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Introduction
The recent decline in Puerto Rico municipal bond prices has led to
a wave of litigation, especially with respect to closed-end municipal
bond funds that utilized leverage. In this paper, we examine both open
and closed-end municipal bond funds; Puerto Rico municipal bonds;
the cause of the decline in the Puerto Rico economy; and the use of
leverage at the fund and account levels.
Our research reveals a story of accelerating decline. The Puerto Rico
economy has been struggling with low growth, high unemployment,
rising debt and a host of other macroeconomic problems for many
years. Indeed, the economy has endured a devastating recession
which began in 2006, initiated by a severe government shutdown.
As a result of these macroeconomic factors, Puerto Rico municipal
bonds are now rated one notch above junk, a rating likely to be cut as
more drastic measures are required from the government.
Possibly the most troubling factor, is that the public pension systems
have been fatally compromised, with some systems only funded in the
single digits. This condition could lead to social unrest which would
likely destroy the tourist industry, an important sector of the Puerto
Rican economy.

The Puerto Rico Economy from 2006 to 2013
Background
Puerto Rico is a U.S. Commonwealth and is the largest among the
U.S. territories, which include Guam, American Samoa, the U.S. Virgin
Islands, and the Northern Mariana Islands. Like the other territories,
Puerto Rico is technically under the control of the U.S. federal
government1 and has always been influenced greatly by U.S. federal
policies on taxes, trade restrictions, and monetary and fiscal issues.
Despite being under control of the U.S. federal government, Puerto
Rico has no voting representation in Congress, only a delegate to the
U.S. House of Representatives.
However, Puerto Rico is relatively more autonomous regarding its own
internal governance than the other U.S. Territories due to its status as
a commonwealth, a status it shares with the Northern Mariana Islands.
According to the U.S. State Department,
“The term “Commonwealth” does not describe or
provide for any specific political status or relationship.
It has, for example, been applied to both states and
territories. When used in connection with areas under
U.S. sovereignty that are not states, the term broadly
describes an area that is self-governing under a
constitution of its adoption and whose right of selfgovernment will not be unilaterally withdrawn by
Congress.“2

A number of themes are self-evident regarding Puerto Rico:
1.

The economic decline in Puerto Rico started in 2006,
when the island economy suffered the one-two punch of
a government shutdown and the expiration of a significant
U.S. tax incentive;

2.

The Puerto Rico economy has clearly been in a chronic
long-term decline;

3. The combination of a long-term recession, dire
macroeconomic factors, and ballooning debts made
investing in Puerto Rico municipal bonds speculative
in nature;
4. The use of leverage to purchase Puerto Rico bonds was
extremely speculative and only suitable for those who
understood the risks and could afford the loss of their entire
investment; and
5. The only real surprise of the decline in bond prices was
how long it took to materialize.
The Puerto Rico Municipal Bond Crisis: What took you so long?

1

2

Like U.S. state, U.S. territories are under the aegis of the U.S. federal government,
but are in the unique position of not being represented in Congress.
U.S. Department of State Foreign Affairs Manual, 7 FAM 1121.2-1.
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| 1

CHART 1. PUERTO RICO REAL GDP9

Puerto Rico has a land area of 3,425 square miles3 and in 2012 had
a population of 3.67 million. It is roughly comparable to the U.S. state
of Connecticut which has a land area of 4,842 square miles4 and in
2012 had a population of 3.59 million5. However, in 2012 Connecticut’s
GDP was $229.3 billion6 compared to Puerto Rico’s GDP of only
$101.5 billion.7

3
4
5
6
7
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CIA World FactBook, accessed November 6, 2013.
U.S. Census Bureau, accessed November 6, 2013
Id.
U.S. Bureau of Economic Analysis, accessed November 6, 2013.
World Bank, accessed November 6, 2013.
www.accelerant.biz

Recession of 2006
Puerto Rico recently emerged from a protracted recession which
began in 2006 as the island economy experienced five straight years
of declining real GDP.8 In 2012 the Puerto Rico economy returned to
low growth, notching up a tepid 0.9 percent in real GDP growth rate.
Chart 1 (above) illustrates the long period of expansion of the Puerto
Rican economy beginning in 1984, its stagnation and then decline
in 2006.

8
9

World Bank, World Development Indicators, accessed November 6, 2013.
Id.
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The Puerto Rico Economic Activity Index shows a similar pattern, with
economic activity stalling in 2005 and then embarking on a protracted
decline, culminating in an eight-year low reading in July of 2013.10

Income, Poverty, and Unemployment
Puerto Rico’s real GDP per capita was $21,143 in 2012, below
Mississippi’s ($28,944), the poorest U.S. state, in the same year.
In comparison, the real GDP per capita of the mainland U.S was
$42,784.11 Per capita income, however, is only part of the story. Puerto
Rico’s poverty rate in 2012 was 44.9 percent with 38 percent of the
population receiving food stamps (in comparison, U.S. rates were
15.9 percent and 13.6 percent respectively).12
Puerto Rico has struggled with high unemployment for decades,
registering double digit unemployment rates every month since
January 1995 (with the exception of the July-November 2000 period
where the unemployment rate dropped to 9.7 percent).13 The August
2013 unemployment rate was 13.9 percent. This represents a
substantial improvement over the 16.9 percent level reached in May
of 2010 (the highest level reached in the 1995-present dataset), but it
remains above pre-2006 levels.14

Consideration of the declining labor force participation rate paints a
bleaker picture. In February 2007 the labor force participation rate
was 49.8 percent percent, and as of August 2013 it had dropped to
40.9 percent, a net decrease of 8.9 percent15. In comparison, it is
worth noting that the U.S. labor force participation rate, historically in
the mid-high 60 percent range, was 66.3 percent percent in February
of 2007, but dropped to 63.2 percent as of September 2013, a
35-year low.16 Had labor force participation remained at 2006 levels,
the labor force would currently be even larger, further increasing the
unemployment rate.

