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9.	
  	
  	
  	
  	
   The	
  standard	
  measure	
  of	
  the	
  fiscal	
  balance	
  in	
  Puerto	
  Rico,	
  using	
  General	
  Fund	
  
accounts,	
  greatly	
  understates	
  the	
  true	
  deficit	
  and	
  the	
  challenge	
  ahead.	
  There	
  are	
  three	
  
fundamental	
  problems.	
  First,	
  the	
  General	
  Fund	
  is	
  on	
  a	
  cash	
  basis:	
  if,	
  say,	
  the	
  education	
  
department	
  delays	
  payments	
  for	
  school	
  supplies,	
  the	
  purchase	
  is	
  not	
  recorded	
  as	
  spending,	
  
thus	
  understating	
  the	
  deficit.	
  (Only	
  a	
  year	
  later,	
  after	
  boxes	
  of	
  missing	
  invoices	
  have	
  been	
  
hauled	
  to	
  the	
  Treasury	
  and	
  recorded	
  for	
  the	
  CAFR	
  audit,	
  does	
  a	
  truer	
  picture	
  emerge	
  of	
  the	
  
fiscal	
  deficit	
  on	
  an	
  accruals	
  basis.)	
  Second,	
  the	
  General	
  Fund	
  excludes	
  numerous	
  agencies	
  –	
  
some	
  150	
  in	
  total,	
  including	
  large	
  ones	
  like	
  the	
  health	
  insurer	
  ASES	
  and	
  smaller	
  ones	
  like	
  the	
  
public	
  buildings	
  administration	
  –	
  that	
  also	
  run	
  deficits,	
  as	
  well	
  as	
  the	
  GDB,	
  which	
  operates	
  
like	
  an	
  arm	
  of	
  the	
  government.	
  Third,	
  the	
  General	
  Fund	
  excludes	
  some	
  $300-­‐400	
  million	
  per	
  
year	
  of	
  capital	
  expenditure;	
  these	
  too	
  deplete	
  cash	
  balances	
  or	
  raise	
  debt	
  and	
  must	
  be	
  
counted.	
  These	
  missing	
  items	
  –	
  missing	
  due	
  to	
  the	
  conceptual	
  framework	
  of	
  the	
  General	
  
Fund	
  rather	
  than	
  any	
  intention	
  to	
  mislead	
  –	
  are	
  not	
  accounting	
  niceties	
  but	
  directly	
  impact	
  
government	
  operations.	
  For	
  example,	
  if	
  the	
  interest	
  payments	
  the	
  GDB	
  has	
  to	
  make	
  
depletes	
  its	
  cash	
  balances,	
  this	
  impacts	
  the	
  Commonwealth’s	
  credit	
  rating	
  and	
  market	
  
access	
  –	
  even	
  if	
  the	
  General	
  Fund	
  cash	
  deficit	
  were	
  zero.	
  Similarly,	
  if	
  the	
  numerous	
  small	
  
agencies	
  run	
  large	
  deficits,	
  these	
  reduce	
  the	
  cash	
  balances	
  available	
  to	
  the	
  Commonwealth.	
  
An	
  analysis	
  of	
  fiscal	
  and	
  debt	
  sustainability	
  cannot	
  be	
  conducted	
  on	
  so	
  narrow	
  a	
  measure	
  as	
  
the	
  balance	
  in	
  the	
  General	
  Fund.	
  

10.	
  	
  	
  	
  	
   Accordingly,	
  we	
  construct	
  a	
  measure	
  of	
  the	
  deficit	
  incorporating	
  estimates	
  of	
  non-­‐
cash	
  spending	
  and	
  a	
  broader	
  definition	
  of	
  central	
  government.	
  First,	
  to	
  ensure	
  that	
  both	
  
cash	
  and	
  non-­‐cash	
  spending	
  are	
  captured	
  in	
  our	
  metric,	
  we	
  begin	
  by	
  using	
  the	
  fact	
  that	
  the	
  
flow	
  deficit	
  must	
  add	
  up	
  to	
  (1)	
  net	
  debt	
  issued	
  to	
  the	
  private	
  sector	
  by	
  the	
  Commonwealth	
  
and	
  the	
  GDB;	
  (2)	
  the	
  accumulation	
  of	
  payables	
  (due	
  to	
  suppliers	
  and	
  tax	
  refunds)	
  2;	
  (3)	
  the	
  
run	
  down	
  of	
  cash	
  balances,	
  and	
  (4)	
  other	
  non-­‐debt	
  creating	
  financing	
  such	
  as	
  asset	
  sales.	
  
