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Puerto Rico defaulted on roughly $900 million in principal and interest due on July 
1st—most of which was general obligation (GO) bonds and Commonwealth-
guaranteed debt. Despite this historic default, the first state or US territory to default 
since the State of Arkansas in 1933, the municipal market has taken it in stride. In 
fact, prices of Puerto Rico bonds are generally flat (increasing by 3.4% since 
introduction of legislation in the US House; declining by 2.8% following the default). 
While the default had been expected by the market for quite some time and risk 
premium priced in, we think this event marks only the beginning of a long process to 
restructure debt and repair the Commonwealth’s economy and fiscal house. 

 
 

Puerto Rico Entity 

Debt due 
on July 1, 
2016 (in 
$million) 

Amount 
Paid* (in 
$million) 

Commonwealth GO 780 0 
PREPA (Electric Authority) 424 424 
HTA (Highway Authority) 233 233 
PBA (Public Building Authority) 177 152 
PRASA (Sewer & Aqueduct Authority) 148 148 
CCD (Convention Center District) 21 21 
ERS (Employee Retirement System) 14 14 
Other (GO notes, PRIFA) 122 20 
Total $1,919 $1,012 

Source: Bloomberg, S&P and Barclays 
*As of July 8, 2016. Figures do not include impact of payments by bond insurers 

 

A deteriorating situation leads to a shift in investor base. The Commonwealth has suffered from a recession since 2006; where 
current unemployment is close to 20%, roughly 50% of the population lives in poverty and hundreds of thousands who have the 
means have already left the island.  The Commonwealth’s pension fund stands at a less than 1% funded rate, with thousands of 
retirees who rely on the payments to make ends meet.  Due to a decade of economic and fiscal woes, the Commonwealth amassed 
$70 billion in debt which was bought by islanders and US municipal bond investors who benefit from triple tax-exemption (income is 
exempt from federal, state and local taxes).  As Puerto Rico credits drifted into junk bond territory over the past few years, mutual 
funds sold most of their Puerto Rico bonds; only 125 mutual funds actually hold the bonds, and seven of those funds have more 
than 50%1. Opportunistic hedge funds are now the largest holders of Puerto Rico debt. 

1 Source: Morningstar 
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Decision to break its promise. With liquidity nearly exhausted, Puerto Rico Governor Alejandro Garcia-Padilla announced the 
Commonwealth’s intention to default on its obligations and successfully pushed through legislation earlier this year to allow the 
government to decide whether to make payments on their debt—specifically, its general obligation debt which carries a 
constitutional guarantee—in order for them to conserve cash.  Puerto Rico itself—like states—does not have the legal authority to 
declare bankruptcy. 

Congress acts. On June 30th, Federal legislation called PROMESA  (Spanish for “promise”) was passed, creating an Oversight 
Board consisting of seven appointed officials, with the “exclusive control” to enact and enforce Fiscal Plans, so the island attains 
fiscal solvency and access to the capital markets. The Board would have ultimate control over all economic and fiscal matters for the 
government and would have the authority to restructure its debts. It would also have the authority to prevent the execution of 
legislative acts, executive orders, regulations, rules and contracts that undercut economic growth initiatives or violate the Act, in 
addition to other powers.  

 
 The seven members—appointed by the President with recommendations from leaders in the House and Senate—will likely 

consist of four Republicans and three Democrats with experience in municipal bond markets, finance, or government 
operations who cannot be a former or current elected official or candidate for office, among other restrictions. 

 
 PROMESA states that any debt restructuring must respect the relative lawful priorities or lawful liens, as may be applicable, 

in the constitution, other laws, or agreements of a covered territory or covered instrumentality in effect prior to the date of 
enactment of the Act. 

 
 To impose a voluntary restructuring agreement on a specific pool of creditors (i.e., GO bondholders, COFINA bondholders, 

etc.), a two-thirds vote with at least 50% of the creditor pool voting is needed (based on amount outstanding). This would 
effectively allow one-third of bondholders to bind the entire group. However, if no agreement is possible, the Oversight Board 
could then petition a court to force an involuntary restructuring. 

 
 It also establishes a firewall between creditors and pensions in the development of fiscal plans. 