Population Decline
Puerto Rico is suffering from a long-term decrease in its population,
a trend which accelerated during the recession. From 2006-2012,
Puerto Rico’s population decreased from 3,821,362 to 3,667,084, a
net loss of 138,130 or 3.63 percent.17 Population decline is poison
for a macro economy, resulting in a variety of problems. By far the
most damaging effect is the one-two punch of a shrinking workforce
and adverse impact to pension systems. As the size of the workforce
shrinks due to any combination of low birth rates, high death rates,
out-migration, or low labor force participation, the long-term potential
output of that economy decreases.
A highly and/or increasingly productive workforce (such as in Japan)
can ameliorate this imbalance for a time, but in the long-run will be
overwhelmed by the reduction in output from fewer workers, ultimately
resulting in less GDP. Even in a country with increasing productivity,
a crossover point will be reached where the effects of decreasing
population overwhelm productivity gains. When this happens, growth
stalls and recession is likely. The impact of a decrease in the workforce
results in a decrease in long-term potential GDP.

10

11

12
13
14

The Economic Activity Index is a monthly index of general economic health
maintained by the Development Bank of Puerto Rico and derived from a variety of
economic indicators in lieu of traditional GDP statistics. For additional information
on the index see the Reference Section.
Puerto Rican GDP from the World Bank, U.S. GDP from the BEA. All per capita
numbers represent real GDP in 2005 dollars.
“American Community Survey 2012,” U.S. Census Bureau.
U.S. Bureau of Labor Statistics, accessed November 6, 2013.
Id.
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15

16

17

“Statistical Appendix of the Economic Report to the Governor 2012”, Government
Development Bank for Puerto Rico, April 2013.
U.S. Bureau of Labor Statistics, U.S. Civilian Labor Force Participation
Rate, 16 years and over, seasonally adjusted, 1950-present. Accessed
November 6, 2013.
World Bank, World Development Indicators, accessed November 6, 2013.
www.accelerant.biz
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CHART 2. PUERTO RICO ECONOMIC ACTIVITY INDEX18

Unfunded Pension Liabilities
As mentioned above, when the ratio of workers to retirees falls
state pension systems become strained. If the trend continues,
pension systems become unsustainable. In a healthy pension
system the support structure can be visualized as a pyramid, with
many contributors at the base supporting few pensioners at the
top. However, as the large base of contributors age a smaller base
of contributors may become available to fund the pension system,
especially if population growth stalls and life expectancies increase.

18

4 |

As the ratio of workers to pensioners decreases, the structure of the
pension system shifts first from a pyramid to a diamond and then to
an inverted pyramid. Once inverted, there are few workers supporting
many pensioners and the pension system is on a crash course with
math. Funds will be extracted from the pension at an accelerating
rate and replaced at a declining rate. Chart 3 (page 5) illustrates
this process.

Id. 1980 = 100. Data is for fiscal year, which runs from July of the previous year to
June of the current year.
www.accelerant.biz
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CHART 3. THE CHANGING STRUCTURE OF PENSION SYSTEMS

Unhealthy
Stable
Healthy
Many contributors
funding few
pensioners

Balance between
contributors and
pensioners

Few contributors
and many
pensioners

Unfunded pension systems are a significant risk to an economy
because investment and savings are diverted as wealth transfers to
pensioners. This dampens long-term growth and can open the door
to social unrest as both contributors and pensioners view the pension
system as unfair.

The three Commonwealth administered plans are shockingly
underfunded. In total, they have plunged from a 24.8 percent funded
ratio in 2007 to only 8.4 percent in 2012. In comparison, in the U.S.,
Illinois is considered to have the worst funded ratio of its state pension.
In February 2013 its system was funded at 43 percent.19
In Puerto Rico, the PRGERS (the largest system of the three with
approximately 200,000 current and retired workers20) is the worst,
showing a $26.4 billion unfunded accrued actuarial liability (“UAAL”)
as of June 30, 2012 (the most recent valuation date) and only a
4.5 percent funded ratio. The PRJRS and PRTRS are funded at
(respectively) 14.1 and 17.0 percent as of June 30, 2012. As is clearly
demonstrated in the chart to the left, all three pension systems are
quickly approaching insolvency, and have been in serious decline
since at least 2000.
In April 2013 Governor Padilla signed into law a series of reforms to
address the PRGERS, including: 21
> raising the retirement age for some workers to 65;

As would be expected, due to the trend of a declining population and
economic recession, the Puerto Rico pension system is chronically
underfunded. There are five main public pension systems in Puerto
Rico. They include:

> increasing pension contributions by almost two percent;
> lowering monthly pensions and benefits for some state workers;
> state workers’ Christmas bonuses were reduced; and

> Puerto Rico Government Employees Retirement System
(“PRGERS”);
> Puerto Rico Judiciary Retirement System (“PRJRS”);
> Puerto Rico Teachers Retirement System (“PRTRS”);

> summer bonuses were eliminated.
While these reforms are necessary, their positive effect may be too
weak given the dire straits of the pension system and the numerous
structural imbalances in the economy.

> Retirement System of the University of Puerto Rico (the
“University Retirement System”); and
> Employees Retirement System of the Puerto Rico Electric Power
Authority (“PREPA”).
The University Retirement System and PREPA are funded
independently by the revenues of their respective corporate entities,
and the remaining plans are funded by the Commonwealth. We
examine the three Commonwealth plans below.
19

20

21
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Kaske, Michelle, “Puerto Rico Set to Boost Worst Funded Pensions Sans Debt,”
Bloomberg, February 22, 2013.
Reuters, “Puerto Rico Senators Approve Public Pension System Overhaul,”
April 4, 2013.
Id., see “Puerto Rico Senators Approve Public Pension System Overhaul.”
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CHART 4: PUERTO RICO COMMONWEALTH PENSION FUNDED PERCENTAGE25

Public Sector Employment
Puerto Rico’s government sector (not counting utilities) accounted for
approximately 21.7 percent of employment in 2012.22 By comparison,
the U.S. government sector accounts for about 16 percent of U.S.
employment.23 The number of public employees has decreased sharply
over the last several years, largely as a result of the cuts undertaken

by the Fortuno administration (January 2009-January 2013). Due to
the economic slowdown, the percentage share of employment in the
government sector has remained relatively constant at approximately
22-23 percent; however the number of government employees shrank
from a high of 290,000 in 2007 to 225,000 in 2012.24