This	
  measure	
  of	
  the	
  deficit,	
  as	
  used	
  by	
  the	
  IMF,	
  includes	
  all	
  of	
  these	
  financing	
  items.3	
  
Second,	
  we	
  use	
  a	
  wider	
  definition	
  of	
  the	
  central	
  government,	
  which	
  here	
  is	
  comprised	
  of	
  
the	
  Treasury	
  and	
  other	
  primary	
  government	
  units	
  (as	
  defined	
  in	
  Puerto	
  Rico),	
  including	
  
those	
  receiving	
  formula-­‐based	
  budgetary	
  transfers	
  (e.g.,	
  University	
  of	
  Puerto	
  Rico),	
  the	
  GDB	
  
and	
  COFINA.	
  To	
  get	
  the	
  central	
  government	
  primary	
  deficit,	
  we	
  add	
  General	
  Fund	
  revenues,	
  
COFINA	
  revenues,	
  and	
  the	
  net	
  operating	
  surplus	
  of	
  the	
  GDB	
  (revenue	
  less	
  administrative	
  
expenses)	
  and	
  deduct	
  General	
  Fund	
  expenses	
  (excluding	
  debt	
  service),	
  the	
  net	
  operating	
  
deficits	
  (excluding	
  debt	
  service)	
  of	
  the	
  primary	
  units,	
  non-­‐enterprise	
  component	
  units	
  (e.g.,	
  
ASES),	
  and	
  capital	
  expenditures;	
  federal	
  transfers	
  and	
  spending	
  cancel	
  out	
  but	
  are	
  included	
  
as	
  an	
  indicator	
  of	
  the	
  size	
  of	
  the	
  central	
  government	
  in	
  the	
  economy.	
  Effectively,	
  the	
  central	
  
government	
  includes	
  all	
  parts	
  of	
  the	
  public	
  sector	
  except	
  the	
  municipalities,	
  the	
  retirement	
  
funds,	
  and	
  the	
  three	
  large	
  enterprises	
  (PREPA,	
  PRASA,	
  and	
  HTA). 
	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
   	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
   	
  
2	
  The	
  payables	
  here	
  refer	
  to	
  macro-­‐relevant	
  arrears	
  (e.g.,	
  for	
  suppliers,	
  wages,	
  and	
  tax	
  refunds)	
  and	
  differ	
  from	
  
the	
  accounting	
  concept	
  (which	
  includes	
  items	
  like	
  accumulated	
  vacation	
  benefits).	
  
3	
  In	
  principle,	
  the	
  GAAP	
  analysis	
  of	
  the	
  CAFR	
  too	
  incorporates	
  the	
  financing	
  sources	
  cited	
  here	
  –	
  but	
  it	
  also	
  
includes	
  asset	
  and	
  liability	
  valuation	
  effects,	
  which	
  are	
  not	
  really	
  financing	
  sources	
  for	
  the	
  government	
  and	
  
obscure	
  the	
  flow	
  deficit	
  relevant	
  to	
  fiscal	
  policy.	
  Our	
  estimates	
  for	
  past	
  years	
  remove	
  the	
  latter	
  effects.	
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• Local	
  labor	
  laws	
  magnify	
  employment	
  costs.	
  Undoing	
  this	
  entails:	
  (i)	
  redefining	
  
overtime	
  as	
  on	
  the	
  mainland	
  (excess	
  over	
  a	
  40-­‐hour	
  week,	
  not	
  8-­‐hour	
  day);	
  (ii)	
  
cutting	
  paid	
  vacation	
  days	
  to	
  mainland	
  levels	
  (for	
  public	
  sector	
  workers,	
  from	
  30	
  
days	
  to	
  15	
  days);	
  (iii)	
  eliminating	
  the	
  mandatory	
  end-­‐of-­‐year	
  bonus;	
  (iv)	
  reducing	
  
onerous	
  requirements	
  for	
  proving	
  just	
  cause	
  in	
  layoffs	
  to	
  mainland	
  levels;	
  (v)	
  
extending	
  the	
  probationary	
  period	
  for	
  new	
  employees	
  from	
  3	
  months	
  to	
  1-­‐2	
  years;	
  
and	
  (vi)	
  relaxing	
  labor	
  laws	
  for	
  youth/new	
  entrants	
  for	
  the	
  first	
  few	
  years.	
  

