess, Ranking Members, Members of the Committees, ladies and gentlemen, I am 
James Smith, the Executive Managing Director of the Municipal Securities Division at Sterne, 
Agee & Leach, Inc. As a 25-year veteran in public, transportation, and infrastructure finance, I 
have had the privilege to work with U.S. Department of Transportation and Federal Highway 
Administration officials, as well as almost every major Transportation Agency, Authority and 
Commission at the State and Local Level in the Unities States. I have also served the financing 
needs of many of the leading Infrastructure Companies from Europe, Asia, Australia and South 
America. Thank you for inviting me to provide commentary on the status of the Pennsylvania 
Turnpike Commission and the Impact Act 44 has had and will likely have on the Commission in 
the future. 

There has been a plethora of information provided by many credible and qualified companies 
and individuals on the financial condition of the Pennsylvania Turnpike Commission and the 
impact Act 44 has had and may have on the credit of the Commission. Jack Wagner, the 
Auditor General from 2004 through 2012, conducted a performance audit in his second term 
and produced a 103 page Report dated June 1, 2012 which contains six findings, 
Recommendations for corrective action, and the Turnpike Commission's response to each of 
the six findings. 

The first five findings relate to various operations and maintenance of the Turnpike. I am not in 
a position to comment on neither these findings, nor the response provided by the Turnpike 
Commission. Finding Number 6, however, addresses the use of interest rate swaps and the 
impact these transactions have had on the financial condition of the Turnpike Commission. 
While the Auditor General's Finding Number 6 contains a great deal of factual information, the 
report draws conclusions based on flawed analysis. The Turnpike's Commission response to 
Finding Number 6 is factually correct and provides the correct analysis of the interest rate swap 
transactions and the impact on the Turnpike Commission's financial condition. 

INTEREST RATES SWAPS 

While the primary focus of the Auditor General's report is not the impact Act 44 has on the 
current financial condition of the Turnpike and the future flexibility of providing transportation 
services to the users of the Turnpike, the report and several news stories attempt to relate the 
interest rate swap transactions to financial stress recently experienced by the Turnpike, and 
evidenced by the recent downgrade by Moody's Investors Service. While the report 
recommends formal action prohibiting all future interest rate swaps, and termination of the 
existing swaps at the earliest possible date, the reality is that not all interest swaps are the bad. 



As the Turnpike properly points out in its response, at the time the Turnpike entered into some 
of the transactions, the net result of the variable rate bonds and interest rate swap transactions 
together, produced a lower fixed interest cost, and resulted in greater savings than a fixed rate 
bond issue could have produced at the time of issuance. The Negative Termination Value cited 
in the Auditor General's report is only relative and meaningful if the Turnpike is Forced or 
Desires to terminate the swaps prior to the final maturity of the bonds. If the Turnpike does 
not terminate the swaps, the current mark to market Negative Value will ultimately amortize to 
$0 as the Bonds amortize. 

Reasons why the Commission may be forced to terminate the swaps prior to the final maturity 
of the bonds would include a downgrade below a stated threshold in the swap contract or 
other violations of the agreement. Reasons why the Commission may want to terminate the 
swap contracts prior to the final maturity of the bonds could include a change in market 
conditions that would provide a financial benefit from unwinding the contract. Another reason 
why the Turnpike Commission may want to terminate the swaps is if it desired to defease the 
debt for legal reasons, such as would be required if the Turnpike was privatized. 

But as the Auditor General's report suggests, the Turnpike is at greater risk while the swaps are 
outstanding because there are future possible events which could result in the Turnpike being 
forced to terminate the swaps and "REALIZE" the loss before the bonds are fully amortized. The 
current negative value of the swaps is primarily the result of current interest rates being lower 
than the point in time the swaps were executed. The Auditor General's Report fails to point 
out that if interest rates should rise to a level higher than they were when the swaps were 
executed, the termination value of the swaps would likely be positive, however, there are other 
factors that affect the value of the swaps, such as the relative credit ratings of both the 
Turnpike and the counter parties with whom the Turnpike selected for each swap. 