24
22
23
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Id. at A-65. “Statistical Appendix of the Economic Report to the Governor 2012”,
U.S. Bureau of Labor Statistics, accessed November 11, 2013 (October release).
www.accelerant.biz

25

See supra note 22.
All details on the Puerto Rico pension plans were taken directly from their respective
actuarial valuations. See the Reference Section for details.
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Public Debt and Deficits
Puerto Rico’s public debt continues to be a serious factor in the
current bond crisis. Depending on the metrics used, such as whether
pensions are counted and whether GNP or GDP is utilized, media
estimates of Puerto Rico’s public debt range from 70 to 100.6 percent
of GDP.26, 27
The Government Development Bank for Puerto Rico reports
$64.8 billion in public debt as of 2012. However, these numbers are
lower and likely not as inclusive as many media estimates. Despite
being conservative, the Development Bank debt numbers do show
a sustained rise, increasing by $35.1 billion from 2003-2012, or
118 percent.28 For comparative purposes, while U.S. states are
prohibited from running deficits, Puerto Rico has run budget deficits
for the past decade, averaging 2.5 percent of GDP from 2009-2012.29
Additionally, the Puerto Rican Constitution (Article VI, Section 8)
mandates that interest and amortization on public debts be given first
priority of revenues.30 The provision represents a double-edged sword
for bondholders. On the one hand the interest payments on debt
are constitutionally protected; on the other, during a time of limited
economic resources, interest payments may crowd out investment in
infrastructure and general development, thus decreasing the likelihood
of Puerto Rico achieving economic growth. Such a condition would
make the island vulnerable to a death spiral of falling revenues and
increasing debt payments, and would increase the likelihood of a
sovereign default.

Trade Policy
The Puerto Rico economy has been adversely affected by a number
of changes in tax and trade policy, the most significant of which was
the expiration of Section 936. Section 936 was a tax incentive for U.S.
companies to manufacture in Puerto Rico, allowing the repatriation of
profits to the mainland U.S. without paying federal tax. It was repealed
by President Clinton in 1996 with a ten year phase out.
26
27

28
29
30

The Economist, “Puerto Rico-Greece in the Caribbean,” October 26, 2013.
Slavin, Robert, “More than One Cause for Puerto Rico’s Debt Problem,” The Bond
Buyer, October 28, 2013.
See supra note 23.
The Economist, “Puerto Pobre-Puerto Rico’s Debt Crisis,” October 26, 2013.
“Constitution of the Commonwealth of Puerto Rico,” Article VI-8, Puerto Rico Office
of Legislative Services.
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Section 936 expired in 2006, helping to thrust the island economy
into its long recession. The pharmaceutical industry was a large
beneficiary of this tax break and was a major driver of employment
on the island. In 2002 the pharmaceutical sector was responsible
for 56 percent of total manufacturing jobs and 20 percent of total
industrial jobs.31 Although the pharmaceutical industry was able to
largely maintain its tax advantages as an existing industry on the
island, the expiration of the exemption was a significant disincentive
for new industries to move to Puerto Rico. Between October 1996 and
September 2002, 27,373 industrial jobs were lost.32 Note however, that
these developments are pre-recession and the current state of the
pharmaceutical sector may be weaker.
In addition, Puerto Rico remains affected by the long standing
Merchant Marine Act of 1920 (also called the Jones Act). Designed
to enhance the U.S. shipping industry and maintain a merchant
marine capable of assisting in times of war, this Act mandates that
all cargo between U.S. ports be carried by American flagged ships
and American crews, and has the effect of increasing Puerto Rico’s
shipping costs.33
According to a recent study by the U.S. Government Accountability
Office (“GAO”), the establishment of a discrete regularly scheduled
weekly shipping market between the mainland U.S. and Puerto Rico
does have advantages. However they also report that “Shippers doing
business in Puerto Rico reported that freight rates for foreign carriers
going to and from foreign ports are often lower than rates they pay to
ship similar cargo from the United States, despite longer distances.”34
According to industry stakeholders interviewed by the GAO, “foreignbuilt barges can be priced about 20 percent less than U.S.-built
barges, and foreign-built containerships can be priced 50 percent less
than similar U.S.-built containerships.”35

31

32
33
34

35

Maldonado, A. W., “The Loss of 936: Good or Bad for Puerto Rico?” The
Pharmaceutical Industry Association of Puerto Rico, November 17, 2002.
Id.
Id.
“Puerto Rico – Characteristics of the Island’s Maritime Trade and Potential Effects of
Modifying the Jones Act,” U.S. Government Accountability Office, March 2013; 5.
Id. at 26.
www.accelerant.biz
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CHART 5. PUERTO RICO GROSS PUBLIC DEBT37

Tax Policy
As of 2013 the top marginal tax rate was 33 percent on personal
income exceeding $67,500. Corporate tax structure saw a major
simplification in 2011. Regarding corporate sur tax rates, any corporate
net income up to $1,750,000 is taxed at 5 percent. Any corporate net
income in excess of $1,750,000 is subject to a flat fee of $87,500 as
well as a 10 percent tax on any net income exceeding $1,750,000.
Additionally, a 20 percent tax will be levied on the net income subject
to the normal tax of every corporation.36
36

37
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See Tax Tables Appendix for personal and corporate tax rates. Note that these
rates do not represent the total corporate tax burden. For details on all additional
rates and variations see the original documents.
Source: Commonwealth of Puerto Rico Economic Report to the Governor 2012.
Data is for year-end. Percent labels reflect change in Gross Public Debt from yearend 2005.
www.accelerant.biz

Lastly, Puerto Rico is subject to the federal minimum wage despite
having much lower productivity than the mainland U.S. This problem
is two-pronged; higher labor costs make Puerto Rico less attractive
for labor-intensive industries compared to other Latin American
economies, and a convergence of the federal minimum and the
average wage reduces the incentive to hire.38

38

See supra note 29.
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As with any market, the situation is dynamic for Puerto Rico municipal
bonds. Puerto Rico passed Act 22 in early 2012, which instituted tax
breaks to attract wealthy people to become permanent residents of
the Commonwealth. Depending on the specifics, taxes on interest and
dividends could be as low as zero percent. 39 In addition, Puerto Rico
recently passed Act 40 in June of 2013, which included a variety of
sales and corporate tax increases.40

An important point to remember is that as a U.S. territory, Puerto
Rico may not declare bankruptcy and seek the protection that the
city of Detroit has. U.S. states are similarly disallowed from federal
bankruptcy, as the U.S. Constitution classifies states as sovereign in
that regard.