• Federal	
  welfare	
  payments	
  are	
  generous	
  relative	
  to	
  the	
  low	
  incomes	
  in	
  Puerto	
  Rico,	
  
and	
  as	
  such	
  are	
  a	
  disincentive	
  for	
  the	
  unskilled	
  to	
  accept	
  work	
  (lest	
  they	
  lose	
  
benefits).	
  Welfare	
  needs	
  to	
  be	
  made	
  consistent	
  with	
  local	
  labor	
  market	
  conditions	
  
rather	
  than	
  with	
  US	
  mainland	
  conditions.	
  The	
  federal	
  government	
  should	
  therefore	
  
give	
  the	
  Commonwealth	
  more	
  latitude	
  to	
  adjust	
  welfare	
  requirements	
  and	
  benefits	
  
–	
  e.g.,	
  to	
  continue	
  food	
  stamps	
  for	
  a	
  while	
  even	
  after	
  a	
  person	
  returns	
  to	
  work;	
  or	
  to	
  
provide	
  lower	
  housing	
  benefits	
  to	
  more	
  people	
  rather	
  than	
  higher	
  benefits	
  to	
  a	
  few	
  
(the	
  Commonwealth	
  block	
  grant	
  is	
  capped	
  and	
  insufficient	
  for	
  all	
  those	
  who	
  qualify).	
  
Puerto	
  Rico	
  too	
  can	
  act	
  here,	
  cutting	
  back	
  the	
  Medicaid	
  benefits	
  it	
  pays	
  out	
  over	
  and	
  
above	
  the	
  Federal	
  minimum	
  standard	
  (thus	
  saving	
  some	
  $150	
  million	
  per	
  year).	
  

24.	
  	
  	
  	
  	
   Exempting	
  Puerto	
  Rico	
  from	
  the	
  US	
  Jones	
  Act	
  could	
  significantly	
  reduce	
  transport	
  
costs	
  and	
  open	
  up	
  new	
  sectors	
  for	
  future	
  growth.	
  In	
  no	
  mainland	
  state	
  does	
  the	
  Jones	
  Act	
  
have	
  so	
  profound	
  an	
  effect	
  on	
  the	
  cost	
  structure	
  as	
  in	
  Puerto	
  Rico.	
  Furthermore,	
  there	
  are	
  
precedents	
  for	
  exempting	
  islands,	
  notably	
  the	
  US	
  Virgin	
  Islands.	
  Puerto	
  Rico	
  should	
  also	
  
eliminate	
  its	
  own	
  self-­‐imposed	
  costs	
  by	
  freeing	
  up	
  the	
  scope	
  for	
  competition	
  in	
  ground	
  
transportation	
  and	
  liberalizing	
  the	
  associated	
  prices	
  set	
  by	
  the	
  Public	
  Service	
  Commission.	
  

25.	
  	
  	
  	
  	
   The	
  drive	
  for	
  competitiveness	
  must	
  include	
  a	
  cut	
  in	
  high	
  energy	
  costs,	
  which	
  
cascade	
  down	
  to	
  the	
  rest	
  of	
  the	
  economy.	
  The	
  silver	
  lining	
  in	
  PREPA’s	
  financial	
  difficulties	
  is	
  
that	
  it	
  has	
  forced	
  the	
  public	
  enterprise	
  to	
  confront	
  its	
  problems	
  of	
  over-­‐staffing	
  and	
  
inefficiency.	
  The	
  specifics	
  of	
  upcoming	
  reforms,	
  and	
  the	
  associated	
  debt	
  relief	
  to	
  make	
  it	
  
viable,	
  are	
  still	
  being	
  worked	
  out	
  by	
  PREPA	
  and	
  its	
  creditors.	
  Whatever	
  the	
  details,	
  they	
  
should	
  build	
  to	
  a	
  solution	
  where	
  PREPA	
  focuses	
  on	
  transmission	
  and	
  distribution,	
  while	
  
electricity	
  generation	
  is	
  opened	
  up	
  to	
  competition	
  from	
  newer	
  and	
  more	
  efficient	
  suppliers.	
  

26.	
  	
