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A LL E YES A RE O N P UERTO R ICO



Puerto Rico is prohibited from filing bankruptcy, but risks of selective default or complete default potentially exist if its economic

challenges continue.

Puerto Rico is often a subject of discussion with questions coming from individuals ranging from municipal bond investors to Financial

Advisors. Often the questions center on yield, how Capstone Asset Management Co. determines if Puerto Rico bonds are a part of the

allocation and how Capstone portfolios compare to other investment vehicles, such as municipal bond mutual funds, in percentage of

ownership in the Separate Managed Accounts (SMA). The short answer is that Capstone has been avoiding Puerto Rico and the territories

of Guam and U.S. Virgin Islands since 2008. While there is considerable research that goes into decisions that include avoiding certain

areas, another factor is there are excellent states and municipalities in the United States to invest fixed income allocations.

Political Fiscal Concern

In 2008, Luis Fortuño, newly elected governor of the New Progressive Party was handed a mandate to turn around Puerto Rico’s economy

and $3.3 billion deficit, which made up roughly a third of the budget. Fortuño promptly cut 38,000 government jobs, reduced income

taxes by half and cut the top corporate rate from 39% to 30%. The tax cuts led to modest growth and increased investment in 2012, the

first time Puerto Rico saw growth in seven years.*

But Fortuño's supply-side changes didn't go well with public employees, who represented one-third of Puerto Rico’s labor force. The

pain in order to gain was more than voters wanted to endure and in November 2012, Governor Alejandro Garcia Padilla of the Popular

Democratic Party defeated Fortuño.

Democratic Governor Padilla re-instated the pre-Fortuño tax rates, imposed a new 1% tax on insurance premiums and the gross income of

financial institutions; raised the excise tax on foreign acquisitions; tripled the petroleum products tax; and increased sewage rates by 67%.

The tax hikes paid for $700 million in stimulus spending and gave temporary comfort to investors who were concerned about the island's

$53 billion in general obligation debt, and $30 billion unfunded pension liability. The territory's general obligation bonds are clinging to

investment grade rating, its debt exceeds its annual tax revenues by 700%, and its pensions are just 7% funded. It is estimated by Moody’s

Investor Service that Puerto Rico’s total debt, before unfunded pension liabilities, is $70 billion.

To keep the pension fund from imploding, Governor Padilla eliminated bonus payments, raised worker contributions and increased the

retirement age. Still, the government may have to pay retirees out of its general fund if its pension investments underperform. Additional

risk premium to hold Puerto Rico debt has also hampered the ability for Puerto Rico to borrow necessary funds at a reasonable interest

rate, prompting a nearly 50% reduction in borrowing on the short term.

Lack of Growth

Economic growth is suffering as the area has been in recession since 2006. Puerto Rico's Economic Activity Index declined by 5% in

July 2013 as tax hikes depressed private investment. The petroleum tax is problematic because the island derives most of its energy from

oil resulting in higher rates to the residential consumer. Sewer rate surcharges have also suppressed consumer spending. The Airport

Authority has been privatized and portions of the Highway Toll Authority sold for a disclosed cash payment for needed funds. The poverty

rate is high and more than a quarter of Puerto Rico’s nearly four million residents receive food stamps.

The Bureau of Labor statistics, created a scatter graph of all 50 states, plus the 3 territories, showing non-farm job growth by state in

peaks-to-trough versus troughs to April 2013. This busy chart tells an interesting story by state and territory as to which areas were

negatively impacted during the recession and which gained back job growth since the declaration of the bottom of the recession. For the

most part, the states that performed best have exposure to the energy sector. North Dakota for example lost 6% job growth in the peak

to trough period but gained 22% job growth from the trough to April 2013. Texas lost 4% during the recession and gained slightly over

9% from the trough to April 2013. On the other end of the spectrum is Puerto Rico which lost over 13% job growth from peak to trough

and gained 0% (zero) from trough to April 2013. The relationship to Puerto Rico having a higher yield is due to risk when compared to

all the 50 states.

While Governor Padilla has taken difficult and unpopular decisions to improve Puerto Rico’s debt, the per capita debt is over $14,000.

Compare this to California per capita debt at $2,624 and one begins to see a more transparent picture of risk.**
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Talk is Cheap

Default and restructuring is not in Puerto Rico’s vocabulary as it raises taxes and

fees in an attempt to pull itself out of the deep debt hole. In September 2013,

Governor Padilla sent a team to New York, including former Governor Fortuño,

to communicate to credit rating agencies the progress and dedication the current

administration has to place itself on stronger financial footing. In conference call

participation by Strategas Research, Fortuño was candid about the island’s debt

while highlighting an improvement of $70 million of revenue increase for fiscal

2013. Increases in revenue are always positive until the realization that fiscal year

2012 deficit was projected to be $300 million and came in as a deficit of $2.2 billion.

Puerto Rico's government aims to reduce the current fiscal deficit to an anticipated

$800 million. A decade of verbally promoting improving fiscal stewardship has

yet to become reality. The credit rating agencies may be getting short on patience

and could drop the general obligation debt below investment grade.

Credit Ratings and Outlook

Puerto Rico’s credit agency ratings on general obligation bonds are Baa3 from

Moody’s Investor Service and BBB- from Standard &amp; Poors which are the lowest

investment grade ratings each agency offers. Both services have negative outlooks

on Puerto Rico credit rating. If the rating becomes “junk” status on a future

downgrade then more challenges will develop for Puerto Rico. Puerto Rico needs

access to the debt markets to continue to finance its needs. If financing capability

is hampered then financing could be forced to come from higher cost providers

such as hedge funds.

American Investors Have Skin in the Game

Since interest payments on most Puerto Rico bonds are exempt from state and local

taxes in all 50 states, the debt has long appealed to municipal bond investors in

high-tax states. Puerto Rico's "triple" tax exemption—federal, state, and local—is

rare in the municipal market which makes it attractive to mutual fund managers,

especially in state specific funds.

American investors have a big stake in the financial outcome because Puerto Rico

debt is widely held by mutual funds and individuals. As negative news percolates

from the media about Puerto Rico, fund managers have been attempting to reduce

exposure, placing additional stress on valuation.

Valuation Standpoint

There currently is no way to determine a cheap entry level for Puerto Rico municipal

bonds since municipal bond investors traditionally seek tax exempt income with a

high degree of safety. Until Puerto Rico formulates a fiscal plan of attack, follows

through with making the difficult decisions and consistently produces positive results,

we believe it's best to leave this investment to hedge funds and speculative investors.



Sources:

*

Bloomberg

** Barrons August 26, 2013

“This information has been provided by Capstone Asset Management Company. All material presented is compiled from sources believed to be reliable and current,

but accuracy cannot be guaranteed. This is not to be construed as an offer to buy or sell any financial instruments and should not be relied upon as the sole factor in

an investment making decision. The views and opinions expressed are those of the portfolio manager at the time of publication and are subject to change. There is no

guarantee that these views will come to pass. As with all investments there are associated inherent risks. Please obtain and review all financial material carefully before

investing. Past performance does not guarantee future results.”

Capstone Asset Management Co. | 3700 West Sam Houston Parkway South, Suite 250 | Houston, Texas 77042 | 800.262.6631 | Fax: 713.260.9050 | www.capstonefinancial.com
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