Government Shutdown in 2006

Municipal bonds are typically issued by states and municipalities and
their interest payments are generally exempt from federal income
tax.45 Municipal bonds are also generally exempt from state and
local income taxation for taxpayers in the locality; thus New York City
obligations are exempt from both New York State and New York City
income taxation for residents of New York City.

The current spike in Puerto Rican municipal yields to the 10 percent
range began with the government shutdown of 2006.41 At the time,
Governor Villa was at odds with the legislature over how to deal with a
$750 million budget deficit. Unlike the recent U.S. shutdown in October
2013 the situation in Puerto Rico was much more serious. When
negotiations broke down, some 100,000 Puerto Rican workers were
thrown out of work. Only fire and safety personnel were maintained,
and even all of the island’s public schools were closed.42, 43 While the
political wrangling continued for 13 days, Moody’s downgraded Puerto
Rico’s general obligation bonds to Baa3, their lowest investment grade
rating, and where Puerto Rico bonds are currently rated.44 Eventually
a compromise was reached which instated new municipal and islandwide sales taxes.

Impact of Detroit Bankruptcy
The official Detroit Chapter 9 bankruptcy filing on July 18, 2013
appears to have sharply reduced the risk appetite of municipal bond
investors, with lower quality credits faring the worst. As Puerto Rico
municipals are generally rated just above junk grade, they were sold
heavily. Chart 6 (page 10) shows the divergence of Puerto Rico
municipal bond prices from U.S. municipal bond prices.

39
40
41

42

43

44

“Act 22,” January 17, 2012, Puerto Rico Office of Legislative Services.
“Act 40,” June 30, 2013, Puerto Rico Office of Legislative Services.
Tenebrarum, Pater, “Puerto Rico’s Debt Crisis-Another Domino Keels Over,”
Seeking Alpha, October 14, 2013.
Rivera, Manuel, “Puerto Rico Extends Government Shutdown,” The Associated
Press, May 2, 2006.
British Broadcasting Company, “Puerto Rico to Resolve its Fiscal Crisis,”
May 4, 2006.
British Broadcasting Company, “Loan Deal for Puerto Rico Crisis,” May 11, 2006.
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Understanding Puerto Rico Municipal Bonds

The municipal bond market is a key component of our capital markets,
particularly for state and local governments that need to raise money
for infrastructure, hospitals, schools and other capital intensive
projects. Municipal bonds can be split into two categories, general
obligation and revenue obligation bonds. General obligation bonds
are backed by the full faith and credit of the issuer and are a first lien
on taxes raised. Revenue obligation bonds are backed by the income
generated from the project for which the funds were raised, such as
electricity sale revenues from a power authority.
Municipal debt is usually rated by one or more of the three major
rating agencies with Aaa to Baa346 considered investment grade.47
Like all debt instruments, the risks of the investments should be
determined to ascertain whether the potential rewards justify
undertaking those risks. The greatest risk is liquidity, the ability to sell
the security prior to maturity. Other risks include: default (or credit);
interest rate; call; and complexity.

45

46
47

Municipal bonds may be subject to the Alternative Minimum Tax. Also, some
taxable municipals exist but are a lesser component of the marketplace.
Moody’s Ratings.
Standard & Poors’ and Fitch are similar, with AAA to BBB- being considered
investment grade. See Appendix: Credit Ratings Scales of Major Ratings Agencies
to compare the twenty different ratings.
www.accelerant.biz
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CHART 6. PUERTO RICO V. U.S. MUNICIPAL BOND INDEX COMPARISON48

Often municipals have their debt issues insured, sometimes referred
to in Wall Street parlance as “credit enhancement”. The effect of the
insurance is to elevate the rating of the bonds being issued to Aaa
from the lower rating on its own merits. Municipalities will insure their
debt at issuance if the cost of the insurance enables even greater
interest rate savings for the issuer.

It is unwise for investors to only look at the insured credit rating. A
better rule for investors is to not buy an insured municipal obligation
unless they would buy it on its own merits without the insurance.

In the event of a default, the bond insurance is only as good as the
ability of the insurance company to make the interest and principal
payments if the issuer defaults. The amount of municipals insured
often exceeds hundreds of times the insurance company’s capital.
Therefore the ability of the insurance company to be able to honor their
commitments may be imperiled when there are widespread defaults.
48

10 |
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Source: Standard & Poor’s U.S. Municipal Bond and Puerto Rico Municipal Bond
indicies, both reindexed to 100 on January 20, 2009.
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CHART 7. PUERTO RICO MUNICIPAL BOND EXPOSURE BY FUND FAMILY50

Tax-Exempt Status of Puerto Rico Municipal Bonds
Puerto Rico municipals aggregate about $53 billion or about
1.5 percent of the $3.7 trillion municipal debt marketplace.49 These
bonds enjoy exemption from U.S. federal, state, and local income
taxes as well as the Commonwealth of Puerto Rico’s income taxes.
The federal Alternative Minimum Tax may apply as in the case of many
mainland U.S. municipal debt investments.

Because of this income tax exemption and the fact that Puerto Rico
municipal yields are higher due to their lowest investment grade
rating, Puerto Rico municipal bonds are in the portfolios of many U.S.
domestic state-specific mutual funds. Thus, the impact of the problems
of Puerto Rico permeates a great many municipal mutual funds of
the U.S. For instance, Oppenheimer had a number of state-specific
municipal bond funds with high levels of Puerto Rico bonds, including:51
> Virginia: 33 percent;
> North Carolina: 25 percent;
> Arizona: 25 percent;

49

50

Forbes, “Could a Puerto Rico Default Hammer the $3.7 Trillion U.S. Muni Bond
Market in 2014?”.
Source: Morningstar.
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> Massachusetts: 25 percent;
and
> Maryland: 25 percent.