  	
  	
  	
   A	
  lot	
  can	
  be	
  done	
  to	
  lighten	
  the	
  burden	
  of	
  doing	
  business,	
  which	
  is	
  particularly	
  
important	
  when	
  reforms	
  are	
  aiming	
  to	
  move	
  the	
  economy	
  in	
  new	
  directions.	
  To	
  date,	
  the	
  
term	
  business-­‐friendly	
  in	
  Puerto	
  Rico	
  has	
  referred	
  to	
  efforts	
  to	
  offset	
  high	
  input	
  costs	
  with	
  
tax	
  breaks	
  and	
  subsidies.	
  As	
  input	
  costs	
  are	
  brought	
  down,	
  the	
  focus	
  should	
  shift	
  to	
  
ensuring	
  a	
  level	
  playing	
  field	
  and	
  greater	
  ease	
  of	
  doing	
  business,	
  including	
  permits	
  for	
  new	
  
businesses.	
  This	
  is	
  always	
  an	
  on-­‐going	
  task	
  but	
  a	
  start	
  could	
  be	
  made	
  by	
  addressing	
  the	
  
three	
  weakest	
  areas	
  identified	
  by	
  the	
  World	
  Bank:	
  the	
  difficulty	
  in	
  registering	
  property,	
  in	
  
paying	
  taxes,	
  and	
  in	
  obtaining	
  construction	
  permits.	
  There	
  is	
  already	
  some	
  progress	
  to	
  build	
  
on,	
  notably	
  a	
  plan	
  to	
  modernize	
  property	
  registration.	
  Lest	
  this	
  sort	
  of	
  work	
  slip	
  into	
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• Adoption	
  of	
  a	
  sales	
  tax	
  as	
  proposed	
  by	
  the	
  administration;	
  this	
  could	
  yield	
  just	
  over	
  
$1	
  billion	
  in	
  FY2016.	
  

• A	
  surcharge	
  on	
  the	
  corporate	
  income	
  tax	
  that	
  would	
  also	
  cover	
  firms	
  currently	
  paying	
  
only	
  0-­‐4%	
  (versus	
  the	
  statutory	
  35%).	
  This	
  should	
  be	
  seen	
  as	
  a	
  first	
  step	
  to	
  an	
  eventual	
  
overhaul	
  that	
  replaces	
  widespread	
  exemptions	
  with	
  a	
  low	
  flat	
  rate	
  of	
  10-­‐15%;	
  this	
  is	
  
assumed	
  to	
  yield	
  $250	
  million	
  starting	
  in	
  FY2017	
  and	
  to	
  rise	
  quickly	
  after	
  that.	
  

• A	
  step	
  up	
  in	
  property	
  taxes	
  (currently	
  based	
  on	
  real	
  estate	
  values	
  from	
  1954);	
  updating	
  
the	
  registry	
  and	
  adjusting	
  down	
  tax	
  rates	
  could	
  yield	
  $100	
  million	
  in	
  FY2016	
  and	
  more	
  in	
  
later	
  years	
  as	
  the	
  project	
  takes	
  off	
  (a	
  target	
  of	
  1%	
  of	
  GNP	
  is	
  reasonable).	
  This	
  is	
  shown	
  in	
  
Table	
  3	
  as	
  a	
  revenue	
  measure	
  but	
  could	
  equally	
  be	
  treated	
  as	
  a	
  spending	
  measure:	
  since	
  
municipalities	
  normally	
  retain	
  property	
  taxes,	
  the	
  central	
  government	
  revenue	
  could	
  cut	
  
its	
  transfers	
  to	
  municipalities	
  by	
  the	
  amount	
  of	
  additional	
  property	
  tax	
  receipts. 

• Rising	
  income	
  tax	
  collections	
  from	
  higher	
  worker	
  participation	
  due	
  to	
  labor	
  reforms;	
  the	
  
amount	
  raised	
  is	
  assumed	
  to	
  be	
  a	
  modest	
  $50	
  million	
  in	
  early	
  years	
  but	
  grows	
  quickly.	
  	
  

The	
  payoffs	
  from	
  the	
  above	
  are	
  indicative	
  and	
  obviously	
  will	
  depend	
  on	
  details	
  that	
  have	
  yet	
  
to	
  be	
  worked	
  out.	
  Substantial	
  additional	
  revenue	
  might	
  also	
  accrue	
  from	
  improved	
  tax	
  
collection,	
  which	
  is	
  low	
  relative	
  to	
  statutory	
  rates	
  not	
  just	
  due	
  to	
  exemptions	
  but	
  also	
  due	
  
to	
  poor	
  compliance;	
  no	
  assumptions	
  regarding	
  improved	
  compliance	
  are	
  made	
  at	
  this	
  stage.	
  

