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Puerto Rico’s Troubles Take It to Uncharted Waters

Douglas A. Rediker explains that because Puerto Rico is not a state or a country, it cannot turn to the usual sources
of help but must solve its problems on its own.
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Puerto Rico is staggering under a recession and is threatened with default, but it’s not a
country and it’s not a state, so it’s having trouble finding lifelines to keep going into next
year, to avoid bankruptcy. Douglas Rediker, a visiting senior fellow at the Peterson Institute,
has studied the situation and conferred with policy makers in the US government. Doug,
first, what problems does Puerto Rico face?

Puerto Rico is facing uncharted territory, because Puerto Rico, as you suggested, is neither a
country or a city, or a state. Unfortunately, the way the world is structured doesn' take a situ-
ation like Puerto Rico into account. It can’t go to the IMF [International Monetary Fund]. It’s
not a country. It can’t declare bankruptcy; it’s not a city. It can’t go to Washington and beg for
money -- although it can, it’s just not likely to get any. You've seen cases like California most
recently, a couple of years ago, which is a big state, let’s face it, and they were told, “Sorry, no
money from Washington.” It’s highly unlikely Puerto Rico is going to get any money from
Washington. So Puerto Rico falls between the cracks. It can’t declare bankruptcy, it can't go

to the IME it has no lifeline to the Federal government; it’s kind of got to deal with its own
problems itself. And that’s very tricky because those problems are pretty significant.

Its bonds have been reduced to junk bond status in terms of their ratings?
They’re one notch above junk.

According to the Washington Post, huge numbers of people are leaving Puerto Rico to find
jobs elsewhere. You say they are going to have to solve their problems on their own. What
would that entail?

First, one of the reasons that this is so noteworthy is because Puerto Rico has a triple tax-
free status, in terms of issuing municipal bonds. That means that for all the people in the
United States that are outside of Puerto Rico, but that hold triple tax-free bond funds that
they assume, are basically their own state. A large proportion of those funds also have pretty
significant exposure to Puerto Rico because it’s been paying high yields, they are very, very
prolific issuers. So there’s a lot of liquidity out there for their municipal bonds, and they’re
triple tax-free. So if you're in New York, Massachusetts, California, you own a triple tax-
free bond that you think is primarily, if not exclusively holding bonds of your state, you're
wrong. Most, if not all of them, also have exposure to Puerto Rico.

When you say triple tax-free, you mean, what's the triple?

Federal, state and local. So a lot of — I don’t want to say retirees — but a lot of people who
live on a fixed income, oftentimes will invest in funds that are triple tax-free, so that they
get a predictable, fixed income return, and they think they’re doing so on the basis of what
they understand to be riskless underlying municipal bonds.
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You're saying these are investors all around the United States.

All around the United States. And that’s one of the reasons this raises such concern. First of
all, it’s an absurd amount of money. The Washington Post talks about $70 billion. You've
heard rumors of $80 billion. Whatever it is, it’s a remarkably large amount of money for a
territory as small as Puerto Rico. To put it in perspective, Detroit which was just approved
for bankruptcy earlier today has $18 $billion.

Are there any institutions that are vulnerable, such as banks?

There are local banks. It’s unclear what the bank exposures are to the individual bonds that
we're talking about, but there are a number of Puerto Rican domestic or local investors who
are significantly exposed. Again, it’s not just the bond funds in other states, but certainly

a vast proportion of the fixed income investors within Puerto Rico invested in these very
attractive, triple tax-free bonds issued by the Puerto Rican government. But I should say it
wasn't just the Puerto Rican government.

One person actually made the analogy that Puerto Rico is kind of like if you combined
Greece with Enron, because the structures are wildly complicated, and the debt burden is
wildly overbearing. And if you combine those two, you've got what Puerto Rico is facing.

So we go to an earlier question that you asked, what can they do? Well, what they can do
is, the government is actually trying to take this on right now in a pretty admirable way,
simply because you don't have an IMF or an outside force that is compelling you by using a
carrot and stick approach to do the right thing.

