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Puerto Rico’s Current Fiscal Challenges



Summary

The government of Puerto Rico faces multiple fiscal challenges in the fall of 2015. Concerns

regarding the sustainability of Puerto Rico’s public finances have intensified over the past year,

despite several measures taken by the island’s government to reduce spending, increase revenues,

and restructure its obligations. The Puerto Rican government outlined a medium-term strategy to

address those challenges in a fiscal plan put forth in mid-September 2015.

A recent financial liquidity analysis projects that the government would likely run out of money

by November 2015. Much of the island’s liquidity challenges stem from substantial debt service

costs facing the central government and its public corporations. The Puerto Rican government,

had warned that it may “lack sufficient resources to fund all necessary governmental programs

and services as well as meet debt service obligations for fiscal year 2016,” although it had earlier

contended that it has sufficient funds available. Much of the Puerto Rican government’s revenue

stream for the first part of its fiscal year, which began on July 1, is earmarked to redeem revenue

bonds. At the beginning of August 2015, Puerto Rico did not make a full interest and principal

payment due on bonds issued by the Public Finance Corporation, a subsidiary of the island’s

Government Development Bank.

On June 29, 2015, Puerto Rico’s governor, Alejandro García Padilla, stated during a televised

address that “the debt is not payable.” García Padilla said his administration would seek

concessions from the island’s creditors as part of a new fiscal strategy, which would be developed

by a newly established working group on economic recovery and debt restructuring. On the same

day, the Puerto Rican government released a report it had commissioned from three former

International Monetary Fund economists. The report described severe short-term funding

challenges as well as longstanding issues with key parts of the Puerto Rican economy and public

sector. On September 9, 2015, a working group appointed by the governor released a plan that

outlined a strategy for addressing the island’s fiscal and economic challenges. Puerto Rico’s

financing gap over the coming five years, according to the plan, is nearly $28 billion. Proposals

put forth in the plan, along with a hoped-for improvement in economic growth, were said to cut

that gap in half. Some criticized the plan, calling for sharper cuts in spending or for better

protections for creditors, and have questioned some of the plan’s underlying assumptions.

The island’s ability to access credit markets appears highly uncertain. The Puerto Rican

government, either directly or through financing arms, had been able to issue bonds, but on

relatively expensive terms. On July 3, 2015, the government enacted a law to enable issuance of

revenue bonds by publicly owned insurers with the aim of providing liquidity for the public

sector for the first part of the fiscal year, which began on July 1. The Puerto Rican government

and its electric power utility made scheduled bond payments at the beginning of July 2015. The

power utility and certain investors reached a preliminary debt relief agreement on September 1,

2015. The island’s ability to meet future debt service payments depends in part on the willingness

of investors to roll-over existing debt. A $2.9 billion bond sale, which the Puerto Rican

government had contemplated appears to be on hold. The island’s water and sewer authority,

however, may issue new revenue bonds to fund infrastructure improvements.

The precarious state of Puerto Rico’s public finances stems in part from prolonged economic

weakness. Economic growth has been sluggish even before the 2007-2009 recession and official

forecasts project a continuation of slow growth. Previous analyses have pointed to low

employment and labor participation rates, high rates of outmigration leading to a decline in

population, an economic structure shaped more by tax advantages than comparative advantages,

and the effects of intensified global competition, among other factors. Others have pointed to

weaknesses in fiscal and operational controls. This report will be updated as events warrant.
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Puerto Rico’s Weak Fiscal Situation

The government of Puerto Rico faces multiple fiscal challenges in the fall of 2015. A recent

financial liquidity analysis projects that the government would likely run out of money by

November 2015.1 The Puerto Rican government outlined a medium-term strategy to address those

challenges in a fiscal plan put forth in mid-September 2015.



Puerto Rico’s Fiscal Strategy

High costs of debt service and the precarious financial situation of some public corporations

prompted Governor Alejandro García Padilla and the island’s legislature to enact a debt

restructuring legislation (Act 71) in June 2014 that would have allowed public corporations to file

for debt restructuring through legal structures set up within Puerto Rico.2 A U.S. District Court,

however, struck down Act 71 in February 2015, holding that a provision in chapter 9 of the U.S.