29.	
  	
  	
  	
  	
   On	
  the	
  expenditure	
  side,	
  there	
  is	
  scope	
  to	
  save	
  over	
  $2	
  billion	
  per	
  year	
  by	
  FY2020	
  
and	
  $2½	
  billion	
  per	
  year	
  by	
  FY2025:	
  

• Renewing	
  Law	
  66	
  (freeze	
  of	
  certain	
  formula-­‐based	
  transfers	
  from	
  the	
  general	
  fund)	
  
and	
  freezing	
  remaining	
  spending	
  in	
  real	
  terms	
  saves	
  $1	
  billion	
  by	
  FY2020.	
  Capital/	
  
infrastructure	
  is	
  assumed	
  flat	
  but	
  could	
  be	
  raised	
  if	
  revenues	
  exceed	
  expectations.	
  

• Puerto	
  Rico	
  currently	
  has	
  40%	
  fewer	
  students	
  but	
  10%	
  more	
  teachers	
  than	
  a	
  decade	
  
ago.	
  Teacher-­‐student	
  ratios	
  are	
  high,	
  higher	
  than	
  in	
  the	
  mainland	
  and	
  many	
  of	
  its	
  
wealthiest	
  and	
  best-­‐performing	
  counties.	
  A	
  gradual	
  cut	
  in	
  the	
  number	
  of	
  teachers	
  
saves	
  $400	
  million	
  per	
  year	
  by	
  FY2020	
  –	
  more	
  if	
  sparsely	
  attended	
  schools	
  are	
  also	
  
consolidated.	
  The	
  one-­‐off	
  costs	
  of	
  retrenchment	
  should	
  be	
  met	
  by	
  one-­‐off	
  revenues,	
  
e.g.,	
  if	
  valuable/cash-­‐rich	
  enterprises	
  like	
  the	
  state	
  insurance	
  fund	
  are	
  privatized.	
  

• A	
  reduction	
  in	
  the	
  subsidy	
  for	
  the	
  University	
  of	
  Puerto	
  Rico.	
  College	
  students	
  
currently	
  pay	
  a	
  low	
  flat	
  rate	
  that	
  for	
  many	
  is	
  far	
  lower	
  than	
  on	
  the	
  mainland	
  and	
  far	
  
lower	
  than	
  what	
  well-­‐off	
  UPR	
  students	
  paid	
  for	
  private	
  high	
  school.	
  Rather	
  than	
  a	
  
blanket	
  subsidy,	
  support	
  should	
  be	
  provided	
  through	
  need-­‐based	
  scholarship.	
  A	
  
program	
  along	
  these	
  lines	
  could	
  save	
  up	
  to	
  $500	
  million	
  by	
  FY2020.	
  

• Cuts	
  in	
  Medicaid	
  benefits	
  in	
  excess	
  of	
  minimum	
  standards	
  on	
  the	
  US	
  mainland.	
  This	
  
could	
  save	
  an	
  estimated	
  $150	
  million	
  per	
  year.	
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Despite	
  these	
  cuts,	
  total	
  expenditure	
  would	
  still	
  rise	
  in	
  dollar	
  terms	
  and	
  relative	
  to	
  GNP	
  as	
  it	
  
is	
  assumed	
  that	
  the	
  government	
  makes	
  up	
  for	
  any	
  cash	
  shortfalls	
  of	
  the	
  retirement	
  funds.	
  

30.	
  	
  	
  	
  	
   The	
  fiscal	
  benefits	
  of	
  comprehensive	
  reform	
  should	
  also	
  be	
  factored	
  in.	
  The	
  bottom	
  
of	
  Table	
  3	
  sets	
  out	
  a	
  higher	
  growth	
  path	
  than	
  assumed	
  so	
  far.	
  The	
  difference	
  between	
  a	
  
trend	
  real	
  GNP	
  growth	
  of	
  -­‐1%	
  and	
  of	
  +2.5%	
  delivers	
  additional	
  revenue	
  of	
  some	
  2½%	
  of	
  GNP	
  
by	
  FY2025,	
  which	
  is	
  built	
  into	
  the	
  projections	
  of	
  the	
  residual	
  financing	
  gap	
  after	
  measures.	
  