Chart 7 (above) shows the aggregate exposure of various fund families
to Puerto Rico municipal bonds.
51

InvestmentNews, October 11, 2013.
www.accelerant.biz
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Taxable Equivalent Yield of Puerto Rico Municipal Bonds
Usually municipals are marketed to individuals and institutions on their unique tax treatment. A chart comparing the taxable equivalent yield
(“TEY”) of municipal and taxable bonds is a major marketing exhibit in the investment community. If the TEY is higher than the yields on taxable
corporate or government bonds, then the municipal bonds might be a better bargain for the investor, as one important measurement of
investment returns is the “after-tax” rate of return.52 For Puerto Rico municipals, this calculation is no different.
Table 1. Taxable Equivalent Yields53
YIELD\
TAX RATE
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8.00

8.00

8.42

8.89

9.41

10.00

10.67

11.43

12.31

13.33

14.55

16.00

9.00

9.00

9.47

10.00

10.59

11.25

12.00

12.86

13.85

15.00

16.36

18.00

10.00

10.00

10.53

11.11

11.76

12.50

13.33

14.29

15.38

16.67

18.18

20.00

11.00

11.00

11.58

12.22

12.94

13.75

14.67

15.71

16.92

18.33

20.00

22.00

12.00

12.00

12.63

13.33

14.12

15.00

16.00

17.14

18.46

20.00

21.82

24.00

Puerto Rico Debt Ratings
As the Puerto Rico economy weakened, so did the creditworthiness of the Commonwealth’s municipal debt. It’s credit rating was lowered to the
minimum investment grade of Baa354, the lowest of the ten investment grade ratings.
As an example, we give the ratings history of two Puerto Rico municipal bonds (a revenue and a general obligation) in the Appendix Historical
Bond Rating section.

52
53
54
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Of course, credit risk is a significant factor in comparing bonds.
Table 1. shows the yield needed on taxable bonds to be equivalent to the tax-exempt Puerto Rico municipal bond yield.
Moody’s December 2012. Standard and Poors’ lowered their rating to BBB-, also the tenth rating and lowest of investment grade in March 2013.
www.accelerant.biz
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Municipal Bond Funds
Municipal bonds are often sold to the public and individual investors
through municipal bond funds, which offer investors a vehicle for
investing in a bond portfolio instead of individual bonds. These funds
can be open-ended or closed-end.
One of the major advantages of municipal bond funds is the ability to
diversify the investor’s portfolio in an economic way. Smaller investors
might find it difficult to efficiently diversify their portfolios given
minimum bond purchase amounts and higher commissions on smaller
trades. Thus, municipal bond funds offer the investor instant and
efficient diversification in the number of issues held in the portfolio.
However, it is important to note that state or territory specific municipal
bond funds do not offer investors geographic diversification. Instead,
they expose the investor to the particular risks associated with the
relevant state or territory in which the fund invests. If the investor
invests only in the bonds from one state or territory, it can add
significant risk.

Open-end Mutual Bond Funds
Open-end mutual funds continually create or redeem shares through
the mutual fund sponsor, which allows those shares to trade at the net
asset value (“NAV”) of the underlying portfolio. That is, the fund price
is equal to value of the underlying fund assets on a per share basis.
As fund shares are purchased, a commensurate number of shares are
created; as fund shares are sold, a commensurate number of shares
are redeemed. Thus, the number of shares outstanding floats with
the amount of supply or demand for them, with all transactions based
on the NAV, calculated at the end of every business day when they
transact. Depending on which class of shares purchased, there could
be a sales charge to purchase and/or sell shares.

Mutual fund shares are most often common stock although there have
been some instances of preferred stock as well. As common stock,
these shares are marginable thirty days after issuance and subject
to Regulation T of the Federal Reserve as well as New York Stock
Exchange (“NYSE”) margin regulations, Financial Industry Regulatory
Authority (“FINRA”) margin rules, and house requirements. Each of
these margin requirements must be at least as high as Regulation T,
currently 50 percent.55

Closed-end Bond Funds
Closed-end funds are initially offered through an underwriting and
(unlike open-end mutual funds) the number of shares remains
constant. These shares will then typically be traded on an exchange.
Unlike their open-ended cousins, closed-end funds may trade at,
above, or below NAV. Typically, municipal bond funds will trade near or
below their NAV, although they do trade above their NAV on occasion.
The variation in NAV is the result of supply and demand.
Closed-end funds can be purchased on the IPO and contain an
embedded 4.5 percent commission. This commission comes directly
out of the investible proceeds, so that only 95.5 percent of the
proceeds are invested. Typically, the offering price will be maintained
at the “syndicate bid” (usually $10 per share) for the first 30 days after
the IPO. Once the 30 day period has run, the support is removed
from the price and the fund will almost always drop 4.5 percent as the
inflated price sold down to the NAV.
It should also be kept in mind that agency commissions are charged
in both the purchase and sale of closed-end funds in the secondary
market.
Traditionally, closed-end municipal bond funds have distributed the
net income generated by the underlying bonds in the portfolio. More
recently, some funds have been using a “managed distribution” policy.
Under a managed distribution policy, the closed-end fund sets a
distribution rate and if the underlying municipal bonds do not generate
enough income, the principal is used to bring the total distribution up
to the predetermined level.