While the execution of swap transactions by the Commission did provide a net financial benefit, 
the existence of these transactions reduces the Commission's future flexibility, or at least could 
introduce a greater cost, if the Turnpike was to be privatized which may require the defeasance 
of outstanding tax-exempt bonds. 

The Governmental entity that undertakes a swap must be extremely sophisticated to fully 
understand and assess and evaluate all the risks and rewards that are present when entering 
into a swap contract. Many transportation entities similar to the Turnpike use interest rate 
swaps and have derived similar benefits. However, many government agencies who have used 
swaps, have selected their counter parties through a competitive bid process. The Turnpike 
mostly selected the Counterparty for each swap and negotiated the rate and the fees paid to 
the professionals involved in the transaction. Although the Auditor General's report did not 
address the selection process, it may have been a more beneficial to the readers of the report if 
the focus was on the how the professionals were selected rather than on the transaction itself. 
This selection process can do more harm to a governmental entity because it can create an 
incentive to do swaps for reasons other than what was in the government's best financial 
interest. 



Interest Rate swaps can be good and useful transactions that can, and have, provided savings 
and reduced interest rate risk. However, interest rate swaps have also been abused when the 
selection of counterparties is a political process rather than a financial decision. The answer is 
not to terminate all swaps immediately and pass a law or a Resolution prohibiting future 
Turnpike Administrations from executing one or another type of financial transaction as the 
Auditor General's report recommends. The Turnpike and the Commonwealth would be well 
served by injecting more competition into the selection of its professionals including its 
financial advisors. Although financial advisors often claim to be "Independent", they are 
anything but independent if they get paid for completing a transaction. 

ACT 44 AND THE IMPACT ON THE TURNPIKE 

While the Auditor General's Report spends a significant amount of time citing the evils of 
swaps, the Turnpike's Credit Rating is under considerably more stress as a result Act 44. As I 
understand the rationale behind Act 44, the Turnpike and PennDOT entered into a Lease and 
Funding Agreement, authorized by Act 44, which requires the Turnpike to pay Penn DOT $450 
million a year, or nearly $24 billion, over a period of 50 years to provide funding for roads, 
bridges and transit not part of the Pennsylvania Turnpike Toll Road System. As has been 
reported by the media, the Turnpike raised tolls only five times from its opening in 1940 
through 2004. Since Act 44 was implemented in 2007, there have been five annual toll 
increases, including one that took effect Jan. 6. The Auditor General's Report reiterated that 
the commission's long-term debt has increased by more than 200 percent, from $2.6 billion to 
$8.3 billion, since the General Assembly approved Act 44 of 2007. 

These statistics quoted in the Auditor General's Report are directly related to the additional 
funding required by Act 44, and not the use of Swaps as is suggested in the Report. 

Prior to Act 44, the Turnpike was prohibited from using Revenues from the Mainline System to 
fund transportation projects not related to the Toll Road which generates the revenue. This 
type of Covenant that Transportation Agencies such as the PA Turnpike Commission make with 
Bondholders is not unusual and serves to provide necessary security to the investors who lend 
the Turnpike money by promising not to spend the proceeds of the Bonds on Projects that do 
not directly generate revenue that will be used to repay the Principal, plus the interest on the 
Bonds. Under Act 44, the Security is potentially weakened by allowing the Turnpike to spend 
the bond proceeds on PennDOT projects which do not generate revenue for the Turnpike 
Commission. The Turnpike is still subject to the bondholder rate covenants, and the Rating 
Agencies closely monitor the "leverage" of the Turnpike's revenues by calculating the Debt 
Service Coverage. 

Standard & Poor's stated the following in a Credit Report dated April 9, 2013: 

Although Act 44 has not changed the commission's governance, the act has changed its mission and how 
it operates. Because PTC has and will continue to make such payments primarily with debt, the 
legislation effectively ensures the commission will depend on frequent toll increases to meet escalating 



debt service requirements. Following higher payments to PennDOT from 2008-2010, annual payments 
that began in 20II are set at $450 million; PTC has made all required payments to date. While the 
governor has proposed a comprehensive transportation funding strategy that has the potential to reduce 
Act 44 obligations, no changes to the legislation have taken effect. 