31.	
  	
  	
  	
  	
   The	
  quantitative	
  estimates	
  in	
  Table	
  3	
  are	
  subject	
  to	
  great	
  uncertainty	
  and	
  do	
  not	
  
reflect	
  the	
  full	
  menu	
  of	
  policy	
  options.	
  Apart	
  from	
  known	
  unknowns	
  such	
  as	
  the	
  size	
  of	
  
declines	
  in	
  Law	
  154	
  excise	
  receipts,	
  the	
  baseline	
  financing	
  gap	
  projections	
  are	
  subject	
  to	
  
numerous	
  other	
  assumptions	
  (e.g.,	
  the	
  rate	
  at	
  which	
  payables	
  are	
  brought	
  down)	
  and	
  do	
  
not	
  cover	
  all	
  government	
  reform	
  needs	
  (e.g.,	
  retirement	
  system	
  funding).	
  The	
  impact	
  of	
  
measures	
  also	
  hard	
  to	
  predict	
  and	
  depend	
  on	
  the	
  timing	
  and	
  specifics.	
  Could	
  the	
  measures	
  
be	
  enhanced	
  or	
  made	
  more	
  front	
  loaded?	
  Perhaps	
  but	
  not	
  easily.	
  Even	
  if	
  enacted	
  quickly,	
  it	
  
would	
  be	
  imprudent	
  to	
  assume	
  large	
  revenue	
  increases	
  in	
  the	
  first	
  year	
  of	
  an	
  adjustment	
  
program,	
  when	
  economic	
  pressures	
  and	
  implementation	
  difficulties	
  are	
  at	
  their	
  most	
  
intense.	
  The	
  payoff	
  is	
  especially	
  unclear	
  with	
  regard	
  to	
  the	
  corporate	
  tax	
  surcharge	
  –	
  
although	
  the	
  need	
  to	
  claw	
  back	
  decades	
  of	
  exemptions	
  and	
  tax	
  spending	
  is	
  acute.	
  

32.	
  	
  	
  	
  	
   Even	
  after	
  factoring	
  in	
  a	
  major	
  fiscal	
  effort,	
  a	
  large	
  residual	
  financing	
  gap	
  persists	
  
into	
  the	
  next	
  decade	
  –	
  implying	
  a	
  need	
  for	
  debt	
  relief.	
  On	
  the	
  assumptions	
  embodied	
  in	
  
Table	
  3,	
  to	
  close	
  the	
  residual	
  financing	
  gap,	
  the	
  government	
  would	
  need	
  to	
  seek	
  relief	
  from	
  
a	
  significant	
  –	
  but	
  progressively	
  declining	
  –	
  proportion	
  of	
  the	
  principal	
  and	
  interest	
  falling	
  
due	
  during	
  FY2016-­‐23	
  the	
  residual	
  financing	
  gap	
  disappears	
  by	
  FY2024.	
  The	
  precise	
  amount	
  
of	
  debt	
  relief	
  will	
  need	
  to	
  be	
  calibrated	
  to	
  the	
  specifics	
  of	
  the	
  reform	
  and	
  the	
  likely	
  path	
  of	
  
the	
  economy,	
  both	
  of	
  which	
  are	
  uncertain	
  at	
  this	
  stage.	
  

33.	
  	
  	
  	
  	
   Debt	
  relief	
  could	
  be	
  obtained	
  through	
  a	
  voluntary	
  exchange	
  of	
  old	
  bonds	
  for	
  new	
  
ones	
  with	
  a	
  later/lower	
  debt	
  service	
  profile.	
  To	
  agree	
  to	
  it,	
  bondholders	
  would	
  need	
  to	
  be	
  
convinced	
  that	
  the	
  specific	
  reforms	
  on	
  the	
  table	
  are	
  indeed	
  a	
  best	
  use	
  of	
  debt	
  relief,	
  and	
  
that	
  –	
  by	
  keeping	
  the	
  government	
  functioning	
  as	
  it	
  phases	
  in	
  organizationally	
  and	
  politically	
  
difficult	
  measures	
  –	
  the	
  reform	
  program	
  will	
  increase	
  the	
  expected	
  value	
  of	
  their	
  claims.	
  