55
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Electronic Code of Federal Regulations. Title 12 – Banks and Banking; Chapter
II – Federal Reserve System (Continued); Subchapter A – Board of Governors of
the Federal Reserve System (Continued); Part 220 – Credit by Brokers and Dealers
(Regulation T).
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Over time, a managed distribution policy can erode the principal
amount invested in the fund, and can present a significant risk for
investors if they rely on their investments for living expenses, as in the
case of retirees. For such an investor, a managed distribution policy
can facilitate the unknowing consumption of their own principal, and
could leave them with a depleted asset base from which to generate
income for their expenses.
Most investors are unaware of managed distributions and assume
the distributions they receive from closed-end bond funds are interest
payments from the underlying funds. FINRA published an Investor
Alert on October 28, 2013 to address these issues and explain the
differences between an investment yield and a distribution. 56 In this
Investor Alert, FINRA explains:57
When looking at closed-end funds and traditional
mutual funds, keep in mind that distribution rates and
yields are different measures. A mutual fund’s yield
shows its interest and dividend income expressed as
a percentage of the fund’s current share price. With
a closed-end fund, the distribution rate might also
include a return of principal…
Closed-end funds that return capital can carry a
higher level of risk because the fund is eroding
the asset base it has to generate income to pay
distributions. Some closed-end funds set a specific
distribution rate to pay regardless of the income
generated by the fund. In that case, it is more likely
that a fund may return capital to investors along the
way. Before you invest in a fund, find out if the closedend fund follows this approach—also known as a
managed distribution policy.
Furthermore, investors might not want to invest in a new issue closedend bond fund (where a 4.5 percent commission is typically charged
on the total amount invested at the time of the initial public offering) if
the fund is going to return their own principal back to them.

The Effect of Combining Internal Fund and
Account Leverage: 1 + 1 = 4
Internal Closed-end Fund Leverage
Many closed-end municipal bond funds permit the use of leverage.
Indeed, it is common for closed-end funds to have leverage ratios of
33 to 50 percent (calculated on the total portfolio after the leverage
has been used to purchase additional securities) so the holdings of
municipal obligations could be 50 to 100 percent higher than the
amount of capital initially raised. The amount of leverage allowed in a
closed-end bond fund is specified in the prospectus and how much
is actually utilized is reported at least every six months in the fund’s
Certified Shareholder Report (“CSR”) filing.58
The leverage inherent to a closed-end fund is not obvious to an
investor from looking at their brokerage statements. They would need
to read through the CSR reports to see if the fund was borrowing to
make additional purchases.

Margin Account Leverage
Investors may utilize leverage at the account level whereby they borrow
against the assets in their account to purchase more securities. This
is known as margin. Municipal bonds may be purchased on margin.
While stocks are subject to Regulation T margin requirements,
municipal bonds are not and are classified as an exempt security, as
are most debt instruments, excepting convertible debt instruments.59
Margin requirements for municipal securities are set by the NYSE.
Currently, the initial and maintenance requirements are the greater
of 15 percent of the market value or seven percent of the principal.
Generally, this requirement means the margin requirement for
municipal bonds will be 15 percent (unless the market value of the
bonds were to fall precipitously or the instrument is a zero selling at
a low discount, compounding at a specified rate instead of paying
current income).60
58

59

56

57
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See FINRA Investment Alert “Closed-End Fund Distributions: Where is the Money
Coming From?”, 10/28/13.
Id.
www.accelerant.biz

60

Certified Shareholder Reports are available on the SEC EDGAR website and are
coded as a Form N-CSR. They are also mailed to shareholders of record.
Regulation T set margin requirements for equities and equity derivatives, like
convertible bonds, at 50 percent in 1974 and it has remained constant through
today. The actual rate may vary and is set by the Federal Reserve Board of
Governors.
Michael T. Curley, Margin Trading from A to Z; (John Wiley & Sons, Inc., Hoboken,
2008); P.70.
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A 15 percent margin requirement means that an investor could
leverage the cash in their account over six times. As an example, a
customer who deposited $100,000 in cash could purchase roughly
$660,000 worth of municipal bonds.61
Leverage and margin magnify investment results up and down, as
well as result in margin interest charges on the debit balance. Most
importantly, when used together (i.e. leverage in the investment
and margin in the account) these two types of leverage can have a
multiplicative effect.

Other Considerations
What will happen to Puerto Rico municipals should the
Commonwealth seek statehood in the future? It is likely that
outstanding obligations on that date will continue to be state and
local tax exempt in all other states but new issues will only be state
and local exempt in the new state of Puerto Rico. These were the
experiences of both Alaska and Hawaii when they became the fortyninth and fiftieth states in the U.S in 1959.

Impact of Increased Spreads

Conclusion

Interest rate spreads refer to the difference in yields between separate
types of securities or indices. Typically, spreads are used as a
benchmark to compare the yields on securities as a measure of the
risks of debt securities with different credit qualities. For instance, a
commonly quoted spread is the one between junk bonds and treasury
bonds (generally considered risk-free), which have ranged between
100 and 1,100 basis points at various times.62

The decline in Puerto Rican bond prices is merely the culmination of
the long-term decline of the island economy. If there has been any
surprise, it is how long bond prices have remained elevated.

When spreads increase, it is indicative of an increase in perceived risk
by investors in the bonds being compared to the risk-free rate. Very
simply, investors sell the bonds, increasing their yields and thus the
spread between the security yield and the risk-free rate.
When retail investors see their bond mutual fund drop in value they
may sell shares in the fund. This could lead the fund to sell some of
the bonds it owns, thus increasing the price declines in those bonds
and widening spreads further. In this way, bond fund redemptions and
declining bond prices can become a negative feedback loop.

The Commonwealth of Puerto Rico has been struggling for over
a decade with chronically low growth, escalating debt levels, high
poverty levels, and population decline. These factors, the looming
pension crisis and subsequent hard choices that will have to be made
suggest the high likelihood of rating downgrades and more downside
for Puerto Rico municipal bond prices in the future.
As we were finalizing this paper, Standard and Poor’s downgraded
the credit rating on Puerto Rico’s General Obligation debt to BB+
on February 4th, 2014. This rating remains on CreditWatch with
negative implications.
Please see the Accelerant blog for more in-depth coverage of the
credit downgrade and other breaking developments in the Puerto Rico
debt crisis.

Closed-end funds face a different dynamic. While they are not forced
to sell their underlying investments because of redemptions, the fund
price could drop substantially below its NAV if there was heavy selling
of fund shares.