Bankruptcy Code3 preempts action by Puerto Rico, even though Puerto Rico is currently barred

from authorizing its subunits to file under chapter 9.4 The U.S. Court of Appeals for the First

Circuit upheld that decision on July 6, 2015.5

Puerto Rican policymakers then sought other ways to restructure or renegotiate the island’s public

debt. On June 29, 2015, Puerto Rico’s governor, Alejandro García Padilla, stated during a

televised address that “the debt is not payable” and that his administration would seek

concessions from the island’s creditors as part of a new fiscal strategy. 6 On the same day, a report

by three former International Monetary Fund (IMF) economists was released that described

serious problems with Puerto Rico’s fiscal situation, budget execution, public administration, and

tax structure.7

Governor García Padilla also appointed an Economic and Fiscal Recovery Working Group, which

issued a framework plan on September 9, 2015. Puerto Rico, according to the working group,

faces a $27.8 billion financing gap over the next five years that could be reduced to $14 billion

through fiscal measures and stronger economic growth. Those gaps, according to the working

group, “could severely impair the Commonwealth’s ability to provide essential services.”8 The

governor’s initiatives and the working group plan are described in more detail below. The Puerto

1



Conway MacKenzie, Commonwealth of Puerto Rico: Liquidity Update, August 25, 2015; http://www.bgfpr.com/

documents/150825ConwayMacKenzieLiquidityUpdateReport.pdf.

2

See CRS Legal Sidebar WSLG1289, Fiscal Distress in Puerto Rico: Two Legislative Approaches, by Carol A. Pettit.

3

11 U.S.C. § 903.

4

See CRS Legal Sidebar WSLG1370, First Circuit: Preemption Precludes Puerto Rico’s Recovery Act, by Carol A.

Pettit. The consolidated cases are Franklin California Tax-Free Trust v. Commonwealth of Puerto Rico and

BlueMountain Capital Management, LLC v. García-Padilla, (case 3:14-cv-01569). The February 6, 2015 opinion and

order is available at http://www.noticel.com/uploads/gallery/documents/ed648d7e7839c5b66e556b14d3c639b3.pdf.

5

Franklin California Tax-Free v. Commonwealth of Puerto Rico, No. 15-1218 (1st Cir. 2015), July 6, 2015;

http://caselaw.findlaw.com/us-1st-circuit/1707047.html.

6

El Nuevo Dia, “Mensaje del Gobernador Alejandro García Padilla Sobre Situación Fiscal de Puerto Rico,” June 29,

2015, http://www.elnuevodia.com/noticias/politica/nota/

mensajedelgobernadoralejandrogarciapadillasobresituacionfiscaldepuertorico-2066574/.

7

Anne O. Krueger, Ranjit Teja, and Andrew Wolfe, Puerto Rico: A Way Forward, June 29, 2015,

http://recend.apextech.netdna-cdn.com/docs/editor/Informe%20Krueger.pdf.

8

Working Group for the Fiscal and Economic Recovery of Puerto Rico, Puerto Rico Fiscal and Economic Growth

Plan, September 9, 2015; http://www.fortaleza.pr.gov/content/gobernador-ofrece-mensaje-sobre-el-plan-de-ajustefiscal.
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Rican government has also sought to restructure the island’s debt and to delay some bond

payments in order to maintain liquidity and ensure continuity of government operations.



Credit Ratings Downgrades and Loss of Market Access

In February 2014, the three major credit ratings agencies downgraded Puerto Rico’s public debt

to below investment grade.9 A second round of downgrades followed in late June 2014 after the

Puerto Rican government enacted Act 71, which sought to establish a restructuring process for

debt issued by the island’s public corporations.10 A further round of downgrades was triggered in

late June 2015 when Governor García Padilla said that the islands’ debts were unpayable.11 The

loss of investor confidence in Puerto Rico’s ability to repay its debts cut off access to credit

markets, which has intensified financial pressures on the government.12 Market traded prices for

existing Puerto Rican bonds trade well below levels recorded before the current fiscal crisis

emerged. Figure 1 shows trading prices for selected Puerto Rican bonds since January 2011. The

first vertical line indicates when the Barron’s article appeared, and the second vertical line

indicates when Act 71 was enacted.



Fiscal Challenges Have Been Building for Years

Concerns regarding the sustainability of Puerto Rico’s public finances have intensified over the

past year, despite several measures taken by the island’s government to reduce spending, increase

revenues, and restructure its obligations. Since mid-2013, serious concerns emerged in municipal

bond markets and among other observers regarding financial challenges facing Puerto Rico. An

August 2013 Barron’s article highlighted the island’s weak fiscal position and high public debt.13

Puerto Rico’s public debt has grown steadily since the mid-1980s, and is now slightly larger than

the island’s gross national product (GNP).14 Figure 2 shows the accumulation of Puerto Rico’s

gross public debt in inflation-adjusted terms since 1962. By that measure, total debt levels rose

until the mid-1970s, then declined gradually until the mid-1980s, after which they again increased

until 2013.



