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ATerritory in Crisis

Puerto Rico’s unique relationship with the United States is
shaping what the island can do to resolve its debt crisis

BY FRANCO PONCE DE LEON

t was a turbulent 2015 for cash-strapped Puerto Rico.
IGOV. Alejandro Garcia Padilla announced in June that

without a restructuring deal, the island would not be able
to repay its roughly $72 billion in debt. Five weeks later, one
of its public corporations defaulted for the first time in the
island’s history. Speculation has been rampant about when
the next default might occur and whether Puerto Rico will
be forced to cut services and benefits. It has met most of
its payments since by shifting funds from one creditor to
another and tapping into sources such as its pension fund.
But Puerto Rico’s leaders warn that the debt is unpayable.

What sets Puerto Rico’s crisis apart from other infamous
government debt crises of recent years is its status as a
territory of the United States. Although the island is not a
U.S. state, in many ways it functions as one. Its 3.5 million
residents are U.S. citizens who are subject to many U.S.
federal laws and taxes, and the island exercises sovereignty
in many of the same matters that states do, but without
some of the same benefits. For instance, U.S. states can seek
protection for their financially troubled municipalities and
related entities under Chapter 9 of the Bankruptcy Code,
which facilitates a debt restructuring process. Puerto Rico
is excluded from this form of protection, a policy its leaders
are urging U.S. lawmakers to change.

Regardless of whether bankruptcy becomes an option,
Puerto Rico’s status as a territory complicates its next moves.

‘Which Way Out?
There are three basic ways out of debt: repay it, renegotiate
it, or default.

Asits debt mounted in recent years, Puerto Rico undertook
measures to repay its debt, including decreasing the number
of government employees (the total count has dropped by
one-fifth since 2009) and raising its sales tax. In addition,
Garcia Padilla announced plans in September 2015 to drasti-
cally cut spending and called for the creation of a financial con-
trol board along the lines of those established for Washington,
D.C,, in the 1990s and New York City in the 1970s.

A control board is a panel appointed to restore fiscal
imbalances, taking the power out of the hands of elected
officials who might be tempted to divert funds to current
spending rather than repaying debt. In the case of D.Cs
board, which existed from 1995 through 2001, the federal
government also assumed certain obligations until the District
achieved and maintained a balanced budget. New York’s
board cut tens of thousands of jobs, froze wages, and raised
taxes. Control boards have been quite successful but are not
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a silver bullet, says University of Pennsylvania Law professor
and bankruptcy expert David Skeel. “The value of a control
board depends heavily on how much authority it has and the
quality of the folks selected to run it.” Moreover, “control
boards always create concerns about undermining democratic
processes, since they displace those processes to some extent.”

If it were a state, Puerto Rico would be ranked 37th in
GDP but third in total debt. Its debt accumulation, which
has ballooned since the late 1980s (see chart), has multi-
ple long-term drivers, including sluggish economic growth,
habitual budget deficits, and a buildup of obligations by
quasi-government entities. The government’s roughly 50 dif-
ferent public corporations serve a wide range of roles, from
overseeing infrastructure or health care to promoting tour-
ism; they compose more than two-thirds of Puerto Rico’s
total debt burden. The island’s three largest public corpo-
rations — Puerto Rico Electric Power Authority PREPA),
Puerto Rico Aqueduct and Sewer Authority (PRASA), and
Highways and Transportation Authority (HTA) — plus the
central government are responsible for most of the increase
in total public debt since 2000.

The island’s territory status also has implications for its
economy. For example, the island is subject to U.S. mini-
mum wage laws, but the U.S. minimum wage is higher than
the real market wage for Puerto Rico’s largely unskilled
labor force. In a June 2015 report, economists Anne Krueger,
Ranjit Teja, and Andrew Wolfe argued that is one reason —
though not the only one — that 60 percent of its population
is either not working or in the “grey economy” (compared to
roughly a third on the mainland). A weak labor market has
depressed growth and fed migration to the U.S. mainland,
since Puerto Ricans can migrate freely, with a population
decline of about 1 percent annually for the last decade. Also,
the Jones Act, which requires that all shipping between U.S.
ports use only U.S. vessels and crew, raises the cost of trade
with the mainland. Economists disagree on the extent to
which these factors have contributed to the longer-run fiscal
problems, thus affecting Puerto Rico’s ability to service its
debts, but they continue to be a source of heated debate.

