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Puerto Rico Fiscal Reform: The End Of The Beginning
By Bradley Wendt
Law360, New York (June 14, 2017, 1:01 PM EDT) -The financial ills of the commonwealth of Puerto Rico are well-known and
documented. During the past decade, Puerto Rico’s gross national product (GNP)
declined by 14 percent, with a 10 percent decline in the island’s population. In
2015, 46 percent of the population lived below the federal poverty line, compared
to the U.S. national average of 15 percent. Today, more commonwealth citizens
reside on the U.S. mainland than on the island.[1]
Over the last 18 months, the U.S. Congress acknowledged that Puerto Rico was at a
fiscal breaking point, unable to provide essential services to their citizens. The
unrelenting out-migration of residents and businesses, coupled with burgeoning
health care costs, were central to the Obama administration’s declaration that
Puerto Rico faced a potential “humanitarian crisis.”[2]
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In this article, we provide context around Puerto Rico petitioning for court protection, and thereby
creating the largest municipal bankruptcy in U.S. history.[3] We review the legislative process leading to
the filing for court protection, including a discussion of parties supporting and opposing the filing. The
review concludes with an analysis of the dominant debt restructuring issues being considered by the
court and stakeholders.
Road Map to Fiscal Crisis
The commonwealth’s legislative history provides context for Puerto Rico’s fiscal crisis. In 1917, the U.S.
Congress authorized the commonwealth to issue municipal bonds tax-free from all U.S. federal, state
and local governments. The triple tax-exempt status made the bonds highly attractive to U.S. investors
and very low cost for the commonwealth.
States in the U.S. are all required to annually produce a balanced budget. Similar requirements existed in
Puerto Rico until 1952, when the new constitution relaxed balance budget requirements. A subsequent
constitutional amendment in 1961 loosened the reins on debt capacity, encouraging Puerto Rico to fund
fiscal shortfalls through the issuance of triple-exempt municipal bonds. As of March 2017, the
commonwealth has $74 billion of debt and liability. Puerto Rico’s pension liability is $49 billion and is
98.5 percent underfunded.

PROMESA
Unlike mainland municipalities, the commonwealth does not have the power to petition for protection
and reorganize municipal debt under Chapter 9 of the U.S. Bankruptcy Code.[4] In 2016, the U.S.
Congress enacted the Puerto Rico Oversight, Management, and Economic Stability Act into law. Title III
of PROMESA provides U.S. territories and commonwealths broad in-court restructuring methods
modeled on Chapter 9 of the U.S. Bankruptcy
Code.[5]
Oversight Board
A seven-member board is recommended by
Congress and appointed by the president to oversee
and approve the PROMESA restructuring plan. The
appointed board is required to have expertise in
finance, municipal bonds, law or government
operations.[6] The board has the power to approve:






Fiscal plans;
Budgets;
Voluntary agreements with bondholders;
Debt restructuring plans; and
Critical projects eligible for expedited
permitting processes.[7]

The oversight board for the commonwealth of
Puerto Rico was named by the White House in
August 2016 and empowered with ultimate
discretion and final authority over the
commonwealth’s fiscal plan and budget.[8]
Commonwealth Fiscal Plans
As a precursor to a filing for an adjustment of the
commonwealth’s debt, PROMESA requires that the
oversight board positively review and approve a
fiscal plan with the following extensive legislative
requirements:





Ensure the funding of essential public
services;
Provide adequate funding for public
pension systems;[9]
Provide for the elimination of structural deficits; and
Include a debt sustainability analysis.[10]

Certified Fiscal Plan
The oversight board chair stated the commonwealth’s certified fiscal plan charted a path for Puerto Rico
to: (1) achieve fiscal equilibrium in three years, (2) provide adequate funding for essential services, (3)
maintain the solvency of the government pension plans, and (4) restructure the government’s long-term
debt.
The oversight board’s process for dealing with the commonwealth’s fiscal crisis embodies a “once and
done” approach. The board feels such an approach most effectively uses PROMESA tools, and offers the
commonwealth the rare opportunity to restructure its debt in an orderly fashion, free of distractions
from litigation.[11]
Title III Petition
In March 2017, major holders of the commonwealth’s general obligation and sales tax bonds
participated in mediation. These bondholders held approximately 55 percent of the debt to be
restructured. Despite multiple mediation sessions and private negotiations, no agreements were
reached.
Reflecting the impasse in negotiations and the expiration of the May 1 litigation stay, on May 3, 2017,
the oversight board filed a Title III petition for the benefit and protection of Puerto Rico. The oversight
board committed to continue negotiations for consensual resolutions with the goal of adjudicating some
debt classes outside Title III.[12]
John Roberts, chief justice of the U.S. Supreme Court, appointed U.S. District Judge Laura Taylor Swain
to oversee the federal district court case arising from the Title III petition.[13]
Adjustment of Debts
Upon filing the Title III petition, the oversight board declared the commonwealth’s liquidity and solvency
problems to be “massive” and that stakeholder sacrifices, “while painful in the short term, are necessary
for Puerto Rico’s long-term growth.”[14]
Under a Title III debt adjustment proceeding, the oversight board takes the place of the debtor
government. PROMESA provides that the oversight board proposes a plan of debt adjustment, which is
voted on by the creditors and, in turn, confirmed by the district court.[15] Adjustments to the certified
plan must be approved by the oversight board and cannot be unilaterally modified by the district court.

Upon reviewing the certified plan, the investment bank UBS declared the outlook for owners of Puerto
Rico bonds as “discouraging.” Additionally, UBS concluded that commonwealth bondholders would
incur “significant losses” and “payments abridged for one to 10 years.”[16] Gov. Ricardo “Ricky” Rosello
committed that the commonwealth will pay no more than 24 percent of the certified plan’s debt over
the next decade.[17]
Litigation
The Title III petition referenced 22 known litigation proceedings as of May 3, 2017. Additional litigation
has subsequently been filed.[18] Central legal issues raised by plaintiffs include:
1. Priority of obligations comprising “public debt” relative to expenses of the commonwealth
under the Puerto Rico Constitution;
2. Debt priority positions under the Puerto Rico Constitution;
3. Public service characterizations to include: “essential services,” “nonessential services” and
“regular expenses” of the government;
4. Contractual rights of bondholders under the Contracts Clause of Article I of the U.S.
Constitution;
5. The transfer of public corporation revenues for general use by the commonwealth under the
takings clause of the Fifth Amendment to the U.S. Constitution;
6. Existence and size of “reconciliation adjustment” contingency contained in the certified plan;
7. The certified plan’s macroeconomic and expenses assumptions, federal health care funding
levels, and tax collection rates; and
8. The certified plan’s application of clawback bond revenues.

The certified plan takes no positions on “asserted constitutional or contractual rights and remedies.”[19]
The Future
Once the district court determines that the commonwealth’s Title III petition satisfies the legislative
requirements of PROMESA, the case will proceed to trial.[20] The complexity of the restructuring is
underscored by the commonwealth having 18 issuers of debt, many of which have multiple security
pledges and lien structures. Stakeholders’ competing claims on finite revenues dedicated for debt
payments further complicate a commonwealth restructuring.
One restructuring technique likely to be considered by Puerto Rico is permitting only one class of
securities to survive (e.g., commonwealth general obligation bonds). This approach has been
successfully implemented in sovereign bankruptcies and provides a critical, homogenous currency for
debt negotiations.[21] A solitary restructuring security accommodates debt exchanges on a pro-rata and

lien-priority basis. A single security class should also accelerate Puerto Rico’s return to the capital
markets by concentrating market liquidity and bolstering investor confidence.
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