9



Commonwealth of Puerto Rico, Consolidated Annual Financial Report for FY2013, June 30, 2013, note 22, pp. 230231, http://www.hacienda.gobierno.pr/downloads/pdf/cafr/FINANCIAL_REPORT_2013.pdf.

10

Ley para el Cumplimiento con las Deudas y para la Recuperación de las Corporaciones Públicas de Puerto Rico (Ley

71 de 2014; Act 71; Law Pursuant to the Debts and for the Recovery of the Public Corporations of Puerto Rico). See

also Moody’s Investor’s Service, “Puerto Rico’s Debt Restructuring Law Raises Default Risk for Public Corporations

and the Commonwealth,” July 3, 2013.

11

Reuters, “S&amp;P Cuts Puerto Rico Rating, Says Default Seems Inevitable,” June 30, 2015; http://www.reuters.com/

article/2015/06/30/sp-puertorico-idUSL3N0ZG1UQ20150630. Moody’s Investors Service, “Moody’s Downgrades

Puerto Rico GOs and COFINA Sr Bonds to Caa3 from Caa2; Outlook Negative,” July 1, 2015.

12

Krueger, Teja, and Wolfe, op. cit., p. 1.

13

Andrew Bary, “Troubling Winds: Puerto Rico’s Huge Debt Could Overwhelm Attempts to Revive its Economy,”

Barron’s, August 26, 2013.

14

Puerto Rico’s gross public debt was reported at $72.2 billion at the end of March 2015. See GDB, Commonwealth

Quarterly Financial Report, May 7, 2015, p.56; http://www.gdb-pur.com/documents/CommonwealthQR-5-7-15.pdf.

Also see Statistical Appendix (Apéndice Estadístico) of the Economic Report to the Governor and the Legislature for

FY2014, http://www.jp.gobierno.pr/Portal_JP/Default.aspx?tabid=184.
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Figure 1. Selected Puerto Rico Bonds; Dollar Prices Since January 2011



Source: CRS graph based on data from Electronic Municipal Market Access, Municipal Securities Rulemaking Board.

Notes: Legacy General Obligation bond is CUSIP 74514LYW1 (5.75%; 2041); NY law GO bond issued March 2014 is 74514LE86 (8.0%; 2035). COFINA Senior Note is CUSIP 74529JNX9

(5.25%; 2040); COFINA Subordinated Note is CUSIP 74529JHN8 (6.0%; 2042). Puerto Rico Electric Power Authority Revenue Bond is CUSIP 74526QVX7 (5.25%; 2040). First vertical line

indicates appearance of Barron’s article (August 20, 2013); second vertical line at enactment of Act 71 (July 28, 2014). COFINA issues revenue anticipation securities to provide liquidity to the

Puerto Rican government.
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Figure 2. Gross Public Debt of Puerto Rico in Billions of Constant Dollars, 1960-2014



Source: Statistical Appendix (Apéndice Estadístico), various years; available at http://www.jp.gobierno.pr/Portal_JP/

Default.aspx?tabid=184.

Notes: Data represent gross public debt of Puerto Rico as of June 30 of each year, provided by the Government

Development Bank of Puerto Rico. Figures for 1989 and 2014 are preliminary estimates. The Highway and

Transportation Authority and the University of Puerto Rico are included in the Commonwealth Government

subtotal. The U.S. GDP price index is used to adjust levels for inflation. These debt data differ from those

available from other sources.



Public Corporations Incurred Much of Puerto Rico’s

Public Debt

Public corporations, which have played a prominent role in the Puerto Rican economy since the

1930s, are closely linked to the island’s fiscal challenges. Some 50 public corporations serve a

broad variety of purposes and activities, ranging from public infrastructure, banking, real estate,

insurance, industrial development, health care, transportation, electric power, broadcasting,

education, arts, and tourism, among others.15 Some public corporations resemble public

authorities of state governments, although in some cases, have responsibilities more akin to

public agencies.