Puerto Rico was able to make its scheduled debt payment
in December but defaulted on part of another in January.
Garcia Padilla warned that the payments it did make were
made at the expense of future payments.

The Bankruptcy Question
The island’s estimated shortfall is $28 billion over the next
five years. Fiscal restraint and economic growth alone could
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lic electric utility, PREPA, has gone to creditors
directly to try to renegotiate its debt, amounting to about
an eighth of total public sector debt. So far, it has met its
payments, at times with help from its creditors. This progress
provides a ray of hope that a broader framework for restruc-
turing could also succeed, Austin argues. At the same time, he
notes that different sets of creditors have different interests,
and without an outside adjudicator, a debt restructuring deal
may be difficult to obtain before the island government runs
out of liquidity completely.

Hence, the question of municipal bankruptcy through
Chapter 9 of the Bankruptcy Code has come into focus. In
Chapter 9, a municipality seeks, with a state’s permission,
to use the court system to renegotiate debts and determine
creditor priority, maximizing the municipality’s ability to
continue functioning. Since it was established by legislation
in 1937, Chapter 9 has assisted well over 600 U.S. municipal-
ities and their instrumentalities — most recently in Detroit.
One of its potential advantages is that it requires only a
majority of creditors to approve a deal, preventing minority
interests from blocking a deal or dragging out talks.

But this route is currently unavailable to Puerto Rico:
Its municipalities cannot qualify for Chapter 9 because
Puerto Rico is not a U.S. state. And states, which have
greater independent resources for revenue generation, are
precluded from declaring bankruptcy for reasons dating
back to constitutional safeguards that prevent states from
diluting the power of contracts by, for example, writing off
their own debts. For the most part, defaulting U.S. states
have been left to fend for themselves, although Arkansas
— the most recent state to default — received help from
the Depression-era Reconstruction Finance Corporation
in 1933. Bailouts occurred in the late 1700s, but nine states
famously defaulted in the 1840s after a banking panic and
the federal government’s refusal of a bailout, which econ-
omists argue created a lasting precedent forcing states to
manage their own budgets more closely.

Access to Chapter 9 is a divisive issue in Congress.
“Lawmakers don’t want to be seen as supporting anything that
looks like a bailout,” Skeel says. “Critics of giving Puerto Rico
or its municipalities a bankruptcy option have framed bank-
ruptcy as a bailout — wrongly, in my view.” Many creditors

with seniority, including hedge funds that stepped in after
ratings agencies downgraded Puerto Rican debt in 2013, worry
that their priority would be overturned or that they would be
forced to accept a haircut on what they are owed.

Even if Chapter 9 relief is extended to Puerto Rico, it’s
not clear that would be the end of the problem. The munici-
pal debt that would potentially be relieved under that option
is less than 7 percent of the island’s total public debt. “Unless
Congress amends the Bankruptcy Code to allow Puerto
Rico’s central government and its public corporations,
not just its municipalities, to receive assistance, Chapter 9
will not suffice,” says Maurice McTigue of George Mason
University’s Mercatus Center.

Taking The Reins

Ultimately, the United States may have to consider unorth-
odox measures to resolve the crisis. Control boards are one.
Another, a proposal recently floated by the U.S. Treasury
Department, would have the United States issue new “super-
bonds” to Puerto Rico’s creditors in exchange for their
existing bonds, effectively consolidating creditors under
one group of obligations. Treasury would oversee a portion
of the island’s tax revenue and place it in an escrow account
to make sure it is used for repayment. U.S. taxpayers would
not be on the hook, but Treasury argues that its supervision
would make this route more attractive for creditors than
accepting bonds issued by the Puerto Rican government.

In the near term, creditors and policymakers alike will be
looking to a U.S. Supreme Court decision later this year that
may shape future debt talks either way. The court will decide a
case, Puerto Rico v. Franklin California Tax-Free Trust, concern-
ing whether the island’s utilities can renegotiate their debt
through Puerto Rico’s legal system using an alternative to
federal bankruptcy that island lawmakers set up in 2014. If the
court overturns a lower-court decision, it would provide an
avenue for about $20 billion in obligations to be restructured.

Regardless of what U.S. policymakers decide, Skeel
wagers that the island will continue efforts to put its fiscal
situation on a more sustainable footing. But he says the out-
come if no debt restructuring occurs is simple: “Puerto Rico
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would continue to cut services and lose population.”
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