Moody's Investors Service wrote the following in a Credit Report dated January 14, 2013: 

A very strong and well-established market position, relatively inelastic demand in response to annual rate 
increases and proven willingness and ability to raise rates to maintain targeted metrics and strong legal 
covenants support the Aa3 senior rating. The Pennsylvania turnpike system is an essential east-west 
transportation corridor in the eastern US with a long operating history and well-managed financial 
operations, consistently strong senior debt service coverage ratios (DSCRs) and supportive liquidity. 

The ratings reflect our expectation that historically stable traffic and revenue growth trends will continue 
over the long-term, with similar low elasticity in response to future toll rate increases and that the 
commission will achieve forecasted minimum DSCRs above 2.0 times for senior bonds; I.3 times for 
subordinate bonds and I.20 times including the separately secured Motor License Fund Enhanced (MLF) 
revenue. 

The A3 subordinate lien rating reflects that this lien will be heavily leveraged to make payments to the 
Pennsylvania Department of Transportation (PennD01) as required under Pennsylvania Act 44 of2007. 
The subordinate bonds lack a legal claim on turnpike cash flow other than deposits to General Fund. The 
subordinate lien will assume $4.3 billion in debt for Act 44 payments over 10 years. 

We note that there may be adverse developments outside of the commission's control that could limit its 
ability to increase toll rates, including changes in user elasticity, further economic softening or volatile 
fuel prices that could converge to undermine the turnpike's leverage strategy, which is reliant on annual 
toll increases coupled with key assumptions regarding steady traffic volume growth. However, these 
adverse developments have not yet suifaced. 

OUTLOOK 
The negative outlook reflects lingering uncertainty about the strength of the economic recovery in 
Pennsylvania and the Northeast as well as the commission's dependence on regular toll increases, modest 
traffic growth and cost containment to achieve projected DSCRs above 2. 0 times on the senior lien under 
management's base case base financial plan. The senior lien is expected to issue $6.2 billion in debt over 
I 0 years to fund the CJP per the FY 20I3 Act 44 financial plan. Moody's notes that lower than 5.5% 
annual revenue growth rates could yield below 2.0 times DSCRs for the senior lien and below I.3 times 
on subordinate debt and this could require larger toll increases to offiet downward rating pressure. 

What Could Change the Rating- UP 
The negative outlook could be stabilized once a stable pattern of traffic growth emerges. While unlikely, 
the ratings could rise if the commission's traffic growth and revenues significantly exceed the current 
forecast, toll increases are implemented as planned and financial and debt service coverage margins are 
greater than projected. 

What Could Change the Rating- DOWN 
The ratings could be lowered if toll increases are not implemented as planned or traffic, revenues, or 
liquidity levels fall short of forecasted levels. Increases in state payments also could exert negative rating 
pressures, though this appears very unlikely. 
The senior lien rating would face downward pressure if DSCRs fall below 2. 0 times or if consolidated 
debt leverage exceeds I 0 times operating revenues. 



The A3 subordinate lien rating would face downward pressure if the aggregate DSCR falls below the 
currently projected 1.3 times minimum or if future financing costs for Act 44 payments and capital 
projects significantly exceed current expectations. 

STRENGTHS 
*Turnpike system is an essential east-west intra and interstate transportation corridor in eastern US with 
a long history of well-managed financial operations, consistently strong senior lien DSCRs and 
satisfactory liquidity 

*Relatively stable traffic and revenue growth are expected to continue over the long-term due to inelastic 
demand evidenced by steady traffic growth despite recent toll increases and the recession 

*Strong historical and forecasted DSCRs above 2.0 times for senior bonds; adequate forecasted DSCRs 
above 1.3 times for subordinate bonds and above 1.2 times for subordinate and special revenue bonds 
under management's base case. Actual DSCRs consistently have been higher than budgeted 

*Flexibility to delay or scale back portions of the CIP and reduce borrowing amounts, though no 
flexibility to reduce annual Act 44 payments below $450 million 

*Demonstrated independent ability and willingness to raise toll rates: Toll rates have been increased 
annually since 2009 

*Demonstrated flexibility to reduce operating expenditures 

*Required public annual update of Act 44 Financial Plan to Commonwealth Budget Secretary provides 
transparency and accountability 