 
 The Board will be terminated when the commonwealth government  

 
(i) has adequate access to short- and long-term credit markets at reasonable rates;  
(ii) has four consecutive years’ worth of budgets in accordance with modified accrual accounting standards; and  
(iii) balances its budget. 

 
Helped to default. We think that the passage of PROMESA may have facilitated the GO default, because it initiated a stay of litigation 
against the Commonwealth through February 15, 2017. Hence, PROMESA wouldn’t excuse a default, but gives Puerto Rico cover. 
 
Insured bondholders protected. Investors who hold insured Puerto Rico bonds will be paid their amount owed in full, with bond 
insurance policies making up the shortfall. We also remain confident that the two bond insurers, Assured Guaranty and MBIA (through 
National Public Finance), with the largest insured exposures to Puerto Rico will continue to pay as expected. 
 
This is NOT the end. PROMESA is more the start than the conclusion of the process that will determine outcomes for creditors. The 
restructuring process is contentious and time-consuming. Furthermore, it forces courts to opine over the power of Puerto Rico’s 
Constitution and the definition of government resources in determining priority of claims between different bondholders (i.e., GO and 
COFINA) across a very complex debt structure. Creditors may also challenge the constitutionality of PROMESA, which could delay 
the process even more. For comparison, the municipal market has recently witnessed other restructurings, albeit on much smaller 
scales. These include the City of Detroit’s restructuring which took nearly a year and a half; Jefferson County, Alabama took over two 
years and San Bernardino, California remains ongoing after almost four years. 

We think that the situation remains fluid and not enough is known, particularly with regard to private negotiations and formation of 
the Oversight Board, to make any confident predictions or take a more constructive view on Puerto Rico’s bonds. However, we 
emphasize our belief that Puerto Rico’s crisis does not pose a contagion risk to the broader municipal market. We will continue to 
monitor developments and provide regular updates. 
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The views and opinions contained herein are those of the Municipal Credit team and do not necessarily represent Schroder Investment 
Management North America’s house view.  Issuers/sectors mentioned are for illustrative purposes only and should not be viewed as a 
recommendation to buy/sell. This newsletter is intended to be for information purposes only and it is not intended as promotional material in any respect. 
The material is not intended as an offer or solicitation for the purchase or sale of any financial instrument The material is not intended to provide, and 
should not be relied on for accounting, legal or tax advice, or investment recommendations. Information herein has been obtained from sources we 
believe to be reliable but Schroder Investment Management North America Inc. (SIMNA) does not warrant its completeness or accuracy. No 
responsibility can be accepted for errors of facts obtained from third parties. Reliance should not be placed on the views and information in the document 
when taking individual investment and / or strategic decisions.  
 
The opinions stated in document include some forecasted views. We believe that we are basing our expectations and beliefs on reasonable 
assumptions within the bounds of what we currently know.  However, there is no guarantee that any forecasts or opinions will be realized. Schroders has 
expressed its own views and opinions in this document and these may change. 
 
Schroder Investment Management North America Inc. (“SIMNA Inc.”) is an investment advisor registered with the U.S. SEC. It provides asset 
management products and services to clients in the U.S. and Canada including Schroder Capital Funds (Delaware), Schroder Series Trust and Schroder 
Global Series Trust, investment companies registered with the SEC (the “Schroder Funds”). Schroder Fund Advisors LLC, is the distributor of the 
Schroder Funds, member FINRA, SIPC. Schroder Investment Management North America Inc. is an indirect wholly owned subsidiary of Schroders plc 
and is a SEC registered investment adviser and registered in Canada in the capacity of Portfolio Manager with the Securities Commission in Alberta, 
British Columbia, Manitoba, Nova Scotia, Ontario, Quebec, and Saskatchewan providing asset management products and services to clients in Canada. 
This document does not purport to provide investment advice and the information contained in this newsletter is for informational purposes and not to 
engage in a trading activities. It does not purport to describe the business or affairs of any issuer and is not being provided for delivery to or review by 
any prospective purchaser so as to assist the prospective purchaser to make an investment decision in respect of securities being sold in a distribution. 
Further information about Schroders can be found at www.schroders.com/us. ©Schroder Investment Management North America Inc. 875 Third Ave – 
22nd Floor, New York, NY 10022, (212) 641-3800. 
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