61

62

In actuality, no one should initiate a position where they were right up against the
maintenance margin requirement. If they did, a small move against them could
put the account into a maintenance margin call, and subject to liquidation by their
Broker-Dealer. More prudent would be the use of less leverage, giving the investor a
cushion against any downside volatility.
There are many junk bond spreads, most track a junk bond index against a treasury
index or high grade corporate bond index.
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Appendices
Tax Tables – Personal Tax Rates
2004
Wages in excess of…

2005
%

Wages in excess of…

2006
%

Wages in excess of…

2007
%

Wages in excess of…

2008
%

Wages in excess of…

%

$—

7.00%

$—

7.00%

$—

7.00%

$—

7.00%

$—

7.00%

$2,000

10.00%

$2,000

10.00%

$2,000

10.00%

$17,000

14.00%

$17,000

14.00%

$17,000

15.00%

$17,000

15.00%

$17,000

15.00%

$30,000

25.00%

$30,000

25.00%

$30,000

28.00%

$30,000

28.00%

$30,000

28.00%

$50,000

33.00%

$50,000

33.00%

$50,000

33.00%

$50,000

33.00%

$50,000

33.00%

$—

—

$—

—

2009
Wages in excess of…

2010
%

Wages in excess of…

2011
%

Wages in excess of…

2012
%

Wages in excess of…

2013
%

Wages in excess of…

%

$—

7.00%

$—

7.00%

$—

0.00%

$—

0.00%

$—

0.00%

$17,000

14.00%

$17,000

14.00%

$5,000

7.00%

$6,500

7.00%

$9,000

7.00%

$30,000

25.00%

$30,000

25.00%

$22,000

14.00%

$23,000

14.00%

$25,000

14.00%

$50,000

33.00%

$50,000

33.00%

$40,000

25.00%

$41,300

25.00%

$41,500

25.00%

$—

—

$—

—

$60,000

33.00%

$61,300

33.00%

$61,500

33.00%

Source: Witholding schedules. Please see the Reference Section for detailed references. Note that these rates do not represent the total personal tax burden. For details on all
additional rates and variations see the original documents.

Tax Tables – Corporate Tax Rates
2000-2009

2009-2010

2011-2014

Net income up to…

Tax

Net income up to…

Tax

Net income up to…

Tax

$75,000

5%

$75,000

5%

$1,750,000

5%

$125,000

$3,750 plus 15% of the
excess > $75,000
$11,250 plus 16% of the
excess > $125,000
$19,250 plus 17% of the
excess > $175,000
$27,750 plus 18% of the
excess > $225,000
$36,750 plus 19% of the
excess > $275,000

$175,000
$225,000
$275,000
Over $275,000

$3,750 plus 15% of the
excess > $75,000
$11,250
plus 16% of the
$175,000
excess > $125,000
$19,250 plus 17% of the
$225,000
excess > $175,000
$27,750
plus 18% of the
$275,000
excess > $225,000
$36,750 plus 19% of the
Over $275,000
excess > $275,000
Additionally, a 20% tax will be levied, collected and
paid on the net income subject to normal tax of
every corporation or partnership.
$125,000

$87,500 plus 10% of the
excess > $1,750,000
Additionally, a 20% tax will be levied, collected and
paid on the net income subject to normal tax of
every corporation or partnership.
Over $1,750,000

Source: Corporate tax returns. Please see the Reference Section for detailed references. Note that these rates do not represent the total corporate tax burden. For details on all
additional rates and variations see the original documents.
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Historical Bond Ratings63
BOND

AGENCY

RATING

Puerto Rico GO 7/1/34

Moody’s

Baa3

Puerto Rico GO 7/1/34

Moody’s

Baa3

Puerto Rico GO 7/1/34

Moody’s

A3

Puerto Rico GO 7/1/34

Moody’s

A3

Puerto Rico GO 7/1/34

Moody’s

A3

Puerto Rico GO 7/1/34

Moody’s

Baa1

Negative

8/8/11

Puerto Rico GO 7/1/34

Moody’s

Baa3

Negative

12/13/12

Puerto Rico GO 7/1/34

S&P

BBB-

Puerto Rico GO 7/1/34

S&P

BBB-

Stable

12/14/07

Puerto Rico GO 7/1/34

S&P

BBB-

Positive

11/29/10

Puerto Rico GO 7/1/34

S&P

BBB

Stable

3/7/11

Puerto Rico GO 7/1/34

S&P

BBB

Negative

6/6/12

Puerto Rico GO 7/1/34

S&P

BBB-

Negative

3/13/13

Puerto Rico Electric Power Revenue 7/1/30

Moody’s

A3

Puerto Rico Electric Power Revenue 7/1/30

Moody’s

A3

Puerto Rico Electric Power Revenue 7/1/30

Moody’s

A3

Negative

8/24/06

Puerto Rico Electric Power Revenue 7/1/30

Moody’s

A3

Stable

3/30/07

Puerto Rico Electric Power Revenue 7/1/30

Moody’s

A3

Puerto Rico Electric Power Revenue 7/1/30

Moody’s

A3

Negative

10/25/11

Puerto Rico Electric Power Revenue 7/1/30

Moody’s

Baa1

Stable

3/28/12

Puerto Rico Electric Power Revenue 7/1/30

Moody’s

Baa2

Puerto Rico Electric Power Revenue 7/1/30

Moody’s

Baa3

Negative

6/19/13

Puerto Rico Electric Power Revenue 7/1/30

S&P

A-

Stable

3/21/05

Puerto Rico Electric Power Revenue 7/1/30

S&P

AAA

Puerto Rico Electric Power Revenue 7/1/30

S&P

AAA

Puerto Rico Electric Power Revenue 7/1/30

S&P

AAA

63

WATCH

OUTLOOK

EFFECTIVE DATE

10/26/07
Stable

11/6/07
4/16/10

Negative
Negative

8/10/10
5/3/11

10/26/07

3/23/05
Negative

5/26/06

5/7/10

Negative

12/17/12

3/23/05
Negative
Negative

8/6/08
10/8/08

Ratings via Bloomberg. Puerto Rico GO 7/1/34, CUSIP: 74514LPX9 (no Fitch ratings); Puerto Rico Electric Power Revenue 7/1/30, CUSIP: 74526QEW8. Gray shading indicates
rating on underlying bond (without insurance).
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Historical Bond Ratings (continued)
BOND