15



For one listing of public corporations, see Commonwealth of Puerto Rico, Budget Proposal for 2013-2014,

Consolidated Budget by Agency for FY2011-FY2014 (Estado Libre Asociado de Puerto Rico, Presupuesto

Recomendado 2013-2014, Presupuesto Consolidado por Agencia), http://www2.pr.gov/presupuestos/Presupuesto20132014/Tablas%20Estadsticas/04.pdf.
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Off-budget debt issued by public corporations, generally not included in the 15% debt servicing

limit, has accounted for much of the buildup in Puerto Rico’s public debt since 2000 (see Figure

2).16 Moreover, the central government’s financial support for public corporations has weakened

its own fiscal situation.



Puerto Rico Electric Power Authority

The largest public corporation in Puerto Rico, the Puerto Rico Electric Power Authority (PREPA),

entered into a restructuring and forbearance agreement in August 2014 with major creditors17

prompted by the need to maintain sufficient financing for fuel purchases.18 The forbearance

agreement has been extended several times, most recently until September 25, 2015, for banks

financing fuel purchases and to October 1, 2015, for bondholders.19 Some bond insurers, who

back certain PREPA bonds, declined to participate in the latest forbearance extension.20

PREPA issued a summary of a restructuring plan on June 1, 2015, which calls for $2.3 billion to

modernize its operations and stabilize its finances.21 PREPA made a scheduled bond interest

payment of $415 million on July 1, 2015.22 On September 1, 2015, PREPA announced a

preliminary agreement with certain creditors to restructure part of the utility’s debt, including

bond exchange that would include a 15% writedown of non-insured debt.23

PREPA faces major operational challenges. The utility’s existing oil- and diesel-fired plants are

old, inefficient, and unreliable.24 Oil and diesel accounts for about two-thirds of PREPA’s fuel.

The lack of sufficient modern gas-fired power generation capacity to handle fluctuations in base

loads limits the potential of renewable energy on the island. Prices for electricity are more than

twice as high in Puerto Rico than the mainland average, which may have hindered economic

growth, although falling oil prices have allowed 25 PREPA’s revenues to be reduced by unbilled

16



See FY2013 Economic Report to the Governor, Statistical Appendix, Table 29, http://www.gdbpr.com/economy/

documents/AE2013_T29.pdf.

17

Government Development Bank, Forbearance Agreement: Executive Version, August 14, 2014,

http://www.gdbpr.com/documents/BondholderForbearanceAgreementEXECUTED.pdf.

18

Mary Williams Walsh, “Puerto Rico Power Supplier Saved From Cash Squeeze,” New York Times, August 14, 2014.

Reuters, “Puerto Rico Power Authority Weighs Financing Options as Bank Deadline Nears,” July 30, 2014,

http://www.reuters.com/article/2014/07/30/usa-puertorico-prepa-idUSL2N0Q52GQ20140730.

19

Mildred Rivera Merrero, “Otra Extensión de la AEE en Negociación con Acreedeores (Another Extension for

PREPA with Creditors),” El Nueva Dia, September 20, 2015.

20

Jessica Dinapoli, “Puerto Rico Bond Insurer Skips Extending Agreement to Show Urgency,” Reuters, September 21,

2015; http://uk.reuters.com/article/2015/09/21/usa-puertorico-prepainsurer-idUKL1N11R27K20150921.

21

PREPA, “PREPA’s Transformation” A Path to Sustainability,” June 1, 2015, http://www.aeepr.com/Docs/

RecoveryPlan.pdf. Also see Michelle Kaske, “PREPA Submits Recovery Plan as Creditors Say Talks Continue,”

Bloomberg Business, June 1, 2015 (updated June 2, 2015). Financial details of the restructuring plan were withheld

pending negotiations with creditors.

22

PREPA, “PREPA Announced All Principal and Interest Due Has Been Paid to Bondholders,” press release, July 1,

2015. See also Gerardo E. Alvarado León, “AEE Paga a los Bonistas $415 Millones (PREPA Pays Bondholders $415

Million),” El Nuevo Dia, July 1, 2015, http://www.elnuevodia.com/noticias/locales/nota/

aeepagaalosbonistas415millones-2067350/.

23

Robert Slavin, “PREPA, Forbearing Bondholders Reach Agreement on Restructuring,” Bond Buyer, September 2,

2015. Also see Janney Fixed Income, “PREPA Restructuring,” September 3, 2015.

24

PREPA, “PREPA’s Transformation” A Path to Sustainability,” June 1, 2015. Also see U.S. Department of Energy,

Energy Information Administration, Puerto Rico Territory Energy Profile, updated April 16, 2015;

http://www.caribbeanbusiness.pr/prnt_ed/u.s.-supreme-court-suspends-the-epas-mats-regulations-11402.html.