Negotiations	
  with	
  creditors	
  will	
  doubtlessly	
  be	
  challenging:	
  there	
  is	
  no	
  US	
  precedent	
  for	
  
anything	
  of	
  this	
  scale	
  and	
  scope,	
  and	
  there	
  is	
  the	
  added	
  complication	
  of	
  extensive	
  pledging	
  
of	
  specific	
  revenue	
  streams	
  to	
  specific	
  debts.	
  But	
  difficult	
  or	
  not,	
  the	
  projections	
  are	
  clear	
  
that	
  the	
  issue	
  can	
  no	
  longer	
  be	
  avoided.	
  

34.	
  	
  	
  	
  	
   Any	
  discussion	
  with	
  creditors	
  on	
  general	
  obligation	
  debt	
  should	
  be	
  coordinated	
  
with	
  the	
  parallel	
  one	
  being	
  conducted	
  by	
  public	
  enterprises.	
  The	
  government	
  will	
  need	
  to	
  
coordinate	
  its	
  own	
  discussions	
  on	
  general	
  obligation	
  debt	
  with	
  those	
  already	
  in	
  progress	
  for	
  
public	
  enterprises	
  –	
  not	
  least	
  because	
  creditors	
  too,	
  like	
  the	
  government,	
  will	
  look	
  at	
  the	
  
overall	
  resource	
  envelope	
  and	
  investment	
  needs	
  in	
  public	
  enterprises.	
  To	
  facilitate	
  a	
  more	
  
orderly	
  discussion	
  of	
  debt,	
  it	
  would	
  help	
  if	
  the	
  US	
  Congress	
  were	
  to	
  remove	
  the	
  explicit	
  
exclusion	
  of	
  Puerto	
  Rico	
  from	
  the	
  provisions	
  of	
  Chapter	
  9	
  of	
  the	
  US	
  bankruptcy	
  code.	
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Puerto	
  Rico.	
  It	
  may	
  be	
  easier	
  to	
  push	
  for	
  something	
  that	
  the	
  Congress	
  has	
  agreed	
  to	
  before	
  
–	
  tax	
  preferences,	
  the	
  loss	
  of	
  which	
  is	
  anyway	
  the	
  original	
  sin	
  behind	
  the	
  island’s	
  travails.	
  

44.	
  	
  	
  	
  	
   Response.	
  Reforms	
  in	
  labor,	
  transport,	
  and	
  bankruptcy	
  laws	
  are	
  economically	
  
essential.	
  They	
  may	
  face	
  political	
  resistance	
  in	
  Washington	
  DC	
  but	
  Puerto	
  Rico	
  has	
  a	
  case	
  to	
  
make.	
  On	
  reinstating	
  US	
  tax	
  preferences,	
  it	
  is	
  not	
  clear	
  that	
  this	
  is	
  an	
  easier	
  ask	
  for	
  the	
  US	
  
Congress.	
  Or	
  that	
  mainland	
  firms	
  would	
  necessarily	
  be	
  lured	
  to	
  the	
  island,	
  as	
  exemptions	
  
can	
  –	
  and	
  have	
  –	
  been	
  withdrawn	
  before.	
  Or	
  indeed	
  that	
  a	
  growth	
  model	
  founded	
  on	
  tax	
  
advantages	
  is	
  better	
  in	
  the	
  long	
  run	
  than	
  one	
  based	
  on	
  genuine	
  competitiveness.	
  

45.	
  	
  	
  	
  	
   Objections	
  –	
  minimum	
  wage.	
  Even	
  if	
  one	
  accepts	
  that	
  there	
  may	
  eventually	
  be	
  
positive	
  effects	
  on	
  hiring	
  from	
  lower	
  wages,	
  one	
  has	
  also	
  to	
  take	
  into	
  account	
  that	
  lower	
  
wage	
  earnings	
  by	
  the	
  currently	
  employed	
  will	
  reduce	
  domestic	
  spending	
  and	
  growth.	
  

46.	
  	