CHALLENGES 
*The CIP includes $6.2 billion of senior debt over 10 years and Act 44 $4.3 billion of subordinate debt 
over 10 years 

*Act 44 payments to Penn DOT result in a substantial increase in total debt, though payments are 
subordinated obligations that fall below senior debt and subordinate debt is not secured by lien on toll 
revenues 

*Risk of political opposition to future, larger than forecasted toll increases and of traffic diversion 
stemming from the confluence of toll increases, volatile fuel prices and slow economic recovery 

*On-going construction risk associated with the need to completely reconstruct major portions of the 
roadway, though recent experience shows minimal traffic disruption 

*Political risk remains that the turnpike could be tapped to shoulder more of the state's growing unfunded 
transportation infrastructure needs, though less likely now due to public recognition of turnpike financial 
limits 

*Some exposure to variable rate demand debt and derivatives remains, though this has moderated with 
about 15% variable rate debt 

The principal methodology used in this rating was Government Owned Toll Roads published in October 
2012. Please see the Credit Policy page on www.moodys. com for a copy of this methodology. 

REGULATORY DISCLOSURES 
For ratings issued on a program, series or category/class of debt, this announcement provides certain 
regulatory disclosures in relation to each rating of a subsequently issued bond or note of the same series 



or category/class of debt or pursuant to a program for which the ratings are derived exclusively from 
existing ratings in accordance with Moody's rating practices. For ratings issued on a support provider, 
this announcement provides certain regulatory disclosures in relation to the rating action on the support 
provider and in relation to each particular rating action for securities that derive their credit ratings 
from the support provider's credit rating. For provisional ratings, this announcement provides certain 
regulatory disclosures in relation to the provisional rating assigned, and in relation to a definitive rating 
that may be assigned subsequent to the final issuance of the debt, in each case where the transaction 
structure and terms have not changed prior to the assignment of the definitive rating in a manner that 
would have affected the rating. For further information please see the ratings tab on the issuer/entity 
page for the respective issuer on www.moodys.com. 

The Negative Outlook by Moody's reflects the Projected increased leverage that will occur by 
issuing the additional bonds for Act 44. However, the reality is that the projects funded by Act 
44 Bond Issuance would need to be funded by some other means if Act 44 had not been 
passed. Prior to the passage of Act 44, Transportation Projects were funded from various 
sources. The Commonwealth of Pennsylvania has many alternatives to fund Road Projects 
including leveraging its federal gas tax reimbursements. About half of the states have issued 
GARVEE Bonds to leverage this funding source. Other States have utilized various forms of 
Public Private Partnerships to fund transportation projects. The introduction of tolls on new or 
existing roads is also a consideration. 

In retrospect, the sale through a long-term lease of the Pennsylvania Turnpike System to a 
private consortium would have provided much needed capital to fund a good portion of 
Pennsylvania's transportation needs, including mass transit projects which were previously 
funded by bonds issued by SEPTA and Port Authority of Allegheny County. In 1991, because of 
a change in state law, real-estate taxes paid by utility companies became a large part of the 
only dedicated annual funding for capital transit improvements. But the deregulation, passed 
in 1996, whittled away at those real-estate taxes. Now, dramatic losses from changes to the 
Public Utility Realty Tax Act are being felt. For years, the State funded the shortfall, but there 
was not a permanent solution to annual deficit until Act 44. 

Act 44 essentially transfers the funding responsibility for many transportation projects from the 
State to the PA Turnpike Commission. The decision to utilize the Turnpike Revenues as the 
Security for the bonds issued by the Turnpike Commission is a Policy Decision. The decision to 
eliminate Act 44 sooner or later is also a Policy Decision. The elimination of Act 44 would 
definitely enhance the PA Turnpike's credit strength in the Capital Markets and reduce the risk 
of further downgrades; however, it would not eliminate the transportation needs that bonds 
issued under Act 44 have provided. If act 44 were to be eliminated, the funding of 
Transportation projects in the Commonwealth would need to find a new funding source. 

I am pleased to have the opportunity to participate in today's Joint Hearing with such 
knowledgeable witnesses. Thank you, again, for the opportunity to testify. I look forward to 
responding to any questions you may have. 