25

See U.S. Department of Energy (DOE), Energy Information Agency (EIA), Puerto Rico Territory Energy Profile,

March 27, 2014, http://www.eia.gov/state/print.cfm?sid=RQ.
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power generation. In recent years, 14% of power generated by PREPA was classified as lost or

unaccounted for. In addition, PREPA had not been billing many municipalities and government

offices, in part to offset payments to those entities in lieu of taxation.26 PREPA has also been

mandated to subsidize certain non-profit organization and business sectors.27 In total, PREPA

provided $69 million worth of subsidized power in FY2014, according to press accounts.28



Government Development Bank for Puerto Rico

The Government Development Bank for Puerto Rico (GDB), one of the oldest public

corporations, serves as bank, fiscal agent, and financial advisor to the Commonwealth and other

public corporations.29 The GDB and its subsidiaries are the main source of short-term financing

for the Puerto Rican government and its public corporations and municipalities. The GDB also

issues loans and guarantees to private entities and has historically played a leading role in

strategic economic investments for Puerto Rico.

During the 1990s and 2000s, the GDB was used to finance investments and even operating costs

of other parts of the Puerto Rican government. By June 2013, the date of the last audited financial

statement—the public sector accounted for nearly all of the GDB’s loan portfolio, which

amounted to 48% of its government-wide assets.30 Credit rating agencies and government

financial reports have warned that the restructuring of Puerto Rico’s public debt presents serious

financial risks to the GDB.31

At the beginning of August 2015, Puerto Rico did not make a full interest and principal payment

due on bonds issued by the Public Finance Corporation, a subsidiary of the island’s GDB.32



Other Public Corporations

Independent analysts argue that a few other large public corporations are insolvent.33 Island

officials, however, have emphasized that the financial condition of various government entities

differs in important ways.34

26



Mesirow Financial, ibid.

Carmelo Ruiz-Marrero, “Debt and Dirty Energy Weigh Heavy on Puerto Rico’s Utility,” Inter Press Service, April

28, 2014, http://www.ipsnews.net/2014/04/debt-dirty-energy-weigh-heavy-puerto-ricos-utility/.

28

“PREPA Doesn’t Rule Out Rate Hikes,” Caribbean Business, August 11, 2014,

http://www.caribbeanbusinesspr.com/news/prepa-doesnt-rule-out-rate-hikes-99473.html.Article cites testimony of

PREPA Executive Director Juan Alicea to the Puerto Rican Senate Committee on Energy Affairs.

29

Government Development Bank for Puerto Rico, The GDB: Seven Decades of Service to Puerto Rico (1942-2012);

http://www.gdb-pur.com/about-gdb/history_01.html.

30

GDP, Comprehensive Annual Financial Report 2013, June 30, 2013, note 7; http://www.bgfpr.com/documents/GDBCAFR-June-30-2013.pdf. Also see Arturo C. Porzecanski, “The Government Development Bank: At the Heart of

Puerto Rico’s Financial Crisis,” American University working paper, September 18, 2014, http://nw08.american.edu/

~aporzeca/The%20GDB%20at%20the%20Heart%20of%20Puerto%20Ricos%20Financial%20Crisis.pdf.

31

Moody’s Investor’s Service, “Puerto Rico’s Debt Restructuring Law Raises Default Risk for Public Corporations and

the Commonwealth,” July 3, 2013. See also GDB, Commonwealth Quarterly Financial Report, July 17, 2014, pp. 4-5,

http://www.gdb-pur.com/documents/CommonwealthQuarterlyReport71714.pdf.

32

Standard &amp; Poors, “Rating on Three Puerto Rico PFC Series Lowered to ‘D’ On Non-Payment,” RatingsDirect,

August 3, 2015, http://www.gdb-pur.com/investors_resources/documents/SP-RatingsDirectNews-Aug-03-2015.pdf.

33

Center for a New Economy, Fiscal Situation Update, FY2014-2015 Budget, June 2014.

34

Government Development Bank, “Statement from Government Development Bank for Puerto Rico on

Announcement of Upcoming Offering by Puerto Rico Aqueduct and Sewer Authority,” August 11, 2015,

http://www.gdbpr.com/documents/StatementfromGDBonPRASAoffering.pdf.

27
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