  	
  	
  	
   Response.	
  First,	
  it	
  is	
  unlikely	
  that	
  a	
  reduction	
  in	
  the	
  minimum	
  wage	
  will	
  induce	
  an	
  
instantaneous	
  fall	
  in	
  all	
  wages	
  in	
  Puerto	
  Rico.	
  The	
  downward	
  pressure	
  on	
  wages,	
  like	
  the	
  
upward	
  pressure	
  on	
  employment,	
  will	
  take	
  time	
  to	
  play	
  out;	
  and	
  anyway,	
  below	
  minimum-­‐
wage	
  market	
  wages	
  already	
  exist	
  in	
  the	
  large	
  informal	
  sector.	
  Second,	
  even	
  if	
  currently	
  
employed	
  workers	
  reduce	
  their	
  spending	
  by	
  some	
  fraction	
  of	
  lost	
  earnings,	
  this	
  should	
  be	
  
offset	
  –	
  more	
  than	
  offset	
  –	
  by	
  the	
  higher	
  spending	
  of	
  the	
  newly	
  employed.	
  Third,	
  labor	
  
reform	
  should	
  be	
  seen	
  in	
  a	
  wider	
  context	
  of	
  the	
  effort	
  to	
  restore	
  confidence	
  in	
  future	
  
growth,	
  which	
  should	
  raise	
  consumption	
  and	
  investment.	
  

47.	
  	
  	
  	
  	
   Objections	
  –	
  pace	
  of	
  fiscal	
  adjustment.	
  Some	
  observers	
  might	
  point	
  to	
  the	
  
contrasting	
  experiences	
  of	
  Ireland	
  and	
  Greece	
  with	
  fiscal	
  adjustment.	
  Ireland,	
  in	
  many	
  ways	
  
similar	
  Puerto	
  Rico	
  (a	
  large	
  resident	
  base	
  of	
  multinational	
  firms,	
  a	
  recent	
  housing	
  bust,	
  low	
  
corporate	
  taxes),	
  had	
  much	
  better	
  growth	
  outcomes	
  partly	
  because	
  it	
  had	
  a	
  more	
  gradual	
  
fiscal	
  adjustment	
  than	
  Greece.	
  Puerto	
  Rico	
  should	
  heed	
  the	
  lesson	
  that	
  fiscal	
  multiplier	
  
effects	
  are	
  high	
  in	
  crisis	
  situations,	
  and	
  so	
  reduce	
  its	
  fiscal	
  deficit	
  only	
  gradually.	
  

48.	
  	
  	
  	
  	
   Response.	
  There	
  was	
  scope	
  for	
  slower	
  fiscal	
  adjustment	
  in	
  Ireland	
  because	
  off-­‐
market	
  financing	
  was	
  made	
  available	
  to	
  it	
  by	
  Euro	
  zone	
  partners	
  and	
  the	
  IMF.	
  Ireland’s	
  
policy	
  credibility	
  was	
  also	
  enhanced	
  by	
  quarterly	
  EC/IMF	
  monitoring	
  of	
  program	
  
implementation,	
  and	
  by	
  the	
  fact	
  that	
  its	
  fiscal	
  problem	
  was	
  not	
  decades	
  old	
  but	
  the	
  result	
  of	
  
a	
  banking	
  crisis.	
  These	
  points	
  do	
  not	
  apply	
  to	
  Puerto	
  Rico,	
  thus	
  limiting	
  its	
  options.	
  That	
  
said,	
  Puerto	
  Rico	
  does	
  have	
  scope	
  to	
  generate	
  some	
  financing	
  by	
  reprofiling	
  part	
  of	
  the	
  debt	
  
service	
  falling	
  due,	
  and	
  having	
  the	
  adjustment	
  effort	
  overseen	
  by	
  a	
  fiscal	
  oversight	
  board.	
  
Ultimately,	
  Puerto	
  Rico	
  needs	
  to	
  strike	
  a	
  balance	
  between	
  the	
  demands	
  of	
  financing,	
  
credibility	
  and	
  growth	
  –	
  which	
  is	
  what	
  the	
  fiscal	
  adjustment	
  scenario	
  here	
  tries	
  to	
  do.	
  

49.	
  	
  	
  	
  	
   Objection	
  –	
  debt	
  burden.	
  Many	
  people	
  argue	
  that	
  Puerto	
  Rico’s	
  debt	
  ratios	
  aren’t	
  
bad	
  by	
  international	
  standards,	
  especially	
  if	
  the	
  Commonwealth’s	
  ratio	
  is	
  calculated	
  relative	
  
to	
  GDP	
  (not	
  GNP,	
  which	
  is	
  much	
  lower)	
  and	
  public	
  enterprises	
  are	
  excluded	
  (as	
  in	
  other	
  
countries).	
  They	
  argue	
  that	
  Puerto	
  Rico’s	
  problem	
  is	
  not	
  too	
  high	
  debt	
  but	
  too	
  high	
  deficits.	
  