The existing government in Puerto Rico, which just came in the last year or so, is doing a
lot of smart things. They are trying to be more honest, more open with the investor com-
munity. They’re trying to raise taxes. They’re trying to use incentives to stimulate growth of
the economy by having businesses come back and invest. They’re using everything they can.

The question is whether what they have in their arsenal is going to be enough. But in most
cases, you wouldn’t look at the existing response by the current Puerto Rican government
and say, “They’re doing all the wrong things.”

Right.

Or even some of the wrong things, they’re actually doing the best they can. And I think
they need to be, if not rewarded for that, at least acknowledged that they are doing what
they can to try and make the best of a pretty ugly situation.

There’s another handicap that you have mentioned, sort of analogous to Greece. Puerto
Rico does not have its own currency. If it were a separate country with its own currency, it
could try to devalue.

That’s right. They obviously can’t print their own currency. They are using the US dollar.
And so they are small and relatively unimportant when it comes to when the Fed makes
decisions on how to treat the US dollar. They’re not primarily focused on Puerto Rico, just
as the ECB [European Central Bank] in making its decisions, doesn’t look at Greece, or

at least it didn’t historically, and say, “Now, we really need to watch out for them. So we're
going to tilt our entire monetary policy to take care of this one particular situation.”
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So Puerto Rico ends up being on the receiving end of policy decisions taken far away from
Puerto Rico. And they don't have a lot they can do domestically, as you suggest, to devalue
their currency and try and stimulate exports in a manner that is traditionally the way
countries might address something like this.

If Puerto Rico were to default, and the zero hour for that wouldn’t come until next year,
what consequences would that produce for the US economy, or even outside the US?

Outside the US, negligible. And even within the US, negligible. Except for what I referred
to before, which is if you assume that there are many, many, many retail investors across
the country who don't even realize that they have significant exposure to Puerto Rican
municipal bonds, [and they] find that suddenly there is — and I'm not predicting a default
— but if there were to be some dynamic akin to a default over time, and they find that those
municipal bond funds are no longer performing the way they expected, and they suddenly
find that there is a risk, a vulnerability in the municipal bond market emanating from
Puerto Rico, of all places, it could cause some — I certainly don’t want to call it a crisis of
confidence — but it could cause some alarm in the overall municipal bond market.

And that’s where the risk of a contagion, or a more dramatic impact on the US economy as
a whole, could take place. Puerto Rico is simply not large enough to be significant, but the
municipal bond exposure people have to Puerto Rico is surprisingly large. And that’s where
I think people will focus on the risk.

Nobody likes a bailout. I think you're right in saying Congress would not want this to go

away. But is there no possibility of a bipartisan agreement sometime in the next year, that
would provide interim financing to give Puerto Rico some time to meet its budgetary and
economic shortcomings to crawl out of this hole?

I think the chance of Washington providing funding, whether it’s interim or longer term,
is pretty close to nothing. That doesnt mean that there couldn’t be a Federal response; and
the response could be something akin to a Federally mandated commission that would
effectively step in and mandate the crisis response, the reforms that need to take place

in Puerto Rico, from outside. But that necessarily requires a loss of sovereignty, which I
think the Puerto Rican government is loath to agree to. And quite frankly, the current
government has done a pretty good job so far, of taking on exactly the items that I think a
Federally mandated commission would probably require.

So as long as this government is doing the best it can to undertake these structural reforms
within the Puerto Rican economy and the government structure, then I don't see that
there’s going to be much of a Washington response other than, as I suggest, the very
unlikely providing of funding that is going to step in. I think this is one where the current
government is doing the best it can. Let’s see if they continue down that path. If they do,
then they may actually eke this one out. If they don’t, then as I said, I don’t think you're
going to see funding coming in. You may see outside measures being brought to bear by
Congress, by Washington, through the provision of this outside commission to come in
and oversee. But boy, that’s a politically difficult one for the Puerto Ricans to accept.

Doug, thank you very much.

Sure. My pleasure, thanks Steve. -