18 |

AGENCY

RATING

Puerto Rico Electric Power Revenue 7/1/30

S&P

Puerto Rico Electric Power Revenue 7/1/30

OUTLOOK

EFFECTIVE DATE

AAA

Negative

4/21/09

S&P

AA+

Stable

10/25/10

Puerto Rico Electric Power Revenue 7/1/30

S&P

AA+

Negative

8/10/11

Puerto Rico Electric Power Revenue 7/1/30

S&P

AA+

Puerto Rico Electric Power Revenue 7/1/30

S&P

AA-

Puerto Rico Electric Power Revenue 7/1/30

S&P

A-

Puerto Rico Electric Power Revenue 7/1/30

S&P

A-

Stable

4/1/05

Puerto Rico Electric Power Revenue 7/1/30

S&P

A-

Negative

6/9/05

Puerto Rico Electric Power Revenue 7/1/30

S&P

BBB+

Stable

3/30/06

Puerto Rico Electric Power Revenue 7/1/30

S&P

BBB+

Puerto Rico Electric Power Revenue 7/1/30

S&P

BBB+

Stable

2/23/07

Puerto Rico Electric Power Revenue 7/1/30

S&P

BBB

Stable

6/20/13

Puerto Rico Electric Power Revenue 7/1/30

Fitch

AAA

Puerto Rico Electric Power Revenue 7/1/30

Fitch

AAA

Negative

10/10/08

Puerto Rico Electric Power Revenue 7/1/30

Fitch

AA+

Negative

5/11/09

Puerto Rico Electric Power Revenue 7/1/30

Fitch

AA

Negative

10/12/09

Puerto Rico Electric Power Revenue 7/1/30

Fitch

BBB+

Stable

2/24/10

Puerto Rico Electric Power Revenue 7/1/30

Fitch

BBB+

Negative

3/28/12

Puerto Rico Electric Power Revenue 7/1/30

Fitch

BBB+

Puerto Rico Electric Power Revenue 7/1/30

Fitch

BBB-

Stable

7/1/13

Puerto Rico Electric Power Revenue 7/1/30

Fitch

A-

Stable

3/30/07

Puerto Rico Electric Power Revenue 7/1/30

Fitch

BBB+

Stable

10/12/09

Puerto Rico Electric Power Revenue 7/1/30

Fitch

BBB+

Negative

3/28/12

Puerto Rico Electric Power Revenue 7/1/30

Fitch

BBB+

Puerto Rico Electric Power Revenue 7/1/30

Fitch

BBB-

www.accelerant.biz

WATCH

Negative

9/28/11
Stable

12/1/11
3/23/05

Negative

1/11/07

4/1/05

Negative

3/14/13

Negative

3/14/13
Stable

7/1/13

The Puerto Rico Municipal Bond Crisis: What took you so long?

Credit Ratings Scales from Major Ratings Agencies64
MOODY’S

S&P

FITCH

CREDIT WORTHINESS

1

Aaa

AAA

AAA

An obligor has EXTREMELY STRONG capacity to meet its financial commitments.

2

Aa1

AA+

AA+

An obligor has VERY STRONG capacity to meet its financial commitments. It differs from the highest rated obligors only in small degree.

3

Aa2

AA

AA

4

Aa3

AA-

AA-

5

A1

A+

A+

6

A2

A

A

7

A3

A-

A-

8

Baa1

BBB+

BBB+

9

Baa2

BBB

BBB

10

Baa3

BBB-

BBB-

An obligor has STRONG capacity to meet its financial commitments but is somewhat more susceptible to the adverse effects of changes in
circumstances and economic conditions than obligors in higher-rated categories.

An obligor has ADEQUATE capacity to meet its financial commitments. However, adverse economic conditions or changing circumstances
are more likely to lead to a weakened capacity of the obligor to meet its financial commitments.

BELOW INVESTMENT GRADE

An obligor is LESS VULNERABLE in the near term than other lower-rated obligors. However, it faces major ongoing uncertainties and
exposure to adverse business, financial, or economic conditions which could lead to the obligor’s inadequate capacity to meet its financial
commitments.

11

Ba1

BB+

BB+

12

Ba2

BB

BB

13

Ba3

BB-

BB-

14

B1

B+

B+

15

B2

B

B

16

B3

B-

B-

17

Caa

CCC

CCC

18

Ca

CC

CC

C

C

The obligor is CURRENTLY HIGHLY-VULNERABLE to nonpayment. May be used where a bankruptcy petition has been filed.

C

D

D

An obligor has failed to pay one or more of its financial obligations (rated or unrated) when it became due.

e, p

pr

19
20

WR

64

An obligor is CURRENTLY VULNERABLE, and is dependent upon favourable business, financial, and economic conditions to meet its
financial commitments.
An obligor is CURRENTLY HIGHLY-VULNERABLE.

ratings may be assigned to obligations pending receipt of final documentation and legal opinions. The final rating may differ from
Expected Preliminary
the preliminary rating.
Rating withdrawn for reasons including: debt maturity, calls, puts, conversions, etc., or business reasons (e.g. charnge in the size of a debt
isse), or the issuer defaults.

Unsolicited Unsolicited

NR

An obligor is MORE VULNERABLE than the obligors rated ‘BB’, but the obligor currently has the capacity to meet its financial commitments.
Adverse business, financial, or economic conditions will likely impair the obligor’s capacity or willingness to meet its financial commitments.

This rating was initiated by the ratings agency and not requested by the issuer.

SD

RD

This rating is assigned when the agency believes that the obligor has selectively defaulted on a specific issue or class of obligations but it will
continue to meet its payment obligations on other issues or classes of obligations in a timely manner.

NR

NR

No rating has been requested, or there is insufficient information on which to base a rating.

Source: Moody’s, Standard & Poor’s, and Fitch. Grey highlight indicates non-investment grade ratings. Credit worthiness from Standard & Poor’s.
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and our commitment to a highly responsive work ethic.
Headquartered in New York City, Accelerant also serves clients from our Hong Kong and London